FINANCE OFFICER’S REPORT

April 28, 2006
To: Board of Directors
From: Suha Kilic, Finance Officer
Subject: 2006 PBCSD Long-Term Financial Plan
SUMMARY

The attached Long-Term Financial Plan (“Plan”) has been prepared to
provide an overview of the District's projected financial position over the next 15-
year period. The Plan includes a financing mechanism for the capital outlays
included in the District’s Long-Term Capital Outlay Plan (“COP”). It establishes
various reserve funds designated for specific purposes. The Plan also allocates
specific amounts of the District’s current financial resources to the reserve funds; and
provides an estimate of future revenue which may be available for them.

RECOMMENDATIONS

It is recommended the Board approve the District’s updated Long-Term
Financial Plan, and authorize the Staff to implement the necessary inter-fund
transfers to implement the Plan.

DISCUSSION

The PBCSD Long-Term Financial Plan is prepared annually to meet the
following objectives:

1) Determine and allocate the District’s current resources to finance each of
the following specific functions:

a) Operations and Maintenance.

b) Rate Stabilization.

c) Required capital outlays identified in the Long-Term COP.

d) Discretionary capital projects and/or any optional operational
responsibilities the District may acquire in the future.

2) Provide an estimate and establish criteria for the allocation of future
District resources to finance the same functions in the future.
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3) Provide a projection of the District's financial position over a 15 year-
period to assist the Board of Directors in policy making, based on a
proposed method of allocation of current and future resources.

Encl: PBCSD Long-Term Financial Plan, April 2006

Concur:

General Manager: RA Date: 4/21/06

Agenda Item No. 7B



PBCSD Long Term Financial Plan
April 28, 2006
Page 1 of 9

PBCSD FUND STRUCTURE

A review of the District’s fund structure may help in understanding the methodology
used in the presentation of its Long-Term Financial Plan. Fund accounting is used by state
and local governments to segregate and control their resources for specific activities or
objectives. It also allows separation of resources which may be legally restricted or
earmarked for special purposes. As required by the State Controller’s Office and the
Governmental Accounting Standards Board (GASB) the District’s financial statements are
reported in two main categories as follows:

1. Governmental Funds which are mainly financed through property taxes. The
District’s general government (administration/engineering); and fire protection and
emergency medical services comprise its governmental fund activities.

2. Proprietary Funds are used to report business-type activities which are financed,
in whole or part, by fees paid by those who directly benefit from the service. The District’s
business-type activities include wastewater collection and treatment, garbage collection and
disposal, and reclaimed water distribution services.

Each of these funds is reported in two sub-categories; the General Fund (used for
on-going operations) and the Capital Outlay Fund, based on the purpose of the resources
which they hold. The money held within each sub-categories further separated based on
the restrictions which may be imposed by external sources (such as creditors, contributors
or law), or designations made by the District Board as a recommended sound financial
management strategy. As of this report date, there are no external restrictions imposed on
the funds presented. However, it is proposed that the General Funds and the Capital
Outlay Funds include six internal designations. The purpose of such designations is to set
aside resources to achieve the goals established in the District’s Long-Term Capital
Outlay Program, and to establish reserves for the continued economic well-being of the
District. The six designations proposed are as follows:

A. General Fund

1) Operations: Includes the resources designated to finance ongoing operations and
maintenance (“O&M”) expenditures.

2) O&M Reserves: Designated to meet unplanned and extraordinary O&M
expenditures, or, provide short-term funding of expenditures if the District
assumes additional responsibilities during the fiscal year. The O&M Reserves
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3)

1)

2)

3)

are maintained at 10% of the annual O&M Budget. It is recommended that if at
anytime during a fiscal year the O&M Reserve must be used, it should be
replenished to meet the 10% criteria as soon as sufficient revenue is available.

Rate Stabilization Reserves: Established to allow the District to balance short-
term fluctuations in revenues and to help offset the impact of significant increases
in wastewater service rates on ratepayers. It is recommended to be maintained at
50% of the amount budgeted for wastewater operations.

B. Capital Outlay Fund

Capital Outlay Acquisition: Includes the amounts necessary to finance the
construction projects and the capital equipment which are included in the current
year’s budget. During the year, the amounts required to accomplish the budgeted
capital projects are transferred from the Capital Outlay Reserves and/or the
Special Projects Reserves which are described below.

Capital Outlay Reserves: Established to finance the future capital outlays for the
District’s required responsibilities as identified in the Long-Term Capital Outlay
Plan (“COP”). The capital outlays financed by this source do not include any
discretionary projects such as the fire protection water system improvements. The
resources designated for discretionary projects are separately maintained under
"Special Projects Reserves".

Special Projects Reserves: Designated to finance discretionary projects or new
on-going services the District may undertake in the future. Fire protection water
system improvements identified in the Long-Term COP are planned to be
financed from this source.

FINANCING OF THE LONG-TERM CAPITAL OUTLAY PROGRAM

The following two-step process has been used to present the methodology used to
finance the District’s Long-Term COP and to separately identify the funds available for
discretionary capital projects:

1)
2)

determine an allocation from the District’s current cash balance to each fund and,
determine the revenue that can be allocated to each fund in future years.
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Step 1. Allocation of Current District Cash Balance to the Funds:

The District has approximately $11,846,000 in cash as of April 1, 2006. The
recommended designation of this amount for various purposes is explained below. A
summary of the designations is provided in the attached “Appendix A”,

1)

2)

3)

4)

5)

Operations: The recommended initial amount set aside for operations as of
April 1, 2006 is $700,000. This amount has been determined based on the annual
cyclical flow of property tax and user fee revenues and estimated monthly O&M
expenditures. The inflow of the District’s revenues does not evenly match
monthly O&M expenditures because the District receives most of its annual
revenue twice a year, in the months of December and April, when the property
tax and user fees are collected and distributed by Monterey County. The period
between April and December is often referred to as a "dry period™” when there is
little revenue flow to the District. The recommended initial amount is expected
to provide sufficient working capital until December 2006. A short-term cash
flow projection for this fund for the period of April through December 2006 is
provided in “Appendix B”.

O&M Reserves: The recommended initial balance is $860,000 or 10% of the
current Operating Budget.

Rate Stabilization Reserves: Established at $1,150,000, 50% of the amount
budgeted for wastewater operations.

Capital Outlay Acquisitions: The recommended amount is $1,266,000 which is
necessary to finance the budgeted capital outlays and outstanding commitments
for the remaining portion of the current budget (FY 2005-06). The amounts
required for budgeted construction projects which may not be completed or
capital equipment which may not be acquired by the end of the current fiscal
year will be re-budgeted in the next year.

Capital Outlay Reserves: The recommended initial balance is $4,820,000.
This amount will be used over the next 15 years to finance the capital projects
and equipment identified in the Long-Term COP with the exception of: 1) Fire
Protection Water System Improvements, which will be financed from the Special
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Projects Reserves as explained later in this plan, and 2) Reclaimed Water
Distribution System assets which will be financed by Contributed Capital. In
determining the initial and subsequent annual allocations required for these
reserves, the following method has been used:

a) An annual savings amount for each item included in the Long-Term COP
has been calculated using the cost and useful life of each item similar to
depreciation (cost divided by useful life).

b) An initial amount of accumulated reserve for each item has been
calculated by multiplying the annual allocation determined above by the
age of the item to identify the accumulated reserves needed for all previous
years. When future annual allocations are added to the initial accumulated
reserve, money to finance each item included in the Long-Term COP will
be available in the scheduled replacement year.

The following example illustrates this concept:

The Long-Term COP, Exhibit "B", year "2013-14" includes the
replacement of Fire Engine 6621. The cost of the fire engine is $400,000 and the
useful life is 20 years. Therefore, 1) the recommended annual savings for
replacement of the fire engine is $20,000 ($400,000/20 years) and, 2) because the
current fire engine is 13 years old, it is recommended to have $260,000 ($20,000
x 13 years) in accumulated reserves for this item. When future annual allocations
of $20,000 are added to the initial reserve amount, the full replacement amount
will be available in the year 2013-14. Annual allocations will continue to finance
future replacements thereafter.

Similar calculations have been made for all items listed in the COP except
one item which recurs annually. The Long-term COP includes annual Sewer and
Manhole Replacement Projects (Long-Term COP, Exhibit "C", $500,000
beginning 2006-07). These replacement projects which recur annually are
assumed to be financed in their scheduled year. Nevertheless, $1,000,000
(amount sufficient to finance these replacements for a two-year period) is
included in the initial accumulated reserves.

Based on these assumptions the required initial accumulated reserves for the
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Capital Outlays as of April 1, 2006 are identified by function as follows:

Accumulated

Reserves
Wastewater $3,030,000
Fire and Emergency Medical 1,050,000
Administration/Engineering 400,000
CAWD Treatment Plant 340,000
Total $4,820,000

The detailed calculations of the amounts recommended above are not included in
this report and are available for review.

5) Special Projects Reserves: Maintained to identify and keep District cash
separately for discretionary projects. The recommended initial balance is
$3,050,000. The following are some examples for the possible uses of this
amount:

e Financing of discretionary projects such as the Fire Protection Water System
Improvements,

e Financing of any additional discretionary services the District may consider
providing in the future, and/or

e Stabilizing fees charged for current services if, for example, a need arises as a
result of reductions in the District’s property tax revenue.

The actual use of this fund is subject to an ongoing review and approval process by
the Board and may be changed as the District’s priorities change.

Step 2. Designation of Future Revenue and Long-Term Outlook:

PBCSD Annual Revenue and Expenditures

It is a challenging task to prepare the District’s long-term annual revenue and
expenditure projections under the current frequently changing political environment and
the State budget crisis. In FY 2004-05, the State’s budget crisis resulted in a significant
loss of property tax revenue to the District. Proposition 1A adopted in November 2004,
required a total of $1.3 billion in annual property tax revenue to be shifted from counties,
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cities and special districts to schools in the fiscal years 2004-05 and 2005-06. Of that
amount, $350 million is being paid by special districts; and the District paid $850,000 in
each of the fiscal years 2004-05 and 2005-06. According to current law, that amount will
be shifted back to the District beginning FY 2006-07 with constitutional protection of
property tax revenue thereafter.

The District’s projected Long-Term financial position is presented based on the
current law. If the laws governing the allocation of property tax revenue change, the
financial forecasts presented in this report may have to be significantly adjusted.

In determining the District’s Long-Term financial outlook, the first step was the
preparation of the District’s annual revenue and expenditure summary. A projection of the
District’s annual revenue and expenditure profile and anticipated allocation of future
revenue for Operating expenditures and various reserves have been provided in the attached
“Appendix C”. It is estimated that there will be $1,960,000 in annual current revenues
after operating expenditures are met which can be used to maintain the required reserves and
to finance capital outlays and construction projects.

Designation of Future Annual Revenue and
Long Term Outlook

1) Operations: Barring a catastrophic reduction in property taxes, the District’s
current revenues are adequate to finance its annual O&M expenditures during the
period of the Long-Term Plan. It is recommended that the District continue to
determine its financing requirements annually and designate revenue in excess of
O&M expenditure requirements in the following order: 1) Maintenance of O&M
Reserves and Rate Stabilization Reserves, 2) Capital Outlay Reserves and, 3)
Special Projects Reserves.

2) O&M Reserves: A future annual allocation of $50,000 is estimated to be
sufficient to maintain the reserves at 10% of the O&M budget in future years.

3) Rate Stabilization Reserves: A future estimated annual allocation of $60,000
will allow maintaining the reserves at 50% of the wastewater operations budget.

3) Capital Outlay Reserves: The recommended annual allocation from future
revenues into this fund is $1,400,000. This amount has been determined using the
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cost and useful life of each item included in the Long-Term COP as explained

above.

The calculated annual allocations to Capital Outlays by function are:

Annual
Allocation
Wastewater $ 850,000
Fire and Emergency Medical 230,000
Administration/Engineering 165,000
CAWD Treatment Plant 155,000
Total $1,400,000

Long-Term Outlook: The District's current financial position combined with
anticipated future revenues should be adequate to accomplish all projects and to
purchase the equipment identified for the District’s required responsibilities. The
attached “Appendix D displays a 15-year Long-Term Financial Outlook for the
Capital Outlay Reserve Fund including beginning and ending balances, revenues,
and, expenditures. The required annual allocation will be re-calculated and annual
transfers from General Funds into the Capital Outlay Funds will be made based on
the update of Long-Term COP. The methodology used in preparation of this Plan
includes the following assumptions and concepts:

All capital outlays, with the exception of Reclaimed Water Distribution
System assets, will be financed with the District’s own resources on a pay-
as-you-go basis (without incurring debt).

A total of $797,000 in Reclaimed Water Distribution System improvements
and equipment, including Forest Lake Reservoir assets, will be financed
with contributed capital over the next 15-year period. No District funds are
allocated for these assets.

A *“going concern” principle has been used in the capital outlays financing
methodology. The principle assumes the District will be a continuing
organization, thus at the end of the 15-year period adequate reserves will be
available for the longer future.

The costs included in the Long-Term COP are based on current dollars and
have not been escalated over time, similar to the annual revenue allocated
to the required capital outlays and discretionary projects. The Plan is
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prepared with the assumption that District revenues will increase at about
the same rate as expenditures. Therefore, the amount available for the
required capital outlays and discretionary projects is also expected to
increase at the same rate. It should also be noted that both the long-term
capital and financial plans are updated and costs of the scheduled capital
projects and equipment are adjusted annually.

3) Special Projects Reserves: It is estimated that beginning FY 2006-07, $450,000
in annual revenue can be allocated to the Special Projects. As noted earlier this
estimate is based on current laws and available information. The pie chart in
“Appendix C” separately displays the future revenue available for Capital
Outlays and Special Projects.

Long Term Outlook: An optional use of this fund for financing Fire Protection
Water System Improvements is presented in the attached “Appendix E”. It is
expected that all $5,250,000 water system improvement projects included in the
Long-Term COP can be accomplished over the next five years. Thereafter, the
fund balance of the Special Projects Reserve Fund may increase annually reaching
$4,550,000 by the end of the fiscal year 2020-21 (at the end of 15-year period).

Conclusions:

Proposition 1A approved in November 2004, resulted in a $1,700,000 loss of
property tax revenue for the District over a two-year period ($850,000 per year). According
to current law, property tax revenue shift will end beginning 2006-07 with protection for
special district property tax revenues thereafter. In spite of the losses that occurred, upon
the reversal of property tax revenue as provided by current law, it is projected that the
District will be able to maintain its ability to finance its ongoing operations and all capital
outlays necessary to meet its required responsibilities while maintaining adequate capital
outlay reserves at the end of the 15-year period

The District has designated a portion of its cash for Special Projects which may
include discretionary projects, additional services and/or rate stabilization. It is
recommended that caution be exercised in the use of this fund, particularly for incurring
additional on-going expenditures, without identifying new revenue sources. It is possible
if the State’s budget problem continues, new legislation may be introduced to continue to
takeaway special district property tax revenue or the State legislature may adopt a law
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authorizing the County Board of Supervisors to reallocate all of the property taxes within
their counties. In those cases, there is potential that the District may lose all of its
property taxes currently used to finance the costs of providing wastewater service. The
impact of that loss could possibly require a $550 or 300% increase (from $175 to $725
per year) in the District’s sewer service fees. Under that circumstance, if the District
Board wished to mitigate the impact on property owners, it could consider using all or
part of the balance available in the Special Projects Reserve Fund to stabilize the service
fees over time. In any case, beginning next fiscal year, it may be prudent to consider
annual incremental adjustments of wastewater service fees in order to amortize a
potentially large increase over a period of years.
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