TO: Board of Trustees

THROUGH: Indra Winquest
District General Manager

FROM: Brad Underwood, P.E.
Director of Public Works

SUBJECT: Review, discuss and provide direction and-comment to staff
on the draft IVGID Utility Rate Study. Direct staff to prepare
documents and Utility Rate Schedules for a Fiscal Year
2022/23 Water utility rate increase, a Sewer utility rate
increase, and increase charges on the Public Works Fee
Schedule.
Set the date/time of April 27, 2022 at 6:00 p.m. for the public
hearing on the proposed amendments to the Sewer and Water
Schedule of Service Charges, Fee Schedule, and to publish
the notice in accordance with the NRS 318.199.

STRATEGIC

PLAN: Long Range Principle #3 - Finance

DATE: March 9, 2022

L RECOMMENDATION

1. Review, discuss and provide direction and comment to staff on the draft

IVGID Utility Rate Study.

2. Direct Staff to prepare documents and updated Utility Rate Schedules, as
proposed, to increase annualized Water Ulility revenues by up to twenty
percent (20%),

3. Direct Staff to prepare documents and updated Utility Rate Schedules, as
proposed, to increase annualized Sewer Utility rate revenues by up to
fifteen percent (15%), and,
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4, Direct staff to prepare documents and updated Utility Rate Schedules to
implement proposed increases to charges on the Public Works Fee
Schedule by up to twelve percent (12%).

5. Set the date/time of April 27, 2022 at 6:00 p.m. for the public hearing on
the proposed amendments to the Sewer and Water Schedule of Service
Charges, Fee Schedule, and to publish the notice in accordance with the
NRS 318.199.

Il DISTRICT STRATEGIC PLAN

The Utility Rate Study supports Long Range Principle #3 — Finance: The District
will ensure fiscal responsibility and sustainability of service capacities through
prudent fiscal management and maintaining effective financial policies for internal
controls, operating budgets, fund balances, capital improvement and debt
management.

. BACKGROUND

The District provides water and sewer utility services through its Utility Fund
(Fund 200). These utility operations are supported through annual revenues
($12.3 million for FY 2021/22) collected from utility customers based on Board-
approved rate schedules for each utility.

The current budget assumed an 8% rate increase to begin in the second quarter
of the fiscal year; however, actual revenues will be lagging the budgeted amount,
since increases have not been implemented, pending completion of the Ultility
Rate Study and formal Board action.

The last approved rate increase was passed by the Board of Trustees on April
10, 2019 in the amount of 4%. At their meeting of February 26, 2020, the Board
of Trustees reviewed and discussed the District’'s 2020 Utility Rate Study and
further approved a motion to set the required public hearing for April 14, 2020. At
the conclusion of the public hearing, the Board considered public testimony, as
well as the impacts of the emerging COVID-19 pandemic, and the Board
collectively decided to defer the proposed 2020/21 utility rate increase to a future

date.

At the January 13, 2021 Board of Trustees meeting, the Board considered
options relative to implementing utility rate increases to support ongoing
operations and capital program requirements. The options included resuming the
process for implementing the originally proposed 2020/21 utility rates or deferring
action, pending completion of a utility rate study. The Board did not select to
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resume the process of the originally proposed 2020/21 utility rate increase, which
was recommended to be increases of 4.2% for water and 6.4% for sewer. At that
time projections for the next five years were for the rate increases to average
4.2% per year. The Board’s preference was to proceed with a third party rate
analysis, and funding was included in the sewer and water operating budgets for
FY 2021/22 to hire a consultant to perform a rate analysis for utility operations
and capital program requirements.

Deferring recommended rate increases in FY 2020/21 and FY 2021/22 have
resulted in revenues lagging beyond the levels needed to support the District’s
utility operations and, additionally, have negatively impacted the opportunity for
the compounding of revenue over the last two fiscal years and into the future.
The District is now subjected to higher inflationary costs, which include impacts
to wages, materials, supplies, services and capital improvement projects.
Therefore, it is anticipated that a substantial rate increase would be necessary to
make up for these influences.

On September 2, 2021 the Board of Trustees awarded a Professional Services
Contract to HDR Engineering, Inc. to conduct the Utility Rate Study for Provision
of Water and Sewer Services (Rate Study). The Rate Study is intended to
establish 5-year water and sewer utility rates for all customer types. On
November 10, 2021, HDR presented their preliminary findings to the Board.

The Rate Study sets forth the appropriate rates for water and sewer service to
meet revenue and expense requirements and to achieve the appropriate Fund
Balance and Working Capital. Rate increases are necessary to fund current and
future operating and capital expenses. The Summary of the Present and
Proposed Water Rates are in Table 3-9 (page 38) and the Sewer Rates are in
Table 4-8 (page 55) of the Preliminary Draft Water and Sewer Rate Study
prepared by HDR which is attached.

IV. DISCUSSION

The draft Utility Rate Study reflects the need to significantly increase the District’s
water and sewer rates over the next five years in order to provide sufficient
revenues to support the District’'s utility operations, capital improvements, and
reserve requirements as well as provide for anticipated debt financing. As a point
of reference, these are overall system adjustments and may not reflect the
individual bill impacts given the cost of service and rate design
recommendations.

7



Utility Rate Study and Public Hearing -4- March 9, 2022

Five-Year Utility Revenue Increase Plan
FY 2023 | FY 2024 | FY 2025 | FY 2026 | FY 2027

Water Revenue o o o o o
Adjustment 20.0% 12.0% 9.5% 9.0% 3.5%

Sewer Revenue o o
Adjustment 15.0% 12.5% 8.0% 8.0% 3.5%

The recommended utility rate increases for year one, as proposed, would
increase Water Utility revenues by 20% and Sewer Utility revenues by 15%. If
approved, the average residential customer would see an increase in their
monthly water bill of 19.3% and average monthly sewer bill of 14.9% (based
upon an average customer using 10,000 gallons per month for water and 3,000
gallons per month for sewer).

The need for the proposed increases has been compounded by continued
annual inflationary increases in costs, increased costs of necessary capital
improvements, and deferral of rate increases over the previous two years. Taking
into effect the loss of compounding revenue and current unanticipated high
inflation, these increases are generally consistent with what was proposed in FY
2020/21. Within the Rate Study, a fund balance amount of approximately
$590,000 for water and approximately $680,000 for sewer was used, reducing
the rate increase to the proposed level in FY 2022/23.

As noted above, inflationary impacts have been significant on District Capital
Improvement and maintenance projects in both labor and materials. Therefore,
built into year 1 of the rate model are a 6.5% increase in staff labor and 10%
increases for materials and supplies, equipment, chemicals, and utilities.

The rate study informs the District that long-term borrowing is needed to provide
the funding necessary for the updated 5-year Capital Plan. This includes $7.1
million for water projects and $36.0 million for sewer projects occurring during
FY2023-26. As the Trustees are aware, the majority of the projected sewer
borrowing will be needed for the Effluent Pipeline Project.

The following tables show the current versus proposed 2022/23 rate
comparisons for water and sewer for the average customer when maintaining the
current rate structure and adjusting rates to meet the revenue requirements.
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Residential Water Rate Comparison

Current | Proposed
Rate Component Rate Rate Change
Base Rate $11.97 $15.88 $3.91
Capital Improvements $15.10 $15.10 $0.00
Customer Admin Fee $3.97 $4.23 $0.26
Defensible Space $1.05 $1.05 $0.00
Total Monthly Base Water Bill | $32.09 $36.26 $4.17
Water Use $1.55 $2.02 $0.47
15t Tier $0.93 $1.21 $0.28
2" Tier $1.34 $1.75 $0.41

Residential Sewer Rate Comparison

Current | Proposed
Rate Component Rate Rate Change
Base Rate $19.54 $25.90 $6.36
Capital Improvements $31.45 $31.45 $0.00
Customer Admin Fee $3.97 $4.23 $0.26
Total Monthly Base Sewer Bill $54.96 $61.58 $6.62
Sewer Use $3.20 $4.00 $0.80

As part of the Rate Study, the consultant analyzed the cost of service for each
rate class to determine if rates were equitable between the various user types.
The consultant discovered the following:

For water rates, the irrigation revenue could be increased greater than the
system average to reflect the cost of service results. This is due to the
significant peak demand that irrigation puts on the capacity needs of the
water system and the resulting costs associated with providing this level of
service if irrigation is viewed separately. There are currently 62 irrigation
customers and 20 IVGID Public Service Recreation irrigation accounts. As
the Board of Trustees is aware, there are Public Service Recreation
irrigation accounts that do not pay excess water charges for the Tier 1 and
Tier 2 water rates, per Ordinance No. 4, Water Ordinance, Section 2.40
Public Service Recreation. The proposed rates include the creation of
separate rates for the irrigation customer accounts, which would be
phased in over the five-year period. This would result in a savings of
approximately $0.30 per month to the average residential customer for the
FY 2023 proposed rates. These separate irrigation rates will be charged to
all irrigation customers, including the Public Service Recreation irrigation
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accounts. The Public Service Recreation account billing will continue to
follow Ordinance No. 4 as outlined above.

e For sewer rates, the commercial class revenue could be increased to
better reflect the cost of service results. The concentration of wastewater
for a commercial property versus a residential property causes additional
demand on the sewer system and the increase in the cost to provide
service. The proposed rates include an increase to the commercial class
as a phased adjustment over five years. This shifts revenue of
approximately $34,000 in year 1 and approximately $55,000 by year 5 to
the commercial class. In year one, this would result in a savings of
approximately $0.60 per month to the average residential customer. There
are approximately 233 commercial customers that will be impacted by this
proposed change to the rates.

It is also important to understand that this is a cost of service study that reflects
the current operating and customer characteristics. Over time, these change and
the cost of service will show different results from year to year. Given this is the
first comprehensive cost of service study completed for the District, further
studies should confirm the results prior to the Board making full cost of service
adjustments.

Connection Fees, Retroactive Capital Improvement Fees,
and Public Works Fee Schedule

To keep pace with the increases seen for the Utility fund, the Connection Fees,
Retroactive Capital Improvement Fees, and the items on the Public Works Fee
Schedule are recommended to be increased by approximately twelve percent
(12%), which reflects the Construction Cost Index increase from January 2019 to
January 2022. These are one-time fees imposed on new development to cover
retroactive capital costs.
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Proposed 12% Increase to Sewer Connection and CIP Fees

Connection - | Connection — CIP - CIP -
Sewer CAF Current Proposed Current | Proposed
3/4 $3,230 $3,540 $1,940 $2,130
1 $5,400 $5,920 $3,240 $3,550
11/2 $10,770 $11,790 $6,470 $7,080
2 $17,240 $18,880 $10,350 $11,340
3 $32,340 $35,420 $19,430 $21,280
4 $53,910 $59,050 $32,380 $35,470
6 $107,790 $118,050 $64,740 $70,910
8 $172,470 $188,890 $103,590 | $113,460
10 $247,890 $271,490 $148,890 | $163,070
Proposed 12% Increase to Water Connection and CIP Fees
Connection | Connection CIP - CIP -
Water CAF - Current - Proposed Current | Proposed
3/4 $1,610 $1,800 $1,840 $2,060
1 $2,680 $3,010 $3,070 $3,440
11/2 $5,350 $6,000 $6,120 $6,860
2 $8,560 $9,610 $9,790 $10,980
3 $16,070 $18,030 $18,380 $ 20,610
4 $26,780 $30,060 $30,630 $34,350
6 $53,540 $60,100 $61,240 | $68,690
8 $85,670 $96,160 $97,990 $109,900
10 $123,140 $138,220 $140,840 | $157,960

Proposed 12% Increase to Public Works Fee Schedule

Miscellaneous Fees Current Proposed
Sewage Drop-off $75.00 $85.00
Backflow $65.00 $75.00
Plan Check $90.00 $100.00
Inspection $90.00 $100.00
Service Call $40.00 $45.00
Hydrant Deposit $1,000.00 $1,120.00
Hydrant Rental $40.00 $45.00
1" Deposit $100.00 $110.00
1" Rental $20.00 $20.00
3/4" Deposit $100.00 $110.00
3/4" Rental $15.00 $15.00
Posting $20.00 $20.00
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Alternative Rate Modeling Scenarios

A significant factor contributing to the recommended rate adjustments over the
five-year planning horizon is the financing required to support major sewer utility
capital improvement projects. The rate model, base case scenario, assumes the
issuance of approximately $43 million in bonds, amortized over 20 years at an

annual interest rate of 4.5%.

Five-Year Utility Revenue Adjustments — Base Scenario

FY 2023 | FY 2024 | FY 2025 | FY 2026 | FY 2027
Water Revenue o o o o °
Adjustment 20.0% 12.0% 9.5% 9.0% 3.5%
Sewer Revenue o o o o
Adjustment 15.0% 12.5% 8.0% 8.0% 3.5%

Acknowledging that the District is actively pursuing outside funding support
anticipated to be available through Federal and State grants and low-interest
loan programs, alternative modeling scenarios are provided to inform how
alternative financing scenarios may impact future rate adjustments. As a point of

reference, these percentages are overall system adjustments and may not reflect

the individual bill impacts given the cost of service and rate design
recommendations. The following alternatives were developed:

Low-Interest Loan (2.5%)

FY 2023 | FY 2024 | FY 2025 | FY 2026 | FY 2027
Sewer Revenue | 4550 | 109, | 80% | 5.0% 4%
Adjustment
Water Revenue o o o o o
Adjustment 20% 12% 9.5% 7.0% 3.0%
Grant Awards - $5.0 million
FY 2023 | FY 2024 | FY 2025 | FY 2026 | FY 2027
Sewer Revenue o o o o o
Adjustment 15.0% 9.5% 6.5% 6.5% 4.5%
Grant Award - $10 million:
FY 2023 | FY 2024 | FY 2025 | FY 2026 | FY 2027
Sewer Revenue o o o o o
Adjustment 15% 9.5% 5.0% 5.0% 5.0%

Utility Reserve Levels
These recommended revenue increases take into account a gradual approach
over a five-year period to achieve operating and capital reserve fund targets, per
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Board policy. Doing so gradually lessens the immediate impact to customers, as
opposed to an even greater rate increase to meet these policies in the short-
term. The following table shows the likely annual reserves each year for the

Utility Fund based upon the proposed rate increases.

Utility Reserve Funds

Operating Fund | FY 2023 FY 2024 FY2025 FY 2026 FY 2027
Ending Balance | $1,026,042 | $1,097,999 | $1,771,147 | $2,678,148 | $3,283,271
Target $2,661,855 | $2,681,860 | $2,807,222 | $2,939,222 | $3,077,774
Capital Fund FY 2023 FY 2024 FY2025 FY 2026 FY 2027
Ending Balance | $2,095,876 | $3,542,344 | $4,775,987 | $4,516,986 | $4,030,467
Target $3,782,338 | $3,884,461 | $3,989,342 | $4,097,054 | $4,207,675

The above table illustrates that the Fund Reserve target is met for both Operating
Funds in FY2027 and Capital Funds in FY2025. The Capital Reserve does drop
slightly below the target in FY 2027, which is indicative of Capital Fund reserve
balances depending on what spending is planned in any particular year.

Area Water and Sewer Rates
The table below demonstrates that, even with these significant rate increases,
IVGD’s combined monthly water and sewer rates are one of the lowest in the
area for the average customer (10,000 gallons of water and 3,000 gallons of
sewer per month). It is important to note when reviewing the table that the rates
for the other agencies does not include any potential increases for FY 2023.

Agency Monthly Water and
Sewer Rate
Incline Village GID (FY 2023 Proposed) $130.12
Alpine Springs CWD (FY 2022) * $186.36
North Tahoe PUD (FY 2022) $162.88
Northstar CSD (FY 2022) $219.79
QVCSD (2021-22) * $227.00
Round Hill GID (2019) $126.19
Skyland (FY 2023) $128.32
South Tahoe PUD (2021-22) $118.65
Tahoe City PUD (2021) * $192.61
Truckee Sanitary */ TDPUD $139.88

* Rates include TTSA charge for treatment services
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Schedule
The schedule for the proposed rate adoption is as follows:

Utility Rate Study Schedule Date
Preliminary Results of the Public Utility November 10, 2021
Rate Study
Rate Study Presentation February 9, 2022
Revised Rate Study Presentation March 9, 2022
Se_t. Date of Public Hearing to Adopt New March 9, 2022
Utility Rates
Publish Notice of Public Hearing in March 18, 2022
Newspaper
Conduct Public Hearing and Adopt New ,

Utility Rates April 27, 2022
New ptlllty Rates Become Effective — May 19, 2022
Pending Approval

V. BID RESULTS

There are no bid results associated with this Memorandum.

VI. FINANCIAL IMPACT AND BUDGET

The water and sewer ulility rates are recommended to increase to provide a
combined revenue requirement of approximately $14.29 million (FY2022/23)
which is collected from the District’'s water and sewer customer via monthly utility
bills. The proposed 2022/23 rate adjustments would result in additional revenues
of approximately $1.0 million for the water utility and approximately $980,000 for
the sewer utility.

The update to the District’s utility rate model is intended to evaluate the revenue
required to support current and future operating and capital expenses, and
contemplates increases over the next five years, pending Board direction and
final approval of water and sewer rates at a future meeting.

Vil. ALTERNATIVES

Not set a date for the public hearing, keep Ordinance 2 and Ordinance 4 the
same, and not increase water and sewer rates. This will have a long-term
negative impact on the assets, including not meeting the District reserve balance
policies and financial health of the District's Utility Fund. Water and sewer
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systems have regulatory oversight, so the District must meet operation and
infrastructure standards, which requires applicable funding levels.

Vill. BUSINESS IMPACT

This item is not a "rule" within the meaning of Nevada Revised Statutes, Chapter
237, and does not require a Business Impact Statement.

Attachment:
e Preliminary Draft Report Water and Sewer Rate Study (HDR)

o Water and Sewer Rate Study Questions & Answers
e Water and Sewer Rate Study Presentation (HDR)
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Water and Sewer Rate Study

Questions & Answers
March 2022

What are the main assumptions built into the rate model to arrive at the proposed Water
and Sewer rate increases?

Assumptions for the Rate Study in each utility are as follows:

o Labor, professional/special services increased by 6.5%

e Materials and supplies, equipment, utilities increased by 10%

e Water and sewer increased by 17.5%

e Annual customer growth of 0.1% annually

e Operating budget contingency in year 1 in the amount of $200,000 for both utilities

e Salaries for additional positions in the amount of $230,000 for both utilities

e Combined beginning reserve balance was approximately $16.5 million at the
beginning of FY 2022

e Analysis assumes annual debt service terms of 4.5% for 20 years

e Future year projections based upon inflationary assumption of 3.5%

How much of the recommended rate increase(s) are due to the deferral of rate increases
for 2020/21 and 2021/22?

Rate increases in for FY 2021 were recommended to be 4.2% for water and 6.4% for
sewer with future years estimated at 4.2%. The deferral of rate increases for the last 2
years account for approximately 8.4% of the proposed water utility rate increase and
10.6% of the proposed sewer utility rate increase.

What cost increases have been built into the rate model(s) (i.e. Staffing, O&M, Capital
adjustments)?

See assumptions as provided in question #1 above. No other increases over and above
the budget and assumptions for projecting O&M have been included. The rate model
also takes into consideration the identified capital needs for each of the utilities. In this
way, the proposed rates are sufficient to meet ongoing capital replacement and
improvements over the long-term. Capital improvement projects provided by the
District were also increased annually by a 2.7% inflationary factor to reflect the future
costs of the project.

Do the recommended Sewer Rates eliminate the S 2million per year Capital Charge
currently being collected to support the Effluent Pipeline Project?

Yes and no. The analysis eliminates the $2 million in annual funding for the effluent
pipeline funding (e.g., prefunding of the project). However, roughly $2 million is
required in the future years to fund the annual debt service need pay for the remaining
effluent pipeline project costs. The manner in which the District establishes the capital
charge will result in increases, and decreases, over time as the capital plan is updated
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and refined. As a result, the Board should expect that as the capital plan is updated, or
project costs change (like we’ve seen recently) the capital charge will need to be revised
to reflect the projected costs from year to year.

How much of the Sewer Rate increase(s) is attributable to the cost the Effluent Pipeline
Project?

Pipeline cost in the rate model is estimated to be $44.8 million. Prior rate studies
included $2.0 million per year in annual funding contributions for the Effluent Pipeline
Project, with an underlying assumed project cost of $23.0 million.

The impact on required rates is not an exact calculation, and varies over the projected
time period, given the debt service impact to rate levels for this project. In addition, the
debt service is funded through the annual capital charge. Given this, the capital charge
has increased by approximately 21% from FY2022/23-FY 2025/26 when annual debt
service is being fully funded.

What is the baseline funding plan for the Effluent Pipeline Project used in the Sewer rate
model?

As outlined in the capital funding analysis, the effluent pipeline project costs are being
funded entirely through existing reserves in FY2022/23. Project costs in FY 2023/24-FY
2025/26 are funded entirely through long-term borrowing.

How might alternative financing options impact future sewer rates?

Alternative financing (e.g., low interest loans) or grant funding would reduce the overall
capital charge revenue necessary to support the effluent pipeline project. Three
alternatives were developed to provide the Board an understanding of how future rate
levels may be impacted.

As noted in question #5, the effluent pipeline project costs in FY2022/23 are funded
entirely from current reserves. Given this, alternative funding approaches for the
effluent pipeline project has no impact on the FY2022/23 rate revenue adjustment
need.

When reviewing the loan alternative, the assumption was for a low interest loan for 20
years at 2.5% interest. This results in the ability to decrease the rate adjustments in
FY2023/24-FY2026/27 by 7% cumulatively over that time period.

Assuming a grant of $5 million in FY2023/24, the overall revenue adjustment could also
be lowered by 7% cumulatively over the FY2023/24-FY2026/27 time period.
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When assuming a total of $10 million in grant revenues (S5 million in both FY2023/24
and FY2024/25), the overall revenue adjustment could be decreased by 12%
cumulatively over the FY2023/24-FY2026/27 time period.

Again, it is important to note, that as the Board is considering rate revenue adjustments
for FY2022/23, these alternatives do not change the FY2022/2023 revenue adjustment
needs. The study should also not develop proposed rates based on an assumed grant or
lower-interest borrowing given that they are not certain. Should the District be
successful in receiving additional grant funding, or receive a low interest loan, the Board
can revise the rate plan to reflect this in the future.

Why have water and sewer rate revenues increased over the past two years, given that
rates have not been adjusted since FY2019/20?

Rate revenues will vary from year to year based on the actual consumption patterns of
the District’s customers. In dry years, outdoor use generally increases and higher levels
of revenue may be received. The opposite is also true, in wet years, revenues will be
less than projected given the lower than average water consumption.

As the District continues to evaluate rates on an annual basis, these considerations can
be taken into account. However, from a planning perspective (i.e., rate study) we cannot
plan on a dry year, or wet year, to project revenues. This will continue to occur
regardless of the level of the rates. However, the additional revenue from consumption
is not sufficient to fund the identified operating and capital needs as outlined in the rate

study.

How sensitive is the rate model (recommended rates) to assumptions related to water
consumption?

Consumption plays a role in the overall revenue profile. However, the majority,
approximately 63%, of the District’s revenue is received through the fixed charges
(meter charge, capital charge, admin fee, defensible space). As a result, changes in
consumption should have a minimal impact on the overall revenues. For example, if
residential consumption was reduced by 10%, the revenue only decreases by 4%.

However, for the irrigation customer class, the majority of the revenue is collected
through the consumption charge. For these customers, a reduction in consumption
would have a larger impact on irrigation revenues. However, irrigation revenues are a
smaller proportion of the overall District revenues, and therefore, it does not have a
significant impact on total revenue levels.

10) What growth factor is built into the rate model? What is the basis for this factor?
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For both water and sewer, a 0.10% annual growth factor was used. This was based on a
review of the historical change in the number of accounts for the District. This average
reflects the typical increase in the number of customers annually. While additional
customer growth on the system can have an impact, it is generally minimal, and a one-
time increase to revenues through fees.

However, the majority of the fees charged to customers reflect the cost of providing the
service to the customer (e.g., plan check, inspections, meter) and therefore only offset
costs being incurred. For the connection charges, these revenues would be placed into
reserves and used as appropriate. As noted in the rate study, District reserve minimums
are not being met until the outer years of the five-year plan. Given this, additional
revenues would simply allow the District to meet minimum target levels sooner.

11) Are utility connection charges and PW inspection fees being adjusted? How much
revenue does these adjustments account for?

The fees are recommended to be adjusted by 12% which reflects the Construction Cost

Index increase from January 2019 to January 2022. The proposed increase in water and
sewer connection fees is estimated to yield an additional revenue of $2,400 and $3,780,
respectively.

12) How does the rate model factor in the funding reserved by the Board for the Effluent
Pipeline Project?

The available effluent reserve funds are used in their entirety to fund the costs of the
effluent pipeline project in FY2022/23. If these reserves were not available, the District
would need outside funding (e.g., loans, grants), or absent these funds annual rate
revenues, to fund the costs in FY2022/23. This would result in a larger increase in rate
revenues being necessary to fund these costs, or fund the annual debt service
payments, increasing the overall revenue adjustments necessary for the sewer utility.

13) What is the impact of the recently-approved Reserve Policy on the proposed water and
sewer rates?

Since the reserves identified under the policy are not met, the policy does have an effect
on the rates as revenue needs to be generated to meet the reserve levels. However, as
developed, the rate model achieves the reserve levels over time rather than in year 1
which is a best practice and minimizes the rate impacts in the short-term.

14) Do the proposed rates result in achieving reserve levels established by the new policy?



Water and Sewer Rate Study

Questions & Answers
March 2022

Yes, the reserve levels will meet the policy requirements within 3 to 5 years.
15) What options does the Board have to reduce the required Year 1 rate increases?

The Board can reduce rates by reducing capital or operating expenses. Any reduction of
the recommended year 1 rate increase will likely lead to higher than proposed increases
in future years to fund the identified O&M and capital needs.

16) Why are CIP costs in rate model significantly greater than last Board-approved Multi-
Year CIP Plan?

The CIP project list and costs were updated as the Rate Study got underway in the fall of
2021. The CIP is a living document and PW staff updated the Board approved FY2021/22
CIP to reflect new projects and costs that had been recently identified. This was done to
reflect the anticipated future costs so that the rate analysis could support the identified
needs. Since CIP costs in the Utility Rate Study are largely consistent with the costs
reflected in the updated Muiti-year CIP plan presented to the Board of Trustees at the
Budget Workshop held on March 1%t In addition, funding for the Pipeline project is
reflected at approximately S10M over each of the first four years for construction of the
project, which is S8M over the S2M that was annually being collected as funding for the

project.

17) Can the anticipated connection and CIP fees from the proposed 40-unit condominium
development be used to offset the proposed rate increases?

PW staff has estimated the connection fees from the proposed development to be
approximately $230,000 for water and $340,000 for sewer. Receipt of these fees is not
guaranteed until the development receives their permit at which time the fees are paid
to the District. The collected fees would also be considered “one-time money” as they
are not recurring on an annual basis.

It is important that the revenue collected to support the ongoing maintenance and
capital costs of the water and sewer utilities be received annually. Should the project
move forward and the District collect the fees, the funds would be placed in the
associated utility fund balance. This would help achieve required policy reserves and
potentially reduced revenue requirements in future years.
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February 25, 2022

Mr. Brad Underwood
Director of Public Works
893 Southwood Bivd
Incline Village, NV 89451

Subject: 2021 Water and Sewer Rate Study Draft Report

Dear Mr. Underwood:

HDR Engineering, Inc. (HDR) is pleased to present to Incline Village General Improvement District
(District) the draft report for the 2021 water and sewer rate study (Study). The District’s Study
was developed to provide a financial plan and calculated rates for each utility that will generate
sufficient revenues to fund the operating and capital needs. More specifically, the Study was
specifically designed to develop cost-based rates for the District’s water and sewer customers.
This report outlines the overall approach used to achieve these objectives, along with the study
findings, conclusions, and recommendations.

The District owns, operates, and maintains the water and sewer systems. The costs associated
with providing utility services to the District’s customers has been developed based on the
information provided by the District and is included within the development of the proposed
rates. The Study was developed utilizing generally accepted rate setting principles and
methodologies and the District’s specific system and customer characteristics. This report
provides the basis for developing and implementing water and sewer rates which are cost-based
and defensible to the District’s customers.

We appreciate the assistance provided by the District’s project team in the development of the
Study. More importantly, HDR appreciates the opportunity to provide these technical and
professional services to Incline Village General Improvement District.

Sincerely yours,
HDR Engineering, Inc.

Shawn Koorn
Associate Vice President

hdrinc.com

500 108 Ave NE, Suite 1300, Bellevue, WA 98004
T 425-450-6200

92



!! Table of Contents

(g2 EB (i O R N SRS SO 1
Overview of the Rate StUdY ProCess ......eeeeeeeereiireerenneensmnmesmmsmsmemssmsmmsemimmmsssesmemmsesassesses 1
Key Rate StUdY ReSUILS ......ueuremeeeremmenmmmmmeenemeeiimiiiiiiineeesansssmesssssssssessssessssssesssessssssesarsssseressssss 2
Overview Of the STUY......cccciiririiciiirissiniisseneensnsnnenenssssssessssssssssssssssssssssensesssssssnssnssssasnssses 2
Summary of Water Revenue Requirement Analysis .......cocoveeeeeririiniisiisinnneeninennississsanninnne 2
Summary of the Water Cost of Service Analysis........c.ceeviiiissneeciiinniniiisnnnnnineennienen, 6
Summary of the Water Rate DESIENS .ccnrsssasss isnssssmississiissnsss sanimssssssanssssssssnsssssvararssess 7
Summary of the Sewer Revenue Requirement ANalysis ......cccoecmrrerririiiiiiissnerenerinnissinenines 9
Summary of the Sewer Cost of Service Analysis.......cccccerrerieiiiiiiisinsnneneeinniiiccnsnnnenneeeeninnne, 12
Summary of the Sewer Rate DesSigNs.....ccuviiirriiiiiiiiiniinneeeeeemmmmenenemmmeesmsesmsssesssnsmeemsssses 13
Summary of the Water and Sewer Rate Study .......ccccccmeereiriiiiiniiissnnnneninininneneenn, 15
1 Introduction anNd OVEIVIEW .......ceeeeiiiiiiiiiisinnneeniiiiiiciiisisnsseseneeesiisssssssssssensesinessssesssssssesses 16
1.1 Goals and DBJECiVes. ... ircissccsscs s ssrssssssisiissinsasisistisissbissssmsissssmmisasmmssaniss s 16
1.2 Overview of the Rate Study Process .......cccccviiiriinnninenenenneecennnenniinnseseessesseesasnenns 16
1.3 Organization Of thie STUAY e cmsmsssasmimmisassmmssmssss st s ssasisin 17
1.4 SUMPTAEY scnnvninnmssssmmems soassmemim s oS o o rS SRR R H R SRS SRR RS EHT SR ROV E YA 17
2 Overview of Rate Setting Principles .. msssimssssmmnassissmimsssssmsssassssanissssmmsms tespenseass 18
2.1 Generally Accepted Rate Setting Principles .......cccceevvvvueereiriininiciinnnnnnnnnnnceennnnne 18
2.2 Determining the Revenue Requirement ........cccccimiiiiniiininniinienienceenesnesesessessseens 18
2.3 Designing ULIHIY BAtes ..cuussesmmusnunscusnssasins csinnsssess o sosns s ans ia s e ssmsesssmsaaes 19
2.4 Economic Theory and Rate SettiNg.:«swwmmsmusnmanmussimsssssrsosansusennsmnsss oo 19
FD? ITnac;il:z }/iél:ng:egtesneral Improvement District — Water and Sewer Rate Study i




2.5 SUITIITIBNY evrereeniieereniiioniinsnssssieensistissussersernesssressssscssensasssssnsssiosssnassessssnsstasnensnsses 20

Development of the Water STUAY .....eeriiiiicienninreeniciseressesssssssscsseesssssssssssseesssssesses 21
3.1 Water Revenue RegUirement. . ivicireencererreieiiereenesssrrenssienresssssrsssssssssssssssrans 21
3.1.1 Determining the Water Revenue Requirement.........cccceeeveviiiiniiinnnininnn, 21
3.1.2 Establishing a Time Frame and Approach .....ccccveeeeviveeiiieieeec e, 21
3.1.3 Projecting Rate and Other Miscellaneous Revenues.........cccvveceiieceiivveennenn, 22
3.1.4 Projecting Operation and Maintenance EXPenses.....c.ccvvierivrurieaieeererrrnneeenns 23
3.1.5 Capital FUNAING PlaN .ovoei ettt eetavssvaas s aecseebessanesennnes 24
3.1.6 Projection of Debt SEIVICE ..uvvviri it ee e e e e e rveerae s 25
3.1.7 RESEIVE FUNGINE i i e ieeceiieii ettt e et eeeetaas s e e s e e eesvn st s ar e e et eeansaaeees 25
3.1.8 Summary of the Revenue RequiremMent.....c..cccovviiiieiirerieniniiiiireee e 26
3.1.9 ReServe FUNG LEVEIS .....uuiiiiiiiiii ettt e e e e e s e 27
3.1.10 Revenue Requirement SUMMArY ........ueeveieriiimimiiniiiiirernnsesseesaine s 27
3.2 Water COSt Of SEIVICE ...ttt it sssaseess e s sssssssansnsanns 28
3.2.1 Obijectives of a Cost of Service StUdY .......coovririeiiiiiiii . 28
3.2.2 Determining the Customer Classes of Service.........cccceeveiiiiic e 29
3.2.3 General Cost of Service ProCeaUIeS .....cc.uvvvriiiieerieeen i ee e e 29
3.2.4 Development of Distribution Factors......ccoeeeeiiiiiiiiii 31
3.2.5 Functionalization and Allocation of Plant in Service.......cccoeceeeiiiiiciiiiiienenn. 32
3.2.6 Functionalization and Allocation of Operating Expenses......cc.cccoovvcmrieernnne. 33
3.2.7 Major Assumptions of the Cost of Service Study.......cccccconniiiiiiiinnn, 34
3.2.8 Summary Results of the Cost of Service Analysis .......ccceuviiieeeriniiiieennn, 34
3.2.9 Consultant’s Conclusions and Recommendations........ccovveeeeeeeernniinniniennne. 36
3.2.10 Summary of the Cost of Service Analysis ......cccccveveriiiiiiiiiiie e, 36
3.3 Water RAte DESIBN tivviiirermricrrecrciirnnirerrnesserresserrmasserisnssssssrmasrssesssssassnsssssnsressane 36
3.3.1 Rate Design Criteria and Considerations....c..c.ceuveevveivreimiiierieimiinninne e 36
3.3.2 Present Water Rates. . et 37
3.3.3 Summary of the Proposed Water Rates.........ccveeecveeeeiiniiiieeiiinee e 37
3.3.4 Water Rate Study RecommendationsS ...........coovevviiviierireirmmirinieerieeeeiinriinnnenns 39
3.4 Summary of the Water Rate Study.......cvevinininmricnniinnninnsrensssssaesane. 39
Development of the SeWer STUAY ... s 40
4.1 Revenue RequUIremMent....ciiviiiiiiiinncenniniasmmsiineessmmsmnmisssssssssessnsnes 40

Incline Village General improvement District — Water and Sewer Rate Study ii
Table of Contents

94



4.2

4.3

4.4

4.1.1 Determining the Revenue ReqUIremMent ......cccovvveieiniieireeiiiiee e 40

4.1.2 Establishing a Time Frame and Approach ......ccccccceveviieiieee i eicciieeeee e 40
4.1.3 Projecting Rate and Other Miscellaneous Revenues......c.cccoovvvvreieeenreennnnenn. 41
4.1.4 Projecting Operation and Maintenance EXpenses.......cccevvveveeriirinnriercerennn 42
4.1.5 Projecting Capital Funding Needs .........ooveiiiiiiii e 42
4.1.6 Projection of Debt ServiCe ......ccvviiiiiiiiiicciie e e 44
4.1.7 ReSEIVE FUNAING ...ccoiiiiiiiiiiii e e st e e e e e e sebr e e e e s e e snsaarraeenes 45
4.1.8 Summary of the Sewer Revenue Requirement ..........ccoeveriiieneeeeviieveeeceneens 45
4.1.9 Consultant’s CoNCIUSIONS .....coiiiiciiiie ettt 46
4.1.10 Summary of the Sewer Revenue Requirement .......c.ccccoveveeeieeenieerennerenennen. 46

Sewer Cost of Service ANalYSis ..cccuvveeiriiiiiierinsreneinrinisisnesssnnmereseniessossssssaessassaenss 47
4.2.1 Objectives of a Cost of Service StUY ......cooviiiiiiiiiiirineeniiice e 47
4.2.2 Determining the Customer Classes of Service......ccoovveriiiiiiiiiiciiicneen s, 47
4.2.3 General Cost Of Service ProCeUIES .......civieivieiiiiiieieer e eeecicrceae e e e 48
4.2.4 Functionalization and Allocation of Plant in Service........cccoovvviinivieceininicinnnns 50
4.2.5 Functionalization and Allocation of O&M EXPenses.......cccceevvvvccivieenieeennnnnn. 51
4.2.6 Summary of the Sewer Cost of Service Analysis.........cccevvvveeiieiiiniiiiereceeenen, 52
4.2.7 Consultant’s CONCIUSIONS .....uuuiieiiririeer it e e e a e e e e e s 53
B.2.8  SUMIMAIY coiiii i e s e e e as s e e e s ae s s e e e e e et e e e e e e eeeeeeeataeaeaaaaseeanaeneaeneesrnens 53

Sewer Rate Design ANalysiS.....cciiiiciiiiiiinieiitiinncerr e 54
4.3.1 Rate Design Criteria and Considerations........c.cccceeiniiiriiiiiiiinee e 54
4.3.2 Overview of the Present and Proposed Sewer Rates .........cccocevevvivvereerennnnn, 54

Summary of the Sewer Rate STtUY....ccccrvriieitinincreeerrrneerenrestree s nere s e s sssnens 55

Water Technical Appendix

Sewer Technical Appendix

Incline Village General Improvement District — Water and Sewer Rate Study - iii
Table of Contents

95



l. Executive Summary

Introduction
HDR Engineering Inc. (HDR) was retained by Incline Village General Improvement District
(District) to conduct a comprehensive water and sewer rate study (Study). The main objectives

of the Study were to:

B Develop a projection of water and sewer revenues to support the operating and capital costs
of each utility

B Provide an equitable allocation and proportional distribution of the costs for providing water
and sewer services to the District’s customers

® Propose cost-based water and sewer rates for a multi-year time period

The District owns, operates, and maintains the water and sewer systems. The costs associated
with providing water and sewer services to the District’s customers has been developed based
on the information provided by the District and is included within the development of the
proposed rates. This study was developed utilizing generally accepted rate setting principles and
methodologies and the district’s specific costs and system and customer characteristics. This
report provides the basis for implementing water and sewer rates which are cost-based,
equitable, and proportional to the District’s customers.

Overview of the Rate Study Process

A comprehensive rate study uses three interrelated analyses to address the adequacy and equity
of each utility’s rates. These three analyses are a revenue requirement analysis, a cost of service
analysis, and a rate design analysis. These three analyses are illustrated below in Figure ES - 1.

Figure ES—1

Overview of the Comprehensive Rate Analysis

Compares the revenues to the expenses
of the utility to determine the overall

Revenue Requirement Analysis.
: il : ‘ revenue adjustment required

Equitably and proportionally distribute
the revenue requirement to the various
customer classes of service

Considers both the level and
structure of the rate design to collect
the target level of revenues
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Key Rate Study Results

The Study technical analysis was developed based on the operating and maintenance (O&M) and
capital costs necessary to provide water and sewer services to the District’s customers. The
analyses resulted in the following findings, conclusions, and recommendations.

B A revenue requirement analysis was developed for the time period of FY 2022 through FY
2032 for the water and sewer utilities on a stand-alone basis
v" The rate setting period was established for FY 2023 through FY 2027

B The District’s FY 2022 adopted water and sewer budgets were used as the starting point of
the analyses

B Operation and maintenance (O&M) expenses are projected to increase at inflationary levels
with no assumed changes to levels of service or anticipated extraordinary expenses

B The proposed water and sewer rates were developed based on the results of the cost of

service analysis

Overview of the Study

As noted, a rate study includes three analytical steps to establish cost-based and proportional
rates. These are the revenue requirement, cost of service, and rate design analyses. Each of these
analyses was completed for the water and sewer utilities on a stand-alone basis. For example,
the operating and capital needs for the water utility are solely funded by water revenues, and
the sewer revenues fund sewer operating and capital needs. Provided in the following is a
summary of the analyses completed for each utility.

Summary of Water Revenue Requirement Analysis

The revenue requirement analysis is the first analytical step in the District’s water rate study. The
water revenue requirement analysis determines the adequacy of the current water revenues to
fund current and future costs related to both operations and maintenance (O&M) expenses and
annual capital improvement needs. From this analysis, a determination can be made as to the
overall level of water revenue adjustments needed to provide adequate and prudent funding for
the utility.

For the water utility, the revenue requirement was developed based on the adopted budget for
FY 2022 with a projected time period of FY 2023 — FY 2032. A multi-year time frame is
recommended to identify any major expenses that may be on the horizon. By anticipating future
financial requirements, the District. may begin planning for these changes sooner, thereby
minimizing short-term rate impacts and overall long-term rates. For rate setting purposes, the
focus of the Study was on the next five-year period of FY 2023 — FY 2027.

For the revenue requirement analysis, a “cash basis” approach was utilized. The cash basis
approach is the most commonly used methodology by municipal utilities to set their revenue
requirement. Under this approach the revenues of the utility must be sufficient to recover all
cash needs including annual O&M expenses, debt service, rate funded capital, and reserve
funding. As noted, the primary financial inputs in the development of the revenue requirement

Incline Village General Improvement District — Water and Sewer Rate Study 2
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were the District’s FY 2022 budget documents, historical billed customer and consumption data,
and the water utility capital improvement plan.

Budgeted O&M expenses were projected using inflationary factors for the District’s various
expenses to provide water supply, treatment, distribution, and transmission services over the
projected time period starting with the adopted FY 2022 budget. In order to project O&M costs
over the projected time period, inflationary factors were developed based on historical District
increases in costs and estimated future inflationary impacts Once the projection of O&M was
completed the focus then shifts to the development of the capital funding plan.

The proper and adequate funding of capital projects is important to help minimize rate increases
over time. General financial guidelines state that, at a minimum, a utility should fund an amount
equal to, or greater than, the annual depreciation expense through rates. The annual
depreciation expense reflects the current investment in infrastructure in service being
depreciated or “losing” their useful life. This portion of infrastructure investment needs to be
replaced to maintain the existing level of service. However, in theory, the annual depreciation
expense reflects an investment in infrastructure that was placedin service an average of 15 years
ago, assuming a 30-year useful, depreciable, life. Simply funding an amount equal to the annual
depreciation expense will not be sufficient to fund the replacement of an existing or depreciated
infrastructure. Therefore, consideration should be given to funding through rates an amount
greater than the annual depreciation expense for renewals and replacements of infrastructure.

A major factor of this Study was the annual level of rate funded capital to provide adequate
funding for system infrastructure replacement and strengthen (increase) this level over the long-
term projected time period. For the District’s water utility, there is a component of the water
rates which is directly related to funding capital improvement needs. Absent this internal funding
source, the District would need to find outside funding (e.g., long-term borrowing) to fund annual
capital needs as existing reserve levels are not sufficient to fund initial capital reinvestment in
the short-term. Provided below in Table ES - 1 is a summary of the capital funding plan over the
five-year rate setting period.

incline Village General Improvement District — Water and Sewer Rate Study 3
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TableES-1

Summary of the Water Capital Funding Analysis (5000)
FY2022  FY2023  FY2024  FY2025  FY2026  FY2027

Total Capital Projects $1,589 $2,478 $1,599 $1,905 $3,442 $2,010
Less: Other Funding

Operating Fund $0 $125 S0 $0 $0 $0
Capital Fund 1,589 1,553 49 55 42 1,410
Long-Term Borrowing 0 800 1,550 1,850 2,900 0
Total Other Funding Source $1,589 $2,478 $1,599 $1,905 $2,942 $1,410
Additional Capital Funding S0 S0 S0 S0 $500 $600

The District has an established capital improvement charge based on the capital needs during the
rate setting period. Over the rate setting period, the current level of the capital charge does not
provide sufficient funding for the District’'s capital infrastructure, both annual capital
improvement needs and annual debt service issued to fund capital improvements. Over the
projected time period, the capital improvement charge (i.e., level of rate funding) needs to be
increased to adequately fund the capital improvements and long-term annual debt service
payments. As noted, the capital funding analysis has assumed long-term borrowing in addition
to the use of capital improvement charge revenues and available reserve funds to fund the
planned capital improvements. In developing the water capital funding plan, HDR is not acting in
a municipal advisory role to the District for the issuance of debt but rather deficiencies in funding
are identified.

The final components of the cash basis approach are annual debt service and reserve funding.
The water utility currently has two outstanding debt issuances that have funded past capital
improvements. In FY 2022, the total annual debt service is approximately $300,000. This
decreases in FY 2027 to $193,000 — prior to any new issuances - as one of the debt issuances will
be retired. As noted in the capital funding approach above, additional long-term borrowing has
been assumed to fund the District’s water capital improvements. The assumed additional debt
will start in FY 2023 and continues to increase reaching annual debt service payments of
approximately $715,000 by FY 2027.

Given the above discussion of the components of the District’s water revenue requirement, a
projection of operating and capital expenses can be developed to determine the overall level of
water rate revenues necessary to maintain the system. Provided below in Table ES - 2 is a
summary of the revenue requirement analysis for the District’s water utility.

Incline Village General Improvement District — Water and Sewer Rate Study 4
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Table ES- 2

Summary of the Water Revenue Requirement Analysis (S000)
FY2022  FY2023  FY2024  FY2025  FY2026  FY 2027

Revenue
Rate Revenues $5,129 $5,132 $5,135 $5,138 $5,141 S5,144
Non-Operating Revenues 273 279 281 295 307 312
Total Revenue $5,402 $5,411 $5,416 $5,432 $5,448 $5,456

Expenses
Total 0 & M $4,552 85,421 S5,455 $5,701 $5,960 $6,233
Net Debt Service 0 0 0 0 0 0
Operating Fund Transfer (755) (590) 119 545 483 407
Capital Fund Transfer 1,605 1,606 1,608 1,609 1,611 1,613
Additional Capital Funding 0 0 0 0 500 600
Total Expenses $5,402 $6,437 $7,182 $7,856 $8,554 $8,852
Bal. / (Def.) of Funds o) ($1,026) (51,766) (S2,423) (S3,106) ($3,396)
Balance as a % of Rate Adj. 0.0% 20.0% 34.4% 47.2% 60.4% 66.0%

Proposed Rate Adjustment 0.0%  2000% @ 120% = 95% 9.0%  3.5%
Add'l Revenue with Rate Adj. SO $1,026 $1,766 $2,423 $3,106 $3,396
Bal. / (Def.) After Rate Adj. 0 0 0 0 0 0

As can be seen, the water revenue requirement has summed the O&M expense, net debt service,
and reserve funding (transfers). As a point of reference, annual debt service payments are funded
through the annual capital charge revenue and therefore the Net Debt Service is SO. The total
revenue requirement is then compared to the total revenues which include the rate revenues -
at present rate levels - and other non-operating revenues. From this comparison, a balance or
deficiency of funds in each year can be calculated. This balance or deficiency of funds is then
compared to the current level of rate revenues to determine the level of rate revenue adjustment
needed to meet the revenue requirement. Note that the “Bal. / (Def.) of Funds” row is
cumulative. That is, any adjustments in the initial years will reduce the deficiency in the later
years. Over the projected time period, the total deficiency of rate revenue is $3.4 million.

Based on the District’s water revenue requirement analyses developed, HDR has concluded that
the District will need to adjust the level of water rate revenues received over the next five years
(FY 2023 — FY 2027). HDR has reached this conclusion for the following reasons:

B Adjustments are necessary to fund the ongoing O&M expenses to provide water service
B Adjustments are necessary to fund the current, and future, annual debt service payments

'~ W Adjustments are necessary to maintain prudent funding capital
[

The proposed adjustments maintain the District’s water utility’s financial health (e.g., reserve
levels, debt service coverage ratios) and provide long-term, sustainable funding levels for the
water utility

In reaching this conclusion, HDR recommends that the District adopt the proposed rates as
developed in the following sections for the water utility from FY 2023 through FY 2027. Based on
the Study assumptions, this would provide sufficient funding for the O&M and capital

incline Village General Improvement District — Water and Sewer Rate Study 5
Executive Summary

R

100



improvement needs over the projected time period. A detailed discussion of the development of
the revenue requirement is provided in Section 3.2 of this report and the technical analysis is
provided in Exhibit 1 through Exhibit 6 of the Water Technical Appendix.

Summary of the Water Cost of Service Analysis

A cost of service analysis determines the equitable allocation and proportional distribution of the
revenue requirement to the District’s various water customer classes of service (i.e., rate
schedules). The objective of the cost of service analysis is different from determining the revenue
requirement. The revenue requirement analysis determines the utility’s overall revenue needs
whereas the cost of service analysis determines the proportional manner to distribute the cost
of providing service to each customer class of service and collect that level of revenue for the
proposed time period. The cost of service analysis is based on generally accepted methodologies
as outlined in the American Water Works Association (AWWA) M1 Manual, Principles of Water
Rates, Fees, and Charges. For the District’s Study, the water revenue requirement for FY 2023
was used as the test year in order to develop the cost of service analysis.

In summary form, the cost of service analysis began by functionalizing the revenue requirement.
For the District’s water cost of service analysis, five customer classes of service were used. This
included residential, multi-family, commercial, irrigation, and snowmaking. As explained in more
detail later in this report, the functionalized revenue requirement was then equitably allocated
to the various cost components. The individual allocation totals were then proportionally
distributed to the customer class of service based upon each customer class’s use of, or demand
placed, on each allocation component. The distributed expenses for each customer class were
then aggregated to determine each customer class’s overall revenue responsibility. Table ES - 3
provides the summary of the cost of service analysis based on the water system specific costs
and the District’s customer characteristics.

Table ES-3
Summary of the Water Cost of Service Analysis ($000)
Present Distributed S %
Class of Service Revenues Costs Difference Difference
Residential $2,429 $2,790 (361) 14.8%
Multi-Family 1,800 2,070 (271) 15.0%
Commercial 395 465 (70) 17.7%
Irrigation 397 693 (296) 74.4%
Snowmaking 110 140 (30) 26.7%
Total System $5,021 $6,018 ($997) 20.0%

A key element of the cost of service was developing a distribution approach to reflect the level
of service for the customer classes of service. The cost of service analysis results in some
differences between the customer classes of service. This is not uncommon given the nature of
how customer water consumption patterns or costs associated with providing water service
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change over time. Additionally, the District has not performed a cost of service analysis in some
time. It is important to understand that a cost of service analysis is a snapshot in time the results
will vary from year to year. A more detailed summary of this will be provided in the water rate
design discussion.

A detailed discussion of the development of the cost of service analysis is provided in Section 3.3
of this report and in Exhibit 6 through Exhibit 16 of the Water Technical Appendix.

Summary of the Water Rate Designs

The final step of the water rate study process is the design of the District’s water rates to collect
the targeted levels of revenue. The revenue requirement analysis first provided a set of
recommendations related to the annual revenue adjustments and then the cost of service
analysis provided a comparison of the proportionality between customer classes of service. Given
the results of both analyses, the proposed rates incorporate the recommendations from each
analysis.

The District currently has a single rate structure for all customers. The rate structure includes a
monthly fixed charge per account which is flat for all residential and multi-family customers for
the meter and for capital improvement charge. For all other customers, these two charges very
in cost based on the service meter size and the proportion by size is ratioed based on safe meter
operating capacity. Customers are also charged an administration fee and a defensible space fee
(for fire fuel management) which are both charged on a flat, fixed basis per account or living unit.
The consumption charges are the same for all customers which is a two-tiered increasing block
structure. The residential customers have a fixed tier size whereas the multi-family customers
very by number of units and all other customers vary by service meter size.

HDR and District staff reviewed the current rate structure applied to all customers. For this study,
it was determined that that the current structure would be largely maintained. The exception is
the development of a separate consumption rate structure for Irrigation customers given the
results of the cost of service analysis. It is important to note that the capital improvement fee
component of the rate structure is developed based on the level of annual capital over the rate
setting period. The fixed meter fee and the water use charges were then adjusted proportionally
to meet the proposed rate revenue. Provided in Table ES — 4 is a summary of the present and
proposed rates for the water utility.

Incline Village General Improvement District — Water and Sewer Rate Study 7
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Table ES-4

Summary of the Present and Proposed Water Rates

Present
Rates FY 2023 FY 2024 FY 2025 FY 2026 FY 2027
Meter Fee
3/4" $11.97 $15.88 $18.70 $21.15 $21.85 $22.40
il 19.99 26.52 31.23 35.32 36.49 37.41
11/2" 39.86 52.88 62.27 70.43 72.76 74.59
2" 63.80 84.64 99.67 112.73 116.46 119.39
3" 119.70 158.80 187.00 211.50 218.50 224.00
4" 199.54 264.72 311.73 352.57 364.24 373.41
6" 398.96 529.28 623.27 704.93 728.26 746.59
8" 638.36 846.88 997.27 1,127.93 1,165.26 1,194.59
10" 917.74 1,217.20 1,433.35 1,621.15 1,674.80 1,716.96
Capital Improvement Fee
3/4" $15.10 $15.10 $15.10 $15.10 $19.70 $20.64
1" 25.22 25.22 25.22 25.22 32.89 34.47
11/2" 50.28 50.28 50.28 50.28 65.58 68.74
2" 80.48 80.48 80.48 80.48 104.98 110.03
3" 151.00 151.00 151.00 151.00 196.95 206.43
4" 251.72 251.72 251.72 251.72 328.32 344.12
6" 503.28 503.28 503.28 503.28 656.44 688.04
8" 805.28 805.28 805.28 805.28 1,050.34 1,100.90
10" 1,157.72 1,157.41 1,157.41 1,157.41 1,509.63 1,582.29
Admin Fee $3.97 $15.10 $15.10 $15.10 $19.70 $20.64
Defensible Space 1.05 25.22 25.22 25.22 32.89 34.47
Water Use
All $1.55 $2.02 $2.35 $2.62 $2.66 $2.70
Tier 1 0.93 1.21 1.41 1.57 1.60 1.62
Tier 2 2.27 2.96 3.44 3.84 3.90 3.95
Irrigation
All - $2.20 $2.76 $3.20 $3.60 $3.85
Tier 1 = 1.32 1.66 1.92 2.16 231
Tier 2 - 3.22 4.04 4.69 5.27 5.64

Table ES — 4 shows that the current rate structure has been maintained for all customers with
the exception of an updated consumption (water use) rates for the irrigation customers. The
capital improvement fee was adjusted based on the specific annual capital expenses of the
District’s water utility. The level of rates has been adjusted to reflect the overall revenue needs
in each year.
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The development of the proposed water rate designs is outlined in detail in Section 3.4 of this
Study and in the Water Technical Appendix.

Summary of the Sewer Revenue Requirement Analysis

The revenue requirement analysis is the first analytical step in the sewer rate study process. The
revenue requirement analysis determines the adequacy of the current sewer rates to fund
current and future costs related to annual O&M and capital needs. From this analysis, a
determination can be made as to the overall level of revenue adjustments needed to provide
adequate and prudent funding for the sewer utility.

For the Study, the sewer revenue requirement was developed for the budgeted year FY 2022
with a projected time period of FY 2022 — FY 2032 which is the same time period that was used
in water. As a practical matter, a multi-year time frame is recommended in an attempt to identify
any major expenses that may be on the horizon. By anticipating future financial requirements,
the District may begin planning for these changes sooner, thereby minimizing short-term rate
impacts and overall long-term rates. As with the water rate study, the focus of the sewer analysis
is on the next five-year period of FY 2023 through FY 2027.

For the sewer revenue requirement analysis, a “cash basis” approach was utilized. As noted in
the water analysis, the cash basis approach is the most commonly used methodology by
municipal utilities to set their revenue requirement. The primary financial inputs in the
development of the revenue requirement were the District’s FY 2022 sewer budget, customer
characteristics, and capital plan.

The budgeted sewer O&M expenses are projected using inflationary factors for the District’s
various expenses to provide sewer services over the projected time period. These inflationary
factors were based on historical District specific increases in costs and planned changes based on
planning and financial analysis. A more detailed summary of the various inflationary assumptions
is included in Exhibit 2 of the Sewer Technical Appendix which outlines the specific inflationary
factors for the various O&M expense types included within the District’s adopted sewer budget.
As a point of reference, the inflationary assumptions are the same for the water and sewer

analyses.

Given the development of the O&M projections for the projected time period, the next step is
the development of the capital funding plan for the sewer utility. As noted in the water capital
discussion, at a minimum, a utility should fund an amount equal to, or greater than, the annual
depreciation expense through rates. However, simply funding an amount equal to the annual
depreciation expense will not be sufficient to fund the replacement of an existing or depreciated
facility. Therefore, consideration is given to funding within rates an amount greater than the
annual depreciation expense for renewals and replacements. As with water, the District has in
place a component of their sewer rates that is specifically in place to fund capital improvement
projects. This provides a specific source or allotment of annual funding for capital needs.

As with the water analysis, a concerted effort was made to increase the level of rate funded
capital (capital charge) to support the sewer capital improvement needs and maintain the sewer

Iincline Village General Improvement District — Water and Sewer Rate Study 9
Executive Summary

FoR

104



system (e.g., renewal and replacement needs) especially in light of the major sewer system
capital projects related to the effluent pipeline over the next few years. The District has identified
capital needs for both the treatment plant and the collection system. Provided below in Table ES
- 5 is a summary of the capital improvement plan for the sewer system. A more detailed
discussion of the capital funding plan is included in Section 4.2 of this report and in Exhibit 4 of
the Sewer Technical Appendix.

TableES-5

Summary of the Sewer Capital Funding Analysis {S000)

FY 2022 FY 2023 FY 2024 FY 2025 FY 2026 FY 2027

Total Capital Projects $7,636 $11,507 $12,871 $13,523 $14,764 $1,473
Less: Other Funding

Operating Fund SO ] SO SO SO SO
Capital Fund 3,261 125 821 823 1,089 498
Effluent Reserve Fund 1,000 11,382 1,000 0 0 0
USDA Grant 3,375 0 0 0 0 0
Revenue Bonds 0 0 10,800 12,200 13,000 0
Total Other Funding $7,636 $11,507 $12,621 $13,023 $14,089 $498
Rate Funded Capital S0 S0 $250 $500 $675 $975

As a point of reference, the District’s sewer utility annual depreciation expense is approximately
$1.9 million (FY 2022). This financial plan shows the need to increase the District’s rate funding
for capital improvements at $250,000 in FY 2024 which is additional to the amount that comes
from the rate structure component. This amount increases over time to fund capital renewal and
replacement needs with an additional $975,000 million by FY 2027. Other funding is provided
through a USDA grant and through the issuance of long-term debt primarily to fund the Effluent
Pipeline Project. The use of debt for large projects is an efficient method of spreading the costs
over the useful life to minimize the impacts of these types of projects. In developing the sewer
capital funding plan, HDR is not acting in a municipal advisory role to the District’s for the issuance
of debt.

At the current time, the sewer utility has two outstanding long-term issues with an annual total
debt service of approximately $336,000 in FY 2022. Over the review period, the two existing
issuances are retired, however, with the addition of new long-term debt issues the annual debt
service payments increase in total to approximately $2.8 million by FY 2027. As noted in the
capital funding analysis the District is planning on issuing debt to fund the Effluent Pipeline
Project.

Just as with the water utility, the sewer utility may need to transfer funds to reserves to fund
future capital improvements or meet prudent target ending fund reserve balances. Alternatively,
reserve funds may be used to offset annual shortfalls as necessary. This is accomplished through
the “Reserve Funding” component of the revenue requirement.
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Given a projection of O&M and capital expenses, a summary of the sewer revenue requirement
analysis was developed. Provided in Table ES - 6 is a summary of the revenue requirement
analysis for the District’s sewer utility.

Table ES-6

Summary of the Sewer Revenue Requirement Analysis (S000)

FY 2022 FY 2023 FY 2024 FY 2025 FY 2026 FY 2027

Revenues
Rate Revenues $6,522 $6,529 $6,535 $6,542 $6,548 $6,555
Other Revenues 384 339 325 326 332 339
Total Revenues $6,907 $6,868 $6,860 $6,868 $6,880 $6,894

Expenses
Total 0 & M $4,449 $5,301 $5,347 S5,606 $5,878 $6,164
Additional Capital Funding 0 0 250 500 675 975
Net Debt Service 0 0 0 0 0 0
Operating Fund Transfer (766) (680) (47) 128 424 198
Capital Fund Transfer 3,223 3,227 3,230 3,233 3,236 3,239
Total Expenses $6,907 $7,847 $8,780 $9,467 $10,214 $10,576
Bal./(Def.) of Funds SO (5979) ($1,920) ($2,599) (S3,333) (53,683)
Bal as a % of Rate Adj 0.0% 15.0% 29.4% 39.7% 50.9% 56.2%

Proposed Rate Adjustment 00%  150%  12.5% 80%  80%  3.5%
Add'l Revenue with Rate Adj SO $979 $1,920 $2,599 $3,333 $3,683
Bal / (Def) After Rate Adj S0 SO SO SO SO SO

As can be seen, the revenue requirement has summed the O&M expense, rate funded capital,
net debt service, and reserve funding (transfers) for the District’s sewer utility. As noted with the
water analysis, annual debt service is funded through annual capital charge revenues, therefore
the Net Debt Service is $0. The total revenue requirement is then compared to the total sources
of funds which include the rate revenues - at present rate levels - and other miscellaneous
revenues. From this comparison, a balance or deficiency of funds in each year can be determined.
As a note, the “Bal. / (Def.) of Funds” row is cumulative. That is, any adjustments in the initial
years will reduce the deficiency in the later years.

Based on the revenue requirement analysis developed herein, HDR has concluded that the
District will need to adjust the level of sewer revenues over the next five years (FY 2023 — FY
2027). HDR has reached this conclusion for the following reasons:

®m Adjustments are necessary to fund the ongoing O&M expenses to provide sewer service

® Adjustments are necessary to maintain prudent funding of annual renewal and
replacement of the sewer utility
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® The proposed adjustments maintain the District’s strong financial health (e.g., debt
service coverage ratios, reserves) and provide long-term, sustainable funding levels for
the District

In reaching this conclusion, HDR recommends that the District adopt the proposed rates as
developed in the following sections for FY 2023 through FY 2027 to provide sufficient funding for
the O&M and capital improvement needs identified in this Study. A detailed discussion of the
development of the sewer revenue requirement is provided in Section 4.2 of this report.

Summary of the Sewer Cost of Service Analysis

A cost of service analysis determines equitable allocation and proportional distribution of the
revenue requirement to the various sewer customer classes of service (i.e., rate schedules). The
objective of the cost of service analysis is different from determining the revenue requirement.
Whereas the revenue requirement analysis determines the utility’s overall revenue needs, the
cost of service analysis determines the proportional manner in which to distribute cost of
providing sewer service and collect that revenue over the proposed time period. The sewer cost
of service analysis is based on generally accepted methodologies as outlined in the Water
Environment Federation (WEF) Manual of Practice No. 27, Financing and Charges for Wastewater
Systems. For the District’s Study, the sewer revenue requirement for FY 2023 was used as the
test year in order to develop the cost of service analysis.

In summary form, the cost of service analysis began by functionalizing the revenue requirement.
For the District’s sewer cost of service analysis, three customer classes of service were used. This
included residential, multi-family, and commercial. As explained in more detail later in this
report, the functionalized revenue requirement was then allocated to the various cost
components. The individual allocation totals were then proportionally distributed to the various
customer class of service based upon each customer class’s use of or demand placed on each
system. The distributed expenses for each customer class were then aggregated to determine
each customer class’s overall revenue responsibility. Table ES - 7 provides the summary of the
cost of service analysis based on the water system specific costs and the District’s customer

characteristics.

Table ES-7
Summary of the Sewer Cost of Service Analysis (S000)
Present Distributed S %

Class of Service Revenues Costs Difference Difference
Residential $2,861 $3,130 (5269) 9.4%
Multi-Family 2,971 3,421 (450) 15.2%
Commercial 697 957 260 37.3%
Total System $6,529 $7,508 ($979) 15.0%

Incline Village General Improvement District — Water and Sewer Rate Study 12

Executive Summary

FoR

107



The cost of service analysis results in some differences between the customer classes of service.
The cost of service reflects the level of service provided to each customer class. As noted, a cost
of service analysis is a snapshot in time the results will vary from year to year.

A detailed discussion of the development of the cost of service analysis is provided in Section 4.3
of this report and in Exhibit 7 through Exhibit 15 of the Sewer Technical Appendix.

Summary of the Sewer Rate Designs

The third and final step of the rate study process is the design of the sewer rates to collect the
targeted levels of revenue. The revenue requirement analysis provided a set of
recommendations related to annual revenue adjustments and the cost of service adjustment
provided a review of the proportionality between customers. As noted, the cost of service
resulted in cost differences. Given this, it was determined that commercial sewer rates would be
adjusted to reflect the results of the cost of service analysis. In discussion with District staff, it
was determined that the current rate structure was contemporary and met the Districts goals
and objectives. Given these two recommendations, the proposed rates maintain the current rate
structure, with the addition of a separate commercial sewer rate.

The District currently has the same rate structure for the residential, multi-family, and
commercial customers. This includes a monthly base charge and capital charge which are charged
per account for residential, by unit for multi-family, and by meter size for commercial. There is
also a flat admin fee for all customers. Lastly, there is a sewer use fee which is a uniform rate for
all customers. As noted, a separate sewer use fee is proposed for commercial customers to reflect
the cost of service results.

Given the result of the prior analyses, the revenue requirement and cost of service, the proposed
rates can be developed. One minor transition is the unique rate for commercial sewer use.
Provided in Table ES — 8 is a summary of the present and proposed rates for the District’s sewer

utility.
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Table ES-8

Summary of the Present and Proposed Sewer Rates

Present
Rates FY 2023 FY 2024 FY 2025 FY 2026 FY 2027

Base Charge

3/4", Res, Multi Fam $19.54 $25.90 $30.30 $32.90 $36.40 $36.50
1" 32.63 43.25 50.60 54.94 60.79 60.96
11/2" 65.07 86.25 100.90 109.56 121321 121.55
2Y 104.15 138.05 161.50 175.36 194.01 194.55
3" 195.40 259.00 303.00 329.00 364.00 365.00
4" 325.73 431.75 505.10 548.44 606.79 608.46
6" 651.27 863.25 1,009.90 1,096.56 1,213.21 1,216.55
8" 1,042.07 1,381.25 1,615.90 1,754.56 1,941.21 1,946.55
10" 1,498.13 1,985.75 2,323:10 2,522.44 2,790.79 2,798.46
Capital Improvement Charge

3/4", Res, Multi Fam $31.45 $31.45 $33.92 $36.39 $38.13 $41.08
1" 52.52 52.53 56.65 60.77 63.67 68.61
1.1/2" 104.73 104.74 112.96 121.18 126.96 136.81
2" 167.63 167.64 180.80 193.96 203.22 218.97
3 314.50 314.53 339.21 363.89 381.27 410.83
4" 524.27 524.31 565.46 606.61 635.58 684.85
6" 1,048.23 1,048.31 1,130.59 1,212.86 1,270.77 1,369.29
8" 1,677.23 1,677.36 1,809.01 1,940.65 2,033.31 2,190.95
10" 2,411.27 2,411.47 2,600.72 2,789.98 2,923.19 3,149.82
Admin Fee $3.97 $4.23 $4.44 $4.66 $4.89 $5.14
Sewer Use

Residential $3.20 $4.00 $4.70 $5.10 S5.65 $5.70
Multi-Family 3.20 4.00 4.70 5.10 5.65 5.70
Commercial 3.20 4.70 5.50 6.00 6.40 6.50

Table ES — 8 shows that the current rate structure has been maintained for all customers. The
creation of the commercial use rate and the level of rates has been adjusted to meet the revenue
target calculated in the revenue requirement analysis and cost of service analyses. These
proposed rates provide the proportionality between the various customers.

The development of the sewer rate design and discussion of other customer classes are each
outlined in detail in Section 4.4 of this Study.
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Summary of the Water and Sewer Rate Study

This rate study focused on the adequacy and proportionality of the District’s water and sewer
water rates. Based on the analyses developed herein, which included the District’s specific
operating and capital expenses, HDR has proposed a comprehensive set of recommendations for
each utility. The following sections of the report provide a more detailed discussion of the
technical analyses undertaken, along with the findings, conclusions, and recommendations of the

study.
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I. 1 Introduction and Overview

HDR was retained by Incline Village General Improvement District (District) to conduct a
comprehensive rate study (Study) for both the water and sewer systems. The objective of a rate
study is to review the District’s operating and capital costs to develop a projection of revenue
needs and subsequent cost-based rates for the water and sewer customers. This study
determined the adequacy of the existing rates and provides the framework and cost basis for
future proposed rates.

The District owns and independently operates water and sewer systems. The costs associated
with providing these services to customers has been developed based on District provided
information and included within the development of the proposed rates.

1.1 Goals and Objectives
The District had several key objectives in developing the Study. These key objectives provided a
framework for policy decisions in the analysis that follows.

B Develop the Study in a manner that is consistent with the principles and methodologies
established by the American Water Works Association (AWWA), M1 Manual, Principles of
Water Rates, Fees and Charges and Water Environment Federation (WEF) Manual of
Practice No. 27, Financing and Charges for Wastewater Systems

® Infinancial planning and establishing the proposed rates, review and utilize best industry
practices, while recognizing and acknowledging the specific and unique characteristics of
the District’s utilities and customers

B Review the District’s rates utilizing generally accepted rate making methodologies to
determine adequacy and equity of the utility rates

B Meet the financial planning criteria and goals of the District. For example, debt service
coverage ratios, adequate funding of capital infrastructure, and maintenance of adequate
and prudent reserve levels

B Develop a final proposed financial plan which adequately supports the utility’s annual
funding requirements, while attempting to minimize overall impacts to rates

B Develop an equitable allocation and proportional distribution of costs to the District’s
water and sewer customers

H Develop final proposed water and sewer rates for the next five year period (FY 2023 — FY
2027)

1.2 Overview of the Rate Study Process

User rates must be set at a level where a utility’s operating and capital expenses are met with
the revenues received from customers. This is an important point, as failure to achieve this
objective may lead to insufficient funds to maintain system integrity. To evaluate the adequacy
of the water and sewer rates, each on a standalone basis, a comprehensive rate study is often
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performed. A comprehensive rate study consists of three interrelated analyses. Figure 1 — 1
provides an overview of these analyses.

Figurel1-1

Overview of the Comprehensive Rate Analyses

R R 5 Aralvei 5 Compares the revenues to the expenses of
evenue Requirement Analysis the utility to determine the overall revenue

adjustment required

. Equitably allocate and proportionally
Cost of Service Analysis distribute the revenue requirement to the -
various customer classes of service of each
utility

Considers both the level and structure of
Rate Design Analysis the rate design to collect the target level
of revenues

The above framework for reviewing and evaluating rates was utilized for the District’s water and
sewer utilities.

1.3 Organization of the Study

This report is organized in a sequential manner that first provides an overview of utility rate
setting principles, followed by sections that detail the specific steps used to review the District’s
utility rates. The following sections comprise the District’s water and sewer rate study report:
Section 2 — Overview of Rate Setting Principles

Section 3 — Development of the Water Rate Study

Section 4 — Development of the Sewer Rate Study

Technical Appendices are attached at the end of this report, which detail the technical analyses
that were undertaken in the preparation of this study.

1.4 Summary

This report will review the Study prepared for Incline Village General Improvement District. This
report has been prepared utilizing generally accepted and industry standard rate setting
techniques as outlined in the AWWA M1 Manual and WEF MOP 27.
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I. 2 Overview of Rate Setting Principles

This section of the report provides background information about the rate setting process,
including descriptions of generally accepted principles, types of utilities, methods of determining
a revenue requirement, the cost of service analysis, and rate design. This information is useful
for gaining a better understanding of the details presented in Sections 3 and 4 of this report.

2.1 Generally Accepted Rate Setting Principles
As a practical matter, all utilities should consider setting their rates around some generally
accepted or global principles and guidelines. Utility rates should be:

Cost-based, equitable, and set at a level that meets the utility’s full revenue requirement

Easy to understand and administer

Designed to conform to “generally accepted” rate setting techniques

Stable in their ability to provide adequate revenues for meeting the utility’s financial,
operating, and regulatory requirements

B Established at a level that is stable from year-to-year from a customer’s perspective

2.2 Determining the Revenue Requirement

Most public utilities use the “cash basis'” approach for establishing their revenue requirement
and setting rates. This approach conforms to most public utility budgetary requirements and the
calculation is easy to understand. A public utility totals its cash expenditures for a period of time
to determine required revenues. The revenue requirement for a public utility is usually comprised
of the following costs or expenses:

Total Operating Expenses: This includes a utility’s operation and maintenance (O&M) expenses,
plus any applicable taxes or transfer payments. Operation and maintenance expenses include the
materials, electricity, labor, supplies, etc., needed to keep the utility functioning.

Total Capital Expenses: Capital expenses are calculated by adding debt service payments
(principal and interest) to capital improvements financed with rate revenues. In lieu of including
capital improvements financed with rate revenues, a utility sometimes includes depreciation
expense to stabilize the annual revenue requirement.

1 “Cash basis” as used in the context of rate setting is not the same as the terminology used for accounting
purposes and recognition of revenues and expenses. As used for rate setting, “cash basis” simply refers to the
specific cost components to be included within the revenue requirement analysis.
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Under the cash basis approach, the sum of the total O&M expenses plus the total capital
expenses equals the utility’s revenue requirement during any selected period (historical or
projected).

Note that the two portions of the capital expense component (debt service and rate funded
capital) are necessary under the cash basis approach as public utilities generally cannot finance
all their capital facilities with long-term debt. At the same time, it is often difficult to pay for
capital expenditures on a “pay-as-you-go” basis given that some major capital projects may have
significant rate impacts upon a utility, even when financed with long-term debt. Many utilities
have found that some combination of pay-as-you-go funding and long-term financing will often
lead to minimization of rate increases over time.

While public utilities typically use the cash basis approach to establish their revenue requirement,
an exception may occur if the public utility provides service to a large wholesale or contract
customer. In this situation, a public utility could use the “utility basis” approach (see Table 2 - 1)
regarding earning a fair return on its investment.

Table2-1

Cash versus Utility Basis Comparison

Cash Basis Utility Basis (Accrual)
O&M Expenses

Taxes/Transfer Payments

O&M Expenses
Taxes/Transfer Payments

Rate Funded Capital Depreciation Expense

+ o+ o+ o+
+ o+ o+ o+

Debt Service (Principal + Interest) Return on Investment

Total Revenue Requirement

Total Revenue Requirement

2.3 Designing Utility Rates

Rates that meet the utility’s objectives are designed based on both the revenue requirement and
the cost of service analysis. This approach results in rates that are cost-based and equitable.
However, this may not reflect other non-cost-based goals and objectives (conservation,
economic development, ability to pay, revenue stability, etc.). In designing the final proposed
rates these non-cost-based rate design goals may be taken into consideration. However, the
proposed rates should take into consideration each customer class’s proportional share of costs
allocated through the cost of service analysis.

2.4 Economic Theory and Rate Setting

One of the major justifications for a comprehensive rate study is founded in economic theory.
Economic theory suggests that the price of a commodity must roughly equal its cost if equity
among customers is to be maintained. This statement’s implications on utility rate designs are
significant. For example, a water utility usually incurs capacity-related costs to meet summer
lawn watering needs. It follows that the customers who create excessive peak demands on the
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system and create the need for upsizing of the distribution system should pay for those over-
sized facilities in proportion to their contribution to total peaking requirements. When costing
and pricing techniques are refined, consumers have a more accurate understanding of what the
commodity costs to produce and deliver. The same principals discussed are applicable to sewer
utility as well, but the example of such was only given for illustration purposes. This price-equals-
cost concept provides the basis for the subsequent analysis and comments.

2.5 Summary

This section of the report has provided a brief introduction to the general principles, techniques,
and economic theory used to set cost-based and equitable water and sewer rates. These
principles and techniques are the basis for the District’s comprehensive rate study.
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I. 3 Development of the Water Study

This section of the report will describe the development of the water analysis. This includes the
development of the revenue requirement, cost of service, and rate design analyses. Each of these
analyses was completed for the water system based on the specific customer and system
characteristics. The following discussion will outline the summary of each of these analyses to
support the development of cost-based and proportional water rates.

3.1 Water Revenue Requirement

This following discussion describes the development of the revenue requirement for the District’s
water utility. The District has provided detailed revenue and expenses data for the water system
that provides the basis for the development of the revenue requirement. The revenue
requirement analysis is the first analytical step in the comprehensive water rate study process.
This analysis determines the adequacy of the District’s overall water revenues, at current rate
levels. From this analysis, a determination can be made as to the overall level of revenue (rate)
adjustment needed to provide adequate and prudent funding for both operating and capital
needs. HDR developed an independent analysis based on information provided by the District as
part of the review of proposed rate adjustments.

3.1.1 Determining the Water Revenue Requirement '

In developing the District’s water revenue requirement, the water utility - as an enterprise fund
- must financially “stand on its own” and be properly funded. That is, no transfers from other
District funds occur to support the water utility. As a result, the revenue requirement analysis, as
developed herein, assumes the full and proper funding needed to operate and maintain the
water system on a financially sound and prudent basis. A goal of the Study was to maintain
prudent funding for each utility as a separate enterprise fund.

3.1.2 Establishing a Time Frame and Approach

The first step in calculating the revenue requirement for the District’s water utility was to
establish a time frame for the analysis. For the Study, the revenue requirement was developed
for a 10-year time period (FY 2022 through FY 2032). Reviewing a multi-year time period is
recommended as it attempts to identify any major expenses that may be on the horizon. By
anticipating future financial requirements, the District can begin planning for these changes
sooner, thereby minimizing short-term rate impacts and overall long-term rates. For purposes of
setting rates, the study focuses on the next five years as the rate setting period of FY 2023
through FY 2027.

The second step in determining the revenue requirement was to decide on the basis of
accumulating costs. In this case, for the revenue requirement analysis a cash basis approach was
utilized. As described in Section 2, the cash basis approach is the most common methodology
used by municipal utilities to set their revenue requirement. Table 3 - 1 provides a summary of
the cash basis approach and cost components used to develop the District’s water revenue
requirement.
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Table3-1

Overview of the Water “Cash Basis” Revenue Requirement

Operation and Maintenance Expenses

Taxes and Transfers

Rate Funded Capital

Debt Service (Principal + Interest) — Existing and Future
Reserve Funding

Total Revenue Requirement

N+ 4+ 4+

Miscellaneous Revenues
Net Revenue Requirement (Balance Required from water Rates)

Given a time period around which to develop the revenue requirement and a method to
accumulate the costs, the focus shifts to the development and projection of the revenues and
expenses of the District’s study.

The primary financial inputs in the development of the revenue requirement are the District’s
adopted budget for the water utility, historical billed customer and consumption data, and the
water capital improvement plan. Presented below is a detailed discussion of the steps and key
assumptions contained in the development of the projections of the District’s water revenue
requirement analysis.

3.1.3 Projecting Rate and Other Miscellaneous Revenues

The starting point of the revenue requirement is to develop a projection of the water rate
revenues, at present rate levels. In general, this process involved developing projected billing
units for each customer group; currently, there is a single rate structure that applies to all
customers. For the water utility, the billing units are the number of accounts, and meters, for the
fixed billing charge and the billed usage
(metered consumption) for the FY 2022 Rate Revenues (5000s)
consumption charge. The billing units _ ~Irrigation
were then multiplied by the current Co”;';‘se;ffi_m i
adopted water rates. This method of
independently calculating revenues links 63
the projected revenues used within the
analysis to the projected billing units. It Multi Family
also helps to confirm that the billing units . $1,799
used within the study are reasonable for
purposes of projecting future revenues,
distributing costs, and ultimately,

establishing proposed rates.

In total, and at current rate levels, the District is projected to receive approximately $5.2 million
in rate revenue in FY 2022. Over time, the study has assumed a conservative level of customer
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growth, based on historical growth levels, of 0.1% per year. This results in rate revenues being
essentially flat over the projected time period.

In addition to rate revenues, the District receives miscellaneous revenues as a result of operating
the water system. These are revenues related to interest earnings, fees, rental income, and other
miscellaneous revenues. In total, the District is projected to receive approximately $273,000 in
FY 2022.

On a combined basis, incorporating the rate revenues and the miscellaneous revenues, the
District’s water utility has total projected revenues of approximately $5.4 million in FY 2022 which
remains essentially flat through FY 2027 to $5.5 million. Again, this does not include any proposed
revenue adjustments, only increases in rate revenues due to customer growth and annual
changes in miscellaneous revenues.

3.1.4 Projecting Operation and Maintenance Expenses

Operation and maintenance (O&M) expenses are incurred by the District to provide water service
(supply, treatment, distribution, etc.) as well as to operate and maintain the existing
infrastructure. As mentioned, the District provided detailed O&M expenses based on the FY 2022
adopted budget. The budgeted O&M expenses were projected over the time period based on
historical inflationary factors experienced by the District and the general economy. Provided in
Table 3 - 2 is a summary of the primary escalation factors used to develop the projection of 0&M
expenses for both the water and sewer water utilities.

Table3 -2
Summary of the O&M Escalation Factors

FY 2023 FY 2024 FY 2025 FY 2026 FY 2027
Labor 5.0% 5.0% 5.0% 5.0% 5.0%
Benefits - Medical 5.0% 10.0% 10.0% 10.0% 10.0%
Benefits - Other 6.0% 6.0% 6.0% 6.0% 6.0%
Professional / Special Srvcs 5.0% 5.0% 5.0% 5.0% 5.0%
Materials & Supplies 3.0% 3.0% 3.0% 3.0% 3.0%
Equipment 4.0% 4.0% 4.0% 4.0% 4.0%
Miscellaneous 3.0% 3.0% 3.0% 3.0% 3.0%
Utilities 4.0% 4.0% 4.0% 4.0% 4.0%
Insurance 3.0% 3.0% 3.0% 3.0% 3.0%

Each of the budgeted O&M expenses were reviewed and the applicable escalation factor applied
to develop the O&M for the projected time period. Exhibit 2 of the Water Technical Appendix
provides a summary of the assumptions used to develop the projection of revenues and
escalation of the O&M expenses.

Based on the FY 2022 adopted budget, the total O&M expenses for the District’s water utility are
$4.6 million. Over the planning horizon, total O&M expenses for the District are projected to

Incline Village General Improvement District — Water and Sewer Rate Study 23
Development of the Water Study

FoR

118



increase to approximately $6.2 million by FY 2027 based on the corresponding escalation factors.
In addition to the FY 2022 budget, additional expenses related to future staff were included
starting in FY 2023. Also included, was a one time inflationary contingency in FY 2023 to reflect
the uncertainty currently being experienced in the utility industry for labor, supplies, and material
expenses. The projection of O&M expenses reflects an average inflationary increase of 6.5% per
year over the projected time period through FY 2027.

3.1.5 Capital Funding Plan

A key component in the development of the District’s water revenue requirement was properly
and adequately funding capital improvement needs. One of the major issues facing utilities
across the U.S. is the amount of deferred capital projects and the funding pressure from growth
or expansion-related improvements. The proper and adequate funding of capital projects is an
important issue for all water utilities and is not just a local issue or concern of the District.

In general, there are three types of capital projects that a utility may need to fund. These include
the following types:

B Renewal & replacement projects
B Growth / capacity expansion projects
B Regulatory-related projects

A capital project that is defined as a renewal and replacement project is a project required for
maintaining the existing system that is in place today. As the existing plant or pipelines become
worn out, obsolete, etc., the utility should be making continuous investments to maintain the
integrity of the facilities. In contrast to this, a utility may make capital investments to expand the
capacity of facilities to accommodate future capacity needs (customers). Finally, certain projects
may be a function of a regulatory requirement in which the Federal or State government
mandates the need for an improvement to the system to meet a regulatory standard.
Understanding these different types of capital projects is important because it may help to
explain why costs are increasing and the cost drivers for any needed revenue adjustments. In
addition, and more importantly, the way in which projects are funded may vary by the type of
capital project. For example, renewal and replacement projects should be paid for via rates and
funded on a “pay-as-you-go basis.” In contrast to this, growth or capacity expansion projects may
be funded via the collection of impact fees (i.e., growth-related charges) in which new
development pays an equitable share of the cost of facilities necessary to serve their
development (impact). Finally, regulatory projects may be funded by a variety of different means,
which may include rates, long-term debt, grants, etc.

While the above discussion appears to neatly divide capital projects into three clearly defined
categories, the reality of working with specific capital projects may be more complex. For
example, a pump may be replaced, but while being replaced, it is up-sized to accommodate
greater capacity to serve increasing demands or new development. There are many projects that
share these “joint” characteristics.

incline Village General Improvement District — Water and Sewer Rate Study 24
Development of the Water Study

FR

119



For purposes of developing the capital funding plan the District provided its capital improvement
plan (CIP) which has been summarized in Table 3 - 3 along with the expected funding sources
developed as part of the rate study.

Table3 -3

Summary of the Water Capital Funding Analysis ($000)
FY2022  FY2023  FY2024  FY2025  FY2026  FY 2027

Total Capital Projects $1,589 $2,478 $1,599 $1,905 $3,442 $2,010
Less: Other Funding

Operating Fund S0 $125 S0 S0 S0 $0
Capital Fund 1,589 1,553 49 55 42 1,410
Long-Term Borrowing 0 800 1,550 1,850 2,900 0
Total Other Funding Source $1,589 $2,478 $1,599 $1,905 $2,942 $1,410
Total Rate Funded Capital S0 S0 S0 S0 $500 $600

The capital improvements are primarily related to renewal and replacement of aging water
system as well as annual equipment purchases. While the total amount required to fund projects
may vary from year-to-year, the rate study capital funding plan has developed a plan to provide
a consistent funding source for capital improvements. As a point of reference, the District’s
annual depreciation expense for the water utility was at $1.8 million for FY 2022. A desirable and
recommended minimum funding target for rate funded capital is an amount equal to or greater
than annual depreciation expense. This is critical as the replacement cost of an asset may be
many times the original costs reflected through annual depreciation expense. In developing this
financial plan, HDR and the District have attempted to minimize rate impacts while funding the
necessary capital improvement projects.

3.1.6 Projection of Debt Service

The District currently has two (2) outstanding long-term debt issues for the water utility. On a
combined basis, the total annual debt service for FY 2022 is approximately $307,000. Over the
review period, one of the of issuances is retired in FY 2026 which results in a reduction of
$114,000 per year. However, it is assumed that the District’s water utility will need to issue (new)
long-term debt over the rate setting period and the total annual debt service is anticipated to be
approximately $715,000 per year by FY 2027.

As part of this study, HDR is not providing municipal advice as it relates to bonds, terms, or
structures of debt issuance. Rather, the Study is simply identifying funding needs and estimating
the annual debt service payments for rate setting purposes.

3.1.7 Reserve Funding

The final component of the revenue requirement analysis is the transfer to, or from, reserves to
either maintain prudent ending fund balances or for future funding of specific capital
improvements. In future years, as rates are adjusted and reach sufficient levels, the District is
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able to transfer funds to the operating reserves to replenish prior expenditures and to meet
minimum target levels.

3.1.8 Summary of the Revenue Requirement

Given the above projections of revenues and expenses, a summary of the District’s water revenue
requirement analysis can be developed. In developing the revenue requirement analysis,
consideration was given to the financial planning considerations of the District. In particular,
emphasis was placed on minimizing rates, while providing adequate funds to support the
operational activities and necessary capital improvement needs over the review period.
Presented below in Table 3 - 4 is a summary of the District’s water revenue requirement based
on projected expenses and current rates. Detailed exhibits of this analysis can be found in the
Water Technical Appendix in Exhibit 3.

Table3-4

Summary of the Sewer Revenue Requirement Analysis ($000)

FY 2022 FY 2023 FY 2024 FY 2025 FY 2026 FY 2027

Revenues
Rate Revenues $5,129 $5,132 $5,135 $5,138 $5,141 S5,144
Other Revenues 273 279 281 295 308 314
Total Revenues $5,402 $5,411 $5,416 $5,433 $5,449 $5,458
Expenses
Total O & M $4,552 $5,386 $5,417 $5,661 $5,917 $6,186
Net Debt Service 0 0 0 0 0 0
Operating Transfer (755) (555) 157 586 527 414
Capital Transfer 1,605 1,606 1,608 1,609 1,611 1,613
Additional Capital Funding 0 0 0 0 500 600
Total Expenses $5,402 $6,437 $7,182 $7,856 $8,555 $8,813
Bal./(Def.) of Funds $0  ($1,026)  ($1,766)  ($2,423)  ($3,106)  ($3,355)
Balance as a % of Rate Adj. 0.0% 20.0% 34.4% 47.2% 60.4% 65.2%
Proposed Rate Adjustments 0.0% 20.0% 12.0% 9.5% 9.0% 3.0%
Add'l Revenue with Rate Adj. SO $1,026 $1,766 $2,423 $3,106 $3,355
Bal. / (Def.) After Rate Adj (0) 0 0 0 (0) 0

The water revenue requirement has summed the O&M, net debt service, and reserve funding for
the five-year rate setting period. The total revenue requirement is then compared to the total
revenues which are the rate revenues, at present rate levels, and other miscellaneous revenues.
From this comparison, a balance or deficiency of funds in each year can be determined. This
balance or deficiency of funds is then compared to the rate revenues to determine the level of
rate revenue adjustment needed to meet the revenue requirement. The “Bal. / (Def.) of Funds”
row is cumulative. That is to say, any adjustments in the initial years will reduce the deficiency in
the later years.
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As shown, the overall level of revenues needs to be increased over the test period to meet the
operating and capital needs of the water utility. It should also be noted that even with the
proposed revenue adjustment in FY 2023, operating reserves are needed to fund operating costs.
This funding allows for a lower increase in the overall revenue adjustment for FY 2023. Based on
the analysis, the District will need to adjust rate revenue levels in FY 2023 by 20.0%, 12.0% in FY
2024, 9.5% in FY 2025, 9.0% in FY 2026, and 3.0% in FY 2027. Based on the rate transition plan
provided in Table 3 — 4, the proposed annual revenue adjustments (blue shaded line) have been
developed to meet the operating and capital needs of the District in each year of the analysis.

3.1.9 Reserve Fund Levels

Another key element of determining the financial health and sustainability of the District’s water
utility is to review the level of available reserve levels after the proposed rate revenue
adjustments. In general, utilities can have several different reserves each with a different
purpose. The typical types of reserves utilities maintain are generally referenced as an operating
reserve and a capital reserve. Each of these funds can have a minimum ending balance that, if
reached or falls below, is a signal that the District should review the revenue sources associated
with each fund. The minimum ending balances will vary depending on the purpose of the fund
and the expected revenue sources.

The District’s water utility rate study included the review of two primary reserves.

Operating Reserve— This reserve is in place to meet the District’s cash flow needs as well as
funding during emergencies. The typical minimum ending balance for an operating reserve
ranges from 90 — 365 days of annual O&M expenses. The target minimum for the District for rate
setting purposes was set at 25% of annual O&M expenses and is approximately $1.1 million. This
target is used in order to maintain a sufficient amount of funds to cover expenses should any
unexpected interruption of rate revenues occur.

Capital Reserve — This reserve similar to the operating reserve but the capital expenses rather
than operating expenses. A capital reserve minimum balance is generally set on a level that
targets average annual capital needs or annual depreciation expense. For capital, the fund acts
to store funds for use towards future capital projects. In this way, the District can minimize the
impact to rates on an annual basis and maintain a more levelized projection of rates over time.
Again, these funds are in place to help support the capital needs of the system. For the rate study,
a target minimum was set at annual depreciation which for FY 2022 is $1.8 million.

Debt Reserve — This reserve, as the name implies, is relating to storing funds for debt service.
The idea being that the funds would be available to pay the annual debt service payment should
and unforeseen circumstance with regards to revenue generation or collection interruption. For
the water rate study, it is assumed that one year of average annual debt service will be held in
the debt reserve fund. This level of reserves will need to be reviewed as the District issues
additional long-term debt and the debt issuance may require a reserve fund.

3.1.10 Revenue Requirement Summary

Based on the revenue requirement analyses developed herein, HDR has concluded that the
District will need to adjust the level of water revenues received over the next five years (FY 2023
—FY 2027). HDR has reached this conclusion for the following reasons:
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® Rate adjustments are necessary to fund the water utility O&M costs

B Rate adjustments are necessary to maintain prudent funding of annual renewal and
replacement of the water system and specific capital improvements identified over this time
period

B The proposed adjustments will provide the District with a financially healthy water utility
(e.g., reserve levels, debt service coverage ratios) and provide long-term, sustainable funding
levels

In reaching this conclusion, HDR recommends that the District adopts the proposed annual
revenue adjustments for FY 2023 through FY 2027. This is in order to provide sufficient funding
for the O&M and capital improvement needs for the Study time period.

3.2 Water Cost of Service

In the previous section, the revenue requirement analysis focused on the total sources and
application of funds required to adequately fund the District’s water utility. This section will
provide an overview of the cost of service analysis developed for the District.

A cost of service analysis determines the proportional distribution of the total revenue
requirement between the various customer classes of service (Residential, Multi-Family,
Commercial, Irrigation, and Snowmaking). The previously developed revenue requirement for FY
2023 was utilized in the development of the cost of service analysis.

3.2.1 Objectives of a Cost of Service Study
There are two primary objectives in conducting a cost of service analysis:

1. Proportionally distribute the District’s revenue requirement among the customer classes
of service; and,

2. Derive average unit costs (i.e., cost-based rates) for subsequent rate designs

The objectives of the cost of service analysis are different from determining a revenue
requirement. As noted in the previous section, a revenue requirement analysis determines the
utility’s overall financial needs, while the cost of service analysis determines the proportional and
equitable manner to collect the revenue requirement from each of the customer classes of

service.

The results of the cost of service analysis determine the unit costs which are used in the
development of the final proposed rate designs. The water cost of service analysis provides a per
unit cost of water consumption based on each customer class’s proportional share of costs. For
example, a water utility incurs costs related to average day, peak day, fire protection, and
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customer-related cost components. A water utility must build sufficient capacity? to meet
summer peak capacity needs. Therefore, those customers contributing to those peak demands
on the system should pay their proportionately higher share of the costs to provide the capacity
in the system. The unit costs provide the relationship between these components which are then
used to set proportional and cost-based rates.

3.2.2 Determining the Customer Classes of Service
The first step in a cost of service analysis is to determine the customer classes of service. Based
on discussion with District staff, the classes of service used within the cost of service analysis

were:
e Residential
e Multi-Family
e Commercial
e |rrigation

e Snow Making

In determining classes of service for cost of service purposes, the objective is to group customers
together into similar or homogeneous groups based upon similar facility requirements and/or
demand characteristics. Currently, the District has a single rate structure for all customers. Based
on the District’s desire to evaluate and develop cost of service based rates, the customer classes
of service were developed for rate setting purposes. This is a key aspect of the cost of service
analysis that allows for the proportional and equitable distribution of costs to establish the
proposed rates for each customer class of service. Based on these customer classes of service,
each with their own unique customer consumption patterns, characteristics, and facility
requirements the cost of service can be developed.

3.2.3 General Cost of Service Procedures

In order to evaluate the equity and proportionality of the current rate structure for each
customer class of service on the District’s water system, a cost of service analysis is conducted. A
cost of service analysis utilizes a three-step approach to review costs. These steps take the form
of functionalization, allocation, and distribution. Provided below is a detailed discussion of the
water cost of service study conducted for the District, and the specific steps taken within the
analysis. The approach used for the District’s study conforms to generally accepted cost of service
methodologies as outlined in the AWWA M1 manual.

2 System capacity is the system’s ability to supply water to all delivery points at the time when demanded.
Coincident peaking factors are calculated for each customer class at the time of greatest system demand. The time
of greatest demand is known as peak demand. Both the operating costs and capital assets related costs incurred to
accommodate the peak demands are generally allocated to each customer class based upon the class’s
contribution to the peak month, day or hour event.
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3.2.3.1 Functionalization of Costs

The first analytical step in the cost of service process is called functionalization. Functionalization
is the arrangement of O&M expense and asset data by major operating functions (e.g., supply,
transmission, storage, distribution). Within this study, there was a limited amount of

functionalization of the cost data as it was largely
accomplished within the District’s system of accounts.

3.2.3.2 Aliocation of Costs

The second analytical task performed in a water cost of
service study is the allocation of the costs. The allocation
of costs examines why the expenses were incurred or
what type of need is being met. The following allocation
components were used to develop the water cost of
service analysis:

Commodity Related Costs: Commodity costs are those
costs which tend to vary with the total quantity of water
consumed by a customer. Commodity costs are those
incurred under average load (demand) conditions and
are generally specified for a period of time such as a
month or year. Chemicals or utilities (i.e., electricity) are
examples of commodity-related cost as these costs tend
to vary based upon the total demand of water.

Capacity Related Costs: Capacity costs are those which
vary with peak demand, or the maximum rates of flow
to customers. System capacity is required when there
are large demands for water placed upon the system
(e.g., summer lawn watering). For water utilities,
capacity related costs are generally related to the sizing
of facilities needed to meet a customer’s maximum
water demand at any point in time. For example,
portions of distribution storage reservoirs and mains
(pipes) must be adequately sized to meet the peak
demands of the system and for each customer class of
service.

Customer Related Costs: Customer costs are those costs
which vary with the number of customers on the water
system. They do not vary with system output or
consumption levels. These costs are also sometimes
referred to as readiness to serve or availability costs.
Customer costs may also sometimes be further allocated
as either actual or weighted. Actual customer costs vary
proportionally, from customer to customer, with the
addition or deletion of a customer regardless of the size

Water Cost of Service Analysis
Terminology

Functionalization — The arrangement
of the cost data by functional category

(source of supply, distribution,
treatment, etc.).

Allocation — The assignment of
functionalized costs to cost
components (e.g., commodity,

capacity, customer, and fire protection
related).

Distribution —  Distributing  the
allocation costs to each class of service
based upon each class’s proportional
contribution to that specific cost
component.

Commodity Costs — Costs that are
allocated as commodity related vary
with the total demand of water (e.g.,
chemical use at a treatment plant).

Capacity Costs — Costs allocated as
capacity related vary with peak day or
peak hour usage. Facilities are often
designed and sized around meeting
peak demands.

Fire Protection Costs — Costs that are
related to fire protection services (e.g.,
hydrants, oversizing of storage and
distribution mains).

Customer Costs — Costs allocated as
customer related vary with the
number of customers on the system
(e.g., metering costs).

FOR
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of the customer. An example of an actual customer cost is postage for mailing bills. This cost does
not vary from customer to customer, regardless of the size or consumption characteristics of the
customer. In contrast, a weighted customer cost reflects a disproportionate cost, from customer
to customer, with the addition or deletion of a customer. Examples of weighted customer costs
are items such as meter maintenance expenses, where a large commercial customer requires a
significantly more expensive meter than a typical residential customer.

Public Fire Protection Related Costs: Fire protection costs are O&M and capital costs necessary
to allow for public fire protection functions. Usually, such costs relate to public fire hydrants and
the over-sizing of mains and distribution storage reservoirs for fire protection purposes.

Revenue Related Costs: Some costs associated with the utility may vary with the amount of
revenue received by the utility. An example of a revenue related cost would be a utility tax which
is based on the gross utility revenue.

Direct Assignment: Some costs associated with the utility may be directly assigned to a specific
customer class, or classes. This can be a specific O&M expense or component of the
infrastructure that only benefits a specific customer class, or classes.

3.2.4 Development of Distribution Factors

Once the allocation process is complete, and the customer groups have been defined, the various
allocated costs are distributed to each customer group. The District’s allocated costs were
proportionally distributed to the previously identified customer groups using the following
distribution factors.

e Commodity Distribution Factor: As noted earlier, commodity-related costs vary with the
total water consumption. Therefore, the commodity distribution factor was based on the
projected total metered consumption plus losses for each class of service based on recent
customer metered consumption data and projected for the FY 2023 cost of service.

e Capacity Distribution Factor: The capacity distribution factor was developed based on the
estimated contribution to peak day use of each class. Peak day use by customer class of
service was calculated by developing peaking factors for each customer group. For the
District’s Study, the peaking factor was defined as the relationship between peak day
contribution and average day use and determined for each customer group based on a review
of the average month to peak month usage for each class of service. Given an estimated
peaking factor, the peak day contribution for each class of service was developed.

e Customer Distribution Factor: Customer costs vary with the number of customers on the
system. Two basic types of customer distribution factors were identified — actual and
weighted. The distribution factor for actual customers were based on the projection of the
number of customers developed within the revenue requirement. The weighted customer
distribution factor is for meters and services. This factor is calculated on the number of
equivalent meters for each customer class. This reflects the difference in costs associated
with providing service to larger sized meters.

e Public Fire Protection Distribution Factor: The development of the distribution factor for
public fire protection expenses involved an analysis of each class of service and their
respective fire flow requirements. The analysis considered the gallon per minute fire flow
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requirements in the event of a fire, along with the duration of the required flow. The fire flow
rates used within the distribution factor were based on industry standards estimates for each
customer class of service. The minimum fire flow requirements are then multiplied by the
number of customers in each class of service, and the assumed duration of the fire, to
determine the class’s prorated fire flow requirements.

e Revenue Related Distribution Factor: The revenue related distribution factor was developed
from the projected rate revenues for FY 2023 for each customer class of service. These same
revenues were used within the revenue requirement analysis discussed previously.

As mentioned previously, in a cost of service study, the distribution factors represent a group of
similar customers. For example, based on the review of the customer types and consumption
characteristics the previously discussed customer classes of residential, commercial, irrigation,
and snow making. Details related to the distribution of costs is found in Exhibits 6 through 10 of
the Water Technical Appendix.

3.2.5 Functionalization and Allocation of Plant in Service

As noted, the first step of the cost of service analysis is the functionalization and allocation of
plant in service. In performing the functionalization of plant in service, HDR utilized the District’s
historical plant (asset) records. Once the plant assets were functionalized, the analysis shifted to
the allocation of the asset. The allocation process included reviewing each group of assets and
determining which costs the assets were related to. For example, the District’s assets were
allocated as: commodity-related, capacity-related, customer-related, revenue-related, public fire
protection-related, or a direct assignment. The following approach is based on the methodology
as described in the AWWA M1 Manual and the District’s specific water system operating and
customer characteristics.

Water Distribution — Assets related to improvements for water distribution were allocated 45.0%
to weighted customer meters, 51.0% to capacity, and 4.0% to fire protection. This is based on the
minimum system analysis of the District’s water pipeline length by diameter. This reflects the fact
that a portion of the system is designed around customer peak demands based on the number
of equivalent meters, system oversizing to reflect peak day needs, and oversizing to meet fire
protection needs. Land assets were allocated 100.0% to commodity.

Water Treatment Plant — Water treatment plant assets related to the systems was allocated as
50.5% commodity related and 49.5% capacity related. This reflects the operation of the
treatment facilities as meeting both average day and peak day demands on the system based on
how the system operates.

Distribution Storage — Storage assets we allocated 92.0% capacity related and 8.0% to fire
protection. This was based on the need to meet peak day demands of the system and oversizing
to meet fire protection needs.

Table 3 - 5 provides a summary of the basic functionalization and allocation of the major water
plant items.
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Table3 -5

Summary of the Allocation of Water Plant in Service

Commodity  Capacity  Customer Fire Revenue Direct

Category Related Related Related Protection Related Assign.
Land 100.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Source of Supply 50.5% 49.5% 0.0% 0.0% 0.0% 0.0%
Pump Station 50.5% 49.5% 0.0% 0.0% 0.0% 0.0%
Storage 0.0% 92.0% 0.0% 8.0% 0.0% 0.0%
Water Distribution 3.6% 30.6% 58.8% 7.0% 0.0% 0.0%
Water Treatment 50.5% 49.5% 0.0% 0.0% 0.0% 0.0%
Net Plant in Service 32.3% 39.9% 25.4% 2.4% 0.0% 0.0%

A more detailed exhibit of the functionalization and allocation of water plant (assets) can be
found in the Water Technical Appendix in Exhibit 12.

3.2.6 Functionalization and Allocation of Operating Expenses

As noted in the AWWA M1 Manual, operating expenses are generally functionalized and
allocated in a manner similar to the corresponding plant account. For example, maintenance of
distribution mains is typically allocated in the same manner (allocation percentages) as the plant
account for distribution mains. This approach to allocating the District’s operating expenses was
used for this analysis. Although in general, the District does separate O&M expenses by function
(e.g., supply, distribution), not all of the O&M is functionalized which is not uncommon for
utilities. As a result, the approach to allocate the operating expenses was based on the allocation
of the plant, or asset data, which reflects the investment made by the District to provide service.

For the Study, the revenue requirement for FY 2023 was functionalized and allocated based on
the approach noted above. The District utilized a cash basis revenue requirement, which was
comprised of operation and maintenance expenses, rate funded capital, debt service, and
reserve funding. Provided in Table 3 — 6 is a summary of the allocation of the water revenue
requirement to the cost centers. The allocation of revenue requirement is further detailed in
Exhibit 14 to the Water Technical Appendix.

Table3-6
Summary of the Allocation of the Revenue Requirement (S000)
Wt. Cust
Actual Wt. Cust. Mtrs & Fire Revenue
Commodity  Capacity Customer Actg. Srves Protection Related
Net Revenue
P — $1,119 $2,010 $20 SO 52,838 $171 SO
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3.2.7 Major Assumptions of the Cost of Service Study
A number of key assumptions were used within the District’s water cost of service study. Below
is a brief discussion of the major assumptions used.

e A test period of FY 2023 was used for the cost of service analysis in order to select the
expenses which should be allocated and distributed for the rate setting period. The
revenue and expense data used was previously developed within the revenue
requirement study.

e A cash basis approach was utilized which conforms to generally accepted water cost of
service approaches and methodologies

e The allocation of plant in service was developed based upon generally accepted cost
allocation techniques. Furthermore, they were developed using the District’s specific
data.

e Consumption by cost or class of service used within this study were developed for each
class of service from historical usage information provided by the District’s

e Peak day capacity allocation factors were calculated based upon each customer group’s
average to peak month relationship

3.2.8 Summary Results of the Cost of Service Analysis

In summary form, the cost of service analysis began by functionalizing the previously developed
water revenue requirement for FY 2023. The functionalized revenue requirement was then
allocated into the various cost components. The individual allocation totals were then distributed
to the various customer classes of service and tiers based on the appropriate distribution factor.
For example, commodity related costs were distributed based on the commodity distribution
factor which was based on annual water consumption. Each customer class is distributed their
proportional share of commodity costs based on total annual water consumption by tier.
Similarly, capacity costs were distributed proportionally based on the capacity distribution factor.
This factor reflects the peaking characteristics of each class, and tier. In this way, each class, and
tier, is distributed the proportional share of costs allocated to the capacity component.

The distributed expenses for each customer class were then aggregated to determine each
customer class’s overall revenue responsibility. Shown below in Table 3 — 7 is a summary of the
distributed costs to each customer class of service, also described in Exhibit 14b to the Water

Technical Appendix.
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Table3 -7

Summary of the Distribution of the Water Revenue Requirement (S000)

Component Residential = Multi-Family = Commercial Irrigation Snowmaking Total
Commodity $524 $272 $83 S180 S61 $1,119
Capacity 1,006 422 115 411 55 2,010
Actual Customer 17 1 if 0 0 20
Cust. Acctg. 0 0 0 0 0 0
Meters & Services 1,173 1,298 240 101 24 2,838
Fire Protection 69 76 26 0 0 171
Revenue Related 0 0 0 0 0 0
Direct Assign. 0 0 _ 0 _ 0 0 0
Total $2,790 $2,070 $465 $693 $140 $6,158

The District’s water cost of service study distributes the FY 2023 revenue requirement to each
customer class with their respective benefit received from and burdens placed on the water
system (proportional distribution). A cost of service analysis is based on one year’s O&M expense
data and projected customer usage information. Given this, the results of the cost of service
analysis may change from year to year. As the District continues to monitor rates and cost of
service results through future studies, future cost of service adjustments may be necessary to
reflect costs and customer consumption patterns at that time.

Based on the proportional distribution of the costs, a comparison is made to the current revenues
to determine the overall revenue adjustment by class of service to meet the overall system
revenue needs. Provided in Table 3 - 8 is a summary of the cost of service analysis.

Table3-8
Summary of the Water Cost of Service Analysis (S000)
Present Distributed S %
Class of Service Revenues Costs Difference Difference
Residential $2,429 $2,790 ($361) 14.8%
Multi-Family 1,800 2,070 (271) 15.0%
Commercial 395 465 (70) 17.7%
Irrigation 397 693 (296) 74.4%
Snowmaking 110 140 (30) 26.7%
Total System $5,021 $6,018 ($997) 20.0%

As can be seen in Table 3 - 8, while an overall revenue adjustment of 20.0% is necessary, the
distribution of costs results in different revenue adjustments by class of service. It is important
to note that the result of the cost of service analysis are a snapshot in time and may change from
year to year depending on the inputs. Given this, the results of the cost of service analysis are
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reviewed from a range of reasonableness perspective. Based on this, the class of service that is
outside of the range of reasonableness is the irrigation customer class.

3.2.9 Consultant’s Conclusions and Recommendations

The results of the cost of service show differences in the cost to serve each customer class. The
District currently has a single rate structure, that applies to all customers. However, in discussion
with staff it was decided to develop a separate consumption charge for Irrigation customers to
address the results of the cost of service analysis. The next section — 3.4 or the rate design —it is
discussed how the rate structure is adjusted to reflect the results of the cost of service. It is
recommended that the District perform future cost of service analyses and review the results to
see if any trends are apparent.

3.2.10 Summary of the Cost of Service Analysis

This section of the report has provided the recommendations resulting from the cost of service
analysis developed for the District’s water utility. This analysis was prepared using generally
accepted cost of service techniques as provided in the AWWA M1 Manual. The following section
of the report will provide a summary of the present and proposed rates for the District’s water
utility.

3.3 Water Rate Design

The final step of the District’s water rate study is the design of rates to collect the desired levels
of revenues, based on the results of the revenue requirement analysis as well as incorporating
recommended adjustments from the cost of service analysis. In reviewing District’s rates,
consideration must be given to the level of the rates as well as the structure of the rates. The
level of rates reflects the amount of revenues that should be collected while the structure of the
rates is how it is collected (charged) from the customers.

The overall revenue level for the District’s has been established in the revenue requirement
analysis while the proportional distribution of costs between the various customer classes has
been developed in the cost of service analysis which provides the revenue levels to be collected
from each class of service.

3.3.1 Rate Design Criteria and Considerations
Prudent rate administration dictates that several criteria must be considered when setting utility
rates. Some of these rate design criteria are listed below:

Rates which are easy to understand from the customer’s perspective

Rates which are easy for the District to administer

Consideration of the customer’s ability to pay

Continuity, over time, of the rate making philosophy

Policy considerations (encourage efficient use, economic development, etc.)
Provide revenue stability from month to month and year to year

Promote efficient allocation of the resource

Equitable and non-discriminatory (cost-based)
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It is important that the District provide its water customers with a proper price signal as to what
their consumption and peaking (demand) requirements are costing. This goal may be approached
through rate level and structure. When developing the proposed rate designs, all the above listed
criteria were taken into consideration. However, it is difficult, if not impossible, to design a rate
that meets all the goals and objectives listed above. For example, it may be difficult to design a
rate that takes into consideration the customer’s ability to pay, and one which is cost-based. In
designing rates, there are always trade-offs between these various goals and objectives.

3.3.2 Present Water Rates

The District currently has the same rate structure for all customers. The structure includes a fixed
base charge which is flat for residential and multi-family then for all other customers it is based
on the service meter size and adjusted by the CAF factor or the meter equivalency factor.
Customers are also charged a capital improvement charge that is assessed in the same manner
as the fixed base charge. There is also a three tier volumetric consumption charge for all usage,
use from 20,000 to 60,000 gallons, and over 60,000 gallons. These tiers are fixed for residential
customer, but are adjusted based the CAF factor corresponding to the service meter size. In this
way, the tier sizes for larger customers reflect the demands and use of water by customers and
the capacity provided through the fixed meter charge.

3.3.3 Summary of the Proposed Water Rates

Developing cost-based rates is of paramount importance in developing proposed water rates.
HDR developed the District’s proposed rates based on the methodologies provided in the AWWA
M1 Manual.

Based on the results of the cost of service and in discussion with the District, it was determined
that the current rate structure should be adjusted reflect the results of the cost of service
analysis. The most concise and direct way to address this was to develop a separate volumetric
charge for irrigation customers to reflect the peak capacity requirements these customers place
on the system. The following discussion provides a more detailed analysis of the costing
techniques and methodologies used to support the District’s proposed water rate design.

The next step is to develop the proposed rates for the next five-year period. The capital charge is
calculated based on the capital improvement projections as developed in the revenue
requirement for the rate setting period, both direct capital funding and annual debt service
payments. Then the fixed and variable charges were adjusted to target the overall rate revenue
adjustment. Provided below is a summary of the present and proposed rates for each customer
class of service for each year of the review period. Provided below in Table 3 — 9 is a summary of
the current and proposed rates for the District’s customers.
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Table3-9

Summary of the Present and Proposed Water Rates

Present Rates FY 2023 FY 2024 FY 2025 FY 2026 FY 2027
Meter Fee
3/4" $11.97 $15.88 $18.70 $21.15 $21.85 $22.40
1" 19.99 26.52 31.23 35.32 36.49 37.41
1.1/2* 39.86 52.88 62.27 70.43 72.76 74.59
2" 63.80 84.64 99.67 112.73 116.46 119.39
3" 119.70 158.80 187.00 211.50 218.50 224.00
4" 199.54 264.72 311.73 352.57 364.24 373.41
6" 398.96 529.28 623.27 704.93 728.26 746.59
8" 638.36 846.88 997.27 1,127.93 1,165.26 1,194.59
10” 917.50 1,217.20 1,433.35 1,621.15 1,674.80 1,716.96
Capital Improv. Fee
3/4" $15.10 $15.10 $15.10 $15.10 $19.70 $20.64
iy 25:22 25.22 25.22 25.22 32.89 34.47
11/2" 50.28 50.28 50.28 50.28 65.58 68.74
2" 80.48 80.48 80.48 80.48 104.98 110.03
3" 151.00 151.00 151.00 151.00 196.95 206.43
4" 251.72 251.72 251.72 251.72 328.32 344,12
6" 503.28 503.28 503.28 503.28 656.44 688.04
8" 805.28 805.28 805.28 805.28 1,050.34 1,100.90
10” 1,157.42 1,157.41 1,157.41 1,157.41 1,509.63 1,582.29
Admin Fee $3.97 $4.23 $4.44 $4.66 $4.89 $5.14
Defensible Space 1.05 1.05 1.05 1.05 1.05 1.05
Water Use (Res & Com)
All Use $1.55 $2.02 $2.35 $2.62 $2.66 $2.70
Tier 1 0.93 1.21 1.41 1.57 1.60 1.62
Tier 2 2:27 2.96 3.44 3.84 3.90 3.95
Water Use (Irrigation)
All Use $1.55 $2.20 $2.76 $3.20 $3.60 $3.85
Tier 1 0.93 132 1.66 1.92 2.16 2.31
Tier 2 2,27 3.22 4.04 4.69 5.27 5.64

As noted, the capital charge is based on the capital funding needs in each year, both direct capital
and annual debt service payments. The admin fee was adjusted annual based on the annual
increase in costs for those expense accounts as developed in the revenue requirement. The
meter charge and consumption charge were then increased to meet the overall revenue target
for each year.

For the irrigation customer class of service, a separate consumption charge was developed to
reflect the results of the cost of service which showed the need to increase the revenue
specifically for this customer class of service. As can be seen above, the fixed and capital charges
are the same for all customers and only the consumption charge varies for irrigation customers.
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It is important to note that the monthly bill impacts will vary between customer classes and also
customers in the same class depending on the meter size and amount of consumption. The
proposed rates meet the overall revenue adjustments necessary to fund operating and capital
costs as developed in this Study, as well as a transition of the implementation of the cost of
service results, specifically for the irrigation customers.

3.3.4 Water Rate Study Recommendations
Based on the results of the water rate study, HDR recommends the following:

B Revenue adjustments are necessary to prudently fund operating and capital renewal and
replacement expenses
» Revenues should be adjusted 20.0% in FY 2023, 12.0% in FY 2024, 9.5% in FY 2025,
9.0% in FY 2026, and 3.5% in FY 2027
B Priorto the end of the financial planning projected period, the District should complete a
review of the water revenue levels and costs at that time.

3.4 Summary of the Water Rate Study

This completes the analysis for the Incline Village General Improvement District’s water utility.
This study has provided a comprehensive review and development of proposed water rates for
the District. Adoption of the proposed water rates will allow the District to meet its current and
projected financial obligations for the time period reviewed based on the assumed customer
growth, capital plan, and inflationary increases in operating costs. Should these assumptions
change, the proposed rate adjustments may also need to be revised to reflect the current

conditions.
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I. 4 Development of the Sewer Study

This section of the report will describe the development of the sewer rate study. This includes
the development of the revenue requirement, cost of service, and rate design analyses. Each of
these analyses was completed for the sewer utility based on the specific customer and system
characteristics. The following discussion will outline the summary of each of these analyses to
support the development of cost-based and proportional sewer rates.

4.1 Revenue Requirement

This section describes the development of the revenue requirement analysis for the District’s
sewer utility. The revenue requirement analysis is the first analytical step in the comprehensive
rate study process. From this analysis, a determination can be made as to the overall level of
sewer rate adjustments needed to provide adequate and prudent funding for both operating and
capital needs of the utility. A significant objective of a rate study is to develop cost-based rates
over the rate setting period.

4.1.1 Determining the Revenue Requirement

In developing the District’s sewer revenue requirement, the utility must financially “stand on its
own” and be properly funded. As a result, the revenue requirement analysis, as developed
herein, assumes the full and proper funding needed to operate and maintain the District sewer
system on a financially sound and prudent basis. The following sections will provide a more
detailed discussion of the development of the sewer revenue requirement analysis for the
District.

4.1.2 Establishing a Time Frame and Approach

The first step in calculating the revenue requirement for the District’s sewer system was to
establish a time frame for the revenue requirement analysis. A 10-year period was determined
to be an appropriate amount of time for the revenue requirement and matches the approach
taken for the water utility. This financial plan was composed of the District’s FY 2022 budget
which was then projected based on assumed escalation factors. Reviewing a multi-year time
period is recommended since it attempts to identify any major expenses that may be on the
horizon. By anticipating future financial requirements, the District can begin planning for these
changes sooner, thereby minimizing short-term rate impacts and overall long-term rates.

The second step in determining the sewer revenue requirement was to decide on the basis of
accumulating costs. In this particular case, for the revenue requirement analysis a “cash basis”
approach was utilized just as for the District’s the water utility. The cash basis approach is the
most commonly used methodology by municipal utilities to set their revenue requirement. This
is also the methodology that the District has historically used to establish their sewer revenue
requirements.

Given a time period around which to develop the revenue requirement and a method to
accumulate the costs, the focus then shifts to the development and projection of the revenues
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and expenses of the District’s sewer utility. The primary financial inputs in the development of
the revenue requirement were the District’s adopted budget documents, recent billed customer
data, and the District’s capital improvement plan. Presented below is a detailed discussion of the
steps and key assumptions contained in the development of the projections of the District’s
sewer revenue requirement analysis.

4.1.3 Projecting Rate and Other Miscellaneous Revenues

The first step in developing a projection of the sewer rate revenues, at present rate levels, was
to determine the projected billing units (fixed based on the number of accounts). The billing units
were based on the most recent 12-month period (August 2020 to July 2021) to determine the
current customer billing characteristics. These

FY 2022 Rate Revenue ($000s) billing units were then multiplied by the
_ corresponding present sewer rates. This method of
C°";’;‘;;°'a" independently calculating revenues links the

projected revenues used within the analysis to the
projected billing units. It also helps to confirm that
Residential the billing units used within the Study are
Multi-Family NN\ $2858 reasonable for purposes of projecting future
$2,968 revenues, customer characteristics or units for the
cost of service analysis, and provide the units for
establishing the proposed rates to collect the target
level of revenues. The rate revenues are also shown
in Exhibit 3 under “Rate Revenues” for FY 2022.

In total, and at adopted rate levels, the District’s sewer utility is projected to receive
approximately $6.5 million in rate revenue in FY 2022. Based on current District planning
documents, the Study has assumed a conservative assumption for customer growth of 0.1% per
year. By FY 2027, the rate revenues - assuming no rate adjustments - are projected to be
approximately $6.6 million. The detailed calculation of the revenues at present rates is included
in Exhibit 6 of the Sewer Technical Appendix.

In addition to rate revenues, the District also receives other non-operating revenues. These are
revenues related to interest income, fees, other misc. revenue, etc. In total, the sewer utility is
projected to receive approximately $384,000 in FY 2022. Non-operating revenues were
estimated to decrease over the Study time period and reach approximately $343,000 by FY 2027
given declining fund balance as existing reserves are used to fund the effluent pipeline project.

On a combined basis, considering the rate revenues and the miscellaneous revenues, the
District’s sewer utility has total projected revenues of approximately $6.9 million in FY 2022. This
amount is anticipated to remain flat at approximately $6.9 million in FY 2027. The assumptions
used for projecting growth and increases in miscellaneous revenues can be found in Exhibit 2 of
the Sewer Technical Appendix. The projection of rate and miscellaneous revenues can be found
in Exhibit 3.
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4.1.4 Projecting Operation and Maintenance Expenses

Operation and maintenance (O&M) expenses are incurred by the District to maintain the sewer
system collection, pumping, and treatment at a consistent, high level, of service. The starting
point of the projection of O&M expenses was the District’s adopted FY 2022 budget. Budgeted
O&M expenses were projected over the rate Study time period based on historical inflationary
factors. These factors took into consideration the District’s historical cost increases and projected
increases and are summarized below.

Table4 -1
Summary of the Sewer O&M Escalation Factors

FY 2023 FY 2024 FY 2025 FY 2026 FY 2027
Labor 6.5% 5.0% 5.0% 5.0% 5.0%
Benefits - Medical 5.0% 10.0% 10.0% 10.0% 10.0%
Benefits - Other 6.0% 6.0% 6.0% 6.0% 6.0%
Professional Srvcs. 6.5% 5.0% 5.0% 5.0% 5.0%
Materials & Supplies 10.0% 3.0% 3.0% 3.0% 3.0%
Equipment 10.0% 4.0% 4.0% 4.0% 4.0%
Chemicals 10.0% 5.0% 5.0% 5.0% 5.0%
Utilities 10.0% 4.0% 4.0% 4.0% 4.0%
Insurance 3.0% 3.0% 3.0% 3.0% 3.0%
Power 4.0% 4.0% 4.0% 4.0% 4.0%
Miscellaneous 2.5% 2.5% 2.5% 2.5% 2.5%

In total, O&M expenses were projected to increase at an annual inflation rate of approximately
6.9% over the Study time period. The escalation factors used are shown in Exhibit 2 of the Sewer
Technical Appendix. In addition to the budgeted O&M expenses, there was also additional O&M
expenses regarding staffing needs starting in FY 2023 as well as a one time contingency
adjustment in FY 2023 given the uncertainty of current inflation trends and recent increases in
costs experienced by the District.

The total operation and maintenance expenses for the sewer utility are budgeted to be
approximately $4.4 million in FY 2022. Over the five-year projected rate setting period, the total
O&M expenses are projected to increase to approximately $6.2 million by FY 2027.

4.1.5 Projecting Capital Funding Needs

A key component in the development of the sewer revenue requirement was to adequately fund
capital improvement needs in the short- and long-term. One of the major issues facing many
utilities across the U.S. is the amount of deferred capital projects and the funding pressure from
regulatory-related improvements. The proper and adequate funding of capital projects is an
important issue for all utilities and not just a local issue or concern of the District. To accomplish
this, the District has a Capital Improvement Plan (CIP) to address both the short- and long-term
needs of the sewer utility. The District’s CIP will help guide and prioritize capital projects over
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time and capital investments to expand the capacity of facilities to accommodate future
customers.

In general, there are three types of capital projects that the District may need to fund. These
include the following types:

B Renewal and replacement projects

B Growth/capacity expansion projects

m Regulatory-related projects

A renewal and replacement project is essentially a project to maintain the existing system that is
in place today. Existing facilities become worn out, obsolete, etc. The District should continuously
be making investments to maintain the integrity of its facilities with renewal and replacement
projects. Growth / capacity expansion projects are related to providing service to new customers.
This may be through expansion of the existing system or construction of new facilities to provide
service to customers within the District service area. Additionally, certain projects may be a
function of a regulatory requirement in which the Federal or State government mandates the
need for an improvement to the system to meet regulatory standards. Understanding these
different types of capital projects is important because it may help to explain why costs are
increasing and the cost drivers for any needed rate adjustment.

The way in which projects are funded may vary by the type of capital project. For example,
renewal and replacement projects should be funded through annual rates on a “pay-as-you-go
basis”. In contrast to this, growth or capacity expansion projects may be funded through the
collection of capacity charges (i.e., growth-related charges) in which new development pays a
proportional and equitable share of the cost of improvements required as a result of their
connection (impact) and that benefit development. Finally, regulatory projects may be funded by
a variety of different means, which may include one or more sources such as rates, long-term

debt, grants, etc.

While the above discussion appears to neatly divide capital projects into three clearly defined
categories, the reality of working with specific capital projects may be more complex. For
example, a mainline may be replaced, but while being replaced, it is up-sized to accommodate
the need for greater capacity. There are many projects that share these “joint” characteristics.
At the same time, projects may not be “replacement” related, but rather “improvement” related.
Provided below in Table 4 - 1 is a summary of the sewer utility capital funding analysis, based on
the District’s CIP.
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Table4-2

Summary of the Sewer Capital Funding Plan (S000)

FY 2022 FY 2023 FY 2024 FY 2025 FY 2026 FY 2027

Total Capital Improvement Projects $7,636  $11,507 $12,871  $13,523  $14,764 $1,473

Less: Other Funding

Operating Fund $0 $0 $0 S0 S0 $0
Capital Fund 3,261 125 821 823 1,089 498
Effluent Reserve Fund 1,000 11,382 1,000 0 0 0
USDA Grant 3,375 0 0 0 0 0
Revenue Bonds 0 0 10,800 12,200 13,000 0
Total Other Funding $7,636 $11,507 $12,621 $13,023 $14,089 $498
Rate Funded Capital 1] S0 $250 $500 $675 $975

While the total amount of capital improvements will vary from year to year, the sewer capital
funding plan has attempted to provide a consistent, annual funding source for the replacement
of deteriorating system assets. In this case, the sewer rate structure includes a capital charge that
provides funding for annual capital improvement needs. In addition to this, to fund the capital
plan, and assumed long-term debt issuance, additional capital funding is necessary. As noted in
the table above, this funding level will need to be increased by $250,000 in FY 2024 and increasing
to $975,000 in FY 2027.

As a point of reference, the District’s annual depreciation expense for FY 2022 is approximately
$1.8 million. Similar to the target for the water utility, a desirable funding target for rate funded
CIP is an amount equal to or greater than annual depreciation expense in order to approximately
keep up with the rate of deterioration of the system assets. This level of funding appears
appropriate based on the level of annual depreciation expense. However, as part of the focus of
developing the capital funding analysis, the District will need to increase the level of the capital
charge by $975,000 by FY 2027 to fund the identified capital and annual debt service payments.

As noted in the water capital funding section, annual depreciation expense is not the same as
replacement cost. Thus, funding an amount which exceeds the depreciation expense is both
prudent and appropriate. As noted, to help establish a prudent level of annual replacement
funding through rates, HDR worked with District staff to develop a funding plan for the CIP. In
developing this financial plan, HDR and the District have attempted to minimize rate impacts
while funding the necessary capital projects of the sewer utility.

4.1.6 Projection of Debt Service

The District currently has two outstanding long-term debt issues for the sewer utility with a total
annual payment (P+l) of approximately $336,000 in FY 2022. Over the rate setting period, both
of the existing issuances are fully paid for. At this time, it is assumed that the District will need to
issue new long-term debt to fund sewer utility capital improvements, primarily the effluent
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pipeline project, over the five-year review period. This results in a total long-term debt service of
$2.8 million in FY 2027.

HDR is not advising the District on the terms of any bond issuances, only identifying the overall
funding needs. HDR is not acting in a municipal advisor role to the District for the issuance of any
long-term borrowing.

4.1.7 Reserve Funding

The final component of the revenue requirement analysis is reserve funding. This can be
described as transfers of revenue to reserve funds to maintain prudent ending fund balances or
for future funding of specific or unanticipated projects. For the District, funds from the capital
charge component of the rates are transferred into the capital fund in order to pay for annual
capital improvement projects and annual debt service. In addition, once rates are set at a
sufficient level, annual revenues are transferred to meet the operating fund minimum target
balances.

4.1.8 Summary of the Sewer Revenue Requirement

Given the above projections of revenues and expenses, a summary of the sewer revenue
requirement analysis can be developed. In developing the revenue requirement analysis,
consideration was given to the financial planning considerations of the District. In particular,
emphasis was placed on attempting to minimize rates, yet still have adequate funds to support
the operational activities and capital projects throughout the projected time period. Presented
in Table 4 - 2 is a summary of the projected sewer revenue requirement. Detailed exhibits of this
analysis can be found in the Sewer Technical Appendix (Exhibits 1 - 6).

Table4 -3

Summary of the Sewer Revenue Requirement Analysis (S000)
FY2022  FY2023  FY2024  FY2025  FY2026  FY 2027

Revenues
Rate Revenues $6,522 $6,529 $6,535 $6,542 $6,548 $6,555
Other Revenues 384 339 325 326 332 339
Total Revenues $6,907 $6,868 $6,860 $6,868 $6,880 $6,894
Expenses
Total 0 & M $4,449 S$5,301 S5,347 S5,606 $5,878 $6,164
Additional Capital Funding 0 0 250 500 675 975
Net Debt Service 0 0 0 0 0 0
Operating Fund Transfers (766) (680) (47) 128 424 198
Capital Fund Transfers 3,223 3,227 3,230 3,233 3,236 3,239
Total Expenses $6,907 $7,847 $8,780 $9,467 $10,214 $10,576
Bal./(Deficiency) of Funds o) ($979) ($1,920) (52,599) ($3,333) ($3,683)
Balance as % of Rev from Rates 0.0% 15.0% 29.4% 39.7% 50.9% 56.2%
Proposed Rate Adjustments 0.0% 15.0% 12.5% 8.0% 8.0% 3.5%
Add'l Revenue with Rate Adj. SO S979 $1,920 $2,599 $3,333 $3,683
Bal. / (Def.) After Rate Adj. SO SO SO SO SO SO
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As can be seen, the revenue requirement has summed the O&M, rate funded capital, net debt
service, and reserve funding components. Similar to the water utility analysis, the annual debt
service is funded through the existing capital charge component of the sewer rates. The total
revenue requirement is then compared to the total revenues which include both rate revenues
— at current rate levels — and other revenues. From this comparison, a balance or deficiency of
funds in each year can be determined. This balance or deficiency of funds is then compared to
the projected revenues from current rates to determine the level of rate adjustment needed to
meet the revenue requirement. The “Bal. / (Def.) of Funds” row is cumulative. That is, any
adjustments in the initial years will reduce the deficiency in the later years. Over this Study time
period, the total deficiency in revenues is approximately $3.7 million.

The revenue requirement in Table 4 - 3 have been developed to meet financial planning
objectives of the District. More specifically, the District desires to adequately and prudently fund
the sewer operating and capital needs. Table 4 - 3 has also included a set of proposed rate
revenue adjustments (blue highlighted band) which are sufficient to meet the total revenue
requirements over the projected time period. The proposed revenue adjustments are a function
of assumed inflation over this time period, coupled with the need to increase the capital
improvement funding from rates (renewal and replacement funding), meet minimum reserve
levels, fund annual debt service payments, and meet legally required debt service coverage
ratios. It should also be noted that even with the proposed rate revenue adjustment in FY 2023,
existing reserves are being used to reduce the overall necessary revenue needs.

The overall revenue adjustments may not reflect the final rate adjustments, or bill impacts, seen
by the District’s customers. The overall revenue adjustment reflects the needed revenues for the
system as a whole. A more detailed revenue requirement is included in Exhibit 3 of the Sewer

Technical Appendix.

4.1.9 Consultant’s Conclusions

Based on the revenue requirement analysis developed herein, HDR recommends that the District
adjust sewer revenues annually over the next five-year period (FY 2023 — FY 2027). HDR has
reached this conclusion for the following reasons:

B Revenue adjustments are necessary to fund the District’s capital improvement needs

B The revenue adjustments are necessary in order to fund the annual inflationary costs related
to annual sewer O&M

® The proposed revenue adjustments maintain the District’s strong financial health and provide
long-term sustainable funding levels

In reaching this conclusion, HDR would recommend that the District adopt the proposed sewer
rate revenue adjustments in order to provide sufficient funding for annual O&M and capital
improvement program over the next five-year period.

4.1.10 Summary of the Sewer Revenue Requirement
This section of the Study has provided a discussion of the District’s sewer revenue requirement
analysis. The revenue requirement analysis developed a revenue transition plan to support the
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District’'s O&M and capital needs. The next section will discuss the cost of service analysis
developed for the District’s sewer utility.

4.2 Sewer Cost of Service Analysis

In the previous section, the revenue requirement analysis focused on the total revenues and
expenses required to adequately fund the District’s sewer utility. This section will provide an
overview and summary of the cost of service analysis developed for the District’s sewer utility.

The sewer cost of service analysis is concerned with the proportional distribution of the total
revenue requirement among the various customer classes of service (i.e., Residential, Multi-
Family, Commercial) to establish cost-based and equitable rates for each customer class of
service. The previously developed revenue requirement was utilized in the development of the

cost of service analysis.

4.2.1 Objectives of a Cost of Service Study
There are two primary objectives in conducting a sewer cost of service study:

B Proportionally allocate the District’s revenue requirement among the customer classes of

service; and
® Derive average unit costs (i.e., cost-based rates) for subsequent rate designs.

The primary objective of the cost of service analysis is the proportional and equitable manner to
collect the revenue requirement from the District’s various customer classes of service. The
second rationale for conducting a cost of service analysis is to allow for the development of
proposed rates that properly reflect the costs incurred by the District and impacts customer place
on the sewer system. For example, a sewer utility typically incurs costs related to flow
(wastewater volumes), strength, and customer cost components. Each of these types of costs
may be collected in a slightly different manner to allow for the development of rates that collect
costs in the same manner as they are incurred.

4.2.2 Determining the Customer Classes of Service

The first step in a cost of service analysis is to determine the customer classes of service. The
customer classes of service for the Study are based on the current rate schedules of the District.
As part of the Study, HDR reviewed the customer classes with the District and determined they
reflect the various customer types and system facility requirements. It is important to note that
— currently — the District has a single rate structure for all customers. For purposes of the
development of the cost of service analysis, the following customer classes of service were as

follows:

® Residential
B  Multi-Family
®m Commercial

In determining classes of service for cost of service purposes, the objective is to group customers
together into similar or homogeneous groups based upon facility requirements and/or flow
characteristics. HDR reviewed the current customer characteristics and facility requirements, and
the proposed customer classes of service are consistent with typical industry practices.
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4.2.3 General Cost of Service Procedures

In order to determine the proportional cost to serve each
customer class of service on the District’s sewer system, a cost
of service study is conducted. A cost of service study utilizes a
three-step approach to review costs which is outlined in the
Water Environment Federation Manual of Practice No. 27
(WEF MOP #27). These steps take the form of
functionalization, allocation, and distribution. Provided below
is a detailed discussion of the Study conducted for the District,
and the specific steps taken within the analysis.

4.2.3.1 Functionalization of Costs

The first analytical step in the cost of service process is called
functionalization. Functionalization is the arrangement of
expenses and asset (plant) data by major operating functions
(e.g., collection, pumping, treatment). Within this Study, the
District’s records functionalized a majority of the expenses
and assets. For those that were not, HDR worked with District
staff to review and functionalize the expense or asset.

4.2.3.2 Allocation of Costs

The second analytical task performed in a sewer cost of
service study is the allocation of the costs. Allocation
determines why the expenses were incurred or what type of
need is being met. The following cost allocators were used to
develop the Study:

m  Volume Related Costs: Volume related costs are those
costs which tend to vary with the total quantity of
wastewater collected and treated. A majority of collection
system costs are included in this component as well as
electricity used for pumping or treating wastewater.

m Strength-Related Costs: Strength-related costs are those
costs associated with the handling and the treatment of
wastewater. For the District’'s study, strength was
differentiated between biochemical oxygen demand?

Terminology of a Sewer Cost
of Service Analysis

Functionalization - The
arrangement of the cost data by
functional category (e.g.,
collection, pumping, treatment).

Allocation — The assignment of
functionalized costs to cost
components  (e.g.,  volume,
strength, and customer related).

Distribution — Distribute the
allocated costs to each class of
service based upon each class’s
proportional contribution to that
specific cost component.

Volume Costs — Costs that are
classified as volume related vary
with the total flow of wastewater
(e.g., power for pumping).

Strength Costs — Costs allocated
as strength related refer to the
sewer  treatment  function.
Typically, strength-related costs
are further defined as biochemical
oxygen demand (BOD) and
suspended solids (SS). Treatment
facilities are designed and sized
around meeting these treatment
demands.

Customer Costs — Costs allocated
as customer related vary with the
number of customers on the
sewer system, e.g., billing,
accounting costs, etc.

Direct Assignment — Costs that
can be clearly identified as
belonging to a specific customer
or group of customers.

3 BOD is the amount of dissolved oxygen that must be present in water in order for microorganisms to decompose

the organic matter in the wastewater.

FoR
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(BOD) and total suspended solids* (TSS). These constituents represent the strength factors
that drive the District’s treatment related costs. Increased strength levels of BOD or TSS
equates to increased treatment costs for sewer treatment.

®= Customer-Related Costs: Customer-related costs vary with the addition or deletion of a
customer or a cost which is a function of the number of customers served. Customer related
costs typically include the costs of billing, collecting, and accounting. Customer related costs

~ can be further defined as weighted or reflect a higher cost of providing specific costs such as

billing.

® Revenue-Related Costs: Some costs associated with the utility may vary with the amount of
revenue received by the utility. An example of a revenue related cost would be a utility tax
which is based on gross utility revenue.

m Direct Assignment: In some cases, a specific component of the infrastructure, or a specific
O&M expense can be the direct responsibility of a specific customer class or classes. In this
case, it is directly assigned to that customer class classes.

The basis, or methodology, for the allocation process is outlined in the WEF MOP #27. The
methodology provided in the manual was then applied to the District’s specific circumstances,
customers, O&M and capital costs, and system operation to develop the appropriate allocation
approach.

4.2.3.3 Development of Distribution Factors

Once the allocation process is complete, the various allocated costs were distributed to each
customer class of service. The District’s allocated costs were proportionally distributed to the
customer classes of service using the following distribution factors.

® Volume Distribution Factor: Volume related costs are distributed on the basis of
contribution to wastewater flows. In order to develop this distribution factor, some
knowledge of the contribution to flows must be determined. Wastewater flows were
estimated based on billed usage flows for the District’s customers. The calculation of the
volume distribution factor is shown in Exhibit 7 of the Technical Appendix.

® Strength Distribution Factor: Strength-related costs are first allocated between BOD and
TSS and then distributed to each customer class. The strength levels and each individual
customer’s wastewater volumes were used to calculate the pounds removed for each
constituent which relates to each customer classes proportional contribution and share of
costs. Exhibit 8 in the Technical Appendix provides the calculation of the strength
distribution factor.

4SS is the entire amount of organic and inorganic particles dispersed in wastewater.
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