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April 6, 2010

Mr. Brian G. Thomas

Chief Financial Officer

Metropolitan Water District of Southern California
700 N. Alameda Street

Los Angeles, CA 90012-2944

Re: Independent Review of FY 2010/11 Cost of Service and Rate Setting Process
Dear Mr. Thomas:

Raftelis Financial Consultants, Inc. (“RFC”) is pleased to submit this Independent Review Report
to the Metropolitan Water District of Southern California (“MWD”).

As aresult of its review process, RFC has determined:

1) The 2010 COS and rate methodology is reasonable, consistent with California law,
specifically Government Code Section 54999.7 (requiring a COS study every ten years),
and consistent with § 133 and 134 of the Metropolitan Water District Act (requiring the
levying of rates sufficient to cover costs) and §4301 of the District’s Administrative Code
(requiring rates sufficient to cover costs and reflecting the costs of the District’s major
service functions).

2) The 2010 COS and rate methodology is consistent with water industry best practices, and
complies with COS and rate guidelines in the American Water Works Association’s
(“AWWA”) Manual M-1, Principles of Water Rates, Fees, and Charges.

3) The 2010 proposed rates have been developed consistent with Board policies and, more
specifically, with the 2001 Rate Structure Framework.

4) The 2010 COS is accurate and consistent with the 2001 COS.

In addition, as a- part of the independent review process, RFC has identified the potential
opportunities to improve MWD’s cost of service and rate structure and methodology, which are
discussed in the report.

We appreciate the opportunity to be of continued service to you and MWD. Special thanks goes
to Ms. June Skillman and MWD staff who have worked so diligently to provide us with
information and explanations as we completed our assignment.

If you have questions or comments, please contact me at (704) 936-4430, or Sanjay Gaur at (213)
327-4405.

Very truly yours,
RAFTELIS FINANCIAL CONSULTANTS, INC.

%/J. 0?{#&«

George Raftelis, CPA
Chief Executive Officer
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Metropolitan Water District of Southern California
Independent Review of Cost of Service and Rate Setting Process

I. Executive Summary

The Metropolitan Water District of Southern California (“MWD”) initially engaged
Raftelis Financial Consultants, Inc. (“RFC”) in 1998 to perform a comprehensive cost of
service (“COS”) study and to assist in the development of a rate structure that would be
responsive to the Board of Directors’ (“Board”) pricing objectives. These objectives
were established in 1999 and 2000 as a result of a comprehensive strategic planning
process by the Board. One of the end results of the strategic planning process was a set
of guiding rate principles which defined MWD’s Rate Structure Framework. In 2001,
the Board adopted a COS and rate methodology and related rates that were responsive to
its Rate Structure Framework.

Most recently, MWD engaged RFC to independently review whether the 2010' proposed
rates were consistent with the 2001 Rate Structure Framework and whether the
methodology complied with water industry best practices.

As aresult of its review process, RFC has determined:

1) The 2010 COS and rate methodology is reasonable, consistent with California law,
specifically Government Code Section 54999.7 (requiring a COS study every 10
years), consistent with § 133 and 134 of the Metropolitan Water District Act
(requiring the levying of rates sufficient to cover costs) and §4301 of the District’s
Administrative Code (requiring rates sufficient to cover costs and reflecting the
costs of the District’s major service functions).

2) The 2010 COS and rate methodology is consistent with water industry best
practices, and complies with COS and rate guidelines in the American Water
Works Association’s (“AWWA”) Manual M-1, Principles of Water Rates, Fees,
and Charges.

3) The 2010 proposed rates have been developed consistent with Board policies and,
more specifically, with the 2001 Rate Structure Framework.

4) The 2010 COS is accurate and consistent with the 2001 COS.

In addition, as part of the review process, RFC has identified the following potential
opportunities to improve MWD’s COS and rate methodology:

1) Fixed Source of Revenue. By increasing fixed revenues, MWD could more
effectively address the issue of revenue instability and increasing uncertainty in
the future due to the current restriction on the State Water Project (“SWP”).

! In this report, “2010 COS”, 2010 proposed rates” and “2010 model” refer to the FY 2010/11 cost of
service and rates presented to the Board in January 2010.
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Three potential ways for MWD to increase its fixed revenues would be to
maintain the ad valorem tax rate at its current level, recover all or a portion of
system access rate (“SAR”) costs through a fixed and a variable component,
and/or expand the readiness-to-serve (“RTS”) charge and the capacity charge to
include related O&M expenses. Furthermore, a treated water capacity charge
(discussed below) would contribute to MWD’s objective of revenue stability.

2) Reserve Levels. Given the uncertainty associated with the SWP, it is expected
that reserve levels will need to increase to hedge against economic risks. By
having appropriate reserve levels, MWD could protect itself from economic risks
as well as minimize future rate shocks that its member agencies might experience.

3) Coverage Ratio and PAYGO. MWD could consider revisiting the Board’s
current policy on its debt service coverage ratio and the associated level of rate-
funded capital or pay as you go (“PAYGO”) capital. An increase in the coverage
ratio policy would contribute toward maintaining a healthy credit rating,
increasing the availability of PAYGO, and enhancing the financial stability of
MWD.

4) Treated Water Peaking Charge. Currently MWD has a uniform charge for
treatment. A treated water capacity charge or a volumetric surcharge could more
directly tie peaking characteristics of member agencies with the costs of providing
service during peak periods. In addition, either of these charges would produce a
more equitable rate for member agencies that are utilizing the MWD treatment
facility for base delivery. A treated water capacity charge could also increase
revenue stability by recovering a portion of costs on a fixed basis.

5) Capacity Charge and the RTS Charge Adjustment. Currently the capacity
charge and RTS charge are slightly over collecting on their appropriate portions
of revenue requirements. MWD staff expects that these charges will naturally
adjust in future years given the change in member agencies’ usage
characteristics’>. MWD should closely monitor the rate design elements of the
capacity charge and RTS charge to ensure that in future years they reflect the

COS analysis.

6) Tier 1 and Tier 2 Adjustment. Given that the purchase order commitments will
need to be renegotiated in 2012, MWD could reexamine the tiered structure
associated with the supply cost. An option could be reducing the Tier 1 allotment
to equal the actual water availability from SWP and the Colorado River Aqueduct
(“CRA”) and to be consistent with the Water Surplus and Drought Management

2 Since MWD conducts a COS every year, the costs for each rate element would change according to the
budgeted costs of that year. Thus, to maintain the rate stability of the overall rate structure, some rate
elements would over or under collect in any given year. However, it is expected that over time, the rate
structure will adjust to recover the appropriate portion of revenue requirements for each rate element.
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Plan. As a result, the Tier 1 cutoff would need to be reestablished. The Tier 1

rate would reflect the blended COS for SWP and CRA, while Tier 2 could still
reflect the cost of water transfers.

II. Introduction

The Metropolitan Water District of Southern California (“MWD”) began a strategic
planning process in July 1998 to address the evolving needs of its 27 member agencies’
and their retailers as they continued to provide a high quality, reliable supply of
affordable water for their residents. The MWD Board of Directors (“Board”) was
involved in the strategic planning process for a year and a half and developed the Rate
Structure Framework that established the guiding principles of which its cost of service
(“COS”) and rate approach had to address. During this process, MWD also engaged
Raftelis Financial Consultants, Inc. (“RFC”) to perform a COS study that would address
the Rate Structure Framework adopted by the Board.

In early 2010, MWD engaged RFC to independently review whether the proposed 2010
rates were still consistent with the Rate Structure Framework. RFC also evaluated the
COS and rate methodology’s consistency with water industry best practices, such as the
guidelines in the American Water Works Association’s (“AWWA”) Manual M-1,
Principles of Water Rates, Fees, and Charges. The review process included examining
the 2010 model for accuracy and consistency with the 2001 model and the identification
of potential opportunities for improving MWD’s COS and rate structure.

III. Rate Structure Framework

The Rate Structure Framework evolved through a comprehensive strategic planning
process initiated in 1998. As depicted in Figure 1, the first step of the process was to
identify the “Major Requirements of MWD’s Mission,” which was reflected in the
Strategic Plan Policy Principles. The Statement of Common Interests formed the basis of
MWD'’s strategic plan to address these mission requirements. One of the most important
common interests was “Cost Allocation and Rate Structure.” In determining the most
appropriate COS and rate structure, a set of pricing objectives, or guiding rate principles,
was developed. These guiding rate principles defined MWD’s Rate Structure Framework
by which various COS and rate-setting methodologies could be evaluated.

? Currently MWD has 26 member agencies.
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Figure 1: Development of the Rate Structure Framework
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The strategic planning process which established the foundation of the Rate Structure
Framework is discussed below.

Major Requirements of MWD Mission

As one of the first steps in the strategic planning process in 1998, the Board developed a
list of three mission requirements in its MWD vision statement — flexibility, certainty,
and public stewardship:

e Flexibility: MWD is aware of the legislative and economic pressures which
make flexibility in providing water services for a changing demand and in a
competitive water market paramount. Fair compensation for wheeling through
MWD’s conveyance systems is an essential element of Southern California’s
developing market.

e Certainty: The certainty that MWD’s water supply is reliable and that the COS
is appropriate is of utmost importance to member agencies and their retailers who
are endeavoring to provide not only water, but value to the residents in their
service area.

e Public Stewardship: As public stewards of much of Southern California’s water
supply, MWD and its member agencies are responsible for making certain that the
water is provided in a cost-effective and environmentally sound manner.

Aay )
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Statement of Common Interests

From the strategic planning mission requirements, the Board developed a list of seven
areas of common interest that formed the major focus elements of the MWD strategic
plan:

e Regional provider: This area includes the concems of protecting regional
infrastructure and providing service during drought periods. Regional water must
be provided to meet the needs of the member agencies, and water supplies must
be equitably allocated during drought periods based on the Water Surplus and
Drought Management Plan principles.

¢ Financial integrity: It is a common interest of the members for MWD to assure
the financial integrity of the agency in all aspects of its operations.

e Local resource development: MWD supports local resources development by
working in partnership with its member agencies and by providing member
agencies with financial incentives for water conservation and for local projects.

e Imported water service: MWD is responsible for providing imported water to
meet the committed needs of its member agencies.

e Choice and competition: After MWD provides imported water for the member
agencies’ committed demands, a member agency can choose the most cost-
effective additional water supplies for its customers. These choices include either
MWD, local resource development, market transfers, or some combination of
these secondary options. MWD and its member agencies can decide how to
provide these additional supplies collaboratively while balancing local, imported,
and market opportunities with affordability.

¢ Responsibility for water quality: MWD must advocate source water quality and
implement in-basin water quality for the imported water it supplies. This is
necessary to guarantee compliance with primary drinking water standards and to
meet the water quality requirements for water recycling and ground water
replenishment.

e Cost allocation and rate structure: The framework for a revised rate structure
will be established to address allocation of costs, financial commitment,
unbundling of services, and fair compensation for services including wheeling,
peaking, growth, and others.

Rate Structure Framework

A major element of common interest was “Cost Allocation and Rate Structure.” In
addressing this element a set of pricing objectives, or guiding rate principles, had to be
developed to evaluate alternative COS and rate setting approaches, or methodologies. As
a result, the Board adopted a set of rate principles which was defined as the Rate
Structure Framework. The Rate Structure Framework provided the principles for the
Strategic Planning Steering Committee to develop a preferred rate structure. The Rate
Structure Framework includes the following principles:

e The rate structure should be fair;
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It should be based on the stability of MWD’s revenue and coverage of its costs;
It should provide certainty and predictability;

It should not place any class of customers at significant economic disadvantage;
It should be reasonably simple and easy to understand; and

Any dry-year allocation should be based on need.

The 2001 COS and rate structure was adopted by the Board to address the Rate Structure
Framework.

IV. Overview of FY 2010/11 Cost of Service (“COS”) and Rate
Setting Process

Before discussing the results of the review process, it is necessary to understand MWD’s
COS and rate setting methodology. Specifically, MWD’s COS and rate methodology is
consistent with AWWA’s COS principles. As depicted in Figure 2, the process consists
of four steps: development of revenue requirements, identification of service function
costs, classification of costs, and allocation of costs to rate design elements.

Figure 2: AWWA Cost of Service Methodology
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These four steps are discussed below.
Step 1: Development of Revenue Requirements

The first step in the AWWA COS methodology is development of revenue requirements.
RFC reviewed the costs that MWD would need to recover through rates and charges.
MWD uses the “cash needs” approach to identify revenue requirements, which is a
generally accepted industry practice for governmental entities. An estimate of MWD’s
cash expenditures for fiscal year (“FY”’) 2010/11 total approximately $1.55 billion. Since
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non-rate revenues are available to offset total revenue requirements, the amount of net
revenue requirements to be recovered from rates and charges is $1.39 billion.

MWD’s costs fall into two general categories: Departmental Operations & Maintenance
Costs and General District Requirements. General District Requirements make up 79
percent of the total revenue requirement and Departmental Costs make up 21 percent.
The General District Requirements include costs related to the Colorado River Aqueduct
(“CRA”), the State Water Project (“SWP”), certain other supply program costs, capital
financing costs associated with the Capital Investment Program (“CIP”), and Water
Management Programs. Departmental Operation & Maintenance Costs includes
budgeted items identified with specific organizational groups and chemicals, solids
handling and retail power costs for treatment.

Step 2: Allocation of Costs to Functions

The second step in the AWWA COS methodology is to identify the service function
costs. In this step, revenue requirements are allocated to different categories based on the
operational functions they serve. MWD’s relevant functional categories are: Supply,
Conveyance and Aqueduct, Storage, Treatment, Distribution, Demand Management,
Administrative and General, and Hydroelectric. Each of these categories is further
subdivided to offer more detailed information.

The Supply category is divided into SWP, CRA, and Other Supply. This function
includes the costs associated with the subdivisions that maintain and develop water
supplies to meet customers’ needs.

It should be noted, a major portion of the revenue requirement and the Supply category is
the SWP, for which the Department of Water Resources (“DWR”) provides an annual
Statement of Charges to the State Water Contractors (“SWC”). This invoice is
categorized as Delta Water Charge, Transportation Charge, variable power, and Off-
Aqueduct Power Facilities. Based on this invoice, MWD has indicated that they have
assigned these components to the respective functional categories, such as Supply and
Conveyance and Aqueduct. Functionalizing SWP costs in this manner is appropriate
because:

1) DWR invoices in a very detailed manner that allows MWD staff to
functionalize costs; and

2) DWR does not aggregate invoices to MWD on a per-acre-foot basis.

The Conveyance and Aqueduct category includes the capital, operations, maintenance,
and overhead costs for SWP and CRA facilities that convey water to MWD’s distribution
system.

* When taking into account revenue offsets, Departmental Operation & Maintenance is 19%, General
District Requirements is 72% and revenue offsets is 9% of the revenue requirement.

~Ne
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The Storage category is divided into emergency, drought, and regulatory subcategories.
This function includes the capital financing, operating, maintenance, and overhead costs
for Diamond Valley Lake, Lake Mathews, Lake Skinner, and five smaller regulatory
reservoirs.

The Treatment function includes capital financing, operating, maintenance, and overhead
costs for MWD’s five treatment plants and is considered separately from other costs so
that treated water service may be priced separately.

The Distribution function includes capital financing, operating, maintenance, and
overhead costs for the in-basin feeders, canals, pipelines, laterals, and other appurtenant
works.

The Demand Management function identifies the cost of MWD’s investment in local
resource development, such as conservation and recycling.

The Administrative and General function includes costs in each groups’ departmental
budget that are overhead costs and cannot be allocated to another function.

The Hydroelectric function includes the capital financing, operating, maintenance, and
overhead costs to operate 16 small hydroelectric plants which are spread throughout the
distribution system.

Functional allocations bases are used to apportion different costs to the various service
functions. These bases are: direct assignment, Work-In-Progress (“WIP”) or net book
value plus WIP, prorated in proportion to other allocations, and manger analysis. Direct
assignment for FY 2010/11 is estimated to account for 59 percent of the allocated dollars
with WIP/net book value accounting for the second highest percentage at 29 percent.

Step 3: Classification of Costs

The third step of the AWWA COS methodology is cost classification. In this step, the
functionalized costs are further organized based on the characteristics of the costs. As
with the functional allocation process, the proposed classification process is consistent
with AWWA guidelines, but has been customized to meet MWD’s specific operational
structure and service environment. Specificallyy, MWD follows a modified
Commodity/Demand method’. The AWWA M-1 Manual states that the
Commodity/Demand method allocates cost into four primary cost classifications: 1)
commodity cost, 2) demand cost, 3) customer cost, and 4) direct fire-projection cost.
Given that MWD is a wholesale provider, customer cost and direct fire-project cost are
not applicable. However, MWD is responsible for providing water during emergencies,
such as drought conditions or earthquake; thus a standby service cost classification was
developed. Furthermore, the power cost associated with the movement of water is a

3 In the 1999 “Peer Review of Metropolitan Water District of Southern California Cost of Service Study,”
the author stated this methodology to be a hybrid of the Commodity/Demand and Extra Base Commodity.

®
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o

significant cost and is broken into its own cost classification. These additional cost
classifications meet the specific unique needs for MWD. Lastly, these cost classifications
are further broken in fixed and variable costs. Under this approach, classifications
include fixed demand costs for peak demand; fixed commodity costs related to average
system demand; fixed standby costs for system reliability during emergency; variable
commodity costs or variable costs for water sales; and hydroelectric costs. This is an
extra refinement step in MWD’s COS process.

Step 4: Design of Rate Structure

The last step of the AWWA COS methodology is the allocation of costs to rate design
elements. For MWD, the allocation of costs in this step depends on the purpose of the
cost and the way in which the member agencies use the MWD system. Costs that are
incurred through average use are usually recovered by dollar per acre-foot rates ($/AF)
and are allocated based on the volume of water that each agency purchases. Costs
incurred while meeting peak demand are recovered through a peaking capacity charge
($/cfs) and are allocated to agencies based on their peaking characteristics. The cost of
providing standby service is recovered by the readiness-to-serve (“RTS”) charge.

The supply rate is divided into two categories: Tier 1 and Tier 2. The Tier 2 supply rate
reflects MWD’s cost of developing long-term supplies of water. This rate also
encourages member agencies to maintain local supplies, develop local supply resources,
and focus on conservation. Tier 2 recovers a greater proportion of the cost of developing
additional supplies if member agencies have increased demands. This supply rate is set
at $280/AF, which reflects the current cost associated with purchasing transfers. Another
supply rate is the Delta supply surcharge, which is set at $51/AF and reflects the impact
from the SWP restrictions and ongoing drought conditions on MWD’s water rates. This
surcharge is assessed along with the Tier 1 supply rate, which recovers the majority of the
supply revenue requirements. The Tier 1 supply rate is calculated as the amount of the
total supply revenue requirements that is not recovered by the Tier 2 supply rate and the
Delta supply surcharge.

The next rate design element is the system access rate (“SAR”). This is a rate applied to
the actual amount of water delivered. All member agencies pay the SAR to use MWD’s
system for conveyance and distribution. The water stewardship rate (“WSR”) is also a
charge applied to the actual amount of water delivered. The WSR is designed to recover
the costs MWD has from investing in local resource development such as recycling and
conservation. All users will pay the same proportional costs for these investments.
Another rate element is the system power rate (“SPR”). This rate recovers the cost of
pumping water for both SWP and CRA. The treatment surcharge recovers the cost of
providing treated water, including commodity, demand, and standby costs.

The capacity charge is levied on the maximum summer day demand of a system between
May 1 and September 30 for a three-year calendar period. This charge is designed to pay
for the cost of member agencies peaking on the MWD system. It also provides incentive

et
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for these agencies to reduce their usage of the MWD system during peak demand times.
The last rate design element is the RTS charge. This charge relates to the third category
of water service — standby service or emergency storage. The RTS charge is allocated to
member agencies based on each agency’s share of a ten-year rolling average of all firm
deliveries.

In both full-service raw water and full-service treated water, all rate components and
charges apply including the SAR, WSR, SPR, Tier 1, Tier 2, RTS, and the capacity
charge. The only difference between full-service raw water and full-service treated water
is that treated water pays for the associated cost for treatment. In wheeling service, the
SAR, WSR, RTS, and capacity charge apply. The logic behind wheeling service paying
for the WSR is that conservation and development of local resources create excess
capacity in the system so that member agencies can wheel non-MWD water.

V. Review Process and Results

RFC’s review process consisted of four major tasks:

1) Reviewing whether the 2010 COS and rate methodology is reasonable and
consistent with California law and Metropolitan Water District Act.

2) Reviewing whether the 2010 COS and rate methodology is consistent with water
industry best practices, and complies with COS and rate guidelines in the
AWWA'’s Manual M-1, Principles of Water Rates, Fees, and Charges.

3) Reviewing whether 2010 proposed rates have been developed consistently with
Board policies and, more specifically, with the 2001 Rate Structure Framework.

4) Reviewing whether the 2010 COS is accurate and consistent with the 2001 COS.

Our findings and conclusions related to each of these tasks are discussed below.

1) Reviewing whether the 2010 COS and rate methodology is reasonable and consistent
with California law, Metropolitan Water District Act, and District Administrative Code.

MWD 2010 COS and rate methodology is consistent with California law, specifically
Government Code Section 54999.7, which requires a COS study be conducted every 10
years. MWD conducts a COS on an annual basis. The 2010 COS and rate methodology
is consistent with § 133 and 134 of the Metropolitan Water District Act and §4301 of the
District’s Administrative Code. Section 133 states that MWD can set the rates of water
and 134 states that the rates can be sufficient to cover cost associated with operating the
district as long as the rates are uniform for like classes of service throughout the district.
Lastly, the District’s Administrative Code §4301 requires rates and charges to be
sufficient to cover cost and be reflective of MWD’s major service functions, which
include Supply, Conveyance, Power, Storage, Distribution, and Treatment, to the greatest
degree practicable.
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2) Reviewing whether the 2010 COS and rate methodology is consistent with water
industry best practices, and complies with COS and rate guidelines in the AWWA
Manual M-1, Principles of Water Rates, Fees, and Charges.

MWD’s 2010 COS and rate methodology follows the process as prescribed by AWWA’s
Manual M-1, Principles of Water Rates, Fees, and Charges. Specifically, MWD’s
methodology is consistent with M-1’s four step process: 1) development of revenue
requirements, 2) identification of service function costs, 3) classification of costs, and 4)
allocation of costs to rate design elements.

As mentioned, MWD revenue requirements are identified on the “cash basis,” which is
embraced by many government utilities and is endorsed in the M-1 Manual. This
approach includes expenditures associated with Departmental Operations & Maintenance
and the General District. The identification of service functions cost, the classification of
cost, and allocation of cost to rate design elements are done to develop a nexus between
cost and revenue streams. In addition, the rate design elements meet requirements set
forth by AWWA's rate-setting principles and industry guidelines.

3) Reviewing whether 2010 proposed rates have been developed consistently with
Board policies, and more specifically, with the 2001 Rate Structure Framework.

RFC first examined whether the 2010 COS and rate methodology used for updating rates
was consistent with the 2001 Rate Structure Framework. The Board and member
agencies laid out this specific Framework in two documents: the Statement of Common
Interest 1999 and the 2000 letter to MWD from the member agencies. As discussed in
Section III of this report, the Framework addressed:

e MWD’s strategic planning objectives
e Statement of common interests
e Rate structure principles

The 2000 letter from the member agencies presented a proposed Rate Structure
Framework which supported the Statement of Common Interests as discussed in Section
III. When RFC went through the COS and rate study process in 1998 it developed a rate
structure consistent with the Rate Structure Framework. A chart detailing how the rate
structure supports, clarifies, or meets the Statement of Common Interests and Rate
Structure Framework is provided in Appendix A. Based upon our review of this chart,
the current rate structure continues to address the Statement of Common Interests and
Rate Structure Framework. However, should the Board’s Statement of Common
Interests and Rate Structure Framework change, adjustments to the rate structure may be
required.

®
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°
4) Reviewing whether the 2010 COS is accurate and consistent with the 2001 model.

In reviewing the 2010 model, RFC performed two tasks to ensure its accuracy and
completeness. The first task was to check the accuracy of the model, and the second task
was to check for consistency with the 2001 model. To evaluate accuracy, RFC spot-
checked formulas throughout the model. RFC also checked the revenue requirements
with the proposed budget for FY 2010/11. The allocation bases and the data sources for
the model were also checked. After the 2010 model was examined for accuracy and
completeness, the 2010 model was then checked for consistency with the 2001 model.
The 2010 model has followed the same structure as the 2001 model, but includes some
modifications to allocation factors. These modifications should be expected, given
changes in growth, member agencies peaking, hydrological conditions, and other factors.

VI. Potential Opportunities for Consideration

As part of the review process, RFC also identified several potential opportunities for
modifying the COS and rate structure.

The opportunities include:
1) Fixed Source of Revenue
2) Reserve Level
3) Coverage Ratio and PAYGO
4) Treated Water Peaking Charge
5) Capacity Charge and the RTS Charge Adjustment

6) Tier 1 and 2 Adjustment
1) Fixed Source of Revenue

A possible opportunity to consider is maintaining or increasing MWD’s fixed source of
revenue. By looking at this, MWD can address the issues of increased uncertainty in the
future and the reality of revenue instability.

Three potential ways for MWD to do this are to maintain the ad valorem property tax
rate, develop a fixed revenue for the SAR, or expand the RTS charge and the capacity
charge to include related O&M expenses.

Currently, MWD has statutory authority and voter authorization to collect a portion of its
revenues through ad valorem tax assessments on property within its service territory.
Since FY 1990/91, Section 124.5 of the MWD Act limits property tax revenues, and
thereby the tax levy, to the total needed to pay annual debt service on MWD general
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obligation bond annual debt service and the portion of the State Water Contract for debt
service on State general obligation bonds (“Burns Porter bonds™). As these payments
decrease over time, the assessment will decrease. MWD could seek to change the MWD
Act Section 124.5 associated with the ad valorem tax rate to include other expenditures
besides the specified bond debt service and maintain this level of assessment. In
evaluating this option, maintaining the property tax can be considered fair when
reflecting on how important the availability of water is to the property value of a
customer’s home. Without water service the value of a property is decreased enormously
so the owner with more expensive property has more to lose and therefore can be
expected to pay more for water. Maintaining the property tax will help with the financial
stability of MWD’s system because it helps to offset future rate increases that member
agencies would have to put into effect. It creates a predictable, stable source of revenue
and is simple to understand.

Another opportunity to increase fixed revenues for MWD is to create a fixed component
of the SAR. The amount of water the CRA and SWP provide to the system fluctuates
due to weather conditions and regulatory constraints, while the costs associated with
these aqueducts are for the most part stable. Given that these costs are stable, a fixed
revenue stream could be developed. By doing this, MWD will increase its financial
stability and predictability. However, it should be noted that as MWD increases its fixed
revenue charges, the risk associated with water supply reliability shifts from MWD to its
member agencies. It is important to understand which agencies are more suitable to bear
this risk and consequently should develop the appropriate reserve policies.

A third opportunity to increase MWD’s fixed sources of income is to expand the RTS
charge and the capacity charge to recover O&M costs. Right now, these charges only
pay for capital and do not recover related O&M expenses. It is a common practice to tie
O&M expense to capital costs when conducting a COS analysis. Bringing together all
costs related with certain operations increases fairness instead of allocating these costs to
other areas of the system or other users. It also increases financial stability because it
ensures that both capital and O&M costs will be covered and it provides a more
predictable source of income for paying for these expenses.

2) Reserve Level

Another area for further consideration is possibly reexamining the reserve level policy.
Reserves are used to deal with risk associated from revenue instability and/or future cost
increases. Typical reserves include capital replacement, rate stabilization, working
capital, risk management, and other emergencies. For example, given the uncertainty
associated with the SWP, it is expected that reserve levels will need to increase to hedge
against economic risks. By having appropriate reserve levels, MWD could protect itself
from economic risks as well as minimize future rate shocks to its member agencies.

®
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®
3) Coverage Ratio and PAYGO

MWD could consider revisiting the Board’s current policy on its debt service coverage
ratio and the associated level of rate-funded capital or pay as you go (“PAYGO”) capital.
An increase in the coverage ratio policy would contribute toward maintaining a healthy
credit rating, increasing the availability of PAYGO, and securing the financial stability of
MWD. Developing the appropriate level of the coverage ratio and level of PAYGO has
been a concern for the Board.

4) Treated Water Peaking Charge

Another issue for MWD to consider is the possibility of developing a treated water
capacity charge or a volumetric surcharge for peaking that could more directly tie
peaking characteristics of member agencies with the costs of providing service during
peak periods. Currently MWD has a uniform charge on treatment. A uniform rate for
treatment is inherently problematic, since there is a greater demand for treated water in
the summer than in the winter, which creates idle capacity. However, this has become a
severe problem, since member agencies are developing their own treatment facilities and
are peaking off the MWD system. MWD is left with facilities that aren’t being used at
their expected capacity. This causes MWD to increase the price of treated water, which
gives member agencies even more incentive to build their own treatment facilities to
avoid buying treated water from MWD at the higher prices. This compounds MWD’s
problem. Eventually the cost associated with treatment will need to be recovered through
MWD rates and charges. FEither a treated water capacity charge or a volumetric
surcharge would produce a more equitable rate for member agencies that are utilizing the
MWD treatment facility for base delivery. It should be expected that some increased rate
shock would occur, since member agencies will have to begin to pay for their peaking. In
addition, a treated water capacity charge could increase revenue stability by recovering a
portion of costs on a fixed basis and be predictable, if designed properly.

5) Capacity Charge and the RTS Charge Adjustment

Currently the capacity charge and the RTS charge are slightly over collecting on their
appropriate portions of the revenue requirement. MWD staff expects that these charges
will naturally adjust in the future years, given changes member agencies’ usage and
behavior®. MWD should closely monitor the rate design element of the capacity charge
and RTS charge to ensure that in the future years they reflect the COS analysis.

¢ Since MWD conducts a COS every year, the costs for each rate element would change according to the
budgeted costs of that year. Thus, to maintain the rate stability of the overall rate structure, some rate
elements would over or under collect in any given year. However, it is expected that over time, the rate
structure will adjust to recover the appropriate portion of revenue requirements for each rate element.

=0
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.
6) Tier 1 and Tier 2 Adjustment

Given that the purchase order agreements will need to be renegotiated in 2012, MWD
could reexamine the tiered structure associated with the supply cost. Based on the
current methodology, MWD first calculates the revenue generated in Tier 2 based on the
expected sales and cost associated with transfers. This expected revenue is subtracted
from the supply cost of the rate design element to determine the rate for Tier 1. Due to
the fact that the amount of water required to meet the purchase order agreement is greater
than the availability of water from SWP and CRA, transfers are required for this
deficiency. This has produced a result where the price difference between Tier 1 and Tier
2 are marginally different. A potential option could be reducing the Tier 1 allotment to
equal the actual water available from SWP and the CRA and to be consistent with the
Water Surplus and Drought Management Plan. As a result, the Tier 1 cutoff would need
to be reestablished. The Tier 1 rate would reflect the blended COS for SWP and CRA,
while Tier 2 could still reflect the cost of water transfers.

The outcome of this change would be to reduce the price of Tier 1 and the associated
allocation for each member agency. The reallocation of Tier 1 would be fair, since
member agencies that use a smaller percentage of their Tier 1 allocation would not pay
for transfers. This reallocation of Tier 1 may cause rate shock and unpredictable rates
depending on the allocation structure and the member agencies’ demand.

VII. Next Steps

In future years MWD should continue to refine its COS analysis based on changes that
occur to budgetary requirements, financial conditions, consumption patterns from the
member agencies, and other external factors that may require adjustments to the pricing
objectives. In addition, MWD should continue its dialogue with member agencies on
how the current rate structure is meeting the price objectives of the Board, which are
reflected in the Rate Structure Framework.

®
Final Report 4-06-10 15



-V 01-90- 1oday |euly

"swe13o1d UONPAIOSUOY

FHE SI0TERIess) Tayempunold ‘Suijosaar serem feso| amny

pue SuEIXD puny Aoy 01 POiYsi|GBIST St 93130 dySpIEMOIS 1jeM (Z)
PUR MACACI9AD A1ddns safrewtsyyw <05 [euis eopd § spuss pue Ajddns "spoofoxd [250] pus UONPAIASTON I0F SHATITANNL :

AU SURI035 10 1800 5, ne[odonspy ie 19s st 2011d 7 1011 (1) siem o [eLnuRUL YIm cauaine wauanl s) Smpracid £q pue sarcu2ds Taquraw
Ul paplacid a1e §399{01d [e00] PUB UCTIRAIISUGD 10] SOANIORGY [RIWRLL] o | s)r gu diystoupred u; Juawdoranap s92mosa: 1200] spteddns weiodonapy;
Jdiern] Iowdo[ad 592.1n080 [ud0] My spioddng 3 dofeAdq] SIINUSIY FBI0T |
"OSBIINU]

0] P212WNS? ST INUIARL PAXT ‘AIMIINYS LI JUSLMS 27 O Pa1edor)
*(59725 Jo1ea THLT FRNUER WEAMITXPWE JO %406) €007 T
Jaye.s WG 0 Areut /1 01 dn asetoInd o) SaT0UsTR ISQUISH JOT SAHUONK
Burnd e sapraord vepoconaly s1910 aseypind Aepunios ySnowy| e
"$12a. 13} JOA0 (S3[BS JRTRM NS [BNUNR UINIIXeW

40 %409) AJrw 7' 03 dn saseyomnd 1ojem wwn! JO [249] pamss? ‘sroryarado Jo s10adse [ wr AousBe oy Jo HuISsn (MIOURIY 51 omSse
UE 9AET] PIN00 UEl{odonS 's19pJ0 aseyond Aterunios ginom] e o sdals ATRSS03T [fb At TN PIvog WINSICT e venpodonopg syt
spdoureg Lidoyu; ewueugy 2yp s3soddng Kyri8aquf jeroneury

"To[J FIeWB BN 1AN0IJ PUR
stpding Jatem o AqQ PAUSIQEIse sHAIv0TAd dyi O} JIOUDE DIE SRAST 15]BM
e poseq U jim SIyBLoL Bunmp sayddus ssresm 10 uopedo| B 2fYennbe

R Tl pue ; 1St] je A} ‘AfBuipaonny sawude PJUWATY Y] JC FPAIT T2 J00W 01 popiacid

poszy0nd soyddiis wig 40) AT[1GRL2L L SOURTYYP DU 3¢ PINOA 919G o 2 PINOYS SIVLAISS 19t (BUOIEIY *S1uswygsaaln Ayjioey pue A;ddns go
'$3,JUSBE “SYIUSUL ] 10 NPSIU AL DUE Funstxg Jocw TOHUUIPIOOD Ay PUB 1usWRSBueLL 1YBN0Ip 10 [qrsuodsar 1suueld euoifal

G anuoryseyur areudoldde pyme pue sezddne m1em ATEss2o0U 210023 ar pue s1mpniseLul feantfan o prrvags am & venodonapy Koeden
e s LRI SHOREM S[BARIOGR] 123 Fropiom wenjodondpy e SIOI I "90IR IOTAIOS SH IOJ J0jem JO 10piackd [2u0:80a v st unpjodosisy
dpuged WPy renosay ayl siaeddug Japranag pruotiay

ANEWIAY 3NUINIG vy srafeuvyy Huady yoquiopwy so[duntg w.—«an

(pe1s wegriodoyapy Lq paredasry)
sadpuisg paeog s, venjodonafy pue
[usodaay rmjonug ey sieFeHely AONASY IRqUOTY UdaMlsg uosLduod

P40 | STy ¢ RwyomY 9-6 SUpRN prR0og [00Z ‘9 [ 4390150

sopdurrg paeoy s, uejrjodoryay
pue [esodoag 31n)ona)S ANeY SIISRURIA AJUIFY JIIqUIIJA] UM} uosLiedwo) :y xipuaddy

$$320.d 8un1aS 91BY PUB BIIAIIS JO 1SOD) JO MIIARY Juapuadapu]
BIUIOJI|BD UJIAYINOS JO 10113SIQ J931BM UBH|0dOIIBIN




(4] 0T-90-7 1oday |euly

"onb smyess se uawgsTuaidar 131empunois pur Sur[2Ana1 131Em

SLUBS SUI ST YOI ‘aBIBYdInS Juowes) 2y} y8noIy) poraseoal st Ajenb 103 syuewnaninbal Aytjenb Joiem o)) jeatn 0) pue spiepuuls Iojem Sunyuip
Ia9em TWISRQ-HT J0F 1500 2T, "sa1es A1ddns paIsn a1 gSNOA] paIsanaal sI Lrenud amng pue Srusiys fig aouerjdwos [juy omsse 03 vey[odonop
Arjent oomos 30 3502 94 1 "poSuryonn a1e sayddns papodun tog Ljyjenhb Aq papiaoad soyddns popsoduug 103 L1penb Jojea wiseq-ur Suguoswspdur
J2jes UISeq-Ul pue AJijend 921nos 10 SANIIqIsuodsar s uejedonop e pue Lujenb 1oem acinos Sugesoape 10 d[qisuodsa: sy uenjodonary
sduiag Syrend) Jaje A\ 3y3 spteddng Luend) 1aieay 103 Giiqisuodsey

Aiqeprone yns saproupoddo
13ew pue ‘pauodur ‘[eoo] Swouejeq AJ9A09LIS SaTIUTE IPQUISW 2y pUR
o bue p ETED0] sulauRieq AJQAL ! £

*S201AISS UL 3IUOYD SMO][e uegifodonei waamieq ssa001c sAnEIoqe[fod ¢ gSnony padojeasp g uva

SAGIBND PUE §3181 JO Sugpunquu oy ‘UOMIPPE U] SIQJSULl; joNiew saipddng [ruoIppe asAy ] SIaysuRn 1pRUL 0pUR Juandojaaap §90mosal
1o/pue Juadocaop $3unoser eoo; ‘uejodosopy Suoute woy soipddns [eov] ‘urlijodogoiN YR woy satddns (BUOLPPR SA1D04O-ISOD 150U
[BUOHIPPEY SALIOILJ2-1SOT ISOUT I} ASO0YD Lttt $2I0USER I2GUIDIN o ay; 55001d AR §310U0FE JAQUISTR SY3 “SPURIAP PARILIUOD L puodag
aydount g uoynadwo)) pue 3310y oY) syroddug usiadwo)) pue goy))

‘spoau Ajddns

amyny pug SulSIXa 122U 03 Iayam PALICAUlL IaAL[SP PUE 2IN03S PIHcA "SOIBLABE IAQUISUI S] JO SPUBMIAD pajinuwo: sy Bunasw
uerjodonsiy ‘selausBe Joquiat yim Sutuueld 2ANRIOQR|[0D U0 PIsey o “xorem pontodtut i wctSos oy Butpraoad 10y opqisuodsss st uepjodonoly
ajdpuu g 3018398 J9Jr A pariedne] ayy sayre]) FOMALS X8 pajroduny

panunuo)) - safdduLlJ 304 Ul d18a1enS

IANBUII[Y 3101dNY)S 2Ry stafuurly Husly Jaquiapy sapdpuiig preoy

(11218 uwjodonary Aq paaedaxy)
sojpdiourg parog s urjijodotjagy pue
esodoad 0anjonyg duy swdvusly A>uady JPquIdp Hoaslag uosediuo)

¥ §0 T a8ed ¢ Juowyoeny 96 SunesN pItog {007 ‘91 1990100

$5920.d 8U1119S 916y PUE IIAIIS JO 350D JO MBIABY Judpuadapul
BIUJ0JI[ED UIBYINOS JO 1013SIQ 4931 uelijodolla|n




14 0T-90-v Hoday |euld

"Sojel 7 1911 pue [ 1] 1
paseyand seyddns wiy 10y AIIqRijal UL 30UAIRYIP OU 4G PINOM DIOL e PAJU UO PISEQq O PIUOYS UOIE0[[R IedA-AX] =
aurgapmd ayy sys0ddng UOYBIOYY POSEG-SPIINL,

(0007 &renuerp ur poaorddy) SSUIPPING PINIUI0T) BULIIG

95Ieyoms yuamyesI
pue “aye1 1emod waysig
‘(rudswaSeuriu $32In0S1 [230]) A1e1 dIYySPIBMOIS J9JB M
‘(Aqpues) SLY
{(Sunyead) o81vyd uonealssss Aoeds)
{(Buresym) 9121 $59008 WRISAS
‘(sorjddns 36 $1500
aming pue Sunsixe s uenpodoney Supoosyyes) sojes Ajddns pasor], «
10JU1 PS|PUNGUD 1 0JE1 301ALDS |1y SuUnSIXI Y] e
"ABojopotaw 901AI95-40-)S00
PJBDUES UO PISRQ 918 SODIALRS JO BULPUNAUT PUR JS0I JO HOBEIO[[R Y] e

‘srayzo pug Pmoss ‘Buryead
‘Burpeaym SUIpijou $321AL98 10J u0URSURdIOSD L1k PUE ‘SIOLALDS
JO SulpuUnqUN “JUSWHILILOD [BIDUBUY ‘51S0J JO UOLEO[[e SSAIPPE
01 PAUSIRISA 2 {[IM SINONS Ae1 PASIA2I € 10f dromoweyy o, {q)
"PAUTKLILISP 39 01 324 spY weiBord seomose (800}
pue Ajddns pajodun s, usjodonsyy £q 18t ‘preiep parumon sy (&)
amjonys
aje1 PasIAQL & UI PISSIIPPE 34 {Jlv pUe sUonIpues onb styels u1 pajosyal
‘s1apio aserpomd 9 jou Lewi auongseyut pue sorfddns Ul SJUSULSOAUL 2EYNY PUR JUDLIND
Aerunios Aq poysIqeIss ST S213u0Be 10qUIOW £q PURDP PAPIURIOD) e | s urlijodonajy 10 SJUSWIRLIUGD [RISUBUL PUE SISOD JO UONBOO|[E 18] 3y |
apdpuilg aunpnag 2wy puw voHEIoY 156 ) sjroddng 310JIBGS JJLY PUL UOYBIO[[Y }50))

AANAAAA

FALEILINY 2.M)INYS 2jey SIIBEUEL AUdSY [aquIdfy] sopdpurg preog

(ye1s vepjodoxgapy Aq pasedaay)
sopdrourig paeog s ueyjodos)y puw
[Bsodoad 2an3onalS 938y siofvuepy Aduady QUL usdsMey uosLieduion)

30 ¢ 28 ‘¢ uawyoeny 9-6 SuyRI preog [007 91199010

$S920.d Sul339S 91BY PUEB IS JO IS0 JO MIIAJY Juapuadapul
BIUJOJI|ED UIBYINOS JO 13141SIQ 1318 uelljodollay




0T-90-1 1oday |euld

‘afiero

2AI9S-01-SSAUIIPHEIL pur 981y uoRALs1 A1owdes *siapao sseyamd
ATRIUM[OA ‘s3xe Apradoid yBnoan parnsgien am SanuaAal pavy]

"WAGS AY D¥BOIOUL O3 POJRWHINT §: Jnu0A0l pTxy ‘oub snygls 0] poreduton

aurjapind mp sproddng

*$1509 10 85e12400 pue

ONULAI § UBMIOAOHIPA JO AJIHGRS UC PISEQ 25 PINOYS JIUONIS a8y o

ARiqes Anasay usifedoagoy

"$90[AI0S JO §1509 1940092 JeY1 safiey
PUE 5238} WIIOJIUN 110 PAseq SI PUE puesiapun 03 Ases st fesodoxd sy ]

JULIPINS Y] SIDITA

"pussIapUn 0 Asea puw S[dums A[QRIOSPAT 20 PNOTS AICIS0NS By«
apdung

: "salIealiap yead oBruem pue ssddns
ALRUIN[E 2A110330-1500 dejoacp o soiouaTe 10qumowt Jo AUMqe oY)

PUE SAIUD5E roquidm pue uenjcdonspy usomioq Surauerd saneoqei[od
AU uo Juepusdsp 1 1i0f30usY $1oedul [RIOURHI 9], “[EWITUNT 9q

0] peleun3Ee d1e QT seas Ul §910uaSE JaqLusw syl 0) spoudil [RIOURUL]
"5919us3e JaqUDN 10 Spaau

Togesm O] U0 Paseq sjuBnop Sunmp pejeno]je oq pirom saijddns py
"Aj7enbo pajeEan 21w $910058 TAQRIAA

sauipapmn3 3y sjaoddng

“Ie] 2 PIOYS UMYINLS 28N e

*OZRIURADESI JURITTUSES
Jo vontsod atpy wr sydoad yo ssejo Luw 90v[d J0U PNOYS ONOUNS IWY e
A1y pur aRejuRApRSI(] JUERIURG UN

SAUBUIINY 2ANJINUS 18y S105RuBI AoueSy oquuapy

sardoutLy pasog

(1yess uenjodoyayy Aq paaedacg)
sejdouLty preoq s uenodosajy pue
{es0d04g IRIINAG 936y sIafeury LH>uady JoqUIATA Waseg uosireduoy)

¥ 30 p a8y ‘¢ WowyoRyy

96

SUUBIN P10 (00T 91 109010

BIUJOJI|ED UJBYINOS JO 1L1ISIQ J91eM UeYjodoJIS A

$5920.d 8U113S d1BY pUE IIAIIS JO 3S0D) JO MIIAJY Judpuadapul








