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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

SECTION I. SUMMARY

INTRODUCTION AND BACKGROUND

In early 2016, the San Juan Water District retained The Reed Group, Inc. to update the
District’s ten-year wholesale and retail financial plans and develop recommendations for
updating water rates for a five-year period from 2017 through 2021. The purpose of the
study was to ensure that the District’s wholesale and retail water systems continue to meet
financial obligations for ongoing operation and maintenance, debt service, and capital
improvements while maintaining prudent reserves. This report contains analyses and
recommendations related to the District’s retail operations. A separate report contains
analyses and recommendations related to the District’'s wholesale operations.

One focus of this retail financial plan is to help ensure adequate funding of the
District’s retail capital improvement program. The retail capital improvement program
includes about $46.7 million (in future dollars) in capital improvements over the ten-year
planning period extending through FY 25-26. The financial plan presented herein indicates
that undertaking this capital program, as planned and scheduled, will require the issuance
of an estimated $12.75 million in new long-term debt in 2019 in order to fund two needed
transmission pipelines and replace the cover of Kokila reservoir. Based on financial plan
analyses, all other planned retail capital improvement projects can be funded on a pay-as-
you-go basis.

A second focus of this retail financial plan is to address the outstanding unfunded
accrued liability (UAL) associated with the District’s retirement programs. Based on the
most recent actuarial analysis, the retail water system has an outstanding UAL of about
$3.177 million as of June 30, 2016. The District is paying interest on this accrued liability of
7.5 percent while its financial reserves are earning about 0.5 percent. The financial plan
includes a strategy for paying off 75 percent of this outstanding liability using available
financial reserves; this is a more economically efficient use of the District’s financial
resources.

In other respects, the retail financial plan provides a strategy and recommendations for
annually adjusting water rates in order to meet financial and service obligations while
maintaining prudent reserves. While the financial plan covers a ten-year planning period,
water rate recommendations cover five years. It is recommended that the District update
the financial plan analysis at least once every three to five years, as warranted. It
particular, the District should plan on updating the wholesale and retail financial plans
prior to issuing new long-term debt.

Retail water rate calculations were updated based on the revenue needs developed
through the financial planning process. The rate structure and cost allocation methodology
used in the rate calculations are generally the same as in past studies. Proposed rates
continue to include a uniform water usage rate for all water usage. One change, however,
is a shift in the overall rate structure to place greater emphasis on daily fixed base charges
with a corresponding reduction in the reliance on water usage revenue. This change is
intended to help improve revenue stability.
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SAN JUAN RETAIL FINANCIAL PLAN
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During the course of this study, preliminary results and recommendations were
presented to the District’s Board of Directors in a workshop on June 29 and a board
meeting on November 9. Following those meetings changes were made with regards to
the UAL issue, as well as other refinements.

This report summarizes the analyses and recommendations of the retail financial plan
and water rate study. It includes a financial strategy that relies upon ongoing revenues as
well as available reserves to meet all financial obligations, including the planned capital
improvement program.

FINANCIAL PLAN AND REVENUE NEEDS

The financial plan model covers the ten-year planning period from FY 16-17 through
FY 25-26. The plan reflects estimated operation and maintenance costs, debt service
obligations, and capital improvement needs of the retail water system. The financial plan
is a cash-flow model, and differs from standard accounting income statements and balance
sheets. The financial plan also separately reflects ongoing operation and maintenance,
debt service payment obligations, and the capital improvement program, with separate
revenue sources reflected for each. Financial reserves are also reflected in the financial
planning model.

During the past couple of years, the District’s operations have been impacted by the
sustained drought that has affected all of California. Reduced water sales to retail
customers has resulted in reduced revenues without a corresponding reduction in costs. As
a result, the District cut costs, where possible, deferred capital improvement projects, relied
more heavily on available financial reserves, and implemented a temporary 10 percent
water shortage surcharge on water usage. The 10 percent water shortage surcharge was
insufficient to address financial needs!. As a result, property tax revenue and capital
program reserves normally dedicated to capital improvement projects have been needed to
help cover operating, maintenance, and debt service costs. At the present time, the
financial condition of the retail water system is more financially stressed than it has been in
a number of years.

Details of the financial plan assumptions, findings, and recommendations are
presented in Section II of this report. However, the analysis indicates that the District
needs to increase retail water rates each year for the next five years. The District’s Board of
Directors has approved the FY 16-17 budget without a rate increase, however that budget
requires a dramatic use of reserves and would leave the District in greater financial stress.
Primary findings and recommendations stemming from the retail financial plan analysis
include:

* Annual water sales have declined in recent years likely due to the slowdown in the
economy, the recent drought, and water conservation efforts by the District’s
customers. The financial plan assumes there will be a modest rebound in water
demand beginning in FY 16-17 that then continues and extends over several years.

1 Based on the severity of the drought, a 30 percent water shortage surcharge was authorized, but the
District’s Board of Director opted to only implement a 10 percent surcharge.
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SAN JUAN RETAIL FINANCIAL PLAN
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Based on the most recent actuarial estimates, the retail water system has an
outstanding unfunded accrued liability under its Public Employee Retirement
System (PERS) retirement programs of about $3.177 million. It is recommended
that the District utilize available financial reserves to pay off 75 percent of this
liability in FY 16-17, thereby significantly reducing the 7.5 percent annual interest
cost on the UAL.

The District should anticipate issuing about $12.75 million in new long-term debt
for the retail water system in 2019 in order to finance two needed transmission
pipelines and replace the cover of Kokila Reservoir2. It is anticipated that all other
retail capital improvement projects can be funded on a pay-as-you-go basis thereby
avoiding additional interest expenses.

The District’s financial reserve policies have served and continue to serve the
District well. However, changes in certain reserves and reserve policies are
recommended in order to provide greater economic efficiency and cost savings. A
summary of reserve policy recommendations include:

o Maintain the 20 percent operating reserve for working capital and
emergency purposes

o Eliminate the compensated absence reserve as it is unnecessary

o Use funds from the PERS stabilization reserve, the Kokila reservoir
reserve, and a portion of the general CIP reserve to payoff $2.387 million
(75 percent) of the retail PERS UAL balance

o Maintain required and restricted debt service reserves

o Continue to utilize the general CIP reserve to help fund planned capital
improvement projects

o Within the planning period, begin to fund an emergency CIP reserve to
help provide flexibility in funding needed capital projects.

It is recommended that the overall level of retail water rates be increased on an
annual basis, as follows:

o May 2017 8%
o January 2018 9%
o January 2019 9%
o January 2020 9%
o January 2021 6%

As with past practice, the District should monitor financial conditions and needs on an
ongoing (annual) basis and update the financial plan model and future estimates at least
every three to five years, or when conditions or plans changes sufficiently to warrant an
update. Actual future conditions, such as water supply conditions, water deliveries, water
sales revenue, operating and maintenance expenses, CIP project costs/timing, project
financing, etc., may differ from the financial plan assumptions reflected herein. Material

2 An estimated additional $29.0 million may be needed to fund planned wholesale capital improvement
projects. A single issue for both wholesale and retail projects is anticipated.

THE REED GROUP, INC. PAGE 3



SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

differences affecting the overall financial condition of the retail water system may warrant
closer review and/or an earlier update. The need and magnitude of annual retail water
rate increases may also be affected by differences between assumed and actual conditions,
including the potential refunding of existing debt and the issuance of new debt.

PROPOSED RETAIL WATER RATES

Exhibit I-1 presents proposed retail water rates to be implemented beginning in May
2017, and continuing each January through 2021. The proposal includes holding the
uniform water usage rate at the current $0.92 per CCF, and meets all revenue needs
through increases in the daily fixed base charges. The rate schedules for 2017 through 2021
reflect annual overall water rate increases of 8 percent, 9 percent, 9 percent, 9 percent, and
6 percent, respectively. At present, about 41 percent of retail water rate revenue is derived
from water usage charge. By FY 20-21, water usage charge revenue will decline to about 37
percent of the total, even with a rebound in water demand.

The bottom portion of Exhibit I-1 summarizes the amount of a typical single family
residential water bill under each of the proposed rate schedules. Residential customers
with a 17 water meter will see water bill increases of $0.18 per day with the rates proposed
for May 2017, regardless of water usage. With the proposed 5-year rate plan, after five
years of annual rate adjustments water bills for residential customers will have increased
by a total of $1.05 per day.

Exhibit I-1
San Juan Water District
Current and Proposed Retail Water Rates

Current Jan. 2017 Jan. 2018 Jan. 2019 Jan. 2020 Jan. 2021
Overall Water Rate Increase --> 8% 9% 9% 9% 6%
Daily Base Charges
Up to 1" meter $ 1.24 $ 1.42 $ 1.63 $ 1.86 $ 211§ 2.29
1 1/2" meter $ 3.31 $ 3.68 $ 4.22 % 481 $ 546 $ 5.93
2" meter $ 528 $ 585 $ 6.72 $ 7.66 $ 8.69 $ 9.44
3" meter $ 1050 ¢$ 1090 ¢$ 1251 $ 1427 $ 16.19 $ 17.58
4" meter $ 1636 ¢$ 18.12 $ 2080 $ 23.72 $ 2691 $ 29.23
6" meter $ 3273 $ 36.18 $ 4154 $ 4738 $ 53.74 $ 58.36
8" meter $ 5883 ¢$ 5785 $ 6642 $ 7576 $ 8594 $ 93.34
Fire District $ 6.36 $ 7.28 $ 8.36 $ 9.54 ¢$ 1082 $ 11.75
Water Usage Charge ($/CCF)
All water usage $ 0.92 % 0.92 $ 092 $ 0.92 $ 092 $ 0.92
Daily Private Fire Line Charges
4" meter $ 0.53 $ 0.57 $ 0.62 $ 0.68 $ 0.74 $ 0.78
6" meter $ 0.78 $ 0.84 $ 092 $ 1.00 $ 1.09 $ 1.16
8" meter $ 1.05 % 1.14 $ 1.24 $ 1.35 $ 1.47 $ 1.56
10" meter $ 1.26 $ 1.36 $ 1.48 $ 1.61 $ 1.75 $ 1.86
Hinkle PS Pumping Surcharge ($/AF)
Wholesale deliveries to City of Folsom ¢ 68.87 ¢$ 7438 ¢$ 81.07 $ 8837 $ 96.32 $ 102.10
Typical Monthly Residential Bill $ 6480 $ 7020 $ 7650 $ 8340 $ 9090 $ 96.30
(@ 30 CCF/mo.) $ 540 $ 6.30 $ 6.90 $ 7.50 $ 5.40
8.3% 9.0% 9.0% 9.0% 5.9%
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SECTION II. RETAIL FINANCIAL PLAN

This section of the report describes the financial plan for the District’s retail water
system. The ten-year financial plan is used to determine annual retail water rate revenue
requirements. The annual rate revenue requirement is the amount of revenue needed from
water rates to cover planned operating, maintenance, debt service, and capital program
costs with consideration of other revenues and financial reserves.

FUND STRUCTURE AND CASH FLOWS

The financial plan is an annual cash flow model. As a cash flow model, it differs from
standard accounting income statements, and balance sheets. The financial plan models
sources and uses of funds into, out of, and between the various funds and reserves of the
water utility.

The financial plan model is based on a fund, reserve, and account structure that
separately addresses operating, debt service, and capital program needs, with three funds
for these three purposes. This presentation helps provide transparency as to the sources
and uses of funds for each type of obligation. The District recently replaced and upgraded
its financial accounting system. This financial plan was developed based on the new
account structure reflected in the District’s financial accounting software.

An understanding of the fund/reserve structure is helpful in understanding the
financial plan worksheets that model annual cash flows through the retail water system
from one year to the next. The fund/reserve structure is comprised of:

* Retail Operating Fund - The retail operating fund is the primary fund within
the retail water system. Most retail revenues, including water rate revenues,
flow into the operating fund and all operating and maintenance costs, including
debt service payments, are paid out of this fund. Funds are also transferred
from the operating fund to the retail capital fund to help pay for capital projects
intended to rehabilitate and upgrade facilities. Five separate reserves are
reflected in the operating fund.

o Operating Reserve — The District maintains an operating reserve within
the operating fund equal to 20 percent of annual retail operating and
maintenance costs. The purpose of the operating reserve is to provide
working capital and funds for unplanned operating and maintenance
expenditures. At the end of FY 15-16, the retail operating reserve had an
estimated $1,997,000, based on the budgeted operating and maintenance
costs budgeted for the upcoming fiscal year.

o Compensated Absence Reserve - The District has maintained a separated
reserve to fund its liability for compensated absences. At the end of FY
15-16 this reserve had an estimated balance of about $348,000. The need
to maintain the reserve has been under review by District staff and
Board. A policy recommendation to eliminate this reserve is supported
by staff and incorporated in the financial plan analyses.
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o PERS Stabilization Reserve - A separate Public Employee Retirement
System (PERS) stabilization reserve is shown as a part of the operating
fund, and reflects the balance of funds set aside to meet PERS UAL
obligations. At the end of FY 15-16, the PERS stabilization reserve had
an estimated balance of about $411,000. At present, the retail water
system is responsible for about $3.177 million of the UAL obligation.
Because this obligation is carried with a 7.5 percent interest rate, and the
District only earns about 0.5 percent on its total investment pool, it
would be advantageous to use this reserve to reduce the UAL
obligation. This matter is discussed in greater detail later in this section.

o Customer Deposits - Money on deposit with the District as security is
maintained in a separate reserve account. At the end of FY 15-16 the
District held about $47,000 in customer deposits. This reserve is not
available for general purposes and does not affect the financial plan
analysis.

o EDA Loan Reserve - Consistent with the requirements of a loan from the
Economic Development Agency, the District has maintained a loan
reserve equal to one annual loan payment. The EDA loan will be fully
repaid in FY 16-17, and the loan reserve can be used to make the final
payment. This reserve will no longer exist following payoff of the loan.

o Uncommitted Fund Balance - The balance in the operating fund in excess
of the target amount for the operating reserves, as well as the other
operating fund reserves, is shown in the financial plan as uncommitted
fund balance. After all other obligations are met the uncommitted fund
balance is available to offset rate increases, and the financial plan model
generally seeks to reduce any uncommitted fund balance over time.
Negative amounts for the uncommitted fund balance indicate the
degree to which the minimum operating reserve is not met. To
prevent a significant negative uncommitted balance at the end of FY 15-
16 the financial plan model includes a transfer of funds from the capital
fund to the operating fund of $1,850,000.

* Retail Capital Fund - The retail capital fund is used to account for capital
project expenditures, as well as related funding sources. The District applies
property tax revenues (the 1 percent increment taxes) to the capital program. In
addition, it is recommended that a portion of revenues from the retail water
rates be transferred annually to the capital fund, in support of the long-term
capital program. While current revenues are insufficient for this transfer, this
should be an objective to help minimize or reduce the amount of debt that may
be required in the future. Capital projects funded from the retail capital fund
are intended to rehabilitate, upgrade, and expand the retail water system to
meet current and future needs of the utility. The financial plan model generally
seeks to maintain a positive balance in the capital fund while also covering the
costs of planned capital improvement projects. The capital fund is comprised of
five separate reserves.
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General CIP Reserve - This reserve reflects the capital fund balance that is
generally available for retail capital improvement purposes. At the end
of FY 15-16, this reserve had an estimated balance of about $6.81 million.

Vehicle/Equipment Reserve — This reserve is intended to provide funds for
the replacement of vehicles and major equipment. At the end of FY 15-
16 the reserve had an estimated balance of about $315,000. District staff
and the Board of Directors are currently reviewing the need to maintain
this as a separate reserve, and it may be rolled into the general CIP
reserve.

Kokila Reservoir Reserve — The District maintains a sinking fund for the
eventual replacement and upgrade of Kokila Reservoir. The sinking
fund has a FY 15-16 year-end balance of about $393,000. The District
adds $10,000 annually to this reserve, plus accrued interest. The District
plans to replace the cover of Kokila reservoir in FY 20-21 for an
estimated cost of about $9.5 million (in future dollars). As presently
funded, the Kokila reservoir reserve would only cover a small fraction of
the total cost of this major project.

Emergency CIP Reserve — The emergency CIP reserve currently has a zero
balance. The reserve is intended to be available for emergency capital
improvement projects at the Board’s discretion. The financial plan
includes gradual funding of the emergency CIP reserve during the later
half of the planning period. However, it could also be consolidated into
the general CIP reserve.

Project Fund - The financial plan includes the issuance of new long-term
debt in 2019 to finance the Kokila reservoir cover project, as well as two
transmission pipelines. The financial plan model includes a project fund
as part of the capital fund as a means of accounting for the use of debt
proceeds.

* Debt Service Fund - The financial plan model also includes a debt service fund
as the mechanism for tracking debt service obligations and payments.
Outstanding debt was issued in 2009 and in 2012. Restricted debt service
reserves are required under the terms of the 2009 COPs, and it is anticipated
that similar reserve may be required as part of the anticipated 2019 debt issue.

e}

2009 COP Debt Service Reserves — The 2009 certificates of participation
(COPs) requires the District to maintain certain debt service reserves.
These reserves are shown as part of the overall debt service fund
balance. Retail 2009 COP debt service reserves total about $1.033 million
as of the end of FY 15-16. Money in this reserve is restricted and can
only be used for specific purposes related to the 2009 COPs.

2019 Debt Service Reserves - Estimated costs for the 2019 debt issue
include providing money from the issuance to fund a debt service
reserve. Such a reserve has been included in the financial plan model.
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FINANCIAL PLAN ASSUMPTIONS

The financial plan was created to reflect the FY 15-16 estimated actual revenues,
expenses, and year-end financial position, as well as the FY 16-17 adopted budget, ten-year
capital improvement program, and existing debt service schedules. The financial plan also
reflects estimates of future operating and maintenance costs, revenues based on a number
of assumptions, potential future debt service obligations, and information provided by the
District.

The process used to develop the financial plan involved estimating future revenues and
expenditures based on inflation and interest rates, water supply costs and demand
projections, anticipated capital improvement needs, and other information. The District
does not have formal estimates of future operating and maintenance costs, and capital
improvement needs are defined at a planning level. The financial plan is based on the best
available information and assumptions are believed to be reasonable; however, no
assurance can be provided as to the accuracy and completeness of the estimates.

Primary assumptions reflected in financial plan analyses are summarized below. Many
of the assumptions used in both retail and wholesale financial plans are summarized in
Exhibit II-1.

e Interest Rates - The District invests most of its available funds in the Local
Agency Investment Fund (LAIF), which has been earning less than 0.5 percent
for the past several years. A small portion of the District’s available assets is
invested in other securities that have recently yielded about 1.5 percent. In
aggregate, in FY 14-15 the District’s invested funds returned about 0.5 percent.
The financial plan model incorporates an assumed 0.5 percent rate of return on
all funds. This interest rate is assumed to gradually increase to 1.0 percent by
the end of the ten-year planning period. Interest calculations are based on
beginning-of-year balances and interest accrues to each of the funds. The
District also pays interest on outstanding long-term debt obligations. The
interest payments on outstanding debt are those contained in existing contracts
and repayment schedules.

* Inflation Rates - Annual inflation rates for general operating and maintenance
costs is 3.0 percent per year throughout the planning period. Inflation for
chemical and energy costs is assumed 5.0 percent per year. Inflation on retiree
medial costs and other post-employment benefit (OPEB) obligations is assumed
at 6.0 percent per year. Finally, construction costs are assumed to increase 3.0
percent annually.

*  Retail Customer Base and Water Demand - Modest growth in the District’s retail
customer base is incorporated for financial planning purposes based on
information contained in the 2015 Urban Water Management Plan (UWMP).
Annual growth of the District’s retail customer base is slightly more than 1
percent per year during the planning period. Retail water demand is estimated
to rebound toward historic levels over the next several years, based on the
assumed return to normal water supplies in 2016 and demand rebound over
several years reaching normal demand by 2020. Retail water demands in 2020
and 2025 are based on estimates included in the District’s 2015 UWMP.
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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

*  Cost of Water Supplies - The cost of water supplies is reflected as the amount the
retail water system pays the wholesale water system for water deliveries. This
is comprised of quarterly fixed service charges, debt service charges, and capital
facilities charges, as well as a water usage charge for each acre-foot of delivered
water. The retail financial plan uses information from the 2017 Wholesale
Financial Plan and Water Rate Update Study as the basis for water supply costs to
the retail water system.

*  Other Operation and Maintenance Costs - Beyond water purchases costs, the
financial plan model is based on current operating and maintenance costs as
reflected in the FY 16-17 operating budget. Future operating and maintenance
costs are estimated based on assumed inflation rates, as previously described.
Energy costs for pumping are also adjusted based on changes in water
demands.

* Staff Additions - The retail financial plan incorporates the following new staff
positions, based on needs identified by District staff.

o Human Resources Specialist - This position is added mid-year in FY 16-
17 at a total annual cost of $125,000. The position has been split equally
between the wholesale and retail water systems, and has been included
in the District’s FY 16-17 budget.

o Administrative Assistant - This position is added in FY 17-18 at a total
annual cost of $80,000. The position has been split equally between the
wholesale and retail water systems.

o Customer Services Representative - This position is added in FY 17-18 at
a total annual cost of $90,000, and is included entirely as a cost to the
retail water system.

* Large Non-Capital Projects - Large non-capital projects, such as studies,
assessments, and large maintenance items had previously been included in the
District’s capital improvement program. Beginning in FY 16-17 these items are
being included in the operating budget, and treated as operating and
maintenance expenses (rather than capitalized and expensed over time). The
retail financial plan includes the budgeted FY 16-17 large non-capital items
totaling about $157,000. For future years, this amount is escalated at the pace of
inflation to account for most ongoing non-capital project needs. Four additional
items have also been explicitly added to the retail financial plan. They include:

o New GIS implementation with an estimated cost of $123,000 in FY 17-18
o A retail master plan with an estimated cost of $338,000 in FY 18-19
o AMR feasibility study with an estimated cost of $68,000 in FY 18-19

o Bacon 33” and Sierra 30” pipeline condition assessments with estimated
costs of $52,000 and $160,500 in FY 17-18 and FY 18-19, respectively.

It is believed that these estimates and allowances conservatively reflect future
non-capital project needs.

* Debt Obligations - The District’s retail debt obligations are currently limited to
repayment of 2009 COPs and 2012 refunding revenue bonds. The retail portion
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of annual debt service on the 2009 COPs totals about $757,000, and is about
$257,000 on the 2012 refunding revenue bonds.

The financial plan model includes estimates related to the issuance of additional
long-term debt in 2019 in order to fund major capital improvement projects.
The 2019 new debt issue is estimated with a total par amount of $41.75 million
($29.0 million for wholesale projects and $12.75 million for retail projects).
Estimated terms include a 4.0 percent interest rate, 30-year repayment term,
issuance costs of 2.0 percent of the par amount, funding of a debt service
reserve, and approximately equal annual principal and interest payments
throughout the repayment period. Actual terms would be determined at the
time of debt issuance and will reflect market conditions at that time. The actual
allocation of debt service obligations to each wholesale customer will also be
determined at the time of issuance.

Exhibit II-2 provides details on current actual and estimated future debt service
obligations, including the distribution of debt service costs to each wholesale
customer. The District is currently meeting debt service coverage obligations,
and financial plan analyses consider this requirement in developing estimates
for future annual water rate adjustments.

The District has considered refunding the 2009 COPs in order to take advantage
of current low interest rates. However, because of pre-payment penalties,
financial advisors have indicated that it will likely be more feasible to refund
the COPs in 2018 when pre-payment penalties no longer apply. Financial plan
analyses do not reflect any potential cost savings associated with refunding of
the 2009 COPs.

*  Capital Improvement Program - The District’s retail 10-year capital improvement
program includes about 75 projects totaling about $46.7 million in future
dollars, averaging about $4.7 million annually. Exhibit II-3 lists the planned
projects, as well as estimated cost and timing. Costs in Exhibit II-3 have been
escalated each year based on a 3.0 percent annual construction inflation factor.

The capital improvement program has a concentration of project expenditures
in FY 19-20 and FY 20-21. This concentration primarily includes two major
transmission pipeline projects and a new cover for Kokila reservoir, which
together total about $12.1 million. Because of their size, and the District’s
current financial condition, it is virtually impossible to undertake these projects
without issuing new long-term debt.

Financial plan analyses suggest that with the exception of the two transmission
pipelines and the Kokila reservoir cover project, the entire capital improvement
program can be financed on a pay-as-you-go basis using capital program
revenues, transfers from the operating fund, and available reserves.

Annual transfers from the operating fund to the capital fund range from zero
dollars initially (due to inadequacy of water rate revenues) to $2.0 million
toward the end of the planning period. By establishing rates sufficient to
support a portion of the capital program the District may be able to avoid the
need for additional long-term debt beyond 2019. This has been an objective of
the financial plan, and the proposed rates help to achieve this objective.
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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

*  New Administration Building - An estimated cost of nearly $4.5 million (in future
dollars) for a new administration building is included in financial plan analyses,
and equally split between the wholesale and retail capital improvement
programs, with construction in FY 20-21. Financial plan analyses indicate that
this project can be funded at that time on a pay-as-you-go basis from available
capital program revenues and reserves. Prior to completion of a new building
the financial plan assumes the District will add temporary trailers to provide
additional space from FY 17-18 through FY 20-21.

* PERS UAL Obligations - Based on the most recent actuarial analysis (completed
in 2015) the District has a total estimated unfunded accrued liability (UAL)
associated with its retirement programs of about $5.477 million. The wholesale
water system is responsible for about $2.3 million of this amount; $3.177 million
is the responsibility of the retail water system. Interest accrues on the UAL at a
rate of 7.5 percent annually, which is significantly greater than the 0.5 percent
the District earns of its investments. The current practice of holding reserves
while this liability grows is economically inefficient and costly to the District.
Financial plan analyses suggest it is possible for the retail water system to pay
off 75 percent of its UAL obligation from existing reserves. This will result in
net annual cost savings to the District. The financial plan assumes that
$2,387,000 (75 percent) of the retail portion of the current UAL will be paid off
with funds from the following retail reserves:

o PERS stabilization reserve $411,000
o Kokila reservoir reserve $393,000
o General CIP reserve $1,583,000

While the District has been gradually accumulating the Kokila reservoir reserve
to help fund major improvements to that facility in a few years, it will only
provide a modest amount toward the total cost, and the District will be required
to fund most of the project in new long-term debt. It is economically more
efficient to use the available reserve funds to pay off the UAL than to hold it for
the Kokila reservoir project. The District’'s Board of Directors generally
supported this use of funds during the workshop held on June 29.

FINANCIAL PLAN RESULTS

Details of the financial plan analyses are presented in Exhibits II-4, II-5, and II-6
reflecting the retail operating fund, capital fund, and debt service fund, respectively. The
financial plan is also presented graphically in Exhibit II-7. The colored bands in Exhibit II-
7 show retail operating and maintenance costs, debt service payments, and pay-as-you-go
capital program expenditures. Debt-financed capital expenditures are not reflected,
although the associated debt service is. The dashed line in the exhibit show minimum
target reserves, and the solid black line shows estimated total year-end reserves. The
financial plan analysis seeks to keep the solid line above the dashed line throughout the
planning period.

Results of the financial plan analyses are summarized below.
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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

* The recent multi-year drought has created financial stress for the retail water
system resulting in a significant decline in total financial reserves over the past
two years.

e Current retail water rate revenues are insufficient to fully cover ongoing
operating and maintenance costs and debt service payment obligations. As a
result, a portion of capital fund revenues and reserves are being used for
operating purposes. The current net operating loss and existing capital
program revenues do not adequately support the capital improvement
program. Because of the costs and timing of planned projects, the District will
need to issue new long-term debt. It is not practical to avoid new debt unless
the Kokila reservoir cover replacement project is postponed for a significant
period of time.

* The pace and extent of rebound in retail water demand is uncertain and will
have an impact on annual water rate revenues. The rebound trajectory has been
reviewed with staff and is believed reasonable. Nevertheless it is an area of
potential financial risk, which should be monitored.

* The District is meeting debt service coverage obligations, and is expected to
continue to meet this requirement throughout the planning period even with
new debt issued in 2019.

e In 2016, the District’s financial advisors suggested that refunding of the 2009
COPs is possible at this time (with certain pre-payment penalty associated
costs), but that it may be more advantageous to refund the COPs in 2018 when
the pre-payment penalties no longer apply. Because future market conditions
cannot be known, financial plan analyses do not reflect any cost savings
associated with refunded COPs. The District should closely monitor interest
rate trends and consider the refunding of the 2009 COPs at an opportune time.

e The compensated absence reserve does not need to be maintained as a separate
reserve, as it is unlikely that it would ever need to be paid out in lump sum. It
would be advantageous to the District to eliminate this reserve. Money
currently designated to this reserve could be used to help reduce the magnitude
of the needed water rate increase for 2017. District staff supports this change,
and it has been incorporated in the financial plan analyses.

* Maintaining the PERS stabilization reserve, the Kokila reservoir reserve, and the
full amount of the general CIP reserve while the entire $3.177 million PERS
UAL remains outstanding is economically inefficient and results in unnecessary
interest costs to the District. The District should pay off 75 percent of this
obligation using available reserves, as summarized previously.

* Retail water rate increases are required over the next several years in order to
meet current and future financial and service obligations, as well as to position
the District for issuing new long-term debt in 2019. Estimated annual increases
in the overall level of retail water rates for each year (beginning in 2017) of the
ten-year planning period are 8 percent, 9 percent, 9 percent, 9 percent, 6 percent,
4 percent, 4 percent, 4 percent, 4 percent, and 4 percent, respectively.
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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

Exhibit II-7
San Juan Water District
Retail Financial Plan Summary

$30,000,000
I payGo Capital Program

N Debt Service
$25,000,000 -[| mmm Oper. & Maint.

=== Revenues
= Ret. Fund/Rsrv. Balance
$20,000,000 = =Min. Target Reserves
$15,000,000
$10,000,000
$5,000,000
S-

FY FY FY FY FY FY FY FY FY FY FY
15-16 16-17 17-18 18-19 19-20 20-21 21-22 22-23 23-24 24-25 25-26

e These annual water rate increases will enable the District to maintain overall
reserve levels above minimum target levels throughout the planning period. In
addition, the retail financial plan provides for gradual funding of the
emergency CIP reserve to a level of $1 million by the end of the ten-year
planning period. Alternatively, the District might consider consolidating the
emergency CIP reserve with the general CIP reserve.

The next section of this report includes recommendations for modifying retail water
rates including increasing the emphasis on fixed daily base charge revenue and gradually
reducing the portion of revenue for water usage charges. This change would help reduce
the financial risk associated with variable and uncertain water demands.

At this point in time, it is recommended that the District adopt a five-year retail water
rate plan with new rates implemented beginning in May 2017 and continuing each January
through 2021. It is also recommended that the District re-evaluate its financial condition
and update the financial plan prior to issuing new long-term debt.

As with past practice, the District should monitor financial conditions and needs on an
ongoing (annual) basis and update the financial plan model if conditions or plans change
sufficiently to warrant an update. Actual future conditions, such as water demand, water
sales revenue, operating and maintenance expenses, CIP project costs/timing, project
financing, etc., may differ from the financial plan assumptions reflected herein. Material
differences affecting the overall financial condition of the retail water system may warrant
closer review and/or an earlier update. The need for and magnitude of annual retail water
rate increases may also be affected by differences between assumed and actual conditions.
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SAN JUAN RETAIL FINANCIAL PLAN
WATER DISTRICT AND WATER RATE UPDATE STUDY

SECTION III. RETAIL WATER RATES

This section of the report describes retail water rate calculations for 2017, and presents
a proposed five-year rate plan, including rate schedules through 2021. The water rates
include fixed daily base charges and a uniform water usage rate. The proposed retail
water rates were developed based on (1) sound cost of service principles, (2) a balancing of
rate setting objectives, and (3) revenue needs for the retail water system, as determined
from the financial plan.

CURRENT WATER RATES

Exhibit ITI-1 summarizes the current water rates for the District’s retail water system.
The current water rates have been effective since January 1, 2016, when the District
implemented a 15 percent adjustment to the level of the water rates. A temporary 10
percent surcharge on the water usage rate was rescinded in early 2016, as state-mandated
water conservation requirements were lifted.

For general water service, the water rates include both fixed daily base charges and a
uniform water usage rate. The daily base charges vary with the size of the water meter,
and are intended to recover a portion of fixed customer and capacity related costs. The
water usage rate applies to all units of actual water usage by retail service customers.
There are also fixed daily charges for private fire lines, and a special pumping surcharge
applicable to wholesale deliveries of water to the City of Folsom.

Exhibit ITI-1
San Juan Water District
Current Retail Water Rates

Effective
Jan. 1, 2016

Daily Base Charges

Up to 1" meter $ 1.24

1 1/2" meter $ 3.31

2" meter $ 5.28

3" meter $ 10.50

4" meter $ 16.36

6" meter $ 32.73

8" meter $ 58.83

Fire District $ 6.36
Water Usage Charge ($/CCF)

All water usage $ 0.92
Daily Private Fire Line Charges

4" meter $ 0.5265

6" meter $ 0.7777

8" meter $ 1.0529

10" meter $ 1.2563
Hinkle PS Pumping Surcharge ($/AF)

Wholesale deliveries to City of Folsom $ 68.87
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The District bills customers for water service on a bi-monthly basis. Therefore, the
daily base charge of $1.24 for a 1” water meter equates to $74.40 for a 60-day billing cycle.
Water use in the past few years has varied due to drought-related water use restrictions.
Average residential water use in 2014 was about 65 CCF bi-monthly (about 825 gpd) and
about 51 CCF bi-monthly (about 625 CCF) in 2015. Residential water use in 2016 is
estimated to partially rebound with an average bi-monthly water use of about 60 CCF
(about 750 gpd). This rebound in consumption remains well below pre-drought levels.

In FY 15-16, with restricted water usage, about 41 percent of water rate revenue was
generated from water usage charges and about 59 percent from fixed base charges. Under
normal water demands about 38.5 percent of water rate revenue can come from water
usage charges. Analyses performed in 2012 as part of the District's compliance with water
conservation best management practices indicated that at least 29 percent of water rate
revenue should be generated from water usage charges to meet requirements of the
California Urban Water Conservation Council’'s (CUWCC) Best Management Practice
(BMP) 1.4 regarding water conservation pricing. The District’s current water rates exceed
this threshold, and therefore the District meets the BMP requirements. However, the
District has also become increasingly concerned about the mismatch between variable costs
and variable revenues. As a result, proposed water rates presented in this report include a
gradually shift to an increased focus on stable fixed charge revenues and away from
variable usage-based rate revenue.

As of December 2015, the District’s retail water system was comprised of 10,105 single
family residential accounts and 477 multi-family and non-residential accounts. In 2015,
single family customers used about 3,086,000 CCF (7,084 AF) of water, and multi-family
and non-residential accounts used about 479,000 CCF (1,101 AF) of water. Water use in
2016 has been estimated to increase about 13 percent (as a partial rebound in demand), to
about 3,497,000 CCF of single family residential water use and about 543,000 CCF of multi-
family and non-residential water use.

While the District’s residential water use is unusually high for residential areas, the
reason is largely due to large parcel sizes typical of the area, as well as land use decisions
and community values that are largely outside of the District’s direct control. While most
suburban communities have lot sizes typically below 10,000 sq. ft., the District’s retail
service area has a significant number of low density (10,000 sq. ft. to 1 acre) and rural estate
(over 1 acre) developments.

WATER RATE CALCULATIONS

Water rates are determined in a three-step process. The first is to determine the annual
water rate revenue requirement. The second step is cost of service analysis and the
allocation of costs to various customer categories. The third step is water rate design. Each
step is address separately below.

Water Rate Revenue Requirements
The retail financial plan includes revenues and expenses for each fiscal year over the

ten-year planning period. The District, however, adjusts water rates on a calendar year
basis. As a result the financial and rate analyses necessarily involve certain translations
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back and forth between fiscal and calendar years. On this basis, the annual water rate
revenue requirement for 2017 was determined to be $9,734,000 for the calculations of water
rates. This revenue requirement reflects an 8 percent increase in the overall level of water
rates. That is, $9,734,000 is 8 percent more than the annual water rate revenues as
determined based on the current 2016 water rates, estimated water usage for 2016, and the
customer base as of December 2015. The revenue requirement for rate calculations reflects
a customer base of about 10,582 accounts, and annual water sales of about 4,159,000 CCF
(9,548 AF). Actual water rate revenue for 2017 will also be affected by (1) a continued
rebound in water demand in the post-drought environment, and (2) modest growth in the
customer base.

Water rate calculations contained herein are intended to generate the revenue
requirement from rate revenues paid by the District’s retail water service customers. The
manner in which each retail customer is responsible for the District’s costs for operation,
maintenance, and replacement is the subject of the cost of service analysis and the cost
allocations to each customer.

Cost of Service Analysis

Once the annual water rate revenue requirement has been determined, the next step in
the rate setting process is to allocate costs to components for customer, capacity, and
commodity costs.

The District incurs certain types of costs associated with making water service available
to customers. Other costs are incurred as a direct result of customer water usage. A cost of
service analysis is intended to proportionately allocate the costs of providing water service
to customers in relation to each customer’s water service requirements. There are many
approaches to cost of service analysis; some are more complex than others. The approach
used herein is the same as that developed in past rate studies for the District.

The cost allocation methodology assigns all costs to one of three different categories.
The cost allocation process is performed at the highest level of detail available in the
District’s budget document. The three cost categories include:

* Customer Costs - Customer costs, such as meter reading and billing costs, are
fixed costs that tend to vary as a function of the number of customers being
served. Customer costs are allocated to customers based on the number of
accounts. That is, every customer will pay an equal share of customer-related
costs.

*  Capacity Costs - Capacity costs are also fixed costs; however, these tend to vary
in relation to the capacity of the water system. Customers that can place greater
or lesser burdens on the capacity of the water system should bear a greater or
lesser share of these costs. The sizing of the water system is based on the
potential demand that each customer could place on the water system.
Capacity costs are allocated to customers in proportion to the hydraulic
capacity (as determined by meter size) of each water connection. The hydraulic
capacity reflects the potential demand that a customer could place on the water
system at any given time. A customer with a larger water meter is assigned a
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larger share of fixed capacity-related costs. Capacity costs include fixed costs
associated with operating and maintaining the water system, as well as debt
service, capital outlay items, and other items related to system capacity.

*  Commodity Costs - Commodity costs include variable costs that tend to vary
with the amount of actual water usage. Examples include water supply costs,
energy for pumping, and chemicals for water treatment. Commodity costs can
also include a portion of fixed costs that are reasonably allocated to customers
on the basis of actual water usage. For example, water conservation program
costs are generally considered fixed; however, it is reasonable to recover water
conservation costs on the basis of water usage.

Professional judgment and discretion in how costs are assigned to each cost category
provides some flexibility in meeting the various rate-setting objectives. For example,
shifting costs to the commodity category has the benefit of providing a more conservation-
oriented rate structure, whereas shifting costs to the fixed base charges aids in revenue
stability.

Current water rates generate about 41 percent of water rate revenue from usage
charges and about 59 percent from base charges (based on FY 15-16 water usage
characteristics). Drought related water use restrictions resulted in a reduction in water
usage as well as a reduction in water sales revenue. The decline in water sales revenue
exceeded the decline in water system costs, and this contributed to financial stress for the
District. As a result, this water rate study includes gradually modifying the water rate
structure to better align fixed and variable costs with fixed and variable revenues. While
this shift is counter to a water conservation objective, it is consistent with a financial
stability objective.

Using FY 16-17 budget and financial plan information, the cost allocation process
resulted in 2.7 percent of costs being allocated to the customer cost category, 58.1 percent to
the capacity cost category, and 39.2 percent to the commodity cost category. This
represents a modest shift toward fixed base charge revenue and away from variable water
usage revenue, and is consistent with the District’s objective of increasing revenue stability.

Water Rate Design

The third step in the rate-setting process is water rate design. In 2015 the District
modified its residential water rates to eliminate the 3-tier water usage rate structure and
replace it with a uniform water usage rate. The current uniform water usage rate will be
maintained for all customers. The only change incorporated in this study is to gradually
shift the rate structure emphasis away for the variable usage charge to the fixed base
charges. This is accomplished over a five-year period by holding the usage rate constant
and increasing the base charges to meet revenue needs.

Exhibit III-2 presents retail water rate calculations for 2017. It reflects the revenue
requirement, cost allocation, and rate structure shift described above.
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PROPOSED RETAIL WATER RATES FOR 2017 THROUGH 2021

Exhibit III-3 presents a complete five-year rate plan, including water rate schedules for
each of the next five years. The proposed water rate schedules also include two additional
elements of the retail water rates. Daily private fire line charges are fixed charges
applicable to private fire service connections. These are standby services that are generally
only used for fire suppression purposes. The charges are intended to reflect the estimated
cost of maintaining these standby service connections, and associated capacity. The rate
schedule also includes a pumping surcharge applicable to wholesale water deliveries to the
City of Folsom. This is a separate charge than the District's wholesale water rates, and
reflects the estimated costs of pumping water through the District’s distribution system to
the City, including other operating and maintenance costs of pumping facilities.

Prior water rate analyses demonstrated the District’s compliance with the California
Urban Water Conservation Council’s (CUWCC) Best Management Practice (BMP) for
conservation pricing (BMP 1.4). That analysis determined that at least 29 percent of the
District’s water rate revenues be recovered through water usage charges. With the change
in the District’'s water rate structure, and updated financial plan analysis, it is
recommended that the District consider updating the BMP 1.4 compliance analysis.

By holding the water usage rate constant, the only changes in customer water bills will
be the increase in the fixed daily base charge. The proposed water rates for 2017 include a
$0.18 increase in the daily base charge for a 1”7 water meter (typical of a residential home).
There will be no change in the cost to customers in relation to the water usage charge, as
the water usage rate will remain unchanged.

Exhibit III-3
San Juan Water District
Current and Proposed Retail Water Rates

Current Jan. 2017 Jan. 2018 Jan. 2019 Jan. 2020 Jan. 2021
Overall Water Rate Increase --> 8% 9% 9% 9% 6%
Daily Base Charges
Up to 1" meter $ 1.24 $ 1.42 $ 1.63 $ 1.86 $ 211§ 2.29
1 1/2" meter $ 3.31 $ 3.68 $ 4.22 $ 481 $ 546 $ 5.93
2" meter $ 528 $ 585 $ 6.72 $ 7.66 $ 8.69 $ 9.44
3" meter $ 1050 ¢$ 1090 ¢$ 1251 $ 1427 $ 16.19 $ 17.58
4" meter $ 1636 ¢$ 18.12 $ 2080 $ 23.72 $ 2691 $ 29.23
6" meter $ 3273 $ 36.18 $ 4154 $ 4738 ¢$ 53.74 $ 58.36
8" meter $ 5883 ¢$ 5785 $ 6642 $ 7576 $ 8594 $ 93.34
Fire District $ 6.36 $ 7.28 $ 8.36 $ 9.54 ¢ 10.82 $ 11.75
Water Usage Charge ($/CCF)
All water usage $ 092 $ 0.92 $ 0.92 $ 0.92 $ 0.92 $ 0.92
Daily Private Fire Line Charges
4" meter $ 0.53 $ 0.57 $ 0.62 $ 0.68 $ 0.74 $ 0.78
6" meter $ 0.78 $ 0.84 $ 092 $ 1.00 $ 1.09 $ 1.16
8" meter $ 1.05 $ 1.14 $ 1.24 $ 1.35 $ 1.47 $ 1.56
10" meter $ 1.26 $ 1.36 $ 1.48 $ 1.61 $ 1.75 $ 1.86
Hinkle PS Pumping Surcharge ($/AF)
Wholesale deliveries to City of Folsom ¢ 68.87 $ 7438 ¢ 81.07 ¢$ 8837 $ 96.32 $ 102.10
Typical Monthly Residential Bill $ 6480 $ 7020 $ 7650 $ 8340 $ 9090 $ 96.30
(@ 30 CCF/mo.) $ 540 $ 6.30 $ 6.90 $ 7.50 $ 5.40
8.3% 9.0% 9.0% 9.0% 5.9%
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Each year of the five-year rate plan includes adjustments to the base charges while
maintaining the water usage rate. As a result, over time a larger percentage of revenue will
come from base charges, rather than usage charges. This is true even as water demands
rebound toward pre-drought levels. By FY 20-21 it is estimated that 37 percent of water
rate revenue will be derived from usage changes, and if this method of adjusting water
rates continues through FY 25-26 then usage-based revenue will decline to an estimated 31
percent of total rate revenue.
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