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> What Are We Talking About?

The cash used when
annual revenues are
not sufficient in
meeting annual

The cash a utility or
agency has on-hand

expenses

The cash being

saved for The cash being saved
unanticipated for future needs

current needs
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> CPE KEY WORD LETTER #1 OF 5
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> Topics

@

Purpose of, and
need for cash
reserves

FCS GROUP

@

Types of reserves and
their benchmarks or
targets:

Operating
Capital
Special

@

Concepts in
reserve
management
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> Setting Reserve Targets

Identifying appropriate
levels of accumulated
cash and designating
discrete purposes for
those fund balances
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> Why Target Reserve Levels?

Provides a basis for Improves ability to
m financial performance m weather financial
' and budgeting ' disruptions
Recognizes special Improves upon “rule of
circumstances in thumb” levels that may
m terms of revenues m lead to undue financial
' and/or expenses that ' risk or unnecessary
are unique cash balances
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> Why Target Reserve Levels? (cont.)

FCS GROUP

Underlying cost structures change
Rate structures change
Other revenues change

Policies change (e.g., water
conservation)

Recognizes that needs
change over time as:

Provides a clear relationship to the “cost of service”
for rate-setting
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> Types of Financial Reserves

R Operating Reserves
» Working capital
» Operating contingency

» Rate stabilization

\

Capital Reserves
» Plant emergencies
» Capital contingency

» Sinking funds
» Debt/Bond
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> CPE KEY WORD LETTER #2 OF 5
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Operating
Reserves

Maintaining financial
viability despite variability
in revenues and expenses —
both planned and
unplanned
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> Working Capital

Provides for Short-term
fluctuations in fluctuations
revenues and

expenses

Monthly/bimonthly variation in
revenue caused by billing cycles

Monthly variation in expenses, such
as payroll and debt service transfers

Timing of corresponding revenues
and expenses, such as wholesale
services

FCS GROUP

Fluctuations in
annual revenue
and expense
cycles

Seasonal revenues
Construction cycles
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» Working Capital (cont.)

Reserve target typically equals a “number of days,” such as 30, 45, 60, or 90

days

Total Annual

Operating _

E

i = S$perday X - =
- 60days

365 Days Per Year -

FCS GROUP

Total

Reserve
Target
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> Operating Contingency

Provides a Reduced
cushioninthe revenues or
event of poor uncertainty
performance

against
budget
Weather

Economic cycles

FCS GROUP

Increased
expenses

Uncontrollable
expenses, such as
energy costs

Changes in accounting
practices

Reserve target
typically
expressed as a
percent of
operating
expenses, such
as 5% or 10%
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> Rate Stabilization

Provides a
resource to
manage the
level of rates
and rate
increases
despite
fluctuation in
needs from
year to year

FCS GROUP

Intent is not to
“buy-down”
rate increases
but to levelize
them

Phase-in increases
over time

Can also be
used instead
of, or to
supplement,
operating

contingencies

Can be written
into revenue
bond
covenants,
such that use
of reserves
can help to
meet coverage
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> Rate Stabilization (cont.)

May have a reserve target or
may simply be a holding
account for surplus revenues

Reserve target can be quantified:

* By historical usage patterns
» By analyzing risk in underlying
characteristics of other cost structures

* By setting a percent of annual
revenues

FCS GROUP

Establishing and the ongoing
management of this reserve
should be accompanied by
financial policies, a financial

forecast and a rate strategy to

replenish when used
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> Consolidated Operating Reserves
$

5% - 10% of Rate Revenue

5% - 10% of Rate Revenue

Total Operating Reserves

WATER WASTEWATER

B Working Capital B Operating Contingency Rate Stabilization Reserve
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Consolidated Operating Reserves

STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN

FUND NET ASSETS

OPERATING REVENUES
RATE REVENUE
OTHER CHARGES FOR SERVICES

TOTAL OPERATING REVENUE

OPERATING EXPENSES
OPERATIONS & MAINTENANCE
DEPRECIATION/AMORTIZATION
OTHER OPERATING EXPENSES

TOTAL OPERATING EXPENSES

OPERATING INCOME (LOSS)

$904,100 to $1,356,200

$275,000 to $550,000
$375,000 to $750,000

FCS GROUP

WATER

7,500,000
200,000

7,700,000
P

5,500,000
2,100,000
900,000

8,500,000

(800,000)

WORKING CAPITAL (A
Total Annual Operating Expenses  $5,500,000
Divided by 365 days per year 15,068

Multiplied by 60 days 904,100
Multiplied by 90 days 1,356,200

OPERATING CONTINGENCY 9

Total Annual Operating Expenses  $5,500,000
Multiplied by 5% 275,000
Multiplied by 10% 550,000

RATE STABILIZATION RESERVES ©

Rate Revenue $7,500,000
Multiplied by 5% 375,000
Multiplied by 10% 750,000

$1,554,100 to $2,656,200
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> CPE KEY WORD LETTER #3 OF 5

FCS GROUP Slide 18



. ] [
> Policy in

Action - City of Ferndale WA

_"*""E' & City of Ferndale, Washington
City of Ferndale

Financial Management Policies
Element #7

GENERAL UTTLITY POLICTFS
The City will establish enterprise fimds (L.e. —utility fimds) when the following condif

1. The intent of the City is that all costs of providing service should be fir
primarily through user charges, and
2 The fund parpese will be to account for City-operated unility services.

Fiscal Stewardship — It 15 ncumbent on utility fund management that complete and a9
management of utility operztions be provided to allow management to make prudent f

Self-sufficient Funding — Each utility shall remain a self-aupporting enterprise find.
of each utility fimd comes from customer charges based upon established rates. State
that whility fimds be only used for utlbity puposes. Since each utility has somewhat di
areas, it is essenfial for mte paver equity that they are kept finaneially separate and acq

Comprehensive Planning Policies — Cnmprahansn‘eP]amﬁur“aherandSmUﬂh
completed or updated every six () years, using a 20-year plamning horizon or greater
considering life-cycle costs to identify fimding needs. Comprehensrve Storm. Flood,
ﬁmﬁmﬂhmmmwdrmmMchmﬁxphm
infrastructure neads.

Capital Invesmnent Program Policies — The Unlities CIP will provide sufficient fimdy
vanety of sources for implementation of both short-term and long-term capital project]
each Comprehensive Plan and the City-wide CIP as approved by the City Council.

Funding Levels — Funding for capital mvestments shall be sustained at a level sufficid
jected 20 year capital o neads as outlined in the Comprehensive Plan(s]
on-going source for future capital mprovement needs shall be from Capital Connectid

GENERAL UTILITY RESERVE POLICIES

It shall be the policy of the City of Femdale to have two (2) separate uhility reserve fin
Operating Feserve Fund that wall be mcluded m begmming‘ending fimd balance withn
fund and a Caprtal Feserve Fund that will be a separate fimd from the utility fund.

Feahzing that fanding for both the Operating Fecerve Fund and the Capital Reserve |
from rate revermes as well as other sources, the management of the utilities and the e
customer rates and other charges will need to be sufficient to cover: A) cwrent vear o
B)) cumrent year contributions to Operating Resarves, and C) current year contiibutiond
Feserves.

UTILITY OPERATING RESERVE POLICIES

Operaning Reserve Fund These 1eserves shall be camed as beginning and endms ca
imvestments and a5 such, will become part of the anmial detenmmation of total resowrd
for appropniation. Seting aside these budgeted resources m the fiind’s begmming/endy
balance wall help ensume conhmmed rate stability and will protect unlity customers fron
dismuptions that might othermise result in unforeseen economme or emergency events.

The operating reserves are defined m terms of the following three (3) separate compoy

. Working Caprtal Reserve — Used to accommodate normal cvelical
fluctuztions within the bomenthly billing cycle and dunng the budg|
having 2 Werking Capital Reserve withm beginningending fimd by
assure the uiilites abihity to fally pay all vouchers submatted for pal
timely basis.

. Operatng Contmzency Feserve — Protects agamst adverse financia)
due to vanations in revenues or expenses. Smnce whliy revermes af
related to variatons in water an Operatng Contmzency R
the financial health of the utility brought about by unforeszen chany
dennand

FCS GROUP

u City of Ferndale, Washington

Plant Emergency Reserve — Provides financizl resowrces for protechon agamst
system failure at some reasonable level. Tlos reserve component of
beginnnglending fimd balance 1= not meant to provide fiunds to recover from a
major disaster (flood, earthquake, ete) but is rather embedded m fund balance to
provide funds in the event of 3 major break ar component fulure.

Operanng Reserve Levels — The following Operating FReserve munimmmes and targets are established
for the three (3) components listed above:

Werking Capital Reserve — A minmmm of one (1) month’s average utility
expenses and a target of three (3) month's average uhlity expenses 15 set for ths
component.

Operating Confmgency Reserve — A mmmmm of (1} month’s average uhlity

expenses and a target of two (2) month's average utlity expenses 15 sat for this
component.

Plant Emergency Reserve — A minimum of (1) month’s average utility expenses
and a target of two (2) month’s average utihty expenses 15 set for this component.

Management of Operaring Reserves — A working range of operating reserves 15 established with a
nunimmm and maamum target level Management of reserves will be based on the level of reserves
with respect to the following thresholds. The pnimary source of operating reserves shall be rate

TEVEITE.

Above Target — Operating resarve levels will be reduced back to the target level
oy transfeming excess to the Caprtal Reserve Fund or modifying the unility rates.

Between Minmmim and Target — Rate increases would be imposed sufficient to
ensure that: 1) operating reserves would not £all below the muninmm; and )
operzting reserves would recover $0% of the shortfall from tarzet levels ina
normal year.

Below Mmimmm — Fate mersases would be imposed sufficient to ensure that even
mﬁadxmseﬁmnma]perfummm.openhngmmmwwldmharleastﬂn
nimmen at the end of the following year. To meat this “worst case” standard, a
year of normal performance would be likely to recover operating reserve levels
mmidhy fo tareet lavals
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< Capital Reserves

Identifying both current
and future system
-y = needs and using cash-
L "' y funding as one part of a
financial strategy to
best accomplish or
address those needs

| ™
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FCS GROUP

Key Policy Objective:

Isolate & Protect Capital Resources

Provide a designated resource
for emergency and ongoing
system replacement

Ensure timely and appropriate
use of debt

Reserve targets are based on
policy direction and/or specific
needs

Provide funding for upgrades
and expansion of the system

Establish a purpose for surplus
fund balances

Establish clear conditions for
when/how to access funds and
process for replenish
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%> Plant Emergency

FCS GROUP

Provides for
significant failures of
plant and equipment

Not intended to fund
catastrophic losses, such
as those from earthquake
or major flooding

Ability to fund an immediate
response without financial
disruption to other activities

Consider relationship to
Insurance coverage or
other general reserves
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*23) Plant Emergency (cont.)

Reserve target

»  Cost of a major repair or
replacement:

— Water main break

— Fire at a sewer pump
station

FCS GROUP Slide 23



<> System R&R

yf Provides a resource for ongoing repair and replacement
N  ofthe system

X Duty to serve outlives the life of existing infrastructure

\ As utility system age, replacement can become a large
/\ component of capital needs
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System R&R - Consistently #1 Issue

Table 3. Top 10 issues facing the water indusiry as ranked by all participants, 2015-2019

s 2016 017 2018 . i )
Renewal and Renswal and Renewal and Renewal and Renewal and
replacement of aging replacement of aging replacement of aging replacement of aging replacernent of aging
water and wastewater | water and wastewater | water and wastewater | water and wastewater | water and wastewater
infrastructure infrastructure infrastructure infrastructure infrastructure

Public understanding Public understanding Public understanding Pulblic understanding wat T
of the value of water | of the value of water of the value of water | of the value of water e i
resounces resources resources Tesources
Waershedjource | Wtsrshedisource | Waterhedjsource | Watershdsource | (10 LTS
waler protection waler protection water protection water protection o
Public acceptance of
Cost recovery (pricing future water and Emergency Aging workforce Groundwater
water 1o accurately [ preparedness anticipated managament and
reflect its trse cost) — retirements OVETUSE
Public acceptance of
Ernergendy \Water consendanion c:s:tgr m:{::m:";ﬂ future water and ":ﬂm
preparedness efficiency whaslewaler rate cipated
reflect its trse cost) —— retirerments
Fnat mace Ak Public acoeptanoe of
Water conservation/ - tnv:::jfalelyg future water and E rief gency Ernergency
efficiency reflect its true cost) wasllm:::-;:ale preparedneass preparedness

Camplianoe with
future regulations

Groundwater
managemeant and
s g T

Water conservation,
efficiensy

Governing board
scceptance of future
water and wastewaler
ralé incCréased

Cost recovery (pricing
Waler 1o aoourately
reflect the cost of
SErviCE)
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<> System R&R (cont.)

e Replacement needs are rarely uniform

e An R&R reserve can smooth the rate transition to a higher funding level

Total Rate Revenue Increases

2009-2028
8.0%
/ Rate Increases with cash
Rate Increases (pay as you go) funding
6.0% with Use of R&R only

Fund

/

4.0%

2.0%

/

Rate Increases with Debt and
of R&R

O.OO/O T y T T
2009 2012 2015 2018 2021 2024

FCS GROUP
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<> System R&R (cont.)

Set rates to collect additional Approaches to funding the
revenues designated to fund the reserve
R&R reserve
“Capital reinvestment” contribution Equal to annual depreciation expense of original

system costs

* Minimum level that all systems should target

Established to recover estimated replacement
cost

« Typically set as a multiplier of annual
depreciation expense

A level annual contribution to the R&R reserve

FCS GROUP Slide 27



°:§> Long-term R&R Funding Strategy

PROPOSED LONG TERM ASSET FUNDING STRATEGY

B Total Long Term Asset Replacement need (infl adjusted)

-=-=RR Fund Balance

—Smoothed Annual contribution from rates
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> CPE KEY WORD LETTER #4 OF 5
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> Policy in Action - City of Bellevue

ORIGINAL

WPOMSAC-0RD
GE27/05

CITY OF BELLEVUE, WASHINGTON

ORDINANCE NO. 4783

AN ORDIMAMCE creating utiity capital replacemeant
accounts for the Watar, Sawar and Storm and Surtacs
Water Lhilitias within the Utility Capital nvestment Fund
four the purposs of acturmulating funding for long term
replacemadl al ity Taeilicies.

WHEREAS, tha Uniliies 1595 Cost Cor it Study praparad by
Fi il Corsalting Salutl Group, Irs. FCSG) mcommaends that current
utllity rates recowver from the ratepayers amaunts which at a minémum are aqual
1o the depreciated valus of the original cost of utility faciities and 81 8
fraximum &ne amourts equal to the replacement vatue of utility infrastructure;
and

WHEREAS, FCSG recommends that utility Furda not nesded for owrent
axparditure be placed in & replacemant gccount to be used in the future in
combinatian with curment revenues andior dabl fnancing 1o meplaca capital
tacilitien nedrng the end of thelr usetul ife; and

WHEREAS, implamsniation of FCSG s recommendationg wiild promote
imargansrational rate eguity and provide mane slakbile rates 10 customans awver
tha long torm; and

WHEREAS, the Council desires to make an infial, 1995 deposit of
HE00,000 in spwings from the Water Fund info the naw capial replacesmant
mccount for the Water Uility; now, thanalons,

THE CITY COUNMCIL OF THE CITY OF BELLEVUE, WASHINGTOMN, DOES
ORDAIN A% FOLLOWE:

Section 1. Thé purpdas of this ordinancs is to establish capital facdities
replacement BcCounts within the Utility Capital investment Fund in order o
assure & futura furding source far replacement of wility Raciliies nearing the
@l of thair ugaful life, The City Council will determing each year, as part of
thie sdoption of the utiities operating bud gets, how much, It any, wtility revenus
during the upcaming year shall be designated for fransfer 1o a replcerant
account. Tha City Council may also authorize the recsipt of other funds directly
irbo these capitsl lacdity replacement acoounts. Onee dapasived the funds will
pecumulate with imterest. The decision regarding when and how o utilize sweh
mocumulated funds for the replacessant ol wiling tRcilites will be made 83 part
af the Utility Comprahansies Plans and Utility Capital vastmant Program
appioval process,

ORIGINAL

WPO4BSC-0RD
DEIT IS

Section 2. The fallowing new accounts any established in tha WRiliny
Capital Mwastmant Fund:

Capitnl Facilities Replacament Account - Sewar
Capital Faciinies Replocement Account - Wanar
Capital Faciiies Replacement Acoount - Storm and Surfsces Waler

Section 3. There is heroby authorized tha 1995 transfer fram the Water

Liility Operating Fund 1o the Capitsl Facilities Repiacernent &ccownt - Watar the
amount of $&00, 000,

Section 4. This ordinance ghall 1ske affect snd be in foroe five days attar
its passage and logal publication,
PASSED by the City Council this S+*Fay of
signid in suthentication of s passage this Sfset-  Hay o
1888.

. 1885, and

FSEAL)

Danald 5. Davidson, DDE, Mayar

Approved as 1o farm:

Rich i, City Attorney

/

ichand L. Eirkby, Assl

nl City Attarnay

AltEs:

W‘”‘"
L. Basich, City Clark
PubEshad b.|1 L \aaf

FCS GROUP
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» Capital Contingency

Provides a Useful for Reserve target
cushion for systems typically based
unexpected undergoing on:
cost increases intensive capital
in the capital improvement
program programs (CIP) % of average annual
capital program
(5to 10 yrs)

1% to 2% of system
fixed assets

FCS GROUP

Consider
underlying cost
estimates in the

CIP to avoid
doubling-up on
contingencies
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> Sinking Fund Reserves

Sets funds
aside on an
ongoing basis
to build
reserves for
known or
anticipated
major future
capital projects

FCS GROUP

Mandated
regulatory
requirements
(e.g., treatment
processes)

Major future  Other special
expansion for needs
growth

Accumulates growth-
related connection
charge revenues in

combination with debt

and/or rate revenues
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% Consolidated Capital Reserves
$

Total Capital Reserves

WATER WASTEWATER

B Emergency Reserve B Capital Contingency B Sinking Funds
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PLANT EMERGENCY

STATEMENT OF NET ASSETS

WATER Cost of Equipment Failure Estimate $250,000
ASSETS Varies
CURRENT ASSETS
CASH & CASH EQUIVALENTS 6,700,000 CAPITAL CONTINGENCY
INVESTMENTS 3,100,000 _
RESTRICTED CASH 1,500,000 Total Operatlng Expenses $86,400,000
CUSTOMER ACCOUNTS/RECEIVABLES 750,000 Multiplied by .01 864,000
T(;:XE’lTuiing ASSETS 12 igg,ggg Multiplied by .02 1.728,000
AR IF NOT COVERED BY ANNUAL
NON-CURRENT ASSETS DEPRECIATION EXPENSE CONTRIBUTION
LONG TERM CONTRACTS/NOTES -
CAPITAL ASSETS: SINKING FUND
LAND 900,000
BUILDING & EQUIPMENT 3,100,000
OTHER IMPROVEMENTS 81,500,000
CONSTRUCTION IN PROGRESS 900,000 Plant E
TOTAL CAPITAL ASSETS 86,400,000 gt ant emergency
LESS: ACCUMULATED DEPRECIATION (32,100,000) $250 000
TOTAL NET CAPITAL ASSETS 54,300,000 '
TOTAL NON-CURRENT ASSSETS 54,300,000 . .
Captial Contingency
TOTAL ASSETS 66,600,000 $864 880 tO $1 728 OOO
STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN ’ ! ’
FUND NET ASSETS
OPERATING EXPENSES Sinking Fund
OPERATIONS & MAINTENANCE 5,500,000 ‘
DEPRECIATION/AMORTIZATION 2,100,000 < Varies
OTHER OPERATING EXPENSES 900,000
TOTAL OPERATING EXPENSES 8,500,000
STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN
FUND NET ASSETS $1.114,000 to $1,978,000
OPERATING EXPENSES ! ! ! !
OPERATIONS & MAINTENANCE [1,[21 5,500,000
DEPRECIATION/AMORTIZATION [4] 2,100,000
OTHER OPERATING EXPENSES 900,000 .
FCS GROUP —_— Slide 34
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> Debt Reserve

Established by Typically requires a
covenant or reserve equal to one
agreement annual debt service
associated with payment be
revenue bonds or maintained for the
loans entire term

Usually funded from debt
proceeds

FCS GROUP

Insurance becoming
a commonly-used
alternative to
maintaining a reserve
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7
> Reserve Management
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> Impacts of Well-Crafted Reserves

Lowers
undesignated,
potentially
controversial,
cash balances
and identifies
needs-based
uses for cash

FCS GROUP

Allows rates to Good reserve

be less management
conservatively helps to
set stabilize rates

Rates should be set
based on average-year
conditions

Monitor conservation,
as it impacts revenues:
|s it a short-term or
permanent shift?

Increases ability
to continue full
operations
despite short-
term or
temporary
financial
fluctuations
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<> Implementing & Adjusting Reserves

@ ® @ @
0® 0e® 0® 0®
'.‘ L~ '.‘ '.‘
Incorporate Reserves are Replenishing Using excessive
reserve policies there to be used reserves reserves
in adopted
financial plans
or budgets
Static reserves are Take your time to avoid Avoid deficit budgets
unnecessary rate shocks and look for one-time
Perhaps set policies or needs
‘rules” on
replenishment
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*IE) Summary

e Reserves are an essential for long-term financial sustainability

e Used in determining credit rating for your utility

e Formal adopted policies important to guide and govern decision making

e Pay attention to rate structures and how rate structures may affect reserve
planning

» E.g. amount of debt and debt coverage requirements
» Conservation based rates and greater volatility in higher levels of water usage
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> CPE KEY WORD LETTER #5 OF 5
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Thank you!
Questions?

Martin Chaw
Project Manager

MartinC@fcsgroup.com
(425) 274-2853

www.fcsgroup.com
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