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2011 Clean Water Program Status Report to City Council

Executive Summary

The City of Los Angeles (City) Bureau of Sanitation (BOS) is responsible for the collection, treatment and
reclamation of wastewater generated by residential, commercial and industrial users in the City of Los
Angeles and certain surrounding communities. BOS manages the City’s Clean Water Program (CWP),
which is responsible for operating and maintaining one of the world’s largest wastewater collection and
treatment systems. The system includes 6,700 miles of sewers, 44 pumping plants, three water
reclamation plants, and one secondary wastewater treatment plant.

This report responds to the December 17, 2010 City Council Motion (CF#10-1947) that directed the BOS
to prepare a comprehensive report on the state of the City’s Clean Water Program, including a financial
plan. The report is organized as follows:

e Section I: Introduction — Introduction to the CWP, report purpose, and report organization

e Section Il: Background —The background section of this report provides a brief history of the
CWP program, sources of revenue, triggers for historical rate adjustments, and improvements
made with revenues received from rate adjustments.

e Section lll: Current Financial Status — This section provides a discussion of the current financial
status of the CWP, efficiencies made to optimize use of revenue, and comparison of the City’s
sewer charges to those of local and national wastewater service providers.

e Section IV: Future Needs and Drivers — The future needs section discusses the existing financial
and legal obligations of the City, the service expectations that must be met by the CWP, and the
risks associated with failure to adequately finance these needs.

e Section V: Required Revenues and Proposed Rate Adjustments — This section summarizes the
future revenue requirements, provides rate adjustment alternatives, and presents a
recommendation for proposed rate adjustments.

The Sewer Construction and Maintenance (SCM) Fund is an umbrella term used to describe a collection
of funds related to the CWP. The SCM Fund is an enterprise fund and receives no support from the
City’s General Fund. The SCM Fund pays for all City expenses associated with the program through direct
appropriations and the payment of related costs. Attachment A contains Schedule 14, the budget
summary for the CWP.

The majority of the revenues to the SCM Fund are from user fees paid by customers who receive
wastewater collection and treatment services. Although the CWP received significant federal funding
for upgrades in the 1990s, outside funding sources have been extremely limited in the last several years.

The bond covenants associated with the debt issued by the CWP establish a flow of funds for most
revenues deposited into the SCM Fund. Revenues must be used to pay for:

1. operations and maintenance (O&M) costs, then

1 March 24, 2011 rev. 1
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2. debt service, then

3. capital costs
Capital costs have the last call on funds, so when revenues are not sufficient to completely cash finance
the capital improvements, debt financing is used.

For the past 30 years, the primary drivers for the CWP have been regulatory requirements and
enforcement actions, as shown in Figure ES-1. The current outstanding legal obligation of the CWP is
compliance with the Collection System Settlement Agreement (CSSA). The CSSA resulted from sewer
spills that occurred during the heavy rains in the late 1990s. The sewer spills resulted in a $550 million
lawsuit against the City that was settled in 2004. The CSSA established a 10-year program of sewer
inspection, maintenance, and rehabilitation that must be completed by June 30, 2014 with the goal of
reducing sewer spills.

Figure ES-1: History of Regulatory and Litigation CWP Drivers

Sludge Collection
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The City has successfully completed the first six years of the CSSA. As shown in Figure ES-2, sewer spills
have been reduced by 80 percent, with spills caused by fats, oils, and grease reduced by 91 percent. The
programs that enabled these dramatic results required a series of rate adjustments from 2005-2008 that
increased the typical monthly residential Sewer Service Charge from $22.87 to $29.88. At the time
these adjustments were adopted, it was expected that a similar series of adjustments would be required
for the last five years of the CSSA. However, BOS decided not to request rate adjustments to be
implemented starting in July 2009 to reduce the impact to ratepayers in a deteriorated economic
climate. Instead, BOS deferred capital improvement program (CIP) projects and implemented
additional operational efficiencies to reduce expenditures in order to avoid rate adjustments in calendar
years 2009, 2010, and 2011.

2 March 24, 2011 rev. 1
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Figure ES-2: Sewer Spill Reductions Achieved with Use of Rate Increase Revenues

1000
900
BO0 = Achieved 80% Reduction in |
2 700} 687N ‘ Sanitary Sewer Spills
a Cald 613
@“ 600 |
&
2 s00f ™ _
N 444
% 400 |- , \ 369
**
300 |- L
200 |- - . - - 1
100 | g
<
0 — R
S& & & 5 5 5 S
S & S ) o I S S
Sfsg ¢ & & & & 9
AQ’
Fiscal Year

While these strategies have successfully allowed the funding gap to be closed for a few years, it is not a
sustainable strategy. The CWP’s greatest asset is its infrastructure, with an estimated replacement
value of approximately $20 billion. Since this infrastructure is the basis for providing safe and efficient
sanitation services to the City of Los Angeles, its preservation is critical. If sufficient investment is not
made in the infrastructure, it will be subject to emergency failures that can have a disastrous impact on
human health and safety and the environment. Furthermore, the financial impact of emergency failures
would be many times greater than the cost of operating, maintaining, and renewing the infrastructure in

a responsible manner.

Due to the large dollar value of these capital investments and the long life of the assets, the CWP will
continue to use debt financing to share the costs between current and future customers. Access to the
bond markets at favorable rates requires that the program maintain a strong financial position. The
CWP currently has worse financial metrics in several key rating areas than other AA rated agencies. If
these are not improved, borrowing costs for the CWP will increase or market access could be restricted.

This report contains a range of recommendations to adjust fees in all categories, ensuring that
customers are all paying their fair share for their use of the wastewater system. In most cases, the
recommendations are for adjustments to be made on a multi-year basis, both to ease the initial impact
to the customers and to provide a clear plan for the future they can use for their own budgeting
purposes. The report also clearly describes the service expectations to be funded from these revenues,
with recommendations for adoption of certain financial policies that will help maintain the financial
health of the CWP. Lastly, there is a description of developing issues that are not included in the current
financial projections, but which may impact the CWP in the future.

3 March 24, 2011 rev. 1
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Table 1 provides a summary of the Recommended Fee Adjustments. It is recommended that the initial
adjustments become effective on January 1, 2012, with annual adjustments occurring every July 1
thereafter.

Table 1: Recommended Fee Adjustments

User Fee Recommendations

Sewer Service Charge (SSC) Adjust fees on an annual basis for ten years.

Implement a 0.5% increment for five years to fund a revolving
fund loan program for rehabilitation of sewer laterals and
abandonment of septic tanks.

Allow adjustment of the default percentage discharge for
commercial customers based on water conservation measures.

Increase the low income surcharge to fully fund the low income
subsidy program.

Adjust the billings for certain governmental agencies to include
the capital component of the SSC so they are billed on the same
basis as all other customers.

Quality Surcharge Fees (QSF) | Adjust fees on an annual basis for ten years.

Industrial Waste Fees Modify fees on an annual basis for ten years.

Septage Fees Modify fees for full cost recovery this year, with annual
adjustments thereafter.

Sewerage Facilities Charge Update fees based on the current value of the system assets.

In addition to these fee adjustments, the report also contains recommendations for pursuing other
revenue sources to help minimize future rate adjustments.

Sewer fees such as the SSC and the QSF are subject to the notification requirements of Proposition 218,
but not the requirement for voter approval. The notification is followed by a public hearing at least 45
days later. If more than half of the customers protest the rate adjustments, they cannot be enacted.
After the public hearing, the adjustments can be made by adopting ordinances modifying the
appropriate sections of the Los Angeles Municipal Code (LAMC).

The Industrial Waste Fees, Septage Fees, and Sewerage Facilities Charges are not considered property-
related fees so are not subject to Proposition 218. These adjustments can be made by adopting
ordinances modifying the appropriate sections of the LAMC.

4 March 24, 2011 rev. 1
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I. Introduction

The City of Los Angeles (City) Bureau of Sanitation (BOS) is responsible for the collection, treatment and
reclamation of wastewater generated by residential, commercial and industrial users in the City of Los
Angeles and certain surrounding communities. BOS manages the City’s Clean Water Program (CWP),
which is responsible for operating and maintaining one of the world’s largest wastewater collection and
treatment systems.

This report responds to the December 17, 2010 City Council Motion (CF#10-1947) that directed the BOS
to prepare a comprehensive report on the state of the City’s Clean Water Program, including a financial
plan. The report is organized as follows:

e Section I: Introduction — Introduction to the CWP, report purpose, and report organization

e Section Il: Background —The background section of this report provides a brief history of the
CWP program, sources of revenue, triggers for historical rate adjustments, and improvements
made with revenues received from rate adjustments.

e Section lll: Current Financial Status — This section provides a discussion of the current financial
status of the CWP, efficiencies made to optimize use of revenue, and comparison of the City’s
sewer charges to those of local and national wastewater service providers.

e Section IV: Future Needs — The future needs section discusses the existing financial and legal
obligations of the City, the service expectations that must be met by the BOS, and the risks
associated with failure to adequately finance these needs.

e Section V: Required Revenues and Proposed Rate Adjustments — This section summarizes the
future revenue requirements, provides rate adjustment alternatives, and presents a
recommendation for proposed rate adjustments.

II. Clean Water Program Background and Rate History

The CWP provides wastewater collection, treatment, reuse and disposal services for the City of Los
Angeles and 29 nearby cities and agencies. The system includes 6,700 miles of sewers, 44 pumping
plants, three water reclamation plants, and one secondary wastewater treatment plant.

The sewers and treatment systems are continually upgraded to ensure that the health of the public and
our environment are protected. In the past, periods of inadequate maintenance of these facilities have
resulted in system failures and legal mandates that required significant investment.

The Common Council (predecessor to today’s City Council) appointed the first sewer committee in 1869,
but the first comprehensive sewer system was not implemented until the 1890s. Prior to the 1950s,
treatment only consisted of screening the sewage before it was discharged into the Santa Monica Bay.
In 1943, the California State Board of Health quarantined ten miles of beaches between Venice Beach
and Hermosa Beach. The quarantine lasted eight years, until the modern Hyperion Treatment Plant

5 March 24, 2011 rev. 1
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(HTP) went online in 1950. By 1951 HTP was able to provide full secondary (biological) treatment to
incoming sewage, but increased flows reduced the treatment level back to primary, with only partial
secondary treatment in 1958. Meanwhile, sewer overflows occurred on a regular basis in many parts of
the City.

The CWP has many drivers, but the major ones for the last 30 years have been litigation and
enforcement actions by regulatory agencies, as shown in Figure 1.

Figure 1: History of Regulatory and Litigation CWP Drivers

Sludge Collection
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comes online Desist Order Order

Following the passage of the Clean Water Act in 1972, the City implemented a Sewer Service Charge
(SSC). The SSC was initially implemented for commercial customers and extended to residential
customers in 1974. Prior to this time, much of the expense associated with the CWP was funded from
the City’s General Fund. The General Fund continued to support the CWP until 1987, when the Sewer
Construction and Maintenance (SCM) Fund became an enterprise fund. Since that time, the CWP has
been entirely self-supporting.

The SCM Fund is an umbrella term used to describe all funds that are used to receive the revenues
described below. The bond covenants associated with the debt issued by the CWP establish a flow of
funds for most revenues deposited into the SCM Fund. Revenues must be used to pay for:

1) operations and maintenance (O&M) costs, then
2) debt service, then
3) capital costs

It is not required that revenues in a given year be sufficient to fund all capital costs if debt financing is
available. The major revenues deposited into the SCM Fund are summarized below in Table 2. A detailed
description of the sources of SCM Fund revenues is provided in Attachment B.

6 March 24, 2011 rev. 1
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Table 2: Sewer Construction and Maintenance Fund Sources of Revenue

Revenue Source Description

Sewer Service Charge The SSCs recover the cost of operation, maintenance, and replacement (OM&R)

(SsC) from users of the system based on their proportionate contribution of
wastewater flow and strength to the system. The City’s residential and
commercial users pay the SSC through their Los Angeles Department of Water
and Power (LADWP) bill. The amount varies according to volume, based on
“domestic strength” flow. The typical monthly single family residential bill is
$29.88. In FY 2009-10, the SSCs generated $478 million in revenue.

Quality Surcharge Fees The QSFs recover costs associated with conveyance and treatment of sewage

(QSF) with higher strengths than the “domestic strength” costs recovered through the
SSC. Users who discharge stronger sewage are subject to a Biochemical Oxygen
Demand (BOD) and Suspended Solids (SS) surcharge. In FY 2009-10, the QSFs
generated $9 million in revenue.

Contract Agency Fees Los Angeles provides wastewater service to 29 nearby cities and agencies. The

(CAF) agencies are charged for each year's service based on the actual costs of
providing the service. The charges include costs associated with new capital and
O&M. In FY 2009-10, the contract agency fees generated $31 million in revenue.

Industrial Waste Fees While the QSF described above recovers the cost of providing treatment of high-
for Service (IWF) strength wastewater, it does not recover the costs of administering the industrial
waste pretreatment program. The IWFs recover the costs of the pretreatment
program. BOS also administers Septage Receiving Stations, which have
associated fees. In FY 2009-10, the combined industrial waste fees generated
$6 million in revenue.

Sewerage Facilities The SFC is designed to recover the cost of wastewater system capacity required
Charges (SFC) by new sewer connections and increases in capacity by current system users. In
FY 2009-10, the SFCs generated $4 million in revenue.

Non-user revenues The CWP also receives revenues from investments, crop sales from Green Acres

Farm, salvage of equipment, and other miscellaneous sources. In FY 2009-10,
these sources comprised $18 million of the revenue.
FEMA/CalEMA The CWP can recover eligible costs associated with disasters from the Federal
Reimbursement Emergency Management Agency (FEMA) and the California Emergency

Management Agency (CalEMA). The CWP still has a significant amount of
funding ($45.3 million) outstanding from work resulting from the Northridge
Earthquake. In FY 2009-10, less than $6,000 in reimbursement were received.

Water Assets The CWP has groundwater assets associated with its ownership of the Green
Acres Farm in Kern County. While no water sales have occurred to date, BOS is

exploring future sales as a source of revenue.

7 March 24, 2011 rev. 1
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The contribution from each revenue source is presented in Figure 2 below. SSCs contribute the majority
of the $546 million of SCM Fund revenue.

Figure 2: FY 2009-10 Sewer Construction and Maintenance Fund Revenues

IWg SFC FEMA _Non-user

As previously noted, many of the historical CWP programs were triggered by legal mandates. These legal
mandates often required adjustment of the SSCs to provide sufficient revenue to meet legal obligations.
The history of the SSC rate increases is summarized in Figure 3. A series of rate increases was triggered
in FY 1986-87 by the amendment to the Hyperion Treatment Plant (HTP) consent decree which required
the City to provide full secondary-level treatment for wastewater. There were no additional increases
for a period of 11 years, until a 3 percent increase was implemented in October 2003. A key factor in
maintaining a stable and low SSC in the 11 year period with no rate increases was the receipt of
approximately $1.6 billion in Clean Water Act federal grants. However, these funds were dedicated to
the HTP upgrade and could not be used for the maintenance and renewal of the remaining
infrastructure, so a significant amount of debt financing was also required. The lack of regular rate
increases that would have allowed the CWP to keep up with inflation left the City in a highly-leveraged,
weakened financial condition. Figure 4 demonstrates the decline in the “buying power” of the revenues
BOS has derived from rates when adjusted for inflation, based on the Consumer Price Index (CPIl), from
calendar year 1993. The SSC rate bought 4 percent less in 2010 than it did in 1993.
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Figure 3: History of Sewer Service Charge (SSC) Rate Increases

. . _ - Collection System
Total Capital Investment since 1987 = $6.3 billion Settlement ! s800
345 } L Agreement o
== Annual SSC Revenue i" (complete by 2014) ™
-~-SSC Rate ($/hundred cubic feet) Nitrification/ : $700
o ! Denitrification Facilities
o $40 < >
© ! : !
5 Collection System Cease & !
>$35} e . DesistOrder : $600
% Pretreatment ; i m
o ; Hyperion Administrative S
% $30 } : Amended Consent Decree =:C<iviILiabigtly £ $500§
e Hyperion ' ’ E
3 Original Consent | g
» $25 | : Decree : c
4 , $400 @
x i 2 o
) ! 50 2
ESOTS | 38 ?
& 5 : 2§ $300 O
e < i T3 E
2eere 2 g
»n o) : !
2 § ; d $200 <
L0k i
3 $ ] : 8 %
3 ‘ 0 ?
. s %% %
) RSN $100
$5 ! & "FO 4 (et}
ol |
N
o
$0 & S 9 ™ *
A D £ by
Q/)\q/ cg\o) csb'\ Osb‘b
N N N N
Fiscal Year
Figure 4: Sewer Service Charge Rates Compared to Consumer Price Index
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As presented in Figure 3, the current outstanding legal obligation of the CWP is compliance with the
Collection System Settlement Agreement (CSSA). The CSSA resulted from sewer spills that occurred
during the heavy rains in the late 1990s. The sewer spills negatively affected local businesses and
residents, created water quality impacts, and ultimately resulted in a $550 million lawsuit against the
City that was settled in 2004. The CSSA established a 10-year program of sewer inspection,
maintenance, and rehabilitation that must be completed by June 30, 2014 with the goal of reducing
sewer spills. Figure 5 summarizes the requirements of the CSSA.

Figure 5: CSSA Requirements to Reduce Sewer Spills

Sewer Cleaning Sewer Inspection and Planning
¢Clean more than 60,000 pipe reaches eTelevise and assess more than 600 miles of
annually sewers annually

eImplement chemical root control program ePrepare primary and secondary basin plans

eAdminister grease control program

Reduce Sewer Spills

Sewer Rehabilitation Sewer Capacity
eComplete 57 listed rehabilitation projects eComplete Capacity Plan
in Years 1-3 eConstruct 13 relief sewers

eRehabilitate 60 miles/year (average) in
Years 4 through 10

In addition to reducing sewer spills, the CSSA also has requirements for odor control measures,
construction of air treatment facilities, and construction of Supplemental Environmental Projects (SEPs)
in lieu of paying fines.

After negotiation of the settlement agreement, it was apparent that a series of rate adjustments would
be required to support the CSSA. The City implemented five 7 percent rate adjustments between 2005
and 2008 to fund the first half of the CSSA program. At the time, it was expected that a second series of
rate adjustments would be required to fund the last five years of the CSSA. However when this second
round of adjustments was due, BOS decided not to request rate adjustments to be implemented in July
2009 to reduce the impact on rate payers in a deteriorated economic climate. Instead, BOS deferred
capital improvement program (CIP) projects and implemented additional operational efficiencies, as
described later in this report, to reduce expenditures in order to avoid rate adjustments in calendar
years 2009, 2010, and 2011.
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The funding obtained from the series of rate adjustments approved in 2005 has been used to achieve

the following improvements in the collection system:

Annual closed circuit television (CCTV) inspection and condition assessment of more than 600
miles of sewer

Annual cleaning of more than 2,600 miles of sewer

Annual inspection of 95 percent of permitted food service establishments for compliance with
the Fats, Oils, and Grease (FOG) Control Program

Building 55 sewer rehabilitation and replacement projects during the first three years of the
Agreement and an additional average of 60 miles per year of sewer renewal beginning with Year
Four.

Building 11 sewer relief projects, beginning design and construction of two more, and
identifying future relief projects in a Capacity Plan by June 30, 2006.

Building two air (odor) treatment facilities and designing a third.

Designing and beginning construction of five SEPs.

These efforts resulted in significant sewer spill reductions of 80 percent over a ten-year period. In FY
2009-10 there were a total of 139 sewer spills compared to 687 sewer spills in the baseline FY 2000-01.

This equates to approximately 2.1 sewer spills per 100 miles of sewer, an all-time low for the City and

significantly below the national average of 3.0 sewer spills per 100 miles of sewer pipe in the collection

system. Root-related sewer spills have been reduced by 76 percent since FY 2002-03 when the City

started its chemical root control program. Sewer spills caused by fats, oils, and grease (FOG) have been
reduced by 91 percent since FY 2000-01 when the City began implementing its FOG control program.
Figure 6 presents the improvements achieved with use of revenues from the 2005-08 rate increases.

Figure 6: Sewer Spill Reductions Achieved with Use of Rate Increase Revenues
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In 2008, the City Controller’s Office initiated a performance audit of the wastewater collection system.
This audit included the first four years of the CSSA and provided a review of how the 2005 rate
adjustments were being used. The summary of audit findings, issued January 14, 2009, is included in
Attachment C. Some of the key findings of this report are listed below:

e BOS has adequately planned for its infrastructure needs.

e BOS has been extremely effective at reducing sanitary sewer overflows.

e BOS delivers a high level of service in the maintenance, inspection, and repair of the sanitary
sewer system.

While the report in general was positive, the audit did identify some areas for improvement. A response
from BOS dated April 14, 2009, detailed an implementation schedule for the recommendations, many of
which had already been implemented. The only recommendation still outstanding is the replacement of
the computerized maintenance management system, originally scheduled for completion by July 1,
2010. This project was delayed until 2016 due to funding shortfalls. This delay will not create any
additional risks to the CWP since the existing system will continue to receive support from the vendor.

While this midterm review confirmed that the CWP is delivering what was pledged at the time the CSSA
was initiated and rate adjustments approved, there are still many remaining activities to successfully
complete the CSSA. These are described in further detail in the “Future Needs and Drivers” section of
this report.

In summary, user fees, especially the SSC, provide the majority of the funding required for operations
and maintenance costs, debt service payments, and some of the capital investment for wastewater
collection and treatment in accordance with the federal, state, and local regulations. When the City fell
behind on meeting those requirements, lawsuits and consent decrees forced the investments and
resulted in forced alignment of the City with the standard industry practices. While federal grants
greatly helped the rate payers in bearing the cost of the necessary expenses in the 1990s, it is generally
accepted that under the current economic context, similar federal subsidies are unlikely in the near
future. Therefore, rate adjustments are necessary for the CWP to continue to meet the outstanding
CSSA obligations and resume the level of infrastructure investment necessary to protect the City from
future enforcement actions.

II1. Current Financial Status

This section summarizes the current financial obligations of the CWP, projections of revenue trends, the
efficiencies that have been achieved to meet the financial constraints, and presents a comparison of
current CWP sewer service charges to those of local and national wastewater service providers and an
analysis of the current financial status of the CWP.

The CWP financial obligations are comprised of three primary categories, shown with their FY 2010-11
budgets:

1. Operations and maintenance (O&M) - $312 million
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2. Debt service - $179 million
3. Capital expenditures - $231 million

The expense obligations total approximately $722 million this year. Historical annual expenditures for
each cost category are presented in Figure 7, along with the annual revenues.

Figure 7: Historical Expenditures and Revenues
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A. Revenues

As discussed previously, the majority of the revenues funding the CWP are from user fees. The CWP has
seen reductions in these revenues during the past few years due to economic conditions and water
conservation efforts. The revenues from the SSCs and QSFs shown in Figure 7 had only a slight increase
from FY 2007-08 to FY 2008-09, even though a 7 percent rate adjustment was implemented. Revenues
dropped between FY 2008-09 and FY 2009-10. Longer-term decreases are also shown in the Revenue-
Other category beginning in FY 2007-08. This is largely due to decreased interest earnings caused by
both lower cash balances and reduced returns on investments. These factors, coupled with the lack of
rate adjustments over the last two years have resulted in a weakened financial condition. While the
CWP adjusted to reduced revenue during the past two years, these reduced levels are expected to

continue in the future.
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B. Debt Obligations

The CWP currently has $2.7 billion in outstanding debt, which will require almost $4 billion to repay. The
future debt service schedule is shown in Figure 8. The minimum debt service coverage ratio (cash
available divided by total debt obligations) required by covenant for CWP debt is 1.25x for senior lien
debt and 1.1x for all debt. The City is currently in compliance with its covenant requirements. While the
CWP maintains good bond ratings (AA+, Aa2, and AA by Fitch Ratings, Moody'‘s, and Standard and
Poor’s, respectively), the CWP is considered to be highly leveraged. Another metric for debt evaluations
is the average debt load per customer, which for similarly rated agencies is $1,462. This ratio is $4,088
for the CWP. In the most recent evaluations, the rating agencies have indicated that to maintain current
bond ratings, the CWP must increase the percentage of its capital program funded from revenues and
decrease the amount of debt financing.

A large portion of the debt load dates to the late 1990s, when the CWP was not able to modify user
rates to provide sufficient funding for the capital program. Although the City has been able to meet its
debt payments, comparison of the CWP debt level to that of other wastewater providers suggests that
the debt level exceeds desired targets. Based on the American Water Works Association Benchmarking:
Performance Indicators for Water and Wastewater Utilities report, the median debt ratio (total liabilities
divided by total assets) for large utilities is approximately 0.3. The CWP’s current debt ratio is 0.6,
double that of the median for similar sized wastewater service providers. This indicates that the CWP is
highly leveraged and needs to fund more capital improvements on a pay-as-you-go basis.

Figure 8: Debt Service Payment Schedule
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C. Efficiencies

The CWP is always looking for efficiencies to avoid passing costs on to the ratepayers. Over the years,
the CWP has participated in best management practices reviews, peer reviews, and benchmarking
studies. Because of the perpetual nature of the CWP, there is a high incentive to implement cost-saving
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measures because every dollar saved today will be available to fund tomorrow’s activities. The impetus
for identifying even higher efficiency opportunities got stronger over the recent years in light of the poor
economic climate and the financial stress caused to the CWP by the decline in revenue. In response, BOS
evaluated the following areas for increasing efficiencies.

1. Debt Restructuring

Due to the large amount of outstanding debt, the City is continually reviewing opportunities to
restructure the debt to achieve savings. Table 3 shows that $2.9 billion of debt have been restructured
during the past ten years, providing $416 million in debt service savings.

Table 3: Debt Service Savings Resulting from Refinancing

Fiscal Amount Debt Service Economic Gain Comments
Year Restructured Savings (Present Value)
($M) (3M) ($M)
2001-02 407 34 25
2002-03 503 1,184 43
2003-04 551 160 36
2005-06 350 904 46
2007-08 605 - - Unknown savings because
both refunded and refunding
bonds are variable rate
2008-09 452 7 7 Restructuring of short-term
commercial paper with long-
term bonds
2010-11 74 7 4
Total 2,942 416 162

2. Wastewater Capital Improvement Program Prioritization

In order to maximize the benefit from available opportunities, comply with the CSSA, preserve existing
infrastructure and optimize expenditures, the CWP has developed an iterative system to allow decision
makers to select projects that would reduce the most risk at the lowest cost. The City developed a
Wastewater CIP Prioritization Task Force comprised of division managers from planning, design,
operations and maintenance, and financial planning, along with Assistant Directors from BOS and the
wastewater Deputy City Engineer.

The methodology includes scoring and ranking projects based on the likelihood of failure and the
consequences of such a failure. In the past two years, the CWP has deferred projects worth over $100
million that addressed the least risky conditions. Although this strategy has helped reduce costs in the
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short term, continued deferral of projects is unsustainable as non-essential projects may become
emergencies.

3. Staffing Reductions

BOS recognizes that in order to be a responsible agency there must be a commitment to efficiency in the
labor workforce, and to continue to meet the service expectations of the customers with the minimum
necessary staff. To this end, BOS has significantly reduced its workforce over the last 20 years, while
managing, operating, and maintaining an increasingly complex and capital intensive wastewater system.

Figure 12 presents the 20-year staffing history for the BOS portion of the CWP. It shows that the
number of authorized positions has been reduced from a high of 1,764 in FY 1993-94 to 1,318 in FY
2010-11, with additional reductions projected for FY 2011-12. This represents a total reduction of over
25 percent over a period of two decades. The majority of positions within the CWP are within BOS,
followed by the Bureau of Engineering, Bureau of Contract Administration, Board of Public Works, and
General Services Department. Staffing reductions have been achieved by automating certain activities at
the wastewater treatment plants, which has allowed the reduction and combination of station posts.
Automation has allowed more efficient dispatching of crews for the collection system through use of the
FAST system.

Figure 9: Clean Water (Wastewater) Program Authorized Positions - BOS
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After staff reductions from 1996 through 2002, staffing levels began to rise again. This was due to the
realization that the staffing levels were unsustainable and the initiation of work required for the CSSA.
Although the CSSA was not executed until 2004, BOS was aware of the activities that would be required
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to reduce sewer spills and began staffing up so that work could begin. Staffing reached a secondary
peak in FY 2009-10, the midpoint of the CSSA. At this point, BOS was more comfortable with its ability
to deliver the CSSA and was able to begin reducing staffing.

Based on the American Water Works Association Benchmarking: Performance Indicators for Water and
Wastewater Utilities report, the median ratio of wastewater processed per employee for wastewater
service providers serving populations greater than 500,000 is 0.27 million gallons per day per employee.
In comparison, the CWP ratio of wastewater processed to employees in FY 2011-12, with a projected
staffing level of 1,275, is projected to be 0.30 million gallons per day per employee, which is better than
the median and an indicator that the CWP is efficient.

4. Operational Efficiencies

While BOS is always exploring ways of operating more efficiently and reducing costs, this effort gained a
new urgency in the fall of 2008 as revenues declined due to the economic recession and water
conservation efforts. Table 4 shows how the treatment plant and water reclamation plants have
reduced operating expenses by more than $27 million during the past two fiscal years.

Table 4: Operational Efficiencies

Area of FY 08-09 FY 09-10 Reasons

Savings
Cont.ractual $1.717.870 $5 211,802 Reduced biosolids hauling & efficient farm
Services management
Opera!tmg $2,757,328 $3,595,544 Optimized use of process chemicals
Supplies

Savings in steam, electricity and potable water

Utilities $7,939,084 $5,870,070 . .
categories (water conservation)

Total $12,414,282 $14,677,416

In the wastewater collection system, during these years over $600,000 in reductions were identified that
were used to offset increases in utility costs and operating supplies.

While BOS will continue to explore cost savings ideas, there is no guarantee that the savings shown
above will continue. For example, while HTP was successful in reducing chemical consumption during
the past two years, earlier this fiscal year they began experiencing problems with the treatment quality
and had to increase the chemical dosages, so it is unlikely they will have savings in this category in

FY 10-11.
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D. Financial Metrics

Periodically Fitch Ratings issues a report of 50 water and sewer financial medians. The most recent
report was issued in April 2010. Table 5 shows how the CWP compares to these medians in several key
ratios used in the rating process.

Table 5: CWP Key Ratios Compared to Industry Medians

Key Ratios Rating Category
Capital Demands and Debt All 1) | CWPvs.
Policies ARA AA A Credits cwP AA
Debt. to Funds available for Debt 36 55 6.7 55 101 Worse
Service (x)
Total Outstanding Long-term 827 | 1462 | 1,738 | 1,297 | 4,088 | worse
Debt/customer (S)
Total Outstanding Long-term 219 384 518 375 639 | worse
Debt/capita (S)
Coverage and Financial
Performance
Three-Year Historical Average
Senior Debt Service Coverage 3.2 2.8 2.2 2.9 2.8 same
(DSC) (x)
Current Senior Lien DSC (x) 2.9 2.5 1.9 2.6 2.5 same
Three-Year Historical Average
Total Debt Service Coverage 3.1 2.2 2.2 2.4 1.61 worse
(DSC) (x)
Current Total Lien DSC (x) 2.7 2.1 1.6 2.2 1.49 worse
Days Cash on Hand 544 344 171 344 205 worse

(1) CWP data are from the FY 2009-10 Financial Statements.

In all categories other than senior lien DSC, the CWP’s metrics are worse than the medians associated
with an AA rated credit. The senior lien DSC has declined for two years and is expected to decline
further in FY 2010-11, which may move these ratios into the “worse” category as well.

E. Rate Comparison

The CWP regularly evaluates its rates against both its national peer group of large cities and local cities.
Figure 10 shows the large city comparison normalized for ten hundred cubic feet (10 hcf) of flow per
month. The typical Los Angeles single family residential monthly charge of $29.88 per month is actually
a little less than what is shown on the chart because our customers’ typical discharge is approximately
9.14 hcf instead of 10 hcf. The Los Angeles sewer service charge is in the middle of the range. The cities
at the top of the list are currently under consent decrees or other legal obligations, some of which were
caused because the agencies have not kept pace with the necessary infrastructure reinvestment.
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Figure 10: 2009 Typical Monthly Single Family Residential Sewer Service Charges for Cities with
Population > 500,000
$120

$0 $20 $40 $60 $80 $100

; 1 110.69

Atlanta, GA
Seattle, WA

San Francisco, CA
Portland, OR
Honolulu, HI
Austin, TX
Boston, MA

San Diego, CA
Charlotte NC
Jacksonville, FL
Nashville, TN
Washington, DC
Columbus, OH
Cleveland, OH
New York, NY
Philadelphia, PA
Dallas, TX

Detroit, Ml
Baltimore, MD
Los Angeles, CA

| 88.90

I
I 76]21

— — —

] 65.00
59.96

I 55)50

| 49.44
1 47.95

] 41.80

1 41.39

Il 39.39

1138.59

] |37.46

I 13715

] |36.73

| 36.47

] 3492

] 3:‘;|89
] 331

_+ 32.70

I
[
|
[
I
I
|
I
I

1
SN [ S N SN S SN B N N S ) S SN N S S SN S_ S S S —_— =

Kansas City, MO
Fort Worth, TX
Houston, TX
Chicago, IL
Tucson, AZ

San Jose, CA
Phoenix, AZ
Louisville, KY
Indianapolis, IN
Oklahoma City, OK
San Antonio, TX
Las Vegas, NV

El Paso, TX
Milwaukee, WI
Albuquerque, NM
Denver, CO
Memphis, TN

] 31.40

1 30.90

] 29.93

129.10

127.25

127.09

] 26.92

126.06

— 1254

1 24.72

20.11

I
1
I

1 719

[ H4.63

] 19.67
17.73
16.90
15.71

23-LABOS0211ResidentialSewerCharges.ai

Monthly Residential Charge based on 10 hcf (hundred cubic feet) of Water |

Source: 2010 Black & Veatch Rate Survey

19

March 24, 2011 rev. 1



2011 Clean Water Program Status Report to City Council

In the comparison against local agencies (Figure 11), Los Angeles is again in the middle of the range.
Because there was not an existing comparison normalized to the same flow amount, the amounts
reflected are the ones the agencies provide to represent their typical customer.

Figure 11: 2011 Typical Monthly Single Family Residential Sewer Service Charge for Local Cities
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San Diego (1)

Santa Monica (1)

Glendale (2)

Long Beach (3)

San Jose (4)

Los Angeles (1)

Burbank (4)
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Notes:

(1) Charge is only applied to water estimated to be entering the sewer (10 hcf)

(2) Charge is applied to all water delivered to property (30 hcf based on Glendale default)
(3) Flat rate for regional treatment, volumetric charge for local sewers (30 hcf of water)
(4) Flat rate

The California State Water Resources Control Board periodically prepares the Wastewater User Charge
Survey Report. The most recent report was issued for FY 2007-08. In that year, the average monthly
single family residential charge was $33.82, with the highest charge reported at $231.92. By national,
state and local measures, the CWP typical residential bill is a reasonable amount

VI. Future Needs and Drivers

The CWP has many short-term and long-term challenges in meeting its regulatory and environmental
commitments, preserving the sanitary sewer system and treatment plant infrastructure, while meeting
the service expectations of its customers. This section explains the future needs and drivers for the
proposed rate adjustments including the established service expectations for the CWP, the risks of
unchanged rates to the CWP, other potential risks that are not addressed by the proposed rate
adjustments, and opportunities presented by the implementation of the rate adjustments. Each of
these needs and drivers are described using the five major categories of environmental compliance,
infrastructure reliability, operational efficiency, financial management, and customer service.
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A. Service Expectations

The CWP has established responsible service objectives to provide the necessary sanitary sewer service
to its customers in the City of Los Angeles and surrounding communities. The service expectations
define the primary measures of success and the actions needed to achieve them. The services provided
by the CWP are driven by regulations and by sound business practices geared towards affordability to
rate payers optimizing the use of revenues.

The rate adjustments recommended in this report target the most immediate, well-defined needs, most
of which are linked to litigation and aging infrastructure renewal needs. In addition, BOS has identified
potential long term needs that are less defined at this point and that would be mostly related to
changing regulations. In order to prevent the proposed rate adjustments from becoming overly
inflated, those long-term potential additional financial needs are not included, but are described in the
following risk analysis section.

In order to adequately meet the currently established CWP service objectives, mitigate risk, and take
advantage of available opportunities, there are several future needs facing the CWP that fall within the
following categories:

e  Environmental Compliance
e Infrastructure Reliability

e Operational Efficiency

e Financial Management

e Customer Service

1. Environmental Compliance

The overarching goal of the CWP is to provide stewardship of the environment, now and in the future, in
accordance with the federal, state and local regulations for water quality, as well as related regulations
such as air quality standards. In this regard, the CWP has had many successes, as evidenced by
consistent compliance with water discharge regulations and the cleanup of Santa Monica Bay, but it has
also had its share of challenges, as witnessed by the CSSA-enforced reduction in sanitary sewer spills and
mandatory collection system renewal program.

The CSSA requires successful completion of the agreed upon sewer spill reduction measures by June 30,
2014. Many of the CSSA requirements have already been completed. In Year Six of the agreement
(2009-10), the City continued to meet the requirements of the CSSA, resulting in the following
accomplishments:

e 816 miles of sewer (70 percent of the entire system) were CCTV-inspected and rated.
e 125,417 sewer pipe reaches were cleaned.
e Average sewer renewal of 70 miles per year for the three-year period ending with Year Six.

e 13,050 inspections were conducted of Food Service Establishments for compliance with FOG control
best management practices
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Over the next three years, the CWP will need to renew a three year rolling average of 60 miles per year.
The sewer renewal cost is anticipated to be $82 million. Additional remaining requirements for the final
three years of the CSSA include the continuation of the annual planning, inspection, and cleaning
requirements at an annual cost of $5 million. The City must also complete odor control and
supplemental environmental projects totaling $22 million prior to the CSSA deadline.

The efforts of the CWP in addressing the CSSA requirements have resulted in significant sewer overflow
reductions over the past 10 years. Ultimately, the City’s goal is to maintain compliance, and continue to
reduce sewer spills in an economically responsible manner.

The CWP must continue to comply with regulatory requirements, and its related environmental
commitments to air and water quality. In order to reduce potential liabilities, the CWP will continue to
monitor and anticipate, to the greatest extent possible, future regulatory requirements that may impact
the CWP and its commitments. Funding for the continued planning and monitoring of known regulatory
requirements and environmental commitments is included in the proposed rate adjustments. However,
the possibility remains of future regulatory or environmental compliance requirements that could
substantially impact the financial position of the CWP and could require future rate adjustments.

2. Infrastructure Reliability

In order to provide meet the service expectations of its customers, the CWP must maintain the reliability
of its infrastructure. The City’s infrastructure does not have an infinite lifespan, and needs continuing
renewal in order to provide reliable service. This means rehabilitating old sewer mains, maintenance
holes, and replacing aging equipment and structures at treatment and pumping plants. The CIP contains
the capital projects and estimated costs for the renewal of the City’s infrastructure for the next ten
years. The most current CIP project list is provided as Attachment D.

The City is required to maintain the system in good working order first and foremost in order to provide
good service to the ratepayers. This is also a requirement of the General Resolution governing the
CWP’s debt issuance program. Most importantly, inadequate maintenance of the assets would result in
greater long term liabilities for the City. Currently, over 70 percent of the sewers are more than 50 years
old. The average useful life of collection system infrastructure is approximately 80 years and 30 years for
treatment facilities. As many of the CWP’s facilities near the ends of their useful lives, it is imperative
that the CWP continue to rehabilitate and replace its aging infrastructure.

The American Water Works Association has collected information from a wide cross section of water
and wastewater utilities across the United States and compiled it in the publication Benchmarking
Performance Indicators for Water and Wastewater Utilities: 2007 Annual Survey Data and Analyses
Report. Based on the benchmarks from this report, the measure of system renewal or replacement rate
ranges from 0.7 percent to 7.4 percent for wastewater pipelines and collection systems and from 1.9
percent to 5.0 percent for wastewater treatment and pumping facilities. The current book value of the
City’s wastewater infrastructure is $3.8 billion; however, the estimated replacement value of the City’s
wastewater system exceeds $20 billion. The CWP’s current investment in infrastructure renewal is
budgeted at $119 million in FY 2010-11, approximately equivalent to a 168-year replacement cycle. This
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amount is expected to be $150 million in FY 2011-12, a 133-year replacement cycle. The CWP’s current
rate of infrastructure renewal is far below the actual anticipated lifespan of the City’s wastewater
treatment plants (30 years) and sewers (80 years). This presents a significant risk as discussed in the

Risk Analysis section of this report.

The CWP requires a level of funding for the Clean Water CIP to maintain the reliability of the City’s
wastewater infrastructure and to meet the service expectations of its customers. The CWP manages a
CIP that is continually evaluated and prioritized based on the risk associated with each of the capital
projects. The CIP is a compilation of capital projects developed from a variety of sources including
master planning projects such as the Integrated Resources Plan (IRP), rehabilitation and replacement
projects for each of the treatment plants determined by operational managers, and projects required by
regulatory or legal stipulations such as the CSSA for the wastewater collection system.

The level of CIP investment on an annual basis has fluctuated over the years, as shown in Figure 12.
Although the CWP CIP expenditures have averaged about $200 million per year, many of these projects
resulted from regulatory and legal drivers. As available funding shrinks, the capital needs have not
disappeared but have been deferred to future dates or have been addressed through short-term fixes.
The CWP infrastructure projects implemented are mainly rehabilitation projects that aim at keeping the
operations going at the most optimized overall cost. In the last two years, several projects at the four
treatment facilities were delayed due to the economic constraints, and are becoming increasingly
important to avoid failure and more costly reactionary projects.

Figure 12: Historical Capital Improvement Program Investment
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Figure 13 presents the proposed near term CIP. The CIP funding that is needed in order to meet the
current service expectations of our customers, at a level of risk that has been determined to be
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manageable, is a total of approximately $760M over the next five years. The remaining $270 million in
projects will be deferred into the following five years. Moving forward, the City needs to balance the
risk of deferring replacement of aging infrastructure with increased ratepayer costs to ensure adequate
future service and reduce exposure to reactionary projects that can cost ten times more than planned
projects.

Figure 13: Proposed Clean Water Capital Improvement Program
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3. Operational Efficiency

As discussed earlier in this report, the BOS has taken significant steps towards optimizing its workforce
and staffing levels during the past 20 years. Future operational efficiencies for BOS lie in its ability to
control its O&M costs and effectively manage its workforce.

One area that will have a significant impact on O&M costs in future years is the loss of the favorable
power rates at HTP due to the LADWP terminating the digester gas-power exchange agreement. BOS is
currently requesting proposals for beneficial use of the digester gas in expectation of reducing or
offsetting future higher power costs. In supporting the service expectations of its customers, BOS will
continue to evaluate opportunities for increasing the efficiency of its workforce, while maintaining or
decreasing the overall cost to its ratepayers.
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4. Financial Management

The CWP future financial management goals revolve around maintaining compliance with debt
covenants, maintaining an AA bond rating, and maintaining sufficient cash reserves to meet covenant
and emergency requirements.

The CWP outstanding debt is approximately $2.7 billion and the CWP is considered highly leveraged by
debt rating agencies. In order to return to a state of preferred leverage, the CWP will look to increase its
cash/reserve financed CIP and reduce the level of debt in the future. The City recognizes that with
continued reliance on leverage for financing of its CIP, it risks the ability to meet debt service coverage
ratios, covenant non-compliance, reduction in bond rating, and even a potential call on bonds. In order
to minimize the risk of such unfavorable conditions, the CWP plans to target a debt service coverage
ratio of 2.50 on its senior lien debt and 1.50 for its total debt. The rate recommendations contained in
this report meet these targets no later than FY 2012-13.

To further improve its financial position, the CWP will target industry standard debt financing practices
for financing of its CIP. During its last bond rating, the rating agencies noted that since the recession, the
CWP’s commitment to cash fund its capital program had slipped from 50 to 38 percent.

The debt ratio, a measure of the utility’s reliance on debt financing, provides an indication of the fiscal
health of the organization. As previously noted, the CWP’s current debt ratio at 0.6 is double that of
similar sized wastewater providers. The CWP will start moving towards a debt ratio of 0.3 in its efforts to
maintain prudent financial management policies.

The CWP senior lien debt is currently rated as AA+, Aa2, and AA by Fitch Ratings, Moody’s, and Standard
and Poor’s, respectively. The CWP targets maintenance of this bond rating. In its last rating process,
Fitch noted the following:

e Financial metrics of the City have weakened,

e SSC Rates are competitive with sufficient room for upward adjustment,
e Debt levels are high with planned large capital improvement needs, and
e Service area is large with diverse economic underpinnings.

The rating agency noted that the City should evaluate sound fiscal metrics and return to its prior
commitment to fund capital projects through equity sources. The current forestalling of rate increases
was viewed unfavorably. In order to maintain the current bond rating, various financial policies,
including increase in cash financed projects will need to be evaluated. Failure to adequately maintain
these ratings will result in increased cost of borrowing.

As part of its bond covenants, the CWP is required to maintain a $5 million Emergency Fund and a 45-
day operating reserve. The Emergency Fund is intended to pay for extraordinary and unexpected repair
or replacement expenses or liability claims and if used, must be replenished by the end of the fiscal year.
The 45-day operating reserve is intended to meet the requirement that revenues cannot be used for
debt service or capital expenditures if there is not sufficient cash available to meet 45 days of operating
expenses. Due to these restrictions, neither of these is available for use in the event of revenue
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shortfalls, inability to access bond markets, or other events that can impact the CWP cashflow.
Historically, when rates are developed for the CWP, an attempt has been made to maintain a minimum
O&M cash balance of $30 million and a minimum capital balance of $100 million, including proceeds of
debt. However, since these working policies have not been formally adopted, there have been many
occasions when these amounts have not been maintained.

Maintaining a strong cash position is critical in allowing the CWP to continue functioning during periods
of declining revenues, inability to access the debt market, or unexpected expenditures. An example of
this occurred in 2008 and 2009 when the CWP was unable to access debt markets for approximately six
months at the same time revenues were declining due to the economic downtown. From September
2008 to March 2009, the CWP’s cash balance declined from $120 million to $36 million. The CWP had to
stop awarding construction contracts and defer O&M expenditures. If the CWP had not entered the
financial crisis with a relatively healthy cash balance, the program would have had to stop projects
under construction, at great expense due to extended overhead, demobilization and remobilization
costs, and contractor claims.

In order to maintain the financial stability of the CWP, it is recommended that the past practices be
formalized and rates be developed to maintain minimum cash balances of $30 million and $100 million
for O&M and capital, respectively. The rate recommendations contained in this report do meet these
financial management targets in FY 2011-12 and beyond.

5. Customer Service

The City’s goals to improve customer service will focus on a continued reduction in sewer odors and
implementation of programs such as those to provide loans for customers to renew sewer laterals or
connect to the City sewers.

Improve Sewer Odor Control

The City plans to continue to control and mitigate foul sewer odors that have a direct impact on its
customers. Odor control activities are routinely reported to the Community Odor Advisory Board and in
written reports to the plaintiffs. The City continues to evaluate the best methods to control and
eliminate odors throughout its system. A system-wide air flow study titled Air Treatment Facilities (ATF)
Evaluation Study has been conducted, which included field tests and a thorough analysis of sewer odors.
The City plans to conduct analysis to determine whether ATFs are the best solution for each application.
BOS is committed to continuing the reduction in sewer odors through the improved and innovative use
of best management practices for odor control.

Loan Program

One area of service improvement that BOS recommends introducing is the establishment of a revolving
loan program. The loans would assist property owners with decommissioning existing septic tank
systems and establishing new connections to the City’s sewers or to replace or line deteriorated lateral
sewer lines. Over the years, BOS has received many requests for this type of financial assistance, but
has not been able to provide this funding.
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The City’s responsibility for the sewer system begins at the mainline sewer. It is the responsibility of the
homeowner to connect to the sewer and to maintain their lateral connection. Because of this
delineation, BOS cannot pay for improvements on private property. A revolving loan program would
allow BOS to help customers while still maintaining all fiduciary responsibilities to the ratepayers.
Specific recommendations for implementation of this program will be developed over the next few
months based on feedback from customers.

Sub-Metering Program

As a component of its customer service, and a commitment to equitable billing of its ratepayers, BOS
has encouraged the use of a sub-metering program for residential customers who would like to replace
the default “winter water use” program with actual meter data for water that does not drain to the
sewer. The private sub-meters benefit many customers who use a greater than average volume of
water for irrigation than for tributary uses. Within the last year, LADWP has automated the billing of
customers with submeters, which will support expansion of the program. BOS intends to continue to
support and encourage this program for the benefit of its customers.

Low Income Subsidies

BOS offers a Low Income Subsidy rate for customers within qualifying income levels. This rate reduces
the cost of sewer services for a participant’s permanent primary residence, similar to other programs
that exist for electricity, water and refuse collection. This program is part of BOS’ commitment to
providing the basic necessity of wastewater collection and treatment for all of its customers at a fair and
reasonable cost. As discussed in the following Revenue Requirements section, BOS is requesting that
the low income subsidy program be modified to allow BOS to adjust the annual low income subsidy to
accurately reflect the costs of the program, and recover these costs through an annual rate adjustment.

B. Risks of Unchanged Rates

This section examines the impacts to the CWP if the current level of funding is not changed, and of
potential risks that the CWP may face in the future. The majority of the impacts will be to the capital
program since that is the last call on available funds; however, this will translate into an impact on
operational issues.

1. Environmental and Regulatory Risks

Incomplete CSSA

The remaining three years of the CSSA require a minimum average of 60 miles/year of sewer
rehabilitation and the completion of four SEPs and an additional ATF. Current funding levels will allow
the completion of projects already under construction, including the SEPs, but are not sufficient to allow
the award of the final ATF or the remaining rehabilitation projects contributing to the 60-mile
requirement.

If the City cannot complete the required projects, there are two possible outcomes. In the first case, the
plaintiffs are willing to negotiate and extend the compliance schedule, but would likely require
additional projects to be added to compensate for the delays. In the other scenario, the plaintiffs are
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unwilling to negotiate new terms, and penalties are imposed for the projects that are not completed. In
the worst case, the $550 million lawsuit could be reopened, with the potential for even larger monetary
impacts to the City.

2. Infrastructure Risks

Emergency Projects

If planned work is deferred due to a lack of funding, it is likely that more emergency failures will occur.
These system emergencies increase costs to the CWP in a number of ways. First, emergency contractors
may need to be mobilized and are typically paid on a time and materials basis, which is more expensive
than if the project can be awarded to the lowest bidder. Second, there are frequently overtime costs
associated with emergency work. Third, emergencies in the sewer system that impact private property
may result in claims for damages. For large sewer collapses, it is estimated that emergency repairs can
cost up to ten times the amount they would have as a bid and award project. The CWP has had several
examples of this over the past five years:

e La Cienega Interceptor Sewer at Jefferson Boulevard and Rodeo Road, $15 million
e North Outfall Sewer at the Los Angeles River, $17 million
e North Outfall Sewer at Trinity and 23rd Street, $10 million

If these rehabilitations had occurred as normal rehabilitation projects though the bid and award process,
they would each have been in the $1-2 million range. Photographs and descriptions of these major
sewer failures are included in Attachment E.

In addition to higher costs, emergency projects also result in more community impacts. When a bid and
award project is being designed, great thought is given to locating excavations in the least impactful
way. Traffic plans are prepared to maintain adequate traffic flow through the area. But when an
emergency collapse occurs, public safety is paramount. Therefore, it may be necessary to close entire
intersections or streets to stabilize the situation. In addition, emergency collapses typically result in
odor complaints, community nuisances, potential beach closures, and bad publicity for the City.

While the effects of emergency projects described above are costly and inconvenient, the impacts are
manageable. Far worse to contemplate is the potential for catastrophic failures that cannot be
mitigated. System failures have the potential to result in environmental disasters, injury or loss of life.
The failure of the HTP outfall would result in treated effluent being released right at the beach rather
than five miles out. The failure of the Venice Pumping Plant force main would result in millions of
gallons of raw sewage being released into the Santa Monica Bay. And worst of all, the failure of a large
sewer under a street could result in significant injuries or deaths. Figure 14 shows the failure of a large
sewer that collapsed under a building. Luckily no one was present at the time, so there were no injuries.
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Figure 14: Collapse of the La Cienega Interceptor Sewer under a Building

3. Operational Risks

Permit Violations

In addition to the risks described in the previous sections, deferring CIP projects will also translate into
operational issues. When equipment is failing at the treatment plants, there is a very real risk of permit
violations, which can result in fines, consent decrees, and more stringent permit requirements in the
future.

Reduced Planning to Identify Problems

BOS has developed planning tools that have been successful in enabling the expenditure of capital funds
at the right place and at the right time. At the current funding level, planning efforts would be reduced,
meaning that the funds that are available for capital work may not be spent at the location of greatest
need. The reduced planning will also contribute to an increase in emergency projects, with the
associated additional costs and related financial, environmental, and public health impacts.
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Increase in Sewer Spills

Prolonged deferral of capital projects and reduced planning could result in an increase in sewer spills. As
a result, BOS may be exposed to potential litigation similar to the litigation that resulted in the CSSA. In
the long term, without the continued investment in infrastructure renewals, there could be a return to
the level of sewer spills that were seen just 10 years ago, with approximately 2 spills happening
somewhere in the City every day of the year. In addition to the local impacts to residents and
businesses of sewage overflowing in streets, properties, and parks, there are the potential regional
impacts of closed beaches and contaminated rivers, bay, and ocean. Ultimately, these events all result
in dramatic increases in costs in both the short and longer term.

4. Financial Risks

Reduced Bond Rating

The City’s sewers have an average expected useful life of 80 years, so it makes financial sense to debt
finance them so the costs can be shared by future customers who will have the benefit of the
infrastructure improvements, in addition to current ones. This means that the City will need to access
the debt markets for many years to come. Therefore, the bond rating for the CWP is very important in
order to maintain access to the market and keep borrowing costs lower. Without rate adjustments, the
CWP will be unable to issue bonds after FY 2012-13.

The CWP senior lien debt is currently rated as AA+, Aa2, and AA by Fitch Ratings, Moody’s, and Standard
and Poor’s. In their last ratings report, Fitch stated that a “trend of forestalling rate hikes beyond what
is currently expected would be viewed negatively.” Continued reliance on debt financing without a
move towards more cash financing could result in rating downgrades, reducing the City’s ability to
borrow funds effectively.

Reduced Financial Stability

During the past few years, the CWP has learned the importance of maintaining sufficient cash reserves.
With the current funding levels, the CWP will have to start using its cash reserves to maintain operations
and service debt. While this can be done in the short-term, without receiving revenues to replenish the
cash reserves, the CWP risks significant financial problems in the event of a revenue drop or if the debt
markets cannot be accessed. In the past, low balances have led to delays in making monthly General
Fund reimbursements, and if significant enough, could require the stoppage of construction projects.

5. Customer Service Risks

Increase in Sewer Odors

During the past several years, the CWP has made a concerted effort to address odor problems in the
collection system. Some solutions include converting maintenance holes to trap maintenance holes to
keep odors from being released. In some areas, sewer lateral connections are made directly into large
sewers, which can allow odors to migrate into homes. The CWP has installed eight-inch diameter
sewers parallel to the large sewers and reconnected the sewer laterals to the small sewers. Without a
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rate adjustment, such discretionary programs cannot continue. Continued odor nuisances may also
have adverse impacts on City businesses and property values.

C. Potential Risks Not Addressed by Proposed Rate Adjustments

As mentioned previously, the proposed rate adjustments are required to address a series of well-
identified needs to meet the responsible service objectives. The following section describes a few
relevant long-term potential needs that the CWP will likely face in the future. The timeline is not defined
at this point, nor are the strategies to address future potential requirements; however, it is important to
include this discussion in the report so there is clarity about which issues are not covered by the
proposed adjustments. In developing the proposed rate adjustments, BOS did not plan for a worst case
scenario or escalate the amounts to cover the future risks described in this section.

1. Environmental and Regulatory Risks

Future Water Quality Regulations

While ocean discharge wastewater treatment plants have historically benefited from less stringent
discharge criteria than fresh water dischargers, there is an increased focus by regulatory agencies to
scrutinize the effect of centralized discharge of wastewater on the marine biology. As a result, nutrients
such as nitrogen and phosphorus may be deemed harmful and be regulated in the future. The CWP has
implemented nutrient removal at its satellite plants, Tillman and Glendale, at a cost of more than $135
million. The costs to construct these processes at the Hyperion plant have not been calculated, but can
reasonably be expected to be in excess of $S1 billion.

In the last decade, contaminants of emerging concerns (CECs) including personal care products,
pharmaceuticals, and other food additives such as sucralose, have been under investigation because of
their potential to interfere with the endocrine system of humans and animals. Regulations are being
drafted for the wastewater reuse applications, and the State Water Resources Control Board (SWRCB) is
also evaluating potential regulations for ocean discharge. The economic impact of this type of regulation
is difficult to estimate at this point, however, one thing is certain; the technologies required to address
them would be costly. Potential technologies may include oxidation with ozone or other advanced
oxidation processes relying on UV light radiation and hydrogen peroxide addition, or alternatively,
separation processes such as reverse osmosis membranes.

The CWP is currently discharging treated wastewater to the Los Angeles Harbor at its Terminal Island
Water Reclamation Plant; localized water quality regulations may render this practice unfeasible in the
future. The CWP would be faced with only costly options including a new outfall to the ocean, or a reuse
scheme that would address 100 percent of the flow. In this latter scenario, brine would remain an issue
and may require a costly disposal option. BOS has been investigating this issue for some time and is
working on an innovative approach relying on injection of waste streams (i.e. brine, biosolids) into
depleted oil fields. The permitting of this practice is difficult and BOS is currently conducting a
demonstration project in support of a broader permitting efforts.
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Future Air Quality Regulations

Similar to water quality regulations, the regulations for air quality are trending towards more stringent
limits in terms of pollutants, including particles and greenhouse gases. BOS will be affected directly,
through its waste water treatment processes modifications to reduce direct emissions, and indirectly
through reduced options for biogas utilization, and an overall increase in energy costs.

Future Climate Change Impacts

Observed climate change patterns will affect the CWP’s operations. Longer periods of drought in arid
southern California, coupled with more violent storm events would result in less sewer dilution via
infiltration under normal operations, and increased potential for sewer overflows, and higher wet
weather flow peaking, during storms. Handling these new weather patterns will require additional
investments for BOS. Also, climate change legislation, such as the initial steps taken under the AB 32
regulations, could impact the CWP through various operational channels that require costly compliance
with carbon cap and trade regulations.

2. Infrastructure Risks

Natural Disasters

In addition to earthquakes, Southern California is also subject to severe impacts from wild fires,
flooding, and severe drought. According to climate change scientists, these natural disasters will likely
increase in frequency and severity. The CWP has prepared its infrastructure to be reliable under normal
operating conditions, and has a response plan for emergencies, but cannot predict the timing, size, and
severity of the impacts from natural disasters. At this time, no funds are being requested as part of the
proposed rate adjustments for additional protection or increased reliability of infrastructure in the event
of future natural disasters.

Major Infrastructure Failures

While the CWP has developed an effective program of risk management, which it uses to guide the
priorities of the capital program, there remains the real possibility of unforeseen infrastructure failures
within the collection system and treatment plants. For example, an enormous amount of research has
been conducted in the methods and circumstances of pipe failures, but ultimately these failures cannot
be accurately predicted or understood. In fact, it has been shown that the age of sewer pipes, the
primary factor typically used in developing a risk-based asset management program, does not have a
direct correlation to the timing of pipe failures. The proposed rate adjustments include a measure of
financial stability for the CWP that will help in responding to these types of emergency infrastructure
failures, but no additional reserve funds have been set aside specifically for these situations.

3. Operational Risks

Future O&M Cost Increases

As recent events have shown, the cost of vital operating expenses such as energy and chemicals can
skyrocket overnight based on global market conditions and international conflicts. As described
previously, BOS has made substantial progress in increasing the efficiency of its operations and
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maintenance activities, and in setting targets that maintain these levels into the future. However, there
remains the possibility of a future economic crisis, in the United States or internationally, that could
drive a severe increase in O&M costs that could affect the financial stability of the CWP. The proposed
rate adjustments do not include a buffer or hedge against this possibility, other than a reasonable
estimate of cost inflation at 3 percent per year.

Future Biosolids Disposal Requirements

The CWP’s main disposal method for digested biosolids is truck hauling and land application on farm
land in Kern County. The voters of Kern County passed Measure E, which banned this practice. While the
City has brought a legal challenge against this measure, it is possible that in the future, the CWP may be
required to develop alternative reuse or disposal practices at a greater cost to its ratepayers.

Energy Cost Inflation

For the past 16 years, the CWP has benefited from relatively low electric power costs, thanks to an
agreement with the LADWP under which HTP was furnishing biogas to the Scattergood Generating
Station in exchange for steam and discounted electric power. Under this agreement, HTP benefited of
the low power rate of $0.04 /KWh. This agreement is scheduled to end in 2015, after which BOS is
expected to pay the normal industrial rate of approximately $0.16/KWh for electric power. BOS is
implementing a Digestion Gas Utilization Project to mitigate this impact. This project will involve a
public/private partnership with private financing of the facility along with a medium-term operations
contract. This approach is expected to result in lower power costs than the industrial rate from LADWP
at HTP; however, it will still translate in a higher power cost than the current discounted rate.

4. Financial Risks

Future Market/Economic Conditions

The local and national economic conditions pose substantial risk to BOS and the CWP. As the CWP has
seen over the past three years, economic conditions can have a significant impact on the delinquency
rate and on the number of customers requiring low income subsidies. The financial projections
contained in this report assume flat conditions with regards to growth, but it is possible that there could
continue to be more delinquencies, more bankruptcies, and more business closures. Severe inflation,
and the related devaluation of currency, has also been suggested as a potential threat due to the
extreme leveraging of our federal government and the dire financial situation of the State of California.
While the CWP has proposed measures to improve its financial stability based on the current known
conditions, the proposed rate adjustments do not have any provisions for more severe losses in
revenues and other potentially negative effects of a continuing economic decline in the future.

5. Customer Service Risks

Loss of Public Confidence

A direct result and impact of not meeting the CWP service expectations could ultimately be the loss of
confidence by the CWP’s customers and the general public. While this is not currently perceived to pose
a substantial risk, many of the other potential risks discussed in this section could result in loss of public
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confidence if they are not adequately addressed in a timely or effective manner. Continued delay of
capital projects for infrastructure renewal, a reduction in bond rating that increases borrowing costs,
extended litigation of regulatory issues, and failures in the collection system or treatment plants are all
situations that must be managed and guarded against. The CWP is committed to preventing a loss in
customer confidence from these situations, and meeting the service expectations of its customers to
provide protection from this occurrence.

D. Opportunities Presented by Rate Adjustments

Although the CWP faces the challenge of meeting its service requirements with limited resources,
obtaining an adjustment to the SSCs and other fees at this time will present several opportunities. These
are summarized in the sections that follow.

1. Competitive Bidding Environment

The current bidding environment in Southern California, and within the City of Los Angeles specifically, is
extremely competitive due to the economic downturn and the limited number of available construction
contracts. The result is that most projects are bidding significantly below budget estimates and
engineer’s cost estimates. This is a great opportunity for the CWP to take advantage of the competitive
bidding environment to get more capital projects done at a lower cost, before prices rise due to an
economic rebound, increase in demand for construction contractors, or other factors.

2. Local Economic Benefits

The direct local economic benefits of CIPs have been studied and shown to have a substantial impact. A
recent report by the Cadmus Group for The U.S. Conference of Mayors, determined that Water and
Wastewater Infrastructure investment stimulates the nation’s economy and creates jobs. For every one
dollar of water and sewer infrastructure investment, this report estimates that Gross Domestic Product
(GDP) increases by $6.35 in the long-term. For each additional dollar spent on operating and maintaining
water and sewer industry, the increase of revenue or economic output for all industries is increased by
$2.62 in that year. In addition, every job added in water and sewer creates 3.68 jobs in the national
economy to support that job.

On December 17, 2010, the City Council approved the Department of Public Works Project Labor
Agreement (PLA). This included a Public Infrastructure Program list of projects expected to be covered
by the PLA. 41 of 51 projects in the list were from the CWP. These projects and other capital projects
from the proposed CIP will provide substantial and direct benefits to the residents of the City of Los
Angeles and the local economy in general.

3. Customer Involvement

This report on the CWP and the process of requesting an SSC adjustment provides a valuable
opportunity to educate the CWP’s customers on the services that they are currently provided, the risks
inherent in operating and maintaining the wastewater infrastructure, and the substantial needs for
continued infrastructure renewal and regulatory compliance. With increased awareness and knowledge
of the CWP, the ratepayers can become more actively involved and engaged in the programs and
projects that directly impact them. This education and awareness will pay dividends for both the
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customers and the CWP in directing efforts towards those that prove to be the most valued and
beneficial.

VII. Required Revenues and Proposed Rate Adjustments

Although the BOS has improved its efficiencies and reduced its costs, rate adjustments are needed to
provide the revenue to meet the existing debt obligations, the CSSA requirements, and to fund the
investment in aging infrastructure and help minimize the risk of future system failures.

This section summarizes the revenue requirements and describes a variety of alternatives to enhance
revenues to allow the continuation of the CWP’s responsible level of service and to mitigate the risks
posed by insufficient revenues.

A. Revenue Requirements Summary

The BOS developed a revenue requirements projection for the SCM fund over the next 10 years using
the existing obligations escalated at 3 percent per year (unless actual escalation factors were known)
and the prioritized capital program. The forecast model shows that the additional revenue needs for the
next ten years will total $2.3 billion. While the current level of funding is sufficient for projected 0&M
costs, it is not high enough to fund the necessary CIP or to allow additional debt financing beyond FY
2012-13.

B. Proposed Rate Adjustments

In order to meet the revenue requirements, the BOS evaluated rate adjustment alternatives for all of
the CWP user rate categories. The Clean Water Act requires that every wastewater agency adopt a
system of charges to assure that each recipient of wastewater treatment services will pay its
proportionate share of any services provided by the agency. With this in mind, BOS performed a
comprehensive evaluation of all of the major user fees that support the CWP. Adjustments are proposed
for the following revenue sources:

e Sewer Service Charge

e Quality Surcharge Fee

e Industrial Waste and Septage Fees

e Sewerage Facilities Charge
In addition to adjustments to the above charges, the BOS proposes to recover the outstanding
FEMA/CalEMA commitments, and pursue monetization of existing water assets.

1. SSC Rate Adjustments

Proposed adjustments to the SSC include adjustments to the current rate to meet projected costs,
linkage of the commercial percentage discharge value to water conservation policies, adjustments to
provide funding for a revolving loan program, full billing of public agencies, and adjustment of charges to
fund the low income subsidy program.

35 March 24, 2011 rev. 1



2011 Clean Water Program Status Report to City Council

Annual Rate Adjustments

BOS evaluated five-, seven-, and ten-year rate adjustments as shown in Tables 6-8. The SSC rates are
based on both flow and strength, with certain additional strength costs being recovered through the
Quality Surcharge Fees as described later in the report. All rate scenarios meet the previously described
service expectations beginning in FY 2011-12 unless noted. All rate scenarios include the 0.5%
increment for the first five years to fund the revolving fund loan program.

Table 6: Proposed Five Year SSC Rate Adjustments

FY 10-11 FYy 11-12 FY 12-13 FY 13-14 FY 14-15 FY 15-16

Charge/hcf $3.27 $3.55 $3.85 $4.18 $4.54 $4.93
% Increase 0% 8.5% 8.5% 8.5% 8.5% 8.5%
2’::°R"th'y $29.88 $32.42 $35.18 $38.17 $41.41 $44.93
$ Increase $0.00 $2.54 $2.76 $2.99 $3.24 $3.52

The senior lien and total debt service coverage goals of 2.5x and 1.5x are not met in FY 2011-12.

Table 7: Proposed Seven Year SSC Rate Adjustments

FY 10-11 | FY 11-12 FY12-13 FY13-14 FY 14-15 FY15-16 FY16-17 FY17-18

Charge/hcf  $3.27 $3.52 $3.78 $4.06 $4.36 $4.69 $5.02 $5.37

% Increase 0% 7.5% 7.5% 7.5% 7.5% 7.5% 7.0% 7.0%

Monthly

SFR $29.88 $32.12 $34.53 $37.12 $39.9 $42.89 $45.89 $49.10

$ Increase $0.00 $2.24 $2.41 $2.59 $2.78 $2.99 $3.00 $3.21

The senior lien and total debt service coverage goals of 2.5x and 1.5x are not met in FY 2011-12.
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Table 8: Proposed Ten Year SSC Rate Adjustments

12-13 13-14 14-15 15-16 16-17

Charge /hcf  $3.27 $3.45 $3.64 S$395 $4.29 $4.65 S500 $5.38 S$5.78 S$6.21  $6.68

% Increase 0% 5.5% 5.5% 8.5% 8.5% 8.5% 7.5% 7.5% 7.5% 7.5% 7.5%

Monthly $29.88 $31.52 $33.25 $36.08 $39.15 $42.48 S$45.67 $49.10 $52.78 $56.74 $61.00
SFR

Monthly $0.00 $1.64 $1.73 $2.83 $3.07 $3.33 $3.19 $3.43 $3.68 $3.96 $4.26
Increase

The senior lien and total debt service coverage goals of 2.5x and 1.5x are not met in FY 2011-12 or 2012-13.

Table 9 shows projections of the increases to SSCs based on a survey of national wastewater agencies
released by the National Association of Clean Water Agencies (NACWA) in March 2011. This
demonstrates that the proposed rate adjustments are reasonable in regards to agencies throughout the
country, a majority of which are planning to adjust rates in each of the next 5 years.

Table 9: Projected National SSC Rate Adjustments

% of Agencies with

Percentage Monthly
Approved/Planned Rate
Increase Increase .
Adjustments
2011 6.5% $2.29 77%
2012 7.4% $2.70 65%
2013 7.4% $3.06 59%
2014 7.4% $3.27 52%
2015 6.5% $3.11 47%

BOS is recommending the ten-year adjustment schedule shown in Table 8. The ten-year period reduces
the annual adjustments, particularly in the next two years, and provides more certainty of future
adjustments, which will benefit the CWP debt ratings. Even after these adjustments, the annual CWP
SSC will still be less than the national averages shown in the NACWA survey, as shown in Table 10.
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Table 10: Projected CWP Annual SSCs Compared the National Averages

Year NACWA Survey Average  CWP Projected Annual

Annual SSC SSC
2011 $401.81 $358.56
2012 $434.19 $378.24
2013 $470.91 $399.00
2014 $510.13 $432.96
2015 $547.44 $469.80

Sewer Lateral Rehabilitation and Septic System Abandonment Program Adjustment

In addition, BOS evaluated the funding required to initiate a revolving fund loan program for
replacement or lining of sewer laterals and connections to the sewer and abandonment of septic tanks.
An additional 0.5 percent increment for five years is included in the numbers shown in Tables 6-8. Using
the recommendations in Table 8, the 0.5 percent increment will generate almost $36 million in the first
five years to launch the program. Assuming an average loan amount of $15,000, this funding will allow
approximately 2,400 loans to be made in the first five years. As the loans are repaid, the funds will be
utilized for additional loans.

BOS will be preparing an implementation plan for this program after the public outreach occurs and
feedback is obtained. The plan will include recommendations on the payback period for the loans and
details on how the program will be administered.

Full Billing of LAUSD, Public Colleges and State Properties

In 1988, AB 1350 was codified as Government Code Section 54999 et seq. This placed limitations on
capital fees that could be charged to certain public agencies, including State agencies, County offices of
education, community college districts, the California State University system, and the University of
California. At the time, it was unclear if this applied to the portion of the SSC that is used to fund capital
projects. The Board of Public Works established a policy to only charge these agencies the O&M portion
of the SSC. Approximately 2,600 customer accounts were impacted.

Subsequently, AB 2951 modified Government Code Section 54999 to more clearly define the types of
capital fees that cannot be charged to these public agencies. The limitations described in this section
apply to “capital facilities fees,” which are defined as either a capacity charge to recover the costs of
facilities necessary to extend or establish new service to a public agency, or a connection fee to recover
the costs of the physical facilities necessary to directly connect a public agency to a service. “Capital
facilities fee” does not include any other rate, charge, or surcharge, or any capital component thereof.
This language clarifies that the capital component of the SSC is not a capital facilities fee.
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Government Code Section 54999.7 states that any public agency providing public utility service may
impose a fee for any service provided to a public agency, so long as the fee is based on the same
objective criteria and methodology applicable to comparable nonpublic users. The SSC rate structure for
the City meets this criterion. Removing the current exemption provided to these agencies is expected to
generate an additional $2.5 million in revenue annually and improve the fairness of the SSCs.

SSC Commercial Percentage Discharge Adjustment

The sewer service charge for commercial customers, including apartments with five units or more, is
based on the assumption that on an annual average, 90 percent of the water delivered to the site is
returned to the sewer. This figure was based on water use studies and has historically worked well for
most commercial customers. Customers have the options to directly meter their sewage, install
submeters to measure non-tributary water separately, or apply to BOS for a revised percentage
discharge calculation if the 90 percent default calculation doesn’t reflect their practices at their
property.

Due to the water conservation measures implemented in the past few years, including watering
restrictions and water shortage pricing, the 90 percent assumption is no longer valid. Customers who
previously used 10 percent of their water for irrigation have successfully reduced that amount, but are
now paying for less sewage than they actually discharge to the system. The recommendation is to allow
BOS to adjust the 90 percent default based on water conservation policies implemented by the LADWP.
When policies are in place to encourage or require reduced irrigation, the 90 percent would be
increased. The new amount would be linked to the level of LADWP’s water conservation as shown in
Table 11.

Table 11: Linkage of Sewer Discharge to Water Conservation

Water Conservation Policies Default Percentage
Discharge for Commercial
Customers
Normal Conditions 90%
Voluntary Conservation 91%
Watering Restrictions 92%
Water Shortage Pricing 93%
Additional conservation policies 94%

With the current water shortage pricing, increasing the default percentage discharge to 93 percent
would increase revenues by $9 million per year.
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SSC Low Income Subsidy/Surcharge Program Adjustment

The Clean Water Act requires all customers to be charged based on their proportionate use of the
wastewater system. The only exception allowed is for low income residential customers. A low income
account is currently defined as an account with 1-2 people with an income of $31,300. For every
additional person at the residence, an additional $7,600 of income is allowed. The SWRCB, which must
approve the City’s wastewater rate structure, requires that this program must be open to everyone who
qualifies — the program cannot cap the number of participants or limit it to a specific subgroup of low
income customers. All subsidies that are provided through the discount must be recovered from other
users of the system (the low income surcharge).

The current program provides a low income subsidy of 31 percent for the first nine hundred cubic feet (9
hcf or 6,732 gallons) of sewage every month. This amount is enough to cover the full discharge from
most low income customers. All other customers pay a low income surcharge of 0.84 percent on their
bills to fund this program. While this program was within $56,000 of being balanced in FY 2006-07, in FY
2009-10 S2.7 million of the subsidy was not recovered through the surcharge. There are two main
reasons:

1. The numbers of customers receiving the low income subsidy has increased by 51 percent
between September 2008 and February 2011 (from 53,089 to 80,056). This not only increases
the amount of subsidy, but reduces the number of customers contributing to the surcharge. 17
percent of single family residential customers now receive low income subsidies.

2. The wastewater volume being assessed a surcharge has decreased. As the wastewater volume
decreases, so does the SSC, so the 0.84 percent surcharge is applied to a lower base amount.

These two factors combined to decrease the surcharge revenue by $400,000 and increase the subsidy
amount by $2.2 million. The gap is expected to grow to $2.8million by the end of FY 2010-11. In order to
continue providing the current 31 percent subsidy, the low income surcharge will need to be increased
to 1.42 percent.

In addition to this increase, BOS requests the authority to update the low income surcharge on an
annual basis to ensure the program remains adequately funded. BOS recommends including this ability,
up to a maximum of 2 percent, in the proposed Proposition 218 notification.

SWRCB policy also requires that eligibility for the low income subsidy be verified at least annually, which
does not occur currently. BOS recommends moving this verification process to BOS so compliance with
this requirement can be guaranteed. This can be done in conjunction with the verification that BOS is
doing for the solid resources lifeline customers.

2. Quality Surcharge Fees (QSF)

The QSFs are tied to the strength component of the SSC and both need to be adjusted at the same time
and for the same period. Potential adjustment amounts and schedules are shown in Tables 12-14
below.
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Table 12: Proposed Five Year Quality Surcharge Fee Adjustments

FY 10-11 FY 11-12 FY 12-13 FY 13-14 FY 14-15 FY 15-16

$/pound

BOD $0.349 $0.377 $0.407 $0.440 $0.475 $0.513

$/pound SS $0.351 $0.379 $0.409 $0.442 $0.477 $0.515

% Increase 0% 8.0% 8.0% 8.0% 8.0% 8.0%

Table 13: Proposed Seven Year Quality Surcharge Fee Adjustments

FY10-11 FY11-12 FY12-13 FY13-14 FY14-15 FY15-16 FY16-17 FY17-18

$/pound

BOD $0.349 $0.377 $0.407 $0.440 $0.475 $0.513 $0.535 $0.558

$/pound SS  $0.351 $0.379 $0.409 $0.442 $0.477 $0.515 $0.537 $0.560

% Increase 0% 7.0% 7.0% 7.0% 7.0% 7.0% 7.0% 7.0%

Table 14: Proposed Ten Year Quality Surcharge Fee Adjustments

10-11 11-12 12-13 13-14 14-15 15-16 16-17 17-18 18-19 19-20

$/pound

BOD $0.349 $0.366 $0.384 $0.415 $0.448 $0.484 $0.520 $0.559 $0.601 $0.646 $0.694

$/pound SS $0.351 $0.369 $0.387 $0.418 $0.451 $0.487 $0.524 $0.563 $0.605 $0.650 $0.699

% Increase 0% 50% 50% 80% 80% 80% 75% 75% 75% 75% 7.5%

The increases match the ones proposed for the SSCs, less the 0.5 percent for the revolving fund loan
program. BOS recommends using the ten year series of adjustments, similar to the SSCs.

3. Industrial Waste Fees for Service

While the QSF captures the costs to the City of treating high-strength wastewater, it does not fund the
operation of the pretreatment program. BOS has a variety of fees to fund the work involved with
permitting and inspecting businesses that discharge industrial waste to the sewer system. These fees
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have not been adjusted in more than 15 years and no longer provide adequate funding support for the
program. It is recommended that these fees be increased by the same percentage as the SSCs, less the
0.5 percent that will fund the loan program. This will result in the fees shown in Table 15 below:

Table 15: Proposed Industrial Waste Fee Adjustments

Current 11-12 12-13 13-14 14-15 15-16 16-17 17-18 18-19 19-20 20-21
($/yr)  (S/yr)  ($/yr)  (S/yr)  (S/yr)  (S/yr)  (S/yr)  (S/yr)  (S/yr)  (S/yr)  ($/yr)
Permit 356 374 392 424 458 494 532 571 614 660 710
Application
Inspection and Control
Class 1 244 256 269 2901 314 339 364 392 421 453 486
Class 2 488 512 538 581 628 678 729 783 842 905 973
Class 3 732 769 807 872 941 1,017 1,093 1,175 1,263 1,358 1,459
Class 4 976 1,025 1,076 1,162 1,255 1,356 1,457 1,566 1,684 1,810 1,946
Class 5 1,220 1,281 1,345 1,453 1,569 1,694 1,821 1,958 2,105 2,263 2,432
Class 12 2,928 3,074 3,228 3,486 3,765 4,067 4,371 4,699 5,052 5,431 5,838
Class 1D 49 51 54 58 63 68 73 79 85 91 98
Significant Industrial Users
Group | 4,191 4,401 4,621 4,990 5,389 5,821 6,257 6,726 7,231 7,773 8,356
Group Il 4,054 4,257 4,470 4,827 5,213 5,630 6,053 6,507 6,995 7,519 8,083
Group i 2,219 2,330 2,446 2,642 2,854 3,082 3,313 3,561 3,829 4,116 4,424
Group IV 3,466 3,639 3,821 4,127 4,457 4,814 5,175 5,563 5,980 6,429 6,911
Group V 2,516 2,642 2,774 2,996 3,235 3,494 3,756 4,038 4,341 4,667 5,017
Group Vi 2,359 2,477 2,601 2,809 3,034 3,276 3,522 3,786 4,070 4,375 4,703
The differing fees for each classification represent the different amount of oversight required for customers.

The BOS Industrial Waste Management Division also operates Septage Receiving Stations, which are
locations where septage waste haulers can discharge septage pumped from septic tanks or portable
toilets. The fees for this program recover the costs of permitting the septage haulers, operating the
receiving stations, and providing treatment services for the septage. When the fees were set in 1998,
Septage originating within the City was charged $0.0256/gallon while septage originating outside the
City was charged $0.0496/gallon. Since the City does not incur any additional costs for treating septage
outside of the City, this report recommends revising the septage fees so the fees are the same
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regardless of the septage origin. Table 16 shows the proposed adjustments to bring this program to full
cost recovery in FY 2011-12, with annual adjustments thereafter to keep the program fully funded.

Table 16: Proposed Septage Fee Adjustments

10-11  11-12 12-13 13-14 14-15 15-16 16-17 | 17-18 18-19 19-20 20-21

Septage 0.0496 0.0528 0.0542 0.0557 0.0572 0.0587 0.0603 0.0612 0.0621 0.0631 0.0640
($/gallon)
P:/rm" Fee ;000 2,500 3,000 3500 4,000 4500 5000 5500 6,000 6500 7,000
(S/year)

4. Sewerage Facilities Charges

SFCs recover cost associated with the capacity provided to new system users from the new connections.
As previously discussed, the SFC is based on the value of the CWP assets associated with the flow, BOD
and SS cost centers. Since 1999, approximately 54 percent of the wastewater CIP budget has been
allocated to the rehabilitation, replacement and renewal of the collection system assets to meet the
legal requirements and mandates of the CSSA. Few projects have been implemented to expand system
capacity.

However, effective July 1, 2004, the City changed the estimated life of the collection system sewer and
appurtenances assets from 50 years to 80 years. The change has resulted in a much slower depreciation
rate of sewer assets as compared to wastewater treatment plants assets with an average estimated life
of 30 years. The relatively slower rate of depreciation of the collection system assets combined with the
higher CIP budget allocation to the acquisition of collection system assets in the past 10 years have
resulted in a significant increase in the flow parameter of the SFC unit rates. The reduction of the unit
rates of the BOD and SS components of the SFC unit rates, shown below, are due to the wastewater
treatment plant assets comprising a smaller percentage of the total assets.

Based on the impacts to flow and load parameters, the unit costs have been updated. The proposed unit
costs for the SFC are as presented in Table 17.

Table 17: Proposed Sewerage Facilities Charge Adjustments

Parameter Current Unit Cost Proposed Unit Cost
Flow $262/100 gallons per day $344/100 gallons per day
BOD $188/pounds per day $159/pounds per day
SS $171/pounds per day $147/pounds per day
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Based on these unit costs and the typical single family residential 3 bedroom household flow and load
parameters (230 gallons of flow per day, 265 milligrams per liter (mg/L) of BOD, and 275 mg/L of SS), the
proposed SFC is $950, a 27 percent increase from the existing $747 rate, consistent with the increase of

system equity since the SFCs were last modified in 1996.

Figure 15 provides a comparison of the SFCs for other California wastewater agencies. Even with the

proposed increase, the City’s SFC would continue to remain significantly lower than that of neighboring

agencies.

Figure 15: Single Family Dwelling Unit SFC Comparison for California Wastewater Agencies
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5. FEMA/CalEMA Reimbursement

As a result of the Northridge earthquake, the CWP incurred $211.2 million in rehabilitation expenditures
that are eligible for reimbursement from FEMA or CalEMA. Of this, only $165.9 million in
reimbursements have been received by the SCM Fund. The remaining $45.3 million is a combination of
amounts owed by FEMA and CalEMA ($36.1 million) and $10.6 million owed to the SCM fund from the
General Fund.

The first priority with this reimbursement is to obtain the remaining $35 million due from FEMA and
CalEMA. As shown in Figure 16, for many years the City received regular reimbursements. In 2008,
CalEMA began holding the remaining reimbursement as a form of retention to ensure that the
remaining sewer rehabilitation projects were completed. All of the construction work has been
completed with the exception of the Secondary Sewer Rehabilitation Program H26 A-D sewer project,
which was added to use the funding under-runs created by projects being completed at lower costs than
projected. All cost information has been submitted to the CAO, but the total amount of reimbursement
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received during the past three years has only been $1.3 million. Aggressively pursuing these funds owed
to the City will help offset future SSC rate adjustments. The SSC adjustments presented in this report
are based on the assumption that all reimbursements are received by FY 2013-14. If this does not occur,
additional rate adjustments will be required.

Figure 16: Graph of FEMA reimbursement over time
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The second priority is obtaining reimbursement amount that was deobligated after funds had been
advanced to certain General Funded departments in the City. Due to the extreme impacts the City
experienced from the Northridge Earthquake, FEMA provided $75 million to the City as an advance
rather than through reimbursement. A condition of this advance was that the City would file the
appropriate paperwork so FEMA could account for the dispersal of these funds. Unfortunately, this did
not occur for $35.7 million of the advance, even though the funds were spent on eligible activities. In
1999, FEMA notified the City that this $35.7 million portion of the advance would be deobligated,
meaning that an equivalent amount of future reimbursement would not occur to offset the advanced
amounts that were not correctly documented. Since FEMA views the entire City as one entity, for the
convenience of their accounting, the entire deobligation was taken against the Department of Public
Works rather than the departments which had received the advances. The Department of Public Works
was not notified of this deobligation until 2009 and continued to carry a $10.3 million portion of the
deobligation on the SCM Fund books as an Intergovernmental Receivable. This was corrected to be
shown as an Advance to Other Funds in the SCM financial statements for FY 2008-09 to recognize that
the amount owed to the SCM Fund was due from the General Fund rather than from outside of the City.
This amount cannot be carried indefinitely, so a plan must be developed for the SCM Fund to regain the
funds that the City received based on properly documented CWP earthquake recovery work.

The proposed increases to the user fees contained in this report assume that this reimbursement is
received by the end of FY 2013-14. If that does not occur, additional rate adjustments or cuts to the CIP
will be required.

45 March 24, 2011 rev. 1



2011 Clean Water Program Status Report to City Council

6. Water Assets

The CWP has groundwater assets associated with its ownership of the Green Acres Farm in Kern County.
While no water sales have occurred to date, BOS will continue to evaluate the feasibility of monetizing
these assets to help offset the need for future rate adjustments.

C. Additional Revenues

Table 18 shows the additional revenues should all of the recommendations in this report be
implemented. This revenue would allow approximately $200 million to be added to the annual capital
program, reducing the replacement cycle from the current 168 years to 68 years.

Table 18: Additional Revenue Projections

Additional Revenues ($ millions)

11-12 12-13 13-14 14-15 15-16 16-17 17-18

Sewer Service
Charge

Quality
Surcharge Fee
Industrial Waste
& Septage Fees
Sewerage
Facilities
Charges
FEMA/CalEMA
Reimbursement
Total

15.6 62.0 105.8 155.7 2104 2649 312.7 318.8 320.1 3216

0.2 0.9 1.7 2.6 3.6 4.5 5.6 5.5 5.5 5.5

0.5 11 1.8 2.6 34 4.2 5.1 6.0 7.1 8.1

1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0

20.0 16.0 9.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

37.4 811 1194 1619 2183 2747 3244 3313 333.7 3363

10-year total from rates $2.174 billion 10-year total from FEMA $45 million

D. Summary of Next Steps

The revenue issues discussed in this report have different approval timelines and processes. Table 19
below outlines approval processes to implement the recommendations in this section. While not all of
the recommendations required the Proposition 218 process, it is recommended that all of the
adjustments have the same effective date of January 1, 2012. A summary of the projected activities and
approval timeline for the proposed rate adjustments is shown in Table 20.
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Table 19: Summary of the Next Steps

Recommendation

Current Council Action

Future Actions

Increase SSC annually for ten years

Increase SSC by 0.5% for five years to
fund customer loan program

Authorize BOS to adjust the 90%
discharge assumption for commercial
properties based on water
conservation measures

Adjust the low income surcharge to
fully fund the low income subsidy

Adjust SSC of certain governmental
agencies to include the capital
component of the SSC, the same as
all other customers

Increase QSF annually for ten years

1. Authorize BOS to print
and distribute Prop 218
notices to all affected
customers listing a public
hearing date at least 45 days
in the future.

2. Authorize BOS to begin
outreach efforts to the
neighborhood councils,
community groups and
other stakeholders of the
CWP.

3. Direct City Attorney to
finalize ordinance for
approval after the public
hearing.

1. BOS to issue Prop 218
notices.

2. BOS to perform outreach.

3. BOS to provide
information to LAHD so they
can determine if there will
be any rent stabilization
actions.

4. BOS to develop loan
program based on
stakeholder input.

5. Hold public hearing at City
Council.

6. Publish ordinance.

Modify the Industrial Waste Fees for
increased cost recovery

1. Direct City Attorney to
finalize ordinance for future
approval.

1. Approve ordinance.

Modify the Septage Fees for full cost
recovery

1. Direct City Attorney to
finalize ordinance for future
approval.

1. Approve ordinance.

Modify Sewerage Facilities Charge

1. Direct City Attorney to
finalize ordinance for future
approval.

1. Approve ordinance.

Aggressively pursue FEMA
reimbursement for the Northridge
Earthquake

Pursue monetization of Kern County
water assets
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Table 20: Projected Approval Timeline

Activity Start Early Finish
BOS submits report to Mayor & City Council 3/25/2011
N.C. and Stakeholder Outreach 3/28/2011 7/5/2011
Authorization for Prop 218 notification
Consideration & Approval by Energy & Environ. Committee 3/25/2011 4/5/2011
Consideration & Approval by Budget & Finance Committee 4/6/2011 4/18/2011
Consideration & Approval by City Council 4/19/2011 4/26/2011
Mayor's Concurrence 4/27/2011 4/29/2011
Print & Mail Prop 218 Notifications 5/2/2011 5/29/2011
Public Hearing @ City Council (after 45 days) 7/13/2011 7/13/2011
2nd Hearing if needed 7/13/2011 7/20/2011
Mayor's Concurrence 7/20/2011 7/22/2011
Post Ordinance 7/22/2011
30 Days Public Review 7/22/2011 8/21/2011
Ordinance for all rate adjustments in effect 1/1/2012
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