SULTAN CITY COUNCIL
AGENDA ITEM COVER SHEET

ITEM NO: Presentation -1

DATE: April 8, 2009

SUBJECT: Water Rate StructuresW/i 56

CONTACT PERSON: Deborah Knight, City Administrator

ISSUE:

The issue before the City Council is an introduction to the findings of the water rate
study and proposed alternative water rate structures for the Councif's consideration.

The Council reviewed the water rate study findings and rate options at the Council
retreat on March 21, 2009. This will be the City Counci’'s second review of the water
rate study that has been underway since 2008.

Attachment A includes summary excel spreadsheets covering the entire water
department operations including utility revenues, expenses, debt service payments,
capital investments and reserve funds. Angie Sanchez with FCS Group will be at the
Council meeting on April 9, 2009 to walk the City Council through the data, analysis,
options and recommendations. Attachment A has changed since the Council
retreat to reflect 20% of the salary for the proposed Public Works Supervisor
position and lower beginning fund balance in the CR Water Fund.

Attachment B provides an outline of a number of water rate structure options to meet
the City's long-term financial needs in the water utility.

Attachment C provides an alternative to the proposed 10% increase. This alternative
was developed after 20% of the salary for the proposed Public Works Supervisor
position and lower beginning fund balance for the CR Water Fund were added to the
model. It provides a way to reach operating and capital targets more quickly.

STAFF RECOMMENDATION:

1. Review the proposed 6.58% average annual rate increases over the next five
years.

2. Review the options for equitably distributing the needed rate increase between
users.

3. Provide direction to staff to return with final proposal for Council consideration as
a part of the public hearing scheduled for April 23, 2009.
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SUMMARY:

The last water rate study was completed in 2004. Ordinance No. 864-04 was effective
December 1, 2004 and set $2/year increases in the base water rates for five years.
The last rate increase took effect December 1, 2008. The current base rate is $25.25.

The base rate includes 600 cubic feet of water per month (6¢cf) for residential and
commercial users.

The City Council approved a water rate study in 2008 in part because water revenues
were not adequate to cover operating expenses in the 2008 budget. Since the water
utility is an enterprise fund, the user fees and revenues collected must cover expenses.

The study is at the point where city staff and consultants need direction on:
1. Increasing water rates by 10% in 2009 and 2010 to cover operating, capital and
debt service expenses.

2. Equitably distributing a rate increase over the classes of users — residential,
multi-family and commercial.

Revenue Redguirements

The table below is a summary of the City's revenues and expenditures in the water
utility.

Without the proposed rate increase there is a “net deficiency” in the utility fund of
$33,376 in 2009. The net deficiency increases to $350,162 in 2014. The assumptions
used to develop the revenue/expenditure model are included in Attachment A-4.

(2014

Revenues

Rate Revenues Under Existing Rates $ 769,848 & 778,844 & 798,315 8 818,273 $ 838,730 % 859,698

Non-Rate Revenues 177,795 97,686 95,667 95,189 95,008 95,230
Total Revenues $ 837,643 § 876,530 $ 893,982 § 913,462 § 633,738 $ 954,928
Expenses

Cash Operating Expenses $ 656,490 § 891,805 § 720,343 § 769,268 $ 811,758 % 857,008

Existing Debt Service 214,529 210,961 207,212 203,301 201,638 197,219

New Debt Service - - 25,863 25,863 25,863 25,863

Additiens to meet Min, Op. Fund Balance - - - - - -

Rate Funded System Reinvestment 100,000 125,000 150,080 175,000 200,000 225,008
Total Expenses $ 971,019 § 1,027,766 % 1,112,417 § 1,173,433 § 1,239,260 % 1,305,081
Net Surplus {Deficiency) $ (33,376) § (151,236) $ {218,435) $ (259,871) § {305,523) & {350,162)
% of Rate Revenue 4.39% 19.42% 27.36% 3.77% 36.43% 40.73%
Additions To Meet Coverage $ € 3 - % - $ - $
Total Surplus {Deficiency) 3 $ [151,236) $ {218,435) § {259,971} § {305,523) § (350,162}
% of Rate Revenue T35 19.42% 27.36% 31.77% 36.43% 40.73%
Annual Rate Adfustment 10.00% 10.00% 7.00% 4.25% 4.25% 4.00%
Rate Revenues After Rate Increase 3 87,8403 942401 $ 1,033579 § 1,104,443 $ 1,180,167 $ 1,258,058
Additional Taxes from Rate Increase 3 1,911 § 8,225 % 11,831 § 14,392 § 17471 & 20,034
Net Cash Flow After Rate Increase 2,708 4,056 4,997 11,808 18,743 28,164
Coverage After Rate Increases g 421 3.55 3.89 4.18 4558
Average ST Monthiy Bill {using 8 ccf per month) $ 32.79 36.07 $ 3860 $ 4024 § 4185 $ 43,62
Monthly Increase 3 298 328 % 252 % 164 § 7108 1.68
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As shown below, increasing the rates annually provides a small net cash flow - $2,706

in 20
base

09 and $28,164 in 2014. A 10% increase translates into a $3.28 increase in the
rate in 2010 and a 4.0% ($1.68) increase in 2014.

The need to increase water rates is driven by three primary factors:

1.

Current revenues do not support an ongoing capital improvement program. Rate

increases are needed to fund the capital improvements to serve current
customers.

Operation and maintenance costs increase each year. The financial plan
suggests that operating and maintenance costs will increase an average of about
3.5 percent per year. Water rates represent about 82 percent of the water
system’s annual revenues. Non-rate revenues are relatively static and not
expected to increase with increased costs (in fact, interest earnings will decline
as reserves are used). Therefore, increased operating and maintenance costs

of 3.5 percent per year will require rate increases of about 4.25 percent to offset
them.

Due to water conservation efforts, water demands are expected to decline each
year (assuming normal weather patterns and economic conditions). Increased
costs will need to be spread over decreased water sales, necessitating a rate
increase just to maintain stable revenues.

In short, it is not realistic to expect that water rate increases can be limited to the
general rate of inflation. In order to meet both ongoing operating as well as capital

program needs, rate increases ranging from 10 to 4 percent per year are required
during the next five years.

Financial Reserves

T e
b .
ITY WATER FUND {400}
Beginning Balance 3 147,961 § 180,667 § 154,763 § 189,760 § 171,668 § 190,311
Net Cash Flow after Rate Increase 2,706 4,086 4,997 11,808 18,743 28,164
Transfer of Surplus to Capital Fund - - - - - (7,157)
Ending Balance $ 180,667 § 164,763 § 159,760 & 171,568 § 180311 § 211,317
Minimurn Target Baiance § 161,874 % 170,582 § 179,838 3 189,683 % 200,160 $ 211,317
Days 84 az 80 81 86 90
[WATER SYSTEM IMPROVEMENT FUND (408) ]
Beglnning Balance $ 155,810 % 28,455 § - % - $ - 3
plus: Interest Eamings 3,895 711 - - - -
plus: Operating Transfers In. {Op er CR?) - 85.052 1,012,922 243101 127,628 167,512
Total Capital Funding Sources 159,705 114,219 1,012,922 243101 127.828 167,512
less: Capital Expenditures {infiated) (131,250} (114.219) (1,012,922) (243,101} (127,628 (167.512)
Ending Balance 28,455 - - - - -
|CR UTILITY FUND {Fund 408) capital Ero'!ects only |
Beginning Balance $  1,043335 § 524,031 § 618,641 % 199,382 § 448415 § 858,972
plus: Interest Eamings 26,083 13,381 15,466 5981 15,895 34,359
plus: GFC Revenua 52,640 105,080 210,160 381,309 390,842 400,613
plus: Reverue Bond Proceeds - - 290,000 - - -
plus: Rate Funded Capital Projects 100,000 125,000 150,000 175,000 200,000 225,000
plus: Timber Revanue - - - - - -
plus: Transfer of Surplus from Cperating Fund - - - - 7,157
less: Transfer to Water System Debt Fund (412} - {73,769) {71,963) (70,187) {68,350) (66,544)
less: Capital Project Transfer {480,000} - - - - -
less: Transfer to Bring 412 to positive balance (56,7786} - -
less: Transfer for additional 412 funding neads (151,151) - - - - -
less: Transfer for Debt Service - (85,052) {1,012,922) (243101 {127 628) {167,512)
Ending Balance 534,031 518,641 199,382 448,415 858,972 1,292,045
Minimum Capital Conlingency Target 3 200,000 § 260,000 $ 200,000 § 200000 $ 200,000 $ 206,060
Water Rate Study
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» Operating Reserve — The operating reserve is maintained at an amount equal to 90
days of the annual operating budget, including transfers. It is available for
unanticipated operating needs, but also provides funds for working capital and cash

flow needs. Because the reserve is tied to the operating budget, the target
minimum balance changes over time.

» Capital Reserve — The capital reserve provides a minimum balance for capital
program needs. Water rates and connection fees generally cover the cost of water
system improvements. However, because annual capital program expenditures can
vary dramatically (due to the size, scope, and timing of projects) maintaining a
capital reserve helps to provide sufficient funds during peak expenditure years
without having to adjust water rates to reflect expenditure patterns. City staff
propose a $200,000 capital contingency target.

Generally, the balance in the Water Fund should exceed the target levels for reserves
(the amount in excess is available for general water utility purposes). As the balance of
the Water Fund declines operating reserves and capital reserves are used.

Options for Rate increases

As described previously, the City’'s water utility has a financial deficit. There are two

ways to correct this sifuation. One is to reduce annual costs and the second is to
increase revenues.

Reduce Annual Costs. The City already closely scrutinizes the operating budget.
Eliminating a large part of the capital improvement program (e.g. electronic water
meters and plant improvements) will not reduce annual costs and eliminate the current
deficit. Capital investments are necessary to maintain and extend the useful life of
water system infrastructure.

Deferring capital projects (such as annual pipeline replacements) is at best a temporary
stopgap measure. [t would not solve the financial situation in the long-term and could
have negative consequences.

One way or another, the City will need to increase water system revenues. While
connection fees paid by new development and other miscellaneous water system
revenues contribute to the financial resources of the utility, total non-rate revenues
represent only a small percent of total water system revenue and non-rate revenues are
expected to decline over the planning period.

Ultimately, the City will need to increase water rates to address the financial situation
and meet ongoing operating and capital program costs. The following pages describe
and present four options for increasing water rates over the next five years to meet the
financial needs of the water system.

Water Rate Study
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Rate Objectives

When setting rates, the City needs to identify the objectives it wants to achieve. City staff
have prepared the following rate setting objectives to guide the Council's discussion:

e Adequately fill all the short and longer-term needs of the water system including
operating costs, capital costs, debt service and contingency funds.

e Continue to protect the affordability of basic water use, even as water rates
increase

o Treat ratepayers fairly
e Encourage conservation

» Adjust rates annual to keep pace with costs and avoid large rate increases to
make up deficiencies.

e Minimize volatility in the fund.

At the direction of city staff, Angie Sanchez and the consultants at FCS Group have
prepared three options for discussion and direction (Attachment . A fourth option will be
discussed but the analysis was not available in time for the retreat:

1. Fixed annual increase for all customers

2. No allowance (eliminate the 6ccf/month), reduce fixed charge, annual
percentage increase

3. Inverted block structure - residential customers only

4. Reduce allowance from 8ccf to 3 ccf.

Current Rate Structure

Under the existing system, the majority of the City’'s water revenues come from the
base rate rather than from the volume of water used. Over time, the City and its
residential customers will be best served by changing this formula so the majority of
revenues are based on residential use rather than the base rate. Approximately 80% of
the City’s water revenues come from residential users. Residential use changes from
season to season. During the dry summer months, water use increases as a result of

residential use from an average of 15 million gallons per day to 18.5 million gallons per
day a 15% increase.

e The current base rate is $25.25/month

o The base rate includes 600 cubic feet of water per month (6¢cf) for residential
and commercial users

» |t appears on average residential user are consuming less than the base rate
each month.

* The majority of the City's water revenues come from the base rate rather than
from the volume of water used.

e The majority of “usage” is not billed because it's in the fixed base rate
($25.25/month).

Water Rate Study
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Option 1 - Fixed Percent Increase

» The base rate would increase by a fixed percentage (4% to 10%) each year for
the next five years.

s No change in the 6¢cf monthly allowance.

o Fixed service charges are a disproportionately large portion of bills for jow
volume users. Low volume users are “underwriting” high volume users

e No price signal to encourage conservation

27.78 2.51
Residential - Read Monthly CR 27.78 2.51
Senior Discount SR 13.89 2.51
Senior Discount - Elecc (Read Monthly) SR-E 13.89 2.51
Residential - County (Out of City) RC 41.67 3.76
Senior Discount - County (Out of City) SRC 20.83 3.76
Residential R 27.78 2.51
Residential - Read Monthly CR 7.78 2.51
Mixed Use Consumption MUC 7.78 2.51
Commercial 3/4" C75 29.98 2.51
Commercial 1" C1 41.97 2.51
Commercial 1.5" C15 53.96 2.51
Commercial 2" C2 86.93 2.51

: %

Residential 2 $ 5.25 10.00% | $ 253
4 25.25 10.00% 2.53
6 25.25 10.00% 2.53
8 29.81 10.00% 298
12 38.93 10.00% 3.89
18 52.61 10.00% 5.26
30 79.97 10.00% 8.00

Water Rate Study
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Option 2 - No allowance, Reduce Fixed Charge, Overall Rate Increase is 10%

6ccef per month allowance is eliminated

Fixed charge of $25.25 per month is reduced to $17.00/month because no
allowance.

e In order to collect overall 10% increase, users above 5ccf pay 15.24%-26.86%
Lease equitable approach because the median users is between 6cci-

12ccf/month
Residential R R $16.95 $2.51
Residential - Read Monthly CR R 16.95 2.51
Senior Discount SR R 8.48 2.51
Senior Discount - Elec (Read Monthly) SR-E R 8.48 2.51
Residential - County (Out of City) RC R 2543 3.76
Senior Discount - County (Out of City) SRC R 12.71 3.76
Residential R MF 15.60 2.56
Residential - Read Monthly CR MF 15.60 2.56
Mixed Use Consumption MUC MF 15.60 2.56
Commercial 3/4" C75 Comm 16.60 2.51
Commercial 1" C1 Comm 27.72 2.51
Commercial 1.5" C15 Comm 55.28 2.51
Commercial 2" Cc2 Comm 88.48 2.51

Residential 2 $ 2525 2197 | 13.00% | $ (3.28)
4 25.25 7.02 6.88% 1.74
6 25.25 203 | 26.75% 6.75
8 29.81 37.04 | 24.20% 7.21
12 38.93 7.06 | 20.88% 8.13
18 52.61 62.10 | 18.06% 9.50
30 79.97 02,16 | 15.32% 12.25

Water Rate Study

Page 7 of 10



Option 3 (Residential Only) No Allowance, Reduced Fixed Charge, Overall 10%
Inverted Block Structure — Residential Customers Only

One alternative to the existing rate structure is to charge residential customers for
actual water used rather than provide for a base rate (currently 600 cubic feet per
month). The benefit of a rate structure for residential users based on use (“pure water”
or “increasing block rates”) is to benefit those residential customers who use little water
or who conserve water.

Muilti-family and commercialfindustrial customers do not change their water use from
season to season. This is the reason increasing block rates are focused on residential
users who have some discretion over the amount of water consumed.

An increasing block rate does not necessary result in increased rates for an average
household. The City Council can set the block rates to match the existing average
household cost or to match the current base rate. Where increasing block rates differ
from the current rate structure is that anything below the average use will cost the
resident less. Water use above the block rate will cost more.

R

Residential R R 18.50
Residential - Read Monthly CR R 18.50
Senior Discount SR R 9.25
Senior Discount - Electronic (Read Monthly) SR-E R 9.25
Residential - County (Out of City) RC R 27.75
Senior Discount - County (Out of Cit R

Residential 2 $ 2525 | § 2250 | 10.89% | § (2.75)
4 25.25 26.50 | 4.95% 1.25
6 2525 3050 | 20.79% 5.25
8 29.81 3590 | 20.43% 8.09
12 38.93 46.70 | 19.96% 7.77
18 52.61 67.70 | 28.68% 15.09

Water Rate Study
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Option 4 — Half Allowance (3ccf) Residential Only, Reduced Fixed Charge, Overall
10%

After reviewing the inverted block structure it appears the average residential customer
is not exceeding the current allowance. This means there are no price signals sent to
the customer.

The consultants suggested reducing the 6cof allowance to 3ccf. [n the current rate
structure, the majority of “usage” is not billed because it is in the fixed fee.

The increase for the average user would be around the 10% target goal.

Residential R R $ 23380 $ 251
Residential - Read Monthly CR R 23.38 2.51
Senior Discount . SR R 11.69 2.51
Senior Discount - Electronic (Read Monthly) SR-E R 11.69 2.51
Residential - County (Out of City) RC R 35.07 3.77
Senior Discount - County (Out of City) SRC R 17.54 3.77

Residential 2 $. 2525| % 2338 -741% | $ (1.87)
4 25.25 25.89 2.54% 0.64
6 25.25 3091 | 22.43% 5.66
8 29.81 3593 | 20.54% 6.12
12 38.93 4598 | 18.10% 7.05
18 52.61 61.04 | 16.03% 8.43
30 79.97 91,17 | 14.01% 11.20
Water Rate Study
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RECOMMENDED ACTION:

1. Review the proposed 6.62% average annual rate increases over the next five
years.

2. Review the options for equitably distributing the needed rate increase between
users.

3. Provide direction to staff to return with final proposal for Council consideration in
March. ‘

ATTACHMENT
A — Summary Water Utility Rate Study

B — Sample Rate Scenarios (options)
C — Summary Water Utility Rate Study — Higher Rate Increase 2009-2011

Water Rate Study
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