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SUMMARY STATEMENT

The purpose of this agenda cover is to review the assumptions in the 2010 sewer rate
study for capital funding, revenue requirements, staffing and projected fund balances
and bring them up to date as of July 25, 2013.

DISCUSSION

The issue in front of the city council is to review the revenues and expenditures in the
sewer operating and reserve funds.

City staff are seeking input from the city council to raise revenues (sewer rate increase)
or reduce expenditures from 2013 through 2019 to maintain adequate reserve balances
and cover operating expenses.

Summary

During preparation of the 2013 sewer operating, capital and debt service budgets, city
staff noticed the sewer operating reserve balance has been declining each year in order
to balance the operating fund.

Table 1 — Sewer Operating Fund Activity (Fund 401)

2010 2011 2012 2013
Beginning Fund Balance | S 1,229,800 |S 1,475,188 |S 1,102,647 | S 1,155,367
Revenues S 1,876,991 |S$ 1,538,386 |S 1,554,659 |S 1,604,000
Expenditures S 1,631,603|S$S 1,910,927 |S 1,501,939|S 1,618,312
Ending Fund Balance S 1,475,188 | S 1,102,647 | S 1,155,367 | S 1,141,055

It is clear the city is not collecting adequate sewer revenues to cover operating
expenses. The FCS rate study indicates it was council’s decision at the time not to
raise sewer rates, but instead use reserve balances to cover operating costs.

In December 2010, FCS published its Water/Sewer Rates and Charges Study. As a

result of that study, the city adopted new sewer rates effective January 1, 2011 as
follows:

Table 2 — Sewer Rates

Residential Senior Light Commerecial Heavy Commercial

Minimum Overage Minimum Overage Minimum Overage Minimum Overage

Previous Rate (2010) S 37.00 | $ 0.0326 | $ 25.90 | $ 0.0326 | $ 42.48 | $ 0.0326 | $ 80.40 | S 0.0326

Current Rate (2011) S 3589 | $ 0.0501 | $ 2512 | $ 0.0501 | $ 7178 | $ 0.0501 | $ 81.60| S 0.0501

Generally, the new rates reflected a lower base monthly charge and a higher
incremental rate. Since the new rates were adopted on January 1, 2011, there have
been no further sewer rate increases, nor any planned future rate increases per the rate
study.
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The Public Works Committee discussed this issue at its January 9, 2013 meeting. The
committee recommended using reserves to refund debt and free up approximately
$100,000 per year in debt service payments that could then be applied to sewer
operating expenditures for the next four (4) years.

The topic of paying off two (2) Public Works Trust Fund Loans was further discussed at
the January 31, 2013 council workshop, at which time council directed staff to pay off
the PWTF loans as presented. This was done on the regular payment date of July 1,
2013, and a budget amendment to appropriate the necessary funds will be brought
forward to council at an upcoming regular meeting.

In summary, the major questions/challenges that will need to be dealt with for the sewer
utility going forward are:

1. How does the city properly fund operations and staffing at a level that ensures
that the sewer utility is run efficiently and effectively?

Staff recommendation: In order to keep pace with inflation and maintain
adequate reserve balances, the city should consider the adopting 4.55% rate
increases each year from 2014 to 2019.

2. What is the proper level of cash reserves in the sewer utility, and how can the
city maintain cash reserves above the desired levels?

Staff recommendation: The current recommended minimum cash reserve for
the sewer utility would be $1,705,000, as follows:

e 60 days operating reserve $ 280,000
e 2% capital contingency reserve $ 600,000
e 25% rate stabilization reserve $ 425,000
e 1.25times restricted debt reserve $ 400,000

Total $1,705,000

3. What is the proper level of system reinvestment (i.e. capital projects and
equipment replacement) to maintain the system to operate safely and effectively?

Staff recommendation: In order to maintain affordable rate increases and
sufficient cash reserve levels (as per recommendations 1 and 2, above), the
sewer utility could make annual capital expenditures averaging $635,000 (plus
any developer funds) over the next six (6) years as outlined in Attachment G.

4. How does the city properly fund its future capital needs? Rate increases or
issuance of debt?
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Staff recommendation: The city should “self-fund” sewer utility capital
projects over the next six (6) years via modest rate increases and spending
down capital reserves before additional borrowing is considered.

Original FCS Sewer Fund Study

The original Sewer Fund Summary (Attachment A) shows seven years of financial data
from 2010 to 2016. The first section, Capital Funding, shows capital funding
assumptions during this time period. Over the seven years, the City was projected to
spend $2,672,055 on capital projects, or an average of about $382,000 per year.
Additionally, the assumption was that another revenue bond would be issued in 2016 to
fund future capital projects.

Under the Revenue Requirements section, the 2010 study projected revenues and
expenditures from operations, including debt service payments. Over time, the system
takes in about $1.6 million to $1.7 million in sewer rates, and expends roughly the same
amount in operating expenditures and annual debt service payments.

Under the Fund Balance section, the assumption was, with the assumption of no rate
increases through 2015, and a 1.75% increase in 2016, sewer fund operating reserves
would decrease from $3,622,003 in 2011 to $944,202 by the end of 2016. Without rate
increases, the ending fund balances will continue to decline.

In 2010, due to a larger indirect cost allocation to the general fund of $320,000, the
study showed the operating fund had an operating deficit of $94,980.

In 2011 and future years, when the indirect cost allocation was reduced to about half
that amount ($164,000 in 2011), there were small operating surpluses projected through
2015, with a small operating deficit in 2016. Basically the city is breaking even on its
sewer operations; however, no additional funds are being generated to fund major
capital improvements. Instead, the sewer utility is funding capital projects by drawing
down its cash reserves.

Table 3 — Excerpt from FCS Sewer Fund Summary

2010 2011 2012 2013 2014 2015 2016
Total Operating Revenues S 1,644,237 S 1,661,392 S 1,673,032 S 1,685,047 S 1,699,888 S 1,714,766 S 1,726,842
Total Operating Expenditures S 1,739,218 S 1,606,748 S 1,628,272 S 1,650,429 S 1,673,238 S 1,696,716 S 1,750,955
Annual Surplus / (Deficiency) S (94,981) S 54,644 S 44,760 S 34,618 S 26,650 S 18,050 $ (24,113)
Net Revenue from Rate Increases S - S - S - S - S - S - S 28,738
Use of Operating Reserves S 94,981 S (54,644) S (44,760) S (34,618) S (26,650) $ (18,050) $ (4,625)
Net Surplus / (Deficiency) $ - S - $ - S - S - S - S
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Projected Cash Flow Through 2019

In the Projected Cash Flow Through 2019 worksheet (Attachment B) city staff used
many of the same assumptions, but updated 2011-2013 with actual amounts. Then the
next six (6) years, 2014 through 2019 were projected using staff estimates for capital
expenditures and staffing, factoring in the early payoff of the two Public Works Trust
Fund loans on July 1, 2013. Based on these new, revised projections, it appears
that unless adjustments are made, the sewer fund balance will remain positive
through 2015 and turn negative sometime in 2016.

With no adopted rate increase in place, sewer operating revenues are projected to grow
at a rate of about 0.7% per year due to growth in the customer base, while operating
expenditures are expected to grow at the much faster rate of 2.5%. Thus, over time, the
projected growth rate of operating expenditures are expected to outpace the growth rate
of operating revenues by about 1.8% per year, leading to larger and larger operating
deficits over time through compounding.

Sewer Projected Capital Projects 2014 through 2019

In the updated Sewer — Projected Capital Projects 2014 Through 2019 (Attachment H)
city staff updated FCS’s projections with more current estimates of necessary capital
expenditures that should occur over the next six (6) years.

Under current projections, the city would spend $3,805,000 in capital projects from 2014
through 2019, or an average of $635,000 per year.

Sewer Staffing Projections 2014 through 2019

An estimate of sewer utility full-time employees is based on assigned tasks and duties
and currently is as follows:

Table 4 — Staffing Levels

Current Budgeted | Recommended

Full-Time Full-Time

Task/Duty Assignment Employees Employees
Administrative 0.60 0.80
WWTP Operator 2.00 2.00
Wastewater Collections 1.00 3.00
Total FTE 3.60 5.80
Total Cost 312,800.00 449,800.00

In the updated Sewer — Projected Staffing 2014 through 2019 (Attachment I), city staff
updated the staffing requirements necessary to run the wastewater treatment plant and
all other sewer operations to best serve the city’s users. It includes twenty percent
(20%) of the city administrator, public works director, assistant public works director and
administrative assistant so that the sewer utility picks up its fair share of the
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administrative function. Beginning in 2013, the projection assumes one additional
wastewater treatment operator Il position than was projected in the original FCS study
and the 2013 adopted budget.

Both the Interim Public Works Director and City Administrator recommend the city

restore staffing levels in the sewer division to the minimum level as outlined in the 2010
sewer comprehensive plan

Reserve Funds

1. Operating Reserve — The study recommends 45 to 60 days of operating and
maintenance (O & M) expenditures to be held in reserve to deal with the normal
fluctuations in revenues and expenditures that happen throughout the year.
Generally, since O & M expenses are about $1.7 million per year, this reserve
should be about $280,000 ($1.7 million X 60 days/365 days = $280,000,
rounded).

The city adopted 60 days of operating & maintenance reserves in its current
Financial Policies for the Water and Sewer Utility (Resolution 2012-06).

2. Capital Contingency Reserve — The study recommends a minimum balance in
the capital account equal to 1% to 2% of system fixed assets (at historical cost).
Applying the more conservative 2% rate to the historical cost of system assets
(about $30 million) renders a capital contingency reserve of about $600,000 ($30
million X 2% = $600,000).

Resolution 2012-06 adopted maintaining a capital contingency reserve of 1% of
original cost of total sewer system fixed assets.

3. Rate Stabilization Reserve — A rate stabilization reserve provides a resource to
manage the level of rates despite variability in water usage from year to year due
to weather patterns, conservation efforts and/or economic cycles. For this study,
the City requested evaluation of establishing this new reserve for the water utility
only. The target balance, per the study “can simply be based on a policy
objective, perhaps ranging from 10 to 25% of annual rate revenues.” Applying
the more conservative 25% rate to annual revenues of about $1.7 million yields a
sewer rate stabilization reserve of $425,000 ($1.7 million X 25% = $425,000).

Resolution 2012-06 adopted a policy-based target ranging from 10% to 25% of
rate revenues be maintained in the sewer fund as a rate stabilization reserve.

4. Restricted Debt Reserves — Debt reserve equal to 1.25 times annual debt service
payment was established in the total amount of about $400,000).

Resolution 2012-06 established a reserve benchmark of one year’s debt service

payments, with the proviso that the City will set aside any, and all, required funds
to meet restricted debt reserves as required by individual bond covenants.
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Adding all four components of reserve together, using the theoretical reserve
components as described above, the City would maintain a combined sewer fund
balance of $1,705,000, as follows:

Table 5 — Combined Sewer Fund Balance (Operating & Capital)

Fund Reserve

No. Description Target Current

401 |Operating Reserve S 280,000

401 |Rate Stabilization S 425,000

401 |Total S 705,000 [ $ 1,155,367

403 |Capital Contingency S 600,000

403 |Debt Reserves S 400,000

403 |Total $ 1,000,000 | $ 1,664,587

405 |Sewer Plant Investment S - S 537,445
Grand Totals $ 1,705,000 | $ 3,357,399

Debt Service

At the January 31, 2013 council workshop, council directed staff to pay off two (2) Public
Works Trust Fund loans as presented below:

Table 6 — Sewer Fund Loans for Possible Refunding

YE 2013 Interest Annual
Fund Loan Description Balance Maturity Rate Payment
Public Works Trust
Sewer Fund (PW-5-96- $185,9481 2016 3% $37,756
791-053)
Public Works Trust
Sewer | Fund (PW-00-691- $258,472 2020 0.5% $65,082
PRE-112)

The average annual payment on these two loans combined is $102,838 ($65,082 +
$37,756). When the city retires both loans, this will free up more than $100,000 per
year that could be applied toward sewer operations and/or to maintain adequate cash
reserve levels as described above.

The city will save $7,438 in interest over the final three (3) years by paying off the first
sewer loan, and $5,169 over the final seven (7) years by paying off the second loan.
Currently the city earns well below 1% on its investments, and less than 0.2% in the
state investment pool.
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Rate Adjustment Alternatives

The following alternatives were developed to demonstrate what it would take over the
next six years to do the following:

e Accomplish $3.8 million of city-funded sewer capital projects over the next six
years (2014 — 2019) as identified in Attachment H.

e Maintain the proposed level of staffing over the next six years as identified in
Attachment H.

e Maintain a $1.7 million cash reserve as detailed above.
Six scenarios are presented below that would accomplish all three of those objectives:

1. No rate increases and no new debt (Attachment B): Under this model, the city
would fund operations and capital at desired levels; however, cash reserves

would fall below the $1.7 million cash reserve requirement in 2015 and then turn
negative in 2016.

2. Rate increase only (Attachment C): Under this model, the city would fund
operations and capital at the desired levels, and still maintain the $1.7 million

cash reserve requirement by increasing rates by 20% for three (3) years in a
row, from 2014 to 2016.

3. Debt Only (Attachment D): Under this model, the city would fund operations and
capital at the desired levels, and still maintain the $1.7 million cash reserve
requirement by issuing $1.5 million in new debt in 2015, 2016, 2017 and 2018
($6 million total). The annual debt service payment would be:

e 2015 $109,000
e 2016 $218,000
o 2017 $327,000

e 2018 and beyond $436,000

While this option would fund current proposed capital projects, the deficit from
sewer operations would grow, from a net loss of $83,682 in 2014 to $616,848 in

2019, due largely from the additional $436,000 per year required to service the
combined $6.0 million debt just issued.

4. Combination of rate increases and new debt (Attachment E): Under this model,
the city would fund operations and capital at the desired levels, and still maintain
the $1.7 million cash reserve requirement by increasing rates 10% per year in

2014, 2015 and 2016, and by issuing $3 million in new debt between 2014 and
2018 ($3 million total.

5. Rate increases of 3.5% each year from 2014 through 2019, holding annual
capital improvements to $500,000 (Attachment F). Under this model, the city

would not have to issue new debt, and would have cash reserves of about $1.85
million at the end of 2019.
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6. Rate increases of 4.55% each year from 2014 through 2019, holding annual
capital improvements to $635,000 (Attachment G). Under this model, the city
would not have to issue new debt, and would have cash reserves of about $1.7
million at the end of 2019.

7. Maintain current staffing levels and capital project expenditures. Reduce
reserves to minimum levels. Postpone a rate increase to a future date.

Residential Utility Rate Comparison

The City of Granite Falls recently concluded a residential utility rate study comparison
for Snohomish County cities (Attachment H). Presented below are their findings for
monthly sewer rates based on a single family residence using 600 cubic feet of water
per month:

Table 7 — Comparison of Monthly Sewer Rates

Monthly
City Sewer Fees
Snohomish S 85.83
Lake Stevens S 75.00
Sultan S 74.47
Monroe S 72.72
Arlington S 70.15
Granite Falls S 55.00
Marysville S 39.03
Stanwood S 35.89
Average S 63.51

In this survey of eight Snohomish County cities, the survey found that Stanwood
monthly sewer rates were the lowest at $35.89, nearly 44% less than the average of
$63.51.

The current monthly residential sewer rate is $35.89 up to 600 cubic feet (CF), with an
additional $5.01 for each additional 100 CF water usage above 100 CF.

Table 8 — Rate Increase Options

Rate Increase Options 2013 2014 2015 2016 2017 2018 2019

20% Annual Rate Increase | $ 35.89 (S 43.07|S 51.68|S$ 62.02 (S 62.02|S 62.02|S$ 62.02

10% Annual Rate Increase | S 35.89|S 3948 |S 4343 |S 47.77|S 47.77|S 47.77|S 47.77

4.55% Annual Rate Increase | S 35.89 | S 37.52 S 39.23|S 41.02|$ 4288 (S 44.83|S 46.87

3.5% Annual Rate Increase | S 35.89|S 37.15|S 38.45|S 39.79(S 41.18|S 4263 |S 44.12

Summary

We can’t answer the question of rate increases until we have direction from council on
staffing levels and capital expenditures. Once the capital expenditures have been
determined, the next question is how to finance them, either through rate increases or
borrowing.
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FINANCIAL IMPACT

To be determined. Staff seeks Council guidance as to whether to move forward with a
proposed rate increase in the 2014 budget.

STAFF RECOMMENDATIONS

None to date. This concept is being presented to Finance Subcommittee for review and
discussion, prior to its presentation to the full council during the budget process.
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