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INTRODUCTION



INTRODUCTION

Maintaining an adequate level of revenue, which is collected
equitably from all classes of customers using utility services, is
a major responsibility of water and wastewater utility management.

Demonstrating its commitment to efficient and equitable managerial
practices, the Nipomo Community Services District ("District")
commissioned Perry R. Louck, Certified Public Accountant, to update
its water and wastewater rate study completed in March of 1996. One
of the more significant recommendations of the 1996 study was the
completion of a replacement cost study. The recommended study
would determine the timing and cost requirements of aging facility
replacement. The District engaged Boyle Engineering Corporation to
perform the replacement study, which was completed in January of
2000. The “Water and Sewer Replacement Study” provided the cost
data that could now be integrated into the District’s revenue plan.

The plan update includes an analyses of water and wastewater
operating rates and charges for the Town and Black Lake Divisions.
The intent of this plan update is to assess the District's revenue
requirements and provide an independent evaluation of the equity of
the charge structure. A proposed rate structure that enables the
District to meet revenue requirements, provide for replacement of
aging facilities, and to maintain fairness and equity among
ratepayers is recommended.

BACKGROUND

The District is located along Highway 101 in the Southern portion
of San Luis Obispo County, California and is situated between the
cities of San Francisco and Los Angeles.

The District provides water and sewer services to an unincorporated
area of San Luis Obispo County. The primary service areas of the
District are known as the Nipomo Town division and the Black Lake
division. The District provides both water and sewer services to
the two divisions.

The District currently bills customers once every two months on a
bi-monthly basis. All rates, fees, and allotments computed in the
study are shown on a monthly basis and current bi-monthly rates
were adjusted to a monthly basis for comparison purposes.
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FOREWORD

The plan update was approached in two phases. Phase one of the
study <calculated the revenue coverage of the current rate
structures exclusive of replacement costs. During this phase all

variable, or water commodity rates, were calculated based upon 100%
recovery of variable costs while all fixed monthly rates were
calculated based upon 100% recovery of fixed costs. Phase two of
the plan update integrated and calculated the annual replacement
requirement and integrated this cost into the appropriate rates and
charges. This phase included meetings with the Rate review
committee whose members recommended the integration of the annual
replacement requirement at 100% over a five-year period. The
integration of the annual replacement requirement in the water
rates was phased in over a five-year period.

As with the Water Rate Study, the sewer operating rate portion of
the study calculates the recommended monthly sewer rates necessary
to recover sewer operating costs from the two sewer divisions and
replacement costs at 100%. All sewer rates calculated under this
study are fixed based upon the number of dwelling unit equivalents
(DUE's) being served. The integration of the annual replacement
requirement in the sewer rates was phased in over a five-year
period.
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POLICY DECISIONS AFFECTING RATES

CASH RESERVES

The study evaluates the appropriate level of cash reserves for each
of the operating divisions. The appropriate level of cash reserves
for wvarious types of operations is dependent on a number of
factors, as follows:

1 - The ratio of fixed-to-variable revenue coverage when
compared to fixed and variable expenses;

2 - The volatility of sales volumes;
3 - The contribution margin of additional sales revenue; and
4 - The volatility of costs from year to year.

After evaluating the factors impacting reserve requirements for the
District, it was determined that the water reserves should be set
at 50% (six months) of variable operating costs. Variable
operating costs were chosen as the reserve requirement target for
the water divisions because fixed operating costs tend to be less
volatile and are recovered in the study with fixed revenues.
Variable costs, however, tend to be more volatile and variable
revenues are impacted by the volatility of water sales.

The wastewater divisions reserve targets were determined at 25%, or
four months of operating costs, net of the depreciation reserve
requirements. The reserve requirements for the wastewater
divisions are lower than those required for the water divisions,
because the majority of costs relating to wastewater treatment are
fixed in nature and are, therefore, less volatile than variable
costs. In addition, wastewater plants tend to gain economies of
scale as customers are added and experience less cost volatility
than water operations.

GENERAL FUND BALANCES
DIVISION REQUIRED BALANCE
BALANCE
TOWN WATER $304,162 $419,499
BLACK LAKE $61,679 $667,359

WATER
TOWN SEWER $130,000 $652,744
BLACK LAKE $55,167 $24,653
SEWER




DEPRECTIATION RECOVERY

Setting aside replacement reserves for aging facilities is of
particular importance to water and wastewater utilities because of
the relatively large investment in wutility plant required to

provide service. Depreciation of wutility plant assets is an
economic fact that must be given explicit and systematic
recognition as a cost of rendering service. A failure to

adequately fund the replacement of utility assets over their useful
life will result in substantial financing requirements in the
future.

A lack of adequate funding for utility plant replacement is, in
fact, a form of deficit spending because depreciation costs
relating to current sales revenues will be financed with future
debt to be paid for by future customers. The need for adequate
replacement funding requires that the use of replacement reserves
be restricted and utilized only for the replacement of aging
facilities.

The Town Water division is currently funding $154,000 or 39% of its
annual replacement requirement. The study recommends funding
replacement at 100%. Replacement funding was increased over the
five-year life of the study to achieve 100% coverage of $350,000 by
the fiscal year ending June 30, 2006.

The Town Sewer division is currently funding $100,000 or 40% of its
annual replacement requirement. The study recommends funding
replacement at 100%. Replacement funding was increased over the
five-year life of the study to achieve 100% coverage of $250,000 by
the fiscal year ending June 30, 2006. In order to minimize the
impact of the replacement funding requirement on rates, the General
Fund reserve requirements were compared to the actual reserve
balance. During this review with the Rate Setting Committee, it
was recommended that a transfer of $400,000 from the Town Sewer
General Fund reserve be made to the replacement fund reserve so
that the impact of replacement funding on rates and charges would
be minimized.

The Black Lake Water division is currently funding $27,000 or 54%
of 1its annual replacement requirement. The study recommends
funding replacement at 100%. Replacement funding was increased over
the five-year life of the study to achieve 100% coverage of $50,000
by the fiscal year ending June 30, 2006. In order to minimize the
impact of the replacement funding requirement on rates, the General
Fund reserve requirements were compared to the actual reserve
balance. During this review with the Rate Setting Committee, it
was recommended that a transfer of $400,000 from the Black Lake
General Fund reserve be made to the replacement fund reserve so
that the impact of replacement funding on rates and charges would
be minimized. As a result of the General Fund transfer, the
replacement requirement was reduced to $20,000 per year.



The Black Lake Sewer division is currently funding $9,000 or 26% of
it’s annual replacement requirement. The study recommends funding
replacement at 100%, therefore; funding was increased over the
five-year life of the study to achieve 100% coverage of $34,000 by
the fiscal year ending June 30, 2006. There were inadequate
general fund reserves available to help mitigate the annual
replacement reserve requirement for this division.

REPLACEMENT ANALYSIS
DIVISION | CURRENT |REQUIRED |% OF REQ.
TOWN $154,000|  $350,000|  44%
WTR
BLACK LK $27,000 $50,000|  54%
WTR
TOWN SWR|  $100,000]  $250,000|  40%
BLACK LK $9,000 $35,000|  26%
SWR
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CURRENT RATE STRUCTURE

The District's current water rate structure includes both a
commodity and fixed monthly rate. The water commodity rate
structure is ascending in nature and is broken down into blocks as

follows:

TOWN WATER DIVISION

COMMODITY RATES - PER MONTH

Block 1 0 - 20 HCF @ $.80
Block 2 20+ HCF @ $1.15

FIXED MONTHLY RATES

WATER - BY METER SIZE

5/8 to 1 inch
1-1/2 inch
2 inch
3 inch
4 inch
6 inch

MONTHLY SEWER RATES

SEWER - PER DUE

NIPOMO

8.75
18.00
25.00
35.00
50.00
82.50

$18.00



BLACK IAKE WATER DIVISION

COMMODITY RATES - PER MONTH
Block 1 0 - 20 HCF @ $.75
Block 2 20+ HCF @ $1.15

FIXED MONTHLY RATES

WATER - BY METER SIZE

5/8 to 1 inch S 6.50
1-1/2 inch : 15.00
2 inch 21.00

3 inch 30.00

4 inch 45.00

6 inch 75.00

MONTHLY SEWER RATES

SEWER - PER DUE

BLACK LAKE $21.50

This study examines and evaluates the current rate structure and
proposes possible changes.
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CURRENT RATE ANALYSIS
WATER DIVISIONS

Nipomo Town Water Division

The total rate revenue required to recover total operating costs
for this water division for the fiscal year ending June 30, 2001 is

$1,105,792. This amount includes $350,000 to achieve 100%
replacement funding. The projected revenue under current rates,

assuming water sales of 642,743 hundred cubic feet (hcf) is
$636,315, and the projected fixed meter revenue is $205,854. The
combined fixed and variable revenue is estimated at $842,169
creating an operating deficit of $263,623.

Black Lake Division

The total rate revenue required to recover total operating costs
for this water division for the fiscal year ending June 30, 2001 is
$156,252. This amount includes $20,000 to achieve 100% replacement
funding. The projected revenue under current rates, assuming water
sales of 127,000 hcf is $125,730, and the projected fixed meter
revenue is $49,740. The combined fixed and variable revenue is
estimated at $175,470 creating an operating surplus of $19,218.
Although there 1is an operating surplus projected for the 1999-2000
fiscal year, total rate requirements will increase to $178,506 by
the 2005/2006 fiscal year. The surplus from the current year
will be used to replenish the General Fund reserve that was
depleted by $400,000 to offset replacement funding requirements.

WASTEWATER DIVISIONS

The Nipomo wastewater division has a current revenue requirement of
$480,045, which includes replacement funding at 100% or $250,000.
Revenues at current rates are projected at $424,320, creating a
projected operating deficit of $55,725.

The Black Lake wastewater division revenue requirement is $144,333,
which includes replacement funding at 100% or $34,000. Revenues are
projected at $105,600 creating a projected operating deficit of
$38,733.

The current rate structure for the Town Water, Town Sewer and Black
Lake Sewer divisions do not provide for 100% of cost recovery. If
the current rates are not adjusted to reflect the true cost of
service, the district will be forced to deplete operating reserves
and obtain operating capital from outside sources or borrow from
its capital and replacement reserves.
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WATER REVENUE REQUIREMENT AND COST ALLOCATION
ANATYSIS

This chapter identifies revenues that must be raised from water
rate payers and allocates the requirements into cost categories.

The purpose of the rate analysis is to develop rates that generate
sufficient revenues to cover all expenditures needed to operate,
maintain, and administer the water and sewer utility and that
equitably reflect the costs imposed by the customer on the system.
A well-designed analysis will balance the needs above and, at the
same time, create a rate structure that encourages the furtherance
of the District's operating goals and objectives.

WATER AND CAPACITY RATE ANALYSIS

The 2000-2001 budgets were adjusted to facilitate 100% replacement
funding. The 2000-2001 budgets also include $114,667 for special
litigation costs relating to water rights litigation. Due to the
uncertainty of this litigation, these amounts were included in the
operating costs over the five-year study period.

Next, the operating costs of the District’s Water Divisions were
broken down between their fixed and variable components. These
components are defined as the commodity or variable component, and
the fixed or capacity component. The fixed and variable analysis
is critical to the effectiveness of the rate plan due to the nature
of fixed and variable costs. Fixed costs are costs that do not
vary with the amount of water sold, as opposed to variable costs,
which change in direct proportion to the quantity of water sold.
Examples of variable costs would be utilities related to well
pumping, certain maintenance functions, and chemicals.

The third step of the analysis projects the operating costs over
the five-year study period. Costs were estimated to inflate by
three percent per year over the next five years. As a part of this
third step, general and administration costs were allocated between
fixed and variable costs based upon their relative percentage to
all other operating costs.

The fourth step in the analysis was to determine the quantity of
both the amount of water sold and the number of capacity units
currently held by district customers. The capacity units represent
each customers potential demand on the water system and is based
upon meter size. These two quantities were then inflated for
estimated growth.

Finally, the revenue requirements are divided by the water sales
quantities and capacity units to determine the rates required for
9



100 percent cost recovery. These rates are titled "commodity" rate
for the variable cost recovery and "capacity" rate for the fixed
rate recovery. The justification for the capacity rate arises from
the fact that the District must incur fixed costs in order to be
prepared to meet the capacity demands placed on the system by the
customers. These fixed costs vary directly with the various meter
sizes and, therefore, follow the escalating capacity rates.

A summary of the rate requirements is as follows:

Town Water Division

—— e
COMMODITY 2001 2001 2002 2003 2004 2005 2006 I

RATES (OLD) (NEW)
lo - 20 hef .80 .85 .90 .95 1.00 1.05 1.1(]
% Increase 6.25% 5.8% 5.6% 5.3% 5.0% 4.89
P

20+ hef 1.15 1.24 1.33 1.42 1.51 1.60 1.6¢

% Increase 7.8% 7.2% 6.8% 6.3% 5.9% s.cni

— e —————— = ——— —_——————
———————

T MONTHLY CAPACITY CHARGE BY METER SIZE

Meter Size 2001 2002 2003 2004 2005

5/8 & 3/4" 8.75 8.75 8.75 8.75 8.75

1 Inch 8.75 8.75 8.75 8.75 8.75

1-1/2 Inch * 18.00 18.90 19.85 20.83 21.15

2 INCH * 25.00 26.25 27.56 28.94 30.38

3 INCH * 35.00 36.75 38.58 40.51 42.54

= = — — — ==

* Although the analysis demonstrates justification for raising the
monthly meter fee for sizes 1 * inch and greater by up to 60%, it
is recommended that these fee increases be held at 5% per year.

As is demonstrated in the table above, the commodity rate increases
appear reasonable when compared to the current rates and inflation.

10



TOWN WATER - COST BLACK LAKE WATER - COST
BREAKDOWN BREAKDOWN

19,000

VARIAELE
u FIXED
OREPLACEMENT

Black Lake Water Division

= == —
I COMMODITY | 2001 2001 2002 2003 2004 2005 2006
RATES (OLD) | (NEW)
0 - 20 hef .75 .75 .75 .75 .75 .75 .75|
% Increase 0% 0% 0% 0% 0% 04
= S —=— S = —;
20+ hcf 1.15 1.15 1.15 1.15 1.15 1.15 1.15
$ Increase 0% 0% 0% 0% 0% Oﬁi
= = == ———————
— —_—
I MONTHLY CAPACITY CHARGE BY METER SIZE
Meter Size 2001 2002 2003 2004 2005 2006 |
5/8 & 3/4% 6.50 6.50 6.50 6.50 6.50 6.50|
1 Inch * 6.50 6.50 6.50 6.50 6.50 6.50|
1-1/2 Inch * 15.00 15.00 15.00 15.00 15.00
2 INCH #* 21.00 21.00 21.00 21.00 21.00

3 INCH * 30.00 30.00 30.00 30.00 30.00

* Although the analysis demonstrates justification for raising the
monthly meter fees 7% per annum, it is recommended that the fee be
held at the current level and re-evaluated in five years.

11
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WASTEWATER RATE ANALYSIS

This chapter identifies revenue requirements for the Town and Black
Lake sewer divisions.

The purpose of the wastewater rate analysis is to develop rates
that generate sufficient revenues to cover all expenditures needed
to operate, maintain, and administer the sewer utility, and that
equitably reflect the costs imposed by the customer on the system.

The sewer rate analysis is simpler than that required for the water
system due to the fact that the costs of operating a sewer utility
are basically fixed in nature. This eliminates the need for the
fixed and variable cost component analysis.

Step one of this analysis consists of the projection of inflation
factors as applied to the District's current sewer budgets. It is
expected that the District's newly finished plant expansion,
competed in June 2000, will not materially affect these projections
on a DUE basis. Inflation was assumed at three percent per annum.

Step two of the analysis projected the growth of sewer DUE's for
the Nipomo and Black Lake Sewer Divisions to be at 2.3% and 0%,
respectively. The final step of the analysis was to divide the
revenue requirements by the sewer DUE projections.

WASTEWATER RATE ANALYSIS RESULTS

NIPOMO DIVISION

As 1is demonstrated in the Nipomo division rate models located in
Appendix B, the current rate of $18 per DUE should be increased to
$18.48 by fiscal year 2005/2006. This equates to a 2.69% increase
or less than 1% per year.

FIVE-YEAR RATE SCHEDULE
MONTHLY RATE

2001 2002 2003 2004 2005 2006
(OLD) (NEW)
PER DUE 18.00 18.18 18.26 18.33 18.41 18.48
% CHANGE 0.0% 1.00% .88% .38% .43% .38%

Since the required increase is less than 1% a year the District may
wish to raise the rate by 1% for fiscal years 2001, 2003 and then
1% in fiscal year 2005,

12



TOWN SEWER-COST
BREAKDOWN

e

1308010

DFIXED

BREPLACEMENT

BLACK LAKE DIVISION

As is demonstrated in the Black Lake division models located in
Appendix B, the current rate of $21.50 per DUE should be increased
to $25.35 per DUE for the fiscal year ending 2005/2006. This
equates to an 18% increase over the five-year period or 3.58% per
year.

Replacement reserve requirements are the driving factor behind the
required rate increase for this division. Currently this division
is only funding $9,000 or 26% of it’s replacement requirement. The
annual replacement funding should be increased to $34,000 per year
to achieve 100% replacement funding.

13



BLACK IAKE WASTEWATER RATE RECOMMENDATIONS

FIVE-YEAR RATE SCHEDULE

MONTHLY RATE

2001 2002 2003 2004 2005 2006
(OLD)
PER DUE 21.50 22.25 23.00 23.75 24.50 25.35
% CHANGE 3.50% 3.40% 3.30% 3.10% 3.50%

BLACK LAKE SEWER-COST
BREAKDOWN

110,000

[OFIXED
EBAREPLACEMENT

14
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