
REPORT TO THE (lTV COUNCIL 


DATE ISSUED: 	 December 18, 2006 REPORT NO: 

ATTENTION: 	 Council President and Members of the City Council, 
City Council Meeting of January 8, 2007 

SUBJECT: 	 Proposition 218 Noticing of Proposed Water Rate Adjustments 

REFERENCE: 

REQUESTED ACTION: 
• Council authorization to DOtice, pursuant to Proposition 218 to include the following: 

o 	 Proposed water rate adjustments, increasing water system revenues by 6.5% in 
Fiscal Years 2008,2009,2010 and 201l. 

o 	 Proposed water base fee and commodity charge adjustments, consistent with 
Water Cost of Service Rate Study (COSS) recommendations to reflect 
proportionate share revenue between user classifications. 

o 	 Increase number of user dassi fi cations based on recomID eodatioD of COSS. 
• 	 Set the public hearing date to consider proposed water rate adjusunents at City of San 

Diego council meeting of February 26, 2007; and 

• 	 Receive the Water Cost ofService Rate Study as the basis for establishing the rate 
structure. 

STAFF REC01v1M.ENDATION: 
• 	 Authorize Proposition 218 noticing to include the following: 

o 	 Proposed water rate adjustments, increasing water system revenues by 6.5% in 
Fiscal Years 2008, 2009, 2010 and 2011. 

o 	 Proposed water base fee and commodity charge adjustments, consistent with 
Water Cos! of Service Rate Study (COSS) recommendations to reflect 
proportionate share reveoue between user classifications. 

o 	 Increase number ofllser classifications based on recommendation ofCOSS. 

• 	 Set the. public hearing dale to consider proposed water rate adjustments at City of San 
Diego council meeting of February 26, 2007; and 

• 	 Receive the Water Cost of Service Rate Study. 

RAMIFICATIONS OF NO RATE INCREASES: 
The proposed rate increases are on a critical timeline and are needed to meet the water system's 
Compliance Order, and meet mandates under the Federa1 Safe Drinking Water Act. The 
Compliance Order requires the City to rehabilitate or replace deteriorating pipelines, and to 



replace aging pipes, pumps and other infrastructure to reduce the number of pipeline breaks and 
emergency repalrs. Violation of the Compliance Order may be subject to additional judicial 
action, including civil penalties specified in Health and Safety Code, Section 116725. Section 
116725 penalties for violating a schedule of compliance for a primary drinking water standard 
can go as high as $25,000 per day; for violating other standards, the penalties can go as high as 
$5,000 per day. 

There are a number of enforcement tools that can be used by the State should the City fail to 
meet it's obligations under the compliance order prescribed by law. They include the following: 

1. 	 Public Notification 
2. 	 CitatioDs 
3. 	 Citatlon with fines 
4. 	 Public hearings 
5. 	 Mandatory water conservation 
6. 	 Service connection moratorium 
7. 	 Litigation 

In order to achieve our milestones and get back into the public bond market by August 30,2007, 
the following time line is imperative: 

• 	 January 8, 2007 - City Council hearing to set the public hearing as required by 
Proposition 218 

,. January 11, 2007 - Proposition 218 notice must be mailed to meet the 45 day noticing 
requirement 

,. January 16, 2007 - City Council hearing to approve private placement interim financing 
of$57 million and approve PY07 Capital Improvement Program 

,. January 22, 2007 - Interim financing complete 
,. February 26,2007 - City Council public hearing to consider proposed rate increases (45 

days after mailing the Proposition 2] 8 notices) and introduction of ordinance authorizing 
a bond issuance and financing documents 

III Early April 2007 - Request for Proposals (RFP) issued for Bond Counsels and Bond 
Underwriters 

III Late April 2007 - RFP's received and selections made. Finance document preparation 
begins. 

,. Late June 2007 - Introduction of ordinance authorizing the financing and legal 
documents 

III July 1, 2007 - First 6.5% rate increase executed to support the bond issuance, capital 
program and operations and maintenance. 

,. Mid July 2007 - Council authorization of financing documents 
• 	 August 2007 - Referendum waiting period. $57 million private placement financing 

proceeds exhausted. 
III Late August 2007 - Bond closing and funds available to Water System. 

This timeline is extremely aggressive and each milestone is critical to ensure the Water 
Department stays in compliance with DRS requirements. The timing of the public financing is 
designed so that as soon as the private placement funds are exhausted public funds will be in 
place to continue work on existing capital improvement projects. It should be noted that a public 
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offering after June 30, 2007, as anticipated in this proposal, will require the completion of the 
audit for the City of San Diego Fiscal Year 2006 Comprehensive Annual Financial Report 
(CAFR). If the audit is not issued prior to August 2007, the Water Department may find it 
necessary to come back to council for a sc:~ond interim private placement financing to meet the 
ongoing needs of the captial program. 

Raftelis Financial Consultants, Inc. was retained to complete a Cost of Service Rate Study. The 
recommendations are consistent with and are reflected in the water rate case. The City Council's 
ability to deviate from these rates is timited: the rate adjustments proposed by this Report can 
only be changed if the alterations are consistent with the Cost of Service Rate Study. Changes 
that are inconsistent with the Study could violate the requirement of Proposition 218 tJlat water 
fees not exceed the proportionate cost of providing the service to each parcel. Therefore, any 
proposed changes should be examined carefully. 

SUMMARY: 

Backgound 
In response to state and federal mandates requiring the City to upgrade it's water treatment 
facilities, replace cast iron water mains, and implement a wide variety of improvements 
throughout the water system, the Water Department has prepared a Capital Improvement 
Program (el'P) to address these Issues as weD as ensure sufficient capacity and water quality for 
the future. In order to support this ClP, additional funds will be required through a combination 
ofbonds, grants, state revolving fund loans and cash. This investment in infrastructure will 
require a series of rate increases beginning July], 2007, which will be presented to the City 
Council. Pursuant to Proposition 218, and prior to Council's formal consideration of rate 
increases, the City must provide property-owners 45 days advance notice when any rate 
increases will be considered. This action authorizes this Notice to take place. 

Proposition 218 
On November 5, 1996, the voters of the State of California approved Proposition 218, the "Right 
to Vote on Taxes Act." Proposition 218, effective July J, 1997, added Articles xmc and XIlID 
to the State Constitution, which contain a number of provisions affecting the ability of local 
governments to levy and callcel both existing and future taxes, assessments, fees and charges. 
Article XlJID, section 6(a) (1 ) imposes noticing procedures for imposing a new or increasing an 
existing property-related fee or charge. This initiative changed the way the public is notified of 
proposed fee increases. Specifically, it requires that notices be mailed to all property owners of 
record at least 45 days in advance of the date 00 which a proposed property related fee increase 
may be adopted. 

It is tbe intent of the Water Department to mail notices (attached), on or before January 11, 2007 
to property owners of record and City of San Diego water bill customers, advising them the City 
Council of San Diego will hold a public hearing on February 26, 2007 to consider adoption of 
proposed revisions to existing water base fees and commodity charges. If adopted, the revisions 
under this proposal will become effective beginning July], 2007, and ending with the final 
increase effective July 1, 20] O. 
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History 
The City has managed and op-.:rated since 1901 after purchasing the privately 
owned San Diego Water and then (he system has been expanded 10 

supply approximately 270,000 accounts at FY 2007, delivering approximately 
240)000 acre-feet water 

The City's water system currently raw water storage facilities, three water 
treatment plants, 30 treated water over 3,460 miles of water lines. One of 
the nine raw water is not currently connected to a 
treatment plant but pursuant to an 
agreement between (CWA), The City owns and 
operates three water current capacity of294 million gallons per 
day (MGD). The 30 delivery to the different 
pressure zones with 

While the City 6 
percent and [0 
balance of the 

1994, with the State of 
California Department of City , This 
agreement required the City to correct badly needed capital 
improvements, 

The City was notified in January of I complIance with this agreement. At 
that time, the DHS issued a Compliance a list of the City must 
work in good faith to complete. That to and submit a 
funding plan, 

As a result, in ) 997, the City Council approved the Water an eight-year 
capital improvements plan, the issuance of debt approved capital program, and a 
serics of three 6% increases to the water services 
million of debt. These actions came after a year Iong 
that recognized and documented the need for an intensive 
infrastructure in response to a Compliance Order 
drinking water requirements, the need to expand 
community, and the need to replace or rehabilitate 
the system. 

The 1997 Strategic Plan for Water Supp)y called 
...",,_,''''1''' per year (AFY) to 26,000 AFY by 2005. This was to be -..r'rnTTI 

successful water conservation programs. The City achieved 
of 30,350 AFY savings by Ihe end of Fiscal Year 2006. 
gallons per day (MGD) of water saved. When compared to 11 

4 




· . 

increase equates to 15.5 MGD. These efforts, along with proposed projects for cutting edge 
technologies such as brackish water desalination, are intended to provide the City with a reliable 
water supply that is less dependent on imports. 

The three rate increases were applied to base fees only and took effect in August 1997, July 
1998, and July 1999. The Department returned to the City Council in 2001 for additional rate 
increases in order to continue the capital program. As a precondition to approving further 
increases, Council requested the completion of a management review and a water cost of service 
study. The finn of Black & Veatch Corporation completed the Management Review Study in 
2001 and it was presented to the Natural Resources and Culture Corrunittee in January 2002. 

On Apri I 30, 2002, the City Council adopted Resolution 296437 approving the increase of water 
sales revenue by 6% per year each year beginning July 1, 2002, for a period of 5 years through 
July),2006. This was to be accomplished by increasing the water base fee and commodity 
charges such that 50% of the increased revenue would be generated from each. 

In October 2003, Black & Veatch Corporation completed a Water Cost of Service Study for tbe 
City. The study recommended adjusting the base charge to better reflect the actual fixed cost 
incurred by each class of user. It also recommended offsetting adjustments to the commodity fee 
to ensure full cost recovery. 

111is allowed the Water Department [0 issue another $287 million in bonds in the fall of 2002 to 
continue the capital program. The funding from these bonds was fully expended in the spring of 
2006. Since then, the Water Department has been using pay-as-you-go money to continue a 
scaled down capita] program. As a result, the Water Department has had difficulties keeping up 
with the DHS Compliance Order and must ramp up to slay curren! with the order. 

Current: Needs 
The City of San Diego water system is one of the most complex water systems in the nation, 
enwmpassing over 3,460 miles of pipelines, 49 pump stations and 30 treakd water storage 
reservoirs. Such a sizeable system requires continuous upgrade and replacement of its aging 
components to meet current building standards, and updated Safe Drinking Water Standards. 

The January 1997 Compliance Order was last amended in 2004, and inc1uded additional items 
that were not in the original Compliance Order. Furthermore, the Safe Drinking Water Act 
amendments include new drinking water standards that aU municipalities need to comply with by 
2011 which directly affect the City's water treatment plants. 

The City of San Diego is mid-way through a multi-year capital improvemen~s program (CIP) to 
meet the regulatory requiremeots and upgrade ils water infrastructure. The Water Department 
has completed 22 of the 31 projects in the DHS Compliance Order, and has made significant 
progress towards meeting the 2011 requirements of the Safe Drinking Water Act Unfortunately, 
the City of San Diego was prevented from borrowing capital funds through the normal financial 
markets. The Water Department's inability to access the capital markets has significantly limited 
the Water Department's FY 2006 and FY 2007 CIP. 
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In fiscal years 2008 through 201 I, the Water Department plans to expend approximately $585 
million for capital improvement projects. These funds will be used to continue many projects 
that have been delayed, such as upwading and expanding the Alvarado, Miramar, and Gray 
Water Treatment Plants, the replacement of the Otay 2nd Transmission Pipeline, and the 
replacement of approximately 75 miles of cas! iron water mni ns. 

CIP projects to be fund..:d from the proposed rate increases are listed in the attached schedule. 
There are a number of assumptions associated with capital project costs, including inflation and 
construction bid estimates which may change over time. Changes to the ClP will be brought 
before the City Council for their review and approval. 

Continued on next page 
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Rate Case 
In order to continue the Waler.Department's capital program and stay current with the 
Department of Health Services (DHS) Compliance Order, staff will be requesting 6,5% water 
sales fees and charges increases over the next 4 fiscal years, This will allow the Water 
Department to cover debt service once it gets back into the bond market in 2007, The 
department plans to request approval to issue a private placement of $57 million at a favorable 
interest rate and then get back into the public market with a larger offering during the summer of 
2007, 

The tabJes below identify projected revenue and expenditure e~limales used for the Study, 

SUMMARY OF WATER REVENUE 
Lin~ Estim.'lled Proiecled 
No, Dtscri~IIOO 2007 2008 2009 2010 2011 

S ~ $ S S 
Re\'~DD~ [rom RlIlt~ 
Revtmle UDder E.'Cisting R...l~ 2 7 B,60 1.800 280,955,700 JB1,626,200 284,666,200 287,2RI,9oo 

2 R.eVtIlU~ from R..lIC lDcre,~, c~ 19 ,'>62,100 37,935,500 Sll,196)OO B2} !><'i.5 00 

3 Total RevaI~ from R.:Ites J7S,60l,I!OO 299.217,800 320,561,700 343,&62,400 369,57S.'IOO 

Olber Onentl!JC B£l'Ullt~ 
4 RecIJi.aJ~d ~ue 4,012,000 7,013)B~ 7,!B.~.s39 S)04J02 9,·172,200 
5 Fiu Sc.rvlce ~.nd AUla, Sprinkler Svc \,493,333 1,49&,1 \1 l.501,elS 1.~98,420 1,500,115 
6 B~ddlo\V Ctulll,tS 4S2.331 410,111 0170,148 474.198 471.486 
7 S01.';ce OLll'!!c U75,OOO 1,~OI.l ~ S 1,4~7.7~6 I , ~54 . B74 I,~S2,516 

8 Sublol;u OWt!!' Op=~ Re\=uo 7)62,100 10,382,700 11,234,200 I J, 731,800 12,926300 

MiscellilDeou5 .RenDu~ 
9 Land and Building R.eoIJIs 4]52,000 4,332,788 4,415,111 4,498 ,998 4.584,~79 

10 NewWJIel' Sa\;ces 2,402,000 2,447,638 2,494.}43 2,W.S3~ 2.,:5S9,821 
Il SeMC es R.e1ldered 10 Olbe:rs 10,762,382 10,966,867 11,175.238 J 1.387,567 11,603,931 
12 OWt!!' Revalue 393,813 -101,295 408,920 <116,600 .j~.j,607 

\3 Lake s Rt«taIion \J40,611 31.100 31.895 32,501 33,11S 

14 Sublor..a1 ~Cc.lJ.' DCV~ Rc"C11I1C·, 19,150,806 IS,179,~ 18,525,.300 18,877,300 19,236,000 

IS Other Incom~ 
16 Damages Recovered 290,200 295 ,714 301 ..332 307,OS8 312.&92 
17 S~lt of Land 3,213,413 115,000 115,000 115,000 115,000 

18 Sublor.U Otht!!' lDcollle 3,503,613 410.714 416332 422,05& 427,892 

19 lnlPTeSIIDCome 8.744,4M 21.201,700 13,548,700 22)93,~00 15,716,000 

C.l!;!;rcill· Cb:l!::Gf RPHDUf 

21 C.1J1 ,1CJIY Chltl!~ 12,457,OOD 1-1,291,979 1-1.452.666 14,575,633 14.406,S~0 

22 T01.11 R~reunes ]29,820.31~ 363 .6~';,792 378,738,898 411,86DIll 432,291.l1l 
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SUMMARY OF OPERATfNG COSTS 

Lioe Budge' Veu ?{Qjecred 

No. Descripooo 2007 !OOS 2009 lOIO 21}[ I 

S S i So ~ 

W~'Cf PUIc.lus~ Co~ \15,HO.073 120.015,416 12).017.939 I 22.216.R07 123.6J1,O:!1 
A.dmi.J:U S lroll i0 D 16,0-10,6-12 17.638,691 18,2'1 S,734 19.531.764 20.216,367 
CuttomeJ" Suppon 32,617,635 35.878,164 37,112,926 39,728,828 41.121,311 

4 Water Optr.l.OOM 73.207,771 2f(06J,2H 90.476,588 l00,4&9,S2J 103,370,23.l 

S Enginw1Dg And CIP M~o.ag~CTI' B.S63,79S 9.146,85 [ 10,082,293 10,792,943 11,171.232 
6 Walt! Policy And S=,ej!ic PlJruU..u~ 6,952.380 7.645,01 J 7.908.118 flA65.521 IU62.:nS 
7 Tofn! O.vM 263,a~UI)6 278.997,.,19 284,8..(3,5:98 301,285,404 306,2$3,39.9 

SUMMARY OF PROJECTED CAPITAL HvfPROVEMENT PROGRAM 

Line 
No. Description 2008 2009 2010 2011 

I Waler Treatment Plants 71)12,495 47,600,699 29,499,980 3,389,671 
2 TrnllSmlssion Pipelines 9,782,916 17,109,888 4,620,633 38,476,636 

3 Distribution L1Des 31,200,000 43,280,000 45,102,614 46,933,049 
4 Pump Stations 7,317,320 4,111,657 525,318 752,652 

5 Treated Water Reservoirs 2,842,219 11,890,797 36,739,879 13,913,634 

6 RecJaimed Water Facility 8,147,718 5,799,238 637,745 500,000 
7 Misee llaneous 6,104,298 2,302,466 1,795,162 1,162, 724 

8 Cootingeueies 6,251,250 6,208,946 3,127,047 3,087,750 
9 Raw Water Resen!ol.rs 1,743,221 5,081,715 10,060,136 23,64) ,411 
10 Program Management 4,000,000 4,000,000 4,000,000 4,000,000 

11 TotnJ 154,706,437 158,385,406 136)108,514 ]35,857,527 

1n addition, the following Water Rate Model Assumptions were made: 

Population Growth Projections: City of San Diego growth projections are based on San 
Diego Associ~(ion of Governments (SA NOAG) 2030 Forecasts which was approved by the 
Board of SANDAG in November 2003. The growth projections for FY08 - FYJ 0 are 1, J% 
annually and 1% annually thereafter. These rates are apphed to the number of customer 
accounts. Current accounts are from the Water Utilities Customers Information System 
Monthly Rate Code Summary (Acrual). 

rught of Way Fees: No Right 0 f Way fees are included, 

Private Financing: Private short-term financing ;s assumed to be approximately $57 million 
in January 2007. This amount will cover the balance of the FY07 CIP, Additional Private 
Financing Funds may be required in FY 2008. 
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Public Financing: The model assumes a public financing in July 2007 of Llpproximately 
$335 million which includes refinancing the $57 million private fmancing, and in July 2009 
of approximately $260 million. 

Capital Financing: The model assumes that capital costs will be 80% financed and 20% 
pay-as-you-go in FY08 and later. 

Capacity Charges: The capacity charge is a full cost recovery charge reviewed as part of 
the Cost of Service Study (COSS). The result ofthat study increases the capacity charge to 
$3,047 (from $2,550) which is incorporated in the rate modeL 

Fund Balance Interest: Interest rates estimated for projected earnings on fund baJance are 
based on recent 15 years interest earnings using the U.S. Treasury Current Value of Funds 
Rate which is 4.5% beginning in FY09. The interest rate for FY07 and FY 08 are 3% and 
4%, respectively. 

Offerings Interest Rates: Interest rates are estimated for the private short-term financing to 
be 4.2% and for the projected public financing to be 6%, based on the nnanciaJ advisors' 
estimates. 

Inflation: AnnuaJ inflation for operations and maintenance costs, except Salaries and 
Wages, is 4% based on the most recent ]5 year San Diego area consumer price index for all 
urban consumers. The arumal inflation for capitaJ projects is stated as a conservative 4% 
based on the Engineering News Record Construction Cost Index most recent 10 year annual 
average and 15 year annual average. 

Salaries and Wages: Salaries and Wages are increased by 4% in FY08 but are not increased 
thereafter until FY13, consistent willi the City's 5-year financial plan. 

Position Reductions: Assumes the reduction of42.5 positions in FY08 to reflect Mayor's 
direction to streamline. 

Lakes Rccr~ation: Assumes the transfer of the Lakes Recreation program to the Park and 
Recrealion Department in FY08 reflecting the reduction of 31 FTEs and ti\e associated 
reduction in O&M costs and revenue. 

Retiree Health: The Water FW1d will contribute its proportional share to the Retiree Health 
fund. There is a three year ramp up to full funding of an Annual Required Contribution. The 
cost is estimated at $2 million in FYOS and ramps up to $6 million in FY I 0 and stays at that 
level in FY I I . Cost estimates provided by the office of the Chief Financial Officer. 

Pension Costs: Additional pension costs are reflected based on the Water Fund's 
proportionate share to fully fund the City's contribution to the pension fund. This is 
estim ated at $2.4 mil I ion per year for FY08 tIuu FY I \. Cost esti mates provided by the office 
ofthe Chief financial Officer. 
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Enterprise Reporting Program: Assumes the Water Fund's proportionate share of costs 
for implementatioD of an Enterprise Reporting Program consistent with the Mayor's response 
to the Kroll Report. Cost estimates provided by the office of the Chief Financial Officer. 

General Government Services: Additional costs for General Government Services are 
reflected based on the reorganization of the City government and the aJlocation of additional 
departments not previously included in the calculation. Cost estimates provided by the office 
of the Chief Fi nancial Officer. 

Treated Water Purchases: Rate case assumes the City will not be a net purchaser of lTeated 

water beginning in FY201 O. Treated Water Purchases were approximately 33,000 Acre 
FeetJYear since FY03. 

Water Conservation: Based on the City's Long-Range Water Resources Plan. 
Conservation is compared to water sales in FY89. Conser/ahon is antIcipated to increase 
from 11.38% in FY08 to 13.50% in FY 18. An additionaJ 2% is added each year for passive 
conservation. 

Financial Results: Th~ FY 2003, 2004, 2005 and 2006 financial results are based on the 
best available financial data from the office of the City Auditor and Comptroller. 

Grants: The City is actively pursuing Proposition 50 grants and other grants, however they 
are not included in the model unless grant agreements have been approved by the City and 
the granting agency. 

Capital Improvement Costs: Capital project costs are estimated based on current design, 
construction management, and construction cost plus a contingency equal to approximately 
5% of construction cost. An inflation factor, calculated as described above under "Inflation", 
is added to the costs in the out-years. 

Operating Reserve: This reserve is currently a 45 day operating reserve that will be ramped 
up over the next 4 years to 70 days in FY11. 

Secondary Purchase Reserve: This reserve is intended as an emergency reserve for the 
purchase of water in the event of a drought or other emergency U1at suddenly disrupts the 
normal supply of water. The size OftJlis reserve is intended to be equal to 6% of the annual 
water purchase budget. 

Rate Stabilization Fund: The rate stabilization fund was established to stabilize the water 
rates in future years. 

Unallocated Reserve: The unallocated reserve is intended to provide for unanticipated 
needs that arise during each year. Historically this has been used for unanticipated capital 
needs and large liability claims. This reserve will be set 0.1 4% of the department's operating 
budget in FY08 and thereafter. 
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elP Reserve: TI,e ClP reserve is budgeted at $5 million in the CIP budget. This reserve is 
intended to provide for emergency capital needs in the event of the catastrophic failure of a 
major capital facility. 

Cost of Service Study 
The Cost of Service Study (attached) is .a comprehensive water cost of service and rate design 
study [hat includes a review of revenue requirements, user classifications, cost of providing 
service, and recommendations regarding tbe design of a system of user charge alternatives fOT 

the City's water service. The City Council approved an agreement with Raftelis Fi.nancial 
Consultants, Inc. (RFe) for a Cost of Service Rate Study (COSS) on October 24,2006. The 
COSS recommends changes to user classifications, cost allocation and capacity charges which 
wi 11 serve to increase equ ity in the apportionment of system costs beginning in Fiscal Year 2008. 

The focus ofllie COSS was on the City's retail water service and capacity charges. The specific 
objective of the Study is to develop cost of service rates that charge customers in proportion to 
the cost of serving them and to ensure capacity charges are sufficient for the expansion of the 
system. The cost of service findings and suggested changes are listed below. 

Cost of Service is a methodi cal process by which revenue requirements are used to generate a 
system of fair and equitable costs in proportion to the service received for each user class. The 
cost of service allocation conducted in this study are based on the base-extra capacity metbod 
endorsed by the American Water Works Association (AWWA), a nationally recognized industry 
group. Under the base-extra capacity method, revenue requirements are allocated to the different 
user classes proportionate to their use of the water sy1em. 

The COSS recommendations are consistent with and are reflected in the water rate case. The 
City Council's ability to deviate from these rates is very narrow: the rate adjustments proposed 
by this Report can only be changed if the alterations are consistent with the Cost of Service 
Study. Cbanges that are inconsistent with the Study could violate the requirement of Proposition 
218 that water fees not exceed the proportionate cost ofproviding the service to each parcel. 
Therefore, any proposed changes should be reviewed. 

User/Usage. Characteristics . 
The Water Department has various types of customers, which include Single Family Residentia! 
(SFR), OtJ,er Domestic (Multi-Family Residential), Commercial, Industrial, Temporary 
Construction and irrigation. SFR comprise the bulk of customers with approximately 80% of all 
meters. Multi-Family account for more than 10% of the meters. Commercial, Industrial, 
Temporary Construction and Inigation make up the remaining 10% of accounts, but account for 
approximately 40% of the usage. 
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Projected Annual Water Usage by Class for FY 2008 is: 

Usage by Class HCF % of Total 

SFR Blocks 
0-7 15,620,416 17.1% 

8 - 14 8,943,800 9.8°/c 
Over 14 9,915,197 10.8% 

Total SFR 34,479.413 37.7% 
Other Domestics 
_(MFR) 20,519,164 22.4% 

Total SFR and MFR 54,99B,577 60.1% 

Commercial 22,207.400 24.3% 

Industrial 1,613,743 1.8% 
Temp. Construction 346,667 0.4% 

Irrigation 12,294,791 13.4% 
To1al Comm, Ind, 
Const. Irrig 36.462,601 39.9% 

Total 91,461,178 100.0°/" 

Revenue 
The Water Department's principal source of revenues is from water sales. The total FY2008 
revenue requirements from retail users - which is generated by totaling operation and 
maintenance, debt service, and cash-financed capital projects and deducting any revenue from 
other non-rate sources, is estimated to be $287.4 million. Of this, approximately $219.8 million 
are operating costs. 1l1e remaining $68 million are capital-related costs associated with debt 
service and cas!Ffinanced capital projects. The primary sources of funding for capital 
improvements include water capacity fees, bond proceeds, grants, loans, pay-as-you-go revenues 
and interest earnings. 

These revenue requirements are used to develop the fixed meter charges and commodity rates in 
a manner consistent with the cost of service principles. In order to meet projected revenue 
requirements and to maintain desired operating funds, the fonowing annual revenue adjustments 
are recommended by the Study. 

IT 2008 FY 2009 FY 2010 FY 2011 

6.5% 6.5% 6.5% 6.5% 


These new revenue demands have been offset through increased efficiencies in the operation and 
maintenance of both systems over the past few years. The improved efficiencies have effectively 
lowered the level of potential rate increases. Improved efficiencies helped the water system by 
keeping an additional 3% need off first year rate proposals. Higher rates would have also been 
necessary in subsequent years without continuing efficiency measures. At the Mayor's direction, 
an independent board will be appointed to Qversee a new annual accounting review process to be 
put in place. 
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Rate Design 
The City's water rates ~ effective as of July 1, 2006, include fixed service charges and water 
commodity rates. The fixed service charges are consistent across all user classes and vary by 
meter size. Service charges range from $15.87 per month for a 3,4 inch meter, which is typically 
used by Single Fatuily Residential (SFR) customers, to $6,514.14 per month for a 16 inch meter 
used by large industrial or wholesale customers. SFR Customers are bill ed on a tlu'ee-tier rate 
structure. The remaining customers are charged a unifonn rate of $2.03 per hundred cubic feet 
(HCF) of water used. 

Studv Recommendations 
The study recommends the City consider changes which include modifications of user 
classification, and cost allocations. 

USER CLASSIFICATION 

Based upon peaking characteristics of different customer classes the Study recommends that 
cllstOlners be classified as follows: 

• SFR 
• Other Domestic (Multi-Family) 
• Commercial and Industrial 
• Irrigation and Construction 

The justification for creating new user classes is to track costs and design separate rates for 
these customers as a means of increasing equity among two classes of ratepayers. 
Residential customers, including SFR and Other Domestic are estimated to have sunilar 
peaking characteristics. However, since only SFR rates are tiered, they are separated into 
SFR and Other Domestic classes. Commercial and Industrial customers are estimated to have 
similar peaking characteristics and can be included into another class because they have 
lower peaking characteristics than residential customers. Temporary Construction demand 
characteristics are similar to those of Irrigation; both customers have higher peak demands 
than the otber classes, therefore it is reasonable to create a separate user class for them. 
During peak demand relatively large amounts ofwater are used in short periods of time when 
compared to average usage. Peak usage is more costly to deliver than constant usage because 
it requires more pumping and large capacity facilities to produce and deliver the water in a 
short time span. To maintain fairness and equitability, rates should be higher for customers 
with higher peak usage. 

SERVICE CHARGE 

The Study recoJ1llnends continued use of a rate structure that includes both a fixed monthly 
service charge, which is consistent for all users of similar sized meters, and a variable water 
usage charge. Costs to be recovered in the service charge include costs based on capacity 
such as: 

• Maintenance of meters and services 
• Portion of capital costs allocated to provide peaking capacity 
• Public fire protection (hydrant maintenance) 
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And costs thai are independent of meter size such as: 
.. Meter reading 
• Customer billing and collection 

The sc:rvice charges for larger meters currently used by the City are higher than those derived 
from the application of industry standards. The Study therefore suggests that the City 
consider revising service charges to more proportionalty recover its costs of providing 
service. The reduced revenue from service charges results in slightly higher commodity rates 
(0 maintain full cost recovery. Use of proposed COS based service charges would result in a 
reduced bill for some Single Family Residential customers, which would benefit low volume 
water users. 

The main objective of the Study is to present options that will result in a proportionate 
allocation of costs to all user classes in proportion to the costs of serving these customers. 
The suggested revisions to service charges and commodity rales are designed to meet that 
objective. Under the proposed Cost of Service-based rates, any user greater than 13 hcfwill 
receive higher bills, while users less than 4 hcf will experience a reduction in monthly bills. 
Higher volume SFR users will experience the.se increases due to the higher usage rates that 
accompany and offset reduced service charges. At the same time, COS rates will encourage 
conservation and provide low-volume users with materia! rate relief. 

CAP ACITY CHARGE 
Capacity fees are collected to accommodate new growth and for users to buy into the system 
at an appropriate rate to compensate for the existmg infrastructure. Capacity fees can only be 
used for capital costs and only those capital costs associated with expansion of the system. It 
is acceptable to use water sales revenues for both expansion and replacement. This 
requirement is a result of Assembly Bin 1600. . 

As part of the Study the costs associated with capacity fees were analyzed and RFC has 
recommended an increase from $2,550 to $3,047 per Equvalcnt Dwelling Unit (EDU). The 
Water Department will be asking Council to approve this increase based on the 
recommendations ofRFC at the February 26,2007 council meetlng. 

This increase is mainly due to the capture of costs associated to recent additions to water 
system infrastructure. Significant additions took place during the re-audit of the City'S 2003 
financial statements. Capacity fees are used for new customers to buy into the existing 
infrastructure. The revaluation of the system, which was part of this audit, has resulted in an 
increase to this fee. 

The Study recommendations are consistent with and are reflected in the water rate case. The 
City Council's ability to deviate from these rates is limited. The rate adjustments proposed 
by this Report can only be changed if the alterations are consistent with the Cost of Service 
Study. Changes that are inconsistent with the Study could violate the requiremenl of 
Proposition 218 that water fees not exceed the proportionate cost of prOViding the service to 
each parcel. Therefore, any proposed changes should be carefully examined. 
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Wholesale Water Rate Pass Through 
San Diego mostly relies upon imported water from Northern California and the Colorado River. 
The City currently purchases 90 percent of its water from the San Diego County Water Authority 
(CWA), which in turn purchases water from Metropolitan Water District of Southern California 
(Metroplitan). CWA periodically increases the rates it charges the City for water. These 
increases are based on costs of infrastructure, operations, maintenance, and water purchaes from 
Metropolitan. These increases are known as "pass throughs". 

On January 1,2007, CWA will be increasing the rates to the City of San Diego for Water 
Purchases. These increase will not be passed on to City of San Diego rate payers until July I, 
2007 when the first of the proposed 6.5% increases takes effect. This CWA increase -is absorbed 
as part of this 6.5% increase. No additional future pass throughs are included in the proposed 
6.5% rate increases for any future years. 

CWA is currently reassessing their needs and will be finalizing tJleir reports for presentation to 
the CWA Board in the Spring of2007. It is anticipated these reports will disclose the Deed for 
more rate increase pass throughs. These pass throughs are subject to Proposition 218 noticing. 
111e Water Department intends to come back to Council in the Fall of2007 to request 
authorization to notice any future pass throughs, and increase rates accordingly, that are 
jdentifiabJe at that time. 

Mayor's Pre-conditions 
As promised at the outset of his admjnistration, Mayor Sanders directed City staff to undertake 
review efforts in response to concerns about potential mismanagement and inefficiencies in the 
water system. The Mayor's pre-conditions were set out as a requirement for considering any 
new rate reommendations included: 

• 	 Completion of a comprehensive examination of the budgets and rate structures. 
• 	 A review by outside auditors of past practices regarding the use of previous rate increases 

and bond proceeds. 

• 	 A detailed report regarding whether the water system had raised rates for projects that 
have not been, or never will be, completed. 

• 	 An analysis ofthe various operational and capital demands on the cash flow. 
• 	 A complete accounting of any funds that have been transferred out and for what purpose. 

• 	 A study ofhow San Diego's water rates compare with surrounding agencies, and 

• 	 A thorough report of what administrative expenses can be trimmed. 

To that end, several reports were completed. These included reviews of the following: 

• 	 1) tracing the use of revenues generated by a series of water rate increases for fiscal 
years 2003,2004 and 2005 approved by the City Council; 

• 	 2) tracing the use of the proceeds from the Series 2002 Water ~evenue Bond 
• 	 3) reviewing transfers and interfund charges (including Service Level Agreement 

charges) paid by the Water Fund to other City Funds (including the General Fund) for the 
fiscal year ending June 30, 2003 

An 	Independent review was also completed for the Proposed Water Rate Case. 
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In addition to the outlined pre-conditions, the mayor has stated that additional safeguards will be 
put in place to ensure that funds derived from rate payers are spent appropriately. 

Results of Mayor's Preconditions 
The City entered into agreements with the audit firm of Mayer Hoffman McCann P,C. (MHJv1) 10 
perfonn a review of how bond proceeds and previous rate increases were used, and a review of 
the proposed rate increases in the Water Department. MHJI.1 offered the findings of these 
reviews in a series of reports (see 4 reports attached) delivered to the Mayor in August 2006. The 
Mayor adopted all the remedial recommendations. These reports and their associated findings 
are listed below: 

411 Agreed upon services for rate increase 
o 	 Finding: MJ-1M was able to confinn the calculation of the revenue generated by 

each increase and to reasonably test the expenditures associated with these 
increases. The results illustrated that the revenues generated from the series of 
rate increases were appropriately expended and no specific reconunendations 
were made. 

411 Agreed upon services for use of bond proceeds 
o 	 Finding: MHM recommended that the bond fund only be charged for 

expenditures incurred and paid or payable. Generally Accepted AccOlmting 
Principles provide that expenditures wouJd only be recorded if the City Attorney's 
office believed that it was probable that the City would have to pay the contractor. 
If the Attorney's office believed that the risk of loss was only possible or remote 
(as those terms are defined by professional standards), the liability and 
expenditure would not be recorded in accordance with Generally Accepted 
Accounting Principles. 

o 	 Finding::rvIHiVf reconunended that the CIP Analyst modify the allocation 
spreadsheets to include the allocation calculations for each project. The 
spreadsbeets allocating costs across projects should also be retained with the 
vendor invoice to support project specific charges. 

o 	 Finding: MHM recommended that the individuals initiating journal entries 
provide documentation explaining the rationale behind allocations between 
proj ects. The documentation should be attached to the journal voucher. 
Additionally, when a vendor invoice is allocated between projects, the individual 
preparing the allocation shouJd attach documentation explaining the allocation 
methodology. The documentation for transactions posted to the general ledger 
sbould stand on its own without further explanation from staff. 

III Agreed upon services for interfund transfers 
MH]vI recommended the whole practice of the use ofSLA's should be reviewed by 
the City. A committee was established to review the appropriateness of all SLA's and 
where appropriate more conventional cost allocation approaches will be implemented. 

In March 2006, the City Council adopted a Cost Allocation Policy which describes 
when and how costs should be allocated to multiple funds and programs. This Policy 
will serve as the foundation for changes. 
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The City concurs with all of MHM's recommendations and will take immediate steps 
to ensure that this practice does not continue. Any funds inappropriately transferred in 
fiscal year 2006 will be returned to the appropriate fund, including but not limited to 
the find.ings and recommendations totaling $644.206 found on pages 2 and 3 of the 
MHM Water Funds Transfer Report. 

II> Agreed upon services for proposed water rate increases 
MHM applied and enumerated many proceedures to ensure die wafer rate case was 
consistent and that estimates were in line with expectations and trends. Their review 
noted no significant differences that were not fully explained. 

EfficieDCY Efforts: 

The Water Department has taken many steps in reducing administrati.ve expenses and increasing 

effi ciency: 


II> The Water Department has identified 42.5 Full Time Equivalents (FiE) that may be 
eliminated )n FY 2007, for an estimated savings of$3,225,226. 

• 	 Water Operations Division initiated a five year Bid-To-GoaJ contract in FY 2005, 
Audited savings to date from that program total $9,747,723. 

• 	 Customer Support Division is currently in the process of obtaining final approval for the 
execution of their Bid-to-GoaJ contract for FY 2007. 

• 	 Tbe Water Department is participating in numerous Business Process Re-engineering 
initiatives and anticipates further savings to report at the end of the calendar year. 

The department has been proactive In its efforts towards continuous improvement and 
efficiencies through the Water Operation.s Bid -to-Goal: 

• 	 Overtime costs reduced 25 percent from FY04. FY05 savings from reduced overrime 
was $600,000. FY06 savings are anticipated to be an additional $J 00,000. 

.. 	 Motive equipment reductions and efficiencies i.n fleet usage in IT 2005 resulted in a 
savings 0 f $600,000, Fleet usage was re-evaluated, resulting in large num ber of pool 
vehicles returned to Equipment Division. Outside equipment rentals were also reduced. 

• 	 Based on the review of internal water purchase processes, the Optimization Program was 
established 10 centralize and improve systems operations to optimize our water supply 
and electrical usage. During FY05, due to the Optimization Program, trealed water 
purchased was down 33 percent for a savings of $1 minion. FY05 energy savings from 
!.he Optimiz.ation Program was $1.2 million. FY06 estimated energy savings are the same 
as FY05. 

II> The Construction and Demohtion Material Recycling Program has resulted in a 60 
percent reduction of material taken to the CHy's landfill. 

• 	 Customer Support Division savings due to process improvements and operational 
efficiencies )s expected to total $3.2 million for the period FY07 through FY 1J. 

Current and Proposed Rates 
The srudy and rate case have resulted in the following recommended water rate structure. Two 
components of water rates are the Service Charge and the Commodity Rates. The Service 
Charge is used to recover the fixed charges associated with the water system. The commodity 

17 


http:administrati.ve


rates recover variable components of the water system. -A comparison of City of San Diego rates 
compared to other local water agencies is attached. The proposed service and commodity 
charges with rate increases are presented below: 

Stl'vice Clmli!e 
200S 20M 20) {) 2011 

l1-oeosed Proeo!ed ProeOld Proeose-cl 
S/monlh Slmonlh VDJonth SlUlonth 

15.1 & 16.17 1712 18J4 
15.ti 16.11 17.12 1834 
22.17 23.61 25.15 16.1S 
3B.1 J 40.61 43.25 46,06 
SS.09 61.87 6U9 70.1 I 

IOH8 111.80 119.07 126.81 
171.83 IG3.00 194.S9 lOJJ6 
337.46 .359.)9 392.76 4.07.63 
rn.ol 57\.92 609.09 648.68 
771).<19 820.57 ilUI 930.71 

1,435,00 1.528.1S l,627.61 U33.4t 
2.499.62 t66i.IO 2,835.13 3,019.42 

Cotnmorliry R~{e 
2M!> 2009 2010 2011 

l1-o,BQsed ~o1!o~d !>ro};!osfd PYoDos~d 

SlHcr SIHCF SIHCF $JHCF 

2162 2-<109 2,566 :un 
2.461 2.6]1 2.791 1.973 
2.775 2.955 3.147 US2 

2.461 2.621 2.791 2.973 
2351 2.510 2.673 2.&47 
2.5~4 2.69& 2.863 3.049 

Mrler 

Siu 


WclWi 


5:8 
3:4 

I 


I 1/2. 

:1 

3 
ol 

6 
a 
10 
11 
16 

1007 
bistice 
~IDODtb 

15.S7 
15.87 
11.11 
75.41 

1162<1 
",11I.n 

692.00 
1,542.12 
2,ORJ .7R 
2,19].63 

3.892.--14 
6,514.14 

]008 
Citv 

S-'IDODth 

16.90 
16.90 
1&22 
SO.)\ 

113.80 
4.( 1.69 
736.9i 

I,MUO 
2.111.10 
2,975.12 
4.1 45.45 
6,931.56 

Cuslompr 

CbH 


~ 
0-7 
7.(4 

O\~T 14 

(je.nua I Sen;" 
OWH DOCDHtics (Mf'R) 
CDmmercial Ii:. Indusaial 
T~. COIUIl". !.:.lrri!~tiDn 

2001 
Ewn'ng 
S'HCF 

1.731 
2.163 
2.372 

2.003 
2.no.! 
2.O0.! 

200R 
Citv 

SlHcr 

l.a-4~ 

2J()~ 

lS!6 

],133 
2.133 
2.133 
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The above Proposed Rate Increase will result in the following increases 10 a customers monthly 
water bill based on the associated consumption amounts recorded as Hundred Cubic Feet (HCF). 
Par customers with a JA inch meter Monthly Bill Calculation is as follows: 

FY 07 IT 08 FYOS FY 01) FY 10 FY 11 
SFR - 3/4" Eri!lttng Existing Proposed Proposed Propo~cd Proposed 

BCFlMon.rb SlMo. $lMo. $lMo. $lMo. $/Mo. SIMa. 

2 19.33 20.59 \9.7Q 20.98 2:2.35 23.80 

4 2'2.79 2'i.28 24.23 25.80 27.48 29.27 

6 26..26 27.96 28.75 30.62 32.61 3'1.73 

S 30.15 32.) 1 33.48 35.55 37.97 40.44 

]0 34.48 36.72 38.40 40.89 43.55 46.38 

12 38.80 41.32 43.32 46.13 49.13 52.33 

13" 40.97 43.63 45.78 48.76 51.92 55.30 

14 43.13 45.93 48.24 SUB 54.72 s.B.27 

)6 47.87 50.98 53.79 57.29 5J.Ot 64.98 

18 52.62 56.04 59.34 63.20 67.3J 7l.68 
20 57.36 61.09 64.89 69.11 73.60 78.39 

• A IICI1I!;:1O US:>{!.C 

13 HCF is the Average Usage for Single Family Residences (SFR) with a:JA inch water meter. 
The median monthly household income in the City is $5,173 (annuaJ income of $62,085) as of 
2005. A $45.78 water bill-the SfR biU assuming average usage and Proposed PY08 rates, 
represents less than one percent (I %) of monthly median household income. By EPA guidelines, 
bills of 1ess than two percent (2%) of median housing incom e are deemed affordable. 

Month.ly BiHCalcuTations Other Domesti c % inch meter 
Other DomesHc FY 07 FY08 FY08 fy 09 IT 10 FYll 

MFR - 3/4" Existing Existing Proposed Proposed Prop<lsed Proposed 
HCFlMonth SllMo. $II\rIo. SIMa. $lMo. $lMo. $lMo. 

20 SS.9J 59.57 64.J9 68.58 73.03 77.78 

40 95.99 102.23 113.6 1 :20.99 128.85 137.23 

60 136.05 144.89 16:2.S1 173.4 18'1.67 196.67 

80 176.11 l87.56 "212.03 225.81 2'10.48 '256.12 

100 216.17 230.22 261.24 278.22 296.:1 315.56 

l20 256.23 27:2.88 3JOA5 330.63 352.12 375.01 

140 296.29 315.55 .359.66 383.04 40? .94 434.45 

160 336.35 358.21 408.87 435.45 46.1.75 493.9 

180 376.41 400.88 458.08 487.86 5]9.57 553.34 

200 416.47 443.54 507.29 540.27 575.39 612.79 
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For customers with a \ inch meter Monthly Bill Calculatio)1 is as foHows: 
CommerC"illll FY 07 FYOS FY 08 FY09 FY to FY 11 

IJldust rial _ In Exlsril'lg Exi Still g Proposed Proposed Proposed Proposed 

HCF1Mon(h SIMa. SIMC!. SIMc.. $/Mo. SIMa. SIMa. 

SO )7S.56 186.97 155.98 166.12 176.!)! 188.41 

\00 27S.71 293.63 273.8:2 291.62 310.58 330.17 

150 375,86 400.29 391.67 417.13 444.24 473,12 

200 476.01 S06.95 509.52 542.6'1 577.91 615,<17 

250 576.16 613.6\ 627,31 668.14 7ll.S7 757,83 

300 676.31 720.27 745.21 793.65 84:5.24 900.IB 

350 776.46 826.93 863.06 919,16 978.9 1,042.53 

400 876,61 933.59 9130.9t 1,044.67 U12.S7 \,184.89 

'ISO 976.76 1,040.25 1,09a.75 1.170.17 j ,246.24 t ,327.24 

500 1,076.91 1,146,91 1,2J6.60 J.295.68 1,379.90 J ,46<).59 

For customers with 2 2 inch meter Monthly Bill Calculation is as follows: 
Temp. ConsV FY07 FY 08 Ii'Y 08 FY 09 FY JO FYl1 
urigetion - 2" Eltis(ing Exis till g Proposed Proposed Proposed Proposed 

JlCFlMonlh $/Mo. $/Mo. $lMo. SlMo. SIMa. $/Mo, 

200 516.B4 550.43 562,84 S9{),42 638.39 679.88 

400 917A4 977.07 1,067.59 \,136.913 1,2)0.89 J ,289.59 

600 LJla04 \,403.71 1.572.34 1.674.54 1.783,39 I,B99.3J 

800 1,718.64 1,830,35 2,077.09 2,212.l0 2,355.B9 2.509.02 

1,000 2,ll9.24 2,256.99 '2.58 1.84 2.749.66 2.9">....8,39 3,118.73 

I ,200 2.519.84 2,M3.oJ 3,086,59 3,287.22 3,500.89 3.72B.45 

1,400 2.020.44 3,110,27 3.591.34 3.824.78 4,073.::19 4,338.)6 

!.600 3,321.04 3,536.91 4,096.09 4,362.34 4,645.89 4.947.B7 

),800 J,72I.64 3,963.55 4,600.84 4,899.89 5,218.39 5,557,58 

2,000 4.122.24 4,390,19 5.105.59 5,437.45 5.790.89 6,167..30 

FISCAL CONSlDERATIONS: 

Cost of noticing property-owners and customer base is approximately $230,000. This cost will 

be shared equally by the Water Department and Metropolitan Wastewater Depa.rt:rr!eol. 


PREVIOUS COUNCIL and/or COMMITTEE ACTION: 

The water rate sllbcorn In; [tee of the Public Utili ties Advisory Comrn.ittee (pUAC) on 11/29/2006 

and the full PUAC on 12/412006 unanimously supported the proposed water rate adjustments of 

6.5% in Fiscal Years 2008, 2009,20! 0, and 2011, and the COSS recommendations, 


COMMUNITY PARTfCIPATION AND PUBLIC OUTREACH EFFORTS: 

Public Input sessions have been held throughout San Diego as follow: 

Various stakeholder meetings 

November 27,2006 Town Hall Meeting San Ysidro Multi-Cultural Center 

November 28, 2006 Town Hall Meeting Balboa Park War Memorial 

November 29,2006 PUAC Water and Wastewater Rate Sub-Committee Meetings (2) 

December 4, 2006 Full PUAC Meeting 
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December 5,2006 Town Hall Meeting Rancho Bernardo Library 

A stakeholder meeting will be scheduled the week of January 2,2007 

Additional public outreach and workshops will be scheduled before the public hearing date. 

Additional community outreach briefings will be scheduled at the request of Council Members 

or the Community. 


KEY STAKEHOLDERS AND PROJECTED IMPACTS: 

City of San Die 0 water users will receive a notice of the hearing to take place on February 26, 


2007. 1Jl~ 

R.F. Haas 
Deputy Chief OfPllblic Works 

A t1achmen ls: 
1. Propos'itioD 218 Notice 
2. 4~year Capital Improvement Project Forecast 
3. Raftelis Financial Consultants, Inc. Water Cost of Service Rate Study 
4. Department of Health Service Compliance Order No. 04-14-96CO-022 
5. Mayer Hoffman McCann P.c., Independent Accountant's Review (4 Reports) 
6. Water Rate Comparison 
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