FINANCE COMMITTEE AGENDA - Regular Meeting

A Committee of the Chico City Council: Councilmember Bennett, Mayor Coolidge, and Chair Morgan

Meeting of Wednesday, February 23, 2022 — 8:30 a.m. to 10:30 a.m.
Meeting Location: Council Chamber Building, Conference Room 1, 421 Main St. Chico, CA

REGULAR AGENDA

A. CONSIDERATION OF THE SEWER UTILITY RATE ANALYSIS OPTIONS

Costs for ongoing wastewater treatment have increased over the years to address more stringent
regulations and operational needs while sewer fees collected by the City have remained largely
unchanged. Capital Improvement Projects (CIP) for the collection system have not been realized due to
low revenue collection causing infrastructure to age far beyond its normal useful life in many areas. The
lack of sufficient long term capital improvement funding for both the Water Pollution Control Plant
(WPCP) and collection system have become concerning for staff. In late 2015 staff were alarmed with
the annual ending fund balance trends in sewer fund 850 due to its annual payment to the State
Revolving Loan (SRL) for the last expansion. At its January 5, 2016 meeting, Council adopted a mission,
vision, and objectives initiating a broad and full sewer analysis to study all aspects of the sewer utility
and make recommendations to confirm long term fiscal solvency. Multiple technical studies were
performed including a full WPCP facility analysis, sewer enterprise valuation analysis, collection system
analysis, and a rate study combining all the information to recommend monthly sewer rates to properly
manage and operate the full sewer enterprise. The Finance Committee heard a rate analysis report and
findings at the January 26, 2022 meeting that included monthly rate increases to meet all operational,
capital improvement, reserve fund balance, and regulatory needs. The Finance Committee directed staff
to return with multiple options that showed rates considering reduced percentages of collection system
capital improvement projects for consideration. (Report — Erik Gustafson, Public Works Direction
O&M)

Recommendation: The Public Works Director — Operations and Maintenance recommends the
Finance Committee review sewer rate options considering different levels of collection system capital
improvement projects and forward a recommendation(s) to the full City Council for consideration.

B. PRESENTATION BY CLIFFORDMOSS, REVENUE STRATEGY CONSULTANT: CITY OF CHICO
PUBLIC ENGAGEMENT STRATEGY

C. CalPERS PENSION COSTS UPDATE

The Deputy Director - Finance will provide a presentation discussing the City of Chico’s most recent
actuarial report released by CalPERS, the results of the recent Asset Liability Management (ALM)
process CalPERS completed and steps that have been taken to manage costs. (Report — Barbara
Martin, Deputy Director — Finance)

D. MONTHLY FINANCIAL REPORT

The Deputy Director — Finance will present the Monthly Financial Report and Budget Monitoring Reports
through January 21, 2022. (Report — Barbara Martin, Deputy Director — Finance)

E. BUSINESS FROM THE FLOOR - Members of the public may address the Committee at this time on any
matter not already listed on the agenda, with comments being limited to three minutes. The Committee
cannot take any action at this meeting on requests made under this section of the agenda.

F. ADJOURNMENT - The meeting will adjourn no later than 10:30 a.m. to the next regular Finance
Committee Meeting on March 23, 2022 at 8:30 a.m. in Conference Room 1 at 421 Main St.



SPEAKER ANNOUNCEMENT

NOTE: Citizens and other interested parties are encouraged to participate in the public process and will be invited to
address the Committee regarding each item on the agenda. In order to maintain an accurate and complete record, the
following procedural guidelines are being implemented:

1.

2.
3.
4,

Speaker Cards — speakers will be asked to print his’/her name on a speaker card to address the
Committee and provide card to the Clerk prior to the completion of the Staff Report.

The Clerk will call on speakers in the order the cards are received.

Speakers may address the Committee one time per agenda item.

Speakers will have three minutes to address the Committee.

Distribution available in the office of the City Clerk

Posted: 2/18/22 prior to 5:00 p.m. at 421 Main St. Chico, CA 95928 and www.ci.chico.ca.us
Copies of the agenda packet are available for review at: City Clerk’s Office, 411 Main St. Chico, CA.

to request a disability-related modification or accommodation in order to participate in a meeting. This request

.! Please contact the City Clerk at 530-896-7250 should you require an agenda in an alternative format or if you need

should be received at least three working days prior to the meeting in order to accommodate your request.


http://www.ci.chico.ca.us/
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L?E'E?E’J Finance Committee Agenda Report Meeting Date: 2/23/22

TO: Finance Committee
FROM: Erik Gustafson, Director of Public Works, Operations & Maintenance

RE: CONSIDERATION OF THE SEWER UTILITY RATE ANALYSIS OPTIONS

REPORT IN BRIEF:

Costs for ongoing wastewater treatment have increased over the years to address more stringent regulations and
operational needs while sewer fees collected by the City have remained largely unchanged. Capital Improvement
Projects (CIP) for the collection system have not been realized due to low revenue collection causing infrastructure to
age far beyond its normal useful life in many areas. The lack of sufficient long term capital improvement funding for
both the Water Pollution Control Plant (WPCP) and collection system have become concerning for staff. In late 2015
staff were alarmed with the annual ending fund balance trends in sewer fund 850 due to its annual payment to the
State Revolving Loan (SRL) for the last expansion. At its January 5, 2016 meeting, Council adopted a mission, vision,
and objectives initiating a broad and full sewer analysis to study all aspects of the sewer utility and make
recommendations to confirm long term fiscal solvency. Multiple technical studies were performed including a full
WPCP facility analysis, sewer enterprise valuation analysis, collection system analysis, and a rate study combining
all the information to recommend monthly sewer rates to properly manage and operate the full sewer enterprise. The
Finance Committee heard a rate analysis report and findings at their January 26, 2022 meeting that included monthly
rate increases to meet all operational, capital improvement, reserve fund balance, and regulatory needs. The
Finance Committee directed staff to return with multiple options that showed rates considering reduced percentages
of collection system capital improvement projects for consideration.

Recommendation: The Public Works Director — Operations and Maintenance recommends the Finance
Committee review sewer rate options considering different levels of collection system capital improvement
projects and forward a recommendation(s) to the full City Council for consideration.

FISCAL IMPACT:

The proposed rate structure is premised on generating the revenue associated with the operating, capital, labor, and
materials necessary to operate the sewer enterprise system over the next five years with a total look ahead to 2040.
Once a rate structure is approved by City Council there will likely be a consultant fee yet to be determined to assist
the City Council through the Proposition 218 process.

BACKGROUND:

One of the foundational pieces of infrastructure for a modern city is centered around its wastewater collection,
treatment, and disposal systems. Without a well-functioning sewer system, the residents would have water
contamination that causes disease and sickness. Due to the nature of the waste, natural environment, biological
processes and magnitude of infrastructure, the sewer system requires constant maintenance and replacement to
meet the needs of City residents and growth in the community. In addition, the California State Water Resources
Control Board (SWRCB) regulates the City’s wastewater treatment and discharge of the clean wastewater. State
regulations are increasing, and the system must comply to meet the requirements of the operating permit to avoid
fines.

Through the sewer utility, the City provides wastewater collection, treatment, and disposal service for residents and
commercial customers within the City’s service area. These activities are funded by the monthly sewer fee of $22.98
per month for residential customers and varying rates for commercial customers depending on their water usage,
discharge components, and permit requirements.

Costs for ongoing wastewater treatment have increased over the years to address more stringent regulations and
increasing operational needs while sewer fees collected by the City are low and have remained largely unchanged.
Capital Improvement Projects (CIP) for the collection system have not been realized due to low revenue collection
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causing infrastructure to age far beyond its normal useful life in many areas. The lack of sufficient long term capital
improvement funding for both the plant and collection system have become extremely concerning for staff. While
Chico rate payers have enjoyed some of the lowest sewer rates in the Western United States, we're now at a point
where ageing infrastructure has expired its useful life and there’s no capital improvement funding collected to make
necessary repairs and replacements.

Along with infrastructure, in 2015 staff became concerned with the long-term solvency of sewer fund 850 after
analyzing its ending fund balance annual trends. City funds associated with the sewer utility are the Water Pollution
Control Plant (WPCP) Operations and Maintenance Fund (Sewer Fund) 850, Trunk Capacity Fund 320, WPCP
Capacity Fund 321, and the WPCP Capital Reserve Fund 851. In 2000 and again in 2008, a State Revolving Fund
(SRF) loan was pursued and received to fund plant expansions. At the time, revenue plans were prepared that
assumed growth and development would repay most of the State loan for the plant expansion through connection
and development impact fees. Growth and development that was projected to make the bulk of the 12 MGD
expansion loan payment did not occur as originally projected. The economic downturn starting in 2008 compounded
the issue and development plunged from original projections. Within several years it became evident the WPCP
Capacity Fund 321 would not be able to make its specified allocated portion of the SRF annual loan payment and
Fund 850 has paid over 90% of the annual payments since.

The annual expansion loan payment obligation for Fund 850 along with identified infrastructure needs with no capital
reserves started to become an urgent issue for staff managing the sewer enterprise. Therefore, in FY15-16 City staff
embarked on a long term and multifaceted project to perform a full sewer enterprise analysis to study all portions
including, loan refinancing, staffing needs, plant needs, collection system needs, capacity needs and future
regulatory requirements in order to sustainably manage the utility into the future. ***

The next and most important step for the sewer utility analysis was to analyze WPCP operations and needed capital
projects, the collection system (sewer pipes) annual capital replacement project needs, capacity and condition needs
at the WPCP, and future regulatory requirements from the California State Water Resources Control Board (SWRCB)
administered by the local Regional Water Quality Control Board (RWQCB). Engineered technical studies and
documents developed from analyzing these needs will be used to establish recommended monthly rates at a
sufficient level to meet the identified operational and capital replacement needs. In order to adjust monthly rates to
meet identified utility needs, the City must conduct a rate study and petition for approval through the Proposition 218
process.

At the January 16, 2018, City Council meeting Council approved a sole source agreement with Carollo Engineering to
conduct the full facility analysis and technical studies. Carollo immediately started to work on the facility analysis
report which included flows and loads analysis, regulatory requirement needs, plant capacity evaluation, condition
assessments of all infrastructure, asset replacement needs, overall facility planning, and staffing needs. City staff
has a full Geographic Information System (GIS) inventory of the sewer collection system with a high level of historical
accuracy that includes age of pipe, size, and type of pipe installed. It was determined that Engineering staff would
complete the collection system analysis internally to be used in the rate study and Carollo would focus on the WPCP
full facility analysis.

On November 8, 2018, the Camp Fire took place and devastated the Town of Paradise. The Camp Fire had
significant impacts on the sewer analysis effort as City staff were diverted to assist with recovery efforts and the
overnight influx of evacuees tremendously changed daily sewer flows to the City’s WPCP. Within forty-eight hours
City flows increased by one million gallons per day (1-MGD) which is equivalent to a decade or two of normal growth
for most communities. Evaluations were paused in order to determine if the load and flow increases would remain
long term. The load and flow projections and technical documents had already been completed before the Camp
Fire so it would be a tremendous cost to complete them again. After a six month pause staff directed Carollo to
continue with the facility analysis using previous load and flow projections as there was not enough data to confirm
the change was permanent and it would be too costly to complete the hydraulic load and flow technical studies again.
However, it should be noted that post Camp Fire flows to the WPCP have now largely sustained at an added
increase of 0.6 MGD when compared to pre-Camp Fire figures.

In February 2021 Carollo submitted the Final WPCP Strategic Planning Report that summarizes the capital and
operational needs at the WPCP with a focus on the analysis needed to adjust sewer rates in order to meet the
identified needs. It should be noted the report is finalized using pre-Camp Fire flow and load projections. Along with
full condition assessments of all equipment and infrastructure at the WPCP, the purpose of the report is to provide
the City with information needed to effectively budget for current and future capital and operational expenditures,
ensure long term reliability of the WPCP, and evaluate high level options for reuse of treated effluent from the WPCP
working towards staff's long term goal of monetizing the treated water. This full Strategic Planning Report is the
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basis of information needed for the rate study to determine appropriate rates in order to support WPCP operational
and capital needs. The Report also performed a detailed analysis for staffing needs using the New England
Interstate Water Pollution Control Commission (NEIWPCC) standards along with comparing our current staffing
levels against other treatment plants of similar size. The report provides a staffing plan that concluded our staffing
levels are quite low and highlighted an immediate need for two additional operators, one new WPCP mechanic, and
one laboratory technician.

In the early Fall of 2021 internal engineering staff completed the sewer collection system analysis. The report was
finalized by previous PW Director of Engineering, Brendan Ottoboni. In total, the City has approximately 400 miles of
sewer pipes it maintains along with 14 lift stations that pump the sewer in areas where gravity flow does not work.
Piping material has changed over the decades and now any new replacement uses PVC pipe that has a 100 year life
expectancy. Previous practices were to utilize Vitrified Clay Pipe (VCP), Asbestos Cement Pipe (ACP) or
Orangeburg pipe that all have a life expectancy between 60 to 75 years. Existing pipe age ranges from 1906 to 2021
and is broken down in ages per the following:

Pre — 1950= 10.1% of network
1951 — 1980 = 17.8% of network
1981 — 2010 = 52% of network
2011 — 2020 = 20% of network.

For multiple decades there has been no major capital project initiatives to replace existing sewer pipe. Ten percent
of our network is well passed its useful life and 17.8% is close to passing its useful life. The majority of overdue pipe
replacement is in the downtown area from 9t Street to W. 6" Avenue. With nearly 30% of our network passed its
useful life it is critical that we start initiating large capital improvement projects to replace aged sewer pipes.

To take all the information gathered from the technical studies and perform the financial rate analysis, the City
contracted with NBS consulting, an experienced firm in developing rates for agencies in compliance with Proposition
218 laws. At the May 26, 2021 Finance Committee meeting, direction was given to staff to have NBS consider an
annual inflator, pavement treatment inclusion in pipeline replacement costs, including storm water components
affecting the sewer collection and treatment process, and considering a volumetric consumption rate based on
residential water usage during winter months.

NBS finalized their first draft report in November 2021 (Exhibit 1) presenting a comprehensive rate study that not only
considers operational and capital needs of the WPCP, but also focuses on several key issues including funding
significant collection system replacement costs, examines how Equivalent Dwelling Units (EDU) are calculated,
considers volumetric charges, and confirms it is appropriate to fund some stormwater program costs through sewer
fees under proposition 218 regulations.

NBS completed the rate study and established a financial plan for the sewer utility. It's important for municipal
utilities to collect fee revenue to fund operating costs, meet capital improvement needs and build both operating and
capital replacement reserves. Maintaining reserve fund balances provides a basis for the sewer utility to cope with
emergencies such as asset failures, natural disasters, and revenue shortfalls. Establishing an overall financial plan
provides guidelines for sound and sustainable financial management of the utility. NBS concluded that the city has
not increased rates in many years and therefore needs significant rate increases to fund critical capital improvements
and establish reserve fund balances. With no reserve fund balances the City will be forced to borrow costly capital in
the future to deliver needed improvement projects and meet overall utility needs. Even more significant rate
increases will be needed long term if current rates are not increased per the financial plan. The burden that higher
rates places on the customer is significant, however it is crucial to maintain a high functioning sewer system.

Staff presented the report findings at the 1/26/22 Finance Committee meeting that included sewer rate adjustments
needed in order to pay for upcoming capital improvements, future regulatory requirements, and establish reserve
fund balances consistent with industry standards. Figure #1 shows current monthly rates, a rate based on an
average usage of 9.4 HCF of water with a five-year ramp up, and a fixed rate with no ramp up to full needed revenue
as an alternative. It's important to note that not all Chico residential connections use 9.4 HCF each month during the
winter months, however Cal Water data shows this is the average usage for residential household connections.



Figure 1

Monthly Single Family Residential Sewer Bill Comparison
Current vs. Proposed 100% Fixed Rates (Based on 9.4 HCF)
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Figure #2 shows residential multi-family customers that use and average of 6.3 HCF per month. Multi-family
customers will see their bill increase from $22.98 to $25.23 the first year using the volumetric approach but end of
less than a single family residential connection due to lower water usage. Figure #2 shows a customer bill example
for the typical multi-family unit

Figure 2

Monthly Multi-Family Residential Sewer Bill Comparison
Current vs. Proposed Rates (Based on 6.3 HCF)
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Staff are concerned with the projected monthly rate increases, however, recognize that Chico rate payers have
enjoyed extremely low sewer rates for many decades and now significant catch up is needed in order to properly
manage the sewer utility. The volumetric rate is a new approach for residential customers that improves fairness
and equity, however many ratepayers enjoy the predictability of a fixed rate. At the January 26, 2022, meeting
the Finance Committee discussed the needs of the WPCP and collection system in depth. Finance Committee
members were also concerned with the projected monthly rate increases and the unexpected burden it might
place on Chico rate payers. Staff advised there are alternative to consider such as not completing all the capital
improvement needs of the collection system. The needs at the WPCP are urgent so the only area staff
recommend making adjustments is in the collection system. The Finance Committee directed staff to come back
with options of reduced completion percentages of the collection system need. The desired options include
showing a 40%, 50%, 60%, and 75% completion of the annual collection system replacement need in both a
volumetric and fixed rate scenario.

DISCUSSION:

Staff worked with NBS to calculate the different options on both a volumetric scenario and fixed rate scenario. Staff
also projected rates considering gradual increases which starts with a reduced increase in year one but ends with
higher rates in years four and five. Additional alternative rates are projected with all increases in year one, so
additional years are flat and don't experience any percentage increases through the remaining five year term.

Figure #3 is showing rates with increases all in year one with no additional increases in years two through five. The
bar graphs are showing the rates in 22/23’ in all four percentage options with a fixed charge on the left-hand side
then all four options with a volumetric charge based on 9.4 HCF of water usage on the right side. The volumetric
" charge includes a fixed charge to cover utility fixed costs along with a variable amount based on water usage to cover
the capital improvement needs.

Figure 3 ]
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Figure #4 on the next page shows the same scenario but with multi-family connections rates that use a lower HCF of
6.3.
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Figure 4

'22/23 Single Family Residential Sewer Bill Comparison
Current vs. Rate Alternatives (Based on 6.3 HCF)
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Figure #5 shows all four options over the five-year term along with our current monthly rate. This table considers the

fixed rates only.

Figure 5

5-Year Sewer Bill Comparison - Single Family (9.4 hcf/mo.)
Current vs. Rate Alternatives
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Figures #6 and #7 show the rate options for both residential and multi-family in 22/23' considering a gradual increase
over five years.

Figure 6

'22/23 Single Family Residential Sewer Bill Comparison

Current vs. Rate Alternatives (Based on 9.4 HCF)
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Figure #8 shows all four options while considering even percentage increases each year. The intention of this ramp
up’ method is to establish gradual increases to reduce the initial percentage increase. While this approach does
reduce the percentage increases in the initial years, it creates a higher rate in years four and five due to needed
revenue throughout the term.

Figure8 _ I .
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Due to the discussion from the 1/26/22 Finance Committee meeting, staff recommends considering a hybrid rate
option of completing 40% of the collection system capital needs in years one and two. Then complete 50% of the
collection system needs in years three and four and end year five with completing 60% of the collection system need.
This option reduces the amount of upfront increase while gradually approaching the collection system replacement
need by year five. Figure #9 below shows our current rates, all four percentage options of collection system
replacement need, along with the hybrid approach with selective percentage increases over time.

Figure9
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Staff are concerned with the projected monthly rate increases; however, this illustrates the sewer utility has not
collected enough revenue over the last several decades to properly prepare for upcoming capital replacement needs.
Increasing operational costs, regulatory requirements, staffing needs are all contributing factors for needed revenue
to properly manage the sewer utility long term. Close to 30% of the sewer collection system is reaching its useful life
so capital replacement projects must be funded. Otherwise, costly sewer overflows, regulatory fines, and emergency
projects will plague the sewer utility. Staff are communicating the circumstances and ask that the Finance Committee
consider recommendations and give direction to staff to bring back sewer rate proposals to the full City Council.
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SECTION 1. PURPOSE AND OVERVIEW OF THE STUDY

The City of Chico (City) has not increased sewer rates in over ten years and has fallen significantly behind in
its repair and replacement and infrastructure improvement programs. In June of this year, the City retained
NBS to conduct a comprehensive sewer rate study that considers and addresses several key issues:

e Funding significant collection system replacement costs in order to address deteriorating sewer
lines that are 50-70 years old and, in some cases, older than 100 years,

e Examining customer classes and the equity of the rates, particularly how Equivalent Dwelling Units
(EDUs) are calculated and applied to commercial and multi-family accounts,

e Considering adopting residential volumetric charges based on average winter water use that would
improve the equity among residential customers, and

e Evaluating whether it would be appropriate to fund some stormwater program costs through sewer
rates under Proposition 218 (Prop 218) regulations.

The rates resulting from this Study were developed in a manner that is consistent with industry standards
and cost-of-service principles. In addition to documenting the rate study methodology, as required under
Prop 218, this report helps the City maintain transparent communications with the residents and
community it serves.

In developing new sewer rates, NBS worked cooperatively under the direction of City staff to reflect the
concerns of the Finance Committee and City Council (Council), including selecting an appropriate rate
alternative. This report summarizes the input and direction received from these stakeholders along with an
overview of the methodology, assumptions, and data used to develop the proposed rates.

A. Overview of the Study

Key Issues Addressed - In addition to ensuring that sewer rates collect sufficient revenue to meet the
annual operating costs and fund capital improvement plans, other key issues include:

e Financial Plans — The long-term financial plan developed for the City incorporates all revenue
sources, expenditures, reserves, and capital improvement costs in determining the net revenue
requirements that must be funded from rates.

e Capital Improvement Funding — The City’s Capital Improvement Program primarily funds collection
system replacements, but also includes Water Pollution Control Plant projects. These projects total
approximately $95 million over the next five years and are a high priority for City staff. New sewer
rates capable of fully funding these costs but must be weighed against customer bill impacts.

e Calculation of EDU Assignments — The cost-of-service analysis evaluated the number of equivalent
dwelling units (EDUs) for each customer class by: 1) defining what the average single-family
residential flow and the pounds of Biochemical Oxygen Demand (BOD) and Total Suspended Solids

1 California Constitution Article Xlil D, Section 6, which is commonly referred to as Proposition 218 (Prop 218).
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(TSS) are based on the average monthly consumption during the winter; 2) applying these standards
to all customer classes to determine their number of EDUs; and, 3) calculating the number of EDUs
for commercial customers as well as volumetric rates that are based on standard effluent strength
factors, which vary by type of commercial customer. Also, this analysis determined that multi-family
and duplex accounts should be less than a full EDU and, as a result, their proposed monthly fixed
charges are less than the fixed charges for single-family customers.

e Rate Design — Whereas the current residential rate structure is a flat monthly rate, the proposed
rate structure uses both a fixed charge and a volumetric charge based on the estimated average
winter water use for residential customers; commercial customers continue to have fixed charges
based on their EDUs plus volumetric rates that reflect typical commercial strength factors, although
the EDU calculations and commercial strength factors have been reviewed and updated. This
approach improves the fairness and equity within both residential and commercial classes.

In addition, NBS also performed an in-depth examination of the appropriate amount of rate
revenue that should be collected from fixed vs. variable charges. After carefully considering the
customer bill impacts, the City decided on a rate alternative that collects approximately 50 percent
of the rate revenue from fixed charges and 50 percent from volumetric charges.

B. Rate Study Methodology
Comprehensive rate studies, such as this one, typically include the three components outlined in Figure 1:

Figure 1. Primary Components of a Rate Study

_ COST-OF-
FINANCIAL RATE DESIGN
SERVICE
PLAN ANALYSIS
ANALYSIS
Compares current sources and Proportionally allocates revenue Considers what type of rate
uses of funds to determine the requirements to customer classes structure should be used to collect
revenue needed from rates and in compliance with industry rate revenue from various types of
projected rate adjustments. standards and State Law. customers.

2also referred to as the M1 Manual. The rate study also addresses requirements under Prop 218
that rates must not exceed the cost of providing the service and that rates be proportionate to the cost of

2 Principles of Water Rates, Fees, and Charges, Manual of Water Supply Practices, M1 Manual, American Water Works Association
(AWWA), Seventh Edition, 2017.
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providing service for all customers. In terms of the chronology of the Study, these three steps represent the
order in which they were performed.

The City provided NBS with the data necessary to conduct the Study, including historical, current, and
projected revenues and expenditures, number of customer accounts, and water consumption data from Cal
Water, along with other operational and capital cost information. Detailed tables and figures documenting
the development of the proposed rates are provided in the Appendix. The next sections provide more
details on each of these three rate study components shown in Figure 1.

Financial Plan

As a part of the rate study, NBS projected revenues and expenditures on a cash-flow basis for the next
twenty years, although the proposed rates are for a 5-year period (FY 2022/23 through FY 2026/27). The
amount of rate revenue that will maintain adequate reserves is known as the net revenue requirement.
When current rate revenue falls short of the net revenue requirement, rate adjustments - or more
accurately, adjustments in the total revenue collected from rates — should be implemented. Recommended
reserve levels are based on a combination of industry standards and the Utility’s unique financial needs.
More detail on recommended reserve levels is included in Section 2.

Cost-of-Service Analysis

The basic purpose of the cost-of-service analysis (COSA) is to fairly and equitably allocate costs to customer
classes. A key task in this effort is the “classification” of costs into the following basic categories:

® Flow-related (volume) costs

e Strength-related costs for Biochemical Oxygen Demand (BOD)

e Strength-related costs for Total Suspended Solids (TSS)

e Fixed costs (i.e., system infrastructure vs. strength-related costs)

e Customer service-related costs

These cost allocation factors represent a typical cost of service approach to developing sewer rates. For
example, effluent with higher levels of BOD and TSS is more costly to treat and, therefore, should be
allocated a greater proportion of the treatment costs. Likewise, customer classes that generate significantly
more flow to the sewer treatment plant should also be charged accordingly. Both strength- and flow-related
costs are reflected in each customer’s EDU calculation, which provides the overall basis for sewer charges.
Further details are discussed below and documented in the Appendix.

Rate Design Analysis

Rate Design is typically where rate design alternatives focus on broader goals and objectives. It is important
to send proper price signals that are transparent to customers and reflect the actual cost of providing
service in a fair and equitable manner.

Several criteria are typically considered in setting rates and developing sound rate structures. The
fundamentals of this process have been well documented in various rate-setting manuals, such as AWWA's
M1 Manual. The foundation for evaluating rate structures is generally credited to James C. Bonbright in
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Principles of Public Utility Rates® which outlines pricing policies, theories, and economic concepts along with
various rate designs. The following is a simplified list of the attributes of a sound rate structure:

e Rates should be easy to understand from the customer’s perspective.

¢ Rates should be easy to administer from the utility’s perspective.

¢ Rates should promote the efficient allocation of the resource.

¢ Rates should be equitable and non-discriminating (that is, cost based).

s There should be continuity in the rate making philosophy over time.

» Rates should provide month-to-month and year-to-year revenue stability.

Rate Structure Terminology

Along with the basic rate design criteria noted above, NBS and City staff considered one of the most
fundamental rate structure criteria, which is the percentage of revenue collected from fixed vs. variable
charges. Although the City’s current residential rates are 100-percent fixed but add a volumetric
component for non-residential customers, the City deemed it important to consider using a volumetric rate
for all customers, since this approach improves overall equity among customers. Particularly in the last ten
years, many sewer utilities have incorporated a volumetric component into their residential sewer rates
solely for the purpose of improving customer equity.

The relationship between fixed and variable costs can also have a significant impact on customer bills. Fixed
costs, such as capital improvement costs, debt service, and personnel costs, typically do not vary with the
amount of wastewater effluent. In contrast, variable costs, such as the cost of chemicals and electricity used
in pumping effluent flows, tend to change with the quantity of wastewater effluent. Volumetric sewer
charges for residential customers are generally based on metered winter water use and non-residential
customers use either metered winter or monthly water use.

Key Financial Assumptions
Following are the key assumptions used in the rate analysis:

e Funding of Capital Projects — Without rate increases, the City would find it difficult to pay for the
planned capital improvements. Therefore, rate increases in combination with capital reserves and,
at times, debt and grant funding, are used to fund the planned capital improvements.

e Reserve Fund Targets — Reserves for operations and capital needs are set based on NBS input and
recommendations from City staff, which are generally consistent with industry standards:

» Operating Reserve — Equal to 25%, or 3 months, of operating and maintenance expenses.
» Capital Replacement Reserve — Equal to 3% of net assets.

3 James C. Bonbright, Albert L. Danielsen, and David R. Kamerschen, Principles of Public Utility Rates, Arlington, VA: Public Utilities
Report, Inc., Second Edition, 1988, pp. 383-384.
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e Growth Projection - The following growth factor is incorporated into the sewer rate model:

» Customer growth is 1% annually based on the projected population growth documented in
the City's CAFR.?

e Inflation Factors — At this time, inflation rates appear to be increasing significantly and are difficult
to project with any accuracy. Because of this, projected costs do not include general inflation or
personnel/labor cost inflation adjustments. Instead, the City plans to make annual Cost-of-Living
Adjustments using an annual cost index, such as Engineering News Record (ENR) construction cost
indices or the U.S. Bureau of Labor Statistics, based on regional indices (e.g., California or San
Francisco Bay Area). This provision needs to be adopted along with the new sewer rates and
included as a provision in the City’s rate resolution. This approach allows the City to make future
cost adjustments in appears based on actual, rather than projected, inflation.

The next section presents the sewer rate study.

4 Source file: Chico_2020-21_city_annual_final_budget.pdf, page 250.
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SECTION 2. SEWER RATE STUDY

This section presents further details on the primary rate study components previously outlined in Figure 1.

A. Financial Plan

It is important for municipal utilities to maintain reasonable reserves in order to handle emergencies, fund
working capital, maintain a good credit rating, and generally follow sound financial management practices.
Rate increases are governed by the need to meet operating and capital costs, maintain adequate debt
coverage, and build reasonable reserve funds. The current state of the City’s sewer utility regarding these
objectives is as follows:

e Funding Capital Improvement Projects: The City must be able to fund necessary capital
improvements in order to maintain current service levels for its customers. As Figure 2 below
shows, City staff has identified roughly $95 million in expected capital expenditures for FY 2022/23
through FY 2026/27, and over $480 million over the next 20 years.

Figure 2. Capital Improvement Costs for FY 2022/23 through FY 2041/42

Capital Improvement Program’ | 2023-2027 | 2028-2032 | 2033-2042 | Total

Water Pollution Control Plant S 33428685|S5 42,399,520 (S 66,595,669 | S 142,423,874

Collection System 61,787,392 79,007,765 197,771,484 338,566,642
Total Costs 95,216,077 121,407,285 264,367,153 480,990,516
Average Annual Expenditure 20% 25% 55% S 24,049,526

1. Capital project costs include estimated costinflation.

The recommended rate increases will allow the City to complete all planned capital projects while
maintaining reasonable reserve levels and meet the recommended minimum reserve balances.

e Meeting Net Revenue Requirements: For Fiscal Year 2022/23 through FY 2026/27, the projected
net revenue requirements (i.e., total annual expenses plus debt service and rate-funded capital
costs less non-rate revenues) for the City increase from $13.8 to $16.2 million annually. This
includes fully funding the $95 million in CIP costs over the next five years and approximately
$900,000 per year for stormwater O&M costs. Without rate increases, the City is projected to run
an annual deficit of approximately $1.8 million beginning in FY 2022/23 which would continue to
grow to $3.6 million by FY 2026/27, thus requiring the delay of critical capital improvements and
more significant increases in the future.

Figure 3 and Figure 4 summarize the sources and uses of funds, net revenue requirements, and the
recommended annual percent increases in total rate revenue recommended for the next five (5)
years. These rates take into consideration the input and direction provided by City staff, the Finance
Committee, and the Council, and fully fund all O&M expenses and planned capital projects and
maintain reserves at the recommended target levels.
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Summary of Sources and Uses of Funds and

Budgeted 5-Year Rate Adoption Period
FY 2021/22 FY 2022/23 FY 2023/24 FY 2024/25 FY 2025/26

Net Revenue Requirements FY 2026/27
Sources of Sewer Funds
Rate Revenue Under Current Rates - Sewer $ 11,850,520 | $ 11,992,726 | S 12,136,639 | S 12,282,279 | $§ 12,429,666 | S 12,578,822
Non-Rate Revenues 145,800 145,800 145,800 145,800 145,800 145,800
Interest Earnings 200,000 200,000 200,000 200,000 200,000 200,000
Total Sources of Funds $ 12,196,320 | $ 12,338526 | $ 12,482,439 | § 12,628,079 | $ 12,775,466 | $ 12,924,622
Uses of Sewer Funds
Operating Expenses S 8824281 |5 8824281 |5 88242815 8824281 |5 8824281 |5  8824,281
Existing Debt Service 5,294,679 5,297,054 5,295,179 5,293,929 5,293,054 5,297,179
New Debt Service - - - - - -
Rate Funded Capital Expenses - 864,143 - 4,742,733 2,415,279
Total Use of Funds $ 14,118,961 [ $ 14,121,336 | $ 14,983,604 | $ 14,118,211 | $ 18,860,068 [ S 16,536,739
Surplus (Deficiency) before Rate Increase $ (1,922,641)| $ (1,782,809)| $ (2,501,165)| $ (1,490,132)| § (6,084,602)| $ (3,612,118)
Additional Revenue from Rate Increases’ 5,996,363 14,260,551 22,445,864 27,986,947 28,322,790
Su plus Deﬁclen after Rate Increase 5 (1 922,641 4,213 554 $ 11, ?59 386 | $ 20,955,732 $

50.00% | 117.50% 18275% | 225.16%) 225.16%|

Net Revenue REquITement

1. Assumes new rates are implemented July 1, 2022,

$ 21.902,344

24,710 672 |

$ 13,773,161 \ $ 13,775,536 | $ 14,637,804 \ $ 13,772,411 | $ 18,514,268 | $ 16,190,939

2. Total Uses of Sewer Funds less non-rate revenues and interest earnings. This is the annual amount needed from rates.

Figure 4. Proposed Rate Increases for FY 2022/23 through 2026/27

Financial Plan Alternative
Proposed Annual Rate Increases

50.00% 45.00%

15.00%

| FY 2022/23 | FY 2023/24 | FY 2024/25 | FY 2025/26 | FY 2026/27
30.00%

0.00%

e Building and Maintaining Reserve Funds: Reserve funds provide a basis for a utility to cope with
fiscal emergencies, such as revenue shortfalls, asset failure, and natural disasters, among other
events. Reserve policies provide guidelines for sound financial management, with an overall long-
range perspective to maintain financial solvency and mitigate financial risks associated with revenue
instability, volatile capital costs, and unexpected emergencies. NBS along with City staff have

chosen to set the following reserve targets:

» Operating Reserves equal to 3 months of operating and maintenance expenses, which will
be approximately $2.2 million annually from FY 2022/23 through FY 2026/27. An operating
reserve is intended to promote financial viability in the event of any short-term fluctuation
in revenues and/or expenditures, such as those caused by weather, the natural inflow and
outflow of cash, demand-based revenue streams (volumetric charges), and changes or

trends in the age of receivables, such as impacts from Covid-19.

» Capital Replacement Reserves equal to 3% of net capital assets, which will be approximately
$4.0 million in FY 2022/23 and increase to $6.0 million by FY 2026/27. This reserve is set aside
to address long-term and routine capital system replacement and rehabilitation needs. Figure
5 summarizes the projected reserve fund balances and reserve targets for the Utility’s
unrestricted funds. A more detailed version of the City’s proposed 5-year financial plan is

included in the Appendix.

ONBS
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5-Year Rate Adoption Period
FY 2023/24 FY 2024/25 FY 2025/26

Beginning Reserve Fund Balances and Budgeted
Recommended Reserve Targets FY 2021/22
Operating & Maintenance Reserve Fund
Ending Balance
Recommended Minimum Target
Capital Reserve Fund
Ending Balance
Recommended Minimum Ta

FY 2022/23 FY 2026/27

$ 2175850 | $ 2,175,850
2,175,850 2,175,850

2,175,850 | $
2,175,850

2,175,850 | $ 2,175,850
2,175,850 2,175,850

$ 2175850 (S
2,175,850

6,108,352 | $ 10,232,080
5,934,000

$ 13,884,313 | $ 8,948,665 | S
3,765,000 | 3,934,000
11124 816 | ¢

S 6,109,850

6,771,135
4,750,000

Total Ending Balance (Unr

Recommend Minimum Target !

$ 5944850 s 6925850 $ 8109850

e Maintaining Adequate Bond Coverage: The City is required by the rate covenants of the 2020
Sewer Revenue Refunding Bonds to maintain a debt service coverage ratio of at least 1.20. The
benefit of maintaining a higher coverage ratio is that it strengthens the City’s credit rating which can
help lower interest rates for debt-funded capital projects and, in turn, reduce annual debt service
payments. Currently, the City is not able to meet the debt coverage requirement and will continue
to fall short of the debt service coverage ratio throughout the 5-year rate adoption period.

e Growth Projections: According to City staff, customer growth is expected to be about 1% percent
annually and was used to project future revenue generated from sewer service fees.

e Inflation Adjustments: Projected costs do not include inflation. Instead, the City plans to make a
Cost-of-Living Adjustment each year using an annual cost index, such as Engineering News Record
(ENR) construction cost indices or the U.S. Bureau of Labor Statistics, based on regional indices (e.g.,
California or San Francisco Bay Area). This provision should be adopted along with the new sewer
rates and included as a provision in the City’s rate resolution.

B. Cost-of-Service Analysis

Once the net revenue requirements are determined, the cost-of-service analysis (COSA) proportionately
distributes the revenue requirements to each of the customer classes. The COSA consists of the
classification of expenses and then the allocation of those expenses to customer classes based on allocation
factors, such as water consumption and number of equivalent dwelling units (EDUs), or accounts.
Ultimately, a COSA is intended to result in rates that are proportional to the cost of providing service to
each customer class.

Classification of Costs

As previously noted, costs are classified into the following categories: (1) flow-related costs; (2) strength-
related costs (BOD and TSS); (3) fixed costs (i.e., non-strength related); and (4) customer-related costs. Most
costs are typically allocated to more than one of these categories. The City’s budgeted costs were reviewed
and allocated to these basic categories which serve as the basis for calculating the fixed and variable
charges. Tables in the Appendix show how the City’s expenses were classified and allocated to these cost-

causation components.

Based on the City’s projected costs, the COSA resulted in a distribution that is approximately 25 percent
(25%) fixed and 75 percent (75%) variable. Currently, the City’s rate structure collects 100-percent of the
revenue from fixed charges for residential customers and a combination of fixed and variable charges for
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commercial customers. In considering the importance of revenue stability and customer bill impacts, the
City decided that changing residential rates from 100-percent fixed to a 25% fixed/75% variable split was
too much of a change and that a more reasonable alternative was to use approximately 50% fixed/50%
variable rate. This adjustment moves the City closer to the COSA results (compared to a 100% fixed
residential charge) and allocates revenue requirements to customers more equitably.

Figure 6 summarizes how the $13.8 million in revenue requirements (costs) are allocated to the various
types of cost classifications. This $13.8 million does not include the rate increase previously shown in Figure
3. The development of the allocation factors is discussed in the following section.

Figure 6. Summary of Classification by Budget Category

Total Revenue Non-Strength-
Strength

g : Customer
Budget Categories Requirements Related Fixed

FY 2022/23 i (CA)

Salarles & Beneflts 3,719,923 [ § 1,301,973 | $ 743,985 | $ 743,985 | S 743,985 | § 185,996
WPCP Operatlng Expenses 2,217,886 596,810 770,577 770,577 48,977 30,944

Collectlon Salaries & Benefits 1,734,823 [ S 780,670 | S 867,411 | S 86,741
Collection Operating Expenses 265,267 132,633 132,633 -
Stormwater O&M Expenses 886,383 a3192]s  -[s  -]8 443192 [ - |

Ex|5t| ng Debt Service 5,297,054 2,118,822 1,059,411 1,059,411 _

$ 2 5 z

Rate- Funded Capltal Expenses : S
$
$

TOTAL REVENUE REQUIREMENTS
Less: Non-Rate Revenues
NET REVENUE REQUIREMENTS

S (131,600)| § (63,031) $ (80,702)
13,775,536 | § 5