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TO: Board of Directors

FROM: Jennifer Slinkard, Finance Division Manager
Michael Glaze, General Manager

DATE: September 8, 2006

RE: Strategic Financial Plan — Water Division - 2007-2012
Agenda Item for 9/26/06 Board of Directors Meeting

The purpose of this report is to provide the Board with information to facilitate Water Division budget
planning through 2012. This six-year planning period was selected because it is short enough to ensure
relative predictability, but also long enough to incorporate the revenue changes that will come in 2010 when
the present power-purchase contract with PG&E terminates and the next contract is implemented.

The present power-purchase contract with PG&E has been in existence since 1960 (with an amendment in
1983 when Sly Creek Powerhouse was built). It is referred to as a “hell-and-high-water” contract because it
requires PG&E to bear all project costs: routine operation and maintenance, required and necessary
capital improvements and repairs, as well as all debt service. This type of contract was prudent for OWID
at the time the South Feather Power Project was built. OWID had a valuable hydroelectric resource that
needed to be developed, but no funds with which to make it happen. The contract with PG&E allowed the
project to be financed, built, and operated with minimal risk for the District. Further, by the end of the
contract (2010), all project financing will be defeased.

The negative side of the hell-and-high-water contract is that there was no significant revenue coming to the
District from the sale of its power. That changed nominally when Sly Creek Powerhouse was built, and
after the tailwater-depression system was installed at Woodleaf Powerhouse. Subsequent to those two
events, the Agency has enjoyed an annual income from the hydro project of $1 - $1.5 million. Those funds
have been used to subsidize water rates (primarily for irrigation customers) and capital improvement
projects.

Aside from the fixed income from power sales, and the revenue coming in from sporadic water transfers
(used to fund our ongoing relicensing efforts), the Water Division has been dependent on revenue from the
retail sale of water to domestic and irrigation customers, together with limited property tax revenue and fees
for customer-requested services, to fund the operations and maintenance of its water system.
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The Agency'’s financial structure will change significantly after FERC relicensing is complete and a new
power-purchase contract is in effect. While we do not know the details of that future contract, nor with
whom the Agency will be partnered, we know with reasonable confidence what the South Feather Power
Project will produce in the way of income for the Agency.

In September 2005 the Board retained McDonald Partners to provide the Agency with energy advisory
services. Subsequently, Michael and Sandra McDonald prepared a preliminary valuation assessment
using historical production data, current industry practices and regulatory constraints, and future pricing
projections. Based on their valuation — with consideration for the 2005 Agreement with Yuba County Water
District (50/50 sharing of net proceeds, consumptive-use diversion allotments, etc.), reduction in generation
capacity that will result from increased environmental-water releases mandated in the new FERC license,
and capital improvements that will be requirements of the new FERC license (rehabilitation and expansion
of recreation facilities, etc.) — | am estimating an average annual income from the Power Project after 2010
of $10 million.

This new source of revenue will significantly improve the Agency’s ability to maintain its existing water-
distribution infrastructure at a dependable level of serviceability, as well as provide for the community’s
growth. Funds will then be available to provide expanded treatment and storage facilities, expand
domestic-water distribution infrastructure into areas that are appropriate for residential, commercial, and
industrial development, as well as drastically reduce the amount of unaccounted water in the raw-water
distribution system by lining and/or piping gold-rush-era earthen ditches and canals still in operation.

Although the present PG&E power-purchase agreement will be in effect for another four years, now is the
time to plan a strategy for transitioning to the Agency’s post-2010 economic structure to ensure that rates
and budgets over the next four years are adequate, and to optimize and prioritize planning for needed
capital improvements. The purpose of this report is to provide information and recommendations that will
facilitate the Board’s ability to make appropriate decisions in that regard.

FINANCIAL FORECAST

Attached is a spreadsheet entitled “Water Division Financial Forecast from 2007 through 2012.” The format
of this forecast is the same as the one you see in the annual Water Division budget process. The values
shown for 2004 and 2005 are the actual results of a data download direct from the Agency’s Springbrook
Financial Software. The 2006 estimate is the result of an account-by-account, year-to-date update, with
consideration given for non-linear account activity that could affect that account’s activity through the end of
the year.

Revenue projections for 2007 through 2012 assume average water-years with no rate increases. Water
sales revenues in the 2006 budget were used as the starting point for the 2007 forecast. Each year
thereafter revenue was increased by 0.6%. This conservative increase assumes a small number of new
service connections, rather than making the forecast dependent on a larger growth rate. With this
methodology, any additional growth can be used to offset decreased revenue from less-than-average water
years. TWD (tailwater-depression system) revenue was estimated at $250K per year through 2010, and all
PG&E related revenues remaining flat through June 2010. All other water-service charges and non-
operating revenues were estimated at a value close to the average for the most recent three-year period.

Expenses were estimated using an average of the most recent three-year period where appropriate. All
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payroll-related expenses were increased annually by at least 3% from the 2006 estimates. Increases in
insurance, health care, and fuel costs were estimated on the basis of prior years’ actual values. The
majority of the other expense-category estimates were based on the values in the 2006 projections.

Debt-service compliance coverage is shown at the bottom of the forecast spreadsheet. You will see that
there is more-than-adequate coverage from now through 2012 for our debt service covenants which require
that our net revenue be 125% of debt service obligations. For 2007 through 2012, excess revenue ranges
from $368K to $8.8M. These funds would be available for capital projects or augmenting reserves.

RECOMMENDATIONS - 2007 through 2010

In 2002, in conjunction with adoption of the 2003 Water Division budget, the Board approved the staff-
recommended rate structure shown below.

DOMESTIC IRRIGATION

Volumetric Rates Monthly Volumetric Monthly

Service Rates Service

YEAR | First 10K ft* | Over 10Kft* | Charge | (per acre-foot) | Charge
2003 $0.64 $0.25 $15.00 $45.00 $17.50
2004 $0.64 $0.25 $15.00 $45.00 $17.50
2005 $0.64 $0.25 $15.00 $45.00 $17.50
2006 $0.64 $0.25 $15.00 $45.00 $17.50
2007 $0.64 $0.25 $15.00 $45.00 $17.50
2008 $0.65 $0.26 $15.00 $45.00 $17.50
2009 $0.67 $0.28 $15.00 $45.00 $17.50
2010 $0.70 $0.31 $15.00 $45.00 $17.50

Given the current economic health of the Agency as demonstrated in the attached Financial Forecast, the
significant post-2010 increase in hydro-generation revenue, and the recent California Supreme Court
decision concerning Proposition 218 (subjecting rate increases to majority protest), we are recommending
that the rate structure, above, be modified to reflect a continuation of the 64¢ - 25¢ domestic volumetric
rate through 2010 (i.e., no rate increases).

For similar reasons we are also recommending that the monthly backflow maintenance charges be held at
their current values as shown below. This would effectively suspend the automatic annual increase in
theses charges in accordance with the Engineering News Record’s National Construction Cost Index.

Presently, monthly charges for maintenance and testing of backflow prevention devices are as follows:

Size: 4 1’ 1% 2’ 3’ 4’ 6" 8’ 10
Charge:  $4.72 $7.07 $9.46 $10.63 $23.63 $28.34 $41.34 $50.00 $58.00
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RECOMMENDATIONS — After 2010

As has been discussed above, the Agency’s revenue from hydro generation will increase significantly after
2010. There are many capital improvement and expansion projects for which those funds will be needed
for many years thereafter. However, it seems reasonable that a portion of those proceeds should be used
to offset the cost of water for the Agency’s ratepayers. At the same time, it seems reasonable to take
advantage of the opportunity to simplify our rate structure to eliminate what will then be unnecessary
concessions for unique classes of users.

The following recommendations, if adopted and implemented in 2011, would necessitate dedication of
approximately 9.1% of the anticipated hydro-generated revenue in 2011 (while the Contingency Reserve
Account is being funded), and approximately 6.4% of the anticipated hydro-generated revenue thereafter..

Domestic Water Rates — reduce to 30¢ per unit (all usage, including amounts above 10K ft)

All domestic customers presently pay 64¢ for every 100 cubic feet (one unit) of water they consume until
they exceed 10,000 cubic feet. Thereafter, although the cost to treat and deliver the water does not
decline, the rate they are charged for the water drops to 25¢ per unit. During the winter of 2005/06, an
average of 39 out of approximately 6,700 domestic customers exceeded 10,000 cubic feet of consumption
during any single month. During the months of July through September of 2005, an average of 440
customers exceeded 10,000 cubic feet of consumption.

If the rate for all water consumed is set at 30¢ per unit, almost all customers will experience a 53%
reduction in their commodity rate during the winter time. In the summer, an average of 440 customers will
have their rate go up 5¢ per unit for all water they consume after the first 10,000 ft®. For these 440
customers, they will still experience an overall reduction in the cost of their water until they exceed 78,000
ft2. Only 62 customers exceeded this amount during the recent excessively hot month of July.

For comparison purposes, California Water Service in Oroville presently charges $1.08/unit, and has
recently filed an application with the CPUC which, if approved, would escalate that rate to $1.64/unit by July
2009.

Irrigation Water Rates — reduce to $30 per acre-foot (miners inch and metered accounts)
Reducing irrigation rates by $15/acre-foot would be a 33% savings for irrigators. While not as large a
reduction as proposed for the domestic system, irrigation water rates have received a much greater
subsidization for many years than domestic rates.

Monthly Service Charge - $15 per month for Domestic and Irrigation accounts

The monthly service charge ensures that low-volume users are charged enough to at least help defray
basic operation-and-maintenance expenses. Thus, the recommendation is to leave the monthly service
charge for domestic customers at its current $15/month, and conform the monthly service charge for
irrigation customers down from $17.50 to $15/month.

Again, for comparison purposes, if the CPUC grants California Water Service’s request, its Oroville
customers will begin paying a monthly service charge of $26.52 by July 2009 (up from its present $16.42).
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Monthly Backflow Maintenance Charge — Eliminate monthly charge

Presently, over 1,000 connections have backflow devices installed. As growth occurs, backflow devices will
be incorporated into a majority of accounts. Post-2010 rate adjustments should incorporate the cost of
backflow maintenance as a component of all other O&M expenses that are funded via water rates as part
of efforts to simplify the rate structure.

Oversized Meter Charges — Eliminate discount for not water during the day

Customers with oversized meters (all meters larger than the standard % residential meter) pay a monthly
charge in addition to the regular monthly service charge as follows:

Size: 1’ 1% 2’ 3’ 4’ 6"
Charge: $6.00 $16.00 $20.50 $50.00 $72.50 $105.00

The Rules and Regulations allow for a 50% reduction in these charges “if all watering is done between the
hours of 9:00 PM and 6:00 AM.” This recommendation proposes the elimination of the present after-hours
water discount that is being claimed presently by 22 customers. Water treated and delivered after hours is
not less expensive than that treated and delivered during the day. In fact, the Agency’s storage reservoirs
are refilled each night when electricity prices are off-peak to supplement the following day’s demand.
Although a full analysis has not been performed for this report, it may be that supplying large quantities of
water at night for irrigation purposes from Miners Ranch Treat Plant — thus reducing the amount available
to send to storage — generates additional expense, rather than savings. Incentivizing after-hours irrigating
is probably not in the Agency’s best interest.

Distribution of Net Revenue

The 2005 Agreement between Yuba County Water District and South Feather Water and Power Agency
specifies that any net power revenues will be distributed on a 50/50 basis to the two agencies after June
30, 2010. However, the Agreement also specifies several conditions that affect how much net revenue is
available in the first several years for the 50/50 distribution: (1) a “minimum working capital balance of 15%
of the budgeted annual operation and maintenance expenses” of the Power Project must be established
before net revenue is distributed; (2) a $15M “Contingent Reserve Account” must first be established before
net revenue is distributed; and, (3) SFWPA'’s relicensing expenses (except those relating to Sly Creek
Powerhouse — 10.8% of total) will be paid to SFWPA in five equal annual installments before net revenue is
distributed. The Agreement allows for a minimum distribution to each agency for the half year from July 1
through the end of 2010 in the amount of $354,500, and $709,000 in subsequent years, subject to the
availability of funds for “budgeted operation, maintenance, administrative and regulatory expenses” of the
Power Project.

With consideration for the 2005 Agreement’s specifications for distribution of the Power Project’s net
revenue, and for the rate reductions discussed above , it is anticipated that SFWPA will have $5.8M
available in 2011, and $8.8M in 2012 (as well as thereafter) after all Water Division O&M and debt-service
expenses are paid. It is this report’s recommendation that the Board establish a distribution policy for this
excess revenue. An example of such a policy is shown below (dollar values are based on a post-2011 net
revenue of $8,761,295).
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DISTRIBUTION OF NET REVENUE

0.25% -  Fire hydrant installation program ($21.9K annually)
1.50% -  Grants/loans to customers to retrofit old service lines ($131K annually)
2.50% -  Backflow and radio-read meter retrofit program ($219K annually)
2.50% -  Equipment/Vehicle Replacement ($219K annually)
20.00% -  Treatment plant and storage enhancement and expansion ($1.75M annually).
10.00% -  Distribution system rehabilitation ($876K annually).
32.50% -  Distribution system expansion ($3.07M annually).
10.00% - Irrigation system rehabilitation ($876K annually).
20.75% -  Water Division Contingency Reserve Account ($1.82M annually).

Fire Hydrant Installation Backflow & Radio-Read

Senice-Line Replacement & Program, 0.25% Meter Retrofit Program,
2.50%

Water Conservation

0,
Grants/Loans, 1.50% Equipment/Vehicle

Replacement, 2.50%
Contingency Resenes,
20.75%
Treatment & Storage
Enhancement & Expansion,
20.00%

Imigation System
Rehabilitation & Water:
Conservation, 10.00%

Distribution System
Rehabilitation &
Enhancement, 10.00%

Distribution System
Expansion, 32.50%
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CONCLUSION AND REQUESTED ACTION

As stated above, the purpose of this report is to provide the Board with information to facilitate Water
Division budget planning through 2012. The financial forecast incorporated herein demonstrates that the
Agency’s fiscal health is good, and will be improving significantly after 2010.

The basic recommendation of this report for the next four budget cycles (2007 — 2010) is not to raise water
rates and to suspend the automatic escalator in the monthly backflow maintenance charges.

The recommendations for post-2010 are:
+ Set the domestic water rate at 30¢ per unit;
+ Reduce volumetric irrigation water rates to $30 per acre-foot;
+ Conform domestic and irrigation monthly service charges at $15;
+ Eliminate the monthly backflow maintenance charge;
+ Eliminate the oversized-meter charge discount for after-hours watering;
+ Establish a net-revenue distribution policy.

Because this is a planning document, the Board is not being asked to formally adopt the recommendations.
Rather, the Board should proceed to give staff directions regarding the next steps it wants taken. At the
very least, we would like to know if you agree that the 2007 Water Division budget should be developed on
the basis of the no-rate-increase recommendation. Next, although the remainder of the recommendations
would not be affected until 2011, we would like to know if you favor the post-2010 recommendations
conceptually and, if so, if you would like to inform the Agency’s customers now of what you are considering
for the future. If not, how would you like to continue this discussion to facilitate a future financial strategic
plan that might better reflect the Board’s consensus?
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2004
Actual

3,793,150
425,453

721,237

4,939,840

12,910

463,051
998,427
288,219
2,324,097

(248,512)

14,073

3,852,264
1,087,575

175,250
699,100
119,058

993,408
1,241,760
(154,185)

75,362

2005

Actual 2006 Budget

3,570,745 3,680,700
603,298 645,000

852,305 972,800

5,026,348 5,298,500

12,910 12,910
54,520
441,440 428,864

934335 1,029,836
257,263 301,174
2263746 2,210,414
(138,367) (170,000)
138,179

40,546

3,811,872 4,005,897

1,214,476 1,292,603

176,600 177,500
696,670 701,550
140,069 140,068

1,013,339 1,019,118
1,266,674 1,273,898
(52,198) 18,705

182,332 254,680

2006
Estimate

4,254,265
545,295

1,012,118

5,811,678
13,176
28,095

421,733

944,522

314,281

2,117,852

(145,124)
86,232
3,140

3,783,907

2,027,772

177,500
701,550
140,068

1,019,118

1,273,898
753,874

989,849

Water Division Financial Forecast for 2007 through 2012

Account
Water Sales Revenue Total
Water Service Charges Total
Non-Op Revenue Total
Power Sales Revenue Total
Total Revenue (Less:Excluded Accounts)
Water Source Total
EHS Total
Water Treatment Total
Trans & Dist Total
Cust Accts Total
Gen Admin & Plant Total
Sundry & Exp Credits Total
IT Total
Non-Op Total

Total Expense (Less:Excluded Accounts)
Net Revenue

MRTP
1995 COP
2003 COP

Debt Service Payments
Compliance Net Revenue Requirement

Net Coverage for Compliance

Available for Capital Exp / Re-licensing
(Net Revenue Less Total D.S. Payments)

Page 1 of 1

2007
3,865,700
577,760

910,993

5,354,453
13,176
44,255

431213
948,793
289,534
2,166,926
(149,478)

78,494

3,822,913
1,531,541

178,250
693,963
140,068

1,012,281
1,265,351

266,190

500,455

2008
3,884,723
583,523

915,013

5,383,259
13,176
45,079

441,860
971,758
296,810
2,201,354
(153,962)

79,814

3,895,889
1,487,370

178,750
694,725
140,068

1,013,543
1,266,929

220,441

455,022

FORECAST

2009 2010
3903860 3,489,255
589,343 595,221
877,370 626,950
354,500
5370573 5,065,926
13,176 13,176
45,923 46,789
452,826 464,121
995412 1,019,776
304,305 312,024
2236699 2,272,983
(158581)  (163,339)
81,174 82,574
3,970,933 4,048,104
1,399,640 1,017,822
179,000 179,000

693,563

140,068 262,100
1,012,631 441,100
1,265,788 551,375
133,851 466,447
368,204 557,917

2011
2,248,848
601,158
552,188
7,000,000
10,402,195
13,176
47,676
475,755
1,044,870
319,974
2,310,234
(168,239)
84,016
0
4,127,463
6,274,732

178,750

261,043
439,793

549,741
5,724,991

5,816,134

2013

2,262,328
607,155
557,690
10,000,000
13,427,174
13,176
48,586
487,738
1,070,718
328,164
2,348,477
(173,286)
85,501
©)
4,209,074
9,218,100

178,250

259,750
438,000

547,500
8,670,600

8,761,295
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