
 
STAFF REPORT 

 
 
TO: Board of Directors 
THRU: Mark Foree, General Manager 
FROM: John Erwin, Scott Estes, Kim Mazeres and Jeff Tissier 
DATE: 10 October 2011 
SUBJECT: Cost of Service and revenue sufficiency, discussion and possible direction to 

staff  
 

 
Purpose 
 
The purpose of this report is to brief the Board on the status of staff’s findings thus far as it 
relates to adjusting customer rates prior to development of the final proposal and presentations to 
the Standing Advisory Committee (SAC) and other public meetings/workshops scheduled for 
early November. Subsequent to those meetings, staff will present its recommendations and 
findings to the Board for the first reading of proposed rate adjustments at the November 16, 2011 
meeting. 
 
Discussion 
 
Staff has completed its analysis and presents TMWA’s projected cost of service and the basis for 
recommending rate adjustments below: 
 

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 (2,412) 
    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), local downward trends in customer usage 
patterns, and minimal-to-no expected growth in new services in the near future. All these 
aforementioned conditions will continue to challenge TMWA’s financial position. These 
negative consequences will challenge TMWA’s ability to renew the letter of credit which 
supports TMWA’s tax-exempt commercial paper program (TECP) that 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 with 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. TMWA has established certain financial 
metrics 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 of preserving TMWA’s credit ratings. 
 
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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Changes in TMWA’s senior lien debt coverage ratio resulting in a drop well below contractual 
requirements according to TMWA’s senior lien bond indentures is a serious development which 
requires a planned approach to avoid such a problem. The rate adjustments implemented in 2009 
and 2010 sought to correct the negative trend in TMWA’s water sale revenues but were 
incomplete in their success. The following graphic illustrates how the 4.5% overall increase 
effective June 2009 and a 4.5% overall increase effective June 2010 (these increases sought to 
achieve total revenues of $77.9 million through FY2011) were negated by a 20 percent decrease 
in water consumption since 2007 resulting in essentially been flat revenues after FY2007. The 
flat revenues stem from a combination of the following: cooler weather affecting water use 
particularly during spring and early summer months; increases in the number of discontinued 
services; and the lack of growth of new customers.  
 
 

 
 
The fact that TMWA reduced its operating costs significantly since FY2009 provided a counter 
balance to declining water sales and preserved precious cash reserves as illustrated here and 
those cost saving measures will continue into the future without degradation of water quality or 
customer service. 
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Combining the analyses to-date with the projection of future sales produces the following graph 
which illustrates the negative effects that declining rate-revenues will have on TMWA’s cash 
balances. 
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* Best Case assumes annual inflation of 2.5% on FY2011 O&M and R&R components of revenue requirement. 
 

 
The graph illustrates that although cost cutting actions have reduced the revenue required from 
rates (the red line), the gap between customer-rate-required-revenues and all revenue sources 
will continue to grow resulting in significant declines in unrestricted cash balances (the black 
line) by fiscal year 2014. As revenues from customer rates (the green bars) have been and are 
projected to be flat or decline slightly TMWA will have to rely on its unrestricted cash reserves 
to close the revenue requirement gap. Investment income (the yellow bars), which benefitted 
TMWA between 2006 and 2008, has diminished substantially since 2007 and will continue to do 
so as unrestricted cash balances are depleted and rates of return on investments remain at historic 
low levels due to the current market conditions. Other revenues (the blue bars) include declining 
inspection and new business fees as a result of declines in new services; and hydroelectric 
generation which increased slightly in recent years due to abundant Truckee River water supplies 
combined with much greater plant availabilities.  
 
Conclusion 
 
Future revenues will not be sufficient to cover future projected costs; the projected revenue-to-
cash flows gap is approximately $9 million beginning in FY2014. 
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Staff is not proposing adjusting rates in order to eliminate the total deficiency with a single rate 
adjustment. Consistent with its recommendations in prior years to phase-in rate adjustments, staff 
will be proposing a phased approach with moderate, inflationary rate adjustments over a 3 year 
period that addresses both the immediate and longer term financial situation. Adjusting rates in 
this stepwise fashion is a prudent way to: (1) avoid extreme swings in utility rates and potentially 
exacerbated revenue deficiencies while providing opportunity for economic conditions to 
improve leading to potential sales increase through customer growth; (2) provide for that portion 
of the revenue deficiency that will result from the one-time, major shift of water sale revenues 
from winter months to summer months when flat-rate customers are converted to metered 
billing; and (3) to address the most critical concern which is the potential breach of a major loan 
covenant on TMWA’s outstanding senior lien debt which would be an extremely serious 
development and severely limit future debt management opportunities. Taking advantage of debt 
management opportunities helps keep water rates as low as possible. 
 
Staff will at the Board’s November 16, 2011 meeting provide recommendations to the Board 
after it presents its rate adjustment recommendations to the Standing Advisory Committee (SAC) 
as well as other public meetings/workshops scheduled for early November.  
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Fiscal Year Water Production vs Sales  
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Growing Degree Days 
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Fiscal Year Water Production vs Sales  
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TMWA Operating Revenues, Investment Income, and Grants  
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TMWA Operating Expenses  11-1-11 SAC Agenda Item 6.1
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Components of Water Sale Revenues  
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Components of TMWA’s Cost of Service  
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Projected Cost of Service and Revenue Surplus/(Deficit) 

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 (2,412) 
    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 $(8,871) 
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Comparison: Unrestricted Cash, Revenues & Projected 
Revenue Requirements ($x1000)  
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