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Background

Kentucky, as do many other states, face challenges in providing water and wastewater services to its residents, commercial entities, industries and institutions including universities, school systems, medical facilities, and government agencies. Challenges include but are not limited to:
· Aging infrastructure / Infrastructure renewal
· Regulatory compliance
· Deferred maintenance
· Cost of service
· Insufficient planning 
· Staffing

The Kentucky Infrastructure Authority (KIA) through its WRIS program reports 96% of the population of the Commonwealth is served by a public water supply and that there are 213 water treatment plants (WTPs), more than 64,000 miles of waterlines, 1,896 distribution system water tanks and 1,562 water pump stations within the Commonwealth.

KIA records show that there are 245 wastewater treatment plants (WWTPs), more than 18,000 miles of sanitary sewer lines, and more than 4,264 sewage pump stations within the Commonwealth.  

DOW estimates, based on American Society of Civil Engineers (ASCE) studies, that overall Kentucky infrastructure replacement needs and costs to maintain regulatory compliance exceeds $8,280,000,000 for water systems and $6,200,000,000 for wastewater systems over the next 20 years. That equates to $3,241.00 for each person in Kentucky, $162.05 per person per year for 20 years, to satisfy the water and wastewater needs within the Commonwealth.  



Problem Statement 

Water and wastewater utility service is provided throughout Kentucky by city-owned water and wastewater utilities, water districts, water and sewer districts, water associations, and investor-owned utilities. Most utilities in the Commonwealth struggle with aging infrastructure and the cost to upgrade their systems.  At the same time, tightening water quality regulations and other regulatory requirements present additional challenges to many utilities. For some utilities a lack of technical, financial, and managerial capacity, insufficient rates, and/or the inability to borrow money for capital improvements have resulted in service that falls below minimum regulatory standards and best management practices. Some of these systems report cost of service is considered “too high”, and local officials, frustrated by a lack of understanding and funding, default to a “no action” mode for the management and operation of these utilities. Operation of water and wastewater utilities becomes reactive versus proactive, cost prohibitive versus cost effective, and a conundrum for elected officials. 

Many distressed systems in the state see the problems of water and wastewater and the resulting costs of service as strictly a monetary issue requiring grant bailouts.  This is a misunderstanding as to the value of water and wastewater service. Grants to troubled water or wastewater systems typically only perpetuate the problem. That is to say, waiting until infrastructure has degraded to the point of failure, then pleading for grants to fix the failures will not address the cause of failure in the first place. Prioritizing at the local level the need and value for clean water must result in the appropriate dedication of resources in the form of rates to support good operation, maintenance and capital programs for each utility.

Development, implementation, and maintenance of a plan for a proactive approach for Kentucky’s water and wastewater utilities to protect the public health, be sustainable, regulatory compliant, and cost effective is now a mandate.  Methods to address aging infrastructure and distressed and failing systems, in particular, are necessary.

Proposed Plan for Sustainability of Kentucky’s Water and Wastewater Utilities and Infrastructure

The plan for sustainability must address several challenges.  These include: leadership issues, clarification of regulatory roles, utility accountability and enforcement issues, funding for accountability and enforcement, utility rates and rate review, and capital funding.  These challenges are further identified below.



Leadership Challenge -
The legislature is looking for a way to resolve the issues that have led to distressed and failing systems; local officials are looking to Frankfort for solutions; professionals are available and ready to assist. 

Currently, water and wastewater utilities in KY are regulated by the KY Energy and Environment Cabinet Division of Water (DOW) and in some cases with additional oversight by the KY Public Service Commission (PSC).  The DOW is the Commonwealth’s primacy agency for water and wastewater with authority for compliance with federal regulations delegated to the state by the US Environmental Protection Agency.  The PSC regulates rates and some operational aspects of utility districts, associations and for-profit utilities. In addition to these agencies, the Kentucky Infrastructure Agency (KIA) provides financial resources (grants and loans from both state and federal sources) for water and wastewater projects. KIA also maintains an infrastructure data base for all utilities through the statewide Development District structure.

Leadership is needed at both the state and local level to address the challenges faced by distressed and failing systems.  To resolve these issues requires problem solving, expertise and experience in managing a public utility.  The current LRC Taskforce has limited time and resources to fully address these complex and far reaching issues.

A subsequent Utility Taskforce should be formed to fully resolve the issues defined herein.  The Utility Taskforce should be staffed and developed to recommend necessary changes to Kentucky Revised Statutes (KRS) and Kentucky Administrative Regulations (KAR) and to resolve issues and define roles relating to regulatory oversight between DOW, the Public Service Commission (PSC) and the Kentucky Infrastructure Authority (KIA).  Approximately one year will be needed for this Taskforce to develop specific detailed recommendations to the LRC for possible legislative action.

In addition to the Utility Taskforce, leadership is needed at the local level to implement the practices and procedures developed by the Utility Taskforce.  Local utility managers and elected officials will need to be prepared to implement the necessary procedures.  Communication and collaboration between state and local officials must occur to effectively solve utility operational problems. Failure to do so may result in stronger regulatory actions to effect the needed changes.

Regulatory Roles Challenge -
Roles for DOW, PSC and KIA need clarification and definition through legislation, administration regulation, or executive order. The three entities, DOW, PSC and KIA have evolved into an overlapping structure of authority and oversight. This has led to some confusion of jurisdictional authority relative to planning, compliance with water quality standards and operational accountability.  All three agencies are understaffed and face budgetary challenges in meeting their responsibilities.  Clarification and enhancement of authority and policies is needed to bring distressed and failing systems back into good economic and water quality compliance.  Most importantly, communication between the three agencies, must be improved and enhanced.  

DOW should be vested with greater responsibility to be the lead enforcement agency in all matters other than rates for regulated utilities.
PSC should be vested with the responsibility for review of rates for regulated utilities, as currently defined by statute and/or as designated by case law. All other issues related to water quality, water quantity, pressure, operations, engineering, planning, design and construction, etc., and compliance with the Safe Drinking Water and Clean Water Act,  should be the purview of DOW. The current regulatory environment is fragmented, all water and wastewater utilities should be evaluated and held to the same standards under the authority of the DOW. 

KIA should be defined primarily as a funding and planning support agency.  Community infrastructure database information and infrastructure planning should be delegated to the Kentucky Infrastructure Authority and compiled in the WRIS system.  Enhancement of communications between KIA, PSC and DOW should occur to facilitate better overall statewide planning and allocation of resources based on priority needs. 

Accountability and Enforcement Challenge – 
All utility systems must be technically, financially and managerially accountable to their rate payers and to the respective regulatory agencies.  Accordingly, they must be transparent and accountable to and for those practices.  DOW should be given clear authority for both water and wastewater utilities to ensure that appropriate financial, managerial and technical capacity practices (capacity) are utilized. 
DOW should work cooperatively and collaboratively with utilities to establish means and methods to successfully achieve the necessary capacity within the utilities.  However, the collaboration and implementation must be done in a timely manner so as not to allow utility customers to be exposed to health risks or to allow further degradation of the utility infrastructure. 
A Board of Public Utility Industry Experts should be created from the utility management industry to review utility system capacity and infrastructure needs for distressed or failing utilities. The board should consist of public utility managers, ex-officio members, DOW and KIA officials. This board should be administratively serviced by DOW and function in a similar manner to the State of Tennessee Comptroller’s program as presented by John Greer. This cooperative relationship should be designed to address and correct problems in water and wastewater systems prior to enforcement and to help local officials make decisions and provide the tools to address any deficiencies.  

Failure to reach capacity in a timely manner, as determined by the Board of Utility Experts, should result in regulatory/enforcement action to protect the public health and ensure the economic integrity of the utility.  DOW should have the authority to enforce this principle and to have legal recourse when utilities refuse to implement corrective actions in a timely manner.  The Board of Utility Experts with assistance of EEC legal staff should support the enforcement actions established by DOW.  

Some failing utilities simply do not have, and will not have, the management and/or financial capacity to continue to operate independently. DOW should have the authority to require these failing utilities to enter into negotiations with a neighboring public utility to regionalize or consolidate.  Provisions should be made for the adjacent utility to operate the failing system as a satellite facility if not contiguous to the adjacent utility. 


 
Funding for Accountability and Enforcement Challenge -
Funding for agency staffing to actively review and enforce the requirements for technical, financial, and managerial capacity should be a part of the General Fund budget and must be an increase in the agency budgets.  DOW should also have the ability to procure outside expertise to perform evaluations and reviews of distressed and failing utilities to determine the best technical and economical methods to identify the cause of distress or failure and the options to correct it.  

Funding for outside expertise (consultants) should also be included in the General Fund and EEC budgets.  Funding should be established through a new General Operational Permit for water and wastewater systems and specifically earmarked for administration costs and consultants to address distressed systems and critical infrastructure issues. 


Utility Rates and Rate Review Challenge -
The PSC currently is vested with the rate review and approval of regulated utilities and non-regulated utilities with respect to wholesale rates to regulated utilities. City/municipal utilities review and set rates internally through local boards and commissions.  Water is an abundant but under-appreciated commodity within the Commonwealth.  Historically, many government-owned or created utilities including city-owned water and wastewater utilities, water districts, water and sewer districts, and water associations created under KRS 273 have been reluctant to raise rates. Rate increases are needed to cover the costs of capital needs and increases in operating expenses including but not limited to personnel and personnel benefits, utilities, chemicals, insurance, and outside consultants. 

[bookmark: _Hlk22153831]DOW, in concert with PSC, should develop and implement draft legislation and/or administrative regulation that requires each water and wastewater utility to undergo a rate review by an independent rate expert (that has professional qualifications in rate review and utility management) that is approved by DOW and PSC.  A rate review should be performed every three years to certify that the utility’s rates are cost based and are sufficient to cover all debt service and coverage requirements.  The rate review must also address all operation and maintenance expenses including personnel, personnel benefits, utilities, chemicals, insurance, outside consultants and replacement costs for equipment for which the service life is less than 20 years. 
The legislation should further require that, at a minimum, the utilities rates be adjusted annually per a defined or specified cost index – consumer price, construction costs, or other.
The legislation should require that DOW initiate action for failure by any utility to implement the recommended rates or if the utility’s rates are not deemed adequate to support the operations as defined and thus the utility fails to meet its financial and managerial capacity requirements.      

Capital Funding Programs Challenge – For Distressed Systems Recovery
As previously referenced, throwing money at failing systems is a fallacy experienced all too often. It does not identify the root cause of the failure or change those practices, attitudes or management deficiencies that led to the failure.  With this in mind, it is still necessary to have a source of funds to assist utilities to make the changes necessary to return to best management practices and to reinvest in the local infrastructure to protect the public health. A dedicated Revitalization Fund should be established for this purpose.  KIA has recommended a Revitalization Fund be established as part of a $25M allocation per year for each of the next four years.  This allocation should come from the general fund and should be devoted to assistance for distressed systems.  
The fund should be managed by KIA but in close coordination with DOW to prioritize distressed and failing systems and their recovery.  The fund should be established primarily as a low interest loan fund similar to existing non-federal funds managed by KIA.  Loan forgiveness should be included as a potential element of the fund for utilities that have established best management practices, are cooperating with DOW to return to full compliance and have established economic need.  Utilities with principle forgiveness loans must stay in compliance with all regulations and continue to maintain best management practices as established by DOW, otherwise the loan should revert fully to a loan with no principle forgiveness.
KIA should also coordinate other agencies to leverage the loan funds to provide maximum funding opportunities for utility recovery.

Proposed Legislation and Administrative Regulations
Recommendations to the LRC Taskforce are provided below to address agency policy and procedure changes, and changes to Kentucky Revised Statutes (KRS) and Kentucky Administrative Regulations (KAR). These changes are needed to provide sustainability of Kentucky’s water and wastewater utilities and infrastructure. It is most important to implement these changes to remove the politics from utility operation and in particular from utility rate setting.

RECOMMENDATIONS of the LRC TASKFORCE on PUBLIC WATER AND WASTEWATER SYSTEMS:
· Establish a Utility Taskforce as a continuation of the LRC Infrastructure Taskforce  to draft recommendations to update statewide agency policy and procedures and 
KRS and KAR changes. The changes should support sustainability of Kentucky’s water and wastewater utilities and infrastructure, as outlined in this report.
(Each public and private water and wastewater system in the Commonwealth must recognize their role in protecting the public health.  
· Each system must meet appropriate financial, managerial and technical capacity measures for the operation and maintenance of their systems. These practices should ensure:
· Independent annual audits should be performed for every water and wastewater utility.  Audit reviews should be performed to ensure that utilities are not operating in a deficit
· Each utility shall have an asset management plan leading to an annual capital budget program that addresses aging infrastructure and other system needs. The plan should be structured to effectively manage the long-term operational effectiveness and reliability of the utility. 
· Utilities should implement a non-revenue water program utilizing procedures similar to those of the American Water Works Association (AWWA) to control water loss to economically prudent levels.  
· Water and wastewater rates should be set to provide for proper operation, maintenance, debt service and other capital planning of the utility. Rates should be adjusted annually for inflation using CPI indicators, at a minimum, and otherwise as needed to meet all financial needs of the utility. An independent rate review and certification shall be performed every three years to insure that the rates are cost based and sufficient to cover all debt service and coverage requirements and all operation and maintenance expenses
· Revenues generated by utility customer rates should remain within the community, under local control.  Utilities revenues should be used first and foremost to ensure economic self-sufficiency for the water or wastewater system, including infrastructure replacement. 
· Grants and loans arranged for the utility through the KIA shall be utilized only for the specific scope of work identified in the loan or grant application.  Funds should not, in any case, be used for other than the intended purposes of the grant or loan.  
· Utilities should be adequately staffed with skilled personnel according to the certification and other staffing requirements of DOW and DCA.  All utility personnel shall be adequately compensated to provide a fair and reasonable hourly wage/salary and benefits package.  
· Utilities should maintain a replacement reserve account based on meeting the financial, managerial and technical capacity of the system. 
· Training should be mandated for all board and/or commission members/decision makers to ensure understanding and implementation of managerial, financial, and technical capacity of the water or wastewater utility. 
· Utilities should establish and maintain cost based water and wastewater rates sufficient to address all operation, maintenance, repair and replacement, debt service and reserve costs.  Failure to do so should result in enforcement action by DOW.   Failure to follow recommendation for managerial, technical and financial capacity measures should result in more aggressive enforcement action by DOW.
· A Board of Public Utility Industry Experts should be created from the utility management industry to review utility system capacity and infrastructure needs for distressed or failing utilities. 
· Inability of a utility to meet the managerial, technical, or financial capacity measures recommended by the Board of Public Utility Industry Experts or continued economic distress should result in the utility entering into discussions of regionalization or consolidation with another publicly owned utility. The “rescuing” utility should have the managerial and technical capacity to operate and maintain the distressed utility. Necessary resources to assist the rescuing utility should be coordinated with DOW and KIA.  The adjacent utility’s existing rate payers should not take on additional financial burden in the regionalization/consolidation. 
· Funding for mitigation of distressed utilities should come from a Revitalization Fund. 
· Establish funding by a new General Operational Permit program with fees from water and wastewater systems to allow DOW to provide staffing and resources to administer oversight of this utility sustainability program
· Grants and loans should be administered by the KIA in cooperation with DOW based on need and outcome-based funding.  No grants or loans shall be issued to any public utility that has not previously met the requirements of capacity levels, outlined above
· Financial assistance should be in the form of loans unless severe economic conditions exist, as documented by DOW and KIA that require partial grants to correct system deficiencies.  Loans may be converted to partial grants with loan forgiveness allowances, but only if the utility meets all capacity requirements set forth above. Failure to meet any of the capacity requirements at any time should result in financing reverting fully to a loan with no provision for loan forgiveness.
· Fund the KIA Capital Plan request of $25 Million per year to assist distressed systems as identified by the KIA, DOW and the PSC.  This low interest loan fund should be used at the discretion of DOW and KIA to specifically assist distressed utilities to return to positive economic status.  This Revitalization fund should also have the flexibility to allow partial loan forgiveness, provided all the best business practices identified above are followed and economic improvements are demonstrated.
· Implement fund leveraging as reasonable to maximize loan funds for use in supporting distressed facilities.  
 
FINAL RECOMMENDATION
· Create a Utility Task Force(s) for detailed development recommendations for draft legislation, regulations, and/or policy that includes the following entities:
· DOW
· PSC
· KIA
· Kentucky Municipal Utilities Association (KMUA)
· Kentucky Rural Water Association (KRWA)
· Kentucky League of Cities (KLC)
· Kentucky Association of Counties (KACO)
· Legislative Research Commission (LRC)
· Department of Local Government  (DLG) 
· Rural Community Assistance Program (RCAP) 

The Task Force(s) would support those agencies in the timely development of needed legislation, regulations, and/or policies and bring the perspectives of utility managers, water professionals, and associations to the table for input and review.  
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