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When Does a Sewer Reserve Fund 
Go from Prudent to Illegal?
Townships that set sewer rates should be aware of the 
Pennsylvania Sewer Rental Act and be on guard for mis-
steps that could get them into hot water, especially if they’re 
accumulating a reserve fund. The best solution is to have 
an authority set the rates. 

BY JENS H. DAMGAARD, MEMBER / ECKERT SEAMANS CHERIN & MELLOTT

CAUTION: WATER MAY BE HOT
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In Pennsylvania, most township 
sewer systems are run, or at least 
the rates are set, by a municipal 
authority. Avoiding regulation by 
the Pennsylvania Public Utility 
Commission is one big reason for 

authority rate setting. However, there 
are still plenty of townships that con-
tinue to own, or lease back, their sewer 
systems and set rates.
 The Pennsylvania Sewer Rental Act 
of 1935 limits how sewer rates may be 
calculated and the resulting revenues 
applied. It’s an archaic statute capable 
of biting municipal officials when they 
least expect it.

Watch yourself
 The first anomaly is that the law 
only applies to municipality rate setting, 
so those townships that operate but do 
not set rates for their sewer system need 
not be concerned. When a township 
pays for sewer service under a neighbor-
ing municipality’s ordinance, it could 
be protected by the Sewer Rental Act. 
Water rates are not affected.
 Missteps come when bond rating 
agencies, bond insurers, auditors, and 
other advisers tell township officials 
that it is prudent and typical to set sew-
er rates high enough to accumulate a 
reserve for capital improvements, rather 
than borrow. Avoiding interest expense 
and borrowing costs is common sense. 
Good credit ratings come to those with 
high, year-end fund balances. Rate cov-
erage requirements in many loan docu-
ments virtually compel the township to 
accumulate reserves.
 The Sewer Rental Act states that 
after annual operation and mainte-
nance expenses and debt service are 
paid, including any lease payments to 
an authority borrower, the township 
can only accumulate up to 10 percent of 
this total budget as “a margin of safety.” 
This does not sound out of line, but 
most townships raise rates in multi-year 

increments, generating surpluses in the 
early years and drawing them down in 
later years. Those early years’ surpluses 
could easily exceed 10 percent of an-
nual operation and maintenance and 
debt service.
 The act reads “whenever the amount 
[in the sewer fund] exceeds the said 
margin of safety of ten per centum, the 
excess shall be paid into the sinking 
fund . . . and shall not be used for any 
other purpose.” A sinking fund is typi-
cally used solely to pay, or prepay, debt. 
Apparently, the thinking is that exist-
ing customers should get the benefit 
of any “excess” revenues by prepaying 
existing debt, not saving to lower rates 
for future customers.
 However, who wants to prepay a  
1 percent PENNVEST loan? Bonds 
cannot be prepaid until their “call” date 
so the sinking fund would have to ac-
cumulate until then. Consequently, the 
sinking fund requirement simply gets 
ignored.

Not a lot of case law 
on the act
 There is not a lot of case law inter-
preting the Sewer Rental Act. In 1970, 
the Delaware County trial court found 
that the act prevented Brookhaven 
Borough from creating a capital reserve 
from its sewer revenues: “[W]e rule that 
it is illegal to create a capital reserve 
fund or surplus for future expansion of 
a sewage disposal system which will not 
benefit present actual users, by the im-
position of sewer rentals in excess of the 
cost of operation.”
 That court did note that a reserve 
could be lawfully accumulated if: 1) the 
project would benefit the existing cus-
tomers, and 2) the new rate did not take 
effect until after the project borrowing 
and award of contracts occurred.
 In 2008, the Commonwealth Court 
looked at the Sewer Rental Act when 
a township challenged the neighboring 
city’s sewer rates. The court acknowl-
edged the right of the city to earn a 

Under the Pennsylva-
nia Sewer Rental Act, 
townships that set their 
own sewer rates may 
not accumulate more 
than 10 percent of the 
total operation and 
maintenance budget as 
a “margin of safety.”

The Pennsylvania Sewer Rental Act 
  of 1935 … is an archaic statute 
capable of biting municipal officials 
  when they least expect it.
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“profit” of 10 percent above the cost 
of service, even from a bulk municipal 
customer.  The case also underscores 
the difficulty faced by a rate challenger, 
even when the rate included projected 
payments on a $15 million borrowing 
that never took place. The rate, includ-
ing the city’s profit, withstood the chal-
lenge.
 An argument to justify a reserve 
for future improvements can be made 
based on the inclusion of “depreciation,” 
which is a permitted operating cost 
under the act. Depositing a budgeted 
line item amount for depreciation into 
an account entitled “depreciation fund,” 
rather than “capital reserve fund,” 
would be good strategy.

PA SEWER 
RENTAL ACT

Have authority 
set the rates
 The ultimate solution would 
be to have an authority, not the 
township, set the sewer rates.  
The township could still own, 
operate, or even borrow for the 
sewer system. Using leases and 
operating agreements between 
them can create many options 
and result in the authority set-
ting rates that are exempt from 
the act.
 Every situation requires 
analysis, but those townships 
— or neighboring municipali-
ties — that set their own sewer 
rates should be mindful of the 
Sewer Rental Act. A potential 
challenger could be lurking. F

Townships that set sewer fees 
can stay out of hot water with 
the Sewer Rental Act by allow-
ing a municipal or sewer author-
ity to set the rates.

G100046_Pgs 58-60_Sewer Reserve Fund_Nov18.indd   60 10/8/18   10:08 AM


