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Section 1 — Executive Summary

The City of Sebastopol (City) provides water and sewer service to approximately 3,400 customers. The City’s
water and sewer enterprise funds are self-supporting and fund the operations and maintenance (O&M)
associated with the two utilities, capital projects and repayment of any associated debt, and routine repair
and replacement of aging system components for the water and sewer systems. Water and Sewer user rate
revenue provides a stable secure revenue source for the two utilities, is the primary revenue source for the
operations of both utilities and can only be used for the two utilities. Revenue from water and sewer user
rates cannot be used for any other general or special purpose. The main objective of this study was to develop
five-year financial plans that helps to ensure the water and sewer utilities are generating sufficient revenue
over the five-year period to cover the costs of operating the utilities. These financial plans include
recommended rate revenue adjustments to ensure continued revenue sufficiency and stability. These are

discussed in further detail in the body of this report.

1.1 Study Overview
The City contracted with Willdan Financial Services (“Willdan”), to complete a water and sewer rate study

comprised of the following objectives:

e  Five-Year Financial Plan: Identify the revenues required by each utility to meet the respective annual
costs of operation, maintenance and system expansion.
e Rate Update: Review and update the City’s existing water and sewer rates and comment on their

adequacy to meet projected revenue requirements and the City’s objectives.

1.2 Financial Plans

The five-year water and sewer financial plans were developed based on projected revenues and expenditures,
system growth and recent consumption and discharge trends. The projections reflect the best available
information and assessments developed and refined through numerous meetings and teleconferences
between Willdan and City staff. Upon completion of the financial plans it was determined that revenues that
would be generated through projected system growth, existing user rates and projected system utilization
alone will not be sufficient to meet anticipated system expenditures, and additional rate revenue increases

will be required.
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1.3 Cash Reserve Targets
Through the study process Willdan worked with City staff to identify and recommended financially prudent
cash reserve targets for each utility to help ensure the financial viability of the water and sewer enterprise

funds. The cash reserve targets include:

e Operating Reserve: Cash reserve equivalent to 90 days of annual operations and maintenance

expenses.

1.4 User Rates

As identified in section 1.2, additional rate revenue increases are projected during the five-year study period.

The study also proposes refinements to the existing user rates, which are discussed in Section 4.2.3.

1.5 Findings and Recommendations

It is recommended that the City update the cashflow portion of this study each year to ensure projected
revenue is sufficient to fund projected expenses going forward as assumptions made during this analysis may
change and have a material impact on the analysis. As customer usage and discharge patterns change, or the
composition of the City’s customer base changes, the City should conduct an in-depth cost of service analysis
to ensure appropriate allocation of costs to customer classes. The proposed revenue increases, and rates are

illustrated in Table 1-1 through 1-3.

Table 1-1

Projected Rate Revenue Increases
Fiscal Years Ending June 30

Water Rate Sewer Rate
Description Revenue Increases | Revenue Increases
2018-19 0.0% 0.0%
2019-20 4.0% 7.0%
2020-21 3.0% 5.0%
2021-22 3.0% 4.5%
2022-23 2.0% 4.5%
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Table 1-2
Proposed Water Rates
Fiscal Years 2019-20 through FY 2022-23

0-100 CF $0.00
100 to 3,000 CF 3.03
> 3,000 CF 3.20

$3.12
3.12
3.12

$3.22
3.22
3.22

5/8 x 3/4-inch $49.11 $45.49 $46.96 $48.37 $49.33
1-inch 82.03 76.16 78.14 80.79 82.41

1 %-inch 163.37 151.67 156.22 160.91 164.13
2-inch 261.56 242.83 250.11 257.62 262.77
3-inch 572.72 531.71 547.66 564.09 575.37
4-inch 817.99 759.41 782.20 805.66 821.78

$3.31
3.31
3.31

$3.38
3.38
3.38

(1) Effective January 1, 2020
(2) Effective July 1, 2020 and every July thereafter

3|Page



Table 1-3
Proposed Sewer Rates
Fiscal Years 2019-20 through FY 2022-23

Bi-Monthly Base Charge
Bi-Monthly Charge - $ Existing 19-20Y  20-21 @ 21-22@  22.23@
5/8 x 3/4-inch $74.50 $66.81 $70.15 $73.31 $76.61
1-inch 124.28 111.60 117.18 122.46 127.97
1 %-inch 247.84 222.27 233.38 243.88 254.86
2-inch 396.77 355.86 373.65 390.46 408.03
3-inch 868.30 779.19 818.15 854.97 893.44
4-inch 1,240.69 1,112.89 1,168.53 1,221.11  1,276.06
Flow Rate
Residential 0 -100 CF $0.00 $6.73 $7.06 $7.38 $7.71
Residential > 100 CF 6.60 6.73 7.06 7.38 7.71
Dining Facility (Take Out) 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
Dining Facility (Take Out) > 100 CF 7.42 6.73 7.06 7.38 7.71
Dining Facility (On Premise) 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
Dining Facility (On Premise) > 100 CF 9.19 6.73 7.06 7.38 7.71
All Other 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
All Other 100 — 50,000 CF 6.60 6.73 7.06 7.38 7.71
All Other > 50,000 CF 5.49 6.73 7.06 7.38 7.71
(1) Effective January 1, 2020
(2) Effective July 1, 2020 and each July thereafter
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Section 2 - Introduction

2.1 Introduction

Willdan Financial Services (“Willdan”) was retained by the City of Sebastopol, California (“City”) to conduct a
Water and Sewer Rate and Financial Study (“Rate Study”) for the City’s water and sewer utilities (“Utilities”).
This report details the results of the Rate Study analysis for the forecast period, fiscal year (FY) 2018-19

through FY 2022-23, the results of which are presented in this Rate Study Report.

The results of the Rate Study presented herein are a financial plan and suggested rate adjustments designed
to provide revenues sufficient to fund the ongoing operating, maintenance and capital costs necessary to
operate the City’s water and sewer utilities, while striving to meet the financial requirements and goals set

forth by the City’s for the water and sewer enterprise funds.

Based on discussion with City staff, this report presents the recommended financial plans and adjustments to

meet the City’s objectives.

2.2 Goal and Objectives

The primary goal of the Rate Study was to develop financial plans for each of the two utilities that evaluate
the adequacy of the current revenue streams to meet ongoing costs (operations & maintenance, debt service
and capital), and to maintain industry standard financially prudent cash reserves. More specifically the Rate

Study was undertaken to:

e Conduct the analysis in accordance with industry standards consistent with American Water Works
(“AWWA”) and Water Environment Federation (“WEF”) guidelines;

e Develop financial plans consistent with industry standards and best practices while recognizing the
needs specific to the City; and

e Recommend rates that adhere to and meet Proposition 218 requirements which requires a matching

between the fees being assessed to customers and the cost they place on the systems.

2.3 Overview of the Rate Study Process

The rate study process for each of the two utilities consists of two primary study components. First, a
determination of the adequacy of system revenues to meet system expenses during the study forecast period
must be made. The result of this analysis, known as the Revenue Sufficiency Analysis, is an assessment of the

ability of the existing revenue stream to meet the projected financial requirements of the system during the
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forecast period and, to the extent required, the identification of the magnitude and timing of any required

rate adjustments.

Next, a determination of the adequacy of existing user rates and charges to meet the City’s goals and

objectives, and a review of these current rates and charges.

2.4 Organization of this Report

This Rate Study presents an overview of the rate-making concepts employed in the development of the
analysis contained here. The analysis is followed by a discussion of the data, assumptions and results
associated with each component of the analysis. Finally, appendices with detailed schedules are presented
for further investigation and insight into the data, assumptions and calculations which drive the results

presented in this Rate Study. The report is organized as follows:

. Section 1 — Executive Summary

o Section 2 — Introduction

. Section 3 — Overview of Utility Rate-Making Principles, Processes and Issues
. Section 4 — Rate Study Development and Results

. Section 5 — Conclusions and Recommendations

o Appendix A —Water System Financial Plan

Appendix B — Sewer System Financial Plan
Appendix C — Water Cost of Service Analysis and Rate Design

Appendix D — Sewer Cost of Service Analysis and Rate Design

2.5. Reliance on Data

During this project the City (and/or its representatives) provided Willdan with a variety of technical
information, including capital cost and demographic data. This data was used by Willdan in the process of
developing the financial plans and recommended rates adjustments. Willdan did not independently assess or
test for the accuracy of such data, historic or projected, but worked with City staff to better understand the

data and its sources and believe it to be the best available information at the time of the study.
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Section 3 — Overview of Financial Planning
Principles, Processes and Issues

3.1 Introduction

The scope of this study included the development of water and sewer financial plans for the planning period

FY 2018-19 through FY 2022-23.

The scope of this study also included the development of cost-based water and sewer user charges through a
cost of service and rate design analysis. Utility rates must be set at a level where operating, maintenance and
capital expenses are met with the revenues received from customers; and that revenues generated from
utility rates are used only for this purpose. This is a significant point, as failure to achieve this level could lead
to insufficient funds being available to adequately maintain the system. A comprehensive rate study typically

consists of following three interrelated analyses:

Financial Planning/Revenue Requirement Analysis: Create a five-year plan to
support an orderly, efficient program of on-going maintenance and operating costs, capital
improvement and replacement activities, debt financing, and retirement of any outstanding debt.
In addition, the long-term plan should fund and maintain appropriate reserve balances to
adequate levels based on industry standards and the City of Sebastopol’s fiscal policies and

specific needs.

Cost of Service Analysis: Identifies and apportions annual revenue requirements to

functional cost components based on the demand placed on the utility system.

Rate Design: Develops an equitable and proportionate fixed/variable schedule of rates for the City’s
customer base. The policy objectives are harmonized with cost of service objectives to achieve the delicate
balance between customer equity and financial stability goals. The balance of fixed and variable charges
ensures that the City has a stable revenue source (the fixed charge) and the variable component of the rate
structure helps to ensure those customers who place higher costs on the system (through higher water and

sewer use) incur a higher bill reflective of their system use.
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Revenue Requirement Analysis

Compares the revenues to the expenses of the utility
to determine the overall rate adjustment required

Cost of Service Analysis

Allocates the revenue requirements to the fixed/variable cost components
based on cost of service.

Rate Design Analysis

|¢

Considers both the level and structure of the rate design
to collect the appropiate and targeted level of revenues

This Rate Study utilized generally accepted rate-making principles and standards established by the industries
governing bodies, American Water Works Association (AWWA) in its “M1 Principles of Water Rates Fees and
Charges” manual and by the Water Environment Federation (WEF) in its “Financing and Charges for Sewer
Systems, Manual of Practice No. 27 (2004)”. The principles used resulted in the development of rates and
charges which are projected to: 1) generate sufficient revenue to meet the financial requirements of the water
and sewer utilities, and 2) address the need to recover costs from users in a manner which is proportionate
to the cost of providing service on a fair and equitable basis relative to the service provided, and which does
not exceed the cost of providing the service. A discussion of some of the key principles of rate-making, and

how the processes employed herein are guided by those principles, is presented below.

3.2 Discussion of General Financial Planning Principles

While the individual rates for each of the utilities vary based on a variety of factors, rates should be consistent
with general rate-making principles set forth in utility rate-making practice and literature. The principles by
which rate practitioners are guided is that rates designed for any utility should strike a reasonable balance

between several key factors. In general, rates designed should:

e Generate a stable rate revenue stream which, when combined with other sources of funds, is

sufficient to meet the financial requirements and goals of the utility;

e Be based upon the proportionate cost of providing the service and not exceed the cost of providing

the service;
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e Be fair and equitable — that is, they should generate revenue from customer classes which is

reasonably in proportion to the cost to provide service to that customer class;
e Be easy to understand by customers; and
e Be easy to administer by the utility.

Striking the appropriate balance between the principles of rate-making is the result of a detailed process of
evaluation of revenue requirements and cost of service, and how those translate into the rate design
alternatives which meet legal requirements and the specific objectives of the utility under the circumstances
in which it operates. A review of the City’s existing rates and their adherence to these principles is discussed

in Section 4.2.2 of this report.

3.3 The Revenue Sufficiency Process

In order to evaluate whether existing rates and charges which will generate sufficient revenue to meet the
fiscal requirements of the water and sewer utilities, a determination of the annual rate revenue required must
be completed. The first step in the process is the Revenue Sufficiency Analysis. The Revenue Sufficiency
Analysis compares the forecasted revenues of the utility under its existing rates to its forecasted operations
and maintenance, capital, and reserve costs to determine the adequacy of the existing rates to recover the

utility’s costs.

The process employed in the Revenue Sufficiency Analysis involves a rigorous review of operating,
maintenance and capital budgets for the utility, and results in the identification of revenue requirements of
the system, such as operating expenses, capital expenses (minor and major), debt service expense (including
a provision for debt service coverage), transfers in and out, and the maintenance of both restricted and
unrestricted reserves at appropriate levels. These revenue requirements are then compared to the total
sources of funds available during each year of the forecast period to determine the adequacy of projected
revenues to meet projected revenue requirements. To the extent that the existing revenue stream is projected
to be insufficient to meet the annual revenue requirements of the system during the projection period, a
series of recommended rate revenue increases are calculated which if enacted, would provide revenue

sufficient to meet those needs.
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3.3.1 Determination of the Revenue Requirements

Considerations in Setting Revenue Requirements

There are a multitude of considerations, ranging from financial to political to legal Realities

. . . Principles

that must be analyzed or discussed during the revenue requirements process of a
. . . . . . . Policies

rate analysis. This section provides an overview of the considerations that are _

reviewed during this process.

Laws/Regulations

Capital Budgeting and Financing \

Capital needs are identified in the City’'s Water and Sewer Capital

Improvement Plan which is updated on an annual basis. As part of its budget and planning process, the City
identifies capital improvements that are necessary for the continued delivery of clean, safe, drinking water,
and collection and treatment of sewer flows. The Capital Improvement Plan is funded by a variety of sources

including, utility rates and capital reserves.

Capital Funding: Debt vs. PAYGO

The selection of the appropriate funding strategy for capital projects is primarily a policy decision between
use of cash (“Pay-as-you-go financing” or PAYGO), the issuance of debt, or a combination. PAYGO is the use
or build-up of cash to fund capital improvements. With debt financing, capital improvements are funded with
borrowed funds (usually through the issuance of bonds) with the obligation of repayment, typically with
interest, in future years. Development of an optimal capital financial plan depends on the definition of
optimal. Each funding mechanism has a different impact on water rates in the short and long run, different
net present values, risks, and legal obligations. Due to the borrowing costs associated with debt, cash funding
can be cheaper in the end( by not having to incur interest costs on borrowed money) ; however, debt typically
ensures greater generational equity for larger and longer lasting capital projects (by contributing to annual
debt payments, new customers who connect to the system help pay for the infrastructure that was installed

prior to their arrival, but still benefits them).

The City, as is typical for a public utility, operates its water and sewer utilities on a “cash basis”. Under the
“cash basis” approach, revenues and expenses are recognized at the time physical cash is received or paid
out. Revenue requirements are determined for a specified period of time (in the case of the City an annual
fiscal year), by summing the total anticipated expenses to be paid out during the fiscal year. Where cash flows
and balances are insufficient, the revenue requirements analysis recommends the needed additional cash

flows to meet all funding goals. The two primary categories of expenses are as follows:
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e Operations and Maintenance (O&M) expenses, such as salaries and benefits of utility personnel,

transfers out, existing and anticipated debt service, and reserves; and

e Capital expenses, such as the annual capital improvement program, including waterline replacements

and sewer treatment plant related projects.

Financial Planning

In the development of the revenue requirements, certain parameters are utilized to project future
expenditures, growth in customers and consumption, and necessary revenue adjustments. The City’s budget
documents are used as the baseline, which are then projected over a planning horizon to account for
fluctuations in costs from year to year as well as any adjustments to debt service payments. Growth
assumptions and prudent financial planning are fundamental in ensuring adequate rate revenue to promote
financial stability. The financial model developed for this study considers the City’s existing debt service
coverage ratio and operating cash balances (cash on hand). As existing debt is redeemed, additional debt may

be utilized to fund additional capital improvements required due to aging infrastructure.

3.4 Financial Management Goals of the City
The establishment of specific financial management goals of a utility is a key step in developing financial plans
which will ensure the financial health of the utility remains strong. The financial management goals of the City

are described below.

3.4.1 Cash Reserve Targets
In order to maintain financially stable and sustainable utilities, the City has identified a reserve target for each

utility that it strives to maintain. The reserve target is identified in Table 3-1.

Table 3-1
Reserve Targets

Minimum
Reserve Purpose Balance
M timing diff
Water and Sewer anage timing d erer.1ces 90 days of
. between revenue receipt and
Operating Reserves Oo&M
expense payments

While it is not essential that the City meet the operating reserve on annual basis (it is not a legal requirement),
prudent financial planning suggests that the City should strive to maintain the operating reserve and should

not dip below the minimum balance on a continuous basis.
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3.4.2 Debt Service Coverage

The City currently has outstanding water and sewer related debt which contains covenants requiring the City
to maintain rates and charges such that a debt service coverage ratio, defined as Current Year Net Revenues
divided by Maximum Annual Debt Service, be maintained at a minimum of 1.20. The coverage requirement
of 1.20x is associated with all outstanding debt for each specific year the coverage is being calculated. The
recommended revenue increases presented herein results in the achievement of this goal in each year of the
forecast period. While the operating reserve target identified in section 2.6.1 is a City policy, the debt service

coverage requirement is a legal obligation that must be met on an annual basis.

3.4.3 Financial Management Conclusions

The City’s utilities should strive to satisfy both tests (while only debt service coverage is a legal requirement)
as each test provides a different perspective on the utilities’ revenue needs and overall financial viability. An
appropriate level of revenue requirements may result in an overlapping of the tests such that each separate
set of objectives are met. As an example, the need to maintain a 1.20 times debt service coverage may
generate a positive cashflow allowing for the funding of the identified cash reserve targets. Similarly, the need
to meet and maintain the cash reserve targets may generate sufficient cashflow to meet the required debt
service coverage ratio on an annual basis. The ability of the utilities to satisfy both sets of requirements will

reduce overall financial risk, increase stability and help with a long-term strategy of utility financial planning.

12| Page



Section 4 — Rate Study Development and Results

4.1 Revenue Sufficiency Analysis
4.1.1 General Methodology

In order to develop rates and charges which generate sufficient revenue to meet the fiscal requirements of
the City, a determination of the annual required revenue from rates which, when combined with other sources
of funds, will provide sufficient funds to meet those fiscal requirements must first be completed. This process

is typically referred to as a Revenue Sufficiency Analysis.

The process employed in the Revenue Sufficiency Analysis resulted in the identification of revenue
requirements of the system, such as operating expenses, capital expenses (minor and major), debt service
expense (including a provision for debt service coverage, as applicable), transfers out and the maintenance of
both restricted and unrestricted reserves at appropriate levels. These revenue requirements were then
compared to the total sources of funds during each year of the forecast period to determine the adequacy of
projected revenues to meet requirements. To the extent that the existing revenue stream is not sufficient to
meet the annual revenue requirements of the system, a series of rate revenue increases are calculated, which

| implemented, would provide revenue sufficient to meet those needs.

4.1.2 Data Items

Key data items reviewed, discussed and incorporated into the Revenue Sufficiency Analysis were:
e Financial management goals of the City
e FY 2018-19 Beginning of Year Fund Balances;
e FY 2018-19 Adopted Budget;
e Capital Improvement Needs based on City’s plans;
e Qutstanding Debt Schedules;
e General assumptions related to:
= Customer growth;
= Cost escalation factors;

A discussion of the use of each of the above data items is presented below.
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4.1.3FY 2018-19 Beginning of Year Cash Balance

To better understand the available funds the City’s utilities had on hand to start the forecast period, a detailed
review of cash balances as of the beginning of FY 2018-19 was conducted and discussed with City staff. A
summary of the fund balances associated with the water and sewer utility enterprise funds for the beginning
of FY 2018-19, as adjusted for use in this analysis, is presented in Table 4-2 below.

Table 4-2
Beginning Fund Balance

Fiscal Year Ending June 30, 2019

Description Water Sewer
Cash Balance $2,367,968 $2,543,174

4.1.4FY 2018-19 Budget
Staff provided Willdan with the FY 2018-19 Adopted Budget, and associated line-item detail, as the basis for
the financial projections for the forecast period. The line-item projected expenses for FY 2018-19 were used

as the basis for the projection of future budgetary line-items for the remainder of the forecast period.

Cost escalation factors were reviewed by staff and were used to project increases in line-item costs beyond

the FY 2018-19 budget. Those factors were applied based on line-item cost classifications.

A summary of the FY 2018-19 budget, and subsequent projected budgetary expenses is presented below in
Table 4-3. A more detailed presentation of the line-item budgeted and projected revenues and expenses is

presented in Schedules A-2 through A-4 and B-4 through B-4 respectively, in the Appendices.
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Table 4-3
Operating Budget
Fiscal Years Ending June 30

Description 2018-19 2019-20 2020-21 2021-22 2022-23

Water

O&M $2,098,186 | $2,017,822 | $2,052,607 $2,114,185 $2,177,610

Debt Service and Loans 291,978 261,438 300,474 286,391 286,391

Cash Funded Capital 478,190 46,350 0 0 298,260

Total Expenses $2,868,354 | $2,325,610 | $2,353,081 $2,400,576 $2,762,250
Sewer

O&M $2,341,700 | $2,428,833 | $2,607,466 $2,800,499 $3,234,814

Debt Service and Loans 695,010 685,610 724,260 705,856 709,941

Cash Funded Capital 1,010,522 46,350 371,315 368,795 168,826

Total Expenses $4,047,232 | $3,160,793 | $3,703,041 $3,875,150 $4,113,581

4.1.5 Capital Improvements Plan (CIP)

The City provided Willdan with a forecast of capital requirements for the study period. The CIP provided by
the City was provided in current day dollars and has been escalated for future years using an inflationary rate
of 3.00%. The CIP items were identified as being non-growth-related, growth-related or a combination of both.
The water inflated CIP for FY 2018-19 through FY 2022-23 totals $0.823 million. The sewer inflated CIP for FY
2018-19 through FY 2022-23 totals $2.650 million. A summary table of the CIP (in inflated dollars) for the FY
2017-18 — FY 2022-23 forecast period is presented below in Table 4-4. The CIP is presented in Schedules A-5

and B-5, respectively, in the Appendices.

Table 4-4

Capital Improvement Plan
Fiscal Years Ending June 30 (S thousands)

FY 18-19 19-20 | 20-21 | 21-22 | 22-23 Total
Water S478 S46 SO SO $298 $823
Sewer 1,011 46 371 546 675 2,650
Note: Values are rounded to the nearest $1,000

4.1.6 Outstanding Debt

The City, like many utilities, has utilized long-term debt to fund capital assets in the past. The City has both
outstanding water and sewer debt and the financial plans anticipate need for the issuance of new sewer
related debt (5684,000 between FY 2021-22 and FY 2022-23), based on planned capital projects. Issuance of
debt provides a reasonable generational matching between the use of the facilities or infrastructure to be

constructed and the rate payers who will be benefiting from the assets. Because the debt is retired over time,
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new customers who connect to the system in the future will share (through their rates) in the cost of the

assets that they will benefit from through their use of the system.

4.1.7 General Assumptions
In order to develop the financial and rate projections, certain assumptions were made with regard to elements

of the revenue sufficiency analysis. A summary of those assumptions is presented below.

4.1.7.1. System Growth
The City anticipates growth of the water and sewer systems of approximately 0.5% per year and an additional

1.1% increase in 2021 with the opening of a new hotel.

4.1.7.2. O&M Escalation Factors
Willdan worked with City staff to identify reasonable cost escalation factors to be applied to operations and
maintenance expenses in recognition of increasing costs over time. It was determined that a 3% inflationary

factor represented a reasonable estimate of annual cost increases during the study period.

4.1.7.3. Debt Service Coverage

The City’s bond covenants require a 1.20 times debt service coverage on a combined water and sewer utility
basis. Our analysis shows that the water and sewer utilities revenues are sufficient to meet or exceed this
requirement for the FY 2018-19 through FY 2022-23 period on existing debt and new debt. The debt service

coverage ratios are summarized in Table 4-5 below.

Table 4-5
Debt Service Coverage by Fiscal Year

FY Target | 18-19 19-20 | 20-21 | 21-22 | 22-23
Water 1.20 1.26 2.47 3.63 4.47 4.46
Sewer 1.20 24.36 25.02 30.15 74.54 18.71

4.1.7.4. Results of the Revenue Sufficiency Analysis

After a thorough review of the above-mentioned data elements, a draft of the Revenue Sufficiency Analysis
was developed and reviewed with City staff. This draft provided the forum in which various alternative
assumptions were discussed, tested and evaluated for both their reasonableness and their impact upon the

ultimate financial health of the utilities.

The resulting financial plan presented herein is the embodiment of the data, assumptions and review process

undertaken with City staff through the course of several meetings. Table 4-6 provides a summary of the annual
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revenue requirements (O&M, debt service and CIP) for both the water and sewer utilities incorporating the
assumptions in Section 4.1.7 of this report as compared to the revenues under existing rates and system

growth.

Table 4-6

Revenue Requirements vs. Revenue Under Existing Rates
Fiscal Years Ending June 30 (S thousands)

18-19 19-20 20-21 21-22 22-23

Water
Beginning Cash Balance $2,368 $1,779 $1,721 $1,671 $1,584
Revenue Under Existing Rates 2,279 2,268 2,304 2,313 2,323
O&M, Debt Service & Cash Funded Capital 2,868 2,326 2,353 2,401 2,762
Net Cashflow (589) (58) (49) (88) (439)
Ending Cash Balance $1,779 $1,721 $1,671 $1,584 $1,144

Sewer
Beginning Cash Balance $2,543 $1,534 $1,411 $800 (5156)
Revenue Under Existing Rates 3,038 3,038 3,092 3,098 3,108
O&M, Debt Service & Cash Funded Capital 4,047 3,161 3,703 4,052 4,484
Net Cashflow (1,009) (123) (611) (956) (1,286)
Ending Cash Balance $1,534 $1,411 $800 ($156) ($1,443)
Note: Values are rounded to the nearest $1,000

The revenues and expenditures identified in Table 4-6 represent revenues under existing rates and system
growth and operating expenditures. As noted in the table, revenues increasing by just system growth is not
sufficient to meet ongoing expenses. Revenue are projected to increase by 0.5% per year due to new
connections, while O&M expenses are projected to increase by 3% a year. There are additional cash inflows

and outflows for both utilities which are identified in Table 4-8 - Net Operating Fund Results.

4.1.7.2. Rate Revenue Increases Required

Our analysis of the water and sewer utilities indicate that assuming all capital expenditures occur as projected,
there will not be sufficient operating revenue to fund ongoing operations and maintenance, routine repair
and replacement of aging system components, planned capital improvements, and debt service throughout
the study period. In part this is because anticipated growth is projected to be less than the expected cost
increases associated with operating expenses. Therefore, we recommend increases each year for both the
water and the sewer utilities in order to maintain pace with increasing operating costs, fund capital needs and

pay annual debt service.

17 |Page



Table 4-7 below reflects our projections of revenue increases required during the forecast period in order for

the City to meet its ongoing operational costs.

Table 4-7

Projected Rate Revenue Increases
Fiscal Years Ending June 30

Water Rate Sewer Rate
Description Revenue Increases | Revenue Increases
2018-19 0.0% 0.0%
2019-20 4.0% 7.0%
2020-21 3.0% 5.0%
2021-22 3.0% 4.5%
2022-23 2.0% 4.5%

A more detailed presentation of the pro forma, including a fund balance reconciliation is presented in
Schedules A-1 and B-1 of the appendices.

4.1.7.3. Summary of Revenue Sufficiency Analysis
The resulting financial plans, including recommended revenue adjustments. are presented in Table 4-8, and

provide for funding of projected revenue requirements during the forecast period.

A more detailed presentation of the financial plan, including fund balance reconciliations for each fund, is

presented in Schedules A-1 and B-1 in the appendices.
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Table 4-8

Projected Net Operating Fund Results
Fiscal Years 2018-19 to 2022-23

(S thousands)

Description 18-19 19-20 20-21 21-22 22-23

Water

Beginning Cash Balance $2,368 $1,779  $1,765 $1,877 $2,026

Total Revenue 2,279 2,312 2,465 2,549 2,611

Operating Expenses 2,098 2,018 2,053 2,114 2,178

Net Revenue 181 295 413 435 433

Less:

CIP, Debt Service (Existing) and Loans 770 308 300 286 585

Net Cash Flow 589 (13) 112 149 151

Ending Cash Balance $1,779 $1,765 $1,877  $2,026 $1,875
Sewer

Beginning Cash Balance $2,543  $1,534 S1,517  $1,288 $1,045

Total Revenue 3,038 3,144 3,474 3,643 3,822

Operating Expenses 2,342 2,429 2,607 2,800 3,009

Net Revenue 696 715 867 843 813

Less:

CIP, Debt Service (Existing & New) and Loans 1,706 732 1,096 1,086 922

Net Cash Flow (1,009) (17) (229) (243) (109)

Ending Cash Balance $1,534 $1,517 $1,288 $1,045 $936

Note: Variances are due to rounding values to the nearest $1,000
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4.1.6.7. Revenue Sufficiency Analysis Conclusions

Based on the revenue requirements identified in our analysis, it is our opinion that:

e Revenue projections based on existing rates are insufficient to meet the revenue requirements for
FY 2018-19 through FY 2022-23;

e Rate revenue adjustments are needed for both utilities in order to keep pace with increasing O&M
and capital costs; and

e The proposed rate revenue increases identified in Table 4-7, are needed to ensure debt service
coverage and operating reserve targets are met based upon the assumptions contained in this
report.

4.2 Rate Design Analysis
4.2.1 General Methodology

With the rate revenue requirement determined in the Revenue Sufficiency Analysis, the development of

specific rates and charges was completed as described below.

First, the rate design goals of the City were reviewed to identify areas the City wanted to address over the
forecast period included in this Rate Study. Next, an assessment of the existing rate design was completed to
identify areas which have worked well for the City with regard to their specific goals and objectives, and the
general goals and objectives of utility rate-making. In addition to the City’s goals, rate design should seek to

achieve the following industry standard objectives:

e Generate a stable rate revenue stream which, when combined with other sources of funds, is

sufficient to meet the financial requirements and goals of the utility;

e Be fair and equitable — that is, they should generate revenue from customer classes which is

reasonably in proportion to the cost to provide service to that customer class;
e Be easy to understand by customers; and
e Be easy to administer by the utility;

e Be compliant with California State law, specifically Proposition 218, whereby the rates must be based

upon the proportionate cost of providing water and sewer service.

4.2.2 Review of Existing Rate Structure
The City’s current water rates are comprised of two components, first a bi-monthly base charge which varies

by meter size and includes the first 100 cubic feet (CCF) and second a volume rate per 100 cubic feet of
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additional water use. The volume component of the rate structure is comprised of increasing rates for 3 tiers
of water usage; 0 to 100 cubic feet (included with the base charge) 100 cubic feet to 3,000 cubic feet of
volumetric use and use above 3,000 cubic feet. The volume rate component of the water rate structure is the
same for all customer classes. The City’s sewer rate structure is comprised of a bi-monthly base charge which
varies by meter size and includes the first 100 cubic feet of discharge. The flow component rate varies based
on class (residential, dining facility take out, dining facility on premise, all other up to 50,000 cubic feet and all

other over 50,000 cubic feet).

4.2.2.1. Allocation to Cost Categories
Water costs are allocated based on their need to meet base demand, peak demand (max day and max hour
water needs), as well as customer service costs such as billing and collection. Table 4-9 summarizes the cost

of service for the City’s water costs.

Table 4-9

Water System - Summary of Functional Allocations to Cost Categories
Fiscal Year 2019-20

Functional Cost Base Max Day | Max Hour Mete.rs & Bllllng-& Total
Services Collection
Source of Supply $46,350 SO $0 SO SO $46,350
Treatment 251,094 53,806 - - - 304,900
Transmission &
Distribution 27,161 5,820 43,069 - - 76,050
Administration 807,936 - - 414,468 414,468 1,636,872
Debt Service 261,438 - - - - 261,438
Non-Operating
Revenue/Changes in
Reserves @ (31,799) (1,360) 982 (9,455) (9,455) (53,050)
Total $1,362,181 $58,266 $42,087 $199,390 $199,390 $2,272,560
Units
(CCF/Meters/Bills) 371,122 1,913 5,739 26,745 20,562
Cost per Unit $3.67 $30.46 $7.33 $15.14 $19.70
(1) Administration costs include O&M costs such as salaries, supplies and cost allocations from the
General Fund.
(2) A positive value results in an increase of reserves through rates, while a negative value indicates
use of non-operating revenue and existing reserves to meet annual expenses in addition to rates.

Table 4-9 illustrates the allocated costs to provide water service to customers. Total costs are allocated to
functional categories such as treatment or transmission and distribution and then to cost categories such as

base or max day.
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Sewer costs are allocated based on their need to meet general capacity requirements, as well as customer
related costs such as billing and collection. Table 4-10 summarizes the cost of service-based allocation of the

City’s Sewer costs.

Table 4-10

Sewer System - Summary of Functional Allocations to Cost Categories
Fiscal Year 2019-20

Volume and Customer
Functional Cost Capacity Service/Billing Total
& Collection
Collection & Treatment $103,600 SO $103,600
Administration 649,267 649,266 1,298,533
Subregional O&M ?) 513,350 513,350 1,026,700
Debt Service 671,526 14,085 685,610
Transfers 46,350 - 46,350
Changes in Reserves ¥ (25,277) (14,991) (40,268)
Total $1,958,815 $1,161,710 $3,120,525
Units (CCF/Bills) 220,332 20,658
Cost per Unit $8.89 $56.24
(1) Administration costs include O&M costs such as salaries, supplies and cost
allocations from the General Fund.
(2) City of Santa Rosa Subregional Water Reclamation treatments costs (pass
through to the City)
(3) A positive value results in an increase of reserves through rates, while a
negative value indicates use of non-operating revenue and existing reserves
to meet annual expenses in addition to rates.

4.2.2.1. Summary of Cost of Service Analysis

The Cost of Service Analysis presented herein sets forth how to appropriately recover the rate revenue
requirements for FY 2019-20 and subsequent years. The allocations presented herein were used, along with
the other goals and objectives of the utility, in the development of the water and sewer rates and charges

presented in the next section.

4.2.3 Rate Design Analysis
4.2.3.1. General Methodology

With the rate revenue requirement determined in the Revenue Sufficiency Analysis, and allocations previously
described in the Cost of Service Analysis, the development of specific rates and charges was completed as

described below.
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First, the rate design goals of the City were reviewed to identify areas the City wanted to address over the
forecast period included in this Rate Study. Next, an assessment of the existing rate design was completed to
identify areas which have worked well for the City with regard to their specific goals and objectives, and the

general goals and objectives of utility rate-making.

With an evaluation of the existing rate structure, and the goals of the City going forward, the analysis required
for the development of alternative rate structures was then completed. Cost of service and rate design
schedules can be found in Appendices C and D. It is important to note that the revenue requirement portion
of the study identifies the additional revenue that is needed, while the cost of service and rate design portions
of the study identify how the revenue will be generated, in other words each class of customer will have rates
designed that are based on the proportionate cost of providing service to them, and which do not exceed the
cost of providing service to them.. As such, the overall percentage system-wide revenue increase identified in
the revenue requirements analysis may not directly translate to the same percentage increase in rates for

each customer classes.

4.2.3.2. Proposed Water Rate Structure Changes

Through discussions with City staff it was determined that improvements could be made to simplify the
existing water rate structure. The current water rate structure is comprised of multiple tiers. The proposed
rate structure is simplified and is comprised of a single uniform volume rate for all water use and all customers.

Table 4-11 illustrates the proposed monthly water fixed charges through FY 2022-23.

Table 4-11

Proposed Water Rates
Fiscal Years 2019-20 through FY 2022-23

Bi-Monthly Base Charge
Bi-Monthly Charge - $ | Existing | 19-200 | 20-21@ | 21-22@ | 2223®@
5/8 x 3/4-inch $49.11 $45.49 $46.96 $48.37 $49.33
1-inch 82.03 76.16 78.14 80.79 82.41
1 %-inch 163.37 151.67 156.22 160.91 164.13
2-inch 261.56 242.83 250.11 257.62 262.77
3-inch 572.72 531.71 547.66 564.09 575.37
4-inch 817.99 759.41 782.20 805.66 821.78
Volume Rate
Volume Rate - $/100 CF 18-19 19200 20-21@ 21-22@ 22-23@
0-100 CF $0.00 $3.12 $3.22 $3.31 $3.38
100 to 3,000 CF 3.03 3.12 3.22 3.31 3.38
> 3,000 CF 3.20 3.12 3.22 3.31 3.38
(1) Effective January 1, 2020
(2) Effective July 1, 2020 and every July thereafter
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The bi-monthly base charge is assessed to all customers regardless of class or volume of water used and acts
to ensure safe and reliable water systems such that customers can be assured of ongoing system maintenance

and available water when the service is needed.

The proposed fixed charges increase by meter size based on the ratio of flow capacities by meter size as
identified by AWWA. It should be noted that a 1-inch meter has the ability to provide more water per minute
(greater capacity) than a %-inch meter and the cost of service analysis calculated a higher rate for a 1-inch
meter compared to a %-inch meter. The volumetric portion of a customer’s bill is being refined to be applied

to all water usage in a uniform rate, with the existing tiers being eliminated.

The full water cost of service analysis can be found in Appendix C.

4.2.3.3. Proposed Sewer Rate Structure Changes

Similar to the water rate structure, through discussions with the City, it was determined the existing sewer
rate structure has opportunities for simplification. The bi-monthly base charge that varies by meter size is
proposed to remain but will no longer include an allotment for sewer discharge. The flow-based component
of the rate structure is proposed to be simplified to a uniform rate that applies to all customers rather than
the multiple customer classes that exist today. Table 4-12 summarizes the proposed sewer rates based on the

class cost of service analysis that was conducted.
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Table 4-12
Proposed Sewer Rates
Fiscal Years 2019-20 through FY 2022-23

Bi-Monthly Base Charge
Bi-Monthly Charge - $ Existing 19-20Y  20-21 @ 21-22@  22.23@
5/8 x 3/4-inch $74.50 $66.81 $70.15 $73.31 $76.61
1-inch 124.28 111.60 117.18 122.46 127.97
1 %-inch 247.84 222.27 233.38 243.88 254.86
2-inch 396.77 355.86 373.65 390.46 408.03
3-inch 868.30 779.19 818.15 854.97 893.44
4-inch 1,240.69 1,112.89 1,168.53 1,221.11 1,276.06
Flow Rate
Residential 0 -100 CF $0.00 $6.73 $7.06 $7.38 $7.71
Residential > 100 CF 6.60 6.73 7.06 7.38 7.71
Dining Facility (Take Out) 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
Dining Facility (Take Out) > 100 CF 7.42 6.73 7.06 7.38 7.71
Dining Facility (On Premise) 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
Dining Facility (On Premise) > 100 CF 9.19 6.73 7.06 7.38 7.71
All Other 0 — 100 CF 0.00 6.73 7.06 7.38 7.71
All Other 100 — 50,000 CF 6.60 6.73 7.06 7.38 7.71
All Other > 50,000 CF 5.49 6.73 7.06 7.38 7.71
(1) Effective January 1, 2020
(2) Effective July 1, 2020 and each July thereafter

The full sewer cost of service can be found in Appendix D.

The City’s current and proposed residential combined monthly water and sewer bill assuming 700 cubic feet

of water and 300 cubic feet of sewer discharge is shown in Figure 4-1 below. The City’s monthly bill falls within

the mid-range of its neighbors.
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Windsor Rohnert Park Petaluma Sebastopol - Sebastopol - Cloverdale Santa Rosa Healdsburg
Current Proposed

Water Sewer

Figure 4-1 Combined Water (7 CCF) and Sewer (3 CCF) Monthly Bill
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Section 5 — Conclusions and Recommendations

5.1 Conclusions

Projected operating revenues and operating expenses for the forecast period were developed by, and/or
in consultation with, City staff and are based upon reasonable projections;
The projected capital project expenses have been developed by City staff, to address anticipated water
and sewer system needs;
Based on Conclusions 1 and 2 above, we are of the opinion that the financial projections presented herein
address the water and sewer utilities’ ability to meet its ongoing obligations with regard to:
= QOperating and maintenance expenses, including repair and replacement of aging system
components;
= Non-operating expenses;
= Capital project expenses, and
=  Provision for key financial policies, including:
o Maintenance of at least 90 days of operating reserve balances for both utilities;
o Legal debt service coverage of at least 1.20.
The proposed rates presented herein are in conformance with industry standard rate-making practices,
Proposition 218 and/or the City’s rate policies with respect to:
= The fair and equitable recovery of costs through water and sewer rates;
=  Water and sewer rates based upon the proportionate cost of providing services, and
= Generation of sufficient revenue to recover system revenue requirements and reserve

requirements.

5.2 Recommendations

It is recommended that the City implement the proposed rates and charges presented in this Report for

FY 2019-20, beginning with the first adjustment in January 2020, followed by an adjustment in July 2020.

It is recommended that the City update the revenue sufficiency analysis portion of this study each year to
ensure projected revenue continues to be sufficient to fund projected expenses going forward as

assumptions made during this analysis may change and have a material impact upon the analysis.

It is recommended that the City update the cost of service analysis portion of this study every three to
five years to ensure costs are recovered consistent with cost of service principles and customer

characteristics.
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27368 Via Industria, Suite 200
Temecula, California 92590-4856
800.755.6864 | 951.587.3500 | Fax: 888.326.6864
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