McKinney Water District
El Dorado and Placer Counties

Board Meeting Minutes
McKinney Water District Board of Directors Special Meeting
February 14, 2025

Director Swartfager convened the McKinney Water District Board Meeting at 8:00 a.m. The
meeting was held at 580 McKinney Rubicon Springs Rd. in McKinney Estates also via
Teleconference and Zoom.

ROLL CALL:

Directors Present: J. Swartfager, V. Dangler, S. Cotner, M. Noack, K. Arcidiacono
Directors Absent: None

Others Present: K. Gunter, Josiah Close, Jack Adams

A. Water Rate Study — HDR presented the water rate study results to the Board of Directors
and made suggestions for the water rate increase. The Sec/Treas will mail notifications to
all property owners on February 14, 2025. A special public meeting will be held on April 7,
2025 to discuss the rate increase. Addendum A — Water Rate Study Results. Addendum B —
PowerPoint Presentation.

On a motion by Director Swartfager seconded by Director Noack the Board of Directors has
approved the rate increase on a vote of 5 to 0.

B. Adjournment
There being no further business to come before the Board, on a motion by Director

Swartfager seconded by Director Cotner the meeting was declared adjourned, at 8:45 am by
a unanimous vote. The next regularly scheduled meeting will be held on Friday, February
21, 2025, at 8:00 A.M. at the regular meeting place.

Jerry Swartfager Karla Gunter
President Secretary/Treasurer



Addendum A

February 5, 2025

Ms. Karla Gunter
Secretary/Treasurer

McKinney Water District
PO Box 7036

Folsom, CA 95763

Subject: Water Rate Study Draft Report
Dear Ms. Gunter:

HDR Engineering, Inc. (HDR) is pleased to present to the McKinney Water District (District) the
draft report for the District’'s comprehensive water rate study (Study). The District’s water rate
study was developed using industry standard methodologies and approaches for water utilities
tailored to the District’s specific system and customers. The technical analyses conducted as
part of the Study for the District includes a revenue requirement, cost of service, and rate de-
sign analyses. The findings and conclusions from these analyses were used to develop proposed
water rates that are proportional to the District’s customers and intended to be sufficient to
fund the operating and capital needs of the water utility based on the assumptions developed
in the Study. This report outlines the overall approach used to achieve these objectives, along
with our findings, conclusions, and recommendations.

The District owns and operates a water supply, transmission, and distribution system. The costs
associated with providing water service to the District’s customers has been developed based on the
information provided by the District and incorporated into and within the development of the proposed
water rates. The water rate study provides the basis for developing and implementing water rates which
are cost-based, proportional, and defensible for the District’s customers.

We appreciate the assistance provided by the District’s staff in the development of the water
rate study. More importantly, HDR appreciates the opportunity to provide these technical and
professional services to the District.

Sincerely yours,
HDR Engineering, Inc.

241t03)30696240.1
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. Executive Summary

Introduction

HDR Engineering Inc. (HDR) was retained by the McKinney Water District (District) to conduct a
comprehensive water rate study (Study). The objective of the Study was to review the District’s
water utility operating and capital costs and develop proposed water rates which are cost-based
and proportional for the District’s customers. The Study determined the adequacy of the existing
water rates and provides the framework for the proposed water rates.

The District owns and operates a water system that provides transmission and distribution ser-
vices as well as the production of water for the District’s customers. The costs associated with
providing water services to customers served by the system has been developed based on Dis-
trict provided information and included within the development of the proposed water rates.

Overview of the Rate Study Process

A comprehensive water rate study uses three interrelated analyses to evaluate and address the
adequacy and proportionality of a utility’s rates. These three analyses are a revenue require-
ment 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 Water Rate Analyses

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

Distributes the revenue requirement to the

I customer classes of service in a proportional
Considers both the revenue requirement
I and cost of service results to develop the
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The above framework for reviewing and evaluating the District’s water rates was utilized in the
development of the comprehensive water rate study.

Key Water Rate Study Results

The technical analysis for the District’s water rate study was developed based on the operating
and capital infrastructure costs necessary to provide water service to the District’s customers.
The District’s comprehensive water rate study resulted in the following key findings, conclu-
sions, and recommendations:

B A revenue requirement analysis was developed for the review period of FY 2025
through FY 2034

B The focus of the Study was on the next five year period of FY 2026 through FY 2030 for the pro-
posed water rates

B The District’s FY 2025 budget was used as the starting point of the analysis

B Operation and maintenance expenses are projected to increase at assumed inflationary
levels

B The annual water rate (revenue) adjustments are proposed for FY 2026 through FY 2034

B A cost of service analysis was developed to proportionally distribute the revenue re-
guirement between the District’s customer classes of service (i.e., rate schedules) and
rate components

B The results of the cost of service analysis provided average unit costs (i.e., cost-based
rates) which were used to establish the final proposed water rates

B The Study has proposed proportional and cost-based water rates for the five-year time
period of FY 2026 through FY 2030, by customer class of service (rate schedules)

Summary of the Water Revenue Requirement Analysis

A revenue requirement analysis is the first analytical step in the development of the water rate
study. This analysis determines the overall adequacy of the District’s current water rate reve-
nues. From this analysis, a determination can be made as to the overall level of water rate rev-
enue adjustments needed to provide adequate and prudent funding for both operating and
capital infrastructure needs.

For the Study, the revenue requirement was developed for the ten-year period of FY 2025 to FY
2034 using the “cash basis” methodology (i.e., approach). For purposes of establishing pro-
posed water rates, and the Proposition 218 process, the rate setting period was identified as FY
2026 through FY 2030. The primary financial inputs in the development of the District’s water
revenue requirement analysis were the District’s FY 2025 budget, billed customer data, and the
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water capital improvement plan. The only assumed changes or additions in costs to the O&M
was the addition of $5,000 for meter reading expenses. This is an estimate and will be refined
as part of the next rate study which is anticipated five years from now.

Once the operating and maintenance (O&M) expenses have been projected over the review
period, the next step is to develop the capital improvement funding plan. The proper and ade-
guate funding of capital projects is important to maintain the District’s existing water infra-
structure and service levels. At the same time, it is important to create a funding plan which
maximizes the amount of funds available for capital investment yet minimizes water rates in
the long term. A general financial guideline states that, at a minimum, a utility should fund from
user rates an amount equal to or greater than the utility’s annual depreciation expense. Within
the District’s proposed capital funding plan, the District is projected to annually fund $150,000
in FY 2025 and increasing to $355,000 by FY 2030 which is greater than annual depreciation ex-
pense. Provided below in Table ES - 1 is a summary of the capital improvement funding plan
over the rate setting period (FY 2025 — FY 2030).

Table ES-1

Summary of the Capital Funding Plan ($000)
FY2025  FY2026  FY2027  FY2028  FY2029  FY 2030

Total Capital Projects $150 $1,238 $255 $290 $325 $355
Less: Other Funding 0 1,003 0 0 0 0
Total Rate Funded Capital $150 $235 $255 $290 $325 $355

As can be seen, the difference between annual capital improvement needs and rate funded
capital is being funded through other funding sources. A more detailed discussion of the devel-
opment of the capital improvement funding plan is provided in Section 2. The detailed capital
improvement plan can be found on Exhibit 4 of the Technical Appendix.

The revenue requirement analysis for the District’s customers was developed to determine the
rate projections based on the specific costs of the District’s water utility. Provided below, in Ta-
ble ES — 2, is a summary of the revenue requirement analysis (financial plan) developed for the
water utility. A more detailed analysis of the revenue requirements can be found in Section 2 of
this report as well as in the Technical Appendix in Exhibit 3.

Table ES - 2
Summary of the Revenue Requirement Analysis ($000)
FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030
Revenues
Executive Summary 3

FR




Rate Revenues $94 $94 $94 $94 $94 $94

Misc. Revenues 227 222 219 226 232 238

Total Revenues $321 $316 $313 $320 $326 $333
Expenses

O&M S167 $113 $119 $124 $129 $139

Rate Funded Capital 150 235 255 290 325 355

Reserve Funding 4 1 5 5 4 3

Total Expenses $321 $349 $379 $419 $458 $497
Bal./(Def.) of Funds $0 ($33) ($66) ($99) ($132) ($165)
Bal. as a % of Rate Rev. 0.00% 35.0% 70.1% 105.0% 139.8% 174.6%
Proposed Rate Adj. 0.00% 35.0% 26.0% 20.5% 17.0% 14.5%
Add’l Rev. from Rate Adj. SO $33 $66 $99 $132 $165
Total Bal./(Def.) of Funds 0 0 0 0 0 0

Table ES — 2 shows the revenue requirement analysis which has included O&M, rate funded
capital, and reserve funding. The District has no outstanding debt service payments and the
capital funding plan does not assume the need for future debt issuances. The total revenue re-
quirement (i.e., expenses) are then compared to the total revenues of the District’s water utili-
ty. From this comparison, a balance (+) or deficiency (-) of funds in each year can be deter-
mined. This balance or deficiency of funds is then compared to the rate revenues to determine
the percentage level of rate revenue adjustment necessary to meet the revenue requirement as
developed in each year of the projected time period. It is important to note, the “Bal. / (Def.) of
Funds” row is cumulative. Any adjustments in the initial years will reduce the deficiency in the
later years. Over this projected five-year period, and assuming no rate adjustments in the prior
years, the total deficiency of rates by FY 2030 is 174.6%. To meet the overall revenue needs of
the five-year rate period, annual rate adjustments have been proposed (see blue band Table ES
- 2). It is important to note that the District receives property tax revenues which are a signifi-
cant component of the total revenues for the water utility. Given this, the adjustments to the
rate revenues do not equate directly to an overall increase in total revenues. This can result in
large numerical adjustments to the water rates, however, the rate revenue increase is much
less.

Based on the revenue requirement analysis developed, HDR has concluded that the District will
need to adjust the level of water rate revenues as noted above to fund the projected operating
and capital infrastructure needs and maintain cost-based water rates. HDR has reached this
conclusion for the following reasons:

The revenue requirement analysis indicates an overall deficiency in rate revenues
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B Given the projected revenue deficiencies, rate adjustments are necessary to fully fund
the District’s projected operating costs and fund the proposed capital improvement plan

B The proposed rate revenue adjustments maintain the District’s water utility financial
health and integrity by providing consistent, long-term, and sustainable funding levels

B Prior to the implementation of the fifth (FY 2030) and final proposed water rate adjust-
ment, the District should complete a comprehensive review of the water rates

In reaching this conclusion, HDR would recommend that the District adopt the proposed water
rate revenue adjustments from FY 2026 to FY 2030 as outlined above to provide sufficient fund-
ing for the projected operating and capital needs of the water utility. A detailed discussion of
the development of the revenue requirement analysis can be found in Section 2. Technical ex-
hibits of the revenue requirement analysis have been included within the Technical Appendix in
Exhibits 1 - 5.

Summary of the Water Cost of Service Analysis

A cost of service analysis determines the proportional manner to collect the revenue require-
ment from each customer class of service. It is important to note that the District has a single
rate schedule for all customers and the cost of service was used to distribute costs to the rate
structure components (water service and standby charge). The cost of service analysis devel-
oped as a part of the Study utilized generally accepted cost of service principles and industry
standard methodologies as defined by the American Water Works Association (AWWA) M1
Manual to meet the requirements of Proposition 218.

In summary form, the cost of service analysis began by functionalizing the District’s revenue
requirement. The functionalized revenue requirement was then allocated to the appropriate
cost component(s) (e.g., commodity-related, customer-related). The individual allocation totals
were then proportionally distributed to the water rate structure components (e.g., rate sched-
ule). The distributed expenses were then aggregated to determine the revenue responsibility.
Table ES - 3 provides the summary of the cost of service analysis for the FY 2026 test year.

Table ES-3
Summary of the Cost of Service Analysis ($000)
Present Distributed
Revenues Costs S %
(FY 2025) (FY 2026) Difference Difference
Total $94 $127 ($33) 35.0%

It is important to understand that a cost of service analysis is based on a review of a specific
point in time and that costs and customer usage characteristics changes over time, thus impact-
ing the results.
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The District’s cost of service analysis and resulting proposed water rates have been developed
to meet the requirements of California constitution article XlII D, section 6 (Article XIII D), also
known as Proposition 218. A major component of Article Xlll D is the development of rates
which reflect the cost of providing service and proportionally distribute costs. A key outcome of
the cost of service analysis are the cost-based average unit costs (e.g., S / customer / year). Av-
erage unit costs from the cost of service analysis provide the cost-basis for the development of
the District’s proposed water rates based on the cost of service results. It is important to note
that the District’s customer are all unmetered and it is not possible to develop unit costs on a
per water consumption unit. Provided below in Table ES - 4 is a summary of the average unit
costs derived in the cost of service analysis that were used to develop the District’s proposed
water rate designs.

Table ES -4
Summary of Average Annual Unit Costs
Reference .
Calculation
Distributed # of Annual Unit
Costs Customers Cost
Water Service Charge $102,215 248 $412
Standby Charge 25,009 248 101
Total $127,224 $513

Section 3 of this report provides a detailed discussion of the cost of service analysis conducted
for the District’s water utility and the development of the average annual unit costs shown in
Table ES — 4. The Technical Appendix to this report contains additional details associated with
the cost of service analysis and can be found on Exhibits 6-8.

Summary of the Water Rate Design

The final step of the comprehensive water rate study process is the design of the District’s pro-
posed water rates to collect the required level of revenue, based on the results of the revenue
requirement and cost of service analyses. The revenue requirement analysis provided a set of
recommendations related to the level of annual rate revenue adjustments, or the level of total
rate revenues necessary to provide sufficient funding. The cost of service analysis provided the
basis for how those costs should be proportionally collected from each of the customer classes
of service (e.g., rate schedules).

As discussed above, the District’s proposed water rates have been developed with the intent of
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meeting the requirements of California constitution article Xlll D, section 6 (Article XIII D). While
Article XIll D requires the development of cost-based rates, it does not prescribe a specific ap-
proach or methodology to assure meeting this legal requirement. At the same time, HDR would
point out that there is no single methodology for proportionally distributing the costs to the
cost components. Consequently, HDR has developed this report, along with the District’s pro-
posed water rates, based on the principles and methodologies contained in the AWWA M1
manual, while also tailoring the methodology to the District’s specific and unique system and
customer characteristics, and requirements of Proposition 218. HDR is of the opinion this ap-
proach meets the requirements of Article XIll D to provide an administrative record of the steps
taken to establish the District’s water rates. HDR reaches this conclusion based upon the follow-
ing:

B The revenue derived from water rates does not exceed the funds required to provide the property
related service (i.e., water service). The proposed water rates are designed to collect the overall
revenue requirement of the District’s water utility.

B The revenues derived from water rates shall not be used for any purpose other than that for
which the fee or charge is imposed. The revenues derived from the District’s water rates are used
exclusively to operate and maintain the District’s water system.

B The amount of a fee or charge imposed upon a parcel or person as an incident of property owner-
ship shall not exceed the proportional costs of the service attributable to the parcel. Section 4 of
the Study, the cost of service analysis, focuses exclusively on the issue of the proportional assign-
ment of costs to each rate structure component. The proposed rate structure components have
been designed to reflect the associated costs to provide water service. The assignment of costs
based on the customer characteristics for each of the District’s water rate structure components
creates the proportionality required under Article Xlll D. The proposed water rates reflect both the
level of revenue to be collected by the utility, but also the manner in which these costs are incurred
and proportionally distributed based upon their proportional impacts and burdens on District’s the
water system, water resources, and financial costs.

Given the requirements to develop water rates based on cost of service principles, the average
unit costs in Table ES — 4 were used to design the proposed water rates.

The District currently has a single class of service which encompasses all customers, which are
entirely residential. The present water rate structure includes a flat fixed annual charge. Section
4 of this report discusses the rate design process in more detail. The proposed water rates are
based on the results of the average unit costs shown in Table ES - 4. Given that the customers
are currently unmetered, the District will maintain its current rate structure. The District, how-
ever, is anticipated to install meters over the next five-year period. When this work is complet-
ed and the District completes the next rate study, the current rate structure will be reviewed
and updated. Provided below in Table ES - 5 is a summary of the present and proposed water
rates for the five-year rate setting period.
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Table ES -5

Summary of the Present and Proposed Water Rates

Present
Rates FY 2026 FY 2027 FY 2028 FY 2029 FY 2030
S/ Acct. / Yr.
Water Service Charge $300 $412 $519 $625 $731 $837
Standby Charge 80 101 127 153 179 205

As noted, the cost of service average unit costs are the basis for the fixed annual water service
and standby charges. In this way, the proposed water rates reflect the results of the revenue
requirement analysis (overall system revenue needs), and cost of service analysis (average unit
costs) are the basis for the proposed water rates.

Section 4 of this report provides a detailed discussion of the current and proposed water rates
along with a component by component summary of the proposed water rates for FY 2026
through FY 2030.

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

B Rate revenue adjustments are necessary to prudently fund operating expenses and nec-
essary capital investment in renewal and replacement of the existing system

B Water rate revenues should be adjusted in FY 2026 through FY 2030

B The District’s proposed water rates reflect the results of the cost of service analysis. The
average unit costs derived from the cost of service analysis, and the basis for the Dis-
trict’s proposed water rates, reflect the proportional distribution of costs

B Prior to the implementation of the fifth, and final, proposed set of rate adjustments the
District should complete an update to the water rate study

Executive Summary 8
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Summary of the Water Rate Study

This completes the summary discussion of the development of the comprehensive rate study
conducted for the District’s water utility. The focus of the Study has been the prudent and ade-
guate funding of the annual water utility O&M expenses and capital funding needs. Further-
more, to meet the requirements of Proposition 218, the proposed water rates were developed
based on the proportional distribution of costs through the cost of service analysis. A full and
complete discussion of the development of the District’'s comprehensive water rate study can
be found in following sections of this report.

Proposition 218

Given the requirements of Proposition 218, a detailed process must be utilized in order to
adopt and implement a change in the District’s water rates. The first requirement is that the
proposed rates must be cost-based or justified and that is the reason the District has developed
the Study. Once the cost basis for the proposed water rates have been calculated, a public no-
tice process must be undertaken in order to adopt the proposed rates. This begins with the
presentation of the proposed rates to the District’s Board of Directors. If the proposed rates are
acceptable and prudent, the Board can direct staff to prepare and mail the Proposition 218 no-
tices to the District’s customers which outlines the changes in water rates and the time, date,
and location of the public hearing.
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Rate Setting Principles

HDR Engineering, Inc. (HDR) was retained by the McKinney Water District (District) to conduct a
comprehensive water rate study (Study). The objective of a comprehensive water rate study is to
develop proportional and cost-based water rates which are compliant with the requirements of
Proposition 218. This is accomplished by first reviewing and analyzing the District’s water oper-
ating and capital costs and developing a projection of the overall revenue requirement of the
water utility. Next, the District’s revenue requirement is proportionally distributed to the Dis-
trict’s cost and rate structure components. The findings and conclusions from the cost of service
analysis are then used to develop the District’s proposed water rates which are reflective of how
the District incurs costs to provide the water service to the District’s customers. The result of the
comprehensive water rate study process is proportional water rates reflective of the water utili-
ty specific costs (i.e., cost-based rates).

The District owns and operates a water supply, storage, transmission, and distribution system.
The determination of the total costs associated with providing water to the District’s customers
has been developed based on the District’s accounting, operating, and customer billing records
along with other relevant information.

Organization of the Study

This report is organized in a sequential manner that first provides an overview of utility rate set-
ting principles, followed by sections that detail the specific technical and analytical steps used to
develop the District’s proposed water rates. The following sections comprise the District’s water
rate study report:

B Section 1 — Rate Setting Principles

B Section 2 — Revenue Requirement Analysis
B Section 3 — Cost of Service Analysis

B Section 4 — Rate Design Analysis

A Technical Appendix is attached at the end of this report, which details the technical analyses
that were undertaken in the preparation of the District’s Study.

Goals and Objectives

The District had several key objectives in developing the water rate study. These key goals and
objectives provide a framework for the technical analysis and policy decisions that are a part of
this study. The District’s key goals and objectives for the Study were as follows:

Develop the Study in a manner consistent with the principles and methodologies estab-
lished by the American Water Works Association (AWWA), M1 Manual, Principles of Water
Rates, Fees, and Charges to meet the requirement of Proposition 218
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B In financial planning and establishing the District’s proposed water rates, review and utilize
best industry practices, while recognizing and acknowledging the specific and unique char-
acteristics of the District’s system and customers

m  Utilizing generally accepted rate making methodologies review the District’s costs to deter-
mine the adequacy and proportionality of the water utility’s rates

B Meet the District’s financial planning criteria as it relates to legally required debt service
coverage (DSC) ratios, adequate funding of capital infrastructure, and maintenance of ade-
quate and prudent reserve levels

B Develop a final proposed rate transition plan which adequately supports the District’s fund-
ing requirements, while attempting to minimize overall impacts to rates

B Provide proposed water rates designed to meet the intent and requirements of California
Constitution article XIII D, section 6 (commonly referred to as Proposition 218)

Overview of the Rate Study Process

The District’s water rates must be set at a level where the 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 ade-
quacy and proportionality of a utility’s existing rates, a comprehensive water rate study is often
performed. A comprehensive water rate study consists of three interrelated analyses. Figure 1 -
1 below provides an overview of these analyses.

Figure1-1

Overview of the Comprehensive Water Rate Analyses

: : Compares the revenues to the expenses o
Revenue Requirement Analysis P P f

the utility to determine the overall level of

Distributes the revenue requirement to the

Cost of Service Analysis customer classes of service in a proportional

Considers both the revenue requirement
Rate Design Analysis
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'

and cost of service results to develop the
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The above framework was utilized for reviewing and evaluating the District’s water rates.

Determining the Revenue Requirement

Most public utilities use the “cash basis” * approach, or methodology, for establishing their rev-
enue 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 expendi-
tures for a period to determine required revenues. The revenue requirement for a public utility
is usually comprised of the following cost components or 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 utili-
ty functioning.

° Capital expenses are calculated by adding annual 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 some-
times includes annual depreciation expense to stabilize the annual revenue require-
ment.

Under the cash basis approach, the sum of the total operating expenses plus the total capital
expenses equals the utility’s revenue requirement during the selected time period (historical or
projected).

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

As noted, public utilities typically use the cash basis methodology or approach to establish their
revenue requirements. An exception may occur if a public utility provides service to a wholesale
or large contract customer. In this situation, a public utility could use the “utility basis” ap-
proach (see Table 1 - 1) to earn a “fair” rate of return on the investment needed to serve the
wholesale or large contract customer.

1 “Cash basis” as used in the context of rate setting is not the same as the terminology used for accounting purpos-
es 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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Table1-1

Cash versus Utility Basis Comparison

Cash Basis Utility Basis (Accrual)
+ O&M Expenses +  O&M Expenses
+ Taxes/Transfer Payments +  Taxes/Transfer Payments

Capital Improv. Funded From Rates .
+ N +  Depreciation Expense
(> Depreciation Expense)

+ Debt Service (Principal + Interest) +  Return on Investment

= Total Revenue Requirement = Total Revenue Requirement
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Analyzing Cost of Service

After the total revenue requirement is determined, it is proportionally distributed to the users
of the service. The allocation and distribution process, as analyzed through a cost of service
analysis, reflects the cost relationships for producing and delivering water services. A cost of
service analysis requires three analytical steps:

Costs are functionalized, or grouped, into the various cost categories related to provid-
ing service (supply, treatment, distribution, pumping, etc.). This step is largely accom-
plished by the utility’s accounting system.

The functionalized costs are then allocated to specific cost components. Allocation re-
fers to the arrangement of the functionalized data into cost components. For example, a
water utility’s costs are typically allocated as commodity (average day), capacity (peak
day), customer, or fire-protection-related costs.

Once the total costs are allocated into the cost components, they are proportionally dis-
tributed to each of the customer classes of service (e.g., single family, multi-family,
commercial, irrigation) or rate schedule component (e.g., fixed, variable). The propor-
tional distribution is based on each customer class’s relative contribution to the cost
component (i.e., benefits received from, and burdens placed on the system and its re-
sources). For example, customer-related costs are proportionally distributed to each
class of service based on the total number of customers in that class of service, relative
to all other customer classes of service. Once the total costs (i.e., revenue requirement)
are proportionally distributed, the level or amount of revenues required from each cus-
tomer class of service to achieve cost-based rates can be determined.

The District’s cost of service analysis was developed based on generally accepted water cost of
service methodologies and approaches, while at the same time, tailoring the analysis to take
into consideration and reflect the District’s unique customer and system characteristics. The
water cost of service analysis developed for the District is discussed in more detail in Section 3
of this report.

Designing Water Rates

Water rates that meet the utility’s cost-based and proportional objectives are designed based
upon the findings and conclusions from the revenue requirement and cost of service analyses.
Using the cost information from these two analyses provides rates that are strictly cost-based
and proportional. The average unit costs (i.e., cost-based rates) from the cost of service analysis
does not consider, or take into account, other non-cost based goals and objectives (e.g., con-
servation, economic development, ability to pay, revenue stability). In designing water rates,
many utilities consider or incorporate other rate design objectives such as ability to pay, conti-
nuity of past rate philosophy, economic development, ease of administration, and customer
understanding into their final water rate designs. However, the District’s proposed water rates
must comply with the requirements of Proposition 218. They must take into consideration each

F)? Rate Setting Principles 14



customer class’s proportional share of costs distributed through the cost of service analysis to
meet the requirements of Proposition 218. The development of the District’s proposed water
rate designs is discussed in more detail in Section 4 of this report.

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
outdoor or non-domestic watering needs. It is presumed, then, that the customers who create
excessive peak demands on the system - and create the need for upsizing of the water system
infrastructure - should pay their proportional share of the costs related to the over-sizing of fa-
cilities to meet peak use requirements. When costing and pricing techniques are refined, con-
sumers have a more accurate understanding of what the commodity costs to produce and de-
liver. This price-equals-cost concept provides the basis for the subsequent analysis and com-
ments. This basic pricing technique has been incorporated and used within the Study.

Summary

This report will review and discuss the Study prepared for the District. This report has been pre-
pared utilizing generally accepted water rate setting methodologies and techniques to meet the
requirements of Proposition 218.
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Kevenue requirement Analysis

The development of the revenue requirement analysis is the first analytical step in the three-
step comprehensive water rate study process as described in Sections 1. This section of the re-
port describes the development of the revenue requirement analysis for the District’s water
utility. The District provided HDR with detailed revenue, expense, and customer data for the
water system that allowed for the development of the revenue requirement analysis.

The revenue requirement analysis, as developed for the District’s water utility, determines the
adequacy of water rates at current rate levels. From this analysis, a determination can be made
as to the overall level of rate revenue adjustment needed to provide adequate and prudent
funding for both operating and capital expenses. HDR has developed an independent analysis
based on the data and information provided by the District.

Determining the Revenue Requirement

In developing the District’s water revenue requirement, the water utility 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 assumes the full and
proper funding needed to operate and maintain the District’'s water system on a financially
sound and prudent basis.

Establishing a Time Frame and Approach

The first step in developing the revenue requirement for the District’s water utility was to es-
tablish a time frame for the revenue requirement analysis. For the Study, the revenue require-
ment was developed for the budget year of FY 2025 and the review period of FY 2026 through
FY 2034. While the revenue requirement was developed for a ten-year period, the focus was
the immediate five-year rate setting period of FY 2026 through FY 2030. Reviewing a multi-year
time period is recommended in order to aide in identifying any major financial impacts that
may be on the horizon. By anticipating future financial requirements sooner, the District can
begin planning for these changes, thereby minimizing short-term rate impacts and likely overall
long-term rate levels.

The second step in determining the revenue requirement was to decide on a method to accu-
mulate costs. In this case, a cash basis revenue requirement was utilized. As noted in Section 1,
the cash basis approach is the most common methodology used by municipal utilities to estab-
lish their revenue requirement. Table 2 - 1 provides a summary of the cash basis approach and
details the cost components used to develop the District’s water revenue requirement.
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Table2-1

Overview of the District’s Cash Basis Revenue Requirements

Water Operation and Maintenance Expenses

Rate Funded Capital

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

+ 4+ + +

Total Water Revenue Requirement

Miscellaneous Revenues
= Net Revenue Requirement (Balance Required from Water Rate Revenues)

Given a time period around which to develop the revenue requirement and a method to accu-
mulate the costs, the focus shifts to the development and projection of the revenues and ex-
penses of the District.

The primary financial inputs in the development of the water revenue requirement was the Dis-
trict’s FY 2025 budget document, FY 2025 customer data to develop a projection of customer
billing data, and the water capital improvement plan which was developed by the District. Pre-
sented below is a detailed discussion of the steps and key assumptions contained in the devel-
opment of the District’s water revenue requirement analysis.

Projecting Rate and Other Miscellaneous Revenues

Once the method and time period for developing the revenue requirement was established, the
next step is to develop a projection of the water rate revenues, at present rate levels. In gen-
eral, this process involved developing projected billing units which were based on historical bill-
ing records as provided by the District. The billing units were then multiplied by the current wa-
ter rates to calculate the anticipated revenues received. This method of independently calculat-
ing revenues links the projected revenues used within the Study to the projected billing units. It
also helps to confirm that the billing units used within the analyses are reasonable for purposes
of projecting future revenues, proportionally distributing costs, and developing the District’s
proposed water rates. At current rate levels, the District is projected to receive approximately
$94,000 in rate revenue in FY 2025. In discussion with the District, the Study has assumed no
annual customer growth (0.0%/year) resulting in rate revenues, remaining flat over the Study
time period.

In addition to water rate revenues, the water utility also receives miscellaneous or non-
operating revenues. There are various miscellaneous revenue sources which are related to late
fees, interest earnings, and other miscellaneous revenues as well as property tax revenues with
is a significant portion of the total revenues. In total, the District is projected to receive approx-
imately $227,000 in miscellaneous revenues in FY 2025. This amount is projected to slightly in-
crease over the projected period to approximately $238,000 by FY 2030.
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On a combined basis, summing the water rate revenues at current rate levels and the miscella-
neous revenues, the District’s water utility has total projected revenues of approximately
$321,000 in FY 2025, which is projected to increase to approximately $333,000 by FY 2030.

Projecting Operation and Maintenance Expenses

Operation and maintenance (O&M) expenses are incurred by the District to provide water ser-
vice, which includes the supply, treatment, transmission, and distribution of water and the dai-
ly operation and maintenance of the existing infrastructure. For the development of the reve-
nue requirement, the District provided detailed historical and budgeted O&M expenses and the
capital improvement plan for the water utility. The starting point was the budgeted FY 2025
O&M expenses which were then projected over the review period based on estimated annual
inflationary (escalation) factors. These were developed based on the recent experience of the
District and the general economy. Shown below in Table 2 - 2 is a summary of the O&M escala-
tion factors used to project the District’s water O&M expenses within the revenue requirement
analysis.

Table2-2

Summary of the Escalation Factors

FY 2026 FY 2027 FY 2028 FY 2029 FY 2030
Labor 5.0% 5.0% 3.5% 3.5% 3.5%
Benefits - Medical 4.0% 4.0% 4.0% 4.0% 4.0%
Benefits - Other 4.0% 4.0% 4.0% 4.0% 4.0%
Professional Services 5.0% 5.0% 3.5% 3.5% 3.5%
Miscellaneous 3.0% 3.0% 3.0% 3.0% 3.0%
Utilities 7.5% 7.5% 5.0% 4.0% 4.0%
Insurance 9.5% 9.5% 9.5% 9.5% 5.0%
Flat 0.0% 0.0% 0.0% 0.0% 0.0%
CIP Inflation 3.0% 3.0% 3.0% 3.0% 3.0%

The total FY 2025 O&M expenses for the District are budgeted at approximately $167,000. Over
the rate setting period, the total O&M expenses for the District is projected to decrease to ap-
proximately $139,000 by FY 2030, due mainly to a large onetime expense related to the capital
planning for the water line replacement. Additional O&M related to the reading of water me-
ters was also added in FY 2030 as the District is installing water meters for all its customers to
meet California State requirements.

R
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Projecting Capital Funding Needs

A key component in the development of the water revenue requirement was properly and ade-
guately funding capital improvement needs related to the infrastructure of the District’s water
system. One of the major issues facing utilities across the U.S. is the amount of deferred capital
projects and the funding pressure from growth/expansion and regulatory-related improve-
ments. 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 general types of capital projects that a utility may need to fund.
These include the following types:

Renewal & Replacement - A renewal and replacement project is a project required for
maintaining the existing system that is in place today. As the existing infrastructure be-
comes worn out, obsolete, etc., the utility should be making continuous (annual) invest-
ments to maintain the integrity of the facilities.

Growth / Capacity Expansion - A utility may make capital investments to expand the capaci-
ty of facilities to accommodate future capacity needs (customers)

Regulatory-Related - Another type of project may be a function of a regulatory (legal) re-
quirement in which the Federal or State government mandates the need for an improve-
ment to the system to meet a regulatory standard (e.g., water quality)

Understanding these different types of capital projects is important as it may aid in explaining
necessary rate adjustments. As the need for capital investment increases, it often directly im-
pacts needed rate revenue adjustments. In addition, and more importantly, the way in which
projects are funded may vary by the type of capital project. For example, annual and on-going
renewal and replacement projects may be paid for through rates and funded on a “pay-as-you-
go” basis. In contrast to this, growth or capacity expansion projects may be funded through the
collection of development or connection fees (i.e., growth-related charges) in which new de-
velopment pays an equitable share of the cost of facilities necessary to serve their respective
development (impact). Finally, regulatory projects may be funded by a variety of different
means, which may include annual rate revenues, long-term borrowing, grants, etc.

While the above discussion appears to precisely divide capital projects into three clearly de-
fined categories, the reality of working with specific capital projects may be more complex. For
example, a water pipeline may be replaced, but while being replaced, it is up-sized to accom-
modate greater capacity to serve increasing demands or new development. There are many
projects that share these “joint” characteristics. At the same time, projects may not be “re-
placement” related, but rather “improvement” related.

For purposes of developing the capital funding plan for the revenue requirement analysis, the District
provided its long-term capital improvement plan (CIP) as the basis for the development of the capital
funding plan. The CIP provides a listing of capital projects that address deficiencies and improvements
needed on the water system.
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Provided below in Table 2 - 3 is a summary of the capital funding plan based on the capital plan
as developed by the District based on current needs. As noted, the focus of the District’s water
rate study was on the next five-year period for rate setting purposes.
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Table2-3

Summary of the Capital Funding Plan ($000)
FY2025  FY2026  FY2027  FY2028  FY2029  FY 2030

Install Water Meters SO SO SO $230 $238 $246
Rubicon/McKinney Creek — Phase 1 0 1,126 0 0 0 0
Rubicon/McKinney Creek Contingency 0 113 0 0 0 0
To Capital Reserves 150 0 255 60 87 109
Total Capital Projects $150 $1,238 $255 $290 $325 $355

Less: Outside Funding Sources

Operating Fund SO $350 SO SO SO SO
Capital Fund 0 653 0 0 0 0
New SRF Loans 0 0 0 0 0 0
New Revenue Bonds 0 0 0 0 0 0
Total Outside Funding Sources SO $1,003 SO S0 S0 SO
Rate Funded Capital $150 $235 $255 $290 $325 $355

As can be seen in Table 2 - 3, the total cost of the capital projects to be funded varies from year-
to-year and includes system improvements (Rubicon/McKinney Creek Phase 1), annual system
improvements, meter installation, and funding towards the Phase 2 water main replacement
project. While the total amount required to fund projects may vary from year-to-year, the rate
study capital funding plan has developed a consistent funding source from rates to fund capital
improvements. In this case, rate funded capital will annually fund, on average, $268,000 per
year, in FY 2025 through FY 2030. As a point of reference, the District’s annual depreciation ex-
pense was approximately $64,000 for FY 2024. A desirable and recommended minimum fund-
ing target for rate funded capital is an amount equal to or greater than annual depreciation ex-
pense. It is important to understand that annual depreciation expense is not the same as re-
placement cost, which can be 1.5 to 2.0 times the original cost of the project. Thus, funding an
amount which exceeds annual depreciation expense is both prudent and appropriate which the
District is accomplishing. It is important to note that the capital funding plan is funded on a pay-
as-you-go basis. That is, this capital funding plan has not assumed the need for long-term bor-
rowing to fund capital projects.
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The capital funding plan has established a level of annual rate funding which is greater than an-
nual depreciation. Going forward, the District should continue to plan and monitor their annual
renewal and replacement needs and, as appropriate, increase the level of rate funded capital
over time to keep up with the cost escalation of these capital projects. In developing this finan-
cial plan, HDR and the District have attempted to minimize rate impacts while funding the
planned capital improvement projects of the District’s water utility.

Projection of Debt Service

The District currently has no outstanding debt issues for the water utility, and the capital fund-
ing analysis (Table 2 — 3) has not assumed additional long-term borrowing to fund capital im-
provements during the rate setting period.

Reserve Funding

The final component of the revenue requirement analysis is the reserve funding. This relates to
changes in working capital and the reserve funds. It includes transfers to, or from, reserve funds
to maintain prudent ending fund balances or for future funding of capital projects. For the Dis-
trict’s model, an operating reserve and a capital reserve were utilized to help segregate funds
for different purposes. The balance of funds after the transfers are made is transferred to the
operating or capital fund to maintain the minimum fund balance. Funding from reserves may
also be used to meet operating and capital needs in a deficient year.

Summary of the Revenue Requirement

Given the above projections of revenue and expense components, 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. More
specifically, emphasis was placed on minimizing rates to the extent possible while adequately
funding the operational and capital improvement needs throughout the review period. Pre-
sented below in Table 2 - 4 is a summary of the District’s water revenue requirement analysis
based on projected expenses and current rates. Detailed exhibits of this analysis can be found
in the Technical Appendices in Exhibits 1 - 5.

Table 2 -4

Summary of the Revenue Requirement Analysis ($000)

FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

Revenues

Rate Revenues $94 $94 $94 $94 $94 $S94
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Misc. Revenues 227 222 219 226 232 238

Total Revenues $321 $316 $313 $320 $326 $333
Expenses

O&M $167 $113 $119 $124 $129 $139
Rate Funded Capital 150 235 255 290 325 355
Reserve Funding 4 1 5 5 4 3
Total Expenses $321 $349 $379 $419 $458 $497
Bal. / (Def.) of Funds S0 (833) (566) ($99) (8132) (S165)
Bal. as a % of Rate Rev. 0.0% 35.0% 70.1% 105.0% 139.82% 174.59%
Proposed Rate Adjustment 0.0% 35.0% 26.0% 20.5% 17.00% 14.50%
Add’l Rev. from Rate Adj. S0 $33 $66 $99 $132 $165
Total Bal. / (Def.) of Funds 0 0 0 0 0 0

As can be seen, the revenue requirement has summed the O&M, rate funded capital, and re-
serve funding (i.e., net funding to and from reserves). The District’s total revenue requirement
is then compared to the total revenues 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. This balance or deficiency of funds is then compared to the pre-
sent rate revenues to determine the level of rate adjustment needed to meet the revenue re-
quirement. It is important to note the “Bal. / (Def.) of Funds” row is cumulative. That is, any ad-
justments in the initial years will reduce the deficiency in the later years. In FY 2026 through FY
2030, annual rate adjustments are proposed, which would be implemented in July of each fiscal
year (the first month of the fiscal year). The proposed rate revenue adjustments are 35.0% in FY
2026, 26.0% in FY 2027, 20.5% in FY 2028, 17.0% in FY 2029, and 14.5% in FY 2030. It is im-
portant to note that the District receives property tax revenues which are a significant compo-
nent of the total revenues for the water utility. Given this, the adjustments to the rate revenues
do not equate to an increase in total revenues, based on the proportion of property tax reve-
nues. This can result in large numerical adjustments to the water rates; however, the rate reve-
nue increase is much less.

Based on the revenue requirement analysis developed for the District’s water utility, HDR has concluded
that the rate revenues will need to be adjusted over the next five years to maintain prudent funding of
annual O&M and capital expenses and establish cost-based water rates. Based on the rate transition
plan (blue shaded line in Table 2 — 4), the proposed annual rate revenue adjustments are designed and
intended to meet the operating and capital needs of the District’s water utility, as well as maintain
strong financial metrics.
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Reserve Levels

A key element of determining the financial health and sustainability of the District’s water utility is a
review of the level of available reserve funds after the proposed rate adjustments. Utilities can establish
and maintain several different reserves. Each reserve has a specific and different purpose. The typical
types of reserves that utilities often maintain are generally referenced as an operating reserve, a capital
reserve, and in some cases an emergency or rate stabilization reserve. Certain funds may establish a
minimum ending balance that, if reached or falls below, is a signal that the District should review the
revenue sources associated with that fund and take appropriate action. The minimum ending balances
will vary depending on the purpose of the fund and the expected revenue sources.

For the District, there are two primary funds for the water utility rate study. These are the Operating
Reserve and Capital Reserve. Each of these is discussed further below.

Operating Reserve — The operating reserve is in place to meet the District’s fluctuating cash flow
needs. The typical minimum ending balance for an operating reserve ranges from 90 — 365 days of
annual O&M expenses. For the District, the minimum target was set at 365 days of O&M expenses.
This is done as the District bills on an annual basis and is therefore exposed to greater risk and im-
pacted by cash flow restraints. This target results in a minimum ending balance of approximately
$167,000 in FY 2025. Over the five -year rate setting period, the operating reserve is projected to
maintain an ending balance greater than the target minimum.

Capital Reserve — The capital fund is used to hold reserves available for funding capital projects.
There was no minimum employed for the reserve fund. However, when capital reserve funds are
available, this fund is used to pay for capital improvement projects.

Consultant’s Conclusions

The revenue requirement developed above for the District’s water utility has indicated the need for
annual rate revenue increases to adequately fund the District’'s O&M and capital expenses for the water
utility. The proposed rate revenue adjustments are 35.0% in FY 2026, 26.0% in FY 2027, 20.5% in FY
2028, 17.0% in FY 2029, and 14.5% in FY 2030. HDR has reached this conclusion for the following
reasons:

Rate adjustments are necessary to adequately fund the water utility’s operating and
capital expenses

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

In reaching the above conclusions, HDR would recommend that the District adopt the proposed
annual rate revenue adjustments to provide sufficient funding for the District’s projected oper-
ating expenses and capital improvement program. Prior to the implementation of the fifth, and
final, proposed rate adjustment the District should complete a review of the water rates.
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Cost of Service Analysis

This section will provide an overview of the second step in a comprehensive water rate study;
the cost of service analysis developed for the District’s water utility. A water cost of service
analysis determines the proportional distribution or assignment of the total revenue require-
ment to the various rate structure components. The previously developed revenue requirement
for FY 2026 (test year) was utilized in the development of the following cost of service analysis.

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

Proportionally distribute the District’s water revenue requirement, and
Derive average unit costs (i.e., cost-based water rates) for subsequent rate designs

The objectives of the cost of service analysis are different from determining a revenue require-
ment. 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 manner
to collect the total revenue requirement.

The results of the cost of service analysis determine the average unit costs (i.e., cost-based
rates) which are used in the development of the final step of the rate study process, the rate
design analysis. The cost of service analysis provides unit costs based on the proportional share
of costs. For example, a water utility typically incurs costs related to average day and peak day
demands, fire protection, and customer-related cost components. A water utility must build
sufficient capacity? to meet summer peak capacity needs. Therefore, those customers contrib-
uting to those peak demands on the system should pay their proportionate (i.e., fair) share of
the costs to provide the capacity in the system. The average unit costs derived from the cost of
service analysis provides the relationship between these components which are then used to
set cost-based rates. Similarly, the customer-related costs are totaled and distributed propor-
tionately on an a per customer basis. It is important to note that the specific cost of service
analysis for the District’s Study utilized the approaches mentioned above but the analysis was
simplified as the District does not have meters and cannot currently evaluate water usage of
the customers. As a result there is limited ability to distribute costs based on how the custom-
ers use water.

2 System capacity is the system’s ability to supply water to all delivery points at the time when demanded. Coinci-
dent peaking factors are calculated at the time of greatest system demand. The time of greatest demand is known
as a peak demand. Both the operating costs and capital asset related costs incurred to accommodate the peak
demands are generally allocated based upon the contribution to the specific peak month, peak day or peak hour
event.
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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 a review of the customer information, the current rate schedules, and discussion with Dis-
trict staff, there is a single class of service used within the cost of service analysis. In determin-
ing 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. For the District, the customers are entirely residential homes which reflects the
approach of using a single rate schedule.

General Cost of Service Procedures

To determine the cost to provide water 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
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 Dis-
trict’s Study conforms to generally accepted, and industry
standard, cost of service methodologies which are outlined

in the AWWA M1 Manual to meet the proportionality re-
qguirements of Proposition 218.

Functionalization of Costs

The first analytical step in the cost of service process is
called “functionalization”. Functionalization is the ar-
rangement of expenses data by major operating functions
(e.g., supply, treatment, transmission, distribution). Within
the District’s Study there was a limited amount of func-
tionalization of the cost data required since it was already
accomplished within the District’s system of accounts.

Allocation of Costs

The second analytical task performed in a water cost of
service study is the allocation of costs. The allocation of
costs examines why each expense identified in the reve-
nue requirement was incurred or what type of need is be-
ing met. As mentioned above, the District’s Study was
streamlined based on the fact that no water usage data is
available due to the fact that there are no water meters.
Given this, the following cost allocators were used to de-
velop the District’s water cost of service analysis:

B Commodity-Related Costs: Commodity costs are those

F)Q Cost of Service Analysis

Functionalization - The
arrangement of the cost data by
functional category

Allocation — The assignment of

functionalized costs to cost
components
Distribution —  Proportionally

distributing the allocated 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 volume of
water consumed

Customer Costs — Costs allocated
as customer-related vary with the
number of customers on the
system
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costs which tend to vary with the total quantity of water consumed by a customer. Com-
modity costs are those incurred under average load (demand) conditions and are generally
specified for a period such as a month or year.

B 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 lev-
els. These costs are also sometimes referred to as “readiness to serve” or availability costs.

Development of Distribution Factors

Once the allocation process is complete, the allocated costs are proportionally distributed to
each rate component. Given a single rate structure, the District’s allocated costs for the water
utility were distributed to the rate components directly, that is the water service and standby
charge.

Functionalization and Allocation of Operating Expenses

For the District’s water rate study, the revenue requirement for FY 2026 was functionalized, al-
located, and distributed. As noted in Section 2, the District utilized a cash basis revenue re-
guirement, which was comprised of operation and maintenance expenses, rate funded capital,
debt service, and reserve funding. A more detailed review of the functionalization and alloca-
tion of the revenue requirement can be found in the Technical Appendix in Exhibit 6

Major Assumptions of the Cost of Service Study

Several key assumptions were used within the District’s water cost of service analysis. Below is
a brief discussion of the major assumptions used.

The test period used for the water cost of service analysis was FY 2026. The revenue and expense
data were previously developed within the revenue requirement analysis

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

Costs were distributed to each rate component based on industry standard approaches to specifical-
ly address the requirements of Proposition 218

Development of Cost-Based Water Rates

While there are various rate study goals and objectives, a key consideration in developing water
rates, meeting the requirements of Proposition 218 - and documenting the steps taken to meet
the requirements. Given this, the District’s proposed water rates have been developed to meet
the requirements of Article XlIl D. A key component of Article XIII D is the development of rates
which reflect the cost of providing service and which proportionally distributed such costs
among the rate schedule components. There is no single prescribed methodology for allocating
costs or proportionally distributing those costs to the rate components. The AWWA M1 Manual
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clearly delineates the different methodologies which may be used to establish cost-based rates.
Article XIll D does not prescribe a particular methodology for establishing cost-based rates, con-
sequently, HDR developed the District’s proposed water rates based on the methodologies pro-
vided in the AWWA M1 Manual and the District’s specific system and customer characteristics
to meet the requirements of Article Xlll D and provide an administrative record of the steps
taken to establish the District’s water rates.

HDR is of the opinion that the proposed rates comply with legal requirements of Article Xl D. HDR
reaches this conclusion based upon the following:

B The revenue derived from water rates does not exceed the funds required to provide the property
related service (i.e., water service). The proposed rates are designed to collect the overall revenue
requirement of the District’s water utility.

B The revenues derived from water rates shall not be used for any purpose other than that for
which the fee or charge is imposed. The revenues derived from the District’s water rates are used
exclusively to operate and maintain the District’s water system.

B The amount of a fee or charge imposed upon a parcel or person as an incident of property owner-
ship shall not exceed the proportional costs of the service attributable to the parcel. The cost of
service analysis section of the Study has focused exclusively on the issue of proportional assignment
of costs. The proposed rates reflect the varying customer characteristics and system requirements
of the cost for each rate structure component. The grouping of rates creates the proportionality ex-
pected under Article XIll D by having differing rates which reflect both the level of revenue to be col-
lected by the utility, but also the manner in which these costs are incurred and distributed based on
the proportional impacts and burden placed on the District’s water system.

The above discussion provides an overview of the requirements of setting rates to meet Propo-
sition 218. The cost of service developed herein has developed a set of average unit costs which
provide the cost-basis for the development of the proposed water rates for the District.

As a part of the Study, HDR has developed a water rate design discussion to clearly demonstrate and
support the proposed water rates. The following discussion provides a more detailed analysis of the
costing techniques and methodologies used to support the District’s proposed rate design.

Summary Results of the Cost of Service Analysis

In summary form, the cost of service analysis began by functionalizing the District’s revenue
requirement for FY 2026, which is the first year of the rate setting period. The functionalized
revenue requirement was then allocated to the appropriate cost component(s) based on indus-
try standard cost of service methodologies. The allocated totals were then proportionally dis-
tributed to the specific rate structure components. The distributed expenses for were then ag-
gregated to determine the overall revenue responsibility (i.e., cost to provide service). Provided
below in Table 3 - 1 is the summary results of the District’s water cost of service analysis and is
found in Exhibit 8 in the Water Technical Appendix.
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Table3-1

Summary of the Water Cost of Service Analysis ($000)

Present Rate Reve- Distributed S %
nues Costs Difference Difference
Total $94 $127 ($33) 35.0%

The cost of service analysis allocated and proportionally distributed the revenue requirement
for FY 2026 with the respective benefit received from and burdens placed on the water system
to the different rate components based on the service provided. It is important to understand
that a cost of service analysis is based on one year’s expense data and customer information.
Given this, the results of the cost of service analysis may change from year to year. As the Dis-
trict continues to monitor water rates, implement metered service, and future cost of service
studies, future cost of service adjustments may be necessary to reflect changes in costs.

Development of the Unit Costs for Rate Designs

To begin the assignment of costs related to rate components, the results of the cost of service
analysis are utilized. The cost of service analysis allocated the revenue requirement between
the cost components of average day use (commodity) and customer. Provided in Table 3 -2 is a
summary of the allocation of the FY 2026 revenue requirement from the cost of service analy-
sis.

Table3-2
Summary of the Allocation of the FY 2026 Revenue Requirement ($000)
Commodity Customer
Total Related Related
Total Revenue Requirement $127 $102 $25

The total allocation of the FY 2026 revenue requirement, approximately $127,000, is then distributed.
Given the requirement to provide the cost-basis the rate structure components, the allocated costs are
distributed between the rate structure components directly. The costs in Table 3 — 2 are taken from
Exhibit 7 in the Water Technical Appendix.

Provided below is a discussion of the approach used to proportionally distribute the revenue
requirement to the rate components.
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Commodity Average Unit Cost

To develop the commodity average unit costs, the distributed commodity costs were divided by
the number of customers in the system as the District does not have meters in place to meas-
ure water consumption. Provided in Table 3 — 2 is a summary of the commodity average unit
cost development and is taken Exhibit 7 of the Water Technical Appendix.

Table3-2
Summary of the Commodity Average Unit Cost
Reference A B
Calculation
Distributed Commodity Unit
Commodity Costs  # of Customers Cost
Water Service Charge $102,215 248 $412

As can be seen, the development of the commodity average unit costs is straightforward and based on
number of customers. The total commodity-related costs in Column A are taken from Table 3 — 1. Then,
the distributed costs in Column A are divided by the total customers shown in Column B. The average
unit costs are stated in § / customer in Column C which is the same basis as in the rate design given that
the District does not have meters in place to determine water consumption.

Customer Average Unit Cost

Customer costs vary with the number of customers on the system. The customer related aver-
age unit costs were developed by dividing the distributed customer costs by the total number
of customers. Table 3 — 3 provides a summary of the customer average unit costs and is taken
from Exhibit 7 in the Water Technical Analysis.

Table3-3
Summary of the Customer Average Unit Cost
Reference A
Calculation
Distributed # of Customer
Customer Costs Customers Unit Cost
Standby Charge $25,009 248 $101
Cost of Service Analysis 30
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Given that the customers are currently unmetered, the total customer related cost was allocated to
customer related. Once meters are in place, and consumption data is available, the District will be able
to develop additional distribution factors (i.e., capacity factor) to further proportionally distribute in the
cost of service.

Consultant’s Conclusions and Recommendations

Given the requirements of Article XllI D, section 6, the results of the cost of service will be used
to establish the proposed rate designs for the District’s water customers. More specifically, it is
recommended that the unit costs derived from the cost of service results be utilized as the ba-
sis for the rate design in Section 4.

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 ac-
cepted cost of service techniques as provided in the AWWA M1 Manual and the District’s sys-
tem and customer characteristics to meet the proportionality requirements of Proposition 218.
The Technical Appendix shows the detail of the cost of service analysis in Exhibits 6 — 8. The fol-
lowing section of the report will provide a summary of the present and proposed rates for the
District’s water utility.
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’.l)esign Analysis

The final step of the District’s comprehensive water rate study is the design of proposed rates to collect the
appropriate levels of revenues, based on the results of both the revenue requirement and the cost of service
analyses. In developing the District’s proposed water rates, consideration is given to the of the rates as
well as the 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 (i.e., rate component charges) from the customers.

The overall revenue level for the District’s has been established in the revenue requirement analysis (Section 2) while
the proportional distribution of costs has been developed in the cost of service analysis (Section 3) which provides the
revenue levels to be collected based on cost causation and the average unit costs for each rate component.

Rate Design Criteria and Considerations

Prudent rate administration dictates that several criteria that are 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

Cost-based and equitable

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

Proportional and non-discriminatory (cost-based)

Legally Defensible (Proposition 218 compliant)

It is important that the District provide its water customers with a proper and accurate price signal as to what
their usage characteristics are costing. This goal may be approached through both rate level and structure.
When developing the proposed water rate designs, all the above listed criteria were taken into consideration.
However, it should be noted that it is difficult - if not impossible - to design a rate that meets all the goals and
objectives listed above. A good example of this is that it may be difficult to design a rate that takes into con-
sideration the customer’s ability to pay while also being cost-based. In designing rates, there are always trade-
offs between these various goals and objectives.

Overview of the Proposed Rate Structures

In discussion with District staff several of the above goals and objectives were highlighted as key elements to
be included within the proposed rate structure. These were:
Equitable, proportional, and cost-based

District Office: PO Box 7036 Folsom, CA 95763 - (916) 987-7130 - karlagunter@yahoo.com
District Agent: (530) 307-9032 — wspsgraham@gmail.com
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B Revenue stability

The main goal was to provide the cost-basis, or justification, for the proposed rates to reflect the rate setting
requirements in California (i.e., Proposition 218). This was accomplished through the development of the cost
of service analysis using industry standard approaches (AWWA M1 Manual) and the District’s system and cus-
tomer characteristics. The cost of service analysis provided the equitable allocation and proportional distribu-
tion of costs to each of the rate components (water service charge and standby charge) as developed in the
average unit costs (Section 3 of this report) for purposes of final proposed water rates.

Summary of the Present and Proposed Water Rates

The proposed water rates for the District’s water utility were designed to meet the total system revenue
needs discussed in Section 2 and the cost of service results, including the average unit cost, shown in Section
3. The proposed water rates have been developed based on the cost of service analysis and specifically the
average unit costs.

Review of the Present and Proposed Water Rates

The District’s proposed rate structure maintains the current structure. The current rate structure consists of
annual water service and standby fixed charges. As noted, the District does not have meters in place to de-
termine individual customer consumption. Based on the results of the Study, the water service charge is a
commodity related charge reflecting costs incurred due to providing water service. Whereas the standby
charge is a customer related charge for ensuring adequate water service is available for a customer when de-
manded. The adjustments for each of the fixed charges are based on the cost of service results and specifically
the average unit costs calculation. Provided below in Table 4 - 1 is a summary of the District’s present and
proposed water rates.

Table4-1

Summary of the Present and Proposed Water Rates

Present Rates FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

S/ Acct. / Yr.
Water Service Charge $300 $412 $519 $625 $731 $837
Standby Charge 80 101 127 153 _ 179 205
Total $380 $513 $646 $778 $910 $1,042

The proposed rates in Table 4 — 1 for FY 2026 show that the total fixed charges are $513 / year. This is based on the
results of the average unit costs developed in the cost of service and previously summarized in Tables 3 -2 and 3 - 3.

Water Rate Study Recommendations

Based on the results of the District’s water rate study, HDR recommends the following:

District Office: PO Box 7036 Folsom, CA 95763 - (916) 987-7130 - karlagunter@yahoo.com
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Rate revenues for the District’s water utility should be increased in FY 2026 through FY 2030
The proposed water rates should be implemented to reflect the proportional distribution of costs
The rates are proposed to be implemented and effective each year on July 1

When funds are available, increase the level of annual replacement funding to transition towards fund-
ing an amount greater than the District’s annual depreciation expense levels

Prior to the implementation of the fifth, and final, proposed rate adjustment the District should com-
plete another comprehensive review of the water rates

Summary of the Water Rate Study

This completes the water rate analysis for the District’s water utility. The Study has provided a comprehensive
review and development of proposed water rates for the District. The adoption of the proposed water rates
will allow the District to meet their current and projected water system financial obligations for the time peri-
od reviewed based on the assumed customer growth, capital plan, and projected increases in operating costs.
Should these assumptions change, the proposed rate adjustments may also need to be revised to reflect the
changed conditions.

Proposition 218

Given the requirements of what is commonly referred to as Proposition 218, a process must be utilized in or-
der to adopt and implement a change in the District’s water rates. The first requirement is that the proposed
rates must be cost-based or justified and that is the reason the District has developed the Study. Once the cost
basis for the proposed water rates have been calculated, a public notice process must be undertaken in order
to move forward with the adoption of the proposed rates. This begins with the presentation of the proposed
rates to the District’s Board of Directors. If the proposed rates are acceptable and prudent, the Board can di-
rect staff to prepare and mail the Proposition 218 notices to the District’s customers which outlines the
changes in water rates and the time, date, and location of the public hearing.
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Addendum B

McKinney Water District
Draft Rate Study Results
February 28, 2025

R
Overview of the Presentation

N
==l Purpose of a Rate Study
\

E Proposition 218

g- Key Assumptions
|
=

Review Study Results
Dvoesps.

/
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Purpose of a Rate Study

= Provide an adequate level of rate revenue to operate and maintain the District’s
water utility

= Develop the rate study using generally accepted methodologies tailored to the
Districts water utility and unique customer characteristics

= Reflect prudent financial planning criteria
oMaintain target debt service coverage (DSC) ratio
oPrudent rate funding of capital
o Meet target reserve balances

= Develop cost-based water rates
oMeet the intent of Proposition 218

McKinney Water District
Draft Rate Study Results
February 28, 2025

FR
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Proposition 218

= Provides the requirement for
setting and implementing property
related rates and fees

o California constitution Article XIII D

= Requires a cost basis for
establishing the level of the rates

= Requires a customer notification
process and protest hearing

= If no majority protest (50% + 1),

the governing body may
implement the proposed rates

Key Assumptions of the Study
= Calculated annual revenues based on current rates and customer information
mStarted with the District’s FY 2025 budget
" Projected based on escalation factors for FY 2026 through FY 2034
= Utilized the District’s capital improvement plan
= Developed capital funding plan (rates, reserves, etc.)
®Cost of service test year is FY 2026 to develop proposed rates for year 1
= 5-year transition plan (FY 2026 through FY 2030)

District Office: PO Box 7036 Folsom, CA 95763 - (916) 987-7130 - karlagunter@yahoo.com
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Developing Cost-Based Water Rates

Revenue Requirement

Compares the revenue of the utility to the expenses to evaluate the level of
overall rates

A 4

Cost of Service

Proportionally distribute the revenue requirement between the customer
classes of service

A 4

Rate Design

Design rates for each class of service to meet the revenue needs of the
utility, along with any other rate design goals and objectives

Revenue Requirement

District Office: PO Box 7036 Folsom, CA 95763 - (916) 987-7130 - karlagunter@yahoo.com
District Agent: (530) 307-9032 — wspsgraham@gmail.com
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Overview of the Revenue Requirement

Compares utility ¢ Determines the level of revenue (rate)
revenues to expenses adjustment necessary

VL ER R GEL TS EV Il Adequate funding of renewal and replacements
planning criteria » Maintaining sufficient ending reserve balances

FEVTAWE R =11 (R ]y -l '» Typically, review a five-to-ten-year period
period ¢ Rate setting is often 2 —5 years

(V111 G EL Y721 KT Il » No transfer of funds from other District funds
ER 1 B[ -0 - Il * Rates need to support operations and capital

Utilizes the “cash * Generally accepted method for municipal
basis” methodology utilities

Capital Improvement Plan

Summary of Capital Improvement Plan ($000's)
$1,400

$1,200
$1,000
$800
$600

$400

., 1

FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

® Rate Funded Capital  ® Operating Reserves W Capital Reserves
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Revenue Requirement Analysis

Summary of the Revenue Requirement (000's)

$600
$500
$400
--
$300
$200
$100
50
FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030
= Operations & Maintenance s Rate Funded Capital s Reserve Funding
— Total Revenues - == Revenue + Rate Ad).

10

Reserve Levels

Total Reserve Funds

$1,400,000

$1,200,000

$1,000,000

$800,000

$600,000

$400,000

$200,000

S0
FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

== Operating Reserve == Capital Reserve = = =Target: 365 days of O&M
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Revenue Requirement Summary

FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

Proposed Rate Adjustment 0.0% 35.0% 26.0% 20.5% 17.0% 14.5%
Avg Residential Monthly Bill $380.00 $513.00 $646.38 $778.89 $911.30  $1,043.44
$ Change 0.00 133.00 133.38 132.51 132.41 132.14
Cumulative Change 0.00 133.00 266.38 398.89 531.30 663.44

* Does not include cost of service or rate structure changes *

* Rate adjustments are necessary to fully fund water utility
* O&M expenses
* Capital improvement funding
* Maintain prudent reserve levels
* Multi-year rate adjustments are proposed in order to provide a smooth
transition of rates

12

Cost of Service
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Overview of the Cost of Service

What is cost of service?

¢ Analysis to proportionally distribute the revenue requirement to the
customer classes of service

Why cost of service

e Generally accepted as “proportional and cost-based”
* Avoids subsidies

e Revenues reflect costs

¢ Meets the intent of Proposition 218

Objectives of Cost of Service

e Determine if subsidies exist
¢ Develop average unit costs

Generic Water Cost of Service Methodology

Residential — : :
] sidentia 5 Residential
. Consumption Multi-Family Customers
Related

Non-Residential

Total Expenses
Source

Residential —_— . .
Distribution EERI Multi-Family
Pumping —> Related Multi-Family Customers
Storage Non-Residential
Residential —
sidenta Non-
Customer R . q
—> Multi-Family ~ ——— GEHGEE]
Related
Non-Residential Customers

Etc.
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Cost of Service Summary

= Cost of service analysis provides the
basis for the proposed rates

= Results show the need for costof- Customer
. . 20%
service adjustments

m Reflect cost of service results to meet

the requirements of Prop 218 Commodity

80%

16

Rate Design
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Overview of the Rate Design

Reflect the Produce sufficient
findings of the Meet the rate revenues to meet
revenue design goals and the target Are cost-based

requirement and objectives of the revenues of the and proportional
cost of service District utility, and each
analyses class of service

Rate Design — Present and Proposed Rates

S/ Year
Water Service Charge $300 $412 $519 $625 $731 $837
Standby Charge 80 101 127 153 179 205
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Thank you for your input!
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