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Executive Summary

Increasing numbers of Texas cities are having problems with their water and wastewater systems
due to population growth, limited funding, infrastructure deterioration, high operating costs,
regulatory requirements and shortages in skills and technology.

These problems act in harmony with new legislation for competitive market and privatization
solutions. No longer are competition and privatization “buzz” words that are exclusively
restricted to the telecommunications, airline, natural gas and electric industries. Competition and
privatization are now also being encouraged by new laws to solve city operation, maintenance,
funding and infrastructure problems in the municipal water and wastewater sector. As new
federal and state legislation remove barriers to water and wastewater competition and
contractual agreements, growing numbers of cities are looking to partnerships with private

companies for water and wastewater services and operations.

With significant major industry changes occurring in the state, cities need to think about how
their traditional responsibilities are affected by new reguiations. Administrators, regulators and
legislators must think outside the current venues of the last thirty years to visualize a new market
and regulatory venue where legislation and regulations will have to prepare for future business
conditions. Understanding competitive marketing strategies enabies informed cities to benefit
from a new system of market rules and increased competition from private water and wastewater
services providers. Uninformed cities will either miss benefits, or enter into poor contractual

agreements.

The purpose of this report is to describe current and emerging water and wastewater competition
and privatization strategies, summarize conclusions and make recommendations on how Texas
cities can effectively choose a strategy for implementing cost effective water and wastewater
improvements. The contents of the report are summarized below:

Chapter 1 describes the cumrent state of municipal water and wastewater funding and
infrastructure requirements that show cities' need to seek private sector assistance to increase
efficiency and performance. The Introduction is located at page 7.

Chapter 2 provides background on key government initiatives to facilitate sclutions that improve
municipal water and wastewater services, infrastructure and lower costs. The timeline highlights
some of these key initiatives that are discussed at length beginning on page 10.
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1996 | 1997 |

Construction Grant Program/Clean Water Act: Cities' interest in private operations agreements
began to increase in 1972 with passage of the Environmental Protection Agency's (EPA)
Construction Grant Program and the Clean Water Act.

Clean Water State Revolving Fund Program: Implementation of the Clean Water State
Revolving Fund Program (SRF) in 1987 heightened municipal interest in infrastructure
investment by increasing availability of low-interest loans.

Executive Order 12803: Executive Order 12803 was issued in 1992 to increase public and
private interest in privatization of system assets.

internal Revenue Service Revenue Procedure 97-13: In 1997, the Intemal Revenue Service
(IRS) implemented Revenue Procedure 97-13 that removed limits on long-term contracts.

Senate Bill 1: 1997's Texas Senate Bill 1 enables regionalization, among other things.
Amendments to TAC Section 291: Most recently, in 1999 the TNRCC approved amendments to

Section 291 of the TAC to promote regionalization and consolidations through positive
acquisition adjustments.

Chapter 3 details the four general types of competitive marketing strategies that are available to
cities. Summarized below are the strategies that have been identified and implemented in
Texas and the nation. Chapter 3 begins on page 14.

Competitive Market Strategies

Managed Competition {see page 18)

City employees plan and develop strategies for improving municipal operations to implement efficiencies
that are competitive with private service operations companies. The option may include competing with
private operators in a competitive bid process to provide municipal water and/or wastewater services.

Operations Contract (see page 22)

Contract agreement with a company for operations management . Agreement is for a fixed period of time.
Scope of services are limited to the terms defined in the agreement.

Lease (see page 29)

Contractual transfer of asset ownership to a company to operate facilities for a specific period of time.
Asset Sale (see page 31)

The sale of infrastructure to a company transfers title of the asset in perpetuity. Revenues from the sale
can be used to retire outstanding debt, finance improvements or transfer revenue to the general fund.
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In deciding whether there are areas for improving water and wastewater system operations and
services, cities must first weigh some key considerations regarding the extent of their need,
including the infrastructure condition, capital funding, regulatory compliance, required technology
and expertise. The table below provides some examples of questions that cities should
consider in weighing their need for assistance through the competitive market.  Further

discussion of key issues regarding cities’ possible needs can be found at page 17.

Indications of Need for a Competitive Market Solution

Issue Need

Efficiency Can private companies operate water and wastewater systems more efficiently and at
lower cost?

Capital Is there adequate access to funds to meet compliance and operating costs? Can private

financing access funds otherwise not available?

Rates Will costs put upward pressure on refail rates?

Technology Is there need for technical expertise to perform complex treatments? Do companies offer
cost effective technical solutions?

Economies Are scale economies for operations and purchasing materially different for the city than a
broader based company?

Compliance Are there existing or expected environmental compliance concerns that may require out-
sourcing?

Rate pressure  Can rate pressure be mitigated by competitive options?

Planning-Growth Will load growth increase the need for infrastructure & planned improvements?

Chapter 4 documents the range of interviews that were conducted with Texas and U.S. cities,
company representatives, federal/state regulators, legal experts and industry association
representatives during the study. The interviews were organized into stages, or “phases” where
different groups of industry professionals were interviewed for information about privatization
and competitive marketing strategies at different stages of the study. Each interview stage in the
process, results and conclusions are described below. Chapter 4 begins on page 35.
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Executive Summary - Interview Summary

Phase 1 Interviews (see page 37)

Purpose

Conclusion

Water industry associations and companies operating in Texas were interviewed to learn
about current practices and membership in Texas.

Cost savings, operational efficiencies, system improvements, and environmental compliance
are possible through the company's expertise, experience, scale, and experience

Phase 2 Interviews (see page 40)

Purpose

Conclusion

Texas cities identified during Phase 1 interviews were contacted to learn about “best practices”
operations contracts.

Virtually all cities expressed satisfaction with operation contracts. Quality is appropriate.
Agreements allow cities to lock in savings. Comprehensive terms and detailed language are
essential for successful results. Important contract terms and rights include accountability,
enforcement and monitoring. With good contracts, benefits result through economies of scale,
improved system management, technical expertise, cost effective operations, maintenance
and improvements. Estimated savings between 20% to more than 40%.

Phase 3 Interviews (see page 44)

Purpose

Conclusion

EPA and IRS representatives were contacted about Executive Orders and IRS Revenue
Procedures intended to promote competition and privatization.

IRS 97-13 best improves privatization opportunities by longer term agreements.
In E.0.12803, there is concern that EPA's position on jurisdiction over contract agreements
with concession fees will cause delays and discourage contracts.

Phase 4 Interviews (see page 50)

Purpose

Conclusion

EPA, AWWA, AMWA and other representatives were contacted to identify 60 cities that have
implemented privatization, competition and other competitive market strategies in the nation.

The surveys identified a nationally dispersed group of 60 cities that have implemented
privatization and competition agreements that were contacted in Phase 5.

Phase 5 Interviews (see page 52)

Purpose

Conclusion

60 cities identified in Phase 4 were contacted to learn about their specific privatization, sale,
lease and managed competition experiences.

Cities that have needs for cost savings, improvements, environmental compliance, technology
expertise or financing benefited from competitive solutions. Each city's unique needs made
each solution unique. Cost savings, operational benefits and technical capabilities were
clearly reported under operations contracts. Carefully written contracts with specificity in
language, terms, expectations, monitoring, accountability, and enforcement are necessary.

Phase 6 Interviews (see page 56)

Purpose

Conclusion

TNRCC, TML and private legal counsel were interviewed to identify potential statutory
amendments to facilitate privatization and/or competition.

No recommendations were offered for changes to existing Texas statutes for improving
opportunities for privatization during the interviews. A full legal review of existing Texas
statutes would be needed to identify recommendations for changes to existing statutes to
facilitate privatization.
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Chapter 5 summarizes the key policy conclusions and findings in the study. A full discussion of
the study's conclusions is located beginning at page 61. There is a clear consensus that cities’
needs for cost savings, improvements, expertise, compliance, financing and operations can be
solved through careful choice and negotiation of a competitive market solution. Consensus
opinions also concurred that in weighing options, numerous technical and financial factors must
be considered, as well as attitudes, public acceptance and political concerns. Results of the
surveys indicate that the vast majority of competitive marketing strategies in Texas and the
nation are contractual agreements with private operating companies. To a much lesser extent
municipal sales and internal employee/process improvements were also implemented as

competitive solutions.

If urgency or severity are key considerations in the need for a competitive market solution, then
an operations contract or asset sale are the likely solutions. Factors such as EPA sanctions for
compliance violations, need for costly infrastructure improvements, technical expertise, financing
needs and high operating costs may narrow the range of options available to a city.

A common issue reported by many cities as a critical prerequisite for implementing a successful
contract was the need for detailed contractual language and specific clauses to clearly define
work requirements and allow for ongoing performance monitoring. Summarized below are
specific examples of recommended contract terms. A comprehensive listing of recommended
contract terms is provided beginning on page 73.

| Recommended Contractual Elements |
Performance standards Performance penalties
Performance monitoring Termination rights
Monthly reporting Contract changes
Billing review Cost responsibility
Services rendered Payment schedules

Opinions on length of contract were divided between short-term versus long-term agreements.
Some cities valued shorter contracts to permit competition between operators and increase
incentives to perform. In contrast, other cities preferred longer-term deals to increase savings,
improve cooperative planning with the company, incorporate infrastructure improvements and
stabilize rates.
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In contrast to partnering with a private company, a certain number of cities were motivated to
maintain operations and solve its needs internally. In these cases, cities decided to implement

an employee competition strategy that included internal review and improvement.

Regarding government measures that were implemented to facilitate competitive market
solutions, responses clearly indicated that IRS Revenue Procedure 97-13 (97-13) was the most
effective governmental measure promoting competition. 97-13 changed the limit from 5 years to
20 years for management contracts without risk to tax exempt status. This changed greatly
improved cities' ability to implement long-term planning, savings and asset improvement plans

within the context of a contractual agreement.

Chapter 6 presents three recommendations that respectively assist cities in deciding, choosing
and implementing a competitive market solution. Regarding potential statutory amendments to
facilitate privatization and/or competition, no recommendations for changes to existing Texas
statutes were offered during interviews with selected legal counsel in Texas. A full legal review
of existing statutes would be needed to appropriately identify recommendations for changes to
existing statutes to facilitate privatization. Chapter & is located at page 65 of the study.

The first recommendation encourages cities to perform a systematic, self-evaluation of needs to

determine if a city can benefit from privatization or a competitive market solution.

The second recommendation provides a three-step process for selecting a competitive market

solution. The first step establishes a detailed action plan and timeline for evaluating alternative
competitive options. The second step addresses competitive bid solicitations and the option of
internal municipal improvements as a possible private sector solution. This step provides a
detailed listing of issues and requirements for cities to use in developing a competitive bid

solicitation and in formulating a strategy for evaluating and scoring bids.

The study's third recommendation presents a detailed listing of key contractual terms and related
financial considerations that a city should consider using in negotiating and constructing a

contractual operations and improvements agreement with a private operating company.
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Introduction

Aging systems, increasing customer demand, financial concerns and compliance regulations are
placing increased pressures on cities that provide water and wastewater services to their

customers.

Nationally, the EPA's 1992 Clean Water Needs Survey states that more than $137 billion in new
wastewater infrastructure construction is necessary to satisfy all eligible for State Revolving Fund
categories through 2012". In 1997, the EPA estimated that approximately $140 billion will be
needed to meet State Revolving Fund needs through 2016.° Figure 1 compares EPA’'s 1992 and
1997 Clean Water Needs Survey estimates for project new wastewater infrastructure

construction:

Figure 1

U.S. Environmental Protection Agency's (EPA) Clean Water Needs

in billions ($)

1992 1997

Data Source: 1992 EPA Ciean Water Needs Survey
1996 EPA Clean Water Needs Survey

While the trends indicate increasing municipal needs for infrastructure investment, Figure 2
shows that SRF expenditures have gradually declined over the last three years3.

1 U.8. Environmental Protection Agency, 7992 Needs Survey Report to Congress (Washington, D.C., October 1993).
2 U.8. Environmental Protection Agency, 7996 Needs Survey Report to Congress (Washington, D.C., September 1997).

3 Texas Water Development Board, March 1999.
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Figure 2

Texas State Revoving Fund Expenditures. (Calendar Year)

In millions ($)

1996 1997 1998

Dafta Source: Texas Water Development Board

These trends and projected levels of need and expenditures indicate that funding programs are a
declining and insufficient source of capital for cities to rely on for meeting water and wastewater
infrastructure needs®. In Texas and the nation, these pressures are causing cities to widen their
search into private sector and internal solutions to increase efficiency and implement

infrastructure improvements, without adversely impacting customer services and bills.

Numerous interviews with cities that have implemented actual, private sector and internal
competitive strategies prove that well-informed, well-prepared cities can improve their
compliance, infrastructure and financial performance without exposing customers to extra risk.
These interviews indicate that many cities have already injected additional efficiencies, savings
and capital into water and wastewater services and operations through marketing and
competition efforts. It is hoped that this report will help cities and legislators understand how
competitive marketing strategies can generate savings, efficiencies and infrastructure benefits.

A. Scope of Work
Listed below is a description of the scope of work performed in the study. Inciuded in each
chapter of the report are descriptions of research performed, survey methodology, conclusions

and recommendations, including tables, graphics and references.

* There are ather sources of federal agency funding available than the SRF for infrastructure improvements, buts this
availability does not of mitigate the trend of declining funding and increasing needs that has been evidenced in recent years.
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Following Chapter 1's Introduction, Chapter 2 presents a background that reviews initiatives and
regulations that have either promoted or impeded improvements in city water and wastewater

services and infrastructure. Chapter 2 begins on page 10.

Chapter 3 provides a detailed discussion on the types of competitive marketing strategies that
are available to cities and describes how different market competition strategies work. Chapter 3

begins on page 14.

Chapter 4 documents the survey procedure that was used in this study and summarizes the
interviews of Texas and U.S. privatizing cities, company representatives, federal and state
regulators, legal experts and industry association representatives. Chapter 4 begins on page 35.

Chapter 5 presents the report’s conclusions that are based on research and surveys that were
performed in this study. Chapter 5 begins on page 61.

Chapter 6 presents three sets of recommendations that offer cities a roadmap to assist in
deciding need and choice among competitive water and wastewater strategies. Chapter 6 staris

on page 65.

Reed-Stowe & Co.. Inc. is an environmental economic and financial consulting firm that

specializes in providing services to the public sector with regard to water, wastewater, solid
waste, gas, electric, telecommunication, and stormwater drainage utility services. The firm has

offices in Austin and Richardson, Texas.

In December 1997 Reed-Stowe & Co. was acquired by Navigant Consulting, Inc. (formerly the
Metzler Group.) Navigant Consulting, Inc. is a leading national and international provider of
consulting services to water, wastewater, solid waste, gas, electric and other utility related
industries. Other Navigant Consulting, Inc. companies include Reed Consulting Group,
Bookman-Edmeonston Engineering, Inc., Resource Management International; Peterson
Worldwide: and Sterling Group. Navigant Consulting, Inc. has combined revenues of over $250

million and is comprised of over 1,500 consultants.
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Background

A. Summary

During the last twenty-five years, key Federal and State initiatives have been implemented to
assist cities to improve water and wastewater system efficiencies, costs and infrastructure. Many
of these initiatives have been geared toward reducing government barriers and increasing
private sector participation in city operations:

Construction Grant Program: Cities interest in private operations agreements began to increase
in 1972 with passage of the EPA's Construction Grant Program and the Clean Water Act’. (See
the Appendix for a copy of the EPA's Guidance on the Privatization of Federally Funded

Wastewater Treatment Facilities.)

State Revolving Fund Program: Implementation of Texas' State Revolving Fund Program (SRF)

in 1987 heightened municipal interest in infrastructure investment by increasing availability of

low-interest loans.

Executive Order 12803: E.Q. 12803 was issued in 1992 to increase interest in selling systems.

IRS Revenue Procedure 97-13: Passage of IRS Revenue Procedure 97-13 removed IRS limits

on long-term contracts.

Texas Senate Bill 1: Most recently, 1997's Texas Senate Bill 1 agencies, cities and companies

to promote and implement, among other things, regionalization and consolidation.

Texas Administrative Code Amendments to Section 291: The rulemaking amendments to

Section 291 of the TAC in 1999 will encourage privatization and regionalization and
consolidation by allowing positive acquisition adjustments associated with the costs of merging

and acquiring systems.

B. Discussion

Texas water and wastewater customers are served by more than 7,000 privately owned utilities,
municipal utility districts, municipal utilities and public systemss. The service areas range in size
from small systems with less than one hundred customers to systems in Texas' largest cities.

5 See Appendix. U.S. Environmental Protection Agency. Guidance on the Privatization of Federally Funded Wastewater
Treatment Facilities, (Washington, D.C., April 1898).

% patrick Barta, , “Liquid Gold”, Wall Street Journal, August 5, 1998. (Note: calls to the author were unable to confirm the
source of the cited 7,000 figure. Discussion with the TNRCC to verify the 7,000 number indicated that the number of water
suppliers in Texas is approximately 9,000 and the total number of individual systems owned by Texas suppliers is 12,333)
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Decreasing government infrastructure funding, population growth and pressures to comply with

increasing regulations represent major issues that are confronting local Texas governments.

Indications that cities will be faced with increasing infrastructure demands have been
documented, as in recent projections that the population will double in Central Texas within the
next 20 years7. in addition, numerous cities across the state are facing rising needs for capital
improvements in order to remain compliant with state and federal water and wastewater
regulations. The problem of facing these pressures without major increases in retail rates is

becoming common to cities of all sizes in Texas.

Interviews and surveys with Texas and national cities strongly indicate that private sector
companies are being utilized as viable sources for funding, technology efficiency and economies

of scale to meet these water and wastewater infrastructure and service needs.

The Texas Water Development Board (TWDB) was financing local water facilities since the late
1950's. In addition to the TWDB's assistance, Texas cities historically have relied on self-
management and municipal funding to finance water and wastewater infrastructure and services.
To assist cities, during the last 40 years, the federal government began contributing funds to
cities. Since 1972, the EPA's Construction Grant Program has invested more than $67 billion
nationally on wastewater treatment infrastructure®.

The popularity of contracts started to increase by the late 1970's due to the passage of the Clean
Water Act and the Construction Grants Program. Encouraged by increased city interest in
wastewater treatment plant investment, private management companies intensified efforts to
market water and wastewater treatment services, technology and management expertise to

assist cities®.

This trend of private sector interest continued to increase through the early 1980's. However, the
momentum hit a roadblock with the passage of the Tax Reform Act of 1986 which severely

discouraged private sector investment by eliminating significant benefits, including tax incentives

7 Commentary, “Smart Growth”, Austin American Statesman, December 13, 1998.
#1.S. Enviranmental Protection Agency. Guidance on the Privatization of Federally Funded Wastewater Treatment Facilities,
S\Nashington, D.C., April 1998).
Douglas Herbst, “The Pros and Cons of Buying and Selling Wastewater Treatment Plants”, accessed November 11, 19968
online at the Water Online Web site, http://news.wateronline.comlfeature-articleslpsga1 html.
Texas Water Development Board
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Regarding potential state and local statutory amendments to facilitate competition and/or
privatization, no specific recommendations were made during interviews with selected private
and government counsel. However, during the course of the surveys with the attorneys, other
issues came up that may be of relevance to the issues of privatization and competition in Texas.

First, guidance under Senate Bill 1 was approved by the Texas legislature in 1997 to promote
privatization and regionalization in Texas. Under S.B.1, the TWDB has approved state and
regional water planning programs and long-term strategies to meet future supply needs while the
TNRCC is implementing rules that promote viable water systems as well as consolidation and
regionalization.  This rule change promotes consolidation, regionalization and competitive
market strategies by allowing filed rate requests for approved rate recovery of “positive
acquisition adjustments” including a return on these approved acquisition costs. It is expected
that this rule will have a significant effect on promoting water and wastewater utility mergers and
acquisitions in the coming years. The relevant sections of these amendments include Sections
§§ 291.3 and 291.31 of the TNRCC's Permanent Rules.

During the interviews, the issue of requirements for competitive bidding and asset acquisitions
was raised. For most cities, the language of a city’s city code dictates its ability to contract with
private companies either with or without a request for proposal (RFP.) Regarding this issue of
competitive bidding requirements for municipal water and wastewater services, contrasting
positions reflected either support of competitive bidding or concern that in certain cases, required
competitive bidding may unintentionally cause extra costs and inefficiencies through delays and

extra costs.

To facilitate the acquisition of utility systems in Texas and promote mergers, regionalization,
consolidations and privatization, the TNRCC implemented amendments to Chapter 291 of the
Texas Administrative Code (TAC) effective February 4, 1999 that allow companies to request

financial recovery of positive utility acquisition cost adjustments.
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Competitive Marketing Strategies

A. Summary
The range of competitive marketing options available to cities for system operations can be
grouped into four general categories;” managed competition, contract operations, leases and

system sales.

The range of choices under each competitive market option ranges from complete company
ownership under sales and lease agreements to service agreements under contract operations
and managed competition. In evaluating which strategy will work best, the unique circumstances
and needs of each city and its water and wastewater systems will dictate each strategy's
appropriateness. All four strategies have been proven as successful and generally accepted
solutions to city infrastructure and operational needs. Table 1 summarizes the four types of

competitive market strategies that are generally available for cities.

Table 1

Competitive Market Strategies

Managed Competition

City employees plan and develop strategies for improving municipa! operations to implement efficiencies
that are competitive with private service operations companies. The option may include competing with

private operators to provide city services in a competitive bid process.

Operations Contract

Contract agreement with a company for operations management . Agreement is for a fixed period of time.

Scope of services are limited to the terms defined in the agreement.

Lease

Contractual transfer of asset ownership to a company to operate facilities for a specific period of time.

Asset Sale

The sale of infrastructure to a company transfers title of the asset in perpetuity. Revenues from the sale

can be used to retire outstanding debt, finance improvements or transfer revenue to the general fund.

B. Comparison and Evaluation of Strategies (Advantages and Disadvantages)

Since each city's needs and circumstances are different regarding need for improved
infrastructure, services, costs, funding, staffing, politics and local attitudes, it is impossible to
definitively state which particular competitive strategies will always be the most successful.
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Uttimate decision responsibility will continue to belong to the city's management, based on a
spectrum of considerations.

Specifically, although each strategy offers to accomplish similar results (regulatory compliance,
operational efficiencies, infrastructure improvements) the technical circumstances and attitude
by the city regarding control and ownership will influence the feasibility of different solutions.
Table 2 compares key advantages and disadvantages of each strategy regarding the city's
obligation, ownership rights, span of contro! and capability to implementation improvements.

Table 2

Comparison and Evaluation of Strategies (Advantages and Disadvantages)

Obligation/ Improvements
Commitment Ownership Control Implementation
Managed
Competition City commits resources  City retains City retains fuli controf City receives no
for internal staff and 100% ownership for operating system. private assistance
process improvements.
Operations City executes a contract  City retains City can maintain City is enabled to
Contract with a private company  100% ownership contral of quality and implement improve-
for specific services for performance through -ments through the.
a specific period of time. Negotiation of specific contract, allows
contract terms. long term planning
of operations and
upgrades.
Lease City gives up entire Leasor assumes City gives up entire System upgrades
operational autonomy 100% ownership rights to control will be performed
To the company that for a fixed period operational decisions only as stipulated
Leases its assets. of time. other than terms of in the lease.
lease.
Sales City gives up entire City terminates  City gives up entire New owner assumes

responsibility for
operations and
decisions.

ownership in
in perpetuity

rights to control.

autonomy and
responsibility for
improvements.

Bottom line, the appropriateness of a particular strategy for meeting a city’s needs depends on
each city's unique circumstances and needs, including the condition of its infrastructure,
environmental compliance status, financial need, rates, lacal and political disposition toward

private operators and privatization.
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In general, if the city’s needs are reasonably urgent and/or involve need for system

improvements, preparations for a well-negotiated and detailed contractual agreement reflect

actual best practices reported by cities. On the other hand, if a city does not need complex

technical, or significant capital improvement, or if it otherwise is inclined to improve efficiencies

through internal employee improvements, then a managed competition strategy for internal

municipal improvements will be preferred. If a city wants to be rid of water and or wastewater

responsibilities for particular reasons, then a sale or long-term lease agreement may be more

appropriate. Table 3 below summarizes the expected benefits and risks under each method.

Table 3

Benefits and Risks of Competitive Market Strategies|

Managed Competition

Benefits

Cooperative purchasing/contracting
Performance based incentives
Resale of by-products

Selling services

Cross-training efficiencies

Staff reductions through attrition
Bureaucratic reform

Scheduled maintenance
Reduced inventory costs
Instrumentation and automation

Operations Contracts

Benefits

Savings over municipal costs
Operations experience
Problem solving success
Technology & skills expertise
Regulatery compliance
Capital improvements
Enforcable performance

Risks
Contract risk:
- Financial control

Risks - Monitoring
Weaker performance enforcement - Communications
Financial risk - Enforcement
Regulatory risk
Labor and technical needs
Long lead time preparation
Leases Asset Sales
Benefits Benefits
Infrastructure financing Financial
Rate stabilization Retire debt

Debt reduction
Expertise
Focus on other pricrities

Risks

Loss of oversight

Loss of operational control
Loss of enforcement

EPA approval and need to
eliminate federal interest

Improve infrastructure
Econemies of scale
Technical expertise
Accelerated debt depreciation
Lowers city responsibility

Risks

No monitoring

Rate risk

Loss of control

No contractual recourse

No decision authority

Legal, regulatory, financial risk
Loss of tax-exempt bond status
Higher regulatory requirements

Market Strat
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C. Discussion

Key Issues

Key questions and considerations crystallize the influences on a city’s decision of whether a
water or wastewater system has a need for competitive improvements. These issues reiate to
whether a city is facing aging water and wastewater infrastructure, regulatory compliance and
sanction, technology skills or funding problems. By answering the following questions, cities can
begin to formulate opinions on whether privatization or competitive marketing offers benefits that
otherwise might be difficult to obtain under current municipal practices'”.

Efficiency: Is it possible that private companies or municipal competition can

operate water and wastewater systems more efficiently?

Capital: Does the city have adequate access to funds to meet expected
requlatory compliance and operating cosis? |Is it possible that private
capital financing can offer cities access to financing sources that

otherwise were not available?

Rates: Can the cost of the private capital be recouped through increased
company efficiency and repayment over time to the company by the city
without putting upward pressure on retail rates?

Technology: Do municipal employees have appropriate technical expertise and
capabilities to perform increasingly complex treatment methods for
water and wastewater? What is the most cost-effective strategy to meet

these increasingly complex technical and management requirements?

Economies of scale: Are the city water and wastewater operations and purchasing practices

efficient compared to private companies that may serve numerous cities

in the regicn?

Requlatory compliance: Are the city’s water and wastewater infrastructure and operations

meeting regulatory compliance requirements? If there is expected need

12 y.5. Environmental Protection Agency. Response to Congress On Privatization of Wastewater Facilites, (Washington,
D.C., July 1997).
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for improving regulatory compliance? What will be the effect on retail

user fees?

Requlatory rate pressure: Can the growing upward pressures on retail rates be mitigated by

competitive market strategies?

LLoad growth and planning: Will city population needs increase to the extent that infrastructure

improvements will be required? Is the city prepared to plan and finance.

The answers to these questions establishes a framework from which a city can improve its
understanding of the risks, benefits and implementation of different competitive market
strategies. At this point, the city must attempt to identify the appropriateness and risks of each

option in matching its needs.

D. Managed Competition

Characteristics

Managed competition represents improving municipal workforce efficiency and operations. It is
an alternative to contractual service agreements with private companies. If extended to its
logical conclusion, the municipal team competes with private companies in a competitive bid

proposal for an operations contract.

The Association of Metropolitan Sewerage Associations (AMSA) has taken the lead in promoting
“managed competition” as a method for improving municipal operations and efficiencies. AMSA
contends that managed competition by municipal employees is a substitute to private contracts
and can provide better savings than private operation companies. Reasons for the superiority of
managed competition is that municipal utility departments do not make a profit, are tax exempt
and have access to tax-exempt state revolving funds'.

Managed competition requires “re-engineering” by municipal water and wastewater departments.
For optimal results, managed competition contracts should have similar performance,

accountability and savings goals as private operations contractual agreements.

Benefits
According to AMSA, there are numerous efficiency opportunities under managed competition”.

1* Managed Competition, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1997.
'* Evaluating privatization, Association of Metropolitan Sewerage Agencies, Washingion, D.C., 1996, p. 12-15.
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Cooperative purchasing and contracting: Coordinated purchasing and contracting for materials

and services by public entities can reduce operation and material costs
to cities through group negotiation and contracting of private operations
services to lower costs. It allows cities to allocate municipal employees
to areas of special need and contract for certain Q&M services while

maintaining control over the system.

Performance based incentives: Part of the process in selecting managed competition as a city’s

Resale of by-products:

Selling services:

competitive strategy includes awarding it over other competitors in a
competitive selection process. Incentives for accomplishing the bid
proposal's goals should include tying municipal employees'
compensation levels to specific performance and savings criteria. This
method was a vital element in the managed competition approach
implemented by the City of Charlotte, North Carclina (Appendix: Case
Studies.)

The reclamation and sale of bio-solids as socil conditioners and treated
effluent as irrigation for parks can generate revenue streams as part of

the managed competition strategy.

Under managed competition, cities sell services to other jurisdictions

and business as a competitive marketing strategy.

Cross-training efficiencies: Efficient use of existing staffing can be improved by training staff to

perform differentiated services. This strategy was identified in
numerous interviews by municipal employees as an attribute of working
at a private company. Combined with attrition and retirement packages,
this strategy complements labor savings and lowering staff numbers

(see next.)

Staff reductions through attrition, retirement: Layoffs can be averted through staff reduction

processes, cross training and reassignment. Examples show that cities
can achieve significant staffing reductions through strategies like attrition

and early retirement.
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Bureaucratic reform: Reassigning procurement responsibilities 1o align purchases with

accountability can remove current impediments to efficient purchasing
practices. To accomplish these economies, cities may need to revise
their local Municipal Codes on procurement.

Scheduled maintenance: Improved scheduling of maintenance can significantly reduce
emergency and corrective maintenance and reduce costly emergency
maintenance. This strategy complements the strategy of improving
“cross-training” by allowing cross-trained employees to perform
scheduled maintenance responsibilities as part of their expanded scope
of accountable responsibilities.

Reduced inventory costs: Similar to improving efficiency measures in the manufacturing

industry, “just-in-time” delivery of parts and supplies can reduce

warehousing costs.

Instrumentation and automation: Computer instrumentation can improve efficiency by identifying

bottlenecks and identifying exact quantities of ingredients and energy for
optimizing water and wastewater system performance.

Risks
Certain private sector competitors have gone on record to identify particular risks and
inadequacies from managed competition for accomplishing comparable efficiencies and savings

as private contacts'®.

Contract enforcement; It has been claimed that performance goals are generally more difficult

to enforce and manage with municipal employee competition proposals
than with private companies. Contracts with private companies can, and
should be written with clear and enforceable performance, monitoring,
measurement, penalties and termination, clauses. However,
accomplishing comparable enforcement and severance measures may

'8 ‘Managed Competition”, accessed December 11, 1998 online at the Professional Services Group, Inc. Web site,
http:/~www.psgwater.com/managedcompetition.htm
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not be as easy under managed competition agreements for municipal

employee performance.

Private parties claim that managed competition agreements likely will
have comparable enfercement provisions to private sector contracts and
exclude legal, punitive and non-performance enforcement clauses.

There is great risk in exempting managed competition contracts from
accountability. Without enforcement and threat of penalty for non-
performance, incentives are diminished. = Therefore, under managed
competition, (as with contract operation agreements), specific
contractual language must stipulate accountability standards, monitoring
provisions and non-performance penalties. Enforcement and penalty

incentives are critically important to ensure benefits'®.

Financial and Regulatory Risk: Consistent with risks from decreased enforcement, regulatory

and financial risks to the city are greater under managed competition
than under private contracts. Since all operations remain under the city,
all regulatory risk resides with the city, rather than being shared with the
private company. Therefore, in comparing choices between managed
competition and private contract operations, disparities in regulatory and
financial risk should be properly assigned’’.

Labor and Technical Skills; it has been claimed by critics of managed competition that the

technical expertise and specialization skills of company employees may
be greater than for municipal employees. Therefore, in evaluating
competitive options, the city should consider the comparative technical
and skills qualifications for performing water and wastewater operations
and treatment tasks between municipal and private sector staff.

The Charlotte, North Carolina case study which is located in the Appendix: Case Studies
describes how a successfully managed competition process and municipal services contract,
including performance clauses, was implemented by the City of Charlotte, North Carolina.

1 “Managed Competition”, accessed December 11, 1998 online at the Professional Services Group, Inc. Web site,
http://www.psgwater.com/managedcompetition.htm.
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E. Operations Contracts

Characteristics

The framework for “contracting out™ has long been a practice of cities for managing utility
functions. Contracting for services works well in providing services that are needed by cities
because the services can be controlled in scope, limited to a fixed period of time and be
enforced. The range and scope of services available under contractual agreement extends

from isolated services to total responsibility for system operations and maintenance.

Contractual agreements also avail cities to specialized skills, efficiencies and scale economies
that typically are not available in the municipal governments. Seeking a contractual agreement
for service also injects competition into the provision of government services. Listed below are
summary descriptions of key contract operations characteristics. Following this list is a detailed

description of considerations for each element:

Types of services: Services under contractual agreements can range from “Design-Build”,

to “Design-Build-Operate” through complete contractual operations to
performance of specific tasks (such as O&M, accounting or collections.)

Term of duration: The terms of contractual agreements can extend up to 20-years under
revised IRS rules for management contracts without affecting the tax-
exempt status of municipal debt.

Capital investment: Under contractual operations agreements, the city can either remain
responsible for capital investments or provisions for capital
improvements can be included in the terms of the contract.

Responsibilities: Although the city continues to be the owner of the water and wastewater
assets under contractual agreements, legal and regulatory
responsibilities must be coordinated between the city and the private
partner through the terms of the contract. Liability and performance

clauses are important for monitoring and enforcement by the city.

Contract structure: The structure of contractual agreements between the cities and private

water and wastewater companies should include specific and carefully
negotiated standards and clauses for performance, responsibility, risk

'7 “Managed Competition”, accessed December 11, 1998 online at the Professional Services Group, Inc. Web site,
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assignment and other obligations. Examples of specific contract
elements should include: scope of services, staffing, maintenance,
capital improvement and repair responsibilities, reporting,
responsibilities, insurance, termination, indemnification, performance,
penalties, cost responsibilities and payment schedules.

Types of Services: The types of services available under contract operations agreements can
vary widely. According to the 1997 U.S. Conference of Mayors Status Report on Public/Private
Partnerships in Municipal Water and Wastewater Systems: a 261 City Survey, the most
common water services being provided to communities by a private company are distribution
system operations and maintenance (O&M), treatment facility O&M, design & construction,
meter reading, bio-solids management, meter reading and billing and collection. For wastewater
systems, in addition to the above services, collection system O&M was a primary contractual

service provision'®.

Based on population, small communities utilized the private sector more for billing and
collection, meter reading, source water management and distribution system O&M services and
less for design & construction. Large communities used private companies less for meter

reading, billing and collection.
Table 4 lists examples of the types of contract services available from private companies:

Table 4

IContract Operation Services|

+ water treatment + wastewater treatment

¢+ operations and maintenance + collections

+ capital improvements + emergency services

+ meter reading + rate studies

¢ repairs + accounting

+ leak detection inspections + management services
+ meter replacement + computer services

+ legal instrumentation security + landscaping

+ financing + payroll

+ engineering + SCADA maintenance

hitp://mww.psgwater.com/managedcompetition.htm.
'8 The United States Conference of Mayors, Status Report on Public/Private Partnerships in Municipal Water and Wastewater
Systems, “A 261 City Survey”, September 1997.
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Term of Duration: Contractual operations agreements have a specifically defined duration.
With the implementation of IRS Revenue Procedure 97-13 in 1997, management contract rules
have been extended to allow contracts up to twenty-years without affecting the tax-exempt status
of municipal bonds. This change in IRS limits on terms of duration has greatly improved the
attractiveness of contractual agreements. Many cities believe that opportunities for savings and
rate stability are facilitated through increased flexibility to plan operations and infrastructure
upgrades between the city and the company.

Capital Investment: Long-term contracts improve opportunities for capital improvements and
financing. By improving the opportunities to recover capital investment costs through savings,

long-term contracts can reduce upward pressure on rates.

Responsibilities: Under contract operations agreements, the city continues to be the owner of
the water and wastewater facilities. Capital improvements can be performed under the
agreement only if stated in the terms of the agreement. The issues of rate-making, collections
and regulatory compliance will continue to be the city’s responsibility unless specifically
designated as the company’s responsibilities under the terms of the contract.

Company performance under the contract is monitored and enforced through detailed
contractual language that clearly specifies the performance criteria, obligations, remedies,

reporting and monitoring responsibilities by the company and city.

Obligations and rights should be fully documented and agreed in the contract. Risk and liability
often is shared by the city and private company, particularly when co-permits are held, as in the
case when the city and company are jointly permitted on a National Pollutant Discharge
Elimination System (NPDES) permit'®.

As will be discussed in subsequent chapters, negotiation of clear and specific contract language
between the city and the private company in the contract structure is the best way to assign
responsibilities and rights, including management and financial obligations.

Contract Structure
The content and structure of contractual agreements between the cities and private water and

wastewater companies should reflect earnest negotiation and rigorous consideration of an
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extensive range of details involving terms, requirements, legal factors and obligations of the

parties.

The following sections on contract elements are relevant to both contractual agreements and

lease agreements.

Contract Elements?®

Scope of services:

Staffing:

Other services:

A very important element of a performance contract is the scope of
services section. It describes the expectations of work to be performed
by the company.

Staffing requirements of the engagement, including provisions for hiring
and methods for reducing the current level of public employees should
be clearly defined in the contract. These clauses shouid also stipulate
that staffing must identify and detail the individuals by name and their
qualifications.

Tasks that will fall under the contractor's obligations for service, probably
performed previously by municipal employees should be specifically
identified in the contract.

Maintenance and inspections: The contract should describe maintenance inspection, repair and

Improvements:

safety criteria and responsibilities by each party to clearly assign
responsibilities to the parties for maintaining the facility’s reliability and

code compliance.

Specific obligations for planned capital improvements, performance
guidelines, monitoring provisions and penatties for non-performance

should be described in the contract terms.

Reporting requirements: The contract should identify and assign responsibility to each party.

Accountable officers, lines of communication, internal performance,

'® Daniel Kucera, “Are ‘Public-Private Partnerships’ Really Partnerships?”, accessed November 23, 1998 online at the Water
Online Web site, http://www.wateronline.com/daniel/kucerad.html.

2 New England Interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There’, accessed November 5, 1998 online at the Water Industry Council Web site,

http://iwww waterindustry.org/neietc-at .htm
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complaint procedures and regulatory reporting responsibilities should be
described in the contract.

Regulatory responsibilities: The contract should identify which parties are accountable for

specific regulatory filings, identify which company and city
representatives are responsible for each filing and identify which parties
are responsible for regulatory penalties and fines.

Emergency communications: Specific emergency  procedures, required chains  of

communications and conditions must be delineated. These terms should
include specific persons of authority and contact persons under

emergency conditions.

Insurance: Responsibilities for insurance coverage should be identified in the
contract as city or company obligations. Descriptions of responsibility
should include which parties are responsible for required coverages,

premium payments and liability.

Materials and equipment ownership: The contract should describe and clearly assign
responsibilities for providing and paying for materials and equipment,
including ownership of the materials and equipment after the term of the

agreement is concluded.

Contract termination:  The contract should identify specific reasons and conditions under which

either the city or company can enforce appropriate termination rights
under the performance agreement prior to the expiration date.

Contract cost obligations. Costs related to the issues in the contractual agreement. The contract
language should clearly identify the amount agreed between the city and

the company for the specific services identified to be rendered.

Schedule of payments: The contract should clearly identify the schedule and conditions of
payments to be performed by the city and the company for provisions

under the contract.
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Penalties: Clear and specific criteria and associated penalties for non-compliance
under the terms of the agreement should be described in the agreement.

Inter-contract responsibilities: The city and company should clearly describe each parties’
responsibilities for concluding obligations at the end of the contractual
agreement, including transitioning to a new agreement among parties.

Awarded bid: The contract should have a copy of the company’s formally awarded bid
proposal as an attachment.

Financial Integration:  Contracts should be integrated into the owner's financial statements and

audit processes.

Definitions: This section should include a listing and definitions for key terms in the
agreement.

Benefits

Benefits from private contractual agreements emanate from the company's mandate to succeed
in a competitive environment where there are numerous companies and cities. This competitive
mandate places pressure on companies to offer valuable services at competitive costs. Listed

below are key aspects of competitiveness that make private contract successful:

Savings: Under contractual agreements, the company commits to perform
services according to a payment schedule. Negotiated payments under
the contract will reflect savings to the city over its municipal operating

costs.

Experience: Private operating companies bring experience that has been gained
through years of working on numerous water and wastewater systems.
This experience provides a strong framework for effective problem
solving, improved regulatory compliance and long-term resolution of

infrastructure and performance.
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Technology:

Requlatory compliance:

Capital improvements:

Enforcement:

Risks

Based on the company’'s scale and responsibility for serving numerous
cities at the same time, the in-house capability for technological skills
and expertise are competitive requirements for the company. On an as-
needed basis, these skills can be brought in to help the city.

As federal and state regulatory requirements become increasingly
stringent on governments, the broad based skills, experience, and
technical capability of the company increase the city's ability 1o solve
infrastructure problems and meet compliance requirements.

The scale economies and experience of the company promote cost
competitiveness for performing infrastructure improvements. By
building the terms of infrastructure upgrades into the terms of the
contract, the city is empowered to negotiate improvements through
efficiency savings and payments.

The terms of the contractual agreement should include provisions for
performance, enforcement, penalties and termination. Formal
provisions for penalties and contract termination are strong incentives

for performance under the agreement.

Risks from contractual agreements are associated with the shifting of system operation from the

non-profit, city to the for-profit, private company. In addition, inadequate preparation by the city,

ineffective review of options and negotiations, and deficient contract construction will expose the

city and its customers to unnecessary risks under a contractual agreement. Listed below are key

risks associated with private contractual agreements. See Chapter 6 of this report for

recommendations to reduce a city's exposure to risk from competitive marketing strategies.

Financial:

Private firms often are not eligible for capital grants, State Revolving
Fund loans, and the ability to issue tax exempt debt. Unless specifically
stiputated in the agreement, private financing of capital may result in
increased costs to the city. Therefore, cities should ensure that all
financing costs under the contract are explicitly stated in the agreement
and reflected in the contract’s cost provisions. In the absence of such
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specificity, future, unforeseen costs may escalate and shift cost risk to
the city.

Regqulatory: There is a possibility that a contractual agreement may require EPA
approval if up-front payments (termed concession fees by the EPA) are
made by the company to the city. The point of contention is whether an
up-front concession fee makes the contractual agreement a “lease” that
falls under EPA jurisdiction. It is the position of city and industry
representatives that unless an up-front concession fee encumbers the
city's asset, the agreement is not necessarily under EPA Jurisdiction.
Placing the contract under EPA jurisdiction for approval exposes the
agreement to potential delays through the EPA review and approval
process.

Communications, monitoring and performance: Unless explicitly stipulated in the agreement, the
contract may not have sufficient provisions to ensure effective and
successful monitoring, reporting and communications between the
company and the city. It is essential that the city construct clear contract
lanqguage for adequate reporting, communications and monitoring to
prevent deterioration of infrastructure, equipment and customer

service?'.

F. Leases

Overview

Water and wastewater lease agreements represent the contractual transfers of a facility to the
company. Under a lease, the company makes payments to the city for the right to operate the
facilities for a specific period of time. The timing and frequency of payments are specified in the
terms of the agreement. The city subsequently pays the company periodic (annual} service fees
that represent annual payment on the debt incurred by the company for operations, payments to
the city and capital improvements. Rates, user fees and capital improvements may or may not

remain as responsibilities of the city.

' New England Interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1998 online at the Water Industry Council Web site,
http:/Avww . waterindustry.org/neietc-c6.htm
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Lease payments fall under jurisdiction of the EPA for formal review and approval when
wastewater facilities were constructed with federal grant funds and an undepreciated balance

remains on the city’s books.

In the case of a lease/concession arrangement, a private entity may also make capital
investments in the water or wastewater facility. This may take the form of agreed up-front or
periodic schedule of payments to the city. It is possible that the lease agreement may require
EPA approval, including the need for a construction grant deviation filing. When remaining,
undepreciated asset value was financed with federal funds, it is alsc possible that the agreement
will trigger a requirement for the municipality or company to reimburse the state and federal

governments for the remaining undepreciated value of the asset®.

Lease Elements

To ensure that the concerns of the city council, ratepayers, and other stakeholders will be met,
the city should include specific performance, monitoring, reporting, liability and termination
elements into the terms of its leasing agreement with the private company. The types of
performance and enforcement criteria to be considered for use in the lease agreement are
similar to the elements that would be included in a contractual operations agreement. Examples

of these types of clauses are listed in the “Contract Elements” section of this chapter.

Benefits
Infrastructure _financing: A lease agreement may include company injected funding for

infrastructure upgrading.

Rates: A lease agreement may enable the city to negotiate a fixed schedule of
future user fees that reflects rate stabilization for retail customers.

Municipal debt: The payment of a fees to the city by the company may enable the city to
retire or reduce existing debt and transfer revenue to the general fund.

Expertise: Engagement with a private contractor allows the city to benefit from the

company's accumulated expertise.

Municipal services enhancement: The lease agreement lessens the city’s water and/or

% New England Interstate Environmental Training Center, “Draft Outiine, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1998 online at the Water Industry Council Web site,
hitp:/Avww waterindustry org/neietc-a2.htm
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wastewater operational burdens. Reduced administration responsibilities

may enable city management to focus on other priorities.

Risks
Risks from leases are associated with the shifting of operational autonomy completely to the
company. Listed below are key risks associated with system leasing agreements.

Control: Privatization through a lease denotes an inherent loss of local control
over the operation and oversight of the facilities. Without significant
contractual stipulations, operational decisions would be made at the sole
discretion of the company, without legal basis for legitimate city input.
Specific lease provisions for review and input can remedy this lack of
legal right for operational input. Therefore, communications between
responsible company contacts and the city will only occur to the extent
formal communications and reporting are stipulated in the lease. It is
recommended that clear contract language for specific lines of
communications, reporting of operations and performance will contribute
to a successful lease agreement for the city.

Requlatory Jurisdiction: Lease agreements may fall under E.0.12803 and the EPA ‘s jurisdiction
for approval. In this case, it is also likely that the city will be required to
apply to the EPA for approval including a Grant Deviation. In addition,
either the city or the company must pay off any remaining undepreciated
federal grant balance under Executive Order 12803.

G. Asset Sales

Overview

Under the sale of a water or wastewater system to a private company, revenue from the sale can
be used to retire outstanding debt, improve municipal infrastructure or transfers to the general
fund. Upon private ownership the water or wastewater facility, the company has the autonomy to
modify equipment, infrastructure, processes and operations as necessary to reduce costs or
improve performance. Customer and city benefits from the sale of its system to a larger private
operations company include economies of scale, technical expertise, and financial capability at

levels that are not possible under municipal operations.
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The sale price of a municipal system to a private company represents an investment in the
facility by the company with the costs of its investment flowing through to the public in the form
of higher fees and efficiencies in operating the facility. Therefore, under an asset sale, retail
rates may rise, stay the same or decrease depending on the relative costs of the sale and any

savings through increased operational efficiencies.

Among its features, E.O. 12803 allows municipal wastewater investments to be recovered from
the proceeds of a sale prior to any claim by the federal government for funds provided by EPA
construction grants.

EPA’s construction grant regulations specify that when a grantee sells a facility that received
grant funds, the grantee must request a deviation from certain grant regulations and possibly
repay the grant funds. Repayment of federal grants only occurs to the extent that the transfer
price under the sale is higher than the total municipal investment in the facility. In addition,
grants are recouped at their depreciated value. In the event that all EPA construction grants are

fully depreciated, there would be no federal grant recoupment.”

Monitoring

Privatization through a sale results in a large loss of local control over the operation of the
facility. Other than regulatory oversight, without significant contractual restrictions for city
monitoring, involvement and input, all operational decisions would be made at the sole discretion

of the new owner.

Benefits

Financial: E.Q. 12803 establishes a framework for privatization of facilities funded
with federal grants that improves a city's opportunity to sel! its federaily
funded assets and generate revenues with improved opportunity to
avoid repaying its balance of federal funds to the government. Under
E.O. 12803 local and state governments are the first to receive proceeds
from an asset sale with the federal government behind state and city
debt in order of precedence. If the transfer price is higher than the local
and state investment, then federal construction grants are repaid at their
depreciated value to a maximum of the transfer price or concession fee.
E.O 12803 allows accelerated depreciation to be calculated on the
remaining balance of the originally funded amount. E.O. 12803 results
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in repayment of federal grants at a much lower level that would have
otherwise resulted under construction grant regulations. |f an EPA
construction grantee decides to pursue an asset sale or lease under E.O.
12803, it is necessary to submit a request to the EPA for approval in
combination with a grant deviation request. Upon approval by the EPA,
revenue from the sale or lease concession fees can be used to retire
outstanding wastewater facility debt, for infrastructure investment, or for
general property tax relief.

Accelerated depreciation: E.O 12803 allows the city to reduce the remaining federal interest

under a sale (see above.)

Contractor expertise:  Engagement with a private contractor allows the city to benefit from the

company's accumulated expertise and economies of scale in labor
atilization and materials purchasing.

Municipal enhancement: Sale of the water and/or wastewater systems lessens the city's

operational burden and responsibility and enables it to focus on other
municipal priorities other than procurement of supplies, emergencies
and the like.

Risk
Many questions remain regarding a municipality's risk through an asset sale. Although some risk
can be shifted to the private company, it is not easy to summarize the complex legal, financial,

and regulatory considerations associated with a water or wastewater system sale.

While under city ownership, user rates are based on a plant's municipal debt service and
operation and maintenance costs, with an asset sale to a private company, the purchase price
would involve an equity component. Subsequent customer rates would reflect the company’s
capital structure including a combination of equity and debt to cover both the company’s return
on the equity investment and debt service costs. In considering to sell its water and wastewater
systems, cities must also consider the treatment of outstanding bonded debt in the sale of the

asset.

3 U.s. Environmental Protection Agency. Response To Congress On Privatization Of Wastewater Facilities, (Washington,
D.C., July 1897)
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Tax-exempt status of existing bonds: There is risk that under an asset sale, the tax exempt
status of bonds sold to finance the facility may become taxable under
the 1986 Tax Act. The city must carefully explore the specific steps that
can be taken to avoid making tax-exempt bonds subject to tax by the
IRS. It is essential that the city retain professional legal and financial
advice on these matters to clearly understand its exposure regarding
compliance with tax regulations. As stated previously, cities must also
consider the treatment of outstanding bonded debt in the sale of the

asset.

Regulatory Compliance: When city wastewater assets are sold tc a private company, the buyer

may become subject to Resource Conservation and Recovery Act
{RCRA) requirements because the EPA’s domestic sewerage exemption
to a city may not transfer to the private company. If the city’s domestic
sewerage exemption does not transfer to the buyer and the treatment
facility becomes designated as a RCRA hazardous waste treatment,
storage or disposal facility it is possible that higher operating costs will

result in higher rates.

Therefore, prior to closing the sale, the city and buyer shouid make sure
that the domestic sewerage exemption will be centinued by the EPA for

the private buyer.
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Surveys

A. Summary

The research, surveys and interviews performed in this study were conducted in accordance with
the study’s tasking objectives to research privatization opportunities and practices in Texas and
the nation. The interviews were organized into stages, or “phases” whereby different groups of
industry professionals were interviewed at specific times.

The process during each interview identified and contacted representatives from different sectors
of the water and wastewater industry. In total, nearly 100 interviews were performed with private
company representatives, state and federal regulators, attorneys and industry organization
representatives. A majority of these interviews were conducted with cities and companies that
have participated in contractual or asset sales agreements. Tables 5 and 6 below summarize
the "reasons for" and "impediments to" privatization as reported by cities and companies in the

interviews:
Table &
Reasons for Privatization
Texas Cities National Cities Companies

Economies of scale Savings

Costs of maintenance & upgrades Service needs Improved services

Comply with increasing EPA Infrastructure needs Need for infrastructure solutions
standards Financial Meet Federal regulations

Need for technical expertise Regulatory compliance Poor condition of systems
Savings Technical expertise Inability to afford improvements
Service quality Costly, inefficient city operations Economies of scale

Financial needs Inability to afford improvements Inefficient, costly city operations
Current costs to serve customers Willingness of owners to sell
Community development
Employee opportunities for T&D

To keep up with demand growth

Tabie 6

Impediments to Privatization

Companies

Resistance to change by municipal
decision-makers

Fear of losing operational control
Concern about controversy for
selling assets

National Cities

Concern about giving up control
Union resistance

Perception that there is no need
Resistance to change
Regulatory

Texas Cities

Private operators may be profit
oriented and cut service quality
City operators may have a higher
focus on quality and services
Accountability, customer service,

and quality contro! need
improvement

Desire to keep local administrative
control

Labor concerns

Resistance by utility staff
Fear of job loss
Historically operations were run by
staff

Consultants promoting improved

internal efficiency over privatization
City places regulatory priority on
solid waste and wastewater over
water
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B. Discussion
Listed below is an outline of each interview phase that was preformed for investigating strategic
issues in water and wastewater privatization and competition. Following this outline is a detailed

description of the work performed and results that were gained during each interview phase.

Interview Phases
Phase 1: Texas water industry associations and companies were interviewed to determine the
current level of water service privatization, competition and marketing efforts within city

membership in the State of Texas.

Phase 2: Local Texas cities identified in Phase 1 were interviewed to determine “best practices”
of existing privatization, competition and marketing efforts within the State of Texas.

Phase 3: EPA and IRS representatives were interviewed to evaluate how current and pending
Presidential Executive Orders and Revenue Procedures promote privatization and/or

competition.

Phase 4: EPA, AWWA, AMWA and other industry representatives were interviewed to assist in
identifying a minimum of 60 privatization, competition and market strategies that have been

implemented around the nation.

Phase 5: 60 cities around the country were contacted and 39 interviews were performed to learn
about individual city experiences in implementing privatization, competition and market

strategies.

Phase 6: Selected TNRCC, TML and private legal counsel were interviewed to identify potential
statutory amendments to facilitate privatization and/or competition.

C. Survey Results

As described above, each survey phase attempted to identify specific impressions and findings
by the different industry stakeholder groups. The results from each phase of interviews reflect
consensus and minority opinions on the successes and failures of different competitive

strategies.
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Although each phase of surveys targeted different stakeholder groups (Texas cities, private
companies, national cities, regulatory agencies, industry associations, legal community) the
questions in each interview focused on essentially similar competitive strategy issues. These
questions included what types of strategies have been implemented, rationale for considering a
competitive marketing strategy, strengths and weaknesses of each strategy, customer
satisfaction, bill impacts and implementation impediments.

Listed below is a description of the interview processes, participants, comments, findings and

policy issues that were accomplished during each survey phase:

Phase 1: Survey of Texas Water Industry Associations

The first round of interviews focused on Texas water industry associations. Representatives of
these associations were interviewed to identify local Texas governments and private companies
that are currently implementing privatization and competitive market strategies. The interviews
also investigated the types of agreements being implemented by their membership. A summary
of the Phase 1 interviews is provided below in Table 7.

Table 7

Phase 1 Interviews - Survey Results

Purpose  Water industry associations and companies operating in Texas were interviewed to learn
about current practices and membership in Texas.

Needs Costly operations
Municipal inefficiency
Poor conditions of existing systems
Willingness of small owners to sell
Federal environmental regulations

Benefits Economies of scale
Increased operations efficiency
Improve cendition of systems
Environmental compliance

Barriers  Lost ability to re-invest earnings
Resistance to losing control
Fear of job loss
Resistance to sell assets

Conclusion Cost savings, operational efficiencies, system improvements, and environmental compliance
are possible through the company's expertise, experience, economies of scale and experience.

Texas water industry associations surveyed to determine privatization within their membership

are listed below in Table 8.
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Table 8

Interviewed Texas Water Industry Associations|

+ Texas Natural Resource and Conservation Commission (TNRCC)

+ Texas Municipal League (TML)

+ Texas Municipal Utilities Association (TMUA)

+ Texas Water Conservation Association (TWCA)

+ Texas Rural Water Association (TRWA)

+ Texas Water Ulility Association (TWUA)

+ Association of Water Board Directors (AWBD)

+ Association of Metropolitan Water Agencies (AMWA, contacted but not available)

Responses: With the exception of the TNRCC, no Texas water industry association maintained
an inventory or possessed a thorough knowledge of membership who had privatized or entered
into private contractual agreements. However, each association did cooperatively provide
information about the identities of cities, companies, issues and privatization agreements to the
best of their understanding. Based on these interviews and research, an extensive listing of the
cities and companies active in privatization agreements in Texas was developed. A

comprehensive listing of these participating cities is provided in the Appendix.

Reasons for privatization: Water industry association representatives identified economies of
scale, municipal inefficiency, poor conditions of existing systems, willingness of small system
owners to sell and inability to meet Federal regulations as known reasons that cities have

entered into privatization agreements.

Barriers to privatization: Water industry association representatives stated that rural system'’s

ability to re-invest earnings to keep systems in good shape, political resistance to losing
operational control, fear of job loss and local dissention about the sale of assets represented

reasons that certain cities were resistant to privatization.
The TNRCC provided extensive information about regulations, cities and companies that are
involved in contractual wastewater and water service agreements. Numerous companies that

manage wastewater facilities also managed water systems.

Examples of Texas city governments involved in privatization agreements are shown in Table 9.

The listings were developed during interviews with water industry associations, the TNRCC and
industry research. As described above in the "Responses” section, a complete listing of Texas
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cities identified as participating in competitive market strategies is provided in the Appendix
under "Texas Cities"

Table 9

[Texas Cities with Competitive Marketing Agreements|

¢ Aledo + Frost + Odem

+ Angleton ¢+ Freeport + Orange

¢ Arcola + Galveston + Pampa

¢ Austin + Georgetown + Panhandle
¢+ Bastrop + Gladewater ¢+ Pasadena

+ Bexar Met. Wat. Dist. ¢ Harker Heights + Smithville

¢ Brushy Creek MUD + Hockley + Stephenville
+ Burkburnett + Houston ¢+ Temple

+ Colmesneil 4+ Huntsville + Tomball

+ Corpus Christi + Ingleside ¢+ Tyler

+ Dallas + Katy + Waco

+ Del Rio + Lampasas + Weslaco

+ Donna + Leander. ¢+ Wiillow Park
¢ Elgin ¢+ McAllen + Woodcreek
+ Fort Worth + Mercedes + Vernon

Private operating companies identified as serving cities in Texas under contractual service

agreements are listed in Table 10 according to the interviews with water and wastewater

association representatives.

Table 10

IPrivate Companies and Water Agencies with City Agreements|

Aquasource

United Water Services

LCRA (Lower Colorado River Authority)
Severn Trent ST Environment. Services

PSG (Professional Services Group)
OMI (Operations Management Inc.)
EarthTech

Eco Resources

* & * S
* > & &

Contracts: Interviews with Texas and national water industry associations and the TNRCC
indicated knowledge of only contractual service agreements with private companies and small
system sales in Texas. None of the organizations could identify specific terms of lease, sale or

managed competition agreements.

Texas Water Development Board
Market Strategies For Improved Service by Water Utilities

Page 39



Phase 2:

Survey of “Best Practice” Privatization and Competition in Texas Cities

The second set of interviews contacted Texas cities and private operating companies to identify

the strengths, weaknesses, and competitive marketing strategies as implemented in Texas.

In this round of interviews, Texas cities and companies were contacted to understand the

rationale and issues associated with implementing competitive marketing water and wastewater

strategies.

The surveys also examined the different types of contractual agreements currently

performed in Texas. The summaries of the Phase 2 interviews are provided in Table 11 below.

Table 11

Phase 2 Interviews - Survey Results

Purpose

Needs

Benefits

Barriers

Conclusion

Texas cities identified during Phase 1 interviews were contacted to learn about “best practices”
operations contracts.

Meet demand

Inefficient & costly city operations
Improve existing systems

Meet maintenance & upgrade costs
Meet environmental regulations
Technical skills

Savings

Improved services

Inability to pay for improvements

Meet growing demand

Meet maintenance costs
Compliance with EPA standards
Obtain technical expertise

Savings

Improve existing systems

Improve service quality

Company economies of scale
Employee opportunities for training

Concern about company profit orientation
Belief city operators are more quality focused
Concern about company accountability
Concern about customer service and quality
Concern about losing administrative control
Resistance to change by decision-makers
Fear of losing operational control
Resistance to selling assets

Resistance by staff-fear of job loss

Interest in improving internal efficiency
Priority of waste operations over water

Virtually all cities expressed satisfaction with operation contracts. Quality is appropriate.
Agreements allow cities to lock in savings. Comprehensive terms and detailed language are
essential for successful results. Important contract terms and rights include accountability,
enforcement and monitoring. With good contracts, benefits result through economies of scale,
improved system management, technical expertise, cost effective operations, maintenance
and improvements. Estimated savings between 20% to more than 40%.
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Texas Interviews - Cities
Eighteen Texas cities were interviewed to understand their privatization, competition and

marketing practices. Table 12 lists the cities that were interviewed.

Table 12

L Texas Cities Interviewed
+ Angleton + Freeport
+ Austin ¢+ Gecrgetown
¢ Bexar MWD + Houston
¢ Burkburnett ¢ Huntsville
+ Corpus Christi ¢+ Pampa
+ Dallas + Round Rock
¢ Del Rio + San Benito
+ Elgin + Stephenville
¢ Fort Worth + Temple

The survey questions focused on the underlying issues and rationale for each city's decision to
implement a competitive strategy. Contractual agreements, terms, conditions, perceived
strengths and weaknesses were examined. An aggregated listing of "reasons” and "impediments”
to privatization was provided earlier cn page 34 in Tables 5 and 6.

Table 13

IReasons that Texas Cities use Privatization|

Costs of maintenance and upgrades.

Ability to keep up with growing demand.

Compliance with increasing EPA wastewalter standards.
Need for technical expertise.

Savings.

Service quality.

Financial needs.

Current costs to serve customers.

L R R 2R K R N 3

Impediments to Privatization: Impediments to successful competitive marketing strategies as

identified during interviews with Texas cities are listed below in Table 14.
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Table 14

Impediments to Privatization Identified by Texas Cities]

Private operators may be profit oriented and cut service quality.

City operators may have a higher focus on quality and services.
Accountability, customer service & quality control need improvement.
Lecal administrative control and labor concerns.

* & &+ o

Results: Satisfaction with contract operations was expressed by all cities with one exception.
Quality of service received from contract service providers was appropriate and all cities, but
one, stated that they intend to continue working with their private contract service providers. No
cities were planning to increase the level of contractual services above current service levels in

the near term.

One city stated dissatisfaction with its contract service company and no longer uses a private
company for its water and wastewater operations. It stated that the contract did not have
performance, monitoring and dispute resolution clauses. Ultimately, complaints on water taste
and smell arose and the city decided to not renew its agreement.

Another city briefly considered privatization, but for internal reasons decided to continue its
current municipal utility operations.

Contract Types-Terms and Conditions: The term of contractual agreements ranged from 2 to 10
years with most being five years with a renewal option. This trend toward of longer term
contracts has been facilitated with the passage of IRS Revenue Procedure 97-13 in 1997 that

allows longer contracts without endangering tax-exempt municipal debt.

The strategy of longer term deals with renewal terms allows cities to lock into savings for ten or
more years if they wish, or to choose to terminate their agreement if it can find a better deal or
dissatisfied. Most cities agreed that carefully structured contractual language and contract terms
were essential for an effective agreement. Specificity in contract language was essential to
promote good contract performance, enforce accountability and avoid misunderstandings.
Additional comments stated the need to identify responsible parties in the contract for personnel,
materials, specific duties, exit terms, performance clauses and enforcement provisions.
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The Appendix “Texas Survey” summarizes the responses of Texas cities that participated in

interviews. The cities are broken out according to size to show how different sized cities are

entering into privatization agreements.

Surveys of Private Companies

Six private companies and one public water supply agency were interviewed. As with the survey

of Texas cities, companies were interviewed to understand the rationale, issues, benefits and

impediments to impiementing competitive water and wastewater strategies. Interviews included

examination of the types of contractual agreements, terms, conditions, strengths and

weaknesses. The companies and public supply agency interviewed are listed earlier in Table 10.

Rationale: Comments from companies in Table 15 showed a consistency among the reasons

that competitive strategies were implemented.

Table 15

Company Reasons for Privatization|

Savings.

L N N R R N R K JER R K 3

Improved services.

Need for improved infrastructure solutions.
Meet Federal regulations.

Poor condition of existing systems.
Inability by city to afford improvements.
Economies of scale

Inefficient, costly city operations
Willingness of smail system owners to sell
Community development

Employee opportunities for company T & D

Barriers: The primary impediments to competition identified by company representatives are

described in Table 16.

Table 16

Iimpediments to Privatization Identified by Companies|

+ Resistance to change by municipal decision-makers
(fear of losing control, controversy about selling assets.)
. Resistance by utility staff
(fear of job loss, historically operations were run by staff.)
. Priority on improving internal efficiency over privatization
. City/regulatory priority on solid waste/wastewater over water.
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Types of Contractual Agreements, Terms and Conditions: Table 17 shows the particular types of
contractual agreements that companies offer to cities:

Table 17

[Market Strategies Offered by Companies|

Contract operation and maintenance
Design, Build, Operate

Design, Build, Operate, Own

Lease

Sale

* ¢ & o o

Contracts ranged from short term (30 to 60 day renewal) to more than 25 years. Most
companies stressed that longer-term deals allowed cities and companies greater fiexibility to

plan capital upgrades and improvements and enabled greater savings and efficiencies.

Benefits: Savings to cities from contractual agreements are possible due to economies of scale,
better system management and technical expertise in operations, maintenance and
infrastructure improvements. Companies stated that longer-term contracts Company estimates

of savings run from 20% to more than 40%.

Marketing Strategy: From a marketing strategy perspective, one clear and common theme

among all companies was the need to be flexible in structuring individualized service offerings
that satisfy particular cities' needs and a willingness to tailor individualized agreements. Most
companies preferred contract operations agreements over asset sales and lease agreements.

Phase 3. EPA/IRS Surveys: Orders and Procedures Promoting Privatization and
Competition

Overview

In the third round of surveys, EPA, AMWA and industry leaders were interviewed regarding the

effectiveness of Executive Orders 12803, 12875 and 12893 in promoting privatization and

competitive strategies.

In addition to the results of the interviews, extensive research documentation on EPA Executive
Orders 12803, 12875, 12893 and IRS Revenue Procedure 97-13 were developed. The Appendix
“Regulations” contains official copies of the Presidential Executive Orders 12803, 12875, 12893
and IRS Revenue Procedure 97-13. Table 18 summarizes the findings of this phase.
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Table 18

Phase 3 Interviews - Survey Results

Purpose  EPA and IRS representatives were contacted about Executive Orders and IRS Revenue
Procedures intended to promote competition and privatization.

Results IRS Revenue Procedure 97-13 is most effective in promoting public/private partnerships.
97-13 allows longer-term contracts without risk to tax-exempt debt.
Executive Order No. 12803 encourages lass government interference in contracts.

Conclusion IRS 97-13 best improves privatization opportunities by longer term agreements.
Regarding E.O.12803, there is concern that EPA's position on jurisdiction over contract
agreements with concession fees will cause delays and discourage contracts.

Interviews with EPA and industry representatives confirm that among Executive Orders 12803,
12875 and 12893, Executive Order 12803 (E.O. 12803) clearly has played the most relevant role
in promoting privatization and competition. The intent of E.O. 12803 is to encourage federal
agency cooperation with public/private partnership agreements and to remove impediments to
competition. Currently, controversy regarding E.O. 12803 centers on EPA’s announced position
on jurisdiction over particular types of contractual agreements that are being defined as “leases.”

Interviews with EPA, cities and industry representatives uniformly confirm that IRS Revenue
Procedure 97-13 is also playing a significant role in removing barriers to competitive agreements
between municipalities and private operators. Replacing past IRS rules that limited contract
terms to five years (without risking tax exempt status), Revenue Procedure 97-13 allows up to
twenty-years for management contracts without affecting the tax-exempt status of municipal
debt. This change increased the attractiveness of private contracts by affording parties
increased latitude to plan and impiement system improvements within the contract.

Executive Order 12803
The President issued E.OQ. 12803 in 1992 in an attempt to improve opportunities for the benefits
of competition at State and city levels and to promote private sector investment for infrastructure

improvements.

The intent of E. O. 12803 as implemented by the Environmental Protection Agency-EPA and as
promulgated by the Office of Management and Budget (OMB) is to encourage private sector
partnerships with cities for infrastructure modernization, expansion and increased opportunities

to privatize infrastructure assets.
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Language of E.0.12803 explicitly prescribes the role of federal agencies in supporting the intent
of the Order to meet the following objectives:

1) Federal financing of infrastructure should not impede private market financing and
competitive practice efficiencies.

2) States and cities should have the maximum possible freedom to make decisions
regarding their federally funded infrastructure assets.

3) Privatization transactions should not result in unreasonable charges to users.

4) Federal administrative agencies should review and modify procedures to
encourage appropriate asset privatization, to assist and encourage State and
cities’ privatization efforts.

5) Federal administrative agencies should act to approve and grant exceptions to the
disposition requirements regarding infrastructure payment proceeds from asset

sales or leases.

Regarding the repayment of infrastructure debt, E.O. 12803 stipulates that states and cities are
first in the order of precedence to receive proceeds from asset sales and leases. Remaining
asset sale or lease proceeds will be used to pay back the undepreciated portion of the grant to
the federal government through a grant deviation application using the appropriate IRS
accelerated depreciation schedule. Subseguent to these repayments, any remaining proceeds
must be used to pay for additional infrastructure investment or for debt or tax reduction. E.O.
12803 rules apply only to infrastruciure sales and lease agreements. If no sales or lease
agreements are made, EPA approval is not required.

At this point in time, one key area of disagreement exists between the EPA and cities and private
companies that centers upon EPA's claimed jurisdiction over “lease-type” contractual

agreements.

In this regard, the EPA stated in its April 1998 Guidance on the Privatization of Federally Funded
Wastewater Treatment Facilities that contract agreements with up-front concession payments

are lease-type agreements that come under EPA jurisdiction for approval. Since the EPA
believes that concession fees always encumber the asset, contracts with concession fees do not
meet Title Il Clean Water Act requirements that federal grants can only be awarded to 100

percent publicly owned treatment works.
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The basis of this position is that OMB Circular A-102 requires that federal grantees not encumber
the title of facilities while the government grant fund balance remains unextinguished. Under
OMB rules, leases (with up-front concession fees) and asset sales are viewed as dispositions of
federally funded property because they transfer the title or use the title as a form of collateral.
Consequently, property acquired under a grant cannot be used by the city to draw on the federal
equity invested in the facility to raise additional capital until the grant funds are paid off.

According to the EPA’s construction grant regulations, when a city sells or encumbers ownership
by leasing a facility that has received grant funds, the city must request a deviation from certain
grant regulations and repay the grant funds. The EPA’s construction grant regulations identifies
the grant deviation process as the appropriate mechanism for extinguishing the federal grant
balance in the funded asset. Approval of a grant deviation application by the EPA a finding by
the EPA that the city is complying with specific EPA grant requirements allows cities to engage
in lease and sale arrangements with private companies by terminating the balance of federally

funded facility assets.

Upon approval by the EPA, revenue from the sale or lease concession fees can be used to retire
outstanding wastewater facility debt, for infrastructure investment, or for general properly tax
relief. However, the transfer price paid for a wastewater facility represents a private investment
in the facility. The private owner will need to recoup its investment and return through user fees,
which may be higher than the municipal billing rates. In addition, upon the sale of the asset, the
city will no longer receive revenue from retail services tendered by the asset. Therefore, in
evaluating the expected gains and losses of an asset sale or lease, the city must integrate the

cash flow impacts of the agreement into the city’s financial statements and audit process.

In addition, in considering to sell its water and wastewater systems, cities must also consider the
treatment of outstanding bonded debt in the sale of the asset. There is risk that under an asset
sale, the tax exempt status of bonds sold to finance the facility may become taxable under the
1986 Tax Act. The city must carefully explore the specific steps that can be taken to avoid
making tax-exempt bonds subject to tax by the IRS. It is essential that the city retain
professional legal and financial advice on these matters to clearly understand its exposure

regarding compliance with tax regulations.

Regarding the issue of receiving EPA approval through the grant deviation process, interviews
with private industry and city representatives indicated disagreement regarding the EPA’s
interpretation and implementation of E.O. 12803.
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Private industry representatives contend that not all concession fees place an encumbrance on
federally funded infrastructure. Their concern is that EPA’s incorrect position will unnecessarily

discourage city interest in entering contractual agreements.

Cities will be deterred from contract operation agreements because of concern that EPA review
will cause unnecessary delays that will cause cities to lose out on potential long-term savings
and infrastructure improvement opportunities. This concern is based on past experiences of
delays in the federal grant process.

A consensus of city and private industry representatives state that the EPA’s definition of lease-
type contracts is overly broad and not supported by legal precedent since a concession fee does
not autornatically place a legal encumbrance on infrastructure, unless specifically stated in the
agreement. An up-front contract payment to the city by the company represents a discounting to
present value of the anticipated savings that the private operator can offer the city over the term

of its service agreement.”*

Parties contend that the EPA's position on jurisdiction over lease-type agreements is inconsistent
with the direct purpose of E.O. 12803 to provide state and cities greater freedom to privatize
infrastructure assets. While E.O. 12803 seeks to remove barriers to the achievement of
economic efficiencies through additional private market financing, the EPA has created a barrier
to privatization of infrastructure assets by requiring federal review of all operating or
management agreements that include up-front payment or periodic payments.

Private industry and city representatives contend that projected savings benefits can be split up
to both inject up-front revenues for municipal improvements to result in lower user fees and
improve long-term planning for increased efficiency.

Regarding E.Q. 12803, the parties’ positions on asset ownership and opportunities to implement
improvements is consistent with the benefits under Internal Revenue Service (IRS) Revenue
Procedure 97-13 that allows management contracts to extend to 20 years, instead of the

previous 5 year maximum limitation.

2* etter, Water Industry Council response to EPA, Bingham Dana, Counsel to Water industry Council, May 29, 1998,
accessed November 5, 1998 online at the Water Industry Council Web site, http://www.waterindustry.org/neietc-a2.htm
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IRS Revenue Procedure 97-13

New IRS tax regulations under IRS Revenue Procedure 97-13 were approved on May 16, 1997.
IRS Revenue Procedure 97-13 makes it easier for municipalities to enter into long-term
arrangements with private parties to operate and maintain water and wastewater infrastructure by
allowing longer term deals without impacting the tax-exempt status of governmental purpose
bonds.

In the past, the Federal Tax Reform Act of 1986 was an impediment to privatization because it
limited public use agreements to 5 years or less. Due to the importance in remaining tax-exempt
over the repayment term of their tax-exempt bonds and SRF loans, cities continue to place a
priority on maintaining ownership of the wastewater facility in order to meet the conditions

allowed by the IRS’s "management contract” rules.

Revenue Procedure 97-13 permits management contracts for public utility property, including
water and wastewater treatment plants for up to 20 years without endangering the tax-exempt
status of outstanding municipal wastewater debt.

Under Revenue Procedure 97-13, 20 year contracts are allowed if at least 80 percent of the city’s
payments to the private operator are in the form a periodic fixed amount over the asset’s useful
life. This stipulation limits the amount of net profit that may be provided to the private company.
Under IRS rules the more that contractual compensation is based on a fixed fee, the longer the
contract term that will be allowed.

Executive Order 12875

On October 26, 1993, E.O. 12875 was approved for the purpose of directing Federal agencies to
review their regulatory requirements for reducing federal mandates and increasing flexibility in
applying for waivers to Federal requirements. The goal of E.O. 12875 is to allow cities more
flexibility to design sclutions without excessive micro-management and unnecessary regulation.
The purpose of E.O. 12875 is to help remedy the inefficiencies from federal mandates that have
resuited in increased costs to state and cities.

Based on conversations with EPA representatives, while the general policy objectives of E.O.
12875 are consistent with the objectives of E.O. 12803, E.O. 12875 does not have as much
impact on actual competition implementation as E.O. 12803.
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The language of E.O. 12875 states that increased costs, complexity and delays in waiver
applications and approval from Federal requirements hinder state and cities from working with
federal programs to meet specific needs. E.O. 12875 instructs federal agencies to receive input
from public sector stakeholders regarding unfunded mandate regulations. E.O. 12875
recommends increased federal flexibility in allowing governments to get waivers from Federal
mandates. It also recommends reducing unfunded mandates that are not required by statute,
with the exception of funds necessary to pay direct costs incurred by the state and cities

provided by the federal government.

Executive Order 12893

E.O. 12893 encourages investment and improvements to infrastructure facilities and programs
(including direct Federal infrastructure expenditure and environmental protection), private sector
participation and increased effective state and local programs.

Benefits and costs of infrastructure investments should be measured qualitatively and
quantitatively, including life-cycle analysis and analysis of capital and O&M costs. Efficient
infrastructure management is to be in accordance with operational and management practices
that improve the return from investments.

According to the interviews with EPA staff, even though E.C. 12893 encourages private sector
participation in infrastructure investment and management, it does not have effect on
implementation nearly as much as E.O. 12803 for enabling improved water and wastewater
public/private competition based partnerships.

Phase 4. Survey EPA, AWWA and AMWA to identify 60 privatization, competition and
market strategies in the country. Develop a survey and interview for the
rationale, strengths, weaknesses, ratepayer impacts and results.

Overview
Based on interviews with EPA, AWWA, AMWA, industry representatives and industry research,
a listing was developed of sixty geographically dispersed national cities that have implemented

privatization and competitive agreements. A summary of this phase is summarized in Table 19.
The 60 national cities are identified in Table 20:
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Table 19

Phase 4 Interviews - Survey Resuits

Purpose

EPA, AWWA AMWA and other representatives were contacted to identify 60 cities that have

implemented privatization, competition and other competitive market strategies in the nation.

Results The surveys identified a nationally dispersed group of 60 cities that have implemented
privatization and competition agreements that were contacted in Phase 5.

Table 20

National Cities Implementing Competitive Strategies

Booneville, IN
Bridgeport, CT

Cheboygan, Ml
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Indianapolis, IN
Jersey City, NJ

New London, CT
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Alpena, M| Evansville, IN

Anchorage, AK Farmington, NM Pine River, MN
Atlanta, GA Franklin, OH Portage, Ml
Berkley Heights, NJ Gary, IN Rockland, ME
Bessemer, AL Hawthorne, CA San Diego, CA
Birmingham, AL Hoboken, NJ Santa Rosa, CA

Schaumburg, IL
Schenectady, NY

Buffalo, NY Kenner, LA Seattle, WA
Burlingame, CA Manalapan, NJ Sioux City, IA
Camden, NJ Miami Conservancy Taunton, MA
Cape Giradeau, MO Milwaukee, WI Toronto, OH
Charlotte, NC New Haven, CT Tulsa, OK

Vancouver, WA

Chicago, IL New Orleans, LA Wauwatosa, Wi
Cincinnati, OH Newark, NJ West Haven, CT
Cranston, RI North Brunswick, NJ West Lafayette, IN
Dale City, VA Oak Ridge, TN West New York, NJ
Danbury, CT Oklahoma City, OK Wilmington, DE
Easton, PA Orange County, CA

Edison, NJ Petaluma, CA

Subsequent to identifying 60 national competitive strategies, a survey questionnaire was
developed for use in interviewing the cities. Key areas of focus in the survey
questionnaire are described in Table 12.

Table 21

INational Survey Issues|

What types of strategies have been implemented?

What is the city's rationale for implementing its strategy?
What is the structure of the contractual agreements?
Are customers satisfied?

Have bills been impacted?

Have there been system improvements?

What benefits and risks exist?

Has legislation affected the agreements?
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Phase 5.

Process

Interview 60 National Cities that have Implemented Privatization,
Competition and Marketing Strategies

In conducting the survey, 60 national cities were contacted. At least four calls were made

to each city. Follow-up certified mailings and an additional round of telephone calls were

made to all non-responding cities in an attempt to complete interviews with all 60 cities.

Pursuant to the above procedure, a success rate of 65% was accomplished with 39

completed interviews. A summary of these interviews is provided below in Table 22.

Table 22

Phase 5§ Interviews - Survey Resuits

Purpose

Needs

Benefits

Barriers

Conclusion

60 cities identified in Phase 4 were contacted to learn about their specific privatization,
sale, lease and managed competition experiences.

Existing costly operations
Inefficient city operaticns
Inability by cities to afford improvements

Operational savings
Economies of scale

Service needs

Infrastructure needs

Financial assistance
Regulatory compliance
Technical expertise

Need for savings in operations
Economies of scale

Technicai capabilities

Bulk purchasing savings
Efficient use of labor
Estimated savings from 20 to 50%

Fear of giving up control

Union resistance

Belief privatization is not needed
Resistance to change

Cities that have needs for cost savings, improvements, environmental compliance,
technology expertise or financing benefited from competitive solutions. Each city’s
unique needs made each solution unique. Cost savings, operational benefits and
technical capabilities were clearly reported under operations contracts. Carefully written
contracts with specificity in language, terms, expectations, monitoring, accountability,
and enforcement are necessary.
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Discussion

Each of the 39 national interviews yielded valuable information about each city’s unique
experience in implementing a competitive water and wastewater strategy. Significantly,
while each city’s individual circumstance was different, from a policy perspective strategic
consistencies arose among many of the respondents regarding the implementation and
results of their strategies. The following discussion attempts to summarize the key
consistencies and unigue exceptions that arose from the round of national interviews.

Types of strategies implemented

Interviews with cities in the national survey identified specific forms of contractual
agreements according to the following groups. Table 23 breaks-out the number of cities
that are participating in each type of competitive strategy.

Table 23

INational Survey: Types of Competitive Strategies Implemented|

Type of Agreement Number of Participants
Managed Competition 5
Contract Operation and Maintenance (existing) 20
Design, Build, Operate 1
Sale 4
Did Not Implement Competitive Strategy 9

Contract terms

Contract duration ranged from 3 vyears to 20 years in duration. Although cities
contemplated both short and long-term agreements in their decision process, upon
contract finalization, respondents were evenly split between their preference for long-term
and short-term agreements. While some cities valued long-term agreements for increased
ability to plan capital improvements and increase savings over the term of the contract,
other cities preferred short-term agreements to maintain flexibility of choice.

Rationale and benefits
Table 24 lists the most frequently reported reasons for implementing a competitive

strategy according to cities in the national survey.

Texas Water Development Board
Market Strategies For Improved Water Service by Water Utilities

Page 53



Table 24

INational Cities’ Reasons for Implementing Competitive Strategies|

Savings

Economies of scale

Service needs

Infrastructure needs

Financial

Regulatory compliance
Technical expertise

Costly, inefficient city operations
Inability to afford improvements

L B R R R R N

Savings to the city: Virtually ail cities in the interview confirmed their need to accomplish
savings in the operation of their water and wastewater systems. While some cities couid
not quantify savings from the privatization agreement, estimated savings according to
many cities ranged from 20 to 50%.

Economies of scale: A number of cities identified the benefits of a company’s economies

of scale in offering technical capabilities, bulk purchasing savings and efficient use of iabor
as reasons to expect savings.

Service needs: Many cities identified increasing financial pressure to maintain quality
services and believed private operations would meet this need. During the interviews, the
brcad majority of respondents expressed satisfaction with improved or comparable

operation and maintenance services.

Infrastructure needs: According to many interviews, existing water and wastewater
infrastructure were in need of costly improvements. These cities valued the companies’

ability to implement effective, efficient infrastructure improvements.

Financial: Consistent with the need for system improvements, most of the same cities also
had concern about their financial capability to fund capital improvements without private
sector cooperation in the project. Many of these cities found that company participation in
the project did facilitate payment structures that accomplished repayment of federal funds,
infrastructure improvements and transfers to the general fund for other city needs.

Regulatory compliance: The need to improve current and future regulatory compliance
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requirements was a major factor in particular cities’ decision to pursue a contractual

agreement with a private company.

Technical expertise and capabilities: Many cities expressed concems about their limited

technical capabilities and identified their need for improved technical expertise and
operational capability to manage complex treatment requirements. All respondents
believed that in-house technical capabilities helped resolve regulatory compliance
problems, facilitated lower costs and improved services.

Costly, inefficient city operations: Many cities confirmed that their ultimate decision to

pursue a competitive strategy was impacted by the belief that current city operations were

costly and inefficient.

Impediments
Factors that were identified by respondents as impediments in their implementation of a

competitive strategy are summarized in Table 25.

Table 25

INational Cities’ Impediments to Implementing Competitive Strategies|

+ Concemn about giving up control
+ Union resistance

+ Perception that there is no need.
+Resistance to change
+Regulatory

Although no individual impediment to competition was identified by a majority of
respondents, the explanations below were individually identified during the interviews as
impediments to implementing a competitive strategy by particular cities.

Concern _about giving up control: Inherent reluctance by city managers and leadership to

relinquish decision-making authority was cited as an impediment to implementing

competitive strategies.

Union resistance; In cities that had union representation of municipal utility employees,

resistance by unions to implement private contracts directly reflected the fear of losing jobs

and dilution of union power.
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Perception that there is no need: A few respondents stated that city managers and

leadership did not believe the city had a need to implement a competitive strategy.

Resistance to change: Certain respondents stated that reluctance and resistance to

implement a new strategy was evidenced by managers and leadership.

Regulatory: One respondent acknowledged being affected by EPA's claim to jurisdiction
for approving contracts with up-front concession fees under E.0.12803. To avoid coming
under EPA jurisdiction the city specifically invested in legal assistance to structure a 20-
year contractual agreement for equivalent financial benefits and capital improvements as
to a concession fee agreement. To avoid the risk of delay under the EPA review process,
the city structured a payment schedule with the company to implement revenue and
capital improvement goals by redesigning payments and restructuring cther costs incurred
by the company.

Phase 6. interview TNRCC, TML and private legal counsel to identify potential
statutory amendments to facilitate privatization and/or competition

In the sixth round of surveys, attorneys and professionals from the legal and contract

divisions of the TNRCC, the Texas Municipal League and selected private counsel were

interviewed to identify potential statutory amendments to facilitate privatization and/or

competition. A summary of these interviews is provided below in Table 26.

Table 26

Phase 6 Interviews - Survey Results

Purpose  TNRCC, TML and private legal counsel were interviewed to identify potential statutory
amendments to facilitate privatization and/or competition.

Results No attorney offered recommendations for changes to existing Texas statutes for
impraving opportunities for privatization and/or competition. However, during the
course of the interviews other issues were raised that may be relevant. Regarding
Executive Order 12803 opinions were divided on the appropriateness of the EPA’s claim
of jurisdiction for review and approval of contracts with concession fees. On the issue
of procurement, opinions were divided regarding Texas Code requirements for
competitive bidding. The issue or regionalization received favorable comments
regarding the TNRCC's recently approved amendment to Chapter 291 of the TAC for a
positive acquisition adjustment and base rate recovery of acquisition costs. It is clearly
believed that this approval will facilitate mergers, consolidations and regionalization.

The scope of this phase of the workplan was to interview attorney’s for recommendations
regarding potential statutory amendments to facilitate privatization and/or competition.
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The scope of work does not include a full legal review of existing statutes for
recommended amendments to facilitate privatization and/or competition.

Since the author is not an attorney, no conclusions were drawn from the interviews and
readers should not rely on the interview summaries as accurately identifying the legal
considerations of privatization of public infrastructure.

Texas Statutory Issues

The question posed to selected Texas private and government attorneys during this survey
phase was whether each counsel had any suggestions for statutory amendments to
facilitate privatization and/or competition. No recommendations were made in response to
this question. However, during the discussions, other issues came related to privatization
and competition. The discussions below describe these other issues that were raised.

Regionalization

Senate Bill 1 (SB 1) was passed by the 75" Texas Legislature, to provide a comprehensive
framework for managing the state’s water resources under Texas water law. In supporting
the intent of SB 1, the TNRCC proposed and approved amendments effective February 4,
1699 that implement competitive changes to Chapters 290 and 291 of the Texas
Administrative Code (TAC).

The intent of these amendments is to promote, among other things, financial regulations
that allow the TNRCC to approve filed requests for financial recovery of a positive
acquisition adjustment for the costs associated with acquiring another system (including
utility plant, property and equipment acquired from a retail public utility in a sale and
transfer of utility service areas). The rulemaking's goals include facilitating mergers and
sales of water and sewerage utility systems to achieve benefits under regionalization and

privatization that include removing disincentives to consolidaticn and regional service.

In conducting its rulemaking process, the TNRCC held focus group meetings and hearings
regarding the proposed Texas Administrative Code (TAC) amendments to comply with the
requirements of the Safe Drinking Water Act Amendments of 1996 and Articles 5 and 6 of
Senate Bill 1 as passed by the 75th Legislature in 1997.
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Competitive Bidding

During the phase 6 interviews, the issue of statutory requirements for competitive bidding
was raised. In particular, the discussion focused on instances where a city wants to enter
into a contract with a private operating company for the provision of water or wastewater
services. Often in such cases, cities may be required by their local statutes to issue a
competitive bid solicitation (if the contract cost exceeds statutory limits.) Concern exists
that at reasonably low levels of acquisition costs ($25,000), competitive bids may cost
more in time and expense than potential saving through the process.

Legal opinions during phase 6 surveys offered that competitive bidding for water and
wastewater operations is a legal and statutory issue of dispute in Texas that has been
litigated and appealed in Texas courts. Each city should review their own city code to see if
their purchasing rules follow state procurement guidelines as exemplified in Texas
Government Code Title 10, § 2155 (see Appendix).

In support of lessening competitive bidding requirements for municipal water and
wastewater contracts, one interview identified “BROWNING-FERRIS, INC., Appeilant, v.
The CITY OF LEON VALLEY et al., Appellees” as precedent that competitive bids may not
be required under Texas statute (the garbage collector quit over a contract dispute and
garbage was accumulating.) In this case one Texas court found that the timely collection
of garbage was a public health necessity and that the garbage collection constituted a
condition that was needed to preserve and protect public health in a timely, efficient and
effective manner, thereby excluded from Title 10 of the Texas Government Code.
Therefore, the city’s garbage contract with a private firm did not have to go through the

delays of competitive bidding.

In this interview it was offered that certain water and wastewater services currently
competitively bid may meet similar standards for preserving and protecting public health in
a timely, efficient and effective manner, thus also deserving of a comparable exclusion
from competitive bidding requirements under Title 10 of the Texas Government Code.

A differing opinion in this matter offered that the above decision may not be relevant and
does not justify excluding water and wastewater contracts from requirements for
competitive bidding. The case in question was viewed as a narrow decision based on what

the court regarded as an emergency situation and that although water and wastewater
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projects are crucial, they rarely meet the criteria of “emergency” in posing a sudden threat
to public health.

Regarding competitive bidding in general, another interview indicated that although local
governing boards can set thresholds on procurement limits different than state thresholds,
Title 10, Subtitle D (formerly 601.B) of the Texas Government Code (if adopted by local
procurement statute), requires a competitive bid solicitation whenever more than $25,000
is to be paid in a contract.

Another comment cited the anti-monopaolistic provisions of Article I, Sections 17 and 26 of
the Texas Constitution as legal basis for opposing contracts without competitive bidding for
essential commodity services.

Finally, a different party stated when maintenance contracts are for less than state limits,
the contract does not come under the Professional Services Act. When maintenance
contracts exceed the state threshold, a competitive bid is needed. However, it has been
noted in actual practice, districts often manage to circumvent this requirement through spot
improvement clauses in agreements with private operators.

The competitive bidding requirements issue centers on whether in particular instances
state and local solicitation requirements cause improved results or cause inefficiency and
extra cost. It is possible that benefits may be possible through improvements to the
competitive bidding requirements that streamline procurement procedures in cases where
delays may cause larger costs than potential savings. In this regard, cities and the
legistature may find it relevant to address whether and how existing procurement statutes

may be affecting the goals of privatization and competition.

Federal
Implementing E.OC. 12803: Regarding the EPA’s implementation of E.O. 12803, interviews

with legal counsel were divided regarding the appropriateness of the EPA’s current position
of jurisdiction over concession fee agreements as leases that reguire EPA approval and

removal of federal interest in funded assets.

One attomey agreed with the EPA’s interpretation and saw the similarity in principle that a
concession fee was like a lease payment that paid off debt. In this regard, the attorney
found the EPA's position to be appropriate because the concession fee worked like a sale
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or lease-back payment where the city was taking value for the asset. In this way, the
concession fee was like a rent and the city was paying for the total cost of the services and

asset to the company.

However, another attorney did not believe that a concession fee constituted a “lease-type”
agreement, since there were no encumbrance on the asset of the utility through the
contractual agreement for services between the city and the company. The concession
fee reflected one up-front payment that was reflected in the net present value of the
contract's payment stream over its contract term. There is no ownership of the asset by
the company. Consequently, the EPA was incorrect in its guidance and position regarding

jurisdiction over “lease-type” contractual agreements.
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Conclusions

Summary

If a city's water and wastewater system’s operations are efficient and their infrastructure is
in good condition and in compliance with state and federal laws, there probably is not a

need to consider competitive market options.

However, if the city has needs for operaticnal savings, system improvements, regulatory
compliance, technology and labor expertise or financing, then competitive strategies will

likely be of benefit.

In choosing a competitive market strategy, there is not one simple answer. Public
acceptance, political concemns and other unique circumstances will aiso influence each
city's decision-making process regarding which competitive strategy best meets its

particular needs.

Based on these competitive considerations, if the city’s needs are significant or urgent,
then an operations contract is probably the short-term path to pursue, unless it wants to
sell its system to another operator, as is facilitated under the TNRCC's new acquisition
rules. Examples of conditions for contracting or selling include sanctions by the EPA for
compliance violations, infrastructure upgrading and improvement needs, labor expertise
and technical deficiencies, debt and financing concemns, need for savings or if the city has
no interest in operating the utility.

However, if the city is interested in continuing to operate its water and wastewater systems,
it may choose to first implement an employee managed competition strategy. By investing
numerous years and reasonable expense on internal preparation, the city can empower
municipal employees to perform self-evaluation and improvement measures in preparation

to compete in a selection process against private companies.

The major reasons that cities identified for considering competitive market water and
wastewater strategies include need for regulatory compliance, improved savings,
infrastructure requirements, financial funding requirements and need for technical
expertise. Table 27 below describes the benefits and risks associated with each

competitive marketing strategy.
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Table 27

Benefits and Risks of Competitive Market Strategies|

Managed Competition Operations Contracts

Benefits Benefits
Cooperative purchasing/contracting Savings over municipal costs
Performance based incentives Operations experience
Resale of by-products Problem salving success
Selling services Technology & skills expertise
Cross-training efficiencies Regulatory compliance
Staff reductions through attrition Capital improvements
Bureaucratic reform Enforcable performance
Scheduled maintenance
Reduced inventory costs Risks
Instrumentation and automation Contract risk:

- Financial control
Risks - Monitoring
Weaker performance enforcement - Communications
Financial risk - Enforcement

Regulatory risk
Labor and technical needs
Long lead time preparation

Leases Asset Sales
Benefits Benefits
Infrastructure financing Financial
Rate stabilization Retire debt
Debt reduction Improve infrastructure
Expertise Economies of scale
Focus on other priorities Technical expertise

Accelerated debt depreciation

Risks Lowers city responsibility
Loss of oversight
Loss of operational control Risks
Loss of enforcement No monitoring
EPA approval and need to Rate risk
eliminate federal interest Loss of control

No contractual recourse

No decision authority

Legal, regulatory, financial risk
Loss of tax-exempt bond status
Higher regulatory requirements

Successful Strategies — Criteria / Common Reasons

The majority of cities interviewed stated that their competitive strategies provided solutions to
each town’s specific needs. Criteria or reasons provided cited overall savings, improved
operating efficiency, regulatory compliance and customer satisfaction as the most frequently
reported findings that cities gave as criteria for successful competitive strategies. Table 28
below summarizes the criteria, or common reasons given most commonly by cities as proof that
their competitive market strategy for improving water and/or wastewater services are successful.
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Table 28

Criteria / Reasons for Successful Competitive Strategies|

Reduced operation cost Acquired technical capabilities
Increased operational efficiency Improved services

Improved system condition Pay for improvements

Meet envircnmental regulations Build infrastructure

Serve growing demand Financial assistance

Rate stability

Discussion
Results of surveys with Texas and national cities indicated that the vast majority of competitive
marketing strategies in Texas and the nation are contractual agreements with private companies.

Number of Participant

Contract Operations Managed Competition Sale Lease

Figure 3

Figure 3 shows that of 57 Texas and national cities that were interviewed, 35 entered into
contractual operation agreements with private companies, 6 implemented managed competition,

0 executed a lease and 6 system sales were performed.

Success of Contractual Agreements

In addition to the above for cities' successful experiences with contractual agreements, one city
additionally reported that after the agreement was implemented, municipal employees expressed
strong interest in joining the private operating company.
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Regarding contract structure, the most commonly reported issue as essential to a successful
contract was the need for explicit and comprehensive contract language and terms.

Specific contract terms recommended by many cities included performance, monitoring,
reporting, review and penalty requirements and clauses. In addition, commenters also
recommended provisions to update the terms of the contract for changes, detailed language on
cost responsibilities and payment schedules as other important elements of a contractual

agreement.

In facilitating operations contracts, cities identified IRS Revenue Procedure 97-13 as the most
effective regulatory incentive to competition because it allows long-term contractual agreements.
A majority of cities identified the ability to enter into long-term contracts as a valuable means to

increase efficiency, planning, savings and infrastructure improvements.

Among all of the cities interviewed, there was a reasonably even split between cities’ preferences
for implementing short-term versus long-term agreements. According to individual management
preference, some cities liked short-term agreements because they afforded more opportunities to
choose another supplier while providing incentives to the company to perform. Conversely, other
city managers saw value, increased benefits and savings through longer-term deals that allowed
improved long-term, cooperative planning with the company to implement infrastructure
improvements and stabilize rates.

Other Successful Strategies

Although very few cities have sold or leased their systems to private companies, the few
examples of system sales and leases indicate satisfaction with the results. Barriers to system
sales and leases primarily reflected management and public concerns about losing ownership
and ultimate control of their municipal utility facilities

The surveys and research also identified that particular cities have implemented municipal
employee improvement “managed competition™ programs as a strategy. In instances where
managed competition has been implemented, cities appear satisfied with the results. According
to interviews, the three primary impediments to implementing managed competition strategies
are that city employees must win competitive bid proposals against private competitors, the high
costs and extensive lead time necessary to prepare municipal employees to compete and the

motivation and willingness of city employees.
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Recommendations

Summary

As a result of the interviews and research in this engagement, the report offers three
recommendations for cities that are considering privatization and competitive market options.
During the interviews of selected private and government legal counsel to identify potential
statutory amendments to facilitate privatization and/or competition, noc recommendations for
changes to existing Texas statutes were offered. A full legal review of existing statutes would be
needed to appropriately identify recommendations for changes to existing statutes to facilitate

privatization.

The first recommendation proposes that cities perform a self-evaluation to assist in deciding

whether a city can benefit from privatization or competitive market strategies. This evaluation
process recommends an inventory of self-appraisal, performance benchmarking and an internal
capability analysis.

The second recommendation proposes a three-step process to choose a competitive strategy.

First, the city must decide on a path and timeline for implementing a competitive water and/or
wastewater strategy. This choice must include an up-front decision on whether or not to make a
significant investment of time and finances for municipal employee preparation prior to

competing against private companies.
Second, if the city chooses to support a municipal employee preparation process, it must commit
the appropriate resources to its municipal employees for strategic planning and improved

processes.

Third, the study provides a detailed listing of performance and qualifications requirements for
use in comparing and evaluating competitive proposals.

The third recommendation presents an inventory of key contractual and financial considerations

that the city should consider in constructing a contractual agreement.
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Discussion

A Recommendation #1: Evaluating Need / Checklist of Key Needs

Listed below are ten questions for cities to self-evaluate the capabilities of their water and
wastewater system operations, finances and compliance. These questions elevate key issues for

cities to consider in evaluating whether their utility systems are in need of improvement®:

Efficiency: Are the municipal water and wastewater systems as efficient as the best
run utilities?

Financing improvements: Will the city be able to finance needed improvements?

Rates: Will rates increase if the city implements needed capital improvements?
Compliance: Are the city's water and wastewater systems currently, or expected to be

out of compliance with Federal and State regulations?

Technology: Do municipal, management and staff have the technical expertise to
perform improvements, operations and maintenance?

Cost of service: Are the water and wastewater systems recovering their costs of service?

Economies of scale: Is there room to lower operations and procurement costs under larger
economies of scale?

Load growth: Is the city's population expected to increase and require infrastructure
improvements?

Safety & management: Are management and staff appropriately skilled to ensure all safety
requirements for performance reliability?

Benchmarking and Assessing Internal Capabilities

If answers to the above questions indicate the city's water and wastewater systems have need
for improvement, then the city should proceed with a benchmarking and self-evaluation process
to identify its areas of need. This process will assist in verifying whether the city can improve
efficiencies and make infrastructure improvements through internal or private market

strategies®®.

Benchmarking involves comparing a city’s business practices, core services and system
operations to other top-performing operations, preferably of a similar sized system. Performing
this appraisal requires breaking out the water and wastewater system’s costs of service, rates

% New England Interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1998 online at the Water Industry Council Web site,
hitp:/Awww.waterindustry.org/neietc-a4.htm

* Managed Compatition, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1997.

Texas Water Development Board
Market Strategies For Improved Water Service by Water Utilities

Page 66



and production levels for comparison against other comparable, well functioning utilities. The
analysis of comparative financial and supply performance criteria will help show whether

operations are cost efficient or not.

Self-evaluation of interal performance involves management review of the city’s water and
wastewater utility track record of performance and costs. This management review process
involves review of regulatory filings, compliance, and operating costs. The result will be a useful
management communications and information tool for improving performance. Listed below are
examples of benchmarking and self-evaluation criteria that will help the city identify whether it is
operating efficiently or whether competitive marketing strategies can provide improved

performance and savings.

Operating expense analysis: Internal variance analysis and external comparisons of unitized
costs of specific cost centers with other utilities may help identify areas
of operational and cost inefficiency.

Capital improvements: Evaluate whether system capital improvement needs have been
performed in the past or deferred. Include expectied capital
improvements that are expected to occur in the future for maintenance,
upgrade and compliance purposes.

Rates: Compare water and wastewater rates and bills to comparable cities.
Synchronize this analysis with the evaluation of operating and capital
expenses to identify whether customers are being charged non-
competitive rates.

Budget analysis: Check city budgets to determine if the city's water and wastewater costs
of service are being covered by revenues. Look at past and prospective
operating costs.

Compliance: Assess whether the water and wastewater systems are in compliance or
whether they have a history of violations with regulatory requirements.

Repeating Problems: Identify whether operation and maintenance, budget variances and
safety problems frequently recur.

Labor: Evaluate whether the city's utility staff possess the training and skills to
meet current and expected water and wastewater infrastructure and
operating performance requirements according to State and Federal
reguiations. Areas to check include turnover and attrition, training and
qualifications, certification as required, accident and safety reports.

Forecasted needs: Project future water and wastewater customer needs using population,
commercial and industrial growth expectations. Evaluate whether new
and expected compliance and treatment requirements will affect future
system performance needs.
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B. Recommendation #2: Preparing for Competition

Choosing a Path to Competition

Based on the decision that water and wastewater efficiencies and savings can be accomplished,
the city must then decide the measures it wants to consider for improving its systems. The city
must decide whether to allow its municipal management and employees to compete with private
operating companies to provide services to the city. The Flowchart in Figure 4 shows the
sequence of steps a utility faces in preparing to choose a competitive strategy.

Figure 4

Yes
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Figure 4 shows that the city may decide to immediately seek private sector competitive market
solutions. Basis for this choice may be that the city has serious or urgent compliance,
operational or infrastructure needs that cannot be solved internally. Under this path, the city
must identify what improvements are needed and then develop a comprehensive solicitation and
contract for bidding and negotiation. Under this approach, the city private sector options include
contract operations, system sale or lease agreements.

Under the second path, the city pursues a managed competition strategy that allows municipal
employees to develop an improvement plan. Under this approach, the city must make a
material up-frant commitment to invest time and resources to assist municipal employees train
and develop competitive marketing plans. Managed competition requires a lead-time of
between one to three years for preparation. As seen in the Charlotte, North Carolina managed
competition case study in the Appendix “Case Studies”, employees were allowed three years for
planning and preparation prior to competing in a competitive bid solicitation with private
operating companies.

According to the Association of Metropolitan Sewerage Associations (AMSA), a comprehensive
managed competition process will require between $300,000 to $500,000 to fund, and can take
numerous years (up to five-years) to complete. Additional, non-quantifiable costs will also be
incurred as employees divert productive time to managed competition preparation”.

At the conclusion of the municipal employee preparation process, a competitive bid solicitation
should be conducted between interested public and private competitors to document budget
costs and performance requirements. The competitive selection process ensures that the most
appropriate and qualified strategy is selected.

If the city’s managed competition strategy is awarded selection, it is strongly recommended that
the budget costs of the bid be established as the benchmark for compensation incentives for the
employees in the absence of a legally enforceable contract as would be offered to a private
company. This recommendation was successfully implemented by the City of Charlotte, North
Carolina in its managed competition program. The risk of non-performance increases greatly
under managed competition if the department is not held to specific, measurable performance

and budget goals.

z Managed Competition, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1997.
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Preparation of Municipal Employees under Managed Competition
Deciding to invest time and money into a managed competition process is a critical decision in

the city's competitive process.

Reasons to allow municipal empioyees to prepare for a competitive bid solicitation may include
political and management considerations as well as the magnitude of compliance, infrastructure,
savings and efficiency needs. Potential advantages from managed competition include that
municipal employees are more familiar with the infrastructure systems, municipal utility
operations do not have to generate shareholder return, they are tax exempt and have access to

tax-exempt financing and loans under state revolving fund programs®®.
In organizing prior to competition, AMSA recommends that municipal employees implement five
stages in its competitiveness process. Table 29 summarizes the stages and estimated time to

perform each stage®.

Table 29

[Stages in Managed Competition Preparation|

Understand current conditions relative to competitiveness.

Build awareness of competitiveness among staff/stakeholders (2-3 months.)
Coordinate strategies and performance targets (8-9 months.)

Plan department changes, promote internal competitiveness (8-12 months.)
Implement methods, responsibilities and technology plans (18-36 months.)
Improve practices, responsibilities, pians and performance.

Soliciting Competitive Proposals - Importance for Detail
Soliciting competitive proposals is essential for a successful contractual agreement. A well
planned and explicit competitive solicitation will attract accurate, low cost, effective bids.

Not surprisingly, a well developed competitive bid solicitation is appreciated by potential bidders
because it enables bidders to improve the accuracy and appropriateness of their proposals by
reducing uncertainty about the city’s expectations. Increased certainty enables bidders to better
estimate their profit margin in the proposal and lower bid prices. Listed below are important
details that should go into a competitive proposa!l solicitation.

* Evaluating Privatization, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1996.
# Thinking, Getting, Staying, Competitive, A Public Sector Handbook, Association of Metropolitan Sewerage Agencies,
Washington, D.C., 1996. p. 18-19
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Soliciting Competitive Proposals - Elements of the Solicitation

The solicitation is the blueprint that provides information to prospective bidders about the
numerous aspects of the proposed contract requirements. Scope of services, purpose, term of
contract, performance targets, legal and payment are examples of key elements of a solicitation.
It is essential that the solicitation clearly and precisefy specify what services are to be performed

and priced.

The proposal format should also be clearly defined to facilitate similar formatting among the
proposals. Similar formatting will ease the review of bid proposals and provide a common
framework with clear benchmarks for the bidder. It is strongly recommended that the city should
retain experienced professional and legal assistance in developing the solicitation to assure it
accomplishes the city's goals. In addition, the solicitation should be announced and well
circulated, allowing adequate time for prospective bidders to prepare effective proposals.

Table 30 summarizes the issues that should be described in a solicitation. This list provides the
reader with an example of a “proposal format.” It is important to note that many of the elements
of the solicitation should also be included as elements in the final contractual agreement®>".

Table 30

| Components of a Competitive Solicitation |

Purpose

Organization / corporate profile (Overall firm qualifications, financial strength)

Scope of services

Term of contract

Performance history (list of clients and references)

Administration {principals})

Management and Staffing (Personnel and technical qualifications)

Description of how services are to be provided (in-house staff, contract services)
Operating responsibilities (permitting, regulatory, plant operations laboratory, violations)
Maintenance responsibilities (planning, scheduling, routine, preventive, corrective, system)
Technical approach and operations workplan

Evaluation criteria

Cost parameters

Definition of terms

Description of selection process and timeline

Date of proposal meeting / site visits procedure

Format for proposals

L IR R K B R K R R R B IR K R R B

* New England Interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There", accessed November 5, 1998 online at the Water Industry Council Web site,
hitp://www.waterindustry.org/neietc-c1.htm

3 Managed Competition, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1997.
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The Scope of Services is probably the most important section of a solicitation for explaining the
city's expectations to potential bidders. It will provide the framework for the municipality’s
performance expectations. Responses to the Scope of Services will probably be a key basis for

selecting a service provider.
The city must expend significant efforts in preparing the description of its scope of services to
ensure it accurately reflects the city's water and/or wastewater facility and operational needs.

Table 31 lists key elements that should be included in the contract's Scope of Services™:

Table 31

[Elements in a Scope of Services|

Description of the facilities (incl. water & wastewater collection / distribution systems.)
Description of the types of services/improvements to be provided by the bidder.
Regulations and administrative requirements.

Reporting responsibilities.

Maintenance budget.

Requirements for sludge and water treatment.

Capital budget.

Description of the purchasing process and responsibilities.

Performance standards.

Compliance guarantee by the contractor.

Terms for equipment management and ownership.

State requirements for contract approval.

Procedures for changes in the scope of services.

Contact persons.

LR R R R R R B S R

To better understand potential savings and quality of performance under each proposal, it is
recommended that cost should be itemized in each proposal according to the following
categories™:

Labor

Overhead
Chemicals
Supplies

Sludge & treatment
Technical support

* & > * 0

*New England interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1998 online at the Water Industry Council Web site,
http:/Awww waterindustry.org/neietc-c1.htm

* New England Interstate Environmental Training Center, "Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1998 online at the Water Industry Council Web site,
hitp:/iwww.waterindustry.org/neietc-¢c2.htm
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Evaluation criteria_and_scoring: In requiring specific criteria to be included in all proposals

enables the city to evaluate, weigh and score proposals. Prior o promulgating the solicitation,
the city should determine the weighting and scoring method that will be used in evaluating the
criteria and proposals. It is important that the city also weigh each proposal in total, to account
for the completeness, responsiveness, and understanding of the project’s responsibilities“.

C. Recommendation #3: Contractual Elements

The third set of recommendations presents an inventory of key contractual and financial
considerations that the city should seriously consider using in a contractual agreement once the
city has selected a strategic option.

Following the review of all bids and the selection for award of a competitive bid, the city must
complete negotiations of its contractual agreement with the selected company. The contract
places a legal obligation on both the city and the company for performance and payment
obligations. Consequently, both parties will require legal representation in the finalization of the
agreement™.

The following list is offered as an example of proposed eiements to be included in a contract. [t
is not intended to be exhaustive and other key contractual issues not listed in the listing below
may be equally or more appropriate for inclusion. To repeat, it is strongly recommended that the
city retain expert, experienced legal representation in the final construction of the contract.

Scope of services: Work to be performed by the contractor.

Staffing: Description of minimum staffing requirements, hiring and dismissal of current public
employees.

Additional services: Tasks that will fall under the contractor's obligations for service, probably
performed previously by municipal employees.

Maintenance, training and safety schedule: Maintenance and inspections to be performed by the
contractor to maintain the facility reliability and to protect the community’s health.

Capital improvements and repairs: The contract shouid include a procedural timeline for
implementing planned capital improvements, performance criteria, liability for non-performance.

Force Majeur: Factors beyond control must be explicitly defined in the contract.

* Managed Competition, Association of Metropolitan Sewerage Agencies, Washington, D.C., 1997.

3 New England Interstate Environmental Training Center, “Draft Outline, ‘Contract Operations Guidance Document’ Getting
From Here to There”, accessed November 5, 1398 online at the Water Industry Council Web site,
hitp:/Aww.waterindustry.org/neietc-c3.htm
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Assignment of risk; The contract must explicitly identify what risks belong to the operator
regarding performance as well as identify conditions that are beyond the operator's control
regarding the performance of contractual responsibilities.

Ongoing reporing reguirements and Identification of accountable company officers: Specific
lines of accountability and communications for ongoing reporting of performance, complaints and

billing.

Audit of contractor’s billing records: The owner must have the right to audit the contractor’s
billing records associated with the contractual agreement.

Requlatory, reporting and complaint responsibilities: Accountability for specific regulatory filings
with local, state and federal governments including identification of accountable company
representatives that are responsible for each filing. Responses to complaints and other reporting
responsibilities should also belong to the operating company.

Emergency notifications: Specific emergency procedures, including authorities and contact
persons under emergency conditions.

Insurance requirements: Specific responsibilities for all required insurance coverage programs
including explanations of facility coverage, premium payment and liability responsibilities.

Ownership: !dentification of equipment suppliers and ownership. Specific description of each
party's responsibilities for supplying payment of materials and equipment, including ownership
during and after the term of the contract.

Severability and termination: Provisions and acceptable reasons for either the city or company to
exit the contract prior to the expiration date.

Indemnification clause: To identify which party is responsible for regulatory penalties and fines.

Cost: The amount agreed between the city and the company for services to be rendered.

Payment schedule: Terms of payment to the company for services rendered.

Performance penalties: Fines or other penalties that can be levied against the contractor for not
meeting the terms of the contract and other legal responsibilities for operating the facility.

Transition conditions between contracts: Liability of both the municipality and the company at
the end of a contract and prior to a new contract either with the existing company or a new
company.

Accepted proposal: A complete copy of the bid prepared by the contractor should be attached to
the contract.

Definition section: The contract will include glossary of key word definitions.

Subsequent to performing the contractual agreement, performance monitoring and
communications are necessary by the city to ensure that performance by the company is in

compliance with the terms agreement.
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As previously discussed, monitoring requirements will depend on many factors. Age and
condition of the water and wastewater facilities, company qualifications of the firm, diligence and
capability of the city to monitor performance are examples of matters that will dictate the level of
the city’s performance menitoring responsibilities. To the level of monitoring that is warranted the
city should maintain regular review of financial indicators, site visits, reports and ongoing
communications to assess compliance. These monitoring responsibilities should be performed
by either city staff, shared with other cities or with third-party private company employees.
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Internal Revenue Service
Revenue Procedure 97-13
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SECTION 4. EFFECTIVE DATE

This revenue procedure is effective
for all open years.

SECTION 5. EFFECT ON OTHER
REVENUE PROCEDURES

Rev. Proc. 95-21 is ampiified, in part,
and modified, in part.

26 CFR 601.601: Rules and regidations.
(Also Part [, §§ 103. 141, 145; 1.14]1=3. 1.145-2.)

Rev. Proc. 97-13
SECTION 1. PURPOSE

The purpose of this revenue proce-
dure is to set forth conditions under
which a management contract does not
result in private business use under
§ 141(b) of the internal Revenue Code
of 1986, This revenue procedure also
applies to determinations of whether a
management contract causes the test in
§ 145(a)(2)(B) of the 1986 Code to be
met for gualified 501{(c)(3) bonds.

SECTION 2. BACKGROUND

.01 Private Business Use.

{1) Under § 103(a) of the 1986
Code, gross income does not inciude
interest on any state or jocal bond.
Under § 103(b)(1) of the 1986 Code,
however, § 103(a) of the 1986 Code
does not apply lo a private activity
bond, unless it is a qualified bond under
§ 141(e) of the 1986 Code. Section
143(a)(1) of the 1986 Code defines
“private activity bond” as any bond
issued as part of an issue that meets
both the private business use and the
private security or payment tests, Under
§ 141(b)(1) of the 1986 Code, an issue
generally meets the private business use
test if more than 10 percent of the
proceeds of the issue are to be used for
any private business use. Under
§ 141(b)(6)(A) of the 1986 Code, pri-
vate business use means direct or indi-
rect use in a trade or business carried on
by any person other than a governmen-
tal unit. Section 145(a) of the 1986
Code also applies the private business
use test of § 141(b)(1) of the 1986
Code, with certain modifications.

(2) Corresponding provisions of
the Internal Revenue Code of 1954 set
forth the requirements for the exclusion
from gross income of the interest on
state or focal bonds. For purposes of this
revenue procedure, any reference to a
1986 Code provision includes a refer-
ence to the corresponding provision, if
any, under the 1954 Code.

632 1997-1 C.B.

#

(3) Private business use can arise
by ownership, actual or beneficial use of
property pursuant 1o a lease, a manage-
ment or incentlive payment contract, or
certain other arrangements. The Confer-
ence Report for the Tax Reform Act of
1986, provides as follows:

The conference agreement
generally retains the present-law
rules under which use by persons
other than governmental units is
determined for purposes of the
trade or busincss use test. Thus, as
under present law, the use of bond-
financed property is treated as a
use of bond proceeds. As under
present law, a person may be a
user of bond proceeds and bond-
financed property as a result of (1)
ownership or (2} actual or benefi-
cial use of property pursuant to a
lease, a management or incentive
payment contract, or (3) any other
arrangement such as a take-or-pay
or other output-type contract.

2 H.R. Conf. Rep. No. 841, 99th Cong,,
2d Sess. II-687-688, (1986) 1986-3
(Vol. 4) C.B. 687—688 (footnote omit-
ted).

(4) A management contract that
gives a nongovernmental service pro-
vider an ownership or leasehold interest
in financed property is not the only
situation in which a contract may result
in private business use.

(5) Section 1.141-3(b)(4)(i) of the
Income Tax Regulations provides, in
general, that a management contract
(within the meaning of § 1.141-
3(b)(4)(i1}) with respect to financed
property may result in private business
use of that property, based on all the
facts and circumstances.

(6) Section 1.141-3(b)(4)(i) pro-
vides that a management contract with
respect to financed property generally
results in private business use of that
property if the contract provides for
compensation for services rendered with
compensation based, in whole or in part,
on a share of net profits from the
operation of the facility.

(7) Section 1.141-3(b)(4)iii), in
general, provides that certain arrange-
ments generally are not treated as man-
agement contracts that may give rise 10
private business use. These are—

(a) Contracts for services that
are solely incidental to the primary
governmental function or functions of a
financed facility (for example, contracts
for janitorial, office equipment repair,
hospital billing or similar services);

(by The mere granting of admii.
ting privileges by a hospital to a doctor
even if those privileges are conditioned
on the provision of de minimis services,
if those privileges are available to g
qualified physicians in the area, consis.
tent with thc size and nature of jis
facilities,

{c) A contract to provide for the
operation of a facility or system of
facilities that consists predominantly of
public utility property (as defined in
§ 168(i)(10) of the 1986 Code), if the
only compensation is the reimbursement
of actual and direct expenses of the
service provider and reasonable adminis-
trative overhead expenses of the service
provider; and

(dy A contract to provide for
services, if the onlty compensation is the
reimbursement of the service provider
for actual and direct expenses paid by
the service provider to unrelated parties.

{8) Section 1.145-2(a) provides
generally that §§ 1.141-0 through
1.141-15 apply to § 145(a) of the 1986
Code.

(9) Section 1.145-2(b)(1} provides
that in applying §§ 1.141-0 through
1.141-15 to § 145(a) of the 1986 Code,
references 1o govemmental persons in-
ciude section 501(c}3) organizations
with respect to their activities that de
not constitute unrelated trades or busi-
nesses under § 513(a) of the 1986
Code.

02 Existing Advance Ruling Guide-
lines. Rev. Proc. 93-19, 1993-1 C.B.
526, contains advance ruling guideiines
for determining whether a management
contract results in private business use
under § 141(b) of the 1986 Code.

SECTION 3. DEFINITIONS

01 Adjusted gross revenues means
gross revenues of all or a portion of a
facility, less allowances for bad debts
and contractual and similar allowances.

02 Capitation fee means a fixed peri-
odic amount for each person for whom
the service provider or the qualified user
assumes the responsibility to provide all
needed services for a specified period so
long as the quantity and type of services
actually provided to covered persons
varies substantially. For example, a capi-
tation fee includes a fixed doliar amount
payable per month to a medical service
provider for each member of a health
maintenance organization plan for whom
the provider agrees to provide all
needed medical services for a specified
period. A capitation fee may include a
variable component of up to 20 percent
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of the total capitation fee designed to
rotect the service provider against risks
such as catastrophic loss.

03 Management contract means a
management, service, or incentive pay-
ment contract between a qualified user
and a service provider under which the
service provider provides services in-
volving all, a portion of, or any function
of, a facility. For example, a contract for
the provision of management services
for an entire hospital, a contract for
management services for a specific de-
partment of a hospital, and an incentive
payment contract for physician services
to patients of a hospital are each treated
as 4 management contract. See
§§ 1.141-3(b)(4)(ii) and 1.145-2.

04 Penalties for terminating & con-
wract include a limitation on the quali-
fied user’s right to compete with the
service provider; a requirement that the
qualified user purchase equipment,
goods, or services from the service
provider; and a requirement that the
qualified user pay liquidated damages
for cancellation of the contract. In con-
trast. a requirement effective on cancel-
lation that the qualified user reimburse
the service provider for ordinary and
necessary expenses or a restriction on
the qualified user against hiring key
personnel of the service provider is
generally not a contract termination pen-
alty. Another contract between the ser-
vice provider and the gualified user,
such as a loan or guarantee by the
service provider, is treated as creating a
contract termination penalty if that con-
tract contains terms that are not custom-
ary or arm’s- length that could operate
to prevent the qualified user from termi-
nating the contract (for example, provi-
sions under which the contract termi-
nates if the management contract is
terminated or that place substantial re-
strictions on the selection of a substitute
service provider).

.05 Periodic fixed fee means a stated
dollar amount for services rendered for
a specified period of time. For example,
a stated dollar amount per month is a
periodic fixed fee. The stated dollar
amount may automatically increase ac-
cording to a specified, objective, exter-
nal standard that is not linked to the
output or efficiency of a facility. For
example, the Consumer Price Index and
similar external indices that track in-
creases in prices in an area or increases
in revenues or costs in an industry are
objective external standards. Capitation
fees and per-unit fees are not periodic
fixed fees.

.06 Per-unit fee means a fee based on
a unit of service provided specified in
the contract or otherwise specifically
determined by an independent third
party, such as the administrator of the
Medicare program, or the qualified user.
For example, a stated dollar amount for
each specified medical procedure per-
formed, car parked, or passenger mile is
a per-unit fce. Separaie billing arrange-
ments between physicians and hospitals
generally are treated as per-unit fec
arrangements,

07 Qualified user means any state or
local governmental unit as defined in
§ 1.103-1 or any instrumentality
thereof. The term also includes a section
501(c)3) organization if the financed
property is not used in an unrelated
trade or business under § 513(a) of the
1986 Code. The term does not include
the United States or any agency or
instrumentality thereof.

.08 Renewal oprion means a provi-
sion under which the service provider
has a legally enforceable right to renew
the contract. Thus, for example, a provi-
sion under which a contract is automati-
cally renewed for one-year periods ab-
sent cancellation by either party is not a
renewal option (even if it is expected to
be renewed).

.09 Service provider means any per-
son other than a qualified user that
provides services under a contract to, or
for the benefit of, a qualified user.

SECTION 4. SCOPE

This revenue procedure applies when,
under a management contract, a service
provider provides management or other
services involving property financed
with proceeds of an issue of state or
local bonds subject to § 141 or
§ 145(a)(2)(B) of the 1986 Code.

SECTION 5. OPERATING
GUIDELINES FOR MANAGEMENT
CONTRACTS

.01 In general. If the requirements of
section 5 of this revenue procedure are
satisfied, the management contract does
not itself result in private business use.
In addition, the use of financed property,
pursuant to a management contract
meeting the requirements of section 5 of
this revenue procedure, is not private
business use if that use is functionally
related and subordinate to that manage-
ment contract and that use is not, in
substance, a separate contractual agree-
ment (for example, a separate lease of a
portion of the financed property). Thus,
for example, exclusive use of storage

areas by the manager for equipment that
is necessary for it to perform activities
required under a management contract
that meets the requirements of section 5
of this revenue procedure, is not private
business use.

.02 General compensation require-
ments.

(1) In general. The contract must
provide for reasonable compensation for
services rendered with no compensation
based, in whole or in part, on a share of
net profits from the operation of the
facility. Retmbursement of the service
provider for actual and direct expenses
paid by the service provider to unrelated
parties is not by itself treated as com-
pensation.

(2) Arrangements that generally
are not treated as net profits arrange-
ments. For purposes of § 1.141-
3(b)4)(i) and this revenue procedure,
compensation based on—

(a) A percentage of gross rev-
enues (or adjusted gross revenues) of a
facility or a percentage of expenses
from a facility, but not both;

(b) A capitation fee; or

(c) A per-unit fee is generally
not considered to be based on a share of
net profits.

(3) Productivity reward. For pur-
poses of § 1.141-3(b}(4)(i) and this rev-
enue procedure, a productivity reward
equal to a stated dollar amount based on
increases or decreases in gross revenues
(or adjusted gross revenues), or reduc-
tions in total expenses {but nst both—
increases in gross revenues {or adjusted
gross revenues) and reductions in total
expenses) in any annual period during
the term of the contract, generally does
not cause the compensation to be based
on a share of net profits.

{(4) Revision of compensation ar-
rangements. In general, if the compensa-
tion arrangements of a management con-
tract are materially revised, the
requirements for compensation arrange-
ments under section 5 of this revenue
procedure are retested as of the date of
the material revision, and the manage-
ment contract is treated as one that was
newly entered into as of the date of the
material revision.

.03 Permissible Arrangemenis. The
management contract must be described
in section 5.03(1), (2), (3), (4), (5), or
(6) of this revenue procedure.

(1) 95 percent periodic fixed fee
arrangements. At least 95 percent of the
compensation for services for each an-
nual period during the term of the
contract is based on a periodic fixed fee.
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pense target (but not both) is reached if
that award 1s equal to a single, stated
dollar amount.

(2} 80 percent periodic fixed fec
arrangemenis. At teast 80 percent of the
compensation for services for each an-
nual period during the term of the
contract is based on a periodic fixed fee.
The term of the contract, including all
renewal options, must not exceed the
lesser of 80 percent of the reasonably
expected useful life of the financed
property and 10 vears. For purposes of
this section 5.03(2), a fee does not fail
to qualify as a periodic fixed fee as a
result of a one-time incentive award
during the term of the contract under
which compensation automaticatly in-
creases when a gross revenue or ex-
pense target (but not both) is reached if
that award is equal to a single, stated
dollar amount.

(3) Special rule for public urility
property. 1f all of the financed property
subject to the contract is a facility or
system of facilities consisting of pre-
dominantly public utility property (as
defined in § 168(i)(10) of the 1986
Code), then “20 years” is substituted—

(a) For “15 years” in applying
section 5.03(1) of this revenue proce-
dure; and

(b) For “10 years” in applying
section 5.03(2) of this revenue proce-
dure.

(4) 50 percemt periodic fixed fee
arrangements. Either at least 50 percent
of the compensation for services for
each annual period during the term of
the contract is based on a periodic fixed
fee or all of the compensation for
services is based on a capitation fee or a
combination of a capitation fee and a
periodic fixed fee. The term of the
contract, including all renewal options,
must not exceed 5 years. The contract
must be terminable by the qualified user
on reasonable notice, without penalty or
cause, at the end of the third year of the
contract term.

(5) Per-unit fee arrangements in
certain 3-year contracts. All of the
compensation for services is based on a

634 1997-1 CB.
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The term of the contract, ncluding all
renewal  options, must not exceed 3
vears., The contract must be terminable
bv the qualifted user on reasonable
notice. without penalty or cause, at the
end of the second year of the contract
erm.

(6) Percentage of revenuc or €x-
pense fee arrangements in certain 2-
vear contracts. All the compensation for
services is based on a percentage of fees
charged or a combination of a per-unit
fee and a percentage of revenue or
expense fee. During the start-up period,
however, compensation may be based
on a percentage of either gross revenues,
adjusted gross revenues, or expenses of
a facility. The term of the contract,
including renewal options, must not ex-
ceed 2 years. The contract must be
terminable by the qualified user on
reasonable notice, without penalty or
cause, at the end of the first year of the
contract term. This section 5.03(6) ap-
phes only to—

(a) Contracts under which the
service provider primarily provides ser-
vices to third parties {for example, radi-
ology services to patients); and

(b) Management contracts in-
volving a facility during an initial
start-up period for which there have
been insufficient operations to-establish
a reasonable estimate of the amount of
the annual gross revenues and expenses
(for example, a contract for general
management services for the first year
of operations).

04 No Circumstances Substantially
Limiting Exercise of Rights.

(1) In general. The service pro-
vider must not have any role or relation-
ship with the qualified user that, in
effect, substantially limits the qualified
user’s ability to exercise its rights, in-
cluding cancellation rights, under the
contract, based on all the facts and
circumstances.

(2) Safe harbor. This requirement
is satisfied if—

(a) Not more than 20 percent of
the voting power of the governing body
of the qualified user in the aggregate is
vested in the service provider and its
directors, officers, shareholders, and em-
ployees;

(b) Overlapping board members
do not include the chief executive offic-
ers of the service provider or its govern-
ing body or the qualified user or its
governing body; and

icy The qualified user and the
service provider under the contract are
not related parties, as defined ip
§ 1.150-1(by.

SECTION 6. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 93—19. 1993-1 C.B. 526,
is made obsolete on the effective date of
this revenue procedure.

SECTION 7. EFFECTIVE DATE

This revenue procedure is effective
for any management contraclt entered
into, materially modified, or extended
(other than pursuant o a rencwal op-
tion) on or after May 16, 1997. In
addition, an issuer may apply this rev-
enue procedure to any management con-
tract entered into prior to May 16, 1997.

26 CFR 601.60!: Rules and regulations.
(Also Part [ §§ 103, 141, 145; 1.141-3, 1.145-2.)

Rev. Proc. 97-14
SECTION 1. PURPOSE

The purpose of this revenue proce-
dure is to set forth conditions under
which a research agreement does not
result in private business use under
§ 141(b) of the Internal Revenue Code
of 1986. This revenue procedure also
applies to determinations of whether 2
rescarch agreement causes the test in
§ 145(a)2)(B) of the 1986 Code to be
met for qualified 501(c}(3) bonds.

SECTION 2. BACKGROUND

01 Private Business Use.

(1) Under § 103(a) of the 1986
Code, gross income does not include
interest on any state or local bond.
Under § 103(b)(1) of the 1986 Code,
however, § 103(a) of the 1986 Code
does not apply to a private activity
bond, unless it is a qualified bond under
§ 141(e) of the 1986 Code. Section
141¢(a)(1) of the 1986 Code defines
“private activity bond” as any bond
issued as part of an issue thalt meets
both the private business use and the
private security or payment tests. Under
§ 141(b)1) of the 1986 Code, an issue
generally meets the private business use
test if more than 10 percent of the
proceeds of the issue are to be used for
any private business use. Under
§ 141(b)(6XA) of the 1986 Code, pri-
vate business use means direct or indi-
rect use in a trade or business carried on
by any person other than a governmen-
tal unit. Section 145(a) of the 1986
Code also applies the private business

e
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Title 3

Executive order 12803 of April 30, 1992
57 FR 19063 / May 4, 1992

TEXT: By the authority vested in
me as president by the laws of the
United States of America, end in
order to ensure that the United

" States achieves the most beneficial

economic use of its resources, it is
hereby ordered as follows:

Section 1. Definitions. For
purposes of this order: (a)
“Privatization” means the
disposition or transfer of an
infrastructure asset, such as by sale
or by long-term lease, from a State
or local government to a private

party.

(b) “infrastructure asset” means
any asset financed in whole or in
part by the Federal Government
and needed for the functioning of
the economy. Examples of such
assets include, but are not limited
to: roads, tunnels, bridges,
electricity supply facilities. mass
transit, rail transportation, airports,
ports. waterways, water supply
facilities, recycling and wastewater
treatment facilities, solid waste
disposal facilities, housing,
schoois, prisons, and hospitais.

(¢) “Originally authorized
purposes” means the general
objectives of the original grant
program; however, the term is not
intended to include every condition
requires for a grantee to have
obtained the originai grant.

(d) “Transfer price” means: (i) the
amount paid or to be paid by a

http://www.waterindustry.org/12803.htm

Sec. 3. Privatization initiative. To
the extent permitted by law, the
head of each executive department
and agency shall undertake the
following actions: (a) Review
those procedures affecting the
management and disposition of
federally financed infrastructure
assets owned by State and local
governments and modify those
procedures to encourage

- appropriate privatization of such

assets consistent: with this order;

(b) Assist State and Local
governments in their efforts to
advance the objectives of this
order; and

(c) Approve State and local
governments’ requests to Privatize
infrastructure assets, consistent
with the criteria in section 4 of this
order and, where necessary, grant
exceptions to the disposition
requirements of the “Uniform
Administration Requirements for
Grants and Cooperative
Agreements to State and Local
Governments” common rule, or
other relevant rules or regulations
for infrastructure assets; provided
that the transfer price shall be
distributed, as paid, in the
following manner: (i) State and
local governments shall first
recoup in fuil the unadjusted dollar
amount of their portion of total
project costs (including any
transaction and fix-up costs they
incur) associated with the
infrastructure assets involved; (ii)

Page 1 of 3
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private party for an infrastructure
asset, if the asset is transferred as a
result of a competitive bidding; of
(ii) the appraised value of an
infrastructure asset, as determined
by the head of the executive
department or agency and the
Director of the Office of
Management and Budget, if the
asset is not transferred as a result
of competitive bidding.

(e) “state and local governments”
means the government of any state
of the United States, the District of
Coiumbia. any commonwealth.
territory, or possession of the
United States, and any country,
municipality, city, town. township,
local public authority, school
district, special district, intrastate
district, regional or interstate
governmental entity, council of
governments, and any agency or
instrumentality of a local
government, and any federally
recognized Indian Tribe.

Sec. 2. Fundamental Principles.
Executive departments and
agencies shall be guided by the
following objectives and
principles: (a) Adequate and well-
maintained infrastructure is critical
to economic growth. Consistent
with the principles of federalism
enumerated in Executive Order
No. 12612, and in order to allow
the private sector to Provide for
infrastructure modernization and
expansion, State and local
governments should have greater
freedom to privatize infrastructure
assets.

(b) Private enterprise and
competitively driven improvements
are the foundation of our Nation’s
economy and economic growth.

http://www.waterindustry.org/12803 .htm
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if proceeds remain, then the
Federal Government shall recoup
in full the amount of Federal grant
awards, associated with the
infrastructure assets, less the
applicable share of accumulated
depreciation on such asset
(calculating using the Internal
Revenue Service accelerated
depreciation schedule far the
categories of assets in question);
and (ii1) finally, the State and local
governments shall keep any
remaining proceeds,

Sec. 4. Criteria. To the extent
permitted by law, the head of an
executive department or agency
shall approve a request in
accordance with section 3(c) of
this order only if the grantee: (a)
Agrees to use the proceeds
described in section 3 (e)(iii) of
this order only far investment in
additional infrastructure assets
(after public notice of the
proposed investment) or for debt
or tax reduction; and

(b) Demonstrates that a market
mechanism, legally enforceable
agreement, or regulatory
mechanism will ensure that: (i) the
infrastructure asset or assets will
continue to be used for their
originally authorized purposes; and
(ii) user charges wiil be consistent
with any current Federal
conditions that protect users and
the public by limiting the charges.

Sec. 5. Government-wide
coordination and Review. In
implementing Executive Order
Nos. 12291 and 12498 and OMB
Circular No. A-19, the Office of
Management and Budget, to the
extent permitted by law and
consistent with the provisions of

1/13/99
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Federal financing of infrastructure
assets should not act as a barrier to
the achievement of economic
efficiencies through additional
private market financing or
competitive practices, or both.

(c) State and local governments
are in the best position to assess
and respond to local needs. States
and local governments shouid,
subject to assuring continued
compliance with Federal
requirements that public use be on
reasonable and nondiscriminatory
terms, have maximum possible
freedom to make decisions
concerning the maintenance and
disposition of their federally
financed infrastructure assets.

(d) User fees are generally more
efficient than general taxes as a
means to support infrastructure
assets. Privatization transactions
should be structured so as not to
result in unreasonabie increases in
charges to users,

BACK TO POLICY
HOMEPAGE

http://www.waterindustry.org/12803.htm
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those authorities, shall take action
to ensure that the policies of the
executive department and agencies
are consistent with the principles,
criteria. and requirements of this
order. me Office of Management
and Budget shall review the results
of implementing this order and
report thereon to the President one
year after the date of this order.

Sec. 6. Preservation of Existing m
Authority. Nothing in this order is
in any way intended to limit any
existing authority of the heads of
executive departments and
agencies to approve privatization
proposals that are otherwise
consistent with law.

Sec. 7. Judicial Review. This order
is intended only to improve the
internal management of the
executive branch, and is not
intended to create any right or
benefit, substantive or procedural,
enforceable by a party against the
United States, its agencies or
instrumentality’s, its officers or
employees, or any other person.

/a/ George Bush
THE WHITE HOUSE

April 30, 1992.

1/13/99
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mcshnﬂ.bomhmmdmtﬁamcmuﬁﬁrmmmmdmm.
mmwnmmmadﬁﬁmmsmyshﬂmltmhﬂm
Attomey Gexleral regarding ail reguiations. and. procsdires propesed. to be
issusd under sections 4—40T and 4-402 of this order to assure consistency

with coordinated: Federal efforts to enforcs nondiscrimination requiremsnts
-mg:ngrmsofFedmlﬁmmdmpmtmEmBOrdmNo.

12250.

-e—mNothngmthsmdcshﬂIaﬁctthamhuutymd ausxh:.li.tyaf
mmcmtwmmmmmmabymm :
§~504. (a) Part IV and sections 501 and 503 of Executive Order No. 11063
ars revaked. The actvitiss and functons of the President’s Committes an
Equal Cppartunity in Housing described. in that Exscutive order shall be
periormed by the Secretary of Housing and Urban Develiopment.
(b} Sections 101 and 502(a). of Executive Order No. 11083 arw revised to
pply to discrimination becauss of ‘“racs, color; religion (cwed), sex, dis-
:n.l.ity famnilial status or national origin.” All exscutive agencies shail re-
vise reguiations, guideiines, and procedures issued pursuant to Part IT of
‘Executive Order No. 11063 to reflect this amendment to coverage.

(c} Section 102 of Executive Order No. 11063 is revised by deleting the
term * Hauangandﬁnme?mancaAgenq”mdmsm:ﬁngmhmthareof
the texm “Department of Housing and Urban Deveiopment. ™
8-505. Nothing in this order shail affect any requirement imposed under
thsEquaLCmd;tOppmtyA.cr(lb’U.SC.Iﬁglaseq.).tthomeMm't
gege Disclosure Acr (12 U.S.C. 2801 et seq.) or the Community Reinvest-
ment Act (12 U.S.C. 2901 et seq.)..

. 6-306: Nothing in this. arder shall limit.the authority of the Federal banking
agmuman-youtthm:mponahﬂmgundercnmrhwormgulmms. :

6-307. Exacutive OrderNo. 122589 is hereby ruvoked.

Sec. Z.Hepmt

7-701. The Secretary of Housing and Urban Development shall sabmit to
tthmdmtmannualmportcnmmenungonthapmgrassthattheDenm-
ment of Housing and Urban Development and other executive agencies
have made in carrying out requirements and responsibilities under this Ex-
ecutive arder. The annual report may be consolidated with the annual re-

portonthe state of fair housing required by secdon 808(e)(2) of the Act
WILLIAM J. CLINTCN

E.H

THE WHITE BEQUSE,
January 17, 1994.

Executiver Order 12893 cffm 28, 1994
Principies. for Federal Infrastraucture Investments

Awﬂ-ﬁmﬁmmmmvmlmmdmmw&m
thaqnahlyuf]lfamaurccmmﬁes,mdmthepmmofmmm
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“Mmdnmlmrodwdopmdmmmﬁ-
cilitfes, aurNaﬁonmlisshmﬂyonmmhythnFsdmlGom :
ment.

OurNaﬁonmIladnmthng:umquﬁts ﬁ:nmﬁs infrastructhure facili-
ties if it invests wisaly and continuaily improves the quality and. perform-
ance of its infrastructre programs. Therefors, by the authority vested in me-
astdenrbytheCansnmﬂnnandtheIawsoftthmtedStamsofAmar-
m.mxsharabyordaradasfnﬂnws: :

Sq:ﬂ_m:[.Smpe.Ths pnnaplasmd.phmmfenedtomthxsordarshall
apply to Federal spending for infrasttucture programs. For the purposes of
this arder; Federal spending {or infrastructure programs shail includas- direct
spending and grants for ransportation, watsr rescurces, energy, andenv:-
ronmental protection.

'Sec. Z. Principles of Federal Infrastructure Investment.

Each executive department and agency with infrastructure responsihilities.
(hereinafter referred to collectively as “agencies”) shall develop and imple-
ment pilans for infrastructure investment and management consistent with
the- following principles: _

- {(a) Systematic Analysis of Expected Benefits and Costs. [nfrastructure in-
vestments shall be based on systematic analysis of expected benefits and.
- costs, . incliiding both quanﬁtanve and quahtanva mesasures, in ac::nrdam:a

mththefoﬂamng-

. (1) Baneiits and “cists should. be quann.ﬁed. and moneuzed to the
mm practicable. All types. of benefits and costs. both market
and. nonmarket, should be considered. To the extent that environmentai
and other nommarkst benefits and costs. can be quantified, they shail be
given the same weight as quantiffable market benefits and costs.

(2) Benefits and costs should be measured and appropriately dis-
cnumﬂdovertheﬁﬂlhfacydeafeachpm;ecz.smanaiymsmﬂenable
informed tradeoffs among capital outlays, operating and maintenancs costs,

pubiic.

and nonmonetary costs borne by the

' (3) When the amount and timing of important benefits and costs are
tmmanalysasshailmmgmzathemntyandaddmxtthmugh
appropriate quantitative and qualitative assessments.

(4) Analyses shall compare a camprehensive-set of options that in-
clude, among other things, managing demand. repairing facilities, and ex-
panding facilities.

(5) Analyses shouid consider not only quantifiabie measures of hene-
fits and costs, but aisa qudimﬁvemmﬂmgvalnasthatmmt

readily quantified.

&) ’-'ﬂi‘:mntbfanagmzmlnﬂ'astmmm shail be managed efficantly in
accordancs with the following:

[1J‘Thnafﬁmmtuaafmﬁastmcmradapendsnntonlyonphy:u=l
daagn.&nmxm.bmalsoannpemﬁnnalpncﬁmTamgmmthmpns

ass




‘ (2) Agencies should use these reviews to consider a variety of man-
agemsnt practices that can improve the retum ffom infrastracture invest-
ments.. Examples incinde contracting practicas that reward quality and in-
novation, and design standards that incorparate new tachnologins and con-

(3) Agencies alsa should use thess reviews to identify the demand
for different leveis of infrastructure services. Sincs efficient leveis of serv-
ics can often best be achisved by properly pricing infrastuctnre, the Fed-
infrastructure.. _

(c} Private Sector Participation. Agencies shall seek private sector partci-
pation in infrastrucmre investiment and management Innovative Pubhcpt;
owuership, fnancing, constrnction, and operation of the infrastructure pro-
grams. referred. to- i section 1 of this order. Consistent with the public in-
terest, agencies should work with State and local entities to minimizs legal
and regulatory barziers to private. sector participation in the provision of in-
- (d) Encouragement: of More Effactive State and Local Programs. To pro-
. mote: the efficient use of Federal infrastructure funds, agencies should en-

courage-the: State- and local recipients of Federal grants to implement pian-
ning: and information management systems that support the princples sat -
* forth in secton 2(a} through: (c} of this order. In tum. the Federal Gavem-
- ment shouid use the information from the State and local recipients’ man-
agsment systems to conduct the: system-level raviews of the Federal Gov-
emment’s infrastructire programs that are required by this arder.

Sec. 3. Submission of Plans. Agencies shall submit initial plans to imple-
ment these principies to the Director of the Office of Management and
. Budget (“OMB™) by March 15, 1994. Agency plans shail list the actions
that wiil De taken to provide the data and analysis nscessary for supporting
infrastructure-reiated. proposais in future budget submissions. Agency im-
plementation piauns should be consistent with OMB Circuiar A—94 that out-
lines the analytical mathads required under the principles set forth in.sec-
tox Z of this arder.

Sec. 4. Application to Budget Submissions. Beginning with the fscal year
1988 budget submission to OMB, each agency should use thess principies
‘mﬁsﬁfymajor-in&asuuminmmdgnmpmgms. Major pro-

Sec. S. Application to Lsgisiative Proposals. Beginning March 15, 1994.
agfmshau?bythapﬁndplsmmmmzﬁtbismm
at request of OMB, shall provide supporting analyses when requesting
infrastructare programs.
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S-:.G'.Gmdnmz.mOﬁcaanamgumrandBudgntahaﬂpmudg
guidance-to the agencias an the implementation of this ardar.

Sec. 7- Judicial Review: This ardar is intended only ta improve the intarmal
af the executive bhranch and does not ceate any right ar bens-

management

fit, substantive or procadural. enforcaabie by a party against the United
States;. its agencies or instrumentalities,. its officars ar employees,. or any
BRI 2 WILLIAM J. CLINTON.
THE WHITE HCUSE,

Jarmary 26, 1994.

Eza:qﬁve Order 12884 of January 28, 1994
North Pacific Marine Science Organization

By the authority vestad in me as Prasgident by the Constitution and the laws
of the Unitad States of America, inciuding secton 1 of the International Cr-
ganizations ommmities Act (59-Stat. 669, 22 U.S.C. 288), and having found
that the- North: Pacific Marine- Sciencs Crganization is a public international
.. arganization in which-the United- States participates within the meaning of
' the- Mternational’ Crgenizations [nmunities. Act. | hereby designats- the
Narth: Pacific Marine Scenca Crganizationr as a public international orgami--
zation: entitlad to emjoy the privileges, exemptions, and immunities con-
ferred. by the Internatianal Crganizations Immunities Act This designation
is not intended to abridge in any respect privileges, exemptions, or immu-
nities, which such organization may have acquired or may acguire by inter-
national agreements or by congressional action.

WILLLAM J. CLINTCN

THE WHITE HCUSE,
January 28, 1994.

Exrcutive Order 12385 of Jamuary 29, 1994
Noarth Pacific Anadromous Fish Commission

By the authority vested in ma- as President by the Constitution and the laws
of the United States of Amsrica, incinding section 1 of the Internationai Or-
gamizations. Immumities Act (59 Stat. 869, 22 U.S.C. 288), and having found
that the Narth Pacific Anadromons Fish Commission is a public inter-
naticmal orgamization in which the United States particpates within the
mgd&nhﬁmaﬂmﬂ&mnﬁmslmmﬂumrhmbydu-
. ignater ther Narth Pacific Anadromous Fish Commission as a public inter-
nationai arganization entitied to enjoy the privileges, examptons, and im-
munities conferred by the Intemational Crganizations [mmmnities Act. This.
dmgmﬂmmnntmmdndtnahndgammymspec:pnﬂlegm examp-
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Executive Crders - © EO 12875

Exncative Order 12874 of October 20, 1993

Estahlmhmg; anEmm.-gency-'Baard Ta Investigate a Dispute
Between: The Long Island Rail Road and. Certair of Its.

' Emglnyees Represented by the United Transportation Union

A disputs exists between The Long Isiand Rail Road and certain of its em-
ployees represented. by the Unitad Transpartation Union.
Thae dispute has not heretofore been adjusted under the provisions of the
Railway Lahor Act. as amended (the “Act”). )
A party empowered. by the Act has requested. that the President establish
an emergency board pursuant to section 9A of the Act (45 U.S.C. 159a).
Secorr 3A(c] of the Act provides. that the President. upon such request,
- shall appoint amr emergency board to investigate and report on: the disputa.
_NCW;..'EHEREE'ORE.'BT the antharity vested in: me: by secdon A of the
sz:ltlsharghyozdmd.asfnﬂm\fsz e o
" Sectian 1o Estabilishment-of Board: There- is- establistied. effecrive: October.. . .
20.-1993; a board. of three members to be appointed by the President to in-
vestigate- this- dispute: No member shall be- pecuniarily or otherwise intar-
. ested. ixx any organization: of railroad employees ar any carmier. The hoard
shail perform its functions subject to the availability of funds.
Sec. Z. Report. The Board. shail repoart its findings to the President with re-
spect to the dispute within 30 days afer the date of its cceadon.
Sec. 3. Maintaining Conditfons. As provided by section 9A(c) of the Act
from the date of the ceation of the board and for 120 days thersafter, no
change, except by agreement of the parties, shail be made by the carrier or
the employees in the conditions out of whick the dispute arcse.
Sec. 4. Expiration. The board shall terminate upan the submission of the
revart provided. for in Section 2 of this arder:

, WILLIAM J. CLINTON
THE WHITE HOUSE, :
Cctober 20, 1993.

Exscutive Order 12873 of October 28, 1993

strained the-budgets of State, local. and tribal governments. In addition, the
cost.. campliaxity, and delay in appiying for and recsiving waivers from
Fadmlmqm-m:inappmpﬁmmhavehindmdsm@md
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'EO0 1287% Titte 3—The President

ﬁhtjuvmmﬁmxhlmg?dnlmmmthaspecﬁcar
unique needs of their commumities. These governments should have maors
flaxibility to- design: solutions: to thcpmhlmsh:adhyaﬂmsmtb:s

THEREFCRE, &snﬂhmiyvaﬂdmmu?mdmtbytha&ns&m
tion and the laws of the United States of America, and in order to mducs
the- imposition of unfunded mandates upon State, locai, and tribal govern-
ments; to stesamiine the application. procsss for and increass the availabil-

memsmmmmgovmmdmmhhshmgu
lar and. mesningfhi consuitation apd collaberation: with: State, local, and

tibai governments an Federal matters that significantly or uniquely afect
thurcnmmnmﬂn,xtn-hcahya:dnadasfnﬂnwx:

Scdimnﬂsdncﬂmannﬁndedbﬁndm;(al Ta the extant feasihls and

(1) ﬁmdsnacassnryto paythe direct costs incurred by the State, local,
or iribal government in complying with the mandate are provided by the
Federal Government; or

(2} the agency; prior to the formal promulgation of regulations containing
the- proposed: mandate, provides. to the- Director of the Offics of Manage-
ment and: Budget a: description: of the extent of the agency's prior consuita-
tiorr with. representatives: of affected. State; local. and tibal governments,
thennﬂmofthmrmmywnﬁmcammummﬁmsuhmmadtnthe
- “agemcy by such. units. of government, and the agency’s. pesition supporting-
"'thenaed.tnmethe-reguhﬁmcuntammgths mandate.

(b). Ea:hagmqshaﬂ.dmlag ‘an effective process to. permit elected offi-
cials: and. othec'reprasentatives: of State, local, and tribal governments to
provide meaningfnni and timely input in the development ofregulatnry pro-
posdscunmmngsxgmﬁcanr.unﬁmdadmandams
Sec. Z.E'xc:masmg' Flexibility for State and Local Waivers. (a} Each agency
sbail review its waiver application process and take appropriate steps to
streamiine that process.

(b) Each agency shail. to the extent practcable and permitted by law,
consider any application by a State, local, or tribal government for a waiver
of statutory aor reguiatory requirements in connection with any program ad-
ministered by that agency with a general view toward increasing apportuni-

tes for utilizing flaxible policy approaches at the Stats, local. and tribal
level irx cases iz which the proposed waiver is consistent with the applica-

ble Fadsrai poiicy objectives and is otherwise appropriata.

(c) E'x:h:agan.r:y'shnﬂ.tu the failest extent practicabie and permitted by
law, render a decision upont 2 complste application for a waiver within 120
days af recsipt of such application by the agency. If the application for a
waiver ix not granted, the agency shall provide the applicant with tdmely
written. notica of the decision and the reasons thersfor.

(d) Thix section applies only to sammryarragu!mryru;tnmmmcf
thamtharmdnaaﬁanary subject to weaiver by the agency.

670



sé.-.':r. Haponsz’éilftf for Ag?xzcy Implmenmnan. 'I'I:.a gef Cperating 6f.
ficar of each agency shall be respansible for ensuring the impiementation
Sec. 4. Executive Order No. 12868. This arder shall supplement bur ot su-
perseds the requiremsnts contained in Exscutive Order No. 12868 (“Regu-
latory Planning and Review'”). S
Sec. 5. Scope: (a). Exacutive agency means any authority of the Unitad
States that is an. “agency’” under 44 U.S.C. 3502(1), other than those consid-
ered’ to’ be- independent reguiatory agencies, as defined in 44 U.S.C.
3s502(10). ‘ ‘ ‘ :
th.i[:) Indspendent agencies are requested ta comply with the provisions of
Sec. & Judicial Review.. This order is intended only ! improve the internal
management of the executive branch and is not intended to, and does not,
eats any right or benefit, substantive or procedural, enforceable at law or
equity- by a party against the United States, its agencies or instumentaj-
ities, its officers or empiocyees, or any other persom. : .
Sec. 7. Effective Date. This arder shall be effective 90 days aiter the date
of this order. ' ,
WILLIAM J. CLINTON

THE WHITE HOUSE,
Owbel‘zs, 19932,

w Ordec 12876 of Noavexmber 1, 1993
Efﬁmdcaﬂy Black Calleges: and Universities

By the authority vested in me as President by the Constitution and the laws
of the United States of America, in order to advancs the deveiopment of
Inman potential, to soengthen the capacity of historicaily Black colleges:
and universities to provide quality education. and to increase opvartunities
to participate in and beneft from Federal programs, it is heredy ordered
as follows: ' .

Section. 1. There shall be established in the Deparmment of Education the
President’s Board of Advisors aon Historicaily Black Caileges and Univer-
sities (*Board. of Advisars” or “Board™), a Presidentiai advisory committes.
The Board of Advisors shail issue an annnal report to the President on par-
ticipation by historicaily Black colleges and universities in faderaily spon-
sared. programs. The Board of Advisars will aiso provide advics to the Sec-
mmtary of Education (“Secrstary’) and in the annual report to the President
on how tg incresse the private sectur role in strengtheming histaricaily

use- of new tecimologies to ensure the of long~term viability md en-
hancament of these institntfons. Notwithstax.ing the provisions of any
other Exacutive ardar, the responsibilities of the President under the Fed-
aulAdvisa:yCmﬂmeAc:.asmdnd(sU.S.C.App. 2), which.is ap-
plicable to the Board of Adviscrs, shall be performed by the Secetary, in
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MEMORANDUM

Subject: Guidance on the Privatization of Federally
Funded Wastewater Treatment Faciiities

From: Haig Farmer 2747 /j;/f//ﬁf’
Privatization Coordihator
Municipal Support Division (4204)

To: All Interested Parties

I am pleased to provide you with a draft of the Agency’s document entitled ©
on the Privatization of Federaily Funded Wastewater Treatment Facilities”. This guidance was
designed to provide a general understanding of the privatization process and how local
governments can privatize their federally funded wastewater facilitie

The gaidance providss an overview of the wastewater public-private parinership process.
The overview includes a history of privatization, the financial and non-financial issues associated
with privatization, plus a description of the most common types of pubiic-private parinershins.

asie
o,
il

The discussion on the financial factors affecting privatization addresses the issuss of cost
savings, tax status of debt, capital improvements, economic risks, and local/regional economic
impacts. The non-financial factors discussed include regulatory compliance, labor. responsibility
for capital improvements, municipal control, accoun amht_\ and rate stabiiity.

The guidance presents & discussion on how contract operations, lease, anc saie tvpes of
privatization agreements are related to the Agency’s grant regulations and Executive Order
12803. Contrac: operations type of arrangements usually cover a faciiity’s operations,
maintenance, eguipment replacement and possibility capital improvements. Lease type
arrangements occur when the private entity provides some type of payvments to the local
government. Sale arrangements invelves the transfer of a facilin’s title to the privaie entitv.
Lease and sale tvpe of arrangements must undergo review and approval by the Agency.

Recycled/Recyeiabis « Printed with Vegetabie Cil 3ased jnks on 1CC% Recycled Pazer [20% Posiconsumer!



The guidance describes the information federal wastewater grantees should submit to the
Agercy for review of the proposed privatization agreement. This information is generally
contained in an exscutive surmmary of the privatization agresment. The executive summery
inciudes all salient facts about the privatization agreement such as: a general description of the
privatization agresment, the permit arrangements, operational guarantees, public participation,
changes in the debt structure for the wastewater facilities, the amount and intended use of funds
received from the private entity, the Federal grant projsct costs contributed by the local
government, coordination with State and Federal authorities, depreciation caiculations for the
Federal grant funds using the Internal Revenue Service Modified Accelerated Cost Recovery
Svstem depreciation schedules, the local government’s oversight responsibilities, employee
status under the privatization agreement, authority for establishing future user rates, and the
tmpact of the privatization agreement on user fees with appropriate supporting data.

The Agency’s criteria used to approve proposed privatization agreements is delineated in
the guidance to facilitate Jocal governments’ understanding of the Agency’s privatization
objectives. The Agency reviews privatization agreements o ensure compliance with the intent of
the Clean Water Act, the National Pollutant Dischargs Elimination Svstem program, the
Resource Conservation and Recovery Act permit requirements, the requirements of Executive
Order 12803, and protection of the wastewater users.

1 am looking forwarc to receiving any commenis vou may have on the guidence. Tam
particulariy interested in receiving vour comments on the proposed change in the definition of
contract operations to include all capital (operational and infrastructure) investments in the
wastewater treatment facilities. Please provide vour comments to me by June 1, 1998, My FAX
number is 202/260-0116 and e-mail address is “farmer.haigi@epamail.epa.gov”. If vou have any
questions, please feel free to cail me at 202/260-7279.
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PRIVATIZATION

erzl government has zeen 2 full partner

with he states and local governments in meeting the Naton's wasiewater
treziment needs. Since 1972, more than 567 billion of f2
been invested In wastewaier {reaiment works thrcugh the :m“;ro nmental Protection
Agency’s {EPA} Censtuction Grant Program. In 1987, Congress shased out the con-
strucdon grants progrem, replacing it with the Clean Water State Revolving Fund ISRF)

orogram.

he SRF program provides low-interest loans to communites for the consTuction of

water pollution centrol infrastuciure projects. Federz! and staie invesiments w0 dage

of more than S20 dilllon ensures that the SRF program will play 21 i3

:-:‘-.c?inc water polivtdon control projects into the future. However, even with condn-

ued capitalization, 1z SRF program will not address all local government water poliu-

tlon infrastruciure nzeds, esimaied 1o be bout S137 billion, with S47 hillion of the
total iore other aporoach-

for wastewatzr needs. As z result, it is important to fuily exoi

es ic meel funding nesds at 1

am oy

One zporoach o consider is the use of public-private partnershins that

SeCTor resources 1o fnence wastewater reatment needs. The Drivals s2¢ior nas nistor-
Celly Deen 1avolveZ JO'V".C_."‘.g wastewaler treziment related services 10 loce gO\TEI'I‘;-

ments. Whether “'O‘"C._"; nasic wastewater treatment -.\.S t‘- Z., C.".CTZ“._W.-S\, mein-

- apm 'ng M/

L0T 2Cross wne Counoy

P I, oy FE EESI cmml tpratan Al
nas servel an im oorent roiz in the effort to conwol wate: jsies

in 1992, & Presid
vals secior nnancia‘: Tesources o meet local
£.0. 12803 direciac fzderal agencies to remove regul

ato
crivetizaton that wers under their control. [t also allowesd the aceaierz
“ .

i zxecutive Order (E.C. 12803) increesed inrerest in using ori-

federa! governmant’s fnancial interest in grant &

<

(&)
v
O
Pt
)
v

3]
"y

ery of the local investmens prior w0 recovery of any federai grantiinds. At the same
time, the =xecutive Order protected the existing public wasieware:

federally funded faciiites continue ¢ servz their originel

vesimen: by
J

BlilTals

CL

reguiring that (1) privetize
purposes, {2) user charges remain reasonable and [3) lease or wansfar orices be
reviewed Dy federal agencies o help determine thzt they are fair and reasonzble.
Although the vast mejority of municipal wastewazer facilities are publiciv owned and
operated, there are many examples of successfu! private operations of municipal facili-
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INTRODUCTION

tes. Privatizaticn should be viewed as an cption for providing wastewater trezzmen:
services thal Wil work in some communities and ot in others. The decision oriva-

tize should be made by local governments and reflect 2 palences evaluation o the

Fnancial and non-financial issues with the needs of the community. However, whan
federal funds were usec 10 conswruct Lhe wastewater {acility, EPA must review znd

epzrove ali lease and sale privatization arrangements of states and local governments.

Objectives

[ais guidance hes three major objectives. First, it is intended 0 provide an overview of
The privatization of Publicly Owned Wastewater Treztment [POTW) facilities tha: have
been financed with money irom EPA's Construction Grent program. This guidance will
serve &s a reference for communities and private companies that are interested in
obzainmo introducrory uncerstanding of the privatization process. Second, this doc-
ment provides an overview of the factors that sheouid |
siderad by a community eveluating privatzadon, and finally, it

0
=
(3]
()
[
1

describes the information 2 community must develon for EPATS
review and zpproval of proposed privatization arrangements.

Summary of Potential for
Public-Private Partnerships

The private sectar nas the pozent:?a'i to be a sicniﬁcan: pariner

v, The orivate sector 2as ready access 1o fnancia ".za:kets

which couid e made availeble for wastewater infrastmuciure

nzeds whern 2 local government enters into a privale parter-
iezse or sell its public wastewarar faciiites.

rinencial markets mav find thess investmen:s atractive

ship arrangemernt 0 leg

L TLiiTan.
o

secause e iocal government guarantees that it wil its pri-
vale partner & fixed service fee for wastewater weaiment. The

b
)
w3
“
i
o
1]
(]
m

ocel gCVEZ‘Z’lZ‘."-;EE’ZZS guaranieg a also provides z form of

2
lo the private lenders at their loan will be rezeid by the borrower

e local government (o privedze its wastewszier needs involves an
evaiuaion o:’rn. zny financial and non-financial factors. A primarv consideration is that
&ny wastewater capital funds obiained through either governmen: or private sourc
MUST De repaid by the wasiewater users. P-wa_za ion is s.*:my another source of capi-
il funds aveallable te lccal governments that must be repaid to the lenders. Thus, pri-
vatdzation is never 2 source of “iree” capital.

Tre Agency belleves the decision to privatize should be made by the local government
based on its unique circumsiznces. In antcipation that some local governments will
choose privatization, the Agency has worked closely with the Internal Revenue Service

D. R A F T ﬂ



PRIVATIZATION

and the Office of Management 2nid Budget to remove federal administrative impedi-
ments io the privatization process. In addidon, the Agency has sﬁeamlineu its admin-

Istrative procedures to assist wastewater construction grantees in complying with EPA
construction grant regulations and E.C. 12803 requirements by delegating its review

and approval zuthority to the Agency’s Assistant Administrator for Water.

Organization of Guidance

This guidance provides an overview of the wastewater public-private partnership
process. It-presents the most common parmership arrangements, the financial and
non-financial issues associated with privatization, plus a description of the EPA privati-
zaton review and approvai process. The major sectons of the guidance are:

Cverview of privatization - discusses the history, the appea! of privatizadon,
anc the most common public-private partnership options

Analysis of the factors affecting privatization arrangements - discusses
the financial and non-financial factors encompassing public-private partnershis
arrangements.

The federal review and approval process - discusses the purposz of ZPA'S
review and the factors considered in the zpproval.



Overview of
Privatization

OVERVIEW

CHEAPTER 2

he term privatizaton encompasses z broad range of private sector partici-
pation in public services. Parmerships between the public and private sec-
tors in the water and wastewater industry range from providing basic ser-
vices and suppiies o the design, construction, operation, and ownership of public utiii- !
ties. The primary focus of this guidance is local government’s use of the private sector ]

to finance and operate their wastewater facilites. The basic reasons that the public
sector historically privatized services were to realize cost savings, utlize expertse,
achieve efficiencles in construction and operation, access private capital, and improve

the quality of wastewater services.

Local governments

use private sector

to finance and

As the pace of constructing water poliution control faciiites escalated in 1970s,
cue to federal and state environmental legislztion and EPA’S Consrrucmoq Gram pre- operate facilities
gram, so too did the interest of the private sector in wasiewater operations. [n the :

1980s the availability of tax incentives (tax-exempt debt and tax-deductipie interest
payments) for private investment in public vtilities su'rwuiated interest in the privatiza-
tion of publicly owned weastewater treatment works (POTW). However, over fime tax

laws and IRS rulings that affect privatization have been modified. The
Tax Reform Act of 1986 removed many of the tax incentives for public-
private partnerships and reduced interest in certain types of privatiza-
tion. Subseguent tax bills/rulings nave restored many of the tex incen-
dves lost in 1986. For example, the 1997 IRS Revenue Procedure 97-
13 on Qualified Tex-Exemp: Bonds zllows management conwracts for up
to 20 years instead of the 5 year veriod previcusiy zllowed.

Executive Order 12803 was issued in 1992 to simpi leral require-
ments reiated to the sale or lease of federal gra ‘ed infrastructur
lzcilities. Among its more important features, Order
allows state and local wastewater reatment investments to be recav-

erec from the proceeds of a iease or sale prior 10 any claim by the feder-
al government for funds provided by EPA construction grants.

Repaymenst of federal grants only occurs to the extent that the transier price under a
sele or concession fees under 2 lease is higher than the total state 2nd local investment
n the facility. Also, grants are recouped at their depreciated value. So in the event
that ail EPA construction grants are fully depreciated, there would be no federal grant
recoupinent put the privaization agreemen: would require EPA approval.

Other Executive Orders that affect privatization include E.Q. 12875, which directs fed-

5]

eral agencies to review their regulatory requirements with respect to wastewater priva-
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PRIVATIZATION.
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parinerships.

, Wnich enco 1~"'dg€S agencies 10 seel Ul -A:D..'V'EEE carmer-

regulatory end legal parriers 1o orivesization,

This guidance focuses special zitention on the sale or lease types of privatization that
reguire EPA review and zpprovai under Executive Orcer 12803. The guidance also

o~

eXamines contrac operations of local wasiewater treatment facilities, which is currant-
W the mosi common Jee of crivaization.

The Current Level of Privatization

Historically public wastewaier collection and treatment services nave primearily been

crovided by local governments. However, small subdivisions and trefler parks nave ma-
didonally used privatzly owned and cperated w
Unlike utilities such a5 electricity or natural gas, which have heern viewsd oy th
{Ic as necessitles to every housenoid and local business, the demang oo
Control most often refizcied a region- to address the thrza: ¢f
to public nealth, Aszresull, while @
for gas and elec':ric 10 the putlic,

ensure health protecdon for 15 ¢izens Fom munic

Jastewater services singe their ZI'.C"D don.

10¢a: governments or ovided wasiewaier seTvices 1©

inal znd indusTial

Over tme the s

vices nas growr

nolthe orivare secior waterrelated ser-

N5 2re regquent

Iy owned oy & privaie comgany 10 vercent of ing waisr sysiems are privaie
systems). ?'wa izadion of public wastewater reaiment hi2s Deen (285 COMMOn. 11 is

T orivatzaion

somewhsat difficuls 1o obiain exact O'\.’V'L" 2stimates or wa

1 ¥%s)
F
5
&
[\l
« 1
(4N

because much of the information is oropristary. Recentind

reports give a general indicaton thel growh is occurring, O
terms of Collars spent, less than 2 percens of the wastewater indusyy is privatized.

ficate that There zre 280 smazli to mid-size {1 1o 10 mgd!) faciiides znd 40

es (over (0 mgd) now using orivate pariners for wastewszias gperatons.

2l2 ConIract operations are reporied te have grown ennuzily eta rze of 13-
and produced revenves of $0.4 billion ous of the $23 pillion expended for
POTWs. Nearly 2l of the p:i'-:a«‘_‘za-'_"o: fizs Deen in the form of conTact operaions.

While manv for:...;;-i-;o have exnicred e ouright
as allowed under z.C. 12803,
Trimarily Decause of dischzrge vermit and ax-relatsd | . These issues gre fuliv dis-

cussed in is guidance.

C Tllveie 2@

ewealer area

The Appeal of Privatization

In recent vears, there has teen increased interest in public-privaze parmerships. Loca!
governments are becoming mora fo used on the benefits of privatizadon at the same
ime that the private secior is anxious to expand markets and revenuzs, Rezsons for
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The ncresse in local government interest in privatizetion include the desire to increzse

LaT anahe

efficiency of local government operations, reduces cosis of providing services, improve

..... ML

envirpnmenial protectdon, and access private capital for infrastructure investment.

Increased efﬁcxency— Private companies may be able o operate facilities more effi-
cienty while meeting permit limits. The private companies ofzen will empioy innove-

LIS
tUve operation end maintenance methods, and equipment for westewater treatmens,
thaz reguire significant capital investment. The private secior is aise abie (¢ draw ¢n

uostantie! experience in the operation of treatment facilities and take advaniage of
wholesale prices of supplies and materials needed for a facility’s successiul operadon. .
The private compeany can frequendy use its management expertise to stabilize user fees

H=

for the tme period of the privatization agreement.

Cost reduction— Often the opportun ty to realize cost savings is the primarv reason
that locel governments are attracted to privetization. [n many cases, private owner-
snin/operation makes sense Decause it lowers costs. Depending on '*lm wpe of privath

zedon selected, surveys indicate the private trealment systems can o &t Cosis sav-

.‘U
Ft
.- ‘

ings compared to public weatment systems. Cap tai cost savings can b subszan-:iai
whnen (e private parmer uses advanced ».ecn;-ofom/' coupled with steamiined procure-

ment and constucton practices. Local governmenis that are 2ble t¢ identfy and

implement the costsaving management tecnr.zaues that wouid be undertaken C" a ori-

N

V2l2 COmpDany may be able to reduce costs as much or more than the private secion

This can occur because the public secior has several cost-related ac'va.,tages over the
orivatz secton First, the pulblic sector does not have (o meke 2 orofit on operzons end

invesiments. SECO..C the DUD_lC Seci0r has beiler access 16 t2X-2xem N5t debt

(et resuiss in lewer borrowing costs for capital projecss.

Envirocnmental benefits— So:::e gover::::en: faciiides may have zrodiems comply-
i:é with discharge permit limi use of neaded capiial imorovements, 'nal-.henmce
0§78 thet excezed budgetary all ca-:?ons, or c:::c;l'. in maintaining skilled personnel.
W:e e local governm hac difficulty meetng permit mits, privatizaton may
fivate companies can reacily meke capital
invesiments under the conditions of the service contract end dedicaie highly skille

widlTl
v discharge permit

E})'

maQrrle e uon, environ

PR=To R TS SR A o S R S

ersonnel o ensure efficient ODET:LIOYI ang

:e:_:re:nen:s.
Access to capital- One of the mzjor benefits of privatizeton is that it provides

&ccess 16 rrivate sector capitel. This may be an attractve feature of privatization for
cemmunites with dmited access to capital margkets. However, as with public Ananc-

ing, the use of private capital will require that user fees are increased sufficienty to
recoup the capital investment plus interest. When crivatization zrrangements include
capital [nvestments in the form of an up-front ransfer of funds {e.g., wansfer price in

an asser saie or concession fees in a lease arrangement), it can be viewed 2s 2 lozn
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rom the private sector w0 The public entity comparable to the “home-equity” loans
poTuiar with home owners across the counay. Up-Tont fund twansfers from the ori-
vate sector, or “facility-equity” loans, that are part of 2 privatization arrangement mean
local wastewater users must regay the up-front funds plus interest to the private irm.
A7 incCrease in user fees can resuit wher the transfer price or concession fees exceed
the outstanding local debt on the wastewater treatment facilities because of the “equi-
Ty” that is taken out rom the facility.

Types of Privatization

Municipziities seeking public-private partnerships have a range of options o consider
from the status quo of continued municipal ownership and operation to complete pri-
vare ownership and operation. Often 2 local government will evaluate the expected
cost of continued public operation with various privatization proposals. Currenty the
most widely discussed types of wastewater privatization include contract operations,
leases, and asset sales.

The specific application of each rrivatization type will vary by location, since local gov-
ernments 4o not have the same conditons and requiremenis. ror examrie, some
communities may find privatization atractive because they are having difficulty meer-
ing permit requirements due to iack of skiiled personnel or extremely chalengng k)
water poliution treatment condidons. Other communities may wish 10 evaluate prive-
tization when undergoing major facility expansions or rehabilitation in hopes of zchiev-
ing greater econcmies by atracting competitive facility design, construction end operz-
don bids from the privare secton. Because privatization situations are not identical, this
guidance focuses on a presentation of the generai structure of
widely used types of wastewater privatization and the factors lead-
ing to the selection of z privarization ype. The determination of
whether z privatization agreement is classified as a contrac: opera-
tions, lease, or sale type of agreement for the purposes of ZPA
review and approva! of privatization agreements for gran: funded
wastewater facilities is based on the overall function of the conzrac:
as defined in its specific conditions. The nomenciature used by the
local government to describe the privatization agreemens: does no:
influence the EPA’s classification of the agreement.

Contract operations— For many vears municipalities have used
the flexibility of contracting with private entities for providing
selected governmental functions ranging from ianitorial services to
vehicie Jeet or equipment maintenance. Municipalities have
found that contracting can be z good way 0 obtain services need-
ed for a limited period of time, acguiring specialized skills not availabie in the munici
pal pooi of employees, or as a way of introducing competition into the governmen:al
Services arena.
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- the area of water pollution cenirel, municipalities have empioved many different
levels of contract cperations. [n full conmact operations, The private entity operaies
and maintains the wastewater treatment facility in its entrety. All aspects of the
clant’s operation and maintenance are performed by the private endty. The collection
of user fees can aisc be assigned to the private entity while the authority for establish-
ing user rates is retained by the public entity.

In pardal contract operations, the private entity operates oniy cartain areas of the facili-
. For example, 2 private entity can be contracted to haul siudge on an as needed
basis, or maintain a plant’s centifical force extractors for a specific time period. The
private entity has its obligations specified and limited through the terms of the con-
Tact. Normally the contact will specify a fixed fee for the specific services. Typically
the contrac: fees increase annuaily with inflation or by another index.

With contract operations types of arrangement, the facilities are operated for 2 fixed
iength of dme. Untl recently, Internal Revenue Service “management conwac:” ruies
for wastewater faciliffes inanced with tax-exempt municipal bonds ailowecd a maxi-
mum of {ive years for contract operations without affecting the status of the municipa!
tax-exempt bonds. Private entties and local governments generaily viewed this term
&s 100 short and lmiting the economic benefits that could resuit fom longer term con-
iract arrangements. For example, with the assurance of a longer term contracr, orivate
entities are able to make a long-term commimment of exper: stzff or equipment 1o effec-
dvely operate and maintain a facility. Recent rule changes from <he IRS {January 1997
nave addressed this cencern by ailowing “management conwracts” for wastewater weat
ment facilites of up to 20 vears under specific conTact conditons,

Conrrac: operations arrangements between private entities and locai governments that
received EPA construction grants do not require Agency review and approva prior t¢
signing the contract. The contract operations agreements may ‘nciude cash transfers
om the zrivate entity to the municipality for the documented transaction costs the
Tunicipality incurs to esteblish the agreement or an amount of less than one percent of
de present worth vaiue of the contract. They may aiso include capital invesurents by
the private entity provided the investments remain the sole progerty of the local govern-
rent when constructon is complete and the conmactor would not have any claim on
the faciiities as a result of constructing the capital investment. Capital investments gen-
erally are expenditures for the purpose of improving cperational afficiencies, and
increasing he capacity or Teatment levels of the facility. The contract operations agree-
Ments couid provide for local government reimbursement of the ConRTactor’s capital
investment in the event of premature contract termination.

A contract operations form of privatization agreement usually requires the private ent-
¥ to operate and maintain the facilities for a specific time veriod {See Figure 1).
Maintaining the facilities inciudes the repair, upgrade, cr replacement of equipment so
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Figure 1: Contract Operation the facilities Wil continue w0 par
form thelr orignally intended pur

Capital Improvements

" Facililty

COM&R
{Opticnal)
Operational
Capital Improvements

poses. Some local governmenss
limit & private entty’s equicment
reglacement cosis under the con-
tract to a specific dollar amoun:
with the loca! government fund-
ing the costs 2ove the specified

amount. When the conmrac: does

= 3 - 4 - 13 - TR
not have ar upzer limit on equip-

User Fees

menireplacement ¢oss, the ori-
veate entity must cerefully evaluzie
facility maintenzance records o
accurately esizdiish its servica fee
Service Fees . ’
for the contrac.

Contract operatons agreements
Cern provide for contacior pay-
ments of either the documernied.
euditable contract wansaciion cosis
or an amoun: egual ¢ one percent
of the presert vziue ¢f the con-

tract. When ¢ cesh wansfer

Tact is considerad e lease under

EPA regul .
A fezse type of crivatization
ment reguires Agency raview and

approval prier 1o signing the contract. Under EPAS construction grant regulzdons,

cession type Dayment resulis in the private company encumbering the dte to the faci
A privefzaton agreement hat involves up-front or periodic payments i the government

vy oT : i oA s - -y -— - - - ATRTATIA= oA
may e considerad & contact operation fype arrangement by some pariss, however, 524

views these types of zgreements g leases that must receive Agency zoproval.

Under conlract operations. & loca! governmen: will maintzin unencumberad ownershin
-

of the facility at ¢! times. The local government retains control over and responsiniisy
for ali capital investment in the wastewater facility, setting rates, collecting user fees,

and enforcement of the municipe! {ndustrial pretreaiment program (MIPPL The loc
izn

ne

g
government mainiains primary responsibiiity for all interactions with the federal z
state regulators. The private parmer is paid a service fee to cover the costs of operz-”
tion, maintenance, equipment replacement and capital investments as specified in the
contract. Performance is maintained through close contract monitoring by the puslic
partner and strict contract clauses that stipulate the actions io be taken in the event ¢f
nonperformance by the private entty. The clause usually includes fnzncial penaities.
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Leases— Historically, leases have peen topular tocls for locel governments, The most
common form Is generally calied 2n cperating lease. Operating leases nave provided gov-
ernments with 2 way (¢ obtain long-term use of equipment ranging from office ecuip-
mentsuch as copying machines and desy top cormputers to heavy machinery for public
works departments. Under this form ¢f 2 lease the private leasing company, the lessor,
ourchases equipment and leases it to e government, the lessee. The lessor receives

purche
2x benellts related to depreciation of the equipment while the lessee is not reguired to ‘

eel the lease payment as debt, as would cccur if the equipment wers purchased. N

Not all leases are operating leases. ctach lease has different terms and conditions. The . Leases result in
serms define the egreement and they vary rom lease 0 lease. Under EPA constructicn

grantreguiztions and E.O. 12803, &l tvpes of leasses mcsuire EPA review anc:’ a":nrova‘f some type of
before z iocel government may enter 2 lease agreement

ased o finance the wasiewater faciiity Leases result in some “y’::e of up-front, or peri- payments to the
odic paymen 1o the local governrnems These payments are “concession fees,” th :

orivate entty pays for the right to operete & facility. The fees are considered z form of | 1ocal governmment

lease payments from the lesscn Thne concession fees are gene*a‘zl_y used by the pubiic
owner for debt repayment, capital 1.“30 IOVements or ge*z el tz2x reiiefl. Yet znother
orm of lease is the “design, buiid, and operate lease.” In this scenario the lessor
desig e gns and consiructs a facility on ben fa publi : greements usuelly

orovide that ownership of the fac “y' will reside with the public entiy, but the opera-

tion of the facility will be performed by the private company thet builds it. The
ouilder, by prior agreement, becomes e facility’s lzase operaior
7

el Tei

[
[ 3

lilon 1o operating izases, tax-exempi leases nave peen widely used by state and

ome common in the indu [igts iEk-GXEI?.D‘ [eases

ne

‘oce! governmenis and nave aisg
re usad by local and state gov-. 1Ments 2§ & Way 10 purchase eguiprment or bulldings.
Severz! of the Key reasons cited for use of tax-exempt leases are: 1) leases are z way i¢

J o3
[q>]
]

ourchese equipment when igcal debt restrictions o the need for local voter approval
axe it cumbersome to oDtain e recuired equinmen: or facilides, 2! leases o oot

PRWAT]ZATION EXAMPLE CONTRACT OPERATtONS

Facility Ownersh:p Local government _

Contract type: Contract operations for operation, maintenance, and equipment replacement over z 15 year timehperiod

Facility constructed in' part with federal grants: Yes

Up-front or penodnc payments from private partner: Only documented, auditable contract transaction costs

anatepartner invests in new capital improvements: Yes

Privatization arrangement under E.O. 12803: No, contract operation -

EPA review and approval None However, I’EQUJI’ES state notification of pnvatlzatlon agrec-ment and modxfacatlon of
NPDES permlt ' . ” ’

Permrttee' Local covemment and pnvate company are copermlttees on NPDES permlt
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nave the ransacticn costs that zre experienced when issuing local bonds. Under the
ax-exempt lease, the ioccal governmen: makes lease payments that are defined 2s orin-
cipal and interest to the lessor. Under federal tax law the interes: portion of the pay-
ment is viewed as {aX-exempt so lessors are willing to charge a lower interest rate to
lessees. This tax advantage resulis in lower costs for the local or state governments.

The lease concept applicable to privatization of EPA funded wastewater treatment facil-
ities differs from operating ancd tax-exempt lease structures. This ftype of wastewater
lease structure establishes the contract terms for the local governmens, the owner of
the faciiity, 10 enter into a iease agreement of the wastewater fzcility with a private
partner. The private parmer, as the lessee, frequentiy pays the local government a type
of lease paymen: for the right to operate the faciiity for 2 specified period of ime. The
lease paymen: may be a one time, up-iTont payment, or periodic payments over the life
of the lease. These payments are referred to as concession fees. The local governmen:
then pays the private parmer an annual service fee to operate and meintain the facility.
This annual service fee is comparabie 10 the service fee paid under contract operations.
However, the service fee under 2 lease inciudes an annual payment on the debt in-
Figure 2: Lease curred by the private partner for
concessicn fees. The lease
arrangement aliows the local
government to reain owner-
ship’s responsibility over waste-
local "N water rate setting, collecdon of
G‘(’éﬁ"n':snt user fees, and the municipal
industrial pretreatment program.

Capital improvements User Fees The Clean Water Act (Tite II)
A established EPA's construction
grants program anc specifies
that grants should be awarded
Lease/ o s s i

Concession 1o “publicly owned” treatment
Fee Payments Service Area works. The term “publicly
ownec” has been established to
mean 100 percent ownership by
2 public entity. When a private
V ' entity invests in & “publicly
owned” federally grani assisted
freatment works, the action wig-
gers the compensation require-
ments of EPA’s construction
grants regulatons.

Service Fees

OM&R Costs
{Optional)
Capital investments
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OMB promulgated Circular A-102 to ensure consistency and uniformity among federal

agencies In the administration of grants o state and iocai governments. One arez of
stendardizadon is the uniform treatment of property acquired in whole or in part with

federal funds, or whose cost was charged (o a profect supported by a federal grant.
The uniform standards inciude 2 drescripdon for the use and disposition of propersy
acquired under a grant. EPA administers these uniform administrative requirements
through its general grant regulations at 40 CFR Parts 30 and 31.

OMB Circuiar A-102, Attachment M, requires that any federal grantee assure EPA that
“it will not disoose of, or encumber its ttle or other interesss in the site and faciiides
during e period of federai interest or while the government nolds bonds, whichever
s longer.” When local governments appiled for EPA grant assistance to fund local
wastewater reztment works, they agreed not to dispose or encumber the proposed
faciiides during the period of federal interest. This means that Droperty acquired under
& grent can not e soid or pledged as collatera] in the event the grantee needs to ref-
narce the grant funded facility. This conditon limits the grantee’s ability 10 draw on

federal ‘nterest. 3y giving this assurance the recipient agrees o retain the financial
stucture in place at the dme of the grant award and relincuishes its optien ¢ fnan-
clallv resructure. This ensures the federai agency that the 3nzncial structure it
approved at the dme of grant award will not te changed.

OMB Circular A-102, Attachmen: N, requires that the “stls 0 ~eal property shall vest
in the recipient subject to the condition that the grantee shall use the reai property for
the authorized purpose of the original grant as long as neeced.” This ule effecdvely
fimits the grantees use of its feceraliy funded oroperty, or ciscrete portions of that orop-
erty, 0 its originaily authorized purpose.

These rules regarding the depositon of federally funded PTCperty pose bharriers 1o lease
and sale Types of privadzaton agreements for local governmenss which received SPA
construction grant funds. These types of ransactons are viewed as dispositiors of fed-
erally funded groperty under OMB rules, because they temporarily or permanently

transfer the facilities title or use the title zs 2 form of collatersi.

zxzecutve Crder (£.0.} 12803 was issued i 1992 10 simpify the disposition of the
‘ederal Interest in grant funded projects. The E.Q. serves as a means for EPA to subor-
dinate the federal financial interest in the facility to those of the locai and state govern-
Tents and allow the federal government 1o dispose of its interest in the wastewater
faciiities funded with federal constructon grants. Therefore, when ZPA approves a
:ease or sale privatdzation agreement, the Agency relincuishes ‘ts interest in the federal-
‘v funded portion of the facility. However, the Agency still retains its interest in the
NPDES and RCRA permit requirements on the facilities.
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EXAMPLE: LEASE CONTRACT .
Facility Ownership: Local government POTW

Contract type: Operations and maintenance, plus a poncession type fee

Facmty constructed in pa.r=,L WIth federal grantS' Yes
Up-front or periodic payments from private partner
Privatizaﬁbn arrangement 'ﬁnder E.O. 12803: Yes, lg
EPA rev_iew'-and approvél: Yes-E.O. 12803 and EPA
Permittee: Local governmenf and private company 4

A contract arrangem
review znd approv !

requirements and

agreement.

Racde Isiand an

exempt municipal p

Yes
ase
konstruction grant regulations—Grant deviation required

ire copermittees on NPDES permit

S mustung

1t invoiving private company cash paymen: ' rgo
liance with the speciic EPA g'
vin

v EPA 10 determine comp
tive Order 12803 prior to the local government sig

arrengements of this type were 2oproved in Mzv 10
o J

d November 1997 for Danbury, Connecticut.

A leases/sale

service confract m

arrangment must

undergo review

possitie foral
and approval

dally refnancing of

by EPA. L prvae pari

COUC D¢ expecied

ment

between the
vice contract under

term under a conirac:

..... selis a wastewazer faciiity 10 a private partner
ity can be used to retire outstanding wastewater facility debt, for infFaswucturs 'nvest-
ment, or ior genera!
responsipility for westewater user ees and prevreatment standards,
rivate partner and

P lease may be affected by the presence of outsiending ax-2xemp:
e Wwastewater reatment facliity. If the local governmen: used t2x
ponds to fnance any pordon of the iezsed facility, then the term of 2
2y pe restricted by federal IRS {2x regulations just as thay limit the
cperation.
T s no oursianding wastewater [cc.uty faX-£XemDt Geli, o

rsince the IRS
it 10 retire outsiand

resources or a lezse ce:cession pay.‘“nen: trat {s used to redre ueb:. ‘!1: {s esser-

outstanding debt Dy swapping taX-exempt delt for payments o the
er tnat reflect the private “investment” in the local governmen:. This

approach may be benelcial 10 the local government if the private permer is zoie

guaranies lower annual wasiewzier reatment costs for 2 1onge tirnz period then
uncer continued governmental operation.

Asset sales— Asset saies nave received a great deaj of attention as & result of £.0

12803 - Infrastructure Privedization. Under an asset sale (Figure 3), 2 locai govern-

Revenue from the sale of the facil-

Droperty fax relisl.

7

When the local government rezains the
the sale transaction
the jocal government would include 2 multi-year sar-

T which the private partner is paid an annual service fze for treat
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ascecs of :'“.v wasteweaier treatment facility, it is Tee 0 modily the eguipment or treat
TIent processes as necessary to reduce <ests end/cr improve performance
Wher the completz wastewater operations are under private ownership, the local public

utlity con‘:ol boards usually approve user fees, The costs for cagital investments are
tessed on 0 the public in the fori: of higher fees. A partial asset sale and lease agree-
mentoccurred In June of 1995 under E.O. 12803, when the orvate parmer became
respensizie for the operations of the Frankiin Area Wastewater Treatment Plant (Frankiin,
Ohio} owned by the Miami Conservency Distics. A complete sale of i wastewater
258eTS 10 2 drivate ently was epproved in August of 1997 for Fairhanks, Alaska. In
Feirpanks, the private endty has total responsibility for wastewazer services.
The transfer price paid for @ wastewater facility rezresents an i.Avasm I the facility
the private pariner The private owner will need 1 recou: ples i
st through the service or user fees it charges to opsrate the facilicy, As 2 resultizi
inapproprizie to view an asset sale
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&s a way ¢ free capital for cther Figure 3: Asset Sale
investments. Itis, in fact, ancther

fnancing source zvailzhbie to local

governments comperabie to indi-

vidual hemeowners borrowing

agsins: the egulty I their nome

PLFS BY ke WITLD LIV,

simplified exampie nelps to illus-
: [Tz local govern-
ment seils 2 wastewater facility for
2 price of $1,000,000 2nd the

ity has outstanding debt of
SAO0,000. e government will
regeive net cash of $600,000 from

(e szle. Fowever, a private pert
| require repayment of its
otz! §1,000,000 investment plus
inZerest. 5S¢ as part of the annual

O"E"E'_‘ﬂg Cr user iee peymentg, the '

{Ontional}

Capital Improvements .
P ; (OCptional)

User Fees

Service Area

{Optional)
Service Fess

private parmer wili receive repay- OM&R
mentof the $1,000,000 invest- Operational &
men?t pius ‘nterest. Capital Investments

{PUC Regulated)

. N . User Fees
0 summary, eny payment a lccal

goevernment receives from the sale
or lease of a wastewater infrastruc-
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ture asset s like 2 loan from the buyer or lesses which must be repaid with interest by
the wastewaler users in the form of additfonal user fees. iherer'ore, the value of any
concession feos or sales price which exceeds the current dabt or the wastewater infre-
struciure represents additional debt the wastewater users must repay.

(/'l
(D

If a local and state government wants to recoup all of its investment in 2 facility anc
sets z transfer price or concession fee to reflect that amount, the resulting annual ser-
vice fees 10 the buyer or lessee could be very large and result in significant increases in
user fees for all the wastewater treatment user

. EXAMPLE ASSET SALE CONTRACT

Contract type. Asset sale contract
: _Famhty constructed in part W|th federai grants Yes

5 Up-frant or’ penodac payments frorn prwate partner Yes—Fac'Ir‘y salc proceeds

Eanahzatlon arrangement under

EO 12803 Yes, Asset sale

.~'EPA rev:ew and approval Yes—E fo} 12803 and EPA construction grant revuiat:ons—Grant devxatron requxred

Pérmittee: anate company is pﬂrmlttee on NPDES, and possrbfe RCRA, permit
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FaCtOI"S AHeCting CHAPTER 3

Privatization

his section presenis a discussion on the financiz! and nenfinancial factors

tnat affect a decision to privatize. A review of tiese factors helps to cleri-

fy what Incentives and disincentives local governments have to privatize
their wastewater facilities. Financial factors address issues of cost savings, tax status of
aebt, capital improvements, economic risks, and local/regiona! economic impacts. The
nen-financial factors include regulatory compliance, lebor, responsibility for capital
imprevements, municipal control, accountability, and rate stzhility.

Financial Factors

For any public-private partnership to be successiul, & number of financiz! issues must

be resoived o the sadsfacZon of all participants. Speci ic finzncial concerns including |
outstanding municipal debt, user fees, and the cost of private capital have important :

Each participant

implications on privatization agreements. Each pardcipan: “ the arrangement, the
iocal, state, and feceral governments and the private operator, has a different perspec-

a privatization

tive on the fnancial stnicture of pUD‘IC private DE'L“.»"S'NDS

agreement has

Cost savings— The abiiity of the private sector ¢ reduce orerating costs beyond :
what is practically achievable by the local government is & critical factor affecting the 2 different

s:!

orivatization decision. Private companies reduce Cosis by apolving thelr expertise to 2l |
areas of engineering, constuction, operations, and maintenance. Frequently, private perspective.

companies can coasruct new treatment facilities at lower costs then is possible for
local governmerts since the companies can streamline design, precurement and con-
struction practices. Private companies may be able to apply zdvanced operating skills
to reduce the use of chemicals and electricity in 2 faciiity while meetng or exceeding
cermit requirements. Private companies 2iso may be zble to iower operaung cosis by

experty maintzining the facility and, as a resuls, find it possible to operate the facility

with fewer workers. In some circumstances ].OCc.. governmernts can use the same tech-
nigques 10 reduce operational costs.

User fees— The atraction of lower or stable user fees over the period of the privatize-
den contract is one of the main reasons local governments explore privatization. Often

privatizadon will result in a reduction in user fees with 2 guarantee that service

charges irom the private partner will remain stable with increases occurring only to
reflect inflaton or to reflect increased costs stemming from changes in regulatory

requirements, treatment processes, or facility upgrades/expansions. Contract condi-
tons that clearly state why and how changes in service fees will occur are important to
the privatizaton process.
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Capital costs— The tax status of existng and future wastewater debi is a factor in
determining the uitmeie costs and denefits of any privatizaton agreement. The atiiity
of the existing wasiewater debt to remain {ax-exemp? will depend on how the specific
cendidons of the privatization arrangement reiate to IRS tax ruies. In developing a pri-
vatizadon egreement, the parties must carefully foliow IRS tax rules to avoid changng
the status of existing tax-exemp: municipe! bonds (¢ taxable private activity bonds.
The IRS has defined very speciiic types of acdon local governments must meet 1¢
maintain the exising tax-exemp: status of municipal bonds.

When private companies must acguire capital to fund improvements to the wastewaier
facilities, lease payments, concession fees, or wansier prices, the debt is usually
acquired in the form of t1axable private activity bonds. However,
the IRS has defined certain Iimited situations where private compe-
nies can finance wastewater treatment facilities with the proceeds
of tax-exempt “qualified private actvity bonds”.

Even though the nominal interest rate differental between tax-
exemp: and axable bonds may be significant, the actual costs of
the capital may 1ot have 2 great impact on the privetizaton dect-
sion. The privaie party may be able to coffset the nigher capitel
costs oy the tax deductbility of interest costs and depreciziicn
2xpenses.

Up-front payment (concession fee, lease payment, or
transter price)— Up-front pavments irom e privare parmer o @
local government may occur in privatzation. In z iezse arrangemernt
it is usually cailed a2 “concessicn fee.” [t couid be an inidal payment
or instaliment payments made as part of a lease arrangement or, in an asse: sale, the
transier price provided up-front to compiere the privatization transacton. Municipalities
may use these up-front peyments for other infraswucture invesmens, refund of out-
standing debt, or general tax relief under Z.C. 12803 privatizaton arrangements.

As discussec in the previous section, it is imporiant to note that the wransfer price,
lease payment, or concession fee are equivalen: 1o loans are Tom the private pariner ©
(he local government. Any funds zrovided by the private parmer will need (¢ be
recouped through future user fees. Simply stated, up-front pavments {transier price of
cencession fees) are analogous to the home equity loans that are used across the coun-
Uy today. A privaie company provides 2 peyment that reflects some level of fie
municipal invesunent in 2 facility and then the private company recoups the payment
plus interest as a part of annuai service fees charged to the municipality. As & result,
privatization should not be viewed as a way 1o obtain sources of “free” capital.
instead, privatization should be viewed as one more source of capital inancing for
municipal wastewaier investments.
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Tax-exempt status of local debt— Most municipal wastewater debt is in the form
of ax-exempt general opiigation or revenue bonds, SRF loans, and other bonds or
loans received to build the wastewater facility. Asiongasa municipality maintains
ownersiip of the wastewater facility and the privatization agreement meets the condi-
dons allowed 2y IRS “management contract” rules, government issued debt can
remain tax-exempt over the repayment term. Tax-exempt pubdlic debt is repaid at
atmractve interest rates, currently around 6-8 percent.

The IRS rules that have recently been released provide additonal flexibility to commu-
nities that wish w¢ have their facilities operated under contract for an extended peried
of me while maintaining the tzx-exempt status of their wastewater bonds. The new
rules allow certain “management contracts” for “cubiic utliity property” (including
Wwastewater reatment plants) of up o 20 years without endeangering the tax-exempt
status of outstanding municipal debt under certain operations arrangements.

Capital improvements— Capitai improvements usually recresent modifications o
the wastewarer facility to meet new discharge requirements, replace old infrastucture,
crovide services to a growing residential area, or meer economic growil needs by
expanding the service area. Capital improvements are often costly and impose a dnan-
clal burden on the local government. In privatzaten, depending on the terms of the
crivadzaton agreement, capital imorovements may become the responsipility of the
private secton. The private partner recovers the costs of its investment in capitai
improvements through increased service fees paid bv wastewater users. The orivate
sarmer’s ability to use tag-exempt financing plus different engineering, srocurement
and conswucdon pracdces can have a significant influence on capital improvement
costs. The overail costs that result from capital improvements under Jrivatization are
importnt ¢ consider and compare 1o costs that would resuir Tom financing and con-
sTuction under continued pubiic cwnership and aperation.

Economic impacts—~ The local impacts will varv depending on the type of privatiza-
don agreement. Overall impacts can include potential increases in local unempioy-
Tient and loss of local government control over hiring of operatons personnel.
Privetization as often resulted in a reduction in the staffing levels because the private
arm is able 1w efficiently manage the facility with fewer workers. This action will
cotendally affect union reiations, local income leveis. and the ‘ocai Jusinesses that the
‘ocal laber forces patronize. However, 1o address this concerr, the privaie partmer will
normally agree 1o hire most of the current emplovees, coorerate with laber organiza-
~0ns to secure [ob training and placement for the workers, and reduce the work orce
Zrough atriden. Freguently, the private partmer has the abiiizy to lower and stabilize
wastewater rates which can conwibute to the ability of the community o encourage
zconomic growth.

Performance and liability— There are economic risks asscciated with meeting
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The private

partner is a

copermittee on

the NPDES permit.

National Pollutant Discharge Elimination Systern (NPDES) permit standards and the
costs resulting from unexpected wastewater flow and loading varizZions. When a pri

vate partner assumes operzting responsibility, they assume responsiniiity to meet permi:
limits under typical operztion conditions. This responsibility is reflected by making the

private partner a copermittes with the local government on the NPDES permit.

When a facility is privatized, the interests of both the local government and the private
n

partner can be protected by defining normal operaiing conditons and stipuiating what
actions are taken to adjust service fees under different condidens, such as floods, 25!

czl pollutant levels, or emendmenis to environmental regulations that increase operat
ing costs.

Non-Financial Factors

Ir addition to finencial factors, thers are non-financial factors that affect the privadze

ton decision. These factors include: regulatory compliance, iocal conTol, accountadil-
ty, personnel impacts, responsipility for capital improvements, and the impact of siaze

and local laws and reguladons.

maintzins the facility’s publicly cwned weatment works (POTW) status.
achieved when the local government retzins ownership aad the privele operatoris 2
copermittee on the NPDES permizn. Under these conditons, the conTact clearly
assigns performance responsiblity to the privaie operatorn In the even: of nonperior-
mence, the contract would specify financial penalties to the private Irm that would
nonperiormance. As copermittees on the NPDES

escalzte in the event of contnuin
permit, both private partner and e
.

icletions and resuldng fines.

ocal governmernt are responsidbie for any permis

—

In the circumstances of an asset sale, where ali components of the faciiity are sold o 2
private partner, the facility and anv industrial dischargers to the facility would te regu-
lated under the Clezn Water Act and may be subject to requirements under e
Resource Conservation and Recovery Act (RCRA). The private ownersiip status means
that industrial pretreatment recuirements under the POTW stawus of the Clean Wazer
Act may be replaced by RCRA reguirements. In such 2 situation, higher treatment
costs may occur if the wastewater reatment facility Is designated as @ RCRA hazardous
waste treatment, storage or disposa! facility. When an asset sale occuss the private
partner will have to apply for 2 new NPDES permit under its own name. The permi
limits under private ownership will likely be similar to those of the previous POTW's
permit. In the Franklin, Ohio arrangement, the facility retained its POTW status by
the iocal government retaining ownership of a portion of the wastewater treatment
process under a lease arrangement. The private owner of the Fairbanks, AK facility
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will progably meintzin the same NPDES permit limits, since the system does not have

any hazardous wasiz discharges.

Local control— Under & public-private parinership, local governments yield control
over the facility’s daily operations to the private parner. However, through the service
contact local governmernts can maintain control over important local issues such as
user rates, industrial pretreatment programs, capital
improvements/expansions, and modifications to the ser-
vice area. Local conwol will vary depending on the type
of privatizadon. Under an asset sale the locai government
vields ownership to the private parmer and refinguishes
conirol over the facility exceptin the event of a failure of
the owner to perform as required. One significant issue
that may affect an zsset sale is the potential for oversight
from state Public Udiity Commissions [PUCs). PUCs ofien
regulzie investor-owned utiiides such as privately-ownead
public water sysiems. PUC oversight governs a variety of
cost releted activides including user rates and debt
issuance. The iocel government’s control will be signif-
canty reduced if the facility is subject to PUC oversignt.

)

he level of oversign: for the private partner will varv to reflect the level of concern
that local governments have about the private parmer’s performance. Oversight activi-
des such as iocel conract o t, the level of performence reporting to the local

r the use of an oversight board consisting of locel authorities are negoti-

Bt

ated as part of the privatization service agreement.

Public accountability— When z privete company operates z local wastewater facili-
ty, there ey be concern or 2 percepton that they will not be as accountable as a pub-
lic operator. Communitiaes that heve opted for privatizaticn of their wastewater facili
indicaie ‘hat contract requirements with specific performance levels for the private
operztor in all arezs of operations have worked to protect the public interest and to
assure 2 high level of accountability. All service contracts estabiished with private com-
vanies need to incorporate specific performance assurances that protect the environ-
ment. Local government may require & performeance bond frem the private partner to

add additional assurznce of periormance. Under an asset sale, where PUCs have juris-
dicticn over privately owned public wastewater facilities, the private operater would be
regulated and held accountable for PUC requirements.

Personnel impacts— The private company and local government need to consider

how privatizaton will impact current wastewater plant personnel. Any expected
reductdon in staff, including the timing of the reductions and out-placement activities
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must be included in contract negotatons. Beczuse of the potenta!l for significan: per-
sonnel impacts, local governments have found it imporiant ©© involve workers and
unions in deliberations zbout privedzaton te explore anv plans for personne! adiuss
ments including new hires, salary and budget changes, anc staff reductions. Curren:
privatization arrangements have generally used atirition or transfers as the primary wav
to reduce the work force.

Capital improvements— Capital improvemen:s or wastewater Capacity expansions
contribute to the continued economic success of the wastewarer faciiity. The privatza:
don agreement may address specific scheduled capital improvements during the life of
the contract, including responsibility and financing arrangements. The
contract negotiations determine who has the iead on capital improvemen:s
anc how it will vary according to the specific situations.

tate taws and regulations~ State laws anc regulations ofien have
significant impacts on the form and conditions of privatization agreements
like the type of service, term of contract, and contracing entity. These
iaws and regulations vary significantly acress the county but mos: appear
0 be ariented toward ellowing privatzaton of wastewarter faciijties. In
cases where the form of privetization desired is not explicitly allowed
under state iaws, iocal governments will find it necessarv 1o seek the nec
essary legal opinions on the feasibility of the specific desired privaizaton
arrangement.

Overall administrative complexity of the transaction- Some of
the overriding issues that affect privatization are the overall compiexity of
designing a privatization arrangement, negotiations berween public pardci-
pants and the private parumer, and execution of the formal conTac:. in
Cases where there are multiple faciiity owners or partcipants i a waste-
water reatment system, the privatization process is likely to take & longer
period of dme to accomplish. In the case of extremely large regional facii-
ties with many darticipating communities the CTocess may become 50
compiex that it would be dificult 10 implement.
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Federal Reqguirements
AFffecting Privatization

.heugh many of hie factors 2ffectng orivatizadon are focal in nature,

iners are ceriain federai recuirements that impact those decisions. IRS

regulatons. ZPA consucdon grant regulations, NPDES permit require-
ments, and Zxecutve Order 12803 come inwo vlay in choosing the type of privatiza-
ton. Scme of the federal reguladons reswict certain privatization activities. For exzm-
ole, tax law resiicts the use of tax-exemyt debt or privatelv owned facilities. Other
feceral requirements presen: a challenge because they require that local governments
seek aporoval for changes tc ownership/operation of their 2°OTW. EPA requirements
apply only if the local government received lederal wastewater conswuction grants.
For example, saie of a facilizy that received constructon grants trough the Clean
Warer Act requires the local government 16 apply for a deviation Tom the EPA grant
reguiations and =PA review and approval under E.C. 12803. Various federal require-
ments can potendally add additional dme for the local government w0 compiete the ori-
valization agreement. Each of the requirements and its influence on decision-making
are discussed Lelow.

IRS Reguiation/Tax Law Affecting Use
of Tax-Exempt Municipal Debt

In 1986, the Tax Reform Act influenced private investment in public infrastructure by
removing or imitng many X incentves. Specificaily, the amendment eliminated the
investment 1ax credit, sczled back acceierated depraciation and lmited
the use of tax-exempt debt Inancing. These changes virtuaily eliminated
several “lease-buy” rrivatizaton arrangermernts and severely restricted the
duration of management contracts under CONTaCt OTeratons o fve vears.
The main reason generaily cited ‘or these changes was that the Anancial
incentives given 0 the private sec:or represented a very significant loss of
ax revenues to the federaj easurv.

As previously mentoned in Section I, recendy released RS rules provide

Uncer a COnwact arrangement withourt the loss of the tax-eXempt status of
e westewaier sonds. The new rules ailow cerizin “management con-
Tacs” for wastewater treatment diants of up to 20 years without endan-
gering the tax-exempt status of outsianding municipal wastewater dedt. For example,
. 2 20 year “management contract” is aillowed :f at least 80 percent of the compensation
provided to the private partmer is in the form of a periodic iixed amount. This has the
effect of iimiting the amount of net profit that may be provided to the private partner.
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PA Regulations and Procedures

m

e Clean Water Act estaniished the regulatory structure for locai governments &uat
received EPA grant funds to construct water pollution contol facilities under the
Agency’s construction grant program. Through the Clean Water Act, local govern-
menits have received biilions in federal construction grant funding to build POTWSs that
mmeet wastewater discharge vermit limits established under the NPDES. The NPDES
requirements of the Clean Water Act establish poliutant limits for discharges from
POTWSs and privately owned wastewater reatment facilities.

=

NPDES permittee designation— NPDES regulations require that a local govern-
ment obtain an NPDES permit to discharge water from its wastewater treatment facili-
ties. Under privatization, the private operator may be a co-permitiee or the permitiee
of record. The private operator is a co-permittee with the local government on the
facility’s NPDES permit when the private operater is responsible for operating the
entire wastewater facility under contract operations or lease type privatizadon agree-
ments. [f the facility becomes privately owned, the facility will no longer be @ POTW
and the private owrer will be required to obtain a new NPDES or RCRA permit under
its own name.

-

POTW designation— An imporiant privatization consideration is the POTW status
of the wastewater weatment f2ciiity. When a wastewater treatment faciiity loses i
POTW status it is classified as 2 privately owned treatment works that is no longer suz-
ject to the requirements of & municipal industrial prewreatment program. A privetely
owned trearment facility may 2lso be designated 2s a hazardous waste realmen, Sior-
age or disposal facility under RCRA and subject (0 more senuous fealment standards.
Local governments and private companies have indicated that the treal of losing the
POTW status has been z significant concern when evaluating asset sale and lease
arrangements.
Grant deviation procedures— EPA’s construction grant regulations specizy that
when 2 grantee sells or encumbers ownership by leasing a facilicy that received grant
funds, the grantee must reguest 2 deviation from certain grant regulations and possibly
repay the grant funds. The grant deviation process is used to terminate the federal
interest in ‘acilities and allow the local government tc enter a lease or sale privadze

2

1
tion arrangement with 2 private entty.
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EPA Review of e
Privatization Proposals

n 1002, Executive Order 12803 establisized a simpl 1: ¢ framework for privatiza-
tign of faciiides funded with federai grants. The order has five purposes: (1}
assist local privatization inidatives; {2} remove iederal bamiers to privatization;

3) increase the financial incentives for state and local governments by relaxing federal

pavment reguirements; (4} protect the public interest by ensuring reasonable user
charges; and (5) estzblishing guarantees that the facility will continue to be used for its

(U4

{
re

intended purpose.

Executve Order 12803 significantly modified the federal construction grant recouprent

process. Under £.0. 12803 the local and state governments are e first to receive pro- |
ceeds o ar asser sale or lease concession fees. If the transfer price or concession fee ]
for the facility is higher than the stzte and local investment, then federal constructon :
grants zre repaid at their depreciated value up to a2 maximum of the wansier price o7
concession fee. Federal grants are depreciated using the IRS fifteen year acceleratec

depreciation schedule. The Executive Order results in repayment of federel grents at &
much lower level thzt would have resulted under EPA construction grant regulations,

Executive Order

12803 simplified

privatization of

When 2n EPA conswucton grentee decides to pursue an asset szle or lease type of pri-
.. . ilities fun
vatization agreement, it will be necessary to supmit a reguest for z deviaton from faci s funded

EPA’S Consm_ don Grant regulatons and request EPA review and a2 _rova_ of the pri- .
N - with federal
vatizedon arazzgement under E.O. 12803, Severa! communites have undergone fie

EPA review and approval process te date:
; grants.

Franklin Area Wastewater Treatment Facility (Franklin, OH) - lease and
partiz! asse: sale completed in 1993

Cranston, Rhode Island wastewater treatment system - isase comple

in 1997

Fairbanks, Alaska - lease and total zsset szle completed in 1997

Danbury, Connecticut - lease completed in 1997

The frs7 step in seeking EPA review and approval for 2 proposed lease or sale type of
rivadzation agreement, prior to signing the contract with the private entity, is the sub-

privatzadorn agreemen. Zing
missicn of five copies of both the proposed privatization contact and the executive
summary of the privatization agreement to the Agency’s Director of Lhe Office of

Waste»v“er Management in Washingtor D.C. At the same dme, the local govern-
ment must submit a request for 2 grant deviation from EPA constuction grant regula-
tions to the applicable EPA Regional Office. The deviation request should be inciuded
with two copies of the privatizaton agreement and the Executve Summary.
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Executive Summary

The executive summary shouid address the salient informadon that is relevant 10 EPAS
review and approval of the privatization agreement such as: a general descripton of
the privatization agreement, service area, permit arrangements, operational guarantees,
public participation, changes in the debt structure for the wastewater faciiities, amount
and intended use of funds received from the private entity, grant project costs con-
tributed by the local government, state, and EPA, the depreciaticn caiculadons for the
Federal grant funds, local government’s oversigit responsibilides,

—_ employee status under the privatizadon agreement, authority for
} establis n-:g future user rates, impact of the privatization agree-
ment on user fees, and coordination with State and Federal
authorities. Each of these subject areas should be supp-ortec
with appropriaze cata.

Privatization agreement— The general descristdon of the oot
vatization agreement should discuss the imperiant objectives and
clauses of the privatization contract. Some of the topics that
should pe inciuded in the discussion are the contract stert date,
term of the contract, contract endties, amount of funds © e
ceived by the different entites, varigus coniract conirols to
lizbility, new consttucton, and other
n 2 dis

assure perinrmance o hrrp
significant topics. The generai description should conil
cussion of the procurement process used o select the p vate

entity and the names of other companies involved at different

Service area— The executive summary shouid describe the
genera! physical boundaries of the wastewaier system and iis
reiationshic t¢ established political entities. This description
shouid present informeticn on the populaton served by the
wastewater faciliies, number of residential housenclds, percentage of housenolds,
commercial, industrial, end governmental users in the system, type of wastewater
treatment, physical condidon of the sewer system and treatment facilities, any planned
or required constuction, and other perdnent facts.

Permit arrangements~ A discussion of the permit arrangements shouid address the
wastewater discharge responsitiiites of the various entides and their siatus on: the
NPDES or RCRA permit. The entity responsible for the various functdons under the
Municipal Industrizl Pretreaunent Program [MIPP] should be identifled in this discus-
sion. Any contract or other controls used to assure compliance with the discharge per-
mit and MIPP shouid be described in general terms.
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Cperational Guarantees— The executive summary shouid describe the various

cperational guarantees that will be estabiished 1¢ assure that: (1} e weasiewaier faciii
ties will be operated in an effective manner to achieve compliance with the conditions

of the wastewater discharge permit, (2] the industrial pretreatment standards will
remain in place and enforced, {3) the facilites will be meaintained in a satisfactery
meanner 10 avoid deterioraticn of the facility during the contract neried, and (4) the
facilides will continue to provide urinterrupied wastewater services in the event o
contract default by the private entity. This discussion should address any mo..,ta:y or

other penalty that will be used to encourage compliance by the orivate entty.

Public Participation— A discussion of the public participation conducted by the
loczl government to acquire suppert for the privatizetion agreement should address the
number of public notices, the number and content of the public hearing, any newspa-
per coverage of the privatization agreement, the tming of the public discussions, the
ievel of public perdcipation, and anv other relevant facts.

Debt Structure— The executive su Immary snould inciude & discussion of aily cna’xces

in the debt structure of the wastewater facilities that will occur as z result of the prive-
tization agreement. The ciscussion should describe the current debt positdon for the

wastewater faciiities and how any concession fee or transier orice will be used w0
reduce or eliminate existing wastewazer debt.

Use of Funds— A discussion on the amount and intended use of funds received as e
result of the pr af:izatioe.; agreement should include ali of the funds received from the
rivate entity. The speciﬁc contract language or methods of paymsants used in the or
vatization agreement, cr any auxiliary geemewt to convey funds o the local govern-
ment is notz e a:: factor in dete ing which funds should e addressad in the
executive st “.‘:zazj'. [f any funds are recei Ved by the local government from the pri-
vaie entty, the utive summary shouid identify the amount and intenced use of

these funds. The vaiue of the funds should be stated in terms of £oth present worth

and total value.

Project Costs and Depreciation Caiculatsons- Cost dazz should be included in
the executive summary displaying the amounts of funds contriputed by the locel, state,
and Federal governments for the EPA consTucton grent projects involved in the prive-
tizadon agreement. The summary should include the calculadons used to determine
the deprecizted value of the Federal grant funds using the IRS Mcdifed Accelerated
Cost Recovery System, 15 yvear, half-yezr conventon schedule. The depreciated value

c*fcul tons sbould be basOd on Lhe dates th EPA grant fu naed I'O]e"ts were placed in

amount fOx Fecerai funds shoula be presentec in the summ (See Appenmx Cl.




Figure 4: Comparison of Annual Costs

Cost In Dollars {(Millions)
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Oversight Responsibility— The executive § *‘y should discuss the process the
local government will use to administer the pri tion coniract o assure effective and

adequate operation and maintenance of the wastewater faciiities. This discussion
should describe the NPDES permit, the MIPP, and the RCRA permit responsibilities that
wiil be retained by the local government and the oversight actions the lecal government
will use 10 assure that the private entity will preform the transferred responsibilities.

Empioyee Status— The employment status of current wastewater employees under
the privatization agreement should be fully described in the executive summary. This
discussion should address the local government’s and private entity’s personnel
arrangemernts undertaken to assure a smooth transidon of the wastewater facilides
operations to the private entity. The status of emplovee’s benefits, including redrement
and retention privileges, should be inciuded in the discussion.

" Authority For User Rates— The entity that will be responsibie for establishing znd

collecting the wastewater user fees should be identfied in the summery. A discussion
of the prdcess used to assure adequate collection of revenues for the payment of the
privaie entity’s service fee and any other wastewaier expenses should be included in
the executive summeary.

Impact On User Fees— The executive summary should conizin information on the
impact of the privatization 9gref=r.'1.em on future wastewater user fees. This informa-
tion should focus on the projected user fzes to be incurred by resideriial weastewazer
users over the life of the privatization agreement. The analysis s;;oa--" oresent sroject
ed datz and grephs which compare the ’:l:LIrJ and total cosis of wastewater treatment
under local government and private operation (See
Figures 4 & 5}. The data shouid identify the toti
cost savings that will result from the privatization
agreement. This informatdon should be expressed
in totzl dollers and present worth dollars. The
analysis should include datz and graphs of the pro-

i L+ ) .

$20 f\ ) jected residental user costs and the projecied user

s1g / _,./\/_\/,,,/'/ L costs per household as 2 percentage of median
/,/r”" household income {See Figures 6 & 7). The pro-

516 e jected residential user costs should be an expres-

$14 /,_/-’ sion of both nominal and inflaton adjusted values.

$12 — The summary should contain a descripton of the

$10 } assumptions used to calculzte the projected costs.

S8 00 02 04

N City Operation

@ Private Company Operation

g8 10 12 14 18 18 .
State and Federal Coordination— Any discus-

sions the local government has had with state or
Federal environmental agencies dealing with the

Year
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orivatization agreement, the wastewater facilities, or wastewater discharge issues
should be described In the executive summaery. This discussion could include such

issues as constructon needs for improving wastewater ireatment ievels, increasing
capacity, combined sewer overflows, or other pertinent issues.

Executive Summary Data

Data presentation in the executive summary can be as simple as providing graphs and
¢harts that summarize information and providing copies of pertnent information, legal
documents, public notices and pubdiic informetion. For example, the graphs in Figures
4 & 5 zre a simple {llusiration of the total costs of wastewater treatment under public
operztion versus private operation. The objective of any data is to clearly convey
important information.

Figure S: Wastewater System Cost Comparison
Cumulative Costs 1998-2018

Private Company
Operation

$200 §250 $300 $350 $400 5450
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CHAPTER 6

EPA Approval of
Privatization Proposals

he EPA requirements for approval of propesed privatizaticn arrangements

focus on protection of the environment and the wastewater user, compli-

ance with the requirements of E.O. 12803, and zpproving the appropriaze
deviations from EPA's construction grant regulations.

Compliance with the Clean Water Act

The overriding intent of the Clean Water Act (CWA) is to improve the condidon of
rivers, lakes, and other water bodies by requiring that wastewater discharges meet
standards for designated uses such as recreation and aquatic life support. In accor-
dance with the CWA, EPA reviews privaiization proposals ¢ ensure compliance with
the intent of the CWA, the NPDZS program, and RCRA permit requiremenss.

The proposed privatization agreement will be reviewed to assure that the contract lan-
guage addresses the process tha: will be followed in the event that the community
wishes to expand the facility or make medifications to comply with future environ-
mental protection requiremens. Tnhe contract’s procedures for addressing & faiiure of
the private company to perform will be reviewed to assure adequate guarantees ara
vrovided for continued wasteweter services. In addition, the plant must continue 0
e used for its intended purpese. The permit responsibilities for each party will aiso pe
reviewed 10 assess the penalty crovisions for non-complance by the private entry. In
a lease arrangement, EPA’s approval will be conditioned on the local community and
the rrivaie entity being named as co-permittees on the NPDES permit. When an EPA
consuucton grant funded faciiity is soid to a private company, the private company
will be the sole permittee.

Federaily-reguired industial pretreatment standards would be maintzined by the local
commugnity under contract operztions and lease type privatizaton zgreements. The
local community would maintzin oversight and enforcement responsibilities for the
local pretreaiment program. When the wastewazer facilities are soid, the private
oWner may be required to have 2 RCRA permit instead of 2 NPDES permit. Therzfore,

2 sale agreement would address the hazardous waste issue in the executive summary.

EPA recognizes that the privatizadon permit condidons under the CWA can only be
met after the lease/purchase has been consummated with the private entity,. When
the conditions are fulfilled, the grantor would notify EPA. Upon receipt of notification,
EPA’s approval will be considered final and complete.
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Impacts of Privatization Proposal on User Fees

Reguests for approval reguire documentation of the current and proposed user fee rzie
structure end arrangements for increases in the future. The documeniation of the user
fee swucture shouid include detailed information on 2il assumptions, data, and meth-
ods used for determining future fees. An assessment should be performed on anv raze
increase to determine If it is reasonzbie based on the specific condirions of the commu-
nity. A complete analysis should take into account the CPH and MHEL Other items
that should be included in the user fee anelysis are:

e Financial projections that show the annual revenues (user fees and other),
expenses (operating and capital financing), and resulting projected costs for tvp'-
cal residential users. The assumptions incorperated into the projecions shouid
be included for review. Typically user fees will be computed as;

Total Cost x Residential Usage (%)

Total Households

e Craphical represeniation showing profected user rates for 10 ané 20 years.
Craphical representations are 2'good way to communicate the effect of the pri-
vedzauen agreement on the public. Figure ¢ provides an illuszeation of a pro-

a
cted user fee greph.

° Projected user rates per household as z percent of median househoid income.
This information wiii help lustrate the effect of the privatization agreemen: on

nousehold affordebility. It is generated with the user

fze Information discussed above, and the local govern- Figure ©: Projected Residential Costs
ment’s Median Household Income (MHI) statistic thet

is developed In the census of governments taken every

ten vears Dy the U.S. Bureau of Census. Because the 3360

MHI is developed only every ten vears, it wiil De neces- §340 /./"
S&ry to adjust the latest MHI to current dollars before §320 //

the user charge zs 2 percent of MHI indicator can be & $300 //
developed. Tnis is accomplished by multiplying the lat- E L

est MHI by an “adjustment factor” that reflects ennuz! ; 5280 //

Consumer Price [ndex {CPI) infizdon experienced S S260 /‘/

nztcneally. The infladon adjustment acior can be found $240 // |

n Arpendix A or developed with the following formuia: $220 1 !

98 00 2 04 06 08 10 12

Year

MREI Adjustment Factor = (1+CP{)sm vesncenss Yer B Projected Costs
Adjusted MHI = MHI x Adjustment Factor ® jnflation Adjusted
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PRIVATIZATION

A local government’'s MHI is adjusted to a current level by multiplying the MHI
by the adjustment factor. For example, if a permittee’s MHI was $30,000 in the
1990 census year, the average annual CPI since 1990 was 4 percent and the cur-
rent year is 1992, the following calculetion would be made to adjust the MHI tc
current dollars:

Adjustment Factor = (1+.04)"%2% = 1 0816

Adjusted MHI = $30,000 x 1.0816 = 532,448

Figure Pz Cost per Household as % of MHI

Years: 1998-2018 So if projectec user fees under the privatization
o agreement result in costs averaging $350 per
88% year the indicator would bz computed as fol-
lows:
84%
L]
.80% User Fees as % of MH! = Projected User Fees/Adjusted M=
F 6% =535 44
b= = $350/$32,448
— Q
s 72% =1.1%
= 68% _ _ o
: — It is 2lso important to show Wwhat will happen
; 4% V) T T . )
v— - to the affordabiilty of user charges over tme.
. Q . . . . .
; 60% A graph showing the projected user charges as
] 98 00 02 04 06 08 10 12 14 16 a percent of MHI over a 20 year period should
Year oe included to meet this requirement. Figure
7 Hustrates this graph.

I Public Notification and Hearings

In the interest of protecting the rate payers, EPA will evaluate whether the grantee has
provided pubkic notce and held public hearings thet presented vaild estimates of waste-
waler rates and prooesed uses of 2ny funds received by the local governmernt from the
private entity. EPA will review the privatization data used in the public hearings.

As part of the pubiic notice process, grantees should provide ali users of wastewater
facilides with 2 nodce describing the repayment of any concession fees or funds provig-
ed n the privatizadon arrangement. The notice needs to state that a porton of the

i annual service fees Dayable Dy the local government out of the sewer user fees will e

| allocated to reimburse the private company for the concession fee or other funds. {See
! zppendix A for an exzmple.; A copy of the notice shouid be inciuded irn the Executive
Summary of the privatization agreement submitted to EPA.




L SN SIS

Compliance with E.O. 1280=2

The E.O. 12803 reguires guarantees or assurances that the privatized facilities will be
used for their original intended purpose, even in the event that the private entity
becomes insolvent. There should also be an explanzation and documentation of the
POTW's valuation process in a sale arrangement and details of the proposed distribu-
tion of any proceeds. EPAS review will ensure thet funds acquired from 2 lease or 2
sale of assets are used for infrastructure coss, debt reduction, or tax relief. EPA will
aisc reguire that disbursement of funds is either a conditon of the privatizaton
approval or fixed by local ordinance.

EPA will evaluate the com p Utive procurement procedures required under section 1(d)
cf E. O 12803. The executive summary should describe how the proposal and award
process was accomnnsnea, descrlmng the solicitation process (request for proposals,
invitaton to bidders, etc.), number of submissions, the evaluation underaken inciud-
ing the criteria used 0 rank proposals, and the final award. The Executive Order
requires that transier prices for faciiities that are sold or leased through a negotizted
process rather than a competitive bidding process be reviewed Ly the Office of
Management and Budget. In addition, for transactons that are not accomplished
though a compedtive bidding process, the net asset value of the facility will need to be
esteblished through an independent third party (e.g., Naticnal Appraisers Associztion).

The EPA will review the impacts of the privatzation egreement on user fees.. This
accomplished by comparing the projected cost per nousehold as z percent of MHI
ainst accepred benchmarks of affordadility. Recent EPA guidance on the assessment

f wastewater ﬁmncial capzbility provides useful benchmarks chat can be used in

a

S da

reviewing the affordebilizy of croposed privatization arTangements. The benchmarks,
taken ffom EPA's Comoznea Sewer Overflows-Guidance for Financial Capabiiity
Assessment and Schedule Development (EPA 832- 13-97-004) are 25 follows:
Financial Capability Evaluation— Annual Cest Per Household 2s 2 Percent of
Median Houserold Income Benchmarks

Level Financial Impact
<1 percemnt Low

1-2 percent Mid-Range

>Z percent High

The executive summary should contain the federal construction grant history for the
orivatzed facilities. The summary should provide the federal grant amounts, date of
award, date the facility initiated service, and the amount of depreciation under IRS
schedules. Appencix C contains examples of depreciation calculations, including the
coraputation of a Federal repayment value, and associated IRS schedule for [5-year
property used for depreciation calcuiatons.

D R A F T
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PRIVATIZATION

Grant Deviation Requirements

The E.C. 12803 simplified the process for disposition of the federal interest in federaly
funded wastewater treatment fzcilides, when an EPA grantee wants to enter into a
lease or sale type of privatization agreement with & private entity. The grant deviation
process is the legal means the Agency uses t¢ accomplish the action. Any wastewarer
facility funded with EPA grant funds will require 2 deviation from the Agency’s cor-
struction grant regulations prior 1o consummation of a sale or lease contract.

Depending on the date of issuance of the construcdon grant anc¢ the type of privadze-
tion agreement, there are different grant regulations that will need z deviation. 2
grant was issued under the Code of Federal Regulations revised July 1, 1983, then
deviations from 40 CFR 30.810-4 is needed to dispose of the federal interest for a lease
or sale type of agreement. Grants that were issued under the
Code of Federal Regulations revised January 1, 1972, require
2 devizton from 40 CFR 20.800 and 30.810-3. This grant
deviation is reguired to nuilify the general grant condition
requiring the grantee not dispose of or encumbper title 0T any

est, or while the government nolds bonds, whichever is
longer {OMB circular A-102 Uniform Reguirements for
Assistance to State and Local Governments]. When 2 grant
was issued under the 1968 Code of Federal Regulations, =
devizticn is reguired from 18 CFR 601.27{1}, which requires

tha: 2 gantee nave 2 fee simple or such other estate oI infer

est in the site of the project, and rights of access sufficlent 0
assure undisturbed use and possession for the purpose of con-
structon and operation for the estimated life of the project

part, that any POTW financed in part with EPA funds, may

dile, with the federa! restrictions remcved, if it com-
pensates the federal government an amournt determined by zpolying the federal per-
centage of grant pardcipation in the net cost of the project, 10 the current fair marke:
value of the property, or if the POTW owner sells the project under guidelines provid-
ed by EPA, using proper sales procedures that provide for competition to the exient
practiczble, and result in the highest possible returm, and pay the federal government
an amount computed by zpolying the federal percentage of grant participaton in the
net cost of the project to the proceeds from sale.

The grant regulations also state that EPA must be compensated for its share of expend-
able personal property whern such property is either sold or used for non-federally
sponsored actvities, 40 CFR 30.810-8 {1983). A similar provision of the Code of
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Federai Reguiations is 40 CFR 30.800-3 {1972]. This section states that dte to mov-
- fixed equipment, materizis or supplies are subject 0 the eguitable interest of

nited States unless otherwise provided by law or regulation or the grant agree-
ment. [f no such provision exists, payment to the United States would be the grant

proportion of the fair market value of the property at the time of the final accounting.
Tw Director of the Grants adminisgation Division at EPA Headguarters is autherized
5y EPA regulations to approve requests for grantees {0 deviate rom the EPA construc-
zion gants reguladons. The deviations requests should be submitizd to the
Snvironmental Protection Agency's Project Officer at the Regional Office, who will for-
ward the request to the Director of Grants Administration with 2 recommendaden for.
aporoval or disapproval. The reguest should inciude two copies of the same documen-
tadion submitted to the Office of Wastewater Management.

APPROVAL




PRIVATIZATION

CHAPTER 7 Regional and State
Involvement in the

Privatization Process

PA Headquarters cocrdinates its review of a grantee’s privatizetion request

with EPA regional and state staffs involved with the privatization Drocess.

-The EPA will determine if the EPA regional or state staffs have any concerns

r if any additional information is needed to fuily evaluate the proposed privatization

arrangements. The EPA grantee should provide its state environmenta! agency with 2
copy of its privatization agreement and executive summary at the same time the cata
Is submitted to EPA for review and approvai. The EPA privatzation coordinator at
EPA Headquarters works 10 coordinate the Agency's review, approval, and gran: devie-
ton process with EPA’s Regional Office anc Headquarters Grants Administratior. The
EPA's Regional Office usually coordinates its review with state representatives.
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APPENDIX B

Appendix B

Example: Public Notice

This notice is intended to advise all sewer users paying fees for services provided at the
Hillsboro Wastewater Treatment Faciiity (Facility), that the City has entered into an
operztions and maintenance service agreement with XYZ Inc. The agreement provides
for 2 SXX million contract advance payment from XYZ Inc. to the Citv. The City will
place SXX million in the City’s General Fund. The remaining SXX million will be
placed in the City's dedicated Sewer Fund to heip stabilize future user fees, as well as
meet obiigations to maintain and improve the Facility. A portion of the annual service

burse XYZ Inc. for the contract advance payment.
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Appendix C

Federai Grant Repayment
For the Sale/Lease of Wastewater Treatment Facilities

EPA Consiruction Grants Award Date

Placed in Service

6/04/73 7/19/76 8§5,971,074
10/29/74 1/31/76 $8,863,868
9/21/83 12/28/84 §1,952,370
Total $16,787,312
Loca! Costs for 1973 Project $1,238,220
Loca! Costs for 1974 $1,134,270
Local Coesis for 1983 Projects $220,450
2,692940 - 2,472,490 = 220,450
TOTAL Locai Costs $2,692,940
Type of Privatization Sale Lease
Accounting Value of Wastewater Faciiities $2,500,000 NA
Concession Fee (Lease) S0 52,000,000
Transier Price Wastewater Facilities $5,000,000 S0
‘Present Vziue of Sale Fee!
Less Total Loczl Costs $2,692,940 $2,6092,940
Less State Cost Repayment 50 $0
Residual Value of Sale/Lease Fes $2,307,060 $692,940
({Concession/Sale Fee - Local & State Costs)
Depreciated Value of EPA Grants $288,170 $288,170
Amount City Owes Federal Treasury $288,170 $0
D R A F T
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Depreciation Schedule for $1,952,370 Grant
Placed in Service 12/28/84 (MARCS) and a 1996 Transaction Date

1984 05 97,618.50 1,854,751.50
1985 .095 185,475.15 1,669,276.35
1986 .0855 166,927.63 1,502,348.72
1987 077 150,332.49 1,352,016.23
1983 0693 135,299.24 1,216,716.39
1989 0623 121,632.65 1,005,084.34
1890 0560 115,189.83 979,894.51
1091 .0590 115,182.83 864,704.50
1962 0591 115,385.06 749,310.62
1993 0580 115,189.83 634,129.79
1004 0591 115,385.06 518,744.73
1995 0590 115,189.83 403,554.20
1996 .0591 115,385.06 288,165.84
Note: ZPA grants placed in service during 1976 are fully deprecizted using MARCS,

i35 yvezr, hali-year convention schedule.

Internal Revenue Service Table A-I Depreciation for 15- vear Property
Half-Year Convention

Depreciation Rate for Recovery Period
15-year
5.00%

Year
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CHAPTER 291
UTILITY REGULATION
SUBCHAPTER A : GENERAL PROVISIONS

§§291.1 - 291.9, 291.11, 291.12, 291.14 - 291.15
Effective February 4, 1999

§291.1. Purpose and Scope of this Chapter.

This chapter is intended to establish a comprehensive regulatory system under Texas Water
Code Chapter 13 to assure rates, operations, and services which are just and reasonabie to the
consumer and the retail public utilities, and to establish the rights and responsibilities of both the retail
public utility and consumer. This chapter shall be given a fair and impartial construction to obtain
these objectives and shall be applied uniformly regardless of race, color, religion, sex, or marital
status. This chapter shall also govern the procedure for the institution, conduct and determination of
ail water and sewer rate causes and proceedings before the commission. These sections shall not be
construed so as to enlarge, diminish, modify, or alter the jurisdiction, powers, or authority of the
commission or the substantive rights of any person.

Adopted January 13, 1999 Effective February 4, 1999
§291.2, Severability Clause.

The adoption of this chapter will in no way preclude the commission from altering or
amending it in whole or in part, or from requiring any other or additional service, equipment, facility,
or standard, either upon complaint or upor its own motion or upon application of any utility.
Furthermore, this chapter will not relieve in any way a retail public utility or customer from any of its
duties under the laws of this state or the United States. If any provision of this chapter is held invalid,
such invalidity shall not affect other provisions or applications of this chapter which can be given effect
without the invalid provision or application, and to this end, the provisions of this chapter are declared
to be severable. The commission may make exceptions to this chapter for good cause.

§291.3. Definitions of Terms.

The following words and terms, when used in this chapter, shall have the following meanings,
unless the context clearly indicates otherwise.

(1) Acquisition adjustment -
(A) The difference between:

(i) the lesser of the purchase price paid by an acquiring utility or the
current depreciated replacement cost of the plant, property, and equipment comparable in size,
quantity, and quality to that being acquired, excluding customer contributed property; and

(ii) the original cost of the plant, property, and equipment being
acquired, excluding customer contributed property, less accumulated depreciation.
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(B) A positive acquisition adjustment results when subparagraph (A)(i) of this
paragraph is greater than subparagraph (A)(ii) of this paragraph.

(C) A negative acquisition adjustment results when subparagraph (A)(ii) of
this paragraph is greater than subparagraph (A)(i) of this paragraph.

(2) Affected county - A county:

(A) that has a per capita income that averaged 25 % below the state average
for the most recent three consecutive years for which statistics are available and an unemployment rate
that averaged 25 % above the state average for the most recent three consecutive years for which
statistics are available; and

(B) any part of which is within 50 miles of an international border.

(3) Affected person - Any retail public utility affected by any action of the regulatory
authority; any person or corporation, whose utility service or rates are affected by any proceeding
before the regulatory authority; or any person or corporation that is a competitor of a retail public
utility with respect to any service performed by the retail public utility or that desires to enter into
competition.

(4) Affiliated interest or affiliate -

(A) any person or corporation owning or holding directly or indirectly 5.0%
or more of the voting securities of a utility;

(B) any person or corporation in any chain of successive ownership of 5.0%
or more of the voting securities of a utility;

(C) any corporation 5.0% or more of the voting securities of which is owned
or controlled directly or indirectly by a utility;

(D) any corporation 5.0% or more of the voting securities of which is owned
or controlled directly or indirectly by any person or corporation that owns or controls directly or
indirectly 5.0% or more of the voting securities of any utility or by any person or corporation in any
chain of successive ownership of 5.0% of those utility securities;

(E) any person who is an officer or director of a utility or of any corporation
in any chain of successive ownership of 5.0% or more of voting securities of a public utility;

(F) any person or corporation that the commission, after notice and hearing,
determines actually exercises any substantial influence or control over the policies and actions of a
utility or over which a utility exercises such control or that is under common control with a utility,
such control being the possession directly or indirectly of the power to direct or cause the direction of
the management and policies of another, whether that power is established through ownership or voting
of securities or by any other direct or indirect means; or
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(G) any person or corporation that the commission, after notice and hearing,
determines is exercising substantial influence over the policies and action of the utility in conjunction
with one or more persons or corporations with which they are related by ownership or blood
relationship, or by action in concert, that together they are affiliated within the meaning of this section,
even though no one of them alone is so affiliated.

(5) Agency - Any state board, commission, department, or officer having statewide
jurisdiction (other than an agency wholly financed by federal funds, the legislature, the courts, the
Workers” Compensation Commission , and institutions for higher education) which makes rules or
determines contested cases.

(6) Allocations - For all retail public utilities, the division of plant, revenues,
expenses, taxes, and reserves between municipalities, or between municipalities and unincorporated
areas, where such items are used for providing water or sewer utility service in a municipality or for a
municipality and unincorporated areas.

(7) Base rate - The portion of a consumer's utility bill which is paid for the
opportunity of receiving utility service, excluding stand-by fees, which does not vary due to changes in
utility service consumption patterns.

(8) Billing period - The usage period between meter reading dates for which a bill is
issued or in nonmetered situations, the period between bill issuance dates.

(9) Class of service or customer class - A description of utility service provided to a
customer which denotes such characteristics as nature of use or type of rate.

(10) Code - The Texas Water Code.

(11) Corporation - Any corporation, joint-stock company, or association, domestic or
foreign, and its lessees, assignees, trustees, receivers, or other successors in interest, having any of the
powers and privileges of corporations not possessed by individuals or partnerships, but shall not
include municipal corporations unless expressly provided otherwise in the Texas Water Code.

(12) Customer - Any person, firm, partnership, corporation, municipality,
cooperative, organization, or governmental agency provided with services by any retail public utility.

(13) Customer service line or pipe - The pipe connecting the water meter to the
customer's point of consumption or the pipe which conveys sewage from the customer's premises to
the service provider's service line.

{14) Facilities - All the plant and equipment of a retail public utility, including all
tangible and intangible real and personal property without limitation, and any and all means and
instrumentalities in any manner owned, operated, leased, licensed, used, controlled, furnished, or
supplied for, by, or in connection with the business of any retail public utility.
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(15) Incident of tenancy - Water or sewer service, provided to tenants of rental
property, for which no separate or additional service fee is charged other than the rental payment.

(16) License - The whole or part of any commission permit, certificate, registration,
or similar form of permission required by law.

(17) Licensing - The commission process respecting the granting, denial, renewal,
revocation, suspension, annulment, withdrawal, or amendment of a license, certificates of convenience
and necessity, or any other authorization granted by the commission pursuant to its authority under the
Texas Water Code.

(18) Main - A pipe operated by a utility service provider which is used for
transmission or distribution of water or to collect or transport sewage.

(19) Mandatory water use reduction - The temporary reduction in the use of water
imposed by court order, government agency, or other authority with appropriate jurisdiction. This
does not include water conservation measures which seek to reduce the loss or waste of water, improve
the efficiency in the use of water, or increase the recycling or reuse of water so that a water supply is
made available for future or alternative uses.

(20) Member - A person who holds a membership in a water supply or sewer service
corporation and who is a record owner of a fee simple title to property in an area served by a water
supply or sewer service corporation, or a person who is granted a membership and who either
currently receives or will be eligible to receive water or sewer utility service from the corporation. In
determining member control of a water supply or sewer service corporation, a person is entitled to
only one vote regardless of the number of memberships the person owns.

(21) Membership fee - A fee assessed each water supply or sewer service corporation
service applicant which entitles the applicant to one connection to the water or sewer main of the
corporation. The amount of the fee is generally defined in the corporation's bylaws and payment of
the fee provides for issuance of one membership certificate in the name of the applicant, for which
certain rights, privileges, and obligations are allowed pursuant to said bylaws. For purposes of Texas
Water Code, §13.043(g), a membership fee is a fee not exceeding approximately 12 times the monthly
base rate for water or sewer service or an amount that does not include any materials, labor, or
services required for or provided by the installation of a metering device for the delivery of service,
capital recovery, extension fees, buy-in fees, impact fees, or contributions in aid of construction.

(22) Municipality - A city, existing, created, or organized under the general, home
rule, or special laws of this state.

(23) Municipally-owned utility - Any retail public utility owned, operated, and
controlled by a municipality or by a nonprofit corporation whose directors are appoinied by one or
more municipalities.

{24) Person - Any natural person, partnership, cooperative corporation, association,
or public or private organization of any character other than an agency or municipality.
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(25) Physician - Any public health official, including, but not limited to, medical
doctors, doctors of osteopathy, nurse practitioners, registered nurses, and any other similar public
heaith official.

(26) Point of use or point of ultimate use - The primary location where water is used
or sewage is generated; for example, a residence or commercial or industrial facility.

(27) Potable water - Water that is used for or intended to be used for human
consumption or household use.

(28) Premises - A tract of land or real estate including buildings and other
appurtenances thereon.

(29) Public utility - The definition of public utility is that definition given to water
and sewer utility in this subchapter.

(30) Purchased sewage treatment - Sewage treatment purchased from a source
outside the retail public utility's system to meet system requirements.

(31) Purchased water - Raw or treated water purchased from a source outside the
retail public utility's system to meet system demand requirements.

(32) Rate - Includes every compensation, tariff, charge, fare, toll, rental, and
classification or any of them demanded, observed, charged, or collected, whether directly or indirectly,
by any retail public utility, or water or sewer service supplier, for any service, product, or commodity
described in the Texas Water Code, §13.002(23), and any rules, regulations, practices, or contracts
affecting any such compensation, tariff, charge, fare, toll, rental, or classification.

(33) Ratepayer - Each person receiving a separate bill shall be considered as a
ratepayer, but no person shall be considered as being more than one ratepayer notwithstanding the
number of bills received. A complaint or a petition for review of a rate change shall be considered
properly signed if signed by any person, or spouse of any such person, in whose name utility service is
carried.

(34) Reconnect fee - A fee charged for restoration of service where service has
previously been provided. It may be charged to restore service after disconnection for reasons listed in
§291.88 of this title (relating to Discontinuance of Service) or to restore service after disconnection at
the customer's request.

(35) Retail public utility - Any person, corporation, public utility, water supply or
sewer service corporation, municipality, political subdivision or agency operating, maintaining, or
controlling in this state facilities for providing potable water service or sewer service, or both, for
compensation.

(36) Retail water or sewer utility service - Potable water service or sewer service, or
both, provided by a retail public utility to the ultimate consumer for compensation.
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(37) Safe drinking water revolving fund - The fund established by the Texas Water
Development Board to provide financial assistance in accordance with the Federal program established
pursuant to the provisions of the Safe Drinking Water Act and as defined in Water Code, §15.602.

(38) Service - Any act performed, anything furnished or supplied, and any facilities
used by a retail public utility in the performance of its duties under the Texas Water Code to its
patrons, employees, other retail public utilities, and the public, as well as the interchange of facilities
between two or more retail public utilities.

(39) Service line or pipe - A pipe connecting the utility service provider's main and
the water meter or for sewage, connecting the main and the point at which the customer's service line
is connected, generally at the customer's property line.

(40) Sewage - Ground garbage, human and animal, and all other waterborne type
waste normally disposed of through the sanitary drainage system.

(41) Standby fee - A charge imposed on unimproved property for the availability of
water or sewer service when service is not being provided.

(42) Tap fee - A tap fee is the charge to new customers for initiation of service where
no service previously existed. A tap fee for water service may include the cost of physically tapping
the water main and installing meters, meter boxes, fittings, and other materials and labor. A tap fee
for sewer service may include the cost of physically tapping the main and installing the utility's service
line to the customer's property line, fittings, and other material and labor. Water or sewer taps may
include setting up the new customer's account, and allowances for equipment and tools used.
Extraordinary expenses such as road bores and street crossings and grinder pumps may be added if
noted on the utility's approved tariff. Other charges, such as extension fees, buy-in fees, impact fees,
or contributions in aid of construction (CIAC) are not to be included in a tap fee.

(43) Tariff - The schedule of a retail public utility containing all rates, tolls, and
charges stated separately by type or kind of service and the customer class, and the rules and
regulations of the retail public utility stated separately by type or kind of service and the customer
class.

(44) Temporary water rate provision - A provision in a utility’s tariff that allows a
utility to adjust its rates in response to mandatory water use reduction.

(45) Test year - The most recent 12-month period for which representative operating
data for a retail public utility are available. A utility rate filing must be based on a test year that ended
less than 12 months before the date on which the utility made the rate filing.

(46) Utility - The definition of utility is that definition given to water and sewer utility
in this subchapter.

(47) Water and sewer utility - Any person, corporation, cooperative corporation,
affected county, or any combination of those persons or entities, other than a municipal corporation,
water supply or sewer service corporation, or a political subdivision of the state, except an affected
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county, or their lessees, trustees, and receivers, owning or operating for compensation in this state
equipment or facilities for the production, transmission, storage, distribution, sale, or provision of
potable water to the public or for the resale of potable water to the public for any use or for the
collection, transportation, treatment, or disposal of sewage or other operation of a sewage disposal
service for the public, other than equipment or facilities owned and operated for either purpose by a
municipality or other political subdivision of this state or a water supply or sewer service corporation,
but does not include any person or corporation not otherwise a public utility that furnishes the services
or commodity only to itself or its employees or tenants as an incident of that employee service or
tenancy when that service or commodity is not resold to or used by others.

(48) Water rationing - Restrictions implemented to reduce the amount of water which
may be consumed by customers of the system due to emergency conditions or drought.

(49) Water supply or sewer service corporation - Any nonprofit, corporation
organized and operating under the Texas Water Code, Chapter 67, that provides potable water or
sewer service for compensation and that has adopted and is operating in accordance with by-laws or
articles of incorporation which ensure that it is member-owned and member controlied. The term does
not include a corporation that provides retail water or sewer service to a person who is not a member,
except that the corporation may provide retail water or sewer service to a person who is not a member
if the person only builds on or develops property to sell to another and the service is provided on an
interim basis before the property is sold. For purposes of this chapter, to qualify as member-owned,
member-controlled a water supply or sewer service corporation must also meet the following
conditions.

(A) All members of the corporation meet the definition of "member” under
this section, and all members are eligible to vote in those matters specified in the articles and bylaws of
the corporation. Payment of a membership fee in addition to other conditions of service may be
required provided that all members have paid or are required to pay the membership fee effective at the
time service is requested.

(B) Each member is entitled to only one vote regardless of the number of
memberships owned by that member.

(C) A majority of the directors and officers of the corporation must be
members of the corporation.

(D) The corporation's by-laws include language indicating that the factors
specified in subparagraphs (A)-(C) of this paragraph are in effect.

(50) Wholesale water or sewer service - Potable water or sewer service, or both,
provided to a person, political subdivision, or municipality who is not the ultimate consumer of the
service.

Adopted January 13, 1999 Effective February 4, 1999

§291.4. Cooperative Corporation Rebates.
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Nothing in this chapter prevents a cooperative corporation from returning to its members the
whole or any part of the net earnings resulting from its operations in proportion to their purchases
from or through the corporation.

§291.5. Submission of Documents.

All documents to be considered by the executive director under this chapter shall be submitted
to the Utility Rates and Services Section, Water Utilities Division, Mail Code 153, Texas Natural
Resource Conservation Commission, P.O. Box 13087, Austin, Texas 78711-3087. Unless otherwise
provided in this chapter, an original and four copies shall be submitted.

Adopted December 6, 1995 Effective January 10, 1996
§291.6. Signatories to Applications.

(a) All applications shall be signed by a corporate officer, partner, proprietor, their attorney-
at-law, or the principal executive officer or ranking elected official of a governmental entity, or other
person having representative capacity to transact business on behalf of the retail public utility. If the
signer is not a corporate officer, partner, proprietor, their attorney-at-law, or principal executive
officer or ranking elected official of a governmental entity, the application must contain written proof
that such signature is duly authorized.

(b) Applications shall contain a certification stating that the person signing has personally
examined and is familiar with the information submitted in the application and that the information is
true, accurate, and complete.

Adopted December 6, 1995 Effective January 10, 1996
§291.7, Filing Fees,

Each application, petition, or complaint which is intended to institute a proceeding before the

commission shall be accompanied by the appropriate filing fee as required by the Texas Water Code,

§5.235 and §13.4521, and costs of mailing notice, if any.

(1) A rate change application filed with the commission under the Texas Water Code,
§13.187, must be accompanied by the appropriate filing fee as follows:

(A) fewer than 100 connections-$50;
(B) 100-200 connections-$100;

(C) 201-500 connections-$200; or
(D) more than 500 connections-$500.

(2} An application for a certificate of public convenience and necessity under Texas
Water Code, §13.244 must be accompanied by an application fee of $100.
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(3) An application for sale, assignment, or lease of a certificate of convenience and
necessity under the Texas Water Code, §13.251, or notice of intent to sell, acquire, lease, or rent or
merge or consolidate a water or sewer system under the Texas Water Code, §13.301, must be
accompanied by the appropriate fee as follows (one fee will suffice for both applications):

(A) fewer than 100 connections-$50;
(B) 100-200 connections-$100;

(C) 201-500 connections-$200; or
(D) more than 500 connections-$500.

(4) The fees required in paragraphs (1), (2) and (3) of this section are in lieu of the
$100 filing fee required by the Texas Water Code, §5.235, which should accompany all other
applications and petitions. A filing fee is not required for appeals or complaints filed under the Texas
Water Code, §13.043(b) or §13.187(b).

Adopted December 6, 1995  Effective January 10, 1996
§291.8. Administrative Completeness.

(a) Notice of rate/tariff change, report of sale, acquisition, lease or rental or merger or
consolidation, and sale, assignment of, or lease of a certificate, and applications for certificates of
convenience and necessity shall be reviewed by the staff for administrative completeness within ten
working days of receipt of the application. A notice or an application for rate/tariff change, report of
sale, acquisition, lease or rental or merger or consolidation, and applications for certificates of
convenience and necessity shall not be deemed to have been filed until received by the commission,
accompanied by the filing fee, if any, required by statute or commission rules, and a determination of
administrative completeness is made. Upon determination that the notice or application is
administratively complete, the executive director will notify the applicant by mail of that
determination. If the executive director determines that material deficiencies exist in any pleadings,
statement of intent, applications, or other requests for commission action addressed by this chapter, the
notice or application may be rejected and the effective date suspended until the deficiencies are
corrected.

(b) In cases involving proposed rate changes, the effective date of the proposed change must
be at least 30 days after:

(1) the date that an application and notice are received by the commission, provided
the application and notice are determined to be administratively complete as filed;

(2) the date the application and notice are determined to be administratively complete
for previously rejected applications and notices; or

(3) the date notice is delivered to each ratepayer, whichever is later.
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(¢) In cases involving a proposed sale, acquisition, lease, or rental or merger or consolidation
of any water or sewer system required by law to possess a certificate of convenience and necessity, the
proposed effective date of the transaction must be at least 120 days after the date that an application is
received by the commission and public notice is provided, unless notice is waived for good cause
shown.

Adopted December 6, 1995  Effective January 10, 1996

§291.9. Agreements To Be in Writing.

No stipulation or agreement between the parties, their attorneys, or representatives, with
regard to any matter involved in any proceeding before the commission shall be enforced, unless it
shall have been reduced to writing and signed by the parties or representatives authorized by these
sections to appear for them, or unless it shall have been dictated into the record by them during the
course of a hearing, or incorporated into an order bearing their written approval. This section does
not limit a party's ability to waive, modify, or stipulate any right or privilege afforded by this chapter,
unless precluded by law.

§291.11. Informal Proceedings.

(a) Any hearing involving a retail public water or sewer utility as defined in §291.3 of this
title (relating to Definitions of Terms) may be conducted as an informal proceeding when, in the
judgment of the presiding officer, the conduct of a hearing under informal procedures will:

(1) result in savings of time or costs to all parties;
(2) lead to a negotiated or agreed settlement of facts or issues in controversy; and
(3) not prejudice the rights of any party.

(b) If during an informal proceeding, all parties reach a negotiated or agreed settlement which
in the judgment of the presiding officer settles all facts or issues in controversy, the proceeding shall
not be a contested case under the Texas Administrative Procedure and Texas Register Act, Texas Civil
Statutes, Article 6252-13a, and no proposal for decision nor detailed findings of fact and conclusions
of law are required.

(c) If the parties do not reach a negotiated or agreed settlement of all facts and issues in
controversy, the presiding officer may adjourn the informal proceeding and reconvene it as a contested

case hearing under standard hearing procedures as otherwise provided for in this chapter.

§291.12. Burden of Proof.
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In any proceeding involving any proposed change of rates, the burden of proof shall be on the
provider of water and sewer services to show that the proposed change, if proposed by the retail public
utility, or that the existing rate, if it is proposed to reduce the rate, is just and reasonable. In any other
matters or proceedings, the burden of proof is on the moving party.

§291.14. Emergency Orders.
(a) The commission may issue emergency orders, with or without a hearing:

(1) to compel a water or sewer service provider that has obtained or is required to
obtain a certificate of public convenience and necessity to provide continuous and adequate water
service, sewer service, or both, if the discontinuance of the service is imminent or has occurred
because of the service provider's actions or failure to act. These orders may contain provisions
requiring specific utility actions to ensure continuous and adequate utility service and compliance with
regulatory guidelines;

(2) to compel a retail public utility to provide an emergency interconnection with a
neighboring retail public utility for the provision of temporary water or sewer service, or both, for not
more than 90 days if service discontinuance or serious impairment in service is imminent or has
occurred; and/or

(3) to establish reasonable compensation for the temporary service required under
subsection (a)(2) of this section and may allow the retail public utility receiving the service to make a
temporary adjustment to its rate structure to ensure proper payment.

{b) The commission or executive director may also issue orders under Chapter 35 of this title
(relating to Emergency and Temporary Orders and Permits; Temporary Suspension or Amendment of
Permit Conditions):

(1) to appoint a temporary manager under Texas Water Code, §5.507 and §13.4132;
and/or

(2) to approve an emergency rate increase under Texas Water Code, §5.508 and
§13.4133.

(c) If an order is issued under this section without a hearing, the order shall fix a time, as
soon after the emergency order is issued as is practicable, and place for a hearing to be held before the
commission.

Adopted November 18, 1998 Effective December 10, 1998

§291.15. Notice of Wholesale Water Supply Contract.
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(a) Notification. A district or authority created under Texas Constitution, §52, Article III, or
§59, Article XVI, a retail public utility, a wholesale water service, or other person providing a retail
public utility with a wholesale water supply shall provide the commission with a certified copy of any
wholesale water supply contract with a retail public utility within 30 days after the date of the
execution of the contract.

(b) Information. The submission must include the amount of water being supplied, term of
the contract, consideration being given for the water, purpose of use, location of use, source of supply,
point of delivery, limitations on the reuse of water, and any other condition or agreement relating to
the contract. The certified copy of the contract should be submitted to the Water Ultilities Division of
the commission.

Adopted January 13, 1999 Effective February 4, 1999
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SUBCHAPTER B : RATES, RATE MAKING AND RATE/TARIFF CHANGES

§§291.21 - 291.32, 291.34
Effective February 4, 1999

§291.21. Form and Filing of Tariffs.

(a) Approved tariff. No utility shall directly or indirectly demand, charge, or collect any rate or
charge, or impose any classifications, practices, rules, or regulations different from those prescribed in its
approved tariff filed with the commission or with the municipality exercising original jurisdiction over the
utility, except as noted in this subsection. A utility may charge the rates proposed under the Texas Water
Code, $13.187(a) (relating to Statement of Intent to Change Rates) after the proposed effective date, unless
the rates are suspended or the commission or a judge sets interim rates. The regulatory assessment
required in Texas Water Code §5.235(n) does not have to be listed on the utility's approved tariff to be
charged and collected but shall be included in the tariff at the earliest opportunity. A person who possesses
facilities used to provide water utility service or a utility that holds a certificate of public convenience and
necessity to provide water service which enters into an agreement pursuant to Texas Water Code
§13.250(b)(2), may collect charges for wastewater services on behalf of another retail public utility on the
same bill with its water charges and shall at the earliest opportunity include a notation on its tariff that it
has entered into such an agreement.

{b) Requirements as to size, form, identification, minor changes and filing of tariffs.
(1) Tariffs filed with applications for certificates of convenience and necessity.

(A) Every public utility shall file with the commission the number of copies of its
tariff required in the application form containing schedules of all its rates, tolls, charges, rules, and
regulations pertaining to all of its utility service when it applies for a certificate of convenience and
necessity to operate as a public utility. The tariff shall be on the form the commission prescribes or
another form acceptable to the commission.

(B) Every water supply or sewer service corporation shall file with the
commission the number of copies of its tariff required in the application form containing schedules of all
its rates, tolls, charges, rules, and regulations pertaining to all of its utility service when it applies for a
certificate of convenience and necessity to operate as a retail public utility.

(2) Minor Tariff Changes. Except for an affected county, a public utility's approved
tariff may not be changed or amended without commission approval. An affected county can change rates
for water or wastewater service without commission approval but must file a copy of the revised tariff with
the commission within 30 days after the effective date of the rate change.

(A) The executive director may approve the following minor changes to tariffs:
(i) service rules and policies;
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(if) changes in fees for customer deposits, meter tests, return check
charges, and late charges, provided they do not exceed the maximum allowed by the applicable sections;

(iii) implementation of a purchased water or sewage treatment provision,
a temporary water rate provision in response to mandatory reductions in water use imposed by a court,
government agency, or other authority, or water use fee provision previously approved by the commission;

(iv) surcharges over a time period determined by the executive director
to reflect the change in the actual cost to the utility for sampling costs, commission inspection fees, or at
the discretion of the executive director, other governmental requirements beyond the utility's control;

(v) addition of the regulatory assessment as a separate item or to be
included in the currently authorized rate;

(vi) addition of a provision allowing a utility to collect wastewater
charges pursuant to an agreement under the Texas Water Code, §13.250(b)(2); or

(vii) rate adjustments to implement authorized phased or multi-step rates
or downward rate adjustments to reconcile rates with actual costs.

{B) The addition of an extension policy to a tariff or a change to an existing
extension policy does not qualify as a minor tariff change because it must be approved or amended in a
rate change application.

(3) Tariff Revisions and Tariffs Filed With Rate Changes. The utility shall file three
copies of each revision or in the case of a rate change, the number required in the application form. Each
revision shall be accompanied by a cover page which contains a list of pages being revised, a statement
describing each change, its effect if it is a change in an existing rate, and a statement as to impact on rates

of the change by customer class, if any. If a proposed tariff revision constitutes an increase in existing
rates of a particular customer class or classes, then the commission may require that notice be given.

(4) Each rate schedule must clearly state the territory, subdivision, city, or county
wherein said schedule is applicable.

(5) Tariff sheets are to be numbered consecutively. Each sheet shall show an effective
date, a revision number, section number, sheet number, name of the utility, the name of the tariff, and title
of the section in a consistent manner. Sheets issued under new numbers are to be designated as original
sheets. Sheets being revised should show the number of the revision, and the sheet numbers shall be the
same.

(c) Composition of tariffs. A utility's tariff, including those utilities operating within the
corporate limits of a municipality, shall contain sections setting forth:
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(1)} atable of contents;

(2) alist of the cities and counties, and subdivisions or systems, in which service is
provided;

(3) the certificate of convenience and necessity number under which service is provided,;
(4) the rate schedules;

(5) the service rules and regulations, including forms of the service agreements, if any;
(6) the extension policy;

(7) an approved water rationing plan; and

(8) the form of payment to be accepted for utility services.

(d) Tariff filings in response to commission orders. Tariff filings made in response to an order
issued by the commission shall include a transmittal letter stating that the tariffs attached are in compliance
with the order, giving the application number, date of the order, a list of tariff sheets filed, and any other
necessary information. Any service rules proposed in addition to those listed on the commission’s modet
tariff or any modifications of a rule in the model tariff must be clearly noted. All tariff sheets shall comply
with all other sections in this chapter and shall include only changes ordered. The effective date and/or
wording of the tariffs shall comply with the provisions of the order.

(e) Availability of tariffs. Each utility shail make available to the public at each of its business
offices and designated sales offices within Texas all of its tariffs currently on file with the commission or
regulatory authority, and its employees shall lend assistance to persons requesting information and afford
these persons an opportunity to examine any of such tariffs upon request. The utility also shali provide
copies of any portion of the tariffs at a reasonable cost to reproduce such tariff for a requesting party.

(f) Rejection. Any tariff filed with the commission and found not to be in compliance with these
sections shall be so marked and returned to the utility with a brief explanation of the reasons for rejection.

(g) Change hy other regulatory authorities. Tariffs must be filed to reflect changes in rates or
regulations set by other regulatory authorities and shall include a copy of the order or ordinance
authorizing the change, Each utility operating within the corporate limits of a municipality exercising
original jurisdiction must have a copy of its current tariff which has been authorized by the municipality on
file with the commission.

(h) Purchased water or sewage treatment provision.

(1) A utility which purchases water or sewage treatment or pays water use fees to an
underground water conservation district may include a provision in its tariff to pass through to its
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customers changes in such costs. The provision shall specify how it is calculated and affects customer
billings.

(2) This provision must be approved by the commission in a rate proceeding. A proposed
change in the method of calculation of the provision must be approved in a rate proceeding.

(3) Once the provision is approved, any revision of a utility’s billings to its customers to
allow for the recovery of additional costs under the provision may be made only upon issuing notice as
required by paragraph (4) of this subsection. The executive director’s review of a proposed revision is an
informal proceeding. Only the commission, the executive director or the utility may request a hearing on
the proposed revision. The recovery of additional costs is defined as an increase in water use fees or in
costs of purchased water or sewage treatment.

(4) A utility that wishes to revise atility billings to its customers pursuant to an approved
purchased water or sewer treatment or water use fee provision to allow for the recovery of additional costs
shall take the following actions prior to the beginning of the billing period in which the revision takes
effect:

(A) submit a written notice to the executive director; and

(B) mail notice to the utility’s customers. Notice may be in the form of a billing
insert and shall contain the effective date of the change, the present calculation of customer billings, the
new calculation of customer billings, and the change in charges to the utility for purchased water or
sewage treatment or water use fees. The notice shall include the following language: "This tariff change
is being implemented in accordance with the utility's approved (purchased water)(purchased sewer)(water
use fee) adjustment clause to recognize (increases)(decreases) in the (water use fee)(cost of
purchased)(water)(sewage treatment). The cost of these charges to customers will not exceed the
(increased) (decreased) cost of (the water use fee)(purchased)(water)(sewage treatment). "

(5) Notice to the commission shall include a copy of the notice sent to the customers,
proof that the cost of purchased water or sewage treatment has changed by the stated amount, and the
calculations and assumptions used to determine the new rates.

(6) Purchased water or sewage treatment provisions may not apply to contracts or
transactions between affiliated interests.

(i) Effective date. The effective date of a tariff change is the date of approval by the executive
director unless otherwise stated in the letter transmitting the approval or the date of approval by the
commission, unless otherwise specified in a commission order or rule. The effective date of a proposed
rate increase under §13.187 of the code is the proposed date on the notice to customers and the
commission, unless suspended and must comply with the requirements of §291.8(b) of this title (relating to
Administrative Completeness).

(j) Tariffs filed by water supply or sewer service corporations. Every water supply or sewer
service corporation shall file, for informational purposes only, one copy of its tariff showing all rates that
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are subject to the appellate jurisdiction of the commission and that are in force for any utility service,
product, or commodity offered. The tariff shall include all rules and regulations relating to or atfecting the
rates, utility service or extension of service or product, or commodity furnished and shall specify the CCN
number and in which counties or cities it is effective.

(k) Surcharge.

(1) A surcharge is an authorized rate to collect revenues over and above the usual cost of
service.

(2) A surcharge to recover the actual increase in costs to the utility for sampling,
inspection fees or other governmental requirements beyond the control of the utility may be collected over
a specifically authorized time period without being listed on the approved tariff if specitically authorized
for the utility in writing by the executive director or the municipality exercising original jurisdiction over
the utility.

(3) A utility shall use the revenues collected pursuant to a surcharge only for the purposes
noted and handle the funds in the manner specified according to the notice or application submitted by the
utility to the commission, unless otherwise directed by the executive director. The utility may redirect or
use the revenues for other purposes only after first obtaining the approval of the executive director.

() Temporary water rate.

(1} A utility’s tariff may include a temporary water rate provision which will allow the
utility to increase its retail customer rates during periods when a court, government agency, or other
authority orders mandatory water use reduction measures which affect the utility customers’ use of water
service and the utility’s water revenues. Implementation of the temporary water rate provision shall allow
the utility to recover from customers revenues the utility would otherwise have lost due to mandatory water
use reductions in accordance with the temporary water rate provision approved by the commission. If a
utility obtains a portion of its water supply from another unrestricted water source or water supplier during
the time the temporary water rate is in effect, the rate resulting from implementation of the temporary
water rate provision must be adjusted to account for the supplemental water supply and to limit over-
recovery of revenues from customers. A temporary water rate provision cannot be implemented by a
utility if there exists an available, unrestricted, alternative water supply which the utility can use to
immediately replace, without additional cost, the water made unavailable because of the action requiring a
mandatory reduction of use of the affected water supply.

(2) The temporary water rate provision must be approved by the commission in a rate
proceeding before it may be included in the utility’s approved tariff or implemented as provided in this
subsection. A proposed change in the temporary water rate must be approved in a rate proceeding. A
utility that has filed a rate change within the last 12 months may file a request for the limited purpose of
obtaining a temporary water rate provision.

(3) A utility may request a temporary water rate provision using the formula in this
paragraph to recover 50% or less of the revenues that would otherwise have been lost due to mandatory
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water use reductions through a limited rate proceeding. The formula for a temporary water rate provision
under this paragraph is:

TGC = temporary gallonage charge

cge = current gallonage charge

r = water use reduction expressed as a decimal fraction (the pumping restriction)

prr = percentage of revenues to be recovered expressed as a decimal fraction (i.e.
50% = 0.5)

TGC = cgc +[(prr)(cge)r)/(1.0-1)]

(A) The utility must file a temporary water rate application prescribed by the
executive director and provide customer notice as required in the application, but is not required to provide
complete financial data to support its existing rates. Notice must include a statement of when the
temporary water rate provision would be implemented, the classes of customers affected, the rates
affected, information on how to protest the rate change, the required number of protests to ensure a
hearing, the address of the commission and the time frame for protests and any other information which is
required by the executive director in the temporary water rate application. The utility’s existing rates will
not be subject to review in the proceeding and the utility will only be required to support the need for the
temporary rate. A request for a temporary water rate provision under this paragraph is not considered a
statement of intent to increase rates subject to the 12 month limitation in §291.23 of this title, (relating to
Time Between Filings.)

(B) The utility must be able to prove that the projected revenues that will be
generated by the temporary water rate provision are required by the utility to pay reasonable and necessary
expenses that will be incurred by the utility during the time mandatory water use reductions are in effect.

(4) A utility may request a temporary water rate provision using the formula in paragraph
(3) of this subsection or any other method acceptable to the commission to recover up to 100% of the
revenues that would otherwise have been lost due to mandatory water use reductions.

(A) If the wutility requests authorization to recover more than 50% of lost revenues
it must submit financial data to support its existing rates as well as the temporary water rate provision even
if no other rates are proposed to be changed. The utility must complete a rate application and provide
notice in accordance with the requirements of §291.22 of this title (relating to Notice of Intent To Change
Rates). The utility's existing rates will be subject to review in addition to the temporary water rate
provision.

(B) The utility must be able to prove that the projected revenues that will be
generated by the temporary water rate provision are required by the utility to pay reasonable and necessary
expenses that will be incurred by the utility during the time mandatory water use reductions are in effect;
that the rate of return granted by the commission in the utility’s last rate case does not adequately
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compensate the utility for the foreseeable risk that mandatory water use reductions will be ordered; and
revenues generated by existing rates do not exceed reasonable cost of service.

(5) The utility may place the temporary water rate into effect only after:

(A) the temporary water provision has been approved by the commission and
included in the utility’s approved tariff in a prior rate proceeding;

(B) there is an action by a court, government agency, or other authority requiring
mandatory water use reduction measures which affect the utility’s customers’ use of utility services; and,

(C) issuing notice as required by paragraph (7) of this subsection.

(6) The utility can readjust its rates using the temporary water rate provision as necessary
to respond to modifications or changes to the original order requiring mandatory water use reductions by
reissuing notice as required by paragraph (7) of this subsection. The executive director’s review of the
proposed implementation of an approved temporary water rate provision is an informal proceeding. Only
the commission, the executive director, or the utility may request a hearing on the proposed
implementation.

(7} A utility that wishes to place a temporary water rate into effect shall take the
tollowing actions prior to the beginning of the billing period in which the temporary water rate takes
effect:

(A) submit a written notice, including a copy of the notice received from the
court, government agency, or other authority requiring the reduction in water use, to the executive
director; and

(B) mail notice to the utility’s customers. Notice may be in the form of a billing
insert and shall contain the effective date of the implementation and the new rate the customers will pay
after the temporary water rate is implemented. The notice shall include the following language: "This
rate change is being implemented in accordance with the temporary water rate provision approved by the
Texas Natural Resource Conservation Commission to recognize the loss of revenues due to mandatory
water use reduction ordered by {(name of entity issuing order). The new rates will be effective on (date)
and will remain in effect until the mandatory water use reductions are lifted or expired. The purpose of
the rate is to ensure the financial integrity of the utility. The utility will recover through the rate (the
percentage authorized by the temporary rate) % of the revenues the utility would otherwise have lost due
to mandatory water use reduction by increasing the volume charge from ($ per 1,000 gallons to $§ per
1,000 gallons).”

{8) A utility must stop charging a temporary water rate as soon as is practical after the
order which required mandatory water use reduction is ended but in no case later than the end of the
billing period which was in effect when the order was ended. The utility must notify its customers of the
date that the temporary water rate ends and that its rates will return to the level authorized before the
temporary water rate was implemented.
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(9) If the commission initiates an inquiry into the appropriateness or the continuation of a
temporary water rate, it may establish the effective date of its decision on or after the date the inquiry is
filed.

Adopted January 13, 1999 Effective February 4, 1999
§291.22. Notice of Intent To Change Rates.

(a) In order to change rates which are subject to the commission's original jurisdiction, the
applicant utility shall file with the commission an original completed application for rate change with the
number of copies specified in the application form and shall give notice of the proposed rate change by
mail or hand delivery to all affected utility customers at least 30 days prior to the proposed effective date.
Notice shall be provided on the notice form included in the commission's rate application package and shall
contain the following information:

(1) the utility name and address, current rates, the proposed rates, the effective date of
the proposed rate change, the increase or decrease requested over test year revenues as adjusted for test
year customer growth and annualization of test year rate increases, stated as a dollar amount, and the
classes of utility customers affected. The effective date of the new rates must be the first day of a billing
period, which should correspond to the day of the month when meters are typically read, and the new rates
may not apply to service received before the effective date of the new rates;

(2) information on how to protest the rate change, the required number of protests to
ensure a hearing, the address of the commission, and the time frame for protests; and

(3) any other information which is required by the executive director in the rate change
application form.

(b) The governing body of a municipality or a political subdivision which provides retail water or
sewer service to customers outside the boundaries of the municipality or political subdivision shall mail or
hand deliver individual written notice to each affected ratepayer eligible to appeal who resides outside the
boundaries within 30 days after the date of the final decision on a rate change. The commissioners court
of an affected county which provides water or sewer service shall mail or hand deliver individual written
notice to each affected ratepayer eligible to appeal within 30 days after the date of the final decision on a
rate change. The notice must include at a minimum, the effective date of the new rates, the new rates, and
the location where additional information on rates can be obtained.

(c) Notices may be mailed separately, or may accompany customer billings. Notice of a
proposed rate change by a utility must be mailed or hand delivered to the customers at least 30 days prior
to the effective date of the rate increase.

(d) The applicant utility shall mail or deliver a copy of the statement of intent to change rates to
the appropriate officer of each affected municipality at least 30 days prior to the effective date of the
proposed change. If the utility is requesting a rate change from the commission for customers residing
outside the municipality, it must also provide a copy of the rate application filed with the commission to the
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municipality. The commission may also require that notice be mailed or delivered to other affected
persons or agencies.

(e) Proof of notice in the form of an affidavit stating that proper notice was mailed to customers
and affected municipalities, and stating the dates of such mailing, shall be filed with the commission by the
applicant utility as part of the rate change application. Notice to customers is sufficient if properly
stamped and addressed to the customer and deposited in the United States Mail at least 30 days before the
effective date.

(f) Standby Fees. A utility may request in a rate change application that standby fees be approved
for property or lots for which the utility has previously entered into an agreement to serve or construction
of water or sewer utility facilities has already begun or been completed if the developer owning the
property at the time the rate change application is filed is given individual written notice by certified mail
of the request and an opportunity to protest.

(2) Emergency rate increase in certain circumstances. After receiving a request, the commission
or executive director may authorize an emergency rate increase under Texas Water Code, §5.508 and
§13.4133 and Chapter 35 of this title (relating to Emergency and Temporary Orders and Permits;
Temporary Suspension or Amendment of Permit Conditions) for a utility:

(1) for which a person has been appointed under Texas Water Code, §13.4132;
or

(2) for which a receiver has been appointed under Texas Water Code, §13.412;
and

(3) if the increase is necessary to ensure the provision of continuous and adequate
services to the utility's customers.

(h) Line extension and construction charges. A utility shall request in a rate change application
that its extension policy be approved or amended. The application shall show the proposed tariff, and
other information requested by the executive director. The request may be made with a request to change
one or more of the utility's other rates.

Adopted November 18, 1998 Effective December 10, 1998
§291.23. Time Between Filings.

Unless the commission requires it to deliver a corrected statement of intent, a utility or two or
more utilities under common control or ownership may not file a notice of intent to increase rates more
than once in a 12-month period except:

(1) to implement an approved purchase water pass through provision;

(2) to adjust the rates of a newly acquired utility system; or
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(3) to comply with a commission order;

(4) to adjust rates authorized by §291.21(b)(2) of this title (relating to Form and Filing of
Tariffs); or

(5) unless the regulatory authority determines that a financial hardship exists. A utility
may be considered to be experiencing a financial hardship if revenues are insufficient to:

(A) cover reasonable and necessary operating expenses; or

(B) cover cash flow needs which may include regulatory sampling requirements,
unusual repair and maintenance expenses, revenues to finance required capital improvements or, in certain
instances, existing debt service reguirements.

Adopted December 6, 1995 Effective January 10, 1996

§291.24. Jurisdiction Over Affiliated Interests.

The commission has jurisdiction over affiliated interests having transactions with utilities under the
jurisdiction of the commission to the extent of access to all accounts and records of those affiliated interests
relating to such transactions, including, but in no way limited to, accounts and records of joint or general
expenses, any portion of which may be applicable to those transactions.

§291.25, Rate Change Applications, Testimony and Exhibits.

(a) A change in rates under the Texas Water Code, §13.187, is initiated by the submission of a
rate filing package which consists of a rate/tariff change application form, or such other forms as
prescribed by the commission, a statement of intent to change rates, and a copy of the notice the applicant
has provided to customers and other affected parties.

(b) A utility filing for a change in rates under the Texas Water Code, §13.187, shall be prepared
to go forward at a hearing on the data which has been submitted under subsection (a) of this section and
sustain the burden of proof of establishing that its proposed changes are just and reasonable.

(c) An original of the completed rate filing package and the number of copies specified in the
application form shall be submitted and filed with the commission. In the event that the proposed rate
change becomes the subject of a hearing, the commission may require or allow, in addition to copies of the
rate filing package, prefiled testimony and exhibits in support of the rate change request.
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(d) The book data included in the schedules and information prepared and submitted as part of the
filing shall be reported in a separate column or columns. All adjustments to book amounts shall also be
shown in a separate column or columns so that books amounts, adjustments thereto, and adjusted amounts
will be clearly disclosed, and any separation and allocation between interstate and intrastate operations
shall be fully disclosed and clearly explained.

(e) All intervenors or protestants shall file the specified number of copies of their prepared
testimony, if required, and exhibits within the time period specified by the judge assigned to the
application.

(fy If required to prefile testimony, the executive director shall prefile, except for good cause, the
prepared testimony and exhibits of its witnesses eight days prior to the final hearing but shall not otherwise
be required to present its case prior to that time, except upon the granting of motions for discovery.

(g) The items in the rate filing package may be modified on a showing of good cause.

Adopted January 13, 1999 Effective Date February 4, 1999

§291.26. Suspension of Rates.

(a) Failure to properly complete the rate application or comply with the notice requirements and
proof of notice requirements may result in suspension of the rate change by the commission or the
executive director. The utility shall not renotify its customers of a new proposed effective date until the
utility receives written notification from the executive director that all deficiencies have been corrected.

(b) The effective date of any rate change may be suspended by the commission or the executive
director if the utility does not have a certificate of convenience and necessity or a completed application
pending with the commission to obtain or to transfer a certificate of convenience and necessity.

Adopted December 6, 1995 Effective January I(, 1996

§291.27. Request for a Review of a Rate Change by Ratepayers Pursuant to the Texas Water
Code, §13.187(b).

(a) Petitions for review of rate actions filed by ratepayers pursuant to the Texas Water Code,
§13.187(b), shall contain the original petition for review with the required signatures. Each signature page
of a petition should contain in legible form the following information for each signatory ratepayer:

(1) aclear and concise statement that the petition is an appeal of a specific rate action of
the water or sewer service supplier in question as well as a concise description and date of that rate action;
and
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(2) the name, telephone number, and street or rural route address {post office box
numbers are not sufficient) of each signatory ratepayer (the petition shall list the address of the location
where service is received if it differs from the residential address of the signatory ratepayer).

(b} Ratepayers may initiate a review of a rate change application by filing individual complaints
rather than joint petitions. Each complaint should contain the information required in subsection (a) of this
section.

(c) In order for a review to be initiated under subsection (a} or (b) of this section, complaints must
be received from a total of 1,000 or 10% of the affected ratepayers, whichever is less.

§291.28. Action on Notice of Rate Change Pursuant to the Texas Water Code, §13.187(b).
The commission may conduct a public hearing on any application.

(1) If, within 60 days after the effective date of the rate change, the commission receives
a complaint from any affected municipality, or from the lesser of 1,000 or 10% of the ratepayers of the
utility over whose rates the commission has original jurisdiction, or on its own motion, the commission
shall set the matter for hearing. If after hearing, the commission finds the rates currently being charged or
those proposed to be charged are unreasonable or in violation of law, the commission shall determine the
rates to be charged by the utility and shall fix the rates by order.

(2) If a hearing is scheduled, the commission may require the utility to provide notice of
the time and place of the hearing to its customers through a billing insert or separate mailing.

(3) If the commission does not receive sufficient customer complaints or if the executive
director does not request a hearing within 120 days after the effective date, the utility's proposed tariff
will be reviewed for compliance with the Code and the provisions of this chapter. If the proposed tariff
complies with the Code and the provisions of this chapter, it shall be stamped approved by the executive
director or his designated representative and a copy returned to the utility. The executive director may
require the utility to notify its customers that sufficient complaints were not received to schedule a hearing
and the proposed rates were approved without hearing.

(4) The executive director or commission may request additional information from any
utility in the course of evaluating the rate/tariff change request, and the utility is required to provide that
information within 20 days of receipt of the request, unless a different time is agreed to. If the utility fails
to provide within a reasonable time after the application is filed the necessary documentation or other
evidence that supports the costs and expenses that are shown in the application, the commission may
disallow the nonsupported expenses.

(5) If the commission sets a rate different from that proposed by the utility in its notice of
intent, the utility shall include in its first billing at the new rate a notice to the customers of the rate set by
the commission including the following statement: "The Texas Natural Resource Conservation
Commission, after public hearing, has established the following rates for utility service:".
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(6) If the commission conducts a hearing, it may establish rates different from those
currently being charged or proposed to be charged by the utility, but the total annual revenue increase
resulting from the commission's rates shall not exceed the greater of the annual revenue increase provided
in the customer notice or revenue increase that would have been produced by the proposed rates except for
the inclusion of reasonable rate case expenses. The commission may reclassify a portion of a utility's
proposed rates as a capital improvement surcharge if the revenues are to be used for capital improvements
or are to service debt on capital items.

Adopted August 21, 1996 Effective September 20, 1996
§291.29. Interim Rates.

(a) The commission or judge may on a motion by the executive director or by the appellant under
the Texas Water Code, §13.043 (a), (b), or (f), as amended, establish interim rates to remain in effect
until a final decision is made.

(b) At any time after the filing of a statement of intent to change rates under the Texas Water
Code, §13.187, as amended, the executive director may petition the commission or judge to set interim
rates to remain in effect until further commission action or a final rate determination is made. After a
hearing is convened, any party may petition the judge or commission to set interim rates.

(c) Interim rates may be established by the commission or judge in those cases under the
commission's original or appellate jurisdiction where the proposed increase in rates could result in an
unreasonable economic hardship on the utility's customers, unjust or unreasonable rates, or failure to set
interim rates could result in an unreasonable economic hardship on the utility.

(d) In making a determination under subsection (c¢) of this section:

(1) The commission or judge may limit its consideration of the matter to oral arguments
of the affected parties and may:

(A) set interim rates not lower than the authorized rates prior to the proposed
increase nor higher than the requested rates;

(B) deny interim rate relief;

(C) require that all or part of the requested rate increase be deposited in an
escrow account in accordance with rules set forth in §291.30 of this title (relating to Escrow of Proceeds
Received Under Rate Increase); or

(2) The commission may remand the request for interim rates to SOAH for an evidentiary
hearing on interim rates. The presiding judge will issue a non-appealable interlocutory ruling setting
interim rates to remain in effect until a final rate determination is made by the commission.
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{e) The establishment of interim rates does not preclude the commission from establishing, as a
final rate, a different rate from the interim rate.

() Unless otherwise agreed to by the parties to the rate proceeding, the retail public utility shall
refund or credit against future bills all sums collected in excess of the rate finally ordered plus interest as
determined by the commission in a reasonable number of monthly installments.

(g) Unless otherwise agreed to by the parties to the rate proceeding, the retail public utility shall
be authorized by the commission to collect the difference, in a reasonable number of monthly installments,
from its customers for the amounts by which the rate finally ordered exceeds the interim rates.

(h) The retail public utility must provide a notice to its customers including the interim rates set by
the commission or judge with the first billing at the interim rates with the following wording: "The Texas
Natural Resource Conservation Commission (or judge) has established the following interim rates 10 be in
effect until the final decision on the requested rate change (appeal) or until another interim rate is
established.”

(i) If the commission or judge establishes interim rates or an escrow account in a proceeding
under Texas Water Code, §13.187, the commission must make a final determination on the rates within
335 days after the effective date of the interim rates or escrowed rates or the rates are automatically
approved as requested by the utility in its application.

Adopted January 13, 1999 Effective February 4, 1999
§291.30. Escrow of Proceeds Received Under Rate Increase.
(a) Rates received during the pendency of a rate proceeding.
{1) During the pendency of its rate proceeding, a utility may be required to deposit alt or

part of the rate increase into an interest-bearing escrow account with a federally insured financial
institution, under such terms and conditions as determined by the commission.

(2) The utility shall file an original and three copies of a completed escrow agreement
between the utility and the financial institution with the commission for review and approval by the
executive director.

(3) If necessary to meet the utility's current operating expenses, or for other good cause
shown, the executive director may authorize the release of funds to the utility from the escrow account
during the pendency of the proceeding,

(4) The executive director, except for good cause shown, shall give all parties-of-record
at least 10 days notice of an intent to release funds from an escrow account. Any party may file a motion
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with the commission to enjoin the executive director's proposed release of escrow funds or to establish
different terms and conditions for the release of escrowed funds.

(5) Upon the commission's establishment of final rates, all funds remaining in the escrow
account shall be released to the utility or ratepayers in accordance with the terms of the commission’s
order.

(b) Surcharge revenues granted by commission order at the conclusion of a rate proceeding.

(1) A uiility may be required to deposit ail or part of surcharge funds authorized by the
commission into an interest-bearing escrow account with a federally insured financial institution, under
such terms and conditions as determined by the commission.

" (2) Prior to collecting any surcharge revenues that are required to be escrowed, the utility
shall submit for executive director approval an original and three copies of a completed escrow agreement
between the utility and the financial institution. If the utility fails to promptly remedy any deficiencies in
the agreement noted by the executive director, the executive director may suspend the collection of
surcharge revenues until the agreement is properly amended.

(3) In order to allow the utility to complete the improvements for which surcharge funds
were granted, the executive director may authorize the release of funds to the utility from the escrow
account after receiving a written request including appropriate documentation.

Adopted December 6, 1995 Effective January 10, 1996
§291.31. Cost of Service.

(a) Components of cost of service. Rates are based upon a utility's cost of rendering service. The
two components of cost of service are allowable expenses and return on invested capital.

(b) Allowable expenses. Only those expenses which are reasonable and necessary to provide
service to the ratepayers shall be included in allowabie expenses. In computing a utility's allowabie
expenses, only the utility's historical test year expenses as adjusted for known and measurable changes will
be considered.

(1) Components of allowabie expenses. Allowable expenses, to the extent they are
reasonable and necessary, and subject to this section, may include, but are not limited to, the following
general categories:

(A) operations and maintenance expense incurred in furnishing normal utility
service and in maintaining utility plant used by and useful to the utility in providing such service (payments
to affiliated interests for costs of service, or any property, right, or thing, or for interest expense shall not
be allowed as an expense for cost of service except as provided in the Texas Water Code, §13.185(¢));
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(B) depreciation expense based on original cost and computed on a sraight line
basis over the useful life of the asset as approved by the commission. Depreciation shail be allowed on all
currently used depreciable utility property owned by the utility except for property provided by explicit
customer agreements or funded by customer contributions in aid of construction. Depreciation on ail
currently used and useful developer or governmental entity contributed property shail be allowed in the
cost of service;

(C) assessments and taxes other than income taxes;

(D) federal income taxes on a normalized basis (federal income taxes shall be
computed according to the provisions of the Texas Water Code, §13.185(f), if applicable);

(E) the reasonable expenditures for ordinary advertising, contributions, and
donations; and

(F) funds expended in support of membership in professional or trade
associations provided such associations, contribute toward the professionalism of their membership.

(2) Expenses not allowed. The following expenses shall not be allowed as a component
of cost of service:

(A) legislative advocacy expenses, whether made directly or indirectly,
including, but not limited to, legislative advocacy expenses included in professional or trade association
dues;

(B) funds expended in support of political candidates;
(C) funds expended in support of any political movement;
(D) funds expended in promotion of political or religious causes;

(E) funds expended in support of or membership in social, recreational, fraternal,
or religious clubs or organizations;

(F) funds promoting increased consumption of water;

(G) additional funds expended to mail any parcel or letter containing any of the
items mentioned in subparagraphs (A)-(F) of this paragraph;

(H) costs, including, but not limited to, interest expense of processing a refund or
credit of sums collected in excess of the rate finally ordered by the commission; and

(I) any expenditure found by the commission to be unreasonable, unnecessary, or
not in the public interest, including, but not limited to, executive salaries, advertising expenses, rate case
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expenses, legal expenses, penalties and interest on overdue taxes, criminal penalties or fines, and civil
penalties or fines.

(c) Return on invested capital. The return on invested capital is the rate of return times invested -
capital.

(1) Rate of return. The commission shall allow each utility a reasonable opportunity to
earn a reasonable rate of return, which is expressed as a percentage of invested capital, and shail fix the
rate of return in accordance with the following principles.

(A) The return should be reasonably sufficient to assure confidence in the
financial soundness of the utility and should be adequate, under efficient and economical management, to
maintain and support its credit and enable it to raise the money necessary for the proper discharge of its
public duties.

(B) The commission shall consider the efforts and achievements of the utility in
the conservation of resources, the quality of the utility's services, the efficiency of the utility's operations,
and the quality of the utility’s management, along with other relevant conditions and practices.

(C) The commission may, in addition, consider inflation, deflation, the growth
rate of the service area, and the need for the utility to attract new capital. In each case, the commission
shall consider the utility's cost of capital, which is the composite of the cost of the various classes of capital
used by the utility.

(i) Debt capital. The cost of debt capital is the actual cost of debt.

(ii) Equity capital. The cost of équity capital shall be based upon a fair
return on its value. For companies with ownership expressed in terms of shares of stock, equity capital
commonly consists of the following classes of stock.

() Common stock capital. The cost of common stock capital
shall be based upon a fair return on its value.

(ID) Preferred stock capital. The cost of preferred stock capital
is its annual dividend requirement, if any, plus an adjustment for premiums, discounts, and cost of
issuance.

(2) Invested capital, also referred to as rate base. The rate of return is applied (o the rate
base. Components to be included in determining the rate base are as follows:

(A) original cost, less accumulated depreciation, of utility plant, property and
equipment used by and useful to the utility in providing service:
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(i) Original cost shall be the actual money cost, or the actuai money
value of any consideration paid other than money, of the property at the time it shall have been dedicated
to public use, whether by the utility which is the present owner or by a predecessor;

(ii) Reserve for depreciation is the accumulation of recognized
allocations of original cost, representing recovery of initial investment, over the estimated useful life of the
asset. Depreciation shall be computed on a straight line basis over the expected useful life of the item or
facility;

(iii) The original cost of plant, property, and equipment acquired from an
affiliated interest shail not be included in invested capital except as provided in the Texas Water Code,
§13.185(e);

(iv) Utility property funded by explicit customer agreements or customer
contributions in aid of construction such as surcharges may not be included in original cost or invested
capital.

(B) working capital allowance to be composed of, but not limited to the
following:

(i) reasonable inventories of materials and supplies, held specificaily for
purposes of permitting efficient operation of the utility in providing normal utility service;

(ii) reasonable prepayments for operating expenses {prepayments to
affiliated interests shall be subject to the standards set forth in the Texas Water Code, §13.185(e); and

(iii) a reasonable allowance up to one-eighth of total annual operations
and maintenance expense excluding amounts charged to operations and maintenance expense for materials,
supplies, and prepayments (operations and maintenance expense does not include depreciation, other taxes,
or federal income taxes).

(3) Items not included in rate base. Unless otherwise determined by the commission, for
good cause shown, the following items will not be included in determining the overall rate base.

(A) Miscellapeous items. Certain items which include, but are not limited to, the
following:

(i) accumulated reserve for deferred federal income taxes;

(ii) unamortized investment tax credit to the extent allowed by the
Internal Revenue Code;

(iii) contingency and/or property insurance reserves;

(iv) contributions in aid of construction; and
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(v) other sources of cost-free capital, as determined by the commission.

(B) Construction work in progress. Under ordinary circumstances the rate base
shall consist only of those items which are used and useful in providing service to the public. Under
exceptional circumstances, the commission may include construction work in progress in rate base to the
extent that the utility has proven that:

(i) the inclusion is necessary to the financial integrity of the utility; and

(ii) major projects under construction have been efficiently and prudently
planned and managed. However, construction work in progress shall not be allowed for any portion of a
major project which the utility has failed to prove was efficiently and prudently planned and managed.

(d) Recovery of positive acquisition adjustments.

(1) For utility plant, property, and equipment acquired by a utility from another retail
public utility as a sale, merger, etc. of utility service area for which an application for approval of sale has
been filed with the commission on or after September 1, 1997, and that sale application closed thereafter, a
positive acquisition adjustment will be allowed to the extent that the acquiring utility proves that:

(A) the property is used and useful in providing water or sewer service at the
time of the acquisition or as a result of the acquisition;

(B) reasonable, prudent, and timely investments will be made if required to bring
the system into compliance with all applicable rules and regulations;

(C) as a result of the sale, merger, etc.:

(i) the customers of the system being acquired will receive higher quality
or more reliable water or sewer service or that the acquisition was necessary so that customers of the
acquiring utility’s other systems could receive higher quality or more reliable water or sewer service;

(ii) regionalization of retail public utilities (meaning a pooling of
financial, managerial, or technical resources which achieve economies of scale or efficiencies of service)
was achieved; or

(iii) the acquiring system will become financially stable and technically
sound as a resuit of the acquisition, or the system being acquired which is not financially stable and
technically sound will become a part of a financially stable and technically sound utility;

(D) any and all transactions between the buyer and the seller entered into as a
part or condition of the sale are fully disclosed to the executive director and were conducted at arm’s

length;
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(E) the actual purchase price is reasonable in consideration of the condition of the
plant, property, and equipment being acquired; the impact on customer rates if the acquisition adjustment
is granted; the benefits to the customers; and, the amount of contributions in aid of construction in the
system being acquired;

(F) in a single or multi-stage sale, the owner of the acquired retail public utility
and the final acquiring utility are not affiliated. A multi-stage sale is where a stock transaction is followed
by a transfer of assets in what is essentially a single sales transaction. A positive acquisition adjustment is
aliowed only in those cases where the multi-stage transaction was fully disclosed to the executive director
in the application for approval of the initial stock sale. Any muiti-stage sale occurring between September
1, 1997, and the effective date of these rules is exempt from the requirement for executive director
notification at the time of the approval of the initial sale, but must provide such netification within 60 days
of the effective date of these rules; and

(G) the rates charged by the acquiring utility to its preacquisition customers will
not increase unreasonably because of the acquisition.

(2) The amount of the acquisition adjustment approved by the regulatory authority, shall
be amortized using a straight line method over a period equal to the weighted average remaining useful
life of the acquired plant, property, and equipment, at an interest rate equal to the rate of return
determined under subsection (c) of this section. The acquisition adjustment may be treated as a surcharge
and may be recovered using non-system-wide rates.

(3) The authorization for and the amount of an acquisition adjustment can only be
determined as a part of a rate change application.

(4) The acquisition adjustment can only be included in rates as a part of a rate change
application.

Adopted January 13, 1999 Effective February 4, 1999

§291.32. Rate Design.

(a) General. In fixing the rates of a utility, the commission shall fix its overall revenues at a level
which will permit such utility a reasonable opportunity to earn a reasonable return on its invested capital
used and useful in rendering service to the public, over and above its reasonable and necessary operating
expenses (unless an alternative rate method is used as set forth in §291.34 of this title (relating to
Alternative Rate Methods), and preserve the financial integrity of the utility.

(b) Conservation.

(1) In order to encourage the prudent use of water or promote conservation, water and
sewer utilities shall not apply rate structures which offer discounts or encourage increased usage within any
customer class.
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(2) After receiving final authorization from the regulatory authority through a rate change
proceeding, a utility may implement a water conservation surcharge using an inclining block rate or other
conservation rate structure. A utility may not implement such a rate structure to avoid providing facilities
necessary to meet the commission’s minimum standards for public drinking water systems. A water
conservation rate structure may generate revenues over and above the utility’s usual cost of service:

(A) to reduce water usage or promote conservation either on a continuing basis or
in specified restricted use periods identified in the utility’s tariff in order to:

(i) comply with mandatory reductions directed by a wholesale supplier or
underground water district; or

(ii) maintain acceptable pressure or storage during drought periods, or
other water rationing conditions authorized by an approved water rationing plan;

{B) to generate additional revenues necessary to provide facilities for maintaining
or increasing water supply, treatment, production, or distribution capacity.

(3) All additional revenues over and above the utility’s usual cost of service collected
under paragraph {2) of this subsection:

(A) must be accounted for separately and reported to the executive director, as
requested;

(B) are considered customer contributed capital unless otherwise specified in a
commission order; and

(C) may only be used in a manner approved by the executive director for
applications not subject to hearing under Texas Water Code, §13.187(b).

(¢) Volume charges. Charges for additional usage above the base rate shall be based on metered
usage over and above any volume included in the base rate rounded up or down as appropriate to the
nearest 1,000 gallons or 100 cubic feet, or the fractional portion of the usage.

(d) Surcharges.

(1) Capital improvements. In a rate proceeding, the commission may authorize collection
of additional revenues from the customers to provide funds for capital improvements necessary to provide
facilities capable of providing adequate and continuous utility service, and for the preparation of design and
planning documents.

(2) Debt repayments. In a rate proceeding, the commission may authorize collection of
additional revenues from customers to provide funds for debt repayments and associated costs, including
funds necessary to establish contingency funds and reserve funds. Surcharge funds may be collected to
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meet all of the requirements of the Texas Water Development Board in regard to financial assistance from
the Safe Drinking Water Revolving Fund.

Adopted January 13, 1999 Effective February 4, 1999
§291.34. Alternative Rate Methods.

(a) To ensure that retail customers receive a higher quality or more reliable water or sewer
service, to encourage regionalization, or to maintain financially stable and technically sound utilities, the
commission may utilize alternate methods of establishing rates. The commission shall assure that rates,
operations, and service are just and reasonable to the consumers and to the utilities. The executive director
may prescribe modified rate filing packages for these alternate methods of establishing rates.

(b) Single issue rate change. Unless a utility is using the cash needs method, it may request
approval to increase rates to reflect a change in any one specific cost component. The following conditions
shall apply to this type of request.

(1) The proposed effective date of the single issue rate change request must be
within 24 months of the effective date of the last rate change request in which a complete rate change
application was filed.

(2) The change in rates is limited to those amounts necessary to recover the
increase in the specific cost component and the increase will be allocated to the rate structure in the same
manner as in the previous rate change.

(3) The scope of a single issue rate proceeding is limited to the single issue
prompting a change in rates. For capital items this includes depreciation and return determined using the
rate of return established in the prior rate change proceeding.

(4) The utility shall provide notice as described in §291.22(a)-(e) of this title
(relating to Notice of Intent to Change Rates), and the notice shall describe the cost component and reason
for the increased cost.

(5) A utility exercising this option is required to submit a complete rate change
application within three years following the effective date of the single issue rate change request.

(c) Phased and multi-step rate changes. In a rate proceeding, the commission may authorize a
phased, stepped, or multi-year approach to setting and implementing rates to eliminate the requirement that
a utility file another rate application.

(1) A utility may request to use the phased or multi-step rate method:
(A) to include the capital cost of installation of utility plant items that are

necessary to improve service or achieve compliance with commission regulations in the utility’s rate base
and operating expenses in the revenue requirement when facilities are placed in service;
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(B) to provide additional construction funds after major milestones are met;

(C) to provide assurance to a lender that rates will be immediately increased
when facilities are placed in service;

(D) to allow a utility to move to metered rates from unmetered rates as soon as
meters can be installed at all service connections;

(E) to phase in increased rates when a utility has been acquired by another utility
with higher rates;

(F) to phase in rates when a utility with multiple rate schedules is making the
transition to a system-wide rate structure; or

{G) when requested by the utility.

(2) Construction schedules and cost estimates for new facilities which are the basis for the
phased or multi-step rate increase must be prepared by a licensed professional engineer.

(3) Unless otherwise specified in the commission order, the next phase or step cannot be
implemented without verification of completion of each step by a licensed professional engineer, agency
inspector, or agency subcontractor.

(4) At the time each rate step is implemented, the utility must review actual costs of
construction versus the estimates upon which the phase-in rates were based. If the revenues received from
the phased or multi-step rates are higher than what the actual costs indicate, the excess amount must be
reported to the executive director prior to implementing the next phase or step. Unless otherwise specified
in a commission order or directed by the executive director, the utility may:

(A) refund or credit the overage to the customers in a lump sum; or

(B) retain the excess to cover shortages on later phases of the project. Any
revenues retained but not needed for later phases must be proportioned and refunded to the customers at
the end of the project with interest paid at the rate on deposits.

(5) The original notice to customers must include the proposed phased or multi-step rate
change and informational notice must be provided to customers and the executive director 30 days prior to
the implementation of each step.

(6) A utility that requests and receives a phased or multi step rate increase cannot apply
for another rate increase during the period of the phase-in rate intervals unless:

(A) the utility can prove financial hardship; or
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(B) the utility is willing to void the next steps of the phase-in rate structure and
undergo a full cost of service analysis.

(d) Cash needs method. The cash needs method of establishing rates allows a utility to recover
reasonable and prudently incurred debt service, a reasonable cash reserve account, and other expenses not
allowed under standard methods of establishing rates.

(1) A utility may request to use the cash needs method of setting rates if:

(A) the utility is a nonprofit corporation controlled by individuals who are
customers and who represent a majority of the customers; or

(B) the utility can demonstrate that use of the cash needs basis:
(i) is necessary to preserve the financial integrity of the utility;

(ii) will enable it to develop the necessary financial, managerial, and
technical capacity of the utility; and

(iii) will result in higher quality and more reliable utility service for
customers.

(2) Under the cash needs method, the allowable components of cost of service are:
allowable operating and maintenance expenses; depreciation expense; reasonable and prudently incurred
debt service costs; recurring capital improvements, replacements, and extensions which are not debt-
financed; and a reasonable cash reserve account.

(A) Allowable operating and maintenance expenses: only those expenses which
are reasonable and necessary to provide service to the ratepayers shall be included in allowable operations
and maintenance expenses and shall be based on the utility's historical test year expenses as adjusted for
known and measurable changes and reasonably anticipated, prudent projected expenses.

(B) Depreciation expense: depreciation expense may be included on any used
and useful depreciable plant, property, or equipment which was paid for by the utility and which has a
positive net book value on the effective date of the rate change.

(C) Debt service costs. Cash outlays to an unaffiliated interest necessary to repay
principal and interest on reasonably and prudently incurred loans. If required by the lender, debt service
costs may also include amounts placed in a debt service reserve account in escrow or as required by the
commission, Texas Water Development Board, or other state or federal agency or other financial
institution. Hypothetical debt service costs may be used for:
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(i) self-financed major capital asset purchases where the useful life of the
asset is ten years or more. Hypothetical debt service costs may include the debt repayments using an
amortization schedule with the same term as the estimated service life of the asset using the prime interest
rate at the time the application is filed;

(ii) prospective loans to be executed after the new rates are effective.
Any pre-commitments, amortization schedules or other documentation from the financial institution
pertaining to the prospective loan must be presented for consideration.

(D) Recurring capital improvements, replacements, and extensions which are not
debt-financed. Capital assets, repairs, or extensions which are a part of the normal business of the utility
may be included as allowable expenses. This does not include routine capital expenses which are
specifically debt-financed.

{E) Cash reserve account: a reasonable cash reserve account, up to 10% of
annual operation and maintenance expenses, shall be maintained and revenues to fund it may be included
as an allowable expense. Funds from this account may be used to pay expenses incurred before revenues
from rates are received and for extraordinary repair and maintenance expenses and other capital needs or
unanticipated expenses if approved in writing by the executive director. The utility shall account for these
tunds separately and report to the commission as required by the executive director. Unless the utility
requests an exception in writing and the exception is explicitly allowed by the executive director in writing,
any funds in excess of 10%, shall be refunded to the customers each year with the January billing either as
a credit on the bill or refund accompanied by a written explanation which explains the method used to
calculate the amounts to be refunded. Each customer shall receive the same refund amount. These
reserves are not for the personal use of the management or ownership of the utility and may not be used to
compensate an owner, manager, or individual employee above the amount approved for that position in the
most recent rate change request unless authorized in writing by the executive director.

(3) If the revenues collected exceed the actual cost of service, defined in subsection (d)(2)
of this section, during any calendar year, these excess cash revenues must be placed in the cash reserve
account described in subsection (d)(2)(D) of this section and become subject to the same restrictions.

(4) If the utility demonstrates to the executive director that it has reduced expenses
through its efforts, and has improved its financial, managerial, and technical capability, the executive
director may allow the utility to retain 50% of the savings which result for the personal use of the
management or ownership of the utility rather than pass on the full amount of the savings through lower
rates or refund all of the amounts saved to the customers.

(5) If a utility elects to use the cash needs method, it may not elect to use the utility
method for any rate change application initiated within five years after beginning to use the cash needs
method. If after the five-year period, the utility does elect to use the utility method, it may not include in
rate base, or recover the depreciation expense, for the portion of any capital assets paid for by customers
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as a result of including debt service costs in rates. It may, however, include in rate base, and recover
through rates, the depreciation expense for capital assets which were not paid for by customers as a result
of including debt service costs in rates. The net book value of these assets may be recovered over the
remaining useful life of the asset.

Adopted January 13, 1599 Effective February 4,1999
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Charlotte, NC

Managed Competition

Overview

The City of Charlotte established a policy to actively pursue opportunities including competition
and outsourcing to reduce the costs of providing public services. Water and wastewater services
are provided for Charlotte and Mecklenburg County by the Charlotte-Mecklenburg Utility
Department (CMUD) which operates all three water treatment plants and five wastewater
treatment plants serving the area. The CMUD service area serves approximately 500,000
persons. The City's motivation for adopting cost reduction policy in serving customer was its

continuing wastewater treatment costs.

Backgound - Preparation for Competition

In 1990, the City put together a taskforce to determine potential cost savings for the water and
wastewater utility by comparing cities of similar characteristics involved in contract operations.
Results of the rough “benchmarking” exercise illustrated potential estimated savings of 20-50%
for the City. Each department then had the responsibility of developing a five-year competition
plan that would ultimately lead to the aforementioned savings. The City provided roughly
$500,000 for consulting, cross training, technical, and management assistance resources to
prepare the City for competition with private contractors. In addition, the labor force was
constricted through attrition during the five-year plan. Resulting labor issues were minimal since

there is no union.

The Competition and Procurement Processes

In addition to its "right-sizing" process, the City has also embraced using outside competition in
its procurement process. To explore cost savings opportunities via privatization, CMUD initially
offered one water treatment plant and one wastewater treatment plant for contract operations.
The procurement process included a qualifications phase to develop a short list of qualified
bidders and a technical proposal to evaluate operational capabilities and potential cost savings.
CMUD then also developed its own proposal to compete with the contract operator's proposals.

Strong efforts were made to ensure comparable evaluations and rankings of all proposals.
Evaluation criteria included cost, relevant company experience, experience and qualifications of
staff, technical resources of each company, financial resources of each company, performance
history, project understanding and contracting suggestions. Numerous sub-criteria were
developed for each primary criteria issue. In the evaluations and rankings, cost was given



primary weight based on a net present value comparison of the proposed annual fees for each
year of the five year contract.

A six member evaluation team was assisted by an independent consulting team to manage the
procurement process and to assist in the evaluaticn of qualifications and cost proposals that

were submitted.

Results

In 1996, of all contracts put out to bid, the City won all but one centract. The price proposed by
CMUD's "in-house" team was substantially lower than the lowest private sector bid and predicted
approximately 30% savings over its prior year budget.

The City's in-house proposal included several approaches for reducing operating costs including
staff reductions, increased automation, and improved process control equipment. A separate
cost center and special cost reporting requirements were set up to track the performance of the
City in meeting cost savings goals specified in the proposal for plant operation. Failure to meet
the cost savings would mean that the City's contract could be terminated and operation of the
plants would be offered again for privatization. Performance incentives were developed making
employee bonuses contingent on cost savings above the savings specified in the proposal. The
interview indicated that since 1996, the utility has saved about $9 million annually.

Keys to Success (i.e. efficiency and cost savings)

+ The five-year competition plan was driven by the departments. It is a “bottom-up”
approach that bypasses politically driven short-term decision making.

*

Employees were given time and resources to bid competitively.

*

The City realized that they didn't have to “reinvent the wheel." “Tried and true™ methods
of cost cutting and efficiency were examined and followed.

+ Financial incentive programs were implemented. “Gain sharing” is an incentive
program provided to City personnel if they win the contract. Under the “gain sharing”
plan, employees ratably share 50% of each dollar saved from their department’s
budgeted bid. Some departments have enjoyed the financial success of “gain sharing”
and others have dealt with the dismay of bidding too competitively.

+ Open communications between the City and all potential bidders helps foster an
atmosphere of cooperation and fair competition.

+ An objective evaluaticn process that is fair for all bidders is essential to attract qualified

bidders and minimize the risk of legal challenges. An objective and quantified process

helps differentiate proposals.



A two-step procurement process, first for qualifications, and then for proposals can help

+

streamline the process, particularly if a large number of proposals are anticipated.
Qualifications submittals are easier and less expensive for firms to prepare, and
facilitate the City's job of initially screening out candidates to a short list. By soliciting
RFPs exclusively from the short list, the City's evaluation process will be accelerated.

+ The RFP should include a draft service agreement to further define the proposed scope
of services and responsibilities to be performed. The draft service agreement should be
comprehensive and explicit. The information in the draft service agreement will allow
bidders to develop specific recommendations for operating and maintaining the facility.
It will also provide a more consistent basis for comparing proposals and lead to fewer
problems in negotiating a final agreement.

+ Internal evaluation of indirect costs associated with the in-house proposal can be
complex. Guidelines for evaluating these costs will be important to ensure a level
playing field among all bidders.

+ Careful definitions of maintenance requirements and specifications of costs to be
assumed by the contractor and by the City provide an important foundation for high
quality proposals. This will help parties to more clearly understand their respective cost
responsibilities. It will also assist the city in evaluating each proposal's cost-
effectiveness.

+ If a public entity is given the opportunity to propose on a competitive basis with private
sector providers, opportunities for significant cost savings are possible from both public

and private bidders.

Policy Issues

The most significant policy issue in the competition and procurement processes for the city was
to ensure an objective and fair evaluation of proposals, including the in-house municipal
proposal. The City was keenly aware that the process had to be equitable and entirely fair to all
bidders in order to attract qualified bidders and avoid possible legal challenges. The City was
circumspect to avoid treating the in-house municipal employee bidding team and its proposal

with preference.

Careful planning of the procurement process was also important. Issues included independence
and separation between the proposing team and the evaluation team. Defailed direct and
indirect municipal cost separation and allocation was important to assure all of the in-house
employee team's operating costs were included under the scope of operations identified in the
RFP.



Concerns about fairness and public perception required emphasis on equal treatment for all
competing parties throughout the process. Companies were strongly encouraged to provide
input and comments during the procurement process. A draft RFP was submitted to all potential
bidders for review and comment including a draft service agreement with specific instructions on
how proposals were to be prepared and submitted. The issue of maintenance costs and bidder
cost responsibilities were clearly defined in the contract's requirements for corrective, preventive,

and predictive maintenance, including limits on maintenance costs for inclusion in the proposal.



Seattle
Design Build Operate

Background - Preparation for Competition
The City originally planned to follow the traditional approach in building water treatment facilities.
Based on pre-design work the City anticipated total costs of $156 million dollars.

The City eventually sought a DBO partnership. The rationale was based on the creation of an
environment to create a synergism of expertise and cost savings.

Results

Although the company is only 6 months into the build phase, the project has progressed on time
and budget. Use of the DBO (design-build-operate) process has derived an estimated $70
million doflars or 40% in cost savings for the City over a 25 year time frame.

Keys to Success (i.e. efficiency and cost savings)1
+ Close Relationship between designer and constructor, leading to:
— a more economical design;
— application of cost saving construction techniques;
-~ elimination of owner mediation to resolve disputes between the designer and
constructor; and
— purchase of critical components able to start prior to final design completion
+ Operational efficiencies, such as:
— highly automated facilities;
- bulk purchasing of supplies and material; and
— introduction of new technology by large operating firm, thereby driving down fong-
term operating costs.

+ Incentives for the contractor to design and build a reliable facility

+ Competitive market savings, due to:

— keen international market interest

- qualified competitors wanting to establish a long-term market niche
+ Negatiation Process

— Clarity and detail of a draft agreement
— Risk posture/allocation

— Minimize amount of contingency in their prices

" http://www.ci.seattle. wa.us/util/dw/tolt/Projsum. htm



Indianapolis, IN
Operations & Maintenance Contract

Background - Preparation for Competition

In November of 1993, the City of Indianapolis signed a 5 year public/private partnership for the
City’s two wastewater treatment plants. Through a competitive bid process, the City fleshed out
the company that exceeded environmental thresholds while providing substantial potential

annual cost savings.

Results

The City has saved about $65 million in the last 5 years or 35% annually. In addition to the cost
savings and environmental compliance, the City has been very pleased with the increased
expertise gained from the company.

Keys to Success (i.e. efficiency, cost savings)
+ Contract administration:
— c¢an make or break a potentially successful long-term relationship. The City's
Contract Administrator has been one who appeals to all parties.

+ Examination of all O&M costs by line item prior to entering the contract.
— Employees and equipment that perform tasks in multiple departments must have their
costs properly allocated prior to contract execution to avoid cross subsidization.

+ Negotiation with the union.

- The company promised that all employees would at least maintain their current salary
and title status. One hundred people were essentially cut from the workforce
overnight (320 to 215). Roughly half of the one hundred workers took severence
packages and the other half took new positions within the City.

+ Realization that the company is in the contract to make a profit
— The City monitors the quality of water and the maintenance system by performing
audits to verify the company is at least maintaining standards set forth within the
contract.



Franklin, OH
Sale

Background — Preparation for Competition

The City of Franklin was the largest provider of the wastewater treatment plant owned by the
Miami Conservancy District (MCD). MCD’s primary function is flood control, however they
financed the wastewater treatment plant because they had the ability to obtain grant funding for
the project. MCD never really wanted to get into the business, so they immediately contracted
operations and maintenance services to EOS Wheelabrator. In 1995 the asset was sold for
$6.85 million to U.S. Filter who also acquired EOS Wheelabrator.

Results
Employees remained constant because of the acquisition of EOS Wheelabrator. The City
continued to bill customers in the same fashion. Rates were cut by 28% with increases tied only

to inflationary adjustments.

Keys to Success

+ Preparation of materials for the request for approval under 12803.

¢ Federal Issues resolved:
- IRS Regulations pertaining tc municipal bond repayment
—  NPDES permit status
— Implementation of the Municipal Industrial Pretreatment Program

+ Local Issues resolved:
—  Contract negotiation
- Userrates
— Valuation methodology setected for the plant repurchase at the end of the contract



Cranston, R.I.

Lease

Background
The City of Cranston made the decision in 1988 to contract out the OM&M (operations
maintenance and management) of the secondary wastewater treatment facility to PSG

(Professional Services Group).

In 1996, the City decided to expand its public private partnership endeavors due to a higher level
of need for capital improvements. In March of 1997, the City executed a 25-year lease
transaction. The total lease arrangement is valued at $400 million. The lease agreement
includes repair and capital improvements to the plant and collection system, as well as satisfying

a consent decree to upgrade tc advanced treatment.

Results of Competition
The OM&M partnership reduced operaticn costs and significantly improved piant effluent quality.
The City ultimately saved about $4 million over the life of the 5-year OM&M agreement.

The lease agreement was approved by the EPA under Executive Order 12803. The deal
included a $48 million concession fee and $74 million over the course of the 25-year contract.
These funds are being used to:

— repay a loan from the general fund to the sewer enterprise fund;

— eliminate the City budget deficit; and

— defease general obligation debt carried in the sewer fund.

Keys to Success
+ Since leases are included in E.O. 12803:
— The City had to obtain a federal construction grant deviation since they received EPA
grant funds to originally construct the facility.
— Prepare additional materials for EPA approval.
+ Conducted successful negotiations and maintained relationships with:
— unions (PSG originally guaranteed employment to all City staff for one year. Since the
lease agreement, staff has increased and union contracts renewed);
— ratepayers (Resolved concerns through open information and communication.)
— City Council (Prepared and clearly presented findings and recommendations on

competitive bids)



- regulatory agencies (under E.O. 12803 the City was prepared for approval with the
EPA)
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Comprehensive Listing of Texas Cities

with Contract Operations Agreements

Abbott

Aledo

Alice

Angleton
Arcola

Austin

Avinger
Bastrop

Bexar Met. Water District
Blum

Brushy Creek MUD
Bullard
Burkburnett
Bynum
Callisburg
Colmesneil
Corpus Christi*
Dallas

Del Rio

Donna

Elgin

Fort Worth
Frost

Freeport
Fulshear
Galveston
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* Considered, but did not implement a contract.

Georgetown
Gladewater
Goodrich
Grandview
Gregory
Harker Heights
Hillcrest Village
Hockley
Houston
Huntsville
Ingleside

ltaly

Lakeport

Katy

Kingwood
Lampasas
Leander
Lindsay
Malone
McAllen
Mercedes
Mertens
Nacogdoches
New Waverley
Odem

Orange
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Ore City
Palacios
Pampa
Panhandie
Pasadena
Portland
Rio Vista
Round Rock
Roxton

San Benito
San Marcos
Smithville
Stephenville
Tatum
Temple
Tomball
Tyler
Vernon
\Waco
Weslaco
Westlake
Willow Park

Woodbranch Village

Woodcreek
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§2155.073 GOVERNMENT CODE
Title 10

{6) making recommendations to state agencies to simplify contract specili-
cations and terms to increase the opportunities for small business partic-
ipation;

(7) working with state agencies to establish a statewide policy for increas-
ing the use of small businesses:

(8) assisting state agencies in seeking small businesses capable of supply-
ing goods and services that the agencies require;

(9} assisting state agencies in identifving and advising small businesses on
the types of goods and services needed by the agencies; and

(10} assisting state agencies in increasing the volume of business placed
with small businesses.

Added by Acts 1993, 74th Leg., ch. 41, § 1, eff. Sept. 1, 1995,

Historical and Statutory Notes

Prior Laws: V.T.C.A., Government Code § 431.1053,
Acts 1987, 70th Leg., ch. 374, § 1. Acts [993, 73rd Leg., ch. 906, § i.16.
Vernon's Ann.Civ.St art. +413(301), § 3.005. Vernon's Ann.Civ.St. art. 801b, § 3.231.

Acts 1989, 7ist Leg.. ch. 4+ § 3.01.

§ 2155.074. State Business Daily; Notice Regarding Procurements Ex-
ceeding $25,000

Text of section us added bv Acts 1997, 75th Leg., ch. 508, § [/

(a) Except as provided by Subsection (n), this section applies to each state
agency making a procurement that will exceed $23,000 in value. without regard
to the source of funds the agency will use for the procurement, including a
procurement that:

(1) is otherwise exempt from the commission's purchasing authority or the-
application of this subtitle;

(2) is made under delegated purchasing authority;
(3) is related to a construction project; or
(4} is a procurement of professional or consulting services.

(b) In this section, “department” means the Texas Department of Com-
1
merce.

(¢) The department cach business day shall produce and post a business dailyv
in an electronic format. The department shall post in the business daily
information as prescribed by this section about each state agency procurement
that will exceed 323,000 in value. The department shail also post in the
business daily other information relating to the business activity of the state
that the department considers to be of interest to the public.

(d) The department shall make the business daily available on the Internet
through its information service known as the Texas Marketplace or through a
suitable successor information service that will make the information availabic

320



GENERAL GOVERNMENT. §2155.074
Ch. 2155

on the Internet. The department and each state agency shall cooperate in
making the electronic business daily available.

{e} To accommodate businesses that do not have the technical means to
access the business dailv, governmental and nongovernmental entities such as
public libraries, chambers of commerce, trade associations., small business
development centers, economic development departments of local govern-
ments, and state agencies may provide public access to the business dailv. A
governmental entity may recover the direct cost of providing the public access
only bv charging a fee for downloading procurement notices and bid or
proposal solicitation packages posted in the business dailv. A nongovernmen-
tal entity may use information posted in the business daily in providing a
service that is more than only the downloading of information from the
business daily, including a service bv which appropriate bidders or offerors are
matched with information that is relevant to those bidders or offerors, and may
charge a lawful fee that the entity considers appropriate for the service.

(D The department and other state agencies mav not charge a fee designed to
recover the cost of preparing and gathering the information that is published in
the business daily. These costs are considered part of a procuring agency's
responsibility to publicly inform potential bidders or offerors of its procurement
opportunities.

(2) A state agency shall post in the business dailv either the entire bid or
proposal solicitation package or a notice that includes at a minimum the
following information for each procurement that the state agency will make
that is estimated to exceed $25,000 in value:

(1) a brief description of the goods or services to be procured and any
applicable state product or service codes for the goods and services:

(2) the last date on which bids, proposals, or other applicable expressions
of interest will be accepted;

(3) the estimated quantity of goods or services to be procured:

(4) if applicable, the previous price paid bv the state agency for the same
or similar zoods or services;

(5) the estimated date on which the goods or services to be procured will
be needed: and

{6) the name, business mailing address, and business telephone number of
the state agency emploves a person mayv contact to cbrain all necessarv
information related to making a bid or proposal or other apolicable expres-
sicn of interest for the procurement contract.

{h) The state agency shall continue to either:

(1} post notice of the procurement in accordance with Subsection (g} until
the latest of 21 calendar davs after the date the notice is first posted; the date
the state agency will no longer accept bids. proposals. or other applicable
expressions of interest for the procurement; or the date the state agency
decides not to make the procurement: or
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§2155.074 GOVERNMENT CODE
Title 10

(2) post the entire bid or propesal solicitation package in accordance with
Subsection (g) until the latest of 14 calendar dayvs after the date the bid or
proposal solicitation package is first posted: the date the state agency will no
longer accept bids, proposals, or other applicable expressions of interest for
the procurement: or the date the state agency decides not to make the
procurement.

(i) A state agency may not award the procurement contract and shall contin-
ue to accept bids or proposals or other applicable expressions of interest for the
procurement contract for at least 21 calendar davs after the date the state
agency first posted notice of the procurement in accordance with Subsection
(g) or 14 calendar days after the date the state agency first posted the entire bid
or proposal solicitation package in accordance with Subsection {g). as applica-
ole. The minimum time for posting required by this subsection and Subsection
(h) does not apply in an emerzency requiring the state agency to make the
procurement more quickly to prevent a hazard to life, health, safety, welfare, or
property or to avoid undue additional cost to the state.

(j) A contract or procurement award made by a state agency that violates the
applicable minimum tme for posting required by Subsections (h) and (i) is
void.

(k) Each state agency that will award a procurement contract estimated to
exceed $25,000 in value shall send to the department:

(1) the information the department requires for posting in the state busi-
ness daily under this section: and

(2) a notice when the procurement contract has been awarded or when the
state agency has decided to not make the procurement.

(/) The department may adopr rules, prescribe forms, and require informa-
tion to administer this section. The department shall send any proposed rules
to the governor. Legislative Budger Soard, comptroller, state auditor, and
commission for review and comment. The department’s rules shall require
that each state agencv, to the extent feasible, shall directly and electronically
post its own notices or solicitation packages under Subsections g} and (h).

(m) The requirements of this section are in addition to the requirements of
other law relating to the solicitation of bids, proposals, or expressions of
interest for a procurement by a state agencv. This section does not affect
whether a state agency is required to award a procurement contract through
competitive bidding, competitive sealed proposals. or another method.

(n) This section does not apply to a state agency to which Section 31.9333 or
73.113, Educarion Cede, applies.

Added by Acts 1997, 75th Leg., ch. 308. § [, eff. June 1, 1993,

! The Texas Department of Commerce is aboiished and its powers and duties are transterred :o
the Texas Departinent of Economic Development. A reference in law to the Texas Deparument of
Commerce means the Texas Department of Economic Development.  Acts 1997, 75th Leg., ch.
1041, § 32(b),
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§$2155.074

For text of section as added bv Acts 1997, 75th Leg., ch. 1206, § 6, see

$ 8§ 2155.074, post.

Historical and Statutory Notes

Sections 2 and 3 of Acts 1997, 75th Leg., ch.
508 provide:

“Sec. 2. The minimum posting time require-
ment of Subsections (h) and (i), Section
2155.074, Government Code, as added by this
Act, and the provisions of Subsection (j), Sec-
tion 2155.074, Government Code, as added bv

this Act, apply only to a procurement contract
awarded on or after July 1, 1998.

“Sec. 3. This Act takes effect June 1, 1998,
except that the Texas Department of Commerce
may adopt rules, procedures, and forms and
make agreements necessary to administer this
Act beginning September 1, 1997."

§ 2155.074. Best Value Standard for Purchase of Goods or Services
Text of section as added by Acts 1997, 75th Leg., ch. 1206, § 6

(a) For a purchase of goods and services under this chapter, each state
agency, including the commission, shall purchase goods and services that
provide the best value for the state.

(b) In determining the best value for the state, the purchase price and
whether the goods or services meet specifications are the most important
considerations. However, the commission or other state agency may, subject
to Subsection (c) and Section 2155.075, consider other relevant factors, includ-

ing:
(1) installation costs:
(2) life cvcle costs;
(3) the quality and reliability of the goods and services:
(4) the delivery terms;

(3) indicators of probable vendor performance under the contract such as
past vendor performance, the vendor's financial resources and ability to
perform, the vendor's experience or demonstrated capability and responsibil-
itv, and the vendor’s ability to provide reliable maintenance agreements and
support;

(6) the cost of any emplovee training associated with a purchase;
(7) the effect of a purchase on agency productivity; and

(8) other factors relevant to determining the best value for the state in the
context of a particular purchase.

(c) A state agency shall consult with and receive approval from the commis-
sion before considering factors other than price and meeting specifications
when the agency procures through competitive bidding goods or services with a
value that exceeds $100,000.

Added by Acts 1997, 75th Leg., ch. 1206, § 6, eff. Sept. |, 1997.

For text of section as added bv Acts 1997, 75th Leg., ch. 508, § 1, see
$ § 2135.074, anre.
323



§2155.081 ’ GOVERNMENT CODE
Title 10

§ 2155.081. Vendor Advisory Committee

(a) The commission may establish a vendor advisorv committee. The pur-
pose of the committee is to represent before the commission the vendor
community, to provide information to vendors, and to obtain vendor input on
state procurement practices.

(b) The committee is composed of emplovees from the commission and
vendors who have done business with the state who are invited by the commis-
sion to serve on the committee. The commission shall invite a cross-section of
the vendor community to serve on the committee, inviting both large and small
businesses and vendors who provide a variety of different goods and services to
the state. Article 6252-33, Revised Statutes. does not applv to the size or
composition of the committee. The commission shall set staggered terms for
the members of the committee.

(c)-The committee may establish its own rules of operation but shall post
notice of and hold its meetings in accordance with Chapter 551.

Added by Acts 1997, 75th Leg.. ch. 1206, § 6, off. Sept. [, 1997,

§ 2155.082. Providing Certain Purchasing Services on Fee-For-Service Ba-
sis

(a) The commission may provide open market purchasing services on a fee-
for-service basis for state agency purchases that are delegated to an agency
under Section 2133.131, 2153.132, 2135.133, or 2157.121 or that are exempted
from the purchasing authority of the commission. The commission shall set
the fees in an amount that recovers the commission’s costs in providing the
services.

(b) The commission shall publish a schedule of its fees for services that are
subject to this section. The schedule must include the commission’s fees for:

(1) reviewing bid and contract documents for claritv, completeness, and
compliance with laws and rules;

(2} developing and transmitting invitations to bid:
(3) receiving and tabulating bids;

(4) evaluating and determining which bidder offers the best value to the
state;

(5) creating and transmitting purchase orders; and
(6) participating in agencies’ request for proposal processes.

Added by Acts 1997, 75th Leg., ch. 1206, § 6, off. Sept. 1, 1997.

[Sections 2135.083 to 2135.130 reserved for expansion]
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GENERAL GOVERNMENT ‘ §2155.132
Ch. 2155 :

SUBCHAPTER C. DELEGATIONS OF AND EXCLUSIONS FROM
COMMISSION'S PURCHASING AUTHORITY AND CERTAIN
EXEMPTIONS FROM COMPETITIVE BIDDING

§ 2155.131. Delegation of Authority to State Agencies
The commission may delegate purchasing functions to a state agency,

Added by Acts 19953, 74th Leg., ch. 41, § 1, eff. Sepr. 1, 1995,

Historical and Statutory Notes

Prior Laws: Acts 1987, 70th Leg,, ch. 263, § I.
Acts 1979, 66th Leg., p. 1908, ch. 773, § 3.06. Vernon's Ann.Civ.St. art. 601b, § 3.06(b).

§ 2155.132. Purchases Less Than Specified Monetary Amount

(a) A state agency is delegated the authority to purchase goods and services if
the purchase does not exceed $15,000. If the commission determines that a
state agency has not followed the commission’s rules or the laws related to the
delegated purchases, the commission shall report its determination to the
governor, lieutenant governor, speaker of the house of representatives, and
Legislative Budget Board.

(b) The commission by rule mav delegate to a state agencv the authority to
purchase goods and services if the purchase exceeds 315,000 . In delegating
purchasing authority under this subsection or Section 2153.131, the commis-
sion shall consider factors relevant to a state agency’s ability to perform
purchasing functions, including:

(1) the capabilities of the agency’s purchasing staff and the existence of
automated purchasing tools at the agency;

(2) the certification levels held by the agency's purchasing personnel;

(3) the results of the commission’s procurement review audits of an agen-
cv's purchasing practices; and

(4) whether the agency has adopted and published protest procedures
consistent with those of the commission as part of its purchasing rules.

(c) The commission shall monitor the purchasing practices of state agencies
that are making delegated purchases under Subsection (b) or Section 2155.131
to ensure that the certification levels of the agency's purchasing personnel and
the quality of the agency's purchasing practices continue to warrant the amount
of delegated authority provided by the commission to the agency. The commis-
sion may revoke for cause all or part of the purchasing authoritv that the
commission delegated to a state agency. The commission shall adopt rules to
administer this subsection.

{(d) The commission by rule:
(1) shall prescribe procedures for a delegated purchase; and

(2) shall prescribe procedures by which agencies may use the commis-
sion’s services for delegated purchases, in accordance with Section 2155.082.
32
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GOVERNMENT CODE
Title 10

{e) Competitive bidding, whether formal or informal, is not required for a
purchase by a state agency if the purchase does not exceed 32,000, or a greater

amount prescribed by commission rule.

(H Goods purchased under this section may not include:

(1) an item for which a contract has been awarded under the contract
purchase procedure, unless the quantity purchased is less than the minimum

quantity specified in the contract;

(2) an item required by statute to be purchased from a particular source;

or

(3) a scheduled item that has been designated for purchase by the commis-

sion.

(g) A large purchase may not be divided into small lot purchases to meet the
dollar limits prescribed by this section. The commission may not require that
unrelated purchases be combined into one purchase order to exceed the dollar

limits prescribed by this section.

(h) A state agencv making a purchase under this section for which competi-

tive bidding is required must:

(1) attempt to obtain at least three competitive bids from sources listed on
the master bidders list that normally offer for sale the goods being purchased: -

and

(2) comply with Subchapter E.

Added by Acts 1993, 74th Leg, ch. 41, 8 1, eff. Sept. 1, 1995,

75th Leg., ch. 1206, § 7, eff. Sept. 1, 1997.

1YV T.C.A., Government Code § 2[55.261 et sea.

Amended by Acts 1997,

Historical and Statutory Notes

Acts 1997, 73th Lew.. ch. 1206, in subsec. (a),
inserted "and services , substituted 5130007
for “$3.000", and substituted “If the commis-
sion determines that a state agency has not
followed the commission's rules or the laws
related to the delegated purchases, the commis-
sion shall report its determinaticn to the gover-
nor, lieutenant governor, speaker of the house
of representatives, and Legislative Budget
Board.” for "The agencv may, however, use the
commission's services for those purchases.”; in
subsec. (b}, inserted “and services”. substituted
“$13,000” for "'$3,000", and inserted "In dele-
gating purchasing authority under this subsec-
tion or Section 21533.131. the commission shall
consider factors relevant 10 a state agency's
abilitv ro perform purchasing functions, includ-
ing:", and added subds. (1) to {4); added sub-
sec. (¢); redesignated former subsec. (¢) as sub-
sec. (d) substituted “prescribe procedures by
which agencies may use the commission’s ser-

vices for delegated purchases, in accordance
with Section 2133.082" for “"may delegate to the
comptroiler the commission’s authority under
Subchapter F to audit purchases and purchase
information if the purchases do not exceed 3300
or a greater amount prescribed by the commis-
sion”; redesignated former subscc. (d) as sub-
sec. (e), and substituted *$2,000" fer "$1.0007;
redesignated former subsecs. (¢) and (f) as sub-
secs. (B and (). respectively: redesignated sub-
sec. (g) as subsec. th), and in subd. (1) inserted
‘listed on the master bidders list™.

Prior Laws:

Acts 1979, 66th Leg., p. 1908, ch. 773, 3
Acts 1981, 67th Leg., p. 2263, ch. 346, 8
Acts 1989, 71st Leg., ch. 108, § L
Acts 1991, 72nd Leg., 2nd C.8., ch. 3. § 2.03
Vernon's Ann.Civ.St. art. 601b. § 3.03.
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GENERAL GOVERNMENT §2155.134
Ch. 2155

§ 2155.133. Delegation of Authority to Institution of Higher Education

{a) At the request of an institution of higher education or other agency of
higher education, the commission shail delegate to the institution or agency
authority to purchase goods and services for research projects from state funds
appropriated to the institution or agency for that purpose. .

{b) An institution or agency acting under delegated authority shall follow the
commission’s monetary limits and procedures regarding competitive bidding in
the purchase of research goods and services. The institution or agency mav
also.consider other factors in making purchases, including quality, reliability,
expected life span, and compatibility with existing equipment.

(c) In this section, “institution of higher education” and “‘other agency of
higher education” have the meanings assigned by Section 61.003, Education
Code. -

Added by Acts 1993, 74th Leg., ch. 41, § 1. eff. Sept. {, 1995,

Historical and Statutory Notes

Prior Laws:
Acts 1987, 70th Leg., ch. 263, 8 1.
Vernon's Ann.Civ.St. art. 601b, § 3.06{a), (c).

§ 2135.134. Group Purchasing Programs

(a) An institution of higher education, as defined by Section 61.002, Edu-
cation Code, may purchase goods through a group purchasing program that
offers discount prices to institurions of higher educarion.

(b) The commission shall adopt rules that allow institutions of higher edu-
cation or state agencies to make purchases through group purchasing programs
except when the commission determines within a reasonable time after receiv-
ing notice of a particular purchase that costs more than $100,000 that a better
vaiue is available through the commission.

(¢} The rules must provide for commission determination of compliance with
state laws and commission rules on purchasing from a historically underuri-
lized business.

(d) This section does not affect other authoritv granted to an institution of
higher education under this subritle.

Added by Acts 19953, 7dth Leg., ch. 41, § 1, off. Sept. 1. 1995, Amended by Acts 1997,
75th Leg., ch. 1200, § 3, eff. Sept. 1, 1997,

Historical and Statutory Notes

Acts 1997, T5th Leg., ch. 1206, in subsec. (b).  Prior Laws:
substituted “institutions of higher education or - . <
state agencies to make purchuses” for “pur- Acis 1993, 73cd Leg., ch. 634, § 4.
chases 1o be made”. and substituted “that cosis Verron's Ann.Civ.St. art. 601b. § 3.061.
more than 3100.000" for “'lower price”,

i
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§2155.204 ' GOVERNMENT CODE
Title 10

8 2155.204. Local Government Purchasing Program

The commission’s provision of purchasing services for local governments is
governed by Subchapter D, Chapter 271, Local Government Code.!
Added by Acts 1995, 74th Leg., ch. 41, § 1, off. Sept, [, 1993,

'V.T.C.A. Local Government Code § 271.081 et seq.

[Sections 2155.205 to 2135.260 reserved for expansion]

SUBCHAPTER E. MASTER BIDDERS LIST

§ 2155.261. Applicability

This subchapter:

(1) applies to a purchase or other acquisition under this chapter or
Chapters 2156, 2157, and 2158 for which competitive bidding or competitive
sealed proposals are required:

(2) applies to a state agency that makes a purchase or other acquisition
under this chapter or Chapters 2156, 2157, and 2158, including the commis-
sion and an -agency that makes an acquisition under Section 2133.131 or
2155.133; and

(3) does not apply to a purchase or other acquisition made by the commis-
sion under Subchapter A, Chapter 2136.

Added by Acts 1995, 74th Leg., ch. 41, § I, off. Sept. 1, 1993,

Historical and Stanttory Notes

Prior Laws: Acts 1993, 73rd Leg., ch. 634, § 13,
Acts 1991, 72nd Leg., 2nd C.S., ch. 3, § 2.05. Veraon's Ann.Clv.St. ait. 601b, § 3.101(a).

Cross Referencas
Purchases by state agencies less than specified menetary amount, see V.T.C.\., Government Code

§ 2155.132.

§ 2155.262. Uniform Registration Form
(a) The commission shail develop a uniform registration form for applving 1o
do business with the commission or with another siate agency.
(b) The commission and each state agency shall make the form available to
an applicant.
(¢) The form must include an application for:
(1) certification as a historically underutilized business:
(2) a payee identification number for use bv the comptroller; and
(3) placement on the commission’s master bidders list.
(d} A state agency shall submit to the commission each uniform registration
form that it receives. The commission shall send to the comptroller a copv of
each uniform registration form.

Added by Acts 1993, 74th Leg.. ch. 41, § [, eff. Sept. |, 1993,
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GENERAL GOVERNMENT §2155.264
Ch. 2155
Historical and Statutory Notes

Prior Laws: Vernon's Aan.Civ.St., art. 601h. § 3.101(b),
Acts 1991, 72nd Leg., 2nd C.S., ch. 8, § 2.05. ().
Acts 1993, 73rd Leg., ch. 684, § 13.

§ 2155.263. Commission to Maintain Centralized Master Bidders List

(a} The commission shall maintain a centralized master bidders list and
annually register on the list the name and address of each vendor that applies
for registration under rules adopted under this subchapter. The commission
may include other relevant vendor information on the list.

(b) The commission shall maintain the centralized master bidders list in a
manner that facilitates a state agency’s solicitation of vendors that serve the
agency’s geographic area.

(c) The centralized master bidders list shall be used for all available procure-
ment processes authorized by this subtitle and shall also be used to the fullest
extent possible by state agencies that make purchases exempt from the commis-
sion’s purchasing authority.

Added by Acts 1993, 74th Leg., ch. 41, § |, eff. Sept. 1, 1995. Amended by Acts 1997,
75th Leg., ch. 1206, § 10, eff. Sept. 1, 1997.

Historical and Statutory Notes

Acts 1997, 75th Leg., ch. 1206, inserted “cen- Acts 1993, 73rd Leg.. ch. 684, § 18.
tralized” throughout the section; and added Vernon's Ann.Civ.St., art. o1b, § 3.1017d).
subsec. (c).

Prior Laws:
Acts 1991, 72nd Leg.. 2nd C.S., ch. 8, § 2.05.

§ 2155.264. Agency Solicitation of Bids or Proposals for Acquisition Over
$15,000

A state agency that proposes to make a purchase or other acquisition that will
cost more than $135,000 shall solicit bids or proposals from each eligible vendor
on the master bidders list that serves the agency’'s geographic region. A state
agency may also solicit bids or proposals through the use of on-line electronic
transmission or the electronic commerce network.

Added by Acts 1993, 74th Leg., ch. 41, § 1, eff. Sept. 1, 1993, Amended by Acts 1997,
73th Leg.. ch. 494, § 2, eff. Sept. 1, 1997.

Historical and Statutorv Notes
Acts 1997, 73th Leg., cii. 494, added the last Acts 1993, 73rd Leg., ch. 684, § 13.
sentence. Vernon's Ann.Civ.St., art. 501b, § 3.101{(d).

Prior Laws:
Acts 1991, 7Ind Leg.. 2nd C.S,, ch. 8, § 2.05.
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Title 10

§ 2155.265, Access to Master Bidders List

(a) The commission shall make the master bidders list available to each state
agency that makes a purchase or other acquisition to which this subchapter
appilies.

(b) The commission shall make the list available either electronically or in
another form, depending on each state agency’s needs,

Added by Acts 19953, 74th Leg, ch. 41,8 1, eff Sept. 1, 1995,

Historical and Statutory Notes

Prior Laws: Acts 1993, 73rd Leg. ch. 684, § 138,
Acts 1991, 72nd Leg., 2nd C.s., ch. 8, 8§ 205 Vernon's Ann.Civ.St., art, 601b, § 3.101(e).

8 2155.266. Registration and Renewal Fee

(1) making and maintaining the master bidders list; and
(2) soliciting bids or proposals under this subchapter.,

(b) The commission shall set the amount of the feeg bv rule.

Added by Acts 1995, 74th Lez, ch. 41,8 |, eff. Sept. 1, 1995,

Historical and Statutory Notes

Prior Laws: Acts [993, 73rd Leg.. ch. 684, 8 13
Acts 1991, 72nd Leg, 2nd C.S,, ch. 8 § 2.05. Vernon's Ann.Civ.St.. art. 601b. § 3.101¢P,

§ 2155.267. Commission Rules and Procedures Regarding Master Bidders

(a) The commission shall adopt procedures for:
(1) making and maintaining the master bidders list; and
(2) removing an inactive vendor from the list.
(b) The commission shall establish by rule a vendor classification process

under which only a vendor able to make a bid or proposal en a particular
purchase or other acquisition mayv be solicired under this subchapter.

Added by Acts 1995, T4th Leg., ch, 41,8 1, eff. Sepe. 1, 1995,

Historical and Statutory Nores

Prior Laws: Vernon's Ann.Civ.St., ar. 601tb, § 3101,
Acts 199(, 72nd Leg. 2nd C.S., ¢ch, 3, § 2.05. (h).
Acts 1993, 73rd Leg.. ch. 584, § 18,
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GENERAL GOVERNMENT §2153.279
Ch. 2153

§ 2155.268. use of State Agency Bidders List

(b) The commission by rule may prescribe the categories of purchases or
other acquisitions for which a state agency’s specialized bidders list may be
used,

(c) A state dgency may supplement the bidders list with its own list of
historically underutilized businesses if it determines that the supplementation
will increase the number of historicaily underutilized businesses thar submit
bids.

(d) A state agency may purchase goods and services from a vendor who is
not on the bidders list if the purchase price does not exceed $5,000.

Added by Acts 1993, T4tk Leg., ch. 41, § 1, eff. Sept. 1, 1995, Amended by Acts 1997,
75th Leg., ch. 1206, § | 1, eff. Sepr. 1, 1997,

Historical and Statutory Notes
Acts 1997, 73th Leg., ch. 1206 added subsec. Acts 1993, 73rd Leg., ch. 684, 3 13.
d. Vernon's Ann.Civ.St., art, 601b. § 3.101¢).

Prior Laws:
Acts [991, 72nd Leg.. 2nd C.S., ch. 8, § 2.05.

§ 2155.269. Waiver

The commission by rule may establish 2 process under which the require-
ment [or soliciting bids or proposals from eligible vendors on a bidders list may
be waived for an apbropriate state agency or an appropriate purchase or other
acquisition under circumstances in which the requirement is not warranted,

Added by Acts 1993, 74th Legz, ch. 41,8 1, eff. Sepr. 1, 1995,

Historical and Statutory Notes

Prior Laws: Acts 1993, 73rd Leg., ch. 084, § i3
Acts 1991, 72nd Leg. 2nd C.5., ch. 3. % 2.05. Vernon's Ann.Civ.Sc., art. 601), 3 3.101¢).

8§ 2155.270. Agency Assistance With Bidders List Issues
The commission may assist a state agency with issues relating to a hidders
list.
Added by Acts 1993, T4h Leg. ch. 41,8 1, eff. Sept. I, (9953,
Historical and Statutory Notes

Prior Laws: Acts 1993, 73vd Leg, ch, 634, 313,
Acts 1991, 72nd Leg., 2nd CS.ch 8 § 205 Vernon's Ann.Civ.51., art. 601b. § 3.101).

[Sections 21533.271 to 2155.320 reserved for expansion]
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TEXAS WATER DEVELOPMENT BOARD

Noé Ferndndez, Vier-Chairman

Witliam B. Madden, Chairman
Elzine M. Barrén, M.D., Member Craig D. Pedersen Jack Hunt, Member
Chazles L. Geren. Meméber EBxecutive Administrator Wales H. Madden, Jr., Member

February 22, 1899

Mr. Jack E. Stowe, Jr.

President _

Reed-Stowe & Co., Inc.

1651 N. Callins Boulevard, Suite 115
Richardson, Texas 75080-3658

Re: Review Comments for Draft Report Submitted by Reed-Stowe & Co.
(Contractor), Inc., TWDB Contract No. 99-483-275, "Water Marketing Strategies”

Dear Mr. Stowe:

Staff members of the Texas Water Development Board have completed a review of the
draft report under TWDE Contract No. 99-483-275 as shown in the comments, the _
report is unacceptable as written. The Contractor should revise the report based on the
comments from the Executive Administrator shown in Attachment 1. The Contractor
~should then provide the Executive Administrator with the revised draft final report for
" further review. ‘

Please contact Ms. Danna Stecher, the Board's Contract Manager, at (512) 936-0854 if
you have any questions about the Board's comments.

Sincerely,

Office of Planning

cc: - Danna Stecher, TWDB

Orer Mission
VARPFGM\d! 0483275.)tr,
Provide len, ip, m'lmiruf servicer and financial asis to suppore planning, conservation and regp
P.O. Box 13231 * 1700 N. Cangress Avenuc + Austin, Texas 78711-3231
Telephone {512) 463-7B47 * Telefax (512) 475-2053 « 1-800- RELAY TX {for the hearing impaired)
URL Address: hapy/fwww.owdb.srareax.us = E-Mail Addgess: info@rwdb.state.rx.us
€Printed on Recycied Paper

ible development of wmter for Tevas.




ATTACHMENT 1
TEXAS WATER DEVELOFMENT BOARD

REVIEW _COMMENTS: REED-STOWE & COMPANY, INC.
Contract No. 99-483-275

The following are Board Staff comments: |

The title of the report should be changed to "Market Strategies for Improved Service
by Water Utilities" since the report has liitle to do with "water marketmg" as most
people think of the term.

The Executive Summary is more like a brief introduction instead of a summary of the
report. The Executive Summary should summarize the complete report in a few
pages. Please redo the Executive Summary so it summarizes the report from
beginning to end, in a few pages. The use of tables, charts and/or graphs in this
summary is highly recommended.

Please develop a list of acronyms that are used within the report (e.g., AWWA
=American Water Works Association). The list of acronyms should be. placed
immediately after the Table of Contents.

e

*There is.good mformatlon in the report; however, the good mformatlon is sometimes
‘hard to find within the report. For example, in Chapter 1 on page 5, the four types of

competitive marketing strategies are listed and defined. A sentence couid be added

_to page 5, such as the following: "The characteristics, benefits and risks of these

four competitive marketing strategies are discussed in more detail in Chapter 3."
Also on page 5, the page numbers to find these individual discussions could be
added, such as, managed competition is discussed on page 14, contract operations
on page 17, etc. The whole report should be made more "user friendly”.

In Chapter 3, a comprehensive table and/or tables listing the benefits and risks of
the four competitive marketing strategies shouid be developed and presenmd in the

report.

The contractor should show advantages and disadvantages of each method of
water marketing. Although Chapter 3 lists "benefits and risks” of the methads, there
is no discussion or a comparative evaluation of the methods. The contractor needs
to extend the discussion to the required conciusions.

The contracter has an appendlx showing examples of some privatization, by size of
population in selected areas, but this is just a description of the "how" they privatize.
There are no lists anywhere in the report of "successful” efforts and why they are sp.
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The contractor should at least set criteria for judging success (lowering rates, better
service ratings, etc.) and then analyze the common reasens these examples are
successful.

e The contract requires the contractor to identify any desirable or necessary changes
to state and local statutes that would encourage voluntary privatization. The report
includes some discussion of IRS rules and other ad hoc topics, but does not include
such an identification of Texas statutes that apply in this area. This element of the
report is totally inadequate.

 Pages 10-11 and 53-57 were reviewed by the Board's Legal staff for legal
sufficiency. The statements regarding federai and state laws are incorrect or
misleading. A court case is cited to tell us that emergency conditions are excluded
from the Government Code. We aren't toid what this has to do with cities, which are
governed by the Local Government Code. Rules have been confused with statutes
and the opinions of unnamed sources are quoted extensively. Additionally, there
are too many sentences that carry misinformation or strange statements that seem
to have no point. An example is on page 10, paragraph two: "The EPA's
"Guidance" defined contractual agreements fees as "lease-type" agreements it up- .
front concession payments had been made to the city.” The nature of the writings in
the report suggests that the. pages were neither produced nor checked by an
attorney, and the Board should in no way rely on the information in the report as
accurately identifying the legal considerations of prlvatxzatlon of public infrastructure.

. Pag&s 10-11 and 53-57 should be compietely rewritten, with assistance from
~counsel.

e In Chapter 4, there is much informaticn that is spread throughout the chapter.
Some of the information shouid be gathered together and presented in a summary
form that would make it easier for the reader to absorb. For example, page 37 has
"Reasons that Texas Cities use Privatization"; page 38 has "Impediments to
Privatization Identified by Texas Cities"; page 39 has "Company Reasons for
Privatization™; and page 40 has "Impediments to Privatization Identified by
Companies". These previous four lists shouid be summarized in a singie table
where the reader can easily make a comparative analysis. The contractor shouid
not limit his revisions to the preceding example, but shouid consider summarizing
other information throughout the report in tables, charts and/or graphs.

e Pgs. 1-2and 57 - What is the status of the "positive acquisition adjustment"?

s« Pg. 1-IRS Procedure 97-13 did not reproduce completely, or a page is missing in
the draft.

= Pg. 3 - What about involvement of cther agencies in providing infrastructure capital -
WTWDBOADIV\PLAN\RPFGM\DRAF T\89483275.Itr.2



USDA, HUD, EDA...

Pg. 4 - Discussion is limited to federal share of SRF. More important, what is the
total Texas SRF capital available. :

Pg. 5 - definition of managed competition is unclear.

Pg. 8 - first para - could we get a chart or table with ownership and customer
statistics?

Pg. 8 - last para - TWDB has been financing local water facilities since iate 50's...

Pg. 10 - first para - please include this EPA position paper in the regulations
appendix.

Pgs. 10-11, 55-56 - It is suggested that this discussion about competitive bidding be
eliminated, and just use the salicitation process indicated on p. 69... Why would we
question the validity of soliciting bids or RFP's when the whole issue is competition?
If we seek to limit competition among private service providers, aren't we seeding
our same troubles?
Pg. 17 - Chariotte case study needs more detailing in the appendix.
Pg. 21 - Staffing should detail individuals by name and their qualifications

i

Pg. 23 - Address integration of such a contract into the owner's financial statements

" and audit process.

Pg. 34 - Please provide the listing indicated in "Responses”.

Pg. 58, third paragraph does not make sense. The paragraph needs to be
rewritten.

The chart on page 58 needs clarification. The title of the chart is simply "Resuits of
Texas and national surveys®. Are the results for "competitive market strategies®, or
something else? The left-hand side of the chart should be labeled to indicate the
identity of the numeric values that are presented in the chart. Is "O&M Contract” the
same as "Contract Operations"? If this chart is summarizing competitive market
strategies, what happened to "lease agreements"?

Chapter 8 (Recommendations) should inciude a discussion related to legislative or
regulatory changes that might need to occur to support the research findings of the
study. ‘

WTWDB02\DIVIPLANRPFGM\ORAFT\98483275.1tr.2




} TEXAS WATER DEVELOPMENT BOARD

Williamn B. Madden, Chairman . Noé Ferndndez, Vice-Chairman

Elzine M. Bardn, M.D., Member Craig D. Pedersen : Jack Haat, Member .
‘Charles L. Geren, Mzm_&er Executive Administrator Wales H. Madden, Jr., Member
May 3, 1999 | RECEIVED
may 1 01999
Mr. Jack E. Stowe, Jr. BY:
President :

Reed-Stowe & Co., Inc.
1651 N. Collins Boulevard, Suite 115
Richardson, Texas 75080-3658

Re: Water Research Contract Between Reed-Stowe & Co. and the Texas
~ Water Development Board (Board), TWDB Contract No. 99-483-275,
Review Comments for Revised Draft Report "Market Strategies for
Improved Service by Water Utilities"

Dear-Mr. Stowe:

Staff members of the Board have completed a review of the revised draft report
under TWDB Contract No. 99-483-275. As stated in the above referenced
contract, Reed-Stowe & Company will consider incorporating comments from the
EXECUTIVE ADMINISTRATOR shown in Attachment 1 and other commentors
on the revised draft final report into a final report. Reed-Stowe & Company must
include a copy of the EXECUTIVE ADMINISTRATOR's comments in the final
report.

The Board looks forward tc receiving one (1) unbound camera-ready original and
nine (8) bound double-sided copies of the Final Report on this planning project.
Please contact Ms. Danna Stecher, the Board's Contract Manager, at (512) 936-
0854 if you have any questions about the Board's comments.

Sincerely,

Zmy Kno’jes, Ph.D., P.E.

Deputy Executive Administrator
Office of Planning

Cc: Danna Stecher, TWDB

) Our Mision
Provide leadership, technical services and  financial assistance t» support planning, conservation, and responsible develapmens of water for Texar.
P.O. Box 13231 + 1700 N. Congress Avenue * Austin, Texas 78711-3231
. m -7847 » Telefax (512) 475-2053 ~ 1-800- RELAY TX (for the hearing impiiltd)
V"RPFGM Wﬂﬁégsgv%.mdb.:me.mm + E-Mail Address: info@rwdb.state.tx.us
: Printed on Recycled Pipcra
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P. 12

ATTACHMENT 1
TEXAS WATER DEVELOPMENT BOARD

Review Comments: REED-STOWE & COMPANY
TWDB Contract No. 99-483-275

if the 7,000 privately owned utility information could not be confirmed with the
author, was it confirmed with TNRCC?

the discussion of financial benefits is not clear-headed. Because any federaity
funded assets can be depreciated, does not mean they can be given away or
sold without reimbursement to EPA. All residual value of facilities must be
accounted for. This was part of the Board's comments on the first draft -
address the integration of a management or operating contract into the owner's
financial statements and audit process. The issue of any outstanding bonded
debt and its treatment in a sale of the utility must be more clearly stated. While
the debt may track the asset, there are many legal restrictions on such a
transfer. Also remember that if the asset is sold, so is the revenue production
attributed to that asset. While it is stated this "free(s) up municipal debt
capacity”, the accuracy of this statement is challenged.

. add audit to contract elements: the owner must have the right to audit records

of the contractor.
under Phase 4 Interviews, "page___ " shouid be completed.

the table heading: "Recommended Contractual Terms" should be
*Recommended Contractual Elements". Other references to "terms" within
content shouid be changed to elements.

second paragraph, last line, "empower" should be changed to "yield",
“produce”, "generate" or something of that vein.

fourth paragraph, the reference in time "Prior to federal involvement, the Texas
Water Development Board has-been (was) financing" is misleading. The
federal government was financing both local and regional water projects before
the Board was created; therefore, delete the phrase "Prior to federal
involvement".

second paragraph, the State Revoiving Fund didn't exist untii 1987. Hence, it
didn't assume more importance, it was created (PL 100-4) specifically to
phase-out construction grants in FY 1990.

fourth paragraph, third line, "it" should be "if".

first paragraph, second line, delete comma and add a colon after "four general
categories”.

sixth line, "I" should be "If".
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second paragraph, first line, "Specifiaclly” should be "Specifically".

second paragraph, fourth line, delete “the" between "key" and "advantages”.
first paragraph, second line, colon after “improvements" should be a period.
fourth line, the use of the word "defease" is strongly discouraged. It is a term of
"art” in the bond and security industry. Suggest the use of reduce, retire, or
refund, as appropriate. Other references to the term in context should be
changed appropriately.

last paragraph, "defeasement” should be replaced or deleted.

Table 9, some of the city names are wrong: "Georgecity” should probably be
“Georgetown”, "Lampassas” is correctly spelled “Lampasas”, and "Huple" must
be an error since a city by that name does not exist in Texas.

Additionally, the city names under the section "Texas Cities" has Lampasas
spelled incorrectly, and the City of Huple is again listed. The city of Frost is
listed two times, and the city of "Coldspringmsneil" is an error and needs to be
corrected.

third paragraph, "the federal govermment passed” should be replaced with "the
President issued" or "President Bush issued"”.

fourth paragraph, the discussion isn't clear how the EPA ruling impacts the
current situation. No construction grants have been awarded since 1990. The
awards were grants, not loans. Any grant award would have occurred already.

fifth paragraph, third line, is the use of the word "interest" meant to indicate
ownership? If so, a better word could have been utilized.

second paragraph, first line, "writer” should be "author".

the third paragraph should be deleted. It adds nothing to the content of the
report.

the third paragraph, third line, a verb, such as "review", should be added after
“"Each city should...".

fifth paragrapn, fifth line, please cotrect the formatting error.

last line, anather formatting error, please place title of section on next page.
first paragraph, fifth line, add "by" between "commonly" and "cities".

first paragraph, first line, "experienced” should be "experiences”.

last paragraph, second line, "weighed" should be "weigh".



P.73 first line, sentence needs to be rewritten.

P.57 the writer cites a lawsuit Browning-Ferris, Inc. v. City o f Leon Valley et al as
precedent that competitive bids are not required under Texas statute. This is
not a true statement. The most that can be said is that at least one Texas court
found that the timely collection of garbage was a public health necessity and
that the garbage contract did not have to go through the delays of competitive
bidding. (In this case, the garbage collector quit over a contract dispute and
garbage was stacking up).

There is no justification for reading into this case that water and wastewater
contracts (which are not even mentioned in the case) are excluded from
requirements for competitive bidding. If the writer wants to mention the case,
he should note that the case involved uncollected garbage and was a narrow
decision based on what the court regarded as an "emergency" situation. ltis
established law that emergencies are excluded from competitive bidding
requirements. It's just that while water and wastewater projects are sorely
needed, even crucial, they rarely meet the criteria of "emergency”, that is,
unexpected and posing a sudden threat to public health.

P.B4 The Chapter 6 discussion should inciude a brief discussion, similar to that on
page 4, that private legal counsel were interviewed to identify potential
statutory amendments to facilitate privatization and/or competition, and no
recommendations for changes to existing Texas statutes were offered by the
private legal counsel.

In the Section entitled "Case Studies”, first page of Charlotte study, second paragraph,
third line, "exorcise" should be "exercise".

Under the Section "Case Studies", second page, sixth line from the bottom, "biding"
should be "bidding".

Under the Section "Case Studies”, third page, first line, "qualications” should be
"qualifications”.



