11-16-11 BOARD Agenda Item 7

STAFF REPORT

TO: Board of Directors

THRU: Mark Foree, General Manager
FROM: John Erwin/Jeff Tissier
DATE: 10 November 2011

SUBJECT: First reading of potential water rate adjustment with proposed
implementation for the first billing cycle in February, 2012 after second
reading on January 18, 2012

RECOMMENDATION

Pursuant to the calendar approved by the Board at its September 21, 2011 meeting, staff submits
for a first reading the proposed rate adjustments. Subsequent to the Standing Advisory
Committee’s (SAC) review and support, staff is recommending a series of rate adjustments be
phased in over 3 years as shown in Exhibit A. The second reading of this proposal is tentatively
scheduled for the Board’s January 18, 2012 meeting with the Year 1 rate adjustments to be
effective the first billing cycle in February 2012.

DISCUSSION

At the Board’s October 19, 2011 meeting Staff presented its analysis of TMWA'’s projected cost
of service and the basis for recommending rate adjustments shown here:

Annual Operation & Maintenance Costs $28,180
Annual Administration & General Costs 10,764
Subtotal 38,943
Annual Interest Costs 21,299
Annual Principle Payment 10,697
Repair & Replacement Costs 16,560
Subtotal Cost of Service (FY2014) $87,500
Credits to Cost of Service from:
Hydroelectric Revenues (2,710)
Other Revenues (1,790)
Investment Income (2412)
Subtotal Revenue Credits (6,912)
Total Revenues Required from Rates 80,588
Less: Revenues from Rates (FY2011) 71,717
Equals: Surplus/(Deficit) Revenues over Costs 8,871
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The approximate $9 million gap indicated above is based upon the most recent five year
financial forecast that has been reviewed by Public Financial Management (PFM), TMWA'’s
financial advisor. The period covered by the financial forecast is FY2012 through FY2016.

Despite overall reduction in operating costs of over $7.3 million (18%) in the past 2 years,
TMWA will experience escalating costs of operations (particularly electrical pumping costs),
declining investment income (due to declining cash balances and lower rates of return on
maturing investments stemming from the recession), downward trends in customer usage
patterns being experienced locally and nationally, and minimal-to-no expected growth in services
in the near future. All these aforementioned conditions will continue to challenge TMWA'’s
financial position. These negative consequences can challenge TMWA'’s ability to renew the
letter of credit which supports TMWA'’s tax-exempt commercial paper program (TECP) that
currently provides TMWA with extremely low-cost debt as compared to comparable fixed rate
alternatives. Also TMWA may have other debt-management opportunities if financial strength
can be preserved. Debt management is a key area for managing future cost of service to produce
water since TMWA has done as much as possible in controlling operating expenses. To preserve
its ability to access low-cost capital, TMWA must continue to strengthen its senior lien debt
coverage ratio in a manner satisfactory to the credit rating agencies and capital markets. TMWA
has established certain financial metrics to be achieved consistent with credit rating and bond
market expectations. Credit rating agencies are concerned about TMWA'’s responsibility to
protect its creditors. TMWA'’s unrestricted cash balance is not an element of its debt coverage
ratios (DSC), only ongoing operating revenues and investment income count toward the
coverage ratio since developer fee collections are virtually non-existent. Although unrestricted
cash balances are not a part of the DSC calculations, these balances have been a key element in
preserving TMWA’s credit ratings since these balances currently demonstrate strong liquidity. A
significant decline in unrestricted cash reserves can have serious ramifications in the future.

The following table illustrates how the senior lien debt coverage ratio is calculated for purposes
of meeting the requirements of the bond contracts and how it is calculated for purposes of
accessing future capital. Based upon projected operating expenses in FY2014, TMWA'’s senior
lien debt coverage could slip under the minimum required to meet a major bond covenant much
like was experienced in fiscal year 2009 when TMWA'’s credit rating was put on negative watch
by Fitch Ratings.

Revenues from Customer Rates $71,717
Hydroelectric Revenues 2,710
Other Revenues 1,790
Investment Income 2,412

Total Revenues 78,629
Less: Operating Costs 38,943
Equals: Net Revenues $39,686
Divided by: Senior Lien Debt $31,996
Equals: Senior Lien Coverage Ratio 1.24
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Proposed Rates

Since its inception, the Board has embraced the philosophy that every customer, whether new or
existing, should pay their reasonable share for the service they use. Furthermore, TMWA sets its
pricing to recover its costs of providing service while encouraging efficient use of resources and
facilities through appropriate pricing signals by:

1. Adjusting rates to meet current financial needs but phasing-in any rate increase to reduce
the impact of a single large adjustment thereby allowing time for economic conditions to
improve.

2. Moving customer rates toward cost of service to avoid cross-subsidization between rate
classes.

3. Minimizing the number and size of rate adjustments as much as possible when comparing
the findings of the cost allocation to proposed rates required.

Exhibit A contains the rate design and the revised cost of service workpapers® that were
presented to the SAC on November 1, 2011. The rate adjustments along with anticipated
“normal” spring/summer weather patterns yielding higher water sales, continued diligence to
control expenses thereby reducing the revenue requirement, and any potential upward movement
in the local economy over the next three year period allows for smaller annual adjustments and
the possibility of reducing the revenue deficiency over the next few years.

First, second and third year proposed rates for the % inch residential services are shown below.
All other proposed rates are shown on the last pages--23 and 24-- of Exhibit A.

1 NOTE: Presented and discussed with the SAC was the possibility there would be some changes in the cost of
service resulting from minor errors in calculation discovered after the SAC meeting. The net result of the revised
cost of service did not change the proposed rate adjustments but did result in a slight, yet immaterial, downward
difference in total projected revenue after the three-year phase in of rates as shown here:

Original Revised Delta

Revenue Revenue Projected

Projection Projection Revenues

($x1000) ($x1000) ($x1000)
Year 1 Revenues $73,922 $74,015 $93
Year 2 Revenues $76,448 $76,332 -$116
Year 3 Revenues $77,790 $77,675 -$115
Net Change in Projected Revenues -$138
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Current Proposed Proposed  Proposed
Year 1 Year 2 Year 3

3/4" Metered Rate Single Family Residence
1 Average Monthly Bill $40.22 $41.64 $43.06 $43.94
2 Delta Prior Year Avg Monthly Bill $1.42 $1.42 $0.88
3 Percent Delta Prior Year Avg Monthly Bill 3.53% 3.41% 2.04%
4 Average Daily Cost $1.32 $1.37 $1.41 $1.44
5 Delta Prior Year Avg Daily Cost $0.05 $0.04 $0.03

3/4" Flat Rate Single Family Residence

6 Average Monthly Bill $86.30 $94.10 $100.63 $105.06
7 Delta Prior Year Avg Monthly Bill $7.80 $6.53 $4.43
8 Percent Delta Prior Year Avg Monthly Bill 9.04% 6.94% 4.40%
9 Average Daily Cost $2.84 $3.09 $3.31 $3.45
10 Delta Prior Year Avg Daily Cost $0.25 $0.22 $0.14

The balance of Exhibit A contains the cost of service workpapers which functionalize, classify
and allocate the cash expenditures that make up the FY2014 revenue requirement which was
discussed above. After comparing current revenues by class to the calculated cost to serve a
customer class, the rates are set to close the revenue-to-expense gap in combination with
stringent cost controls.
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Textual Revisions to Various Rate Schedules

11-10-11 BOARD Agenda ltem 8

Besides adjusting rates, staff is proposing some changes to the following rate schedules which

are found on the pages of Exhibit B.

General Metered Water Service (GMWS)

A. Based on analysis of most recent usage data, change the billing tiers to reflect current
trends in usage. The following compares current tiers to the proposed tiers that would

occur in YEAR 2 for this class of customers.

CURRENT TIER BLOCKS

Tier 1 Tier 2
" Oto7 >7 and <=30
1" Oto 14 >14 and <=65
115" 0to 28 >28 and <=120
2" 0to 55 >55 and <=210
0 to 200 >200 and <=640

0 to 380 >380 and <=1,300
0t0 1,360 >1,360 and <=2,800
0to 1,475 >1,475 and <=7,400
10" 0to 11,000 >11,000 and <=20,000

Note: units x1000 gallons

QAW

Metered Irrigation (MIS)

A. Use new definition of ‘on-peak’ and ‘off-peak’ as follows:

“Off-Peak MenthsPeriod™
“On-Peak MenthsPeriod™

Tier 3
>30
>65
>120
>210
>640

>1,300

>2,800
>7,400
>20,000

Tier 1
Oto7
Oto 14
0to 28
0to 50
0to 165
0 to 300
0 to 1,000
0to 1,475
0 to 9,500

PROPOSED TIER BLOCKS

Tier 2
>7 and <=30
>14 and <=65
>28 and <=120
>50 and <=210
>165 and <=640
>300 and <=1,300
>1,000 and <=2,600
>1,475 and <=6,000
>9,500 and <=15,000

Tier 3
>30
>65
>120
>210
>640

>1,300

>2,600
>6,000
>15,000

B. Delete Special Condition #2 which is the definition of “Off-/On-Peak” that is being

moved to Rule 1-Definitions.

Large Volume Service (LVS)

A. Revise Special Condition 4 to reference “Winter Usage” which definition is found in

Rule 1-Definitions.

“The Authority, in agreement with customers billed under this schedule, may
annually adjust the tier usage level in this schedule which adjustment would to be
effective the first billing cycle in June. The adjustment made to Tier 1 would be based
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on the average usage of in—gallons—per—month—using—monthlybilling-data—for the
preceding Winter Usagemenths-of DecemberJanuary,Februaryand-Mareh.”

Firm Service Partial Requirements (FSPR)

A. Replace all references to “Winter” or “Summer” Period to “Off-Peak” or “On-Peak”
Period.

B. Delete Special Condition #4 which is the definition of “Off-/On-Peak” that is being
moved to Rule 1-Definitions.

Business Services Charges (BSF)

A. Textual revisions.
“B.1 New Service or Modified er-expanded-watersService”
“B.1.c Commercial, industrial, tenant improvement, irrigation, fire protection...... ”
“C.1. Tapping a-3up to 26 inch pipe hot tap...”
“C.2. Tapping a-8greater than 2 to 12 inch pipe-hot tap...”
“C.1. Tapping fer-al-othersizes-greater than 12 inches are subject...”

B. Move current fees found in Rule 7 to Schedule BSF for ease of Applicants to find all
fees related to due diligence for water resources (see last page of Exhibit B).

SUMMARY

Staff’s current proposal is based on the projected costs summarized in TMWA’s 2012-2016
Funding Plan. The cost study and proposed rate adjustments are designed to collect sufficient
revenues to cover FY2014 projected expenses.

Staff presented its cost study and recommended rate adjustment proposals to the Standing
Advisory Committee on November 1, 2011. After lengthy constructive discussion, SAC
endorsed staff’s recommendations on its rate proposals and 3-year phase-in subject to annual
review of TMWA'’s financial performance after implementation of Year 1 rate adjustments and
prior to subsequent adjustments.

Staff held a public workshop the evening of November 9, 2011. Besides staff that was present,
five customers (one being a SAC member) attended the meeting. After presenting information
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identical to that presented at the SAC and to the Board at its October meeting, questions and
discussion ensued on a range of topics including debt management, effective date of rates,
implementation of 3-day-a-week watering and its effects on system operation/revenues, load
characteristics of the different customer classes, revenue degradation, reinvestment in the water
system, and tiering/rates for the metered classes. Two customers suggested the Board consider
reducing the number of usage tiers to simplify the metered rate schedules and reduce the
implication to customers that the third tier is viewed as a “penalty”.

SAC meets on December 1, 2011 at which time it will be updated as to customer workshop input
and any other Board direction.
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