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Cha1rman Gibbs, Ranking Member Bishop and members of the Subcormmttee my name is
Richard Abelson. I am the Executive Director of the American Federation of State, County and.
Municipal Employees’ (AF SCME) Council 48 in Wisconsin. It is an honor to be here today to share
with you AFSCME’s expenence with the privatization of water and wastewater systems, particularly
‘in Wisconsin. :

. AFSCME’s 1.6 million members are primarily public employees who work in areas such as
health care, education, social services, transportation, law enforcement and water and wastewater
treatment across the country. We have a broad range of experience and knowledge of the impact that
the privatization of public services has had on communities and the public at large. AFSCME currently
represents thousands of individuals who work for water and wastewater systems. Every day these
workers perform vital work in protecting our nation’s water supply and the environment.

Based on my work in the State of Wisconsin, I would like to give you my personal views on
this issue. Faced with rising financial problems, the comptroller of the City of Milwaukee in 2008
proposed.a long-term lease of the City’s water works. The comptroller proposed a lease of 75 to 99
years, something that was unheard of in a city the size of Milwaukee. Leases I am familiar with in
other large communities have been for up to 20 years. This proposal initiated a period of intense debate
that lasted for about a year. A major coalition of community groups and individual citizens came
together to examine the impact this proposal would have on the residents of Milwaukee. One of the
things looked at was the impact water privatization has had on the residents of other cities in
Wisconsin. We found several negative consequences for the residents of other Wisconsin cities that we
desperately wanted to avoid. We discovered that customers of przvatxzed water systems in Wisconsin
pay as much as $150 more a month for service than those who receive their water from a publicly-run
system. We also discovered that customers in Wisconsin whose drinking water systems are privatized
encounter more water quality issues and poor service problems. In the end, the plan to.turn over our
City’s drinking water system to a private company for such a long period of time in return for an
upfront payment was abandoned. Our community decided not to trust the claims of a private entity that
it had the best solution to our budgetary woes. Nor were we willing to take the risk of subjecting our
citizens to rate increases, water quality concerns and service problems that cities with privately-run
water systems have endured.

During this process, we discovered some basic facts about privatization of drini{ing water.
These are a few the facts that were shared with the public during the debate back in 2008, whlch
ultimately helped us win the battle against pr;vatlzatxon



We understand and appreciate that there is a tremendous need to maintain and improve our
public infrastructure. And that leads to the temptation to grab onto schemes that promise to take
responsibility out of public hands in return for large upfront payments.

What we found in Milwaukee is not unique. Private investors, or public-private partnerships,
whether in water and wastewater, highways or other capital assets, typically demand a high rate of
return, and such provisions as lengthy contract terms, anti-compete clauses or guaranteed payments are
not in the public interest. We believe that infrastructure is more appropriately financed through
vehicles akin to fixed income 1nst1'uments than to private equity, with long-term stable returns.

Given that interest rates are at historic lows, and many public entities have latitude to issue
debt, bond financing is the best way to achieve this goal. Renewal of the Build America Bonds (BABs)
program could save the federal government money, help put America back to work and revitalize the
infrastructure that is critical to U.S. economic competitiveness. By provxdmg access to tax-exempt
~ investors such as pension funds, sovereign wealth funds and life insurance companies, BABs bring
new sources of capital to state and local governments. New capital will permit states to finance
construction of needed projects and avoid privatizing existing public sector assets. The broader field of
potential investors provides greater demand enhances market stability and improves investor
confidence.

. 'We should work together beyond considering these options. AFSCME and other labor unions
are collaborating to explore financing structures in which a public pension fund or group of public
pension funds hold majority control of an infrastructure asset, providing stable returns to the retirement
system as well as provzdmg an influx of badly»needed investment in public infrastructure.

I appreciate the opportunity to appear before the Subcommittee today. 1 would be pleased to
answer any questions you may have.
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Key Findings
Cost implications for the community

+  Alease of the Milwaukee Water Works could cost the Milwaukee community a total of $17 million to
$31 million a year.

« By investing a concession fee into an endowment, the city could net between $7 million and $28
million a year for its general fund.

» At the same time, because of the higher cost of private capital, a lease could increase the water
utility’s revenue requirement by $38 million to $45 million a year - 55 percent to 65 percent —
resulting in higher water bills for the consnmers. '

+  For every dollar that the city receives from an endowment, water users, as a whole, could have to pay
approximately $1.60 to $5.40. P

High water bills
'« In Wisconsin, private water service costs 59 percent more than public water service.

« Long-term leases with large concession fees can result in SIgmﬁcant increases in water rates, according
the U.8. Environmental Protectxon Agency.

Loss of local control
» Because water utilities are natural monopolies, a long-term lease would reduce consumer choice.
» The leasing company may construct water main extensions that encourage sprawl.

+ Although state regulators would oversee elements of the utility’s operation, according to the Association
of California Water Agencies, regulatxon ‘provides a poor substitute for marketplace discipline or ballot
box accountabﬂlty

+  Studies have found that competition for water system contracts is rare, and long-term contracts that
require private capital further reduces the list of viable competitors.

Service concerns

«  Poor performance by private operators is the number one reason why cities decide to bring previously
contracted-out services in house.

+  Private operators can have a financial incentive to neglect system maintenance and upkeep.
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Introduction

Residénts in Milwaukee protest the privatization of their water system at a city councii meeting, June 2009. Phato by Jon Keesecker/Food & Water Watch.

M ilwaukee’s fiscal crisis is serious. City officials predicted that its long-term struc-
tural budget deficit would exceed $100 million by 2010. The value of its share of
state aid, its largest single revenue source, had been shrinking for the past decade, and
laws restrict tax increases. With its revenue raising ability limited, and with pension
and other costs growing, the city considered cutting services and increasing user fees.

In October 2008, with these constraints and the looming
budget gap in mind, Milwaukee Comptroller W. Martin
{Wally) Morics wrote to the common council and rec-
ommended an alternative course of action: Leasing the
Milwaukee Water Works.!

Typically, in a lease, a private entity pays a city a sizable
concession fee for the right to control a municipal water
system for decades. These concession fees resemble ex-
pensive loans. In a 1997 report, the U.S. Environmental
Protection Agency called them “comparable to the
‘home-equity’ loans popular with home owners across the
-country.”

After a lessee pays a large fee, it is basic business for it to
want to recover that amount plus profit. It would have to
generate additional revenue by cutting services or raising

water rates, perhaps worsening the financial hardship of
cash-strapped households and local businesses. While evic-
tion for overdue water bills may seem extreme, for resi-
dents in several cities, it is a very real threat.?

Overall, lease-concessions of water utilities are rare in the
United States,* but in the aftermath of the housing market
collapse, a few local governments, primarily in the long-
suffering Rust Belt, considered privatizing their utilities. In
2008 Akron residents voted against their mayor’s initiative
to lease their sewers, and in 2009 Chicago and Indianapolis
reportedly were pursuing lease arrangements for their
water systems.®

Milwaukee's proposal, in particular, is remarkable. It was
for a lease of a size and scope unprecedented in the United
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Milwaukee Water Works: A Well-Run
Operation

Milwaukee considered leasing its Water Works not because
the utility is a burden and liability, but because it is one of
its most valuable assets. When Morics first presented the
proposal to a committee of the common council, he ac-
knowledged, “If we had another asset to sell, we wouldn’t
be talking about this.” He added, “It’s not about the quality.
It's excellent. It's managed well. They turn out a fantastic
product.”*3

The Milwaukee Water Works is a well-run operation. It

has faken a proactlve stance on monitoring for potentml
contamination, going above and beyond the legal require-
ments. It tests for more than 500 unregulated pollutants, in
addition to the go compounds required by law, and it was
one for the first utilities to monitor for endocrine disruptors
and pharmaceuticals.®

The resuilts of these analyses, available online in an acces-
sible format, show that Milwaukee meets or exceeds federal
and loeal water quality regulations. For example, in 2008,
the utility had no violations, and it detected neither hor-
mones nor endocrine disruptors in its drinking water.?s

What's more, Milwaukee residents receive this high qual-
ity water service for one of the lowest prices in the state,?
and in the nation. In 2008 the Water Works charged 22
percent less than peer utilities across the country did. Yet,
despite their lower water bills, households in Milwaukee
spent around the same portion of their income on water
service as the typical household nationwide spent. That's
because Milwaukee household incornes tend to fall below
the national average.®

Privatization could affect the quality and the cost of water
service.

“I feel this lease is a terrible
idea for Milwaukee. To give
public property to private
for-profit entities 1s not
smart.”

— Chip Wall, president of
AFSCME Local 952

Cost Analysis

“We have one bullet left,” Morics told a committee of the
common council, “and that's the Water Works,”®

Milwaukee faces a considerable revenue shortfall and needs
to find a new source of income in order to maintain city
services, but a water system lease will not be the silver bul-
let that solves the city’s budgetary problems. In fact, a lease
could increase costs and aggravate the community’s finan-
cial predicarment. .

An analysis by Food & Water Watch found that a lease
could cost the Milwankee commumty at least $17 million a
year {see fable 1}.

The analysis looked at two scenarios: a best case and a
worst case. The best case began by maximizing the city’s
revenue through a large concession fee and then it mini-
mized the resulting costs. The worst case assumed a smaller
concession fee and took the upper bound of expected costs.
Both scenarios predicted that the community would sustain
multimillion losses, from $17 million to $31 million a year
{see table 1 and table 11 in appendix).
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Food & Water Watch Analysis: A Lease of the Milwaukee Water Works Could
Cost the Milwaukee Community at Least $17 Million a Year

Table 1 NET COST OF LEASING MlLWAUKEE WATER WCRKS .
S ) Best Case  Worst Case

REVENUES TO MILWAUKEE'S GENERAL FUND ‘ ‘ {millions of 2008 dollars)

At

(bi Defeasance of outstanding debt
The city couid have to retire the unpaid portions of municipal bonds used to finance improvements -$27 527
to the water utility, .

T T i it

{f) Aninual return on endowment (line d X fine e) ‘ . $é o ' o $'7
See table 3 in appendix . :

At i“ LEE ) Ei e
. {h) Subtotal annual revenue to the city’s general fund (lines f+g) $28 87
See table 4.in appendix..

EXPENSES PAID BY WATER USERS

Private capital usually is more expensive than public capital, and the lessee would pass on its added capital costs to water users
during rate design. Milwaukee Water Works’ rate base was $281 million and its capital structure was approximately 10 percent debt
and 90 percent equily in 2008. This anaiysis assumed that a lessee’s rate base would be the concession fee and its capital structure
would be 85 percent debt in the best case and 50 percent debt in the worst case.. '

(i) Increase in return on equity

Private utilities can earn larger returns on their equity investment. Milwaukee Water Works had an

estimated 0.69 percent return on municipal equity in 2008. The lessee could earn an 8 percent to -$15 -$16
12 percent return on equity, based on the return of a large private water utility in Wisconsin. See

table 6 in appendi

(I} Subtotal additional annual expenses paid by water users (lines i + j+ k}
The increase int capital costs could be fully recoverable through water charges, so it could be 845 -$38
Included in the utillty’s revenue requirement during ratemaking. Water users, as a whole, could :

Note: Figures based on Milwaukee Water Works’ 2008 financial statements. See appendix for methodology.
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expansion.® Because a water corporation has different
goals than a city does, it wijl make its decisions using a
different set of criteria, often one that emphasizes profit-
ability. This would have important equity and environmen-
tal implications.* For example, a company may construct
water main extensions that encourage sprawl, '

Regulation Is Inadequate

Although the Wisconsin Public Service Commission would
oversee the privatized utility, much as it currently does for
the city operation, regulation fails to compensate for the
loss of local control. As the Association of California Water
Agencies noted, regulation is “imperfect” and “often pro-
vides a poor substitute for marketplace discipline or ballot
box accountability.™ '

By its nature, regulators cannot give the same attention

to Milwaukee’s specific needs as local, elected officials can
give. The governor of Wisconsin appoints the three com-
missioners who direct the Public Service Commission.
Their offices are not in downtown Milwaukee but more
than an hour west in Madison, and they must oversee 1,110
public utilities and make hundreds of decisions a year.**

Milwaukee’s common council may have to make onlya -
couple major water-related decisions a year, and residents
can visit their alderperson and directly express their con-
cerns about the water operation. If the alderperson fails to
respond, the community can vote them out of office. The
public lacks similar mechanisms to address their concerns
with private utilities and regulators.®

Lack of Disclosure

A lack of disclosure further complicates public oversight.
Corporations may refuse to reveal certain data by claiming
they are confidential or trade secrets, and the general public
often is not privy to the same level of information as regula-
tors are. A lack of disclosure impedes public participation.

The initial stages of Milwaukee’s lease process are telling
of this. There was such little public disclosure about the
advisor seleetion that a column in the Milwaukee Journal
Sentinel had the headline: “Water consultant deal as clear
as mud.”

Members of KPOW would agree. According to Royster of
the Institute for Wisconsin’s Future, the city wanted to

keep the lease out of the “spotlight.”s Indeed, there were

no formal public meetings to inform the community, gauge
their opinion or address their concerns.* Fortunately,
KPOW organized and shed light on the issue, “KPOW was
the spotlight,” Royster said. Its efforts forced the council to
delay the lease, she said, “because there was too much noise
and attention on the proposal.”

!uoﬂ&watuﬁﬁétl;i\l)

Service Concerns

Without strong public oversight, a private operator could
cut corners and sacrifice service quality to increase its prof-

"its. Such neglect could result in low pressure dx_‘ discolored

water,

Poor performance is the number one reason why cities
bring previously contracted services in house. In a survey
of 245 municipalities, nearly three-quarters of cities ended
privatization because of the contractor’s unsatisfactory
service,s® '

Private sector performance is usually driven by competi-
tion, but municipalities rarely have any real competition
for water privatization deals,* largely because there are
few competitors remaining. Since the 1990s, the market
has been consolidating rapidly,° and over the last decade,
the number of major U.S. contract operators fell from 16 to
six.5*

Despite the hucrative nature of a long-term Jease,

‘Milwaukee could receive a limited number of qualified

bids. Veolia Water and Suez-owned United Water are two
possible bidders. Only the largest water corporations tend
10 have access to private eapital #* particularly an amount

needed to pay Milwaukee a sizable concession fee.

Wwith little competition, Milwaukee has few choices and less
room to negotiate a good contract that protects the interests
of its residents. The larger and longer the contract, the nar-

. rower the list of viable competitors, which one expert said

results “in an oligopolistic market.”s*

“Water is one of Milwaukee’s
primary resources. I

am generally against
privatization but this
proposal represents a real
capitulation by the city

to private interests with

long term damage to the
community.”

—Karen Royster, Institute for
Wisconsin’s Future
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Appendix: Methodology of Cost Estimations

The sections below describe the cost estimates from table 1 on page 5 in more detail. These figures are based on Milwaukee
Water Works’ 2008 financial statements and are expressed in 26008 dollars.

Revenues and expenses are estimated based on two scenarios:

The best-case scenario maximizes the revenue to the city’s general fund. It assumes a large concession fee and rate
of return on the endowment. It then minimizes costs by taking the lower bound of the range of expected transaction and

capital costs.

The worst-case scenario assumes a smaller concession fee, a more typical endowment return and the apper bound of

the range of expected transaction and capital costs.

Income to Milwaukee’s General Fund

Concession Fee

It is difficult to estimate the market value of 4 long-term
concession of the Milwankee Water Works for two main
reasons: (1) There is no known concession or sale of a U.S.
municipal water utility of comparable size; and (2) there is
no known lease-concession of a water system in a state that

regulates publicly owned utilities. Rate of return regulation

could Hmit the size of the concession fee.

According to news reports, Morics estimated that
Milwaukee eould receive a concession fee of as much as
$600 million.” That is greater than the utility’s total assets,
which was $434 million at the end of 2008,5* so this analy-
sis uses $600 million as the hest-case concession fee.

A standard purchase price for a state regulated utility is

the original cost of the utility less depreciation,?® which is
similar to another benchmark for an acquisition price, the
rate base.® In 2008 the Milwaukee Water Works had a rate
base of $281 million. This is the value of the utility financed
by the utility or the city, plus materials and supplies, less
depreciation and regulatory liability. It excludes the con-
tributed utility plant assets, which the city and utility did
not finance.® In ratemaking, regulators apply a rate of
return to this value to determine the utility’s return.

Regulators could decide against adjusting the raie base to
allow the lessee to earn a return on the full value of its in-
vestment, the concession fee. As a result, it is possible that
a lessee would pay a concession fee only up to the munici-
pal utility’s rate base. For that reason, this analysis takes
an approximation of the rate base, $300 million, to be the
worst-case concession fee.

Debt Defeasance

In the past, the city has financed large water projects with
loans from Wisconsin's Drinking Water State Revolving
Fund or general obligation bonds that are exempt from
federal income taxes.

A private water utility in Wisconsin typically cannot do the
same. The lease agreement could cause the water util-

ity to lose access to tax-exempt bonding and low-interest
loans from the state’s Safe Drinking Water Loan Program.
Although the City of Milwaukee could issue private activity
bonds for the lessee, these bonds are subject to restrictive
regulations, including a state volume cap.®

As of the end of 2008, Milwaukee Water Works had ap-
proximately $27 million in outstanding debt: $10 million

in Safe Drinking Water State Revolving Fund loans and

$17 million in general obligation bonds.% The lease could
force the uiility to retire or defease this debt. To do that, the .

"city would have to place enough cash into an irrevocable

escrow.account to pay off the bonds as they become due.
The trust would purchase essentially risk-free government
obligations to the amount, timing and collection of the
interest and principal of the defeased bonds.® This analysis
assumes that the cost of defeasance is approximately $27
million, the outstanding principal of the utility’s debt.

Other municipalities have used part of their concession fees
to rid their utilities of existing debt during the privatiza-
tion process. For example, when Cranston, R.1, leased its
wastewater utility for 20 years, it used $25 million of the
$48 million concession fee to retire the system’s outstand-
ing municipal bonds. After meeting all of these obligations,

~ the city had less than half of the concession fee remaining

for its general fund.%

This analysis assumes that the concession fee would have
an initial reduction of $27 million to cover debt defeasance,
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Tax Revenue

The Milwaukee Water Works, as a public utility, is exempt
from property taxes, so it makes payments in lieu of taxes
tothe city. Under a long-term lease, the utility should retain
this tax-exempt status, since the city would remain the
property owner.® In this case, the lessee should continue

to make property tax equivalent payments equal to the
amount the municipally run utility would make. This analy-
sis assumes no.change in these revenues to the city.

Indeed, Morics said that he presumed these payments
would continue because the city could require it as part of
the lease agreement.® However, there is a possibility that
the city could forfeit this revenue during contract negotia~
tions, possibly in exchange for a larger upfront concession
fee, If Milwankee decides to pursue a lease, city officials
must protect residents and negotiate a strong contract that
preserves the tax-equivalent payments.

Milwaukee should not see any additional tax revenue from
the deal. Although the lessee would have to pay federal and
state income taxes, the city does not levy income taxes. In
fact, Wisconsin law expressly forbids municipalities from
levying tax on incomes.®

Further investigation is required to determine whether the
city would lose any of its state shared revenue as a result of
the lease. At least one alderperson expressed concern about
how a lease would affect that revenue source.?s

Net Income to General Fund

The net income tothe general fund is the revenue from the
endowment plus additional tax revenue to the city. In the
best case, the city could net $28 million for its general fund,
and in the worst case, it could net $7 million (see table 4).

Table 4. Estimated Annual Income to the
General Fund of the City of Milwaukee (in
millions of 2008 dollars)

Worst Case

Best Case

iunﬂiwamﬁﬁélﬂﬁ)
Annual Cost to Water Users

Water users could see their rates increase to cover the
added cost of private capital,

Cost of Capital

State regulation allows utilities to earn a return on their
capital investment, When regulators set water rates, they
include interest payments, profits and income taxes in the
revenue requirement, This allows utilities to pass on the full
economic cost of capital to water users.

Investment Rate Base

The Milwaukee Water Works earns a return on the value
of the utility that it or the city financed, plus materials and
supplies, less depreciation and regulatory liability. This
value, called the rate base, was $281 million in 2008. It
does not include the value of the utility assets that were
contributed.®

Assuming that regulaiors would adjust the rate base up to
the concession price to allow the lessee to recover its invest-
ment, the rate base would be $600 million in the best case
and $200 million in the worst case.

Capital Structure

Milwaukee Water Works’ capital structure was approxi-
mately 90 percent municipal equity and 10 percent debt in
2008.%

The weighted average capital structure in the water indus-
try is approximately 50 percent equity to 50 percent debt.®
The Wisconsin Public Service Commissions indicated that
this is considered to be the optimum capital structure.®
However, because private equity usually is costlier than
private debt, a smaller eguity to debt ratio tends to have a
smaller revenue requirement.®® Therefore, this analysis as-
sumes that the capital structure would be 35 percent equity
to 65 percent debt in the best case,® and 50 percent equity
to 56 percent debt in the worst case.

11
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Income Taxes

Milwaukee Water Works as a municipal utility pays no
income taxes. It reinvests its earned return into the water
utility or the city. A leasing company would have to pay .
income taxes.

Wisconsin levies a 7.9 percent tax on corporate incorne,'*°
and the federal income tax rate is 35 percent on corpora-
tions making more than $18.3 million a year.** Assuming
that the leasing company or its parent has a consolidated
taxable income that falls in this highest tax bracket, the
composite tax rate would be 40.1 percent (see table 7).

Income taxes are included in a utility’s revenue require-
ment. The return on equity is adjusted, grossed up, to
account for them (see table 7 and table 8, line d).*** This
analysis found that income taxes would be $11 million in
the best case and $12 million in the worst case {see table 9).

Table 7. Tax Factor

Table 8. Weighted Economic Cost of Capital

-
Total Added Cost to Water Users

The economic cost of capital under a lease is the sum of
the cost of debt, return on equity and taxes on corporate
income. State regulators add these costs to the revenue
requirement during rate design, so with all else equal, any
increase in capital costs would correspond to higher rates
for water users. :

In the best-case scenario, the economic cost of capital
would be $48 million. That means the lease would add $45
million onto the revenue requirement (see table 10).

In the worst-case scenario, the economic cost of capital
would be $38 million. That means the lease would add $35
million onto the revenue requirement (see table 10).

Based on this analysis, a lease could increase the utility’s
revenue requirement by $38 million to $45 million a year.
This would be an increase of 55 percent to 65 percent over
the Milwaukee Water Works’ operating revenues in 2008.13

Best Case
Financial Capital Structure

Worst Case

Amt (millions) |Ratios Cost

65%

Table 9. Income Tax Calculation (in millions of
2008 dollars} -

Wagt'd Cost | At {millions) | Ratios Cost (Wgt'd Cost

$150° 50% 7%

Table 10. Estimated Added Economic Cost of
Capital (in millions of 2008 dollars)

Best Case Worst Case

{b) Weighted cost of income taxes

(see table 8, line d) 4-02"@

Milwaukee

Water Works. Best Case Worst Case
2008 )

Lease Estimates

(b) Economic cost of 0.97%

capital

7.93%

(tin
(d) Added economic cost of capital
{line ¢ — Milwaukes Watér Works

$45

$38

economic cost of capital)

13
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