President
Joe Sparks

Vice President
Marshalt Ochyiski

Directors
Chuck Cesena
Maria Kelly
Steve Senet

General Manager
Dan Gilmore

District Accountant
Amparo Haber

Administrative Supervisor
Sandi Woods

Utilities Supervisor
Margaret Falkner

Fire Chief
Matt Jenkins

Battalion Chief
Phill Veneris

Mailing Address:
P.O. Box 6064
Los Osos, CA 93412

Offices:

2122 9™ Street

Suite 102

Los Osos, CA 93402

Phone 805/528-9370
FAX  805/528-9377

www.losososcsd.org

December 10, 2009

TO: LOCSD Board of Directors
FROM: Dan Gilmore, General Managw

SUBJECT: Agenda ltem 6A — 12/17/09 Board Meeting
Water Rate Structure Revision/Implementation of New
Water Rates

BACKGROUND:

In September 2008, the District contracted with FCS Group to conduct a
water rate study to determine the revenue required to meet the District's
financial obligations. The conclusions and recommendations of this study
were summarized in a final report entitled, “Los Osos Community Services
District FY 2009/2010 Water Rate Study,” dated February 2009 (FCS
Report).

In determining the revenue requirement, the FCS Report considered
several reserve policies, at the direction of the District. These included an
operating reserve, a rate stabilization reserve, and a capital reserve. In
addition to these reserve policies, the FCS Report applied sound financial
principles in determining the amount of the overall revenue requirement.

The FCS Report offers a couple of alternatives, with respect to the rate
structure and the setting of the actual rates. The first two alternatives utilize
the existing rate structure, and apply two different multi-year rate escalation
schedules in order to achieve the required revenue targets over time.
Alternative 1 is more aggressive in reaching the revenue goals, applying
higher rate increases initially.

The FCS Report also presents options for modifying the structure of water
rates for District customers. These options were condensed into a single
alternative that establishes different “fixed” charges (hereafter referred to
as “meter” charges) for the different sized meters. The theory behind this
methodology takes into account the flow capacity of each meter size and
associates a portion of each bi-monthly cost with that capacity. The District
already captures this in the “Capacity Charge”, which is similar to an
‘impact fee”, and is charged at the time a new water meter is requested
and set. Since the moratorium has resulted in no new water meters being
set in the past several years, and with no new water meters being
projected for several more years, the District's capacity charges do not
have any effect on the current revenue picture. At first glance, it appears
that the District's Capacity Charges are out of date, and will require
substantial subsequent analysis before being modified. This will be the
subject of a future effort by District staff.
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DISCUSSION:

One problem with the FCS rate structure that includes a capacity component, is that the
different tier rates are charged for different levels of consumption. This results in customers
paying different amounts for the same quantity of water. For example, under this FCS rate
structure, a person with a 5/8” water meter would pay $6.29/unit for water usage over 21 units,
while an account with a 2" meter would pay the minimum rate for the first 72 units. Although this
rate structure would require the owner of a 2” meter to pay for the entire 72 units, even if they
used something less, it creates an incentive for this person to try to use their full 72 units, even
when it is not necessary. As we will see later, many of the larger metered accounts would fall
into this category, as they use less than 72 units of water during a billing cycle. It is understood
that this is one of the effects we are trying to eliminate.

Around the start of the 2009/2010 fiscal year, an ad-hoc subcommittee (Subcommittee) was
formed by the Board for the purpose of reviewing the FCS Report and making a
recommendation for a new water rate structure and new water rates that will meet the District’s
revenue goal. The Subcommittee prepared a report entitled, “Subcommitiee Report: Water
Rate Structure Recommendation,” dated October 14, 2009. In its report, the Subcommittee
recommends a fixed charge (meter charge) that is independent of consumption, but varies
according to meter size. Under this scenario, the base charge for a 5/8” meter would be $34, a
1" water meter would be charged $85, 2" meters would be charged $272, and the one 4” meter
in the District would have a bi-monthly meter charge of $850. The Subcommittee
recommendation for water charges would then include a tiered rate structure that begins with
the very first unit of water consumed for each account. The following table lists the
Subcommittees recommended rates for the various tiers:

Consumption Units of Consumption Price per
Tier (1 Unit = 100ft® = 748 gallons) Unit
1 Oto5 $1.75
2 6to 10 $2.75
3 11 to 20 $4.00
4 21t0 30 $4.50
5 31 to 499 $5.00
6 500 and above $3.00

As recommended in the FCS Report, the Subcommittee worked with District staff to create a
spreadsheet to analyze the affect of the proposed rate structure on actual water billing
information from 2008. This tool demonstrates how the proposed structure provides the required
revenues. The spreadsheet is also convenient in demonstrating how actual water bills will
change for the various levels of consumption. One thing the spreadsheet does not take into
account is the effect of the meter charges on those bills. In discussing this with the
Subcommittee, it was determined that the meter charges would at least partially offset minor
reductions in the unit price for water for the accounts with larger meters.

In analyzing the effect of the new rate structure, including the different meter charges, several
anomalies and unintended consequences become apparent, including rate increases that would
range from 0% to 98%. Most notable is how consumption varies within a particular meter class,
and how the price for water can vary among meter classes for a particular level of consumption.
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To illustrate this, let's consider the water meter sizes and prices corresponding to a
consumption level of 50 units of water, using the 2008 billing records. First, we see that 50 units
of water is a good case example, since several bills are at or near this amount for accounts with
5/8", 1", and 2" meters. Combining the “meter”’ charge with the “water” charge for the total bill
amount, we see that the customer with a 5/8” meter would be charged $241.50, while the
customer with a 1" meter would pay $292.50, and the customer with the 2" meter would be
charged $479.50. It does not seem appropriate that 50 units of water would cost an amount for
one customer that is nearly double the amount charged to another customer.

Water customers may have different sized water meters for different reasons. A laundry service
or business would obviously use a large amount of water over the course of a billing cycle.
However, the water use takes place consistently throughout the workday and could include
consumption that goes beyond normal working hours. Because of the fairly level consumption
pattern, this high water user could probably get by with a smaller water meter. A school is going
to see its peak water consumption between classes or at recess, when all the students and
faculty run to the restroom. The same could be said for an apartment building, where all the
tenants are showering for work at the same time, or preparing dinner and washing dishes at the
same time. These variations in consumption patterns can create inequities when the rate
structure includes different charges based on meter size.

It is also important to consider how many accounts we have in the District with the larger water
meters. The District has just one 4" water meter, which serves the irrigation at the middle
school. There are four 2” water meters, 2 of which also serve school district facilities. One of
these 2" meters serves the school's irrigation, while the other serves the domestic or indoor
uses. There are around 18 one-inch meters in the District, with the balance of the 2,750 or so
water meters being 5/8”.

With the relatively few meters that are larger than 5/8” and-the consistency issues raised above,
it appears that charging different meter charges as part of the bi-monthly billing is inappropriate
at this time. An analysis of the District's Capacity Charges should be completed prior to the
moratorium being lifted, so that the actual costs associated with additional demand on the water
system can be appropriately and accurately recovered.

Other than the issues presented above with respect to the meter charges, the rate structure
presented by the Subcommittee is very sound. The members should be commended and
thanked for volunteering their time to study this issue, and for their professionalism and rationale
applied in coming up with their recommendation. The General Manager's recommendation
before you tonight recognizes the efforts of the subcommittee and represents their approach
with just a couple of “fine tuning” modifications.

RECOMMENDED RATE STRUCTURE:

The recommended rate structure includes a minimum charge of $35.00, regardless of meter
size. This number is $1 higher than the base charge recommended by the Subcommittee. There
is really no sophisticated rationale behind this number, except that it is very close to the
minimum bill amount paid by the consumers of the least amount of water under the current
structure. This is the lowest amount any water customer of the District will pay, and is
independent of meter size and the amount of water consumed. A minimum charge recognizes
that there are individual and community-wide benefits of having a public water system and a
connection to that system. Most notable is the fire protection that the water system provides to
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each customer of the District. It is the fire flow requirement that typically determines the size of
water distribution mains, rather than the domestic capacity needed. And, the benefit of fire
protection is shared by all members of the community. It is also important to point out that many
of the master planned capital improvements to the water distribution system provide a
community wide benefit. The Water Master Plan, dated August 2002, identifies the need to
provide an additional 1 million gallons of water storage to meet current and future fire and
emergency water storage needs. The proposed tank at or near the Highland site will provide this
community-wide benefit. In addition, water quality issues and their ultimate solution(s) provide
community-wide benefits, and the associated costs should be borhe by the community, as a
whole. The fixed amount of each water bill is intended to recognize the value of these
community-wide benefits.

The recommended rate structure does not differentiate between meter sizes. This is due to the
philosophy that a property or project’s right to capacity from the water system is established at
the time the property or project connects to the District water system. It is recognized that the
District's Capacity Charges, which are comparable to “Development Impact Fees” in other
jurisdictions, should be revisited and revised at some point in the future. Establishing a minimum
charge that is independent of meter size also avoids discrepancies that result from varying
water consumption patterns, as illustrated earlier in this report.

The Subcommittee recommended a “special’ rate tier that would be applied to the school
district, in recognition of and granting partial relief from the impacts caused by the 2007 rate
increase. This special rate kicks-in for water delivered in excess of 499 units in a billing cycle. At
a rate of $3.50 per unit, the school district will get some relief from the existing rate structure,
but will continue to have an incentive to conserve water.

What this all boils down to, is a structure that is believed to be:

1) Fair. Under the proposed rate structure, the cost of system-wide maintenance, capital
and water quality projects providing a system-wide benefit, and the community wide
benefit of fire protection are all recognized in the minimum charge of $35. Those using
the least water will pay the lowest rate for that water.

2) Sufficient. Using consumption data from 2008, the proposed rate structure will achieve
the revenue goal established by the Water Rate Subcommittee, and operating, rate
stabilization, and capital reserves recommended in the FCS Report.

3) Encourages Conservation. By charging for every unit of water delivered, and
maintaining a tiered rate structure, every water customer is encouraged to conserve.
Conservation efforts are realized by everyone who chooses to conserve, with the
maximum benefit achieved by those who put forth the greatest effort.

4) Simple. Eliminating the meter charges results in a system that avoids the discrepancies
described earlier in this report. Also, granting some relief to the highest water users,
which are primarily school district accounts, reduces the pressure and problems
associated with the drilling of additional wells that would draw from the same troubled
aquifers and compete with District wells for this resource.
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That said, the proposed bi-monthly rate structure looks like this:

A minimum charge of $35 for all accounts, plus:

Consumption Units of Consumption Price per
Tier (1 Unit = 100ft* = 748 gallons) Unit
1 Oto5 $1.25
2 6to10 $2.35
3 11 to 20 $4.00
4 21 to 499 $5.50
5* 500 and over * $3.50*

*This rate tier is intended to grant relief to the School District on its irrigation accounts.
So far, that's a lot of words. But, what does it all mean? Let's look at a picture...

The attached graph shows two lines indicating the price of a water bill as a function of the
number of units being billed under the old rate structure and the proposed rate structure. Note
that the line with a flat portion in the lower left corner represents the old structure, where the first
9 units are billed at a flat rate, or minimum charge. Also included on this graph is a histogram
indicating how many bills were issued for each number of water units consumed.

You can see from the graph, that all users will pay incrementally for each unit of water delivered
under the proposed rate structure. This was a goal of the Subcommittee in order to encourage
conservation. The minimum charge of $35 is applied across the board, in recognition of all the
community-wide benefits provided by the District's water distribution system and the problems
that must be solved impacting each member of the community. The following table compares
the proposed rate structure to the new one for different levels of consumption:

Units Billed Old Bill New Bill % Increase $ Increase
0 $34.01 $35.00 3% $0.99
5 $34.01 $41.25 21% $7.24
10 $37.95 $53.00 40% $15.05
20 $79.30 $93.00 17% $13.70
50 $242.26 $258.00 6% $15.74
100 $515.76 $533.00 3% $17.24
500 $2703.76 $2733.00 1% $29.24
1000 $5438.76 $4483.00 -18% - $955.76

The greatest increase, at least on a percentage basis, is around 10 units, where the two lines on
the graph are furthest apart. You can see from the histogram, that this includes the greatest
number of customers. When looking at the proposed rate structure from this perspective, it will
likely raise a few concerns. From another perspective, it is the customers in the lower tiers that
pay the least for their water. In fact, the unit price for the first five units is less than one fourth of
the price of the water delivered in excess of 20 units. To look again from yet another
perspective, a customer with the highest percentage increase, using 10 units of water, will see
their bill go from $37.95 to $53.00. This is a difference of $15.05, or about $7.50 per month. Put
another way, those customers using 10 units of water per billing cycle will be paying less than a
penny per gallon.
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Given the number of issues currently facing the District, this increase seems quite nominal. By
comparison, San Luis Obispo would charge around $47 for the same level of consumption,
while Morro Bay would charge around $50. Incidentally, neither of these purveyors charges a
base fee, but the very first unit of water costs $4.69 in SLO and $5.56 in Morro Bay.

CONSERVATION PROGRAM SEED MONEY:

The Subcommittee determined the revenue target, which includes an added $30,000 per year of
money identified to go towards the development of a Water Conservation Program. Certain
program elements are already being investigated by district staff for implementation. It is unclear
at this point what conservation elements can be implemented with the available budget, what
those elements will cost, and what affect they may have on average consumption rates. The
logical first step will be to produce and provide information to help customers manage their own
water consumption. Much of this information exists, and District staff will continually endeavor to
expand and improve this information. Other conservation efforts could include water audits,
particularly for high water users and large irrigation accounts.

FUTURE RATE INCREASES:

As pointed out by one of the Subcommittee members, this water rate restructuring, in essence,
corrects some of the negative effects that resulted from the 2007 water rate increase. In
particular, the lack of a conservation incentive in the first nine units of consumption and the
inordinate impact on the school district. Once this rate structure is adopted, future rate increases
could be made as a flat percentage ‘across-the-board”, tied to some inflationary index or to a
revised revenue target.

CONCURRENCES:

The Water Advisory Committee, the Finance Advisory Committee, and the Water Rate
Subcommittee all concur with the recommended water rate structure and associated water
rates. The Water Rate Subcommittee and the General Manager further recommend that the
Board reserve the option to make CPI adjustments to the water rates on an annual basis.

RECOMMENDATION:

After Board discussion, public comment on the item and then by motion, second and vote,
tentatively approve Water Rate Structure Revision including new water rates and direct staff to
provide appropriate notice pursuant to the requirements and procedures of Proposition 218.

Attachment
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