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SUMMARY

The City of Toledo and the Seal Rock Water District commissioned a study 4 years ago to work

out a more equitable means for the City to charge the District for water use. The current rates are
the result of a flawed agreement and one law suit. The rates basically attempt to collect
proport6ionate shares of operating costs from each user and to proportionately allocate capital

costs as they are incurred by the City between the City and the District. The Wright Water

District is a very small water user that is not part of the current agréetent but is treated by the
City as a wholesale customer similar to Seal Rock; however, the Clty does not attempt to collect

for capital costs from Wright.

The following Table 1 shows a single calculation for water operatmg and capital costs for each of the two
wholesale customers. The current rate structures would. be abandoned the following single.rate or rates (if
capital is included) would be applied to usage. The current_set of base rates would be ehmmated

Table 1 Summary of Wholesale Rate & Impact on Seal Rock

Functions =

Source,

“ Billing &

Transmission - =
& Plant 7~ Distribution Meters Management  Total

Annual Cost by Funcnon - $29s, i63'_~ -~ $323,262 $£55,470 $87,430 $762,325
Annual Water Sales (1,000 gallons '_ _ _:266 514 421 266 514,421 266,514,421 266,514,421
% Allocated to function® .. 100% 29% 0.216% 100%
Water Usage per Year (1,000's of galions)
Q&M rafe per E GGO gallons “ $L1112 $0.3517 $0.0005 $0.3280  $1.7915
Working Capital (1/ i2. of O&M) 0.1493

Total O&M Rate A $1.9408
Depreciation Rate $0.2826
Return on Equity Rate 0.3251

Sub total capital rate $0.6077
Total Rate per 1,000 gallons $2.5485
Wholesale Water Rates Anatysis Page 1
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This report is a second attempt to gain concurrence by the parties (though Wright was not invoived in the
discussions). This second attempt was to come up with a single volumetric rate per 1,000 gallons of
water usage for operating and maintenance costs, and to leave the discussion regarding how to collect for
capital costs unresolved. The single commodity rate for O&M would be $1.9408 per 1,000 gallons of
water used by Seal Rock or by Wright Water Districts. The calculation of the capital cost per 1,000
gallons of water use shown in a grey-space is unchanged from the first report.

The commodity rate calculated in Tabie 1 is about 7 percent higher than when.it was calculated in 2005,
Most of the change is due to growth in operating costs and a very slight decrease in water usage. Overall
the O&M costs and the proportionate use of the water system has changed very litile over the past 3 years.
Two other significant changes were made from the 2005 analysis, though the Jdmpact on the rate was very
minor,

First, in this report the total water used by all of the parties was used to determme the commodity rate for
all 4 functions analyzed—Source, transmission, and plant; Distribution, Billing & meters, and
Management. In the original report from 2004, water sales were welghted by the relative numbel of
customers benefiting from each function. e

Second, the numbers of customers in the system, including Toledo’s wholesale customers, the 2 meters
used by Seal Rock Water District, and the 1 meter used by Wright Water District was reduced from 1,616
to 1,386 which include the 3 wholesale water mefers,, The original 1,616 accounts included closed
accounts and double counted properties that changed: customers (rental turn-over) during the year. Since
this factor is only applied to the total cost of Blilmg & Meters whach is a minor cost, the overall impact on
the rate is smatl. :

The City has to address its water source problems in the near future. The cost of making those repairs
will be in the millions of dollars. Going forward, the City and its retail customers will have to decide how
to allocate that cost to current.and future users. The parties have 2 options: (1) the City can establish a
single rate to charge the Districts.that. will.cover its operating costs and capital costs, or (2) it can establish
a long-term agreement. whereby the City and the Districts agree on some formula to allocate the capital
costs to each party and each party agrees to use water from system at least untit all of the loans the City
will have to secure are fuily repaid. .

Optton I wo’uid leave the Clty w1th the total E!ebt for the capital improvements and would have to be
prepared for one of both districts ﬁndmg cheaper water eisewhere, The City would be taking all of the
financial risks.

Option 2 would spread the risk to the wholesale customers through fong-term agreements to purchase
water only from the City; and likely the City would have to agree not to take on other wholesales users
that might reduce water services to the original wholesale customers, The risk the City would take is if
the improvements were, for some unknown reason, fail to produce sufficient water to meet everyone’s
demands,

Wholesale Water Rates Analysis Page 2
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INTRODUCTION

The City of Toledo and Seal Rock Water District jointly retained Economic & Financial Analysis (EFA)
to evaluate the current water rates in Toledo and between the City of Toledo and Seal Rock Water
District. Seal Rock purchases about half of the finished drinking water Toledo produces. Seat Rock is
dependent on Toledo for all of its water supply and Toledo is dependent on Seal Rock to pay for
producing water. The two have had an agreement for over 10 yvears and Seal Rock has invested in meters
and a water transmission line to connect to Teledo’s water system.

The relationship between the two entities is codified in a 1994 Water Purchase Contract. Also, Toledo is
facing major capital improvements to use its water rights and transmit the water from two sources; the
Siletz River in the summer and Mill Creek in the fall, winter, and sprmg Water {reatment is essential
because of turbidity problems with the Siletz River water, and iron, manganese and algae problems with
the Mill Creek Reservoir water. The water treatment plant (WTP) was built in 1975 and has an average
capacity of 1.2 million gallons per day (mgd) and a peak g capamty of 3.0 mgd for br1ef periods,

The agreement between Toledo and Seal Rock is for sale of up tol 25 mgd or about ]OO pelcent of
average daily production capacity and about 42 percent of peakinig Capacity (the agreement which is
discussed later in this report does not clearly state that the 1,25 mgd of capacity for Seal Rock is average
daily or peaking capacity). Currently Seal Rock’s average usage is under 0.5 mgd.

In this report, EFA determines develops a wholesale water rate for Toledo’s major wholesale customer—
Seal Rock. This wholesale rate is developed using a utility-basis of cost accounting, and provides
preliminary recommendations to set a wholesale water rate. EFA: féhes on rate making principles and
methods employed by most state. utihty reguiators mciudmg Oregon.” The state of Oregon regulates the
rates of privately-owned water companies, and they apply rate making methods established through a rich
history of regulated utilitie: .

This report consists of 4 chapteis In* the fitst chapter, EFA establishes the revenue requirements for
Toledo to supply:water.. Reveniies requ1rements divided by the units of water supplied is the wholesale
water rate, . The second: chapter is a review of the existing water agreement with proposed changes. In the
third chaptel we discuss how the wholesale rate derived in the first chapter can be applied and
administered over future years;’ The final. chapter recommends a wholesale rate and changes to the
agreement..“An appendix contams detailed listings of fixed assets and a summary of annual water usage
by customer class in Toledo,

Wholesale Water Rates Analysis Page 3
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REVENUE REQUIREMENTS FOR WHOLESALE
CUSTOMERS

Toledo’s revenue requirements to own and operate the water system have o include all O&M and capital
costs. Utility rates are a cost-based method and not a profit-maximizing method. Determining rates is
grounded in the costs of owning and operating a water system. Anmnual revenue requirements from rates
are determined so as to collect no more than the total annual long-run costs assomated with operations and
ownership. :

Annual revenue requirements in total have three major elementsMO&M'ébs'ts depleciation, and return
on invested capital. The general equation for determining revenue reunremems 1s

RR = O&M + Annual Depreciation + Rare of Retmn X (Rafe Base)

Each of these terms is discussed below.

We begin with O&M expenses based on Toledo’s current budget for the water utility. The cost of capital
is based on Toledo’s current list of capital assets that are currently used to obtain, produce, pipe, and store
potable water for the benefit of retail and wholesale customers. Toledo  operates its water utility as an
enterprise fund which means that 100 pelcent of its costs are paid from wate1 rates and other water-related
rates and charges. - L

O&M EXPENSES . -

Table 2 shows the line-item costs from the current year budget and the allocation of each line-item to one
of four functions-—(a) source, transmission & water treatment plant, (b) distribution, (¢) billing & meters,
and (d) management, The City budgets water:into two broad categories: Category I Plant which includes
the two sources of water, raw water transmission‘lines, and the water treatment piant and, Category 2
Distribution which mcfudes all of the’ piping from the treatment plant to reservoirs, fire hydrants, and to
each customer’s water meter,:"Within the budgets are included management costs (as transfers to the
general’ fund) and reserves for future capital expenditures (transfers to reserve funds).

To determme how much of the total operating costs to allocate to wholesale customers, EFA through
analysns of individual line items and interviews with staff allocated the costs to one of four functions used
in varying amounts by w_hoiesa_l_e customers. One-hundred percent of the cost of obtaining raw water
from the sources, transmitting it to the water treatment plant, and treating the water are shared by Toledo
and wholesale customers, The distribution system is only partially used by wholesale customers. The
cost of monthly meter reading, billing, and meter maintenance is only fractionally used by wholesale
customers. Management costs are a necessary overhead to any organization. Each line itemn as shown in
Table 2 is allocated wholly or partially to each of these four functions.

The allocation of Category 1 line items is straightforward with 2 exceptions.

Wholesale Water Rates Analysis Page 4
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A Transfer to the general fund line item is for a utility billing clerk and for management. EFA
estimated from the City’s personnel costs and interviews with staff the cost amounts to $28,470
per year

The transfer to water reserve is a capital savings account that is excluded as an operating cost and
accounted for indirectly below as a capital cost.

The allocation of Category 2 line items also is straightforward with 3 exceptions.

A Transfer to the general fund line item is for management and thls amount is listed under the
management category. :

The transfer to the public works department includes a meter reader/maintenance person. The
person reads the customer meters, and handles meter:turn-off and turn-on services, meter change
outs, and meter servicing. These tasks are handled by a full-time pubic works staff that spends an
estimated ¥z of their time on meter reading and sew;cmg atan annual cost of $27; 000

The transfer to the water reserve is a capital savings ace unt-t}1at isexcluded as an operating cost
and accounted for indirectly below as a capltal cost.

In sum, the City spends $762,325 on operatlons annuakly About 39 percent of O&M costs are for the
water source, transmission, and treatment; 42 percent is for transmission of treated water, storage, and
distribution; 7 percent is for meter reading and maintenarice, and 11 percent is management.

Wholesale Water Rates Analysis Page 5
——
—— ECOMNOMIL & FINANMDCIAL ANALYSIS



_——
SISATYNY IVIONYNIL % JIWONODT
——

s1sA[euy $27BY ISJB AL [ESSIOUM

EII¥SE 08 6T 0LY'8T £91°96¢ 8L6° V68 [el1o1 gng
085°¢ 085°¢ 085°¢ DAIIS3I JUSWIIISI O] SIBJSURL]
0 QAISSAI 19JRM O) SISJSURI],
OFL 1 OpL1 oasesal ‘dinbiy md 01 sissuel]
CILYS CLLYS $HIOM O1g] O1 SI3JSURA],
0S6°LS  08¥°6T 0LY'ST . ¥ PURJ [BISUSD) O} SIAYSUBI],
009°T1 009°C1 SOOIALDS IOUI0 2P 1VRIUOD)
000°0Z 000°0T saddng
0ZTIF VAR souRIASU[
0Tl 0ST°1 UL, % 10 8D
00T 002 suonduosgns 2 diysiaquuay
000°C 000°C Suiutensy (aARI],
00¥°8 00+°8 Jredat sursgshg
000°1 000°1 nredas Supjing
00t . 00F Jiedax 9[214a A,
000°1 2 000°T Jredoar jusurdmby
000°C 000°C. suLepy
002 00T siaBed 7 suoydajay,
0516y e OSTICE Aoy
00¢€ o 5. 00€ sanddng a2130
086°C 086C JUAWIINTY
0€S°e 0£6°E dwo) s1j1044
SLL'9T eLL9T. SLL9I SOUBMISU] eI
SL6L T SLETL SL6°L Aunosg feroog
00£%9 -00g9 T 00£°9 WD
05T°8 0528 7 05T°8 swnqed
00L°68 “00L 68" 00468 i g

U S JUR|J JUSUWIBAL], “UOISSIWUSURI] IR, MPY 92IN0g

[210], USWFBURIA SIDIDIN] uonnqLusLy ;G e W 195png
pdupg . uoISSIWSURI], 600
‘32in0g

SHORIUNY 0} 53500 RO JO UONEBIOY T Iqe],

PLESIC IR I0Y (89§ 7 OPA[OL JO AUD



_—
SISATYNY “IVIONYNIA f IHMWAONDD3Z _—

£ 98eg SISA[RUY Sy 918 A 2[BS2|OYM

%001 %11 %L Y%Ll
STETIL  OSHL8 0LY'SS 9T €TE 1230,
ZIT80F  0S6°LS 000°LT TITETE IEOGE [e101 qng
0 i - ST30p OAIOSOI JOJEM O} SIJSUBL],
$91°9 $9t°9 S9v9. 319531 “dinby md 03 s1ajsueL],
TLIVST 000°LT TLYLST TLYY8T SHIOM DN 0} SIYSUBL],
0S6°LS  0SG6'LS 0S6°LS puny [RIOUID) O} SIYSURL],
000°8 000°3 000°8 SHIALIS IFYI0 7P IVBAUOD
05L°8 05.°8 0SL°8 sarddng
000°TE 000°CE 000°TE Jredas swegsiy
000 . 000°1 000°1 aredar yusurdinbyg
$T9°T ST $T9°T Apuparg
0051 0081 0051 poddns Suisseoord ereq
08T°s 05ZS 0ST°s saiddns s2130

Y # SIOAIISY owﬁopw oﬁoﬁznmbmmﬂ n:o_mmmEm:E..r IHeA Paysiulg

[®1I0] IUSWATRUBN SIAIRN] uoHngLISICT B[4 ¥ oapng
» supng UOISSIUSURI], 6002

‘a2an0§

1OLISI(T 1918 AL 003 [29S % 0P[O JO KD



City of Toledo & Seal Rock Water District

These annual O&M costs by function are converted to a rate per 1,000 gallons of water use. Notice that
all costs will be converted to a dolar rate per 1,000 gallons of water used. Table 3 shows the calculations
of this rate for Q&M costs by function,

Annuatly, the City sells 266,514,421 gallons of water and sells water to Seal Rock (125,430,240 gatlons)
and Wright WD (740,000 gallons). Table 4 shows the sources of demand for 2005, 2007, and 2008. EFA
uses the 2008 data to calculate the rate.

Table 3 Calculation of O&M Component of Wholesale Water Rate

Func.ti;)'ﬁs .
Souree, o -
Transmission & ot - Billing&
Plant Distribution Meters =¥ = Management  Total
Annual Cost by Function $296,163 :$323262° - S55470 . $87430  $762,325
Annual Water Sales (1,000 gallons) 266,514,421 266,5.1_4:_1_,421 266,514,421 266,514,421
% Allocated to function _ 100% 29% 0.216% 100%
Q&M rate per 1,000 gallons E 3111 12 $0.3517 $0.0005 $0.3280 51.7915
Working Capital (1/12 of O&M) ' 0.1493
Total O&MRate $1.9408
The allocation of costs for the :js_o_urce,--frf_aw_‘,\{ater transmi_ggiﬁn, and water treatment plant is derived by
dividing total system-wide usage into the costs allocated to this function-—$1.1112 per 1,000 gallons.
Table 4;SL_1:_;|.nmary of Watei‘l}ﬁ:r_s and Usgl__ge_ .
b ) % i : % Yo %o
g Annual - Annual Annual Annual
Toledo A % Seal Rock A Wright Creek B} Total A
2005 148,644,237 & 125236,000 895,000 274,775,237
% Total S48% 5 45.6% 0.3% 100%
2007 138,163,610 -3.66% 135,252,450 3.85% 725,000 -19.53% 273,416,060 -0.25%
% Total 50.5% 49.5% 0.3% 100%
2,008 140,344,181  1.57% 125,430,240  -7.54% 740,000 2.05% 265,774,421  -2.83%
% Total 52.8% 47.2% 1.3% 100.0%
QOverall -1.9% 3. 1% -6.3% -1.1%
Wholesale Water Rates Analysis : Page 8

———
L ECONDMIC & FINANGIAL ANALYSIS
—



City of Toledo & Seal Rock Water District

The rate for the distribution function requires an adjustment for the portion of the distribution system
actually used by wholesale customers. Water taken by the wholesale users does not use all of the
distribution system in the City, but only about 29 percent of it. EFA derived this percentage by
evaluating the existing distribution system that is used by wholesale customers. Table 5 shows the
calculations., The City’s water master plan has an inventory of the lineal feet of pipe by pipe diameter.
EFA used these data and replacement costs to install the various size diameter pipes to evaluate the
distribution system. Table 5 shows the calculations. Also based on the maps in the master plan, only
pipes that are 10-inches or more in diameter are used for wholesale water distribution. The ratio of the
cost of these pipes to the cost of all of the piping is approximately 29 percent. EFA uses this percentage
as a reasonable estimate of the amount of O&M costs for the distribution’system that benefit wholesale
users. This criterion eliminates all of the water line laterals that serve :retziil ;ﬁu_s;tomers.

Table 5 Analysis of Transmission and Distribution Line Values:

] Used by D
i % ~ Wholesale " % of total
In, Diameter Feet % Total $/LE Cost “““Total  +7.Customers Replacement Cost
2 413 0.3% 3956 16417 0% 0%
4 15,690 12.5% 39.56  .620,696 0% 0%
6 67,593  54.1% 4540  3,068,72 47% 0 0% 0%
8 17,597 14.1% 5177 910,997 0% 0%
10 15579 125% 5933 924302 100% 14%
12 10,595 8.5% 69.23 733,492 : 100% 26%
13 2240 1,8% .0 8737  195,709: 3% 100% 29%
30 190 02% i Included as part of the WTP asset value 29%

125,024 100% 6,470,335 29%

Source: KPFF 1998 pp 37-39

Back to Table 2, only 29 percent.of the O&M costs for distribution are allocated to the wholesale rates
and that amount is divided by total annual water sales that use these pipes. The pipes actually used by the
wholesale customers also carry water used by some of Toledo’s retail customers, but not by all of
Toledo’s retail customers. Multiplying the cost for distribution by 29% and dividing by the amount of
water used produces a rate of $0.3517 per 1,000 gallons.

Billing and meter maintenance is similarly allocated to the wholesale water rate. Only 3 of the 1,386
customers (retail plus wholesale) are billed and have meters, or 0.216 percent of total billing costs, This
cost divided by the amount of water used by the two wholesale customers’ results in a rate of $6.0005 per
1,000 gallons.

Management costs are allocated system wide using total annual water sales divided into total annual
management costs, The management rate is $0.3280 per 1,000 gallons,

Wholesale Water Rates Analysis Page 9
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City of Toledo & Seal Rock Water District

The summation of these 4 cost function is $1.7915 per 1,000 gallons.

While these data produce rates carried out to 4 places to the right of the decimal point, the implied
accuracy is somewhat of an illusion. Unexpected drops in revenues and increases in costs {(e.g., for
energy) result in variations in net operating income, For this reason, rate regulating agencies permit
various fractions actual costs to be added to the revenue requirements to account for unforeseeable cash-
flow problems. In Oregon, the Public Utility Commission permits the inclusion of working capital at the
rate of 1/12 (8.3333 pezcent) of known O&M costs into the 1ate calculations, unless a regulated utility can
show higher historic variance in operating revenues and costs.! This cost is.shown separately in Table 6
and is calculated as 1/12 of the raw O&M rate per 1,000 gallons, $0.1493 for a total rate of $1.9408

CAPITAL EXPENSES

These calculations are not changed sine the 2005 report. As shown in the appendix a few capital
improvements have been added to the system, but depr ec:at:on has eliminated other assets as fully
depreciated. An approximation of the changes indicates a near zero change. Also, since these
calculations are based on original costs the bulk of the cost.data do not.change. One change that was
made had to do with payments from Seal Rock to Toledo for capital improvements. Seal Rock paid this
outstanding debt, though in the 2005 study the capital assets mvoived with excluded from the
calculations, i

Unlike labor, electricity, and chemicals that are purchased and used in the same year, or nearly so, capital
is purchased in one year and then used up over the next'several years (10 t0'80 years). Each year capital
assets are in use they are microscopically diminished so that t the beginning of each subsequent year,

tess of the capital assets are available for future use. Accountmg e ricapital costs has been a controversial
issue in rate making, and over 100 years of experlmentlng with different accounting procedures, court
tests, and forensic evaluations have’ brought the regulated utilities industry to the following formula for
determining the annual cost of capital

Annuai cost of capltal annuai depre01at10n + net book value x rate of return

Whele net boo:_' value = orxgmal cost of the assets — accumulated annual depreciation

Table 6 summarnzes the cap1tal assets used: by To!edo in its water utility. A complete list of assets in
contained in.the appendix including those assets EFA eliminated. Various assets still listed on Toledo’s
fixed assets list include assets that are no longer used either because they are physically or functionally
antiquated, or no longer exist. Also, the City lists several still functioning assets but at zero value,

Recent changes to acé:Oﬁ:ﬁting"'g'fandards will require Toledo (and all other municipalities) to revise,
update, and improve record keeping for fixed assets. Even before paring down the list of assets currently
in use, Toledo’s booked asset values probably understate the actual assets in use. For example, the

! The combined variance in Toledo’s net operating income between 2000 and 2004 averages about 35 percent,
which is high relative to regulated utilities.

? Many practitioners have argued to use replacement costs instead of original costs to account for inflation. When
original cost is used, agencies often compensate by permitting the rate of return to be high enough to account for
inflation. The nominal interest rate paid and charged by banks has three components: time value of money, risk, and
inflation, See for example, Regulated Industries, Gellhorn & Pierce, Jr., 1982.

Wholesale Water Rates Analysis Page 10
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City of Toledo & Seal Rock Water District

distribution system has an asset value of only $686,177. Given the physical inventory of pipes in
Toledo's master plan, we can easily conclude that Toledo has not booked the cost of every water line in
the City. Also, the list of excluded assets includes a number of components of the WTP that have zero
construction values associated with them. These may have been grant funded or paid from property taxes
collected to repay the general obligation bonds issued to build the WTP. In past years, municipalities
commonly booked only assets purchased with rate revenues. Water lines that were built by developers or
through local improvement districts or grants may not have been booked. Similar problems probably
exist with the other components.

Table 6 Valuation of Water Distribution System

No, of = £ Net Book
Component Components Purchase Price Annual "o Accurnulated Value
Distribution 29 $686,177 7 $23,695 $188,359
Equipment 0 0 ' h 0
Planning 1 3,050 0 0
Reservoir 4 224,997 166,254 58,743
Sources 16 583,458 229,415 354,043
System 19 94,491 40,923 30,617
Transmission 1 1,206;@0 768,526 431,474
WTP 31 2,094,134 1,030,025 1,061,159
$2,692,558 $2,124,395

Totals 108, $4,886,307:

Source: See Appendix.

The distribution system includes all of the large to small water lines that connect the three reservoirs with
the retail customers and ‘Seal Rock.: Equlpment and planning have zero net book value. Normally, these
assets would include tools:and rolling sfock used to maintain the water system, and planning or
engmeermg studies to evaliate and expand the water system. This deficiency is in part made up in
operating costs because Toledo'charges its"departments rent for equipment shared by the various public
works d1v1snons (water, sewer, roads, and parks). Annual transfers of those rents are made from the water
operating fund to the gene:al fund where the equipment is purchased.

Toledo has three reserv_o_l.rs one’ of which is used to supply Seal Rock, the Wright Creek Water District,
and many of Toledo’s retailicustomers. The two sources are described above and include the original cost
of land and rights of way associated with the sources. System is a net or result of accounting for all other
assets, This category of assets includes smalt equipment purchased for use for the water utility only
Transmission is the treated water transmission line from the Ammon road reservoir that connects to both
Seal Rock and Wright Creek Water District. Finally the WTP is the water treatment plant and piping to
and inside of it.

Wholesale Water Rates Analysis Page 11
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City of Toledo & Seal Rock Water District.

In total, the original $4,886,307 is more than half depreciated leaving a net book value of $2,124,395 as
of June 30, 2005. Annual depreciation is $142,204. At this rate of depreciation, the remaining useful life

of the water system is 15 years (net book value divided by annual depreciation).

The appendix shows those assets that are not used by wholesale customers, or were paid for by Seal Rock
separately from the water rate. These include assets recently purchased that Seal Rock agreed to pay % of
these cost. These items are shown as Table 7 and Seal Rock has paid its total share of these costs.

Table 7 Recent Cash Acquisitions of Fixed Assets

Asset # Description Amount
1744 Miox system $  36,732.00
1745 Pump Station reroof 35,620
1787 Pump rebuild 13,966
1789 Plant Renewal 493,214
1790 Generator 45,490
10005 Mill Ck Design 4,359
10005 Mill Ck Line 42,486
10005 Environmental Review - Mill Ck > 21,150
10005 Mill Ck 2,703
10008 Refurbish Pump 9,040
10009 Tank Study 1,997
10020 Feasibility Study * = . 6,280
10021 Johnso__n Put_r_:p 5,700
Tp_tal """ $688,777
Source: C i_t_)_'_.éf To ledo ﬁ;;aliéi.azl_ records.
Table 8 Seal Rock _Cnntributinns:_m_t(:): Capital Expenditures
Fiscal year " . Billed Paid Balance
1999 -00 ' '7_?;'_:"—:——:- $82,915.94 $82,915.94
2000 -0 210,189.05 {$40,000.00) 253,104.99
2001 -02 28,379.76 {(50,000.00) 231,484.75
2002 -03 8,050.60 (50,000.00) 189,535.35
2003 -04 13,736.27 (85,000.00) 118,271.62
2004 -05 {118,271.62 0.00
Totals $343,271.62 ($343,271.62)
Source: City of Toledo financial records,
Wholesale Water Rates Analysis Page 12
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City of Toledo & Seal Rock Water District

Table 9 shows the purchase price, depreciation, and net book value of the excluded assets. Table 10
shows how the annual depreciation and net book value net of excluded assets with a rate of return
contribute to the wholesale water rate. The resulting net book value is reduced from $2,124,395 to
$1,488,676, and annual depreciation is reduced from $142,204 to $77,665. These two data are used to
develop the capital portion of the wholesale water rate.

Depreciation is viewed as an operating expense in that it represents the annual consumptlon of capital
much in the way electricity or barrels of chemicals are consumed. Annual depremation net of assets is
included in the revenue requirements, and divided by total annual water sales :and adds $0.28265 to the
wholesale water rate. -

The net book value net of excluded assets is the rate base. I{represents the remaining:value of past
investments on which a rate of return is appropriate. It is similar to the return a company-would expect
from making an investment in any other long-lived asset such asa dehvery truck or airplane used by a
package delivery service. i

The rate of return that is applied to rate base and added to the revenue requirement is a source of debate
and may be adjusted depending on circumstances. For Toledo, the inferest rate it would likely pay ona
25 year revenue bond would be about 5.0 percent. -This is a current average in the market for
municipalities the size of Toledo, less than 10, 000 popuiatmns with an unrated, uninsured, bank-qualified
revenue bonding authority. The Oregon PUC accepts rates ranging from 10 percent to 15 percent for
privately-owned and regulated utilities. At 5.0 percent apphed to'the rate base produces a revenue
requirement of $74,434, Dmdmg the return on rate base by the annual water sales is $0.27089 per 1,000
gallons. :

Table 9 Ad_]ustments for Excluded Assets

Depreciation

Assé't'Description “'Purchase Price Annual Accumulated Net Book Value
Totals . ©$4,886,307 142,204 2,692,558 2,124,395
Less Excluded Assets 1,343,960) (64,539) (669,213) (635.719)
Net of Excluded Assets . -:5..*3§3,542,347 $77,665 $2,023,345 $1,488,676

Source: See Appendix.

Table 10 Calculation of Rate for Capital Assets

% to
Cost Wholesale
Allocation  Volume {g) Rate $/1,000 ¢
Depreciation, Net 77,665 274,775,237 100%
Wholesale Water Rates Analysis Page 13
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Bock Value, Net Depreciation, Net City-only Assets 1,488,676

Rate of return 5.00%

Return on Investment 74,434 274,775,237 100%
Sub total

0.28265

0.27089
0.55354

The total wholesale water rate—with O&M and capital costs—is summanzed_ in Table 11, O&M costs
amount to $1.8085 per 1,000 gallons and capital costs amount to $0 55354 pet.1,000 gallons The total

wholesale rate is $2,3621 per 1,000 gallons.

Table 11 Summary of Wholesale Water Rate

- Functions

Source, _ _ﬁi!ling
Transmission - &
& Plam Distribution” - Meters  Management  Total
Annual Cost by Function $50,067 $65,305  $636,532
% of total cost 8% 10% 100%
Annual Water Sales (1,000 gallons) 274,775 -~ 200 453:-:'":;-;_1'26,131 200,453
% Allocated to Functions - IGO%"f- 29.00% " 0.124% 100%
O&M rate per 1,000 gatlons. $0.9779 «  $03652 $0.0005 $0.3258  $1.6694
Working Capital (1/12 of O&M) T 0.1391
Total O&M Rate $1.8085
Depreciation Rate 0.2826
Return on Equity Rate 0.2709
Sub total capital rate $0.5535
Total Rate per 'Ei:;d_O.O____gallons $2.3621
Wholesale Water Rates Analysis Page 14
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City of Toledo & Seal Rock Water District

ANALYSIS OF THE CURRENT SERVICE AGREEMENTS

In general, the agreement is a 30 year agreement where Seal Rock is 10 be provided water so long as they
demand it up to 1,250,000 gpd. The agreement is silent about usage beyond this limit, but a general
provision (Part C paragraph 3) allows for mutual agreement to amend any seotlon of the agreement.

Part A, paragraph A of the agreement Seal Rock may purchase up to 1,250, 000 gallons per day of surplus
water ﬁom Toledo. Surplus is defined as “. . , any water not needed by Tolc;do to serve its domestic
residential users within the corporate City limits.” This implies that commercial and industrial customers
in Toledo also purchase water that is su;plus to Toledo’s domestic residential usérs. In the event of a
water shortage, non-residential customers in both Toledo and Seal Rock, and Seal:Rock’s out of district
users would be the first customers to be cut off or curtailed. Although the agreement:is.to provide Seal
Rock Toledo’s ‘surplus’ water, that is, water not needed by Toledo to serve its domestic tesidential users,
both parties are to encourage its domestic users to curtail usage during: emergency periods; and the
agreomont provides for a negotiated settlement of water use ini‘the case of . . . drought or other reason(s).

. In such emergency, each party is to use its best efforts to™7;:deal with such unforeseen emergency in
a manner which is mutually satisfactory to each paﬂy * This implies an equality of water use in ail but the
most extreme circumstances.

Part C paragraph 2 (Failure to Deliver), goes on? commnt the Setler (To!edo) o . operate and
maintain its system in an efficient manner and will take stich: action as may be necessary to furnish the
Purchaser (Seal Rock) with quantities of water requ;red by the Purchases.” “In the event of an extended
shortage . . ., the supply of water to. Purchaser’s consumers shall be reduced or diminished in the same
ratio or proportlon as the supply to Seiler $ customers. (domesnc and non-domestic) is reduced or
diminished.” = -

The agreement makes ciearﬂtﬁéf"Toled'o ‘owns the water sy'étem from the source up to the delivery point to
Seal Rock. Toledo, therefore, has the legal and financlal responsibility to maintain the system to supply
water to Seai Rock, at ieast up to ! 250 000 gallons per day.

Part B'of the agreement requlres Seal Rock to pay Toledo based on three distinct charges. The firstis a
commodity: charge equal to the same commodlty charge Toledo charges its domestic (residential)
customers (currently $1.75 per 1,000 gatlons), Notice that this charge is not based on any definition of
cost, per se. Only that Seal Rock will pay in accordance with the charges Toledo charges its own
customers for usage. - Toledo charges its customers for a monthly base charge (that does not vary with
usage) plus the COIand_lt}_’_ charge for actual usage of water. Seal Rock does not pay a base charge.

The second charge is for one-half of the maintenance costs of Toledo’s capital assets used for ©. . .
diversion, transmission, treatment and storage of water utilized or to be utitized by Seal Rock.” Notice
that unlike the first charge which is based on a rate and usage, this charge is based on a defined cost that
does not vary with water usage, and has the potential to fluctuate significantly from year-to-year. Also,
maintenance costs for any water system are not always clearly defined. Different water utilities will set
different maintenance standards—some will delay maintenance until an asset fails or nearly fails, while
others will have proactive preventative maintenance programs. Toledo does not have a written policy for
maintenance. Also, not all maintenance produces equal benefits. For example, if maintenance is solely
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——
HERM EDONDMIC & FINANDIAL ANALYSIS
—



City of Toledo & Seal Rock Water District

to repaint a water reservoir then no ambiguity as to the costs (and benefits) are involved. Painting the
reservoir only maintains the reservoir’s physical integrity and does not increase its capacity or in any way
affect its daily performance to hold water. Both sets of customers (Seal Rock’s and Toledo’s) will benefit
proportionately as a result of painting the existing reservoir. If the maintenance does increase capacity,
then ambiguity results. For example, if an existing water pump in a booster station is replaced with a
higher capacity pump, it is not clear that the beneficiaries are the same as those paying the costs. Will the
additional capacity benefit Seal Rock more or less than Toledo?

The third charge is for the division of system development charges collected bf’Seal Rock. This
paragraph in the agreement is ambiguously written. To understand the amblgmty, one must first
understand what a system developiment charge is.

The state of Oregon statutes permit Toledo and Seal Rock to charge cach: new real estate
development that connects to the water system a system development charge. The amount of the
SDC is comprised of two fees—a reimbursement fee and an improvement fee. If. the water system
has excess capacity already built into the system, then it can calculate and charge.a..
reimbursement fee. For example, assume that an e\ustmg walter treatment plant w1th 2 000 600
gallons per day (gpd) capacity cost $4,000,000 to build: Further assume that the existing users
use only 1,000,000 gpd of it’s 2,000,000 gpd capacity. Then the water utility can have a
reimbursement fee of $2.00 per gallon of capacity. The unhty can seli the 1,000,000 of excess
treatment capacity. For a new single farmly house that uses about 300 gal]ons per day on a peak
day of usage, the SDC reimbursement fee will-be $600.

If the water utility through its system capltal :mprovemeni plan'léa]izes that it has just enough
storage capacity and it'will need a new 1,000,000 gailon reservoir if growth continues, then it can
create an improvement fee for. the new reservoir. For the sake of simplicity assume that only new
devetopment will need the new: reservoir and that it costs $750,000 to build. Then the SDC
improvement fee wﬂi be $0.75per gallon of storage capacity. For a new single family house that
uses 300 gallons per day, the. SDC :mpmvement fee will be $225.

The methodoiogy to create the total SDC w1th reimbursement and improvement fees evaluates
each component of the water system (source, transmission, treatment, storage, distribution,
--'"=metermg, and equment) and determines a unit cost per galton The sum of the reimbursement
and improvement fees become the SDC. Tn general terms, it is the price one has to pay to
purchase the capital assets needed to supply water to a particular development. The amount of the
SDC each new developmem pays varies proportionately with the amount of water the
deveiopment is expected:to use, usually applied according to the size water meter a particular
development installs or according to the number of equivalent dwelling units (EDU).

In a perfect world where the utility can accurately forecast water usage, water availability, and the
construction cost to supply potable water, the SDC charges will produce just enough money over
time to pay the cost of building the water facilities. Development pays its way. While
imperfections in our knowledge exist, the SDC does provide a reasonable estimate of future
capital costs and revenues from growth.

With this background in mind, this third charge for water service seems to imply that Toledo will charge
its SDC to any development that occurs in Seal Rock and Seal Rock is required to collect Toledo’s SDC
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and pay it to Toledo. In so doing, Toledo agrees to use the money collected to expand the water system to
supply water to future developments in Seal Rock. This interpretation is standard industry practice. As
development occurs, it pays a system development charge to pay for capital improvements needed to
supply water to the development,

Most municipal wholesale water agreements allow for a pass through of the supplier’s SDC to the
purchaser’s new users. However, there are two complications. First, the amount of water Seal Rock is
atllowed to pmchase is limited to 1,250,000 gpd It isn’t clear from the Toledo s own capital impr ovement
it’s for more than 1,250,000 gpd. Among other variables, the amount of: _c'apamty ulttmately utilized by
both parties will be determined in the future as development occurs. Second this paragraph concludes
with a general statement of intent that goes beyond a mere SDC analysis: “The'intent is for each party to
pay in proportion to its demand for capital 1mpr0vements This charge is more- hke the first in that it
does not specifically define a capital cost, but only requires a- knowable amount of 1 1eve_ e be passed
from Seal Rock to Toledo.

The agreement is internally contradictory and hkely, on ciose'scrutmy, it may not legally handle the
establishment and distribution of SDC revenues. It also seems: unmanageable particularly if a severe
drought occurred and if one community grows much faster than the other. Ownership of the water
resource and capital assets is solely that of the City, but Seal Rock has made investments of its own to
connect to the system as its long-term water supply: Both Seal Rock and the City would benefit from a
more concise agreement. A new agreement llkely would beneﬁt the erght Water District as well though
it is not a party to the agreement. : :
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APPENDIX
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City of Toledo & Seal Rock Water District

Wholesale Water Rates Analysis

i ECONOMIC & FINANGIAL ANALYSIS
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