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PURPOSE:

To obtain Council approval for a change to the Town's Water Utility rate structure.

BACKGROUND:

Staff have been reviewing the Town's Water Utility rate structure over the past several years.
The overall objective of the rates review was to develop a structure that would ensuie the
financial sustainability of the water utility to ensure that we can continue to deliver safe,
reliable drinking water, as well as adequate fire protection, to the community.

The biggest challenge that we have faced under our existing rate structure is that the revenues
were unduly impacted by fluctuations in water consumption. While this has stabilized
somewhat, along with water consumption patterns, an ideal water rate structure would ensure
a more stable revenue stream by eliminating surpluses and deficits in years where water
consumption varies from expectations.

The complex analysis that went into the rates review included best practices in the industry
and within our region. We are now ready to recommend the basic structure, as well as the
starting rates for 202I. A detailed presentation will accompany this report, illustrating some
of the concepts outlined herein.

DISCUSSION:

Before getting into the more detailed discussion, there are a few key points that should be
identified, as follows:

1. An increase in water rates is unavoidable; the question isn how best to apply the
increase?

It's important to start out by making it clear that an increase in rates is overdue. With
the exception of a small interim increase in2079,we have been putting off significant
increases while the rate structure review was underway. The increase being proposed
here should be considered in that context. As an example of rising costs impacting
the water utility, CRD bulk water rates have increased by 32% over the last decade.
For the most part, these increases were not passed on to users.

Simply raising rates under the existing rate structure will not address the underlying
issue of revenue stability; we need to adopt a system that better reflects the f,rxed and
variable costs of operating our water system, and leads to a more equitable reoovery
of costs.
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2. There is no perfect method for billing water services.

¡ As identified through our research, especially in the AWWA (American Water Works
Association) rate setting manual, no method of billing is without some shortcomings.
There are tradeoffs that have to be made under any methodology. As with any policy
decision, there will be some customers who benefit, while others are negatively
impacted.

o Given that there is no perfect billing methodology, "ease of administration" is a
critical concept. One may over analyze every aspect of the rate structure in order to
try and make it as equitable as possible. Given that no amount of analysis can make
the structure perfect, settling on a compromise that is easy to administer, explain and
understand is likely the best we can hope for. Improvements can and will continue to
be made as we obtain better data on users, and more experience with the new
structure.

3. There are two basic "benefTts" that may be derived from a water system:
i) availability of water; and ii) use of water.

o Consumption/use of safe drinking water is an obvious benefit; but each property that
is served by water derives value from that availability, regardless of the volume of
consumption.

o Customers must pay for each of the two benefits identified above.

o In our water system, the costs associated with availability of water are considered
fixed costs. Costs associated with usage of the water are variable costs. Under an
ideal scenario, users should pay for what they consume, as well as paying a fair share
of the costs to operate the water utility.

4. What does financial sustainability of our water system mean?

o Our system will be sustainable if we collect enough revenue to pay for: replacement
of existing infrastructure, and upgrades when necessary; annual operating and
maintenance costs; purchase of bulk water from the CRD (through the Saanich
Peninsula Water Commission).

o Under the framework identified in #3 above, capital replacement and O&M costs are
considered fixed costs (i.e. availability of water), while bulk water purchase is
considered variable (use of water).

Existing Rate Structure

For many years now, the Town has had in place a Water Parcel Tax, supplemented by a
Water User Fee (with a minimum quarterly charge), to finance the Water Utility. These rates
are currently set at a Parcel Tax of $65 per year, and a User Fee of $6.50 per 1,000 gallons of
water consumed, with a $20 minimum quarterly charge.

Parcel Taxes historically provided for the capital construction and replacement of utilities;
for Sidney, this relationship was lost long ago, as the Parcel Tax revenues do not match our
annual transfer to the Infrastructure Replacement Reserve (they also were used to cover any
debt associated with the utility, of which there is currently none). We are currently collecting
more than we are setting aside for replacement, but the latter number needs to grow. While
we do not yet have the ideal target for transfer to Reserve, we anticipate that it will catch up
to the Parcel Tax amount fairly soon, and the one-time increase being proposed now will be
suff,rcient. Parcel Taxes arc a relatively stable source of revenue. It is important to note,
however, that Parcel Taxes are applied fo each parcel/property, and are therefore not directly
related to the individual Utility Accounts. Parcel taxes are generally aligned with property



ownership, while charges tied to the water account are aligned with the occupier of the
property.

Water User Fees are currently charged to users based on volume of water consumed; there is,
however, a minimum quarterly charge of $20, regardless of water consumption. This
minimum charge - which may be considered as a separate, third component of the rate
structure - permits a level of "free" consumption to users, with only the volume above that
threshold leading to additional user fees. The level of 'ofree" consumption depends on the
user rate in effect; currently, it translates to just over 3,000 gallons per quarter. The average
user consumes more than this volume, and it is only the very-low-volume users that may feel
"penalized" for low water use (i.e. by having to pay for a volume they do not use).

The chart below illustrates that the surplus balance of the water utility has been diminishing
over the past six years. This is primarily due to the Town not passing on the CRD bulk water
rate increases (blue in the chart). The Town rate increases (orange) have been very modest.
We had been using surplus to keep our rates low, even with the increases in bulk water costs;
that is no longer possible, due to the level of surplus having diminished to the minimum level
set by policy.
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To recap, the two main issues with the current structure are as follows:

i. It does not collect enough revenue in total, leading to depletion of the surplus balance.

ii. It produces revenues that are 35Yo fixed and 65Yo variable (on average), whereas our
costs are 45Yo ftxed and 55Yo variable. This results in revenues that are unstable relative
to costs.



Proposed Rate Structure

What is being proposed is a 3-part rate structure: Parcel Tax (annual charge, per parcel),
Fixed Charge (quarterly charge, per unit) and Variable Charge (based on consumption, billed
quarterly).

Under the new sttucture, the Parcel Tax will remain. Over the past several years, we have
been referring to this as the Infrastructure Levy, as it better describes its intended purpose;
the two terms are interchangeable. The primary purpose of the Infrastructure Levy is to
generate sufficient funds for the renewal and replacement of the system. One of the key
remaining tasks is to "right size" the annual transfer to Reserves for capital replacement
purposes; while the determination of this target level of transfers is ongoing, a small increase
to the Infrastructure Levy is built into the new structure. Until the transfer to Reserves
catches up to the annual Infrastructure Levy revenue, the extra revenue will be used to pay
for part of the fixed operating costs.

The remaining costs of the Water Utility have been broken out into Fixed Cost and Variable
Cost components, with corresponding revenue sources. The Variable Cost includes only the
purchase of bulk water by the Town - at rates set by the Saanich Peninsula Water
Commission - marked up by a small percentage to account for "non-revenue water" (water
used for flushing and firefighting, as well as any small system losses, such as non-
recoverable leaks). This cost will be recovered through a Consumption Charge. Fixed Costs
include all other costs to maintain the water distribution system (aside from bulk water
purchase and transfers to reserve). O&M costs are considered fixed, as they are not
significantly impacted by the volume of water used; these costs would have to be bome to
keep the system operational.

The existing minimum quarterly charge of $20 per account will be replaced with a $20
charge per unit (to be referred to as the Fixed Charge). The Fixed Charge will no longer
include a volume of "free" water usage. From now on, a Variable (or Consumption) Charge
will apply, with users paying for all water consumed. The rate to be charged will be lower
than the current Water User Rate, thanks to the new Fixed Charge.

The above structure is expected to provide revenue that is better aligned with our costs, as all
fixed costs of the water system will be recovered, regardless of the level of water
consumption. All bulk water purchased will then be recovered from users based on
individual water consumption. In this manner, large shifts in surplus or deficit will be
avoided. Additionally, it is important to reinforce that a structure that charges for actual
water use continues to promote conservation. Knowing that you are paying for the water that
you use should help to reduce over consumption.

Surplus Balance As Y" Of Revenue

Note: Pink line is current trajectory; green is under proposed rates/structure.
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To summarize how the proposed new rates and structure will address the shortcomings of the
current structure:

i. Will generate more total revenue, and more equitably than under the current structure.

ii. will produce a revenue stream that is aligned with our cost structure.

"Scalins" of Units for Fixed Charse

One of staff s biggest challenges in completing this analysis was the question of how to
equitably allocate the Fixed Charge. Following consideration of many options, we decided
on a flat rate per unit. Unit is a better reflection of water system users than account. To
begin with, one utility account equals at least one unit; an account that services multiple
dwellings or commercial spaces will have more than one unit. We then decided to add a
scaling factor for buildings with a high number of units, such as large apartment buildings,
hotels, and other multi-user accounts. The purpose of the scaling was to give some
recognition to the economies of scale associated with some of these multi-unit accounts. We
also wanted to ensure there was some equity between a strata building that had a separate
account for each unit, and an apartment building with the same number of units, but only one
common utility account.

The following table illustrates how the scaling for high-unit-number accounts will work:

o Exceptions: hotels & senior/care homes scaled at 0.5 for all units. (These units
are deemed to have less demand on the water system, as the units are typically
smaller andlor are occupied on a part-time basis. Actual consumption is recovered
through a separate charge).

o Examples:
o 90 unit strata : 50 + 40 x 0.75: 80 units scaled
o 90 unit hotel:90 x 0.5 :45 units scaled

Some of the other options that were considered for allocating the Fixed Charge were meter
size, frontage, or simply a flat rate per account. Meter size was determined to not be a
significant cost driver for the water utility, and the concept of one flat rate per account was
not equitable, as it would have treated the strata vs. apartment building accounts dramatically
differently. Frontage is another method that is commonly used in utility charges. It entails
charging a rate based on the length of a property along the street (the frontage). The
shortcoming of this method is that it recognizes only one measure - the length - while
ignoring the mass (height, density) of the property being served. The scaling method we
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settled on is reasonably easy to understand and administer. A great deal of impact analysis
was undertaken to ensure it was as equitable as possible, especially when considered within
the full range of costs; there are some oogains" with one cost component that may be offset by
"losses" in another.

Impacts on Customers

In developing the new structure and rates, staff have tried to ensure that the increase for most
accounts is relatively modest. Most users will pay more than they did under the old
(existing) structure, but some will pay less. But the bottom line is that approximately 90Yo of
users will pay no more than $58 ($14.50 per quarter, or less than $5 per month) more per
year than they did before. No unit will pay more than an additional$'77 per year.

It should also be reinforced once again that this increase is not due to the change in rate
structure, but to the general need to increase water rates. The Town has, for the most part,
deferred increases to Utility rates over the past several years in anticipation of completing
this review; we can no longer afford to delay increases, so one would be coming regardless
of any change in the rate structure.

It must be emphasizedthat the accounts that will experience the largest increases are those
which, on a per unit basis, are paying much less than the $20 minimum charge. This implies
that these accounts are currently being subsidized, and may have been for a long time; this
would be addressed under the new rate structure.

While some of the proposed impacts may seem high in relation to what users are currently
paying, what is being proposed represents the level of funding required to properly finance
the utility. This level of funding may be achieved by simply keeping the existing structure,
and raising the rates. However, simply raising the rates would only achieve part of the
overall objective. Furthermore, modelling shows that if we simply raise variable rates to
make up for the revenue shortfall, the average increase per unit would be higher than under
the recommended rate structure. The proposed new rate structure addresses many of the
shortcomings of the current structure.

% Of tixed vs Variable Expenses & Revenue
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The accompanying staff presentation will provide more illustrations of the impacts on
various types of account.



In closing, the subject of this report is the Town's Water rate structure only. The Sewer
utility will be considered next. No changes to the Sewer rate structure are proposed for 2021,
although there may be a slight increase to rates, as determined through the upcoming budget
process.

FINANCIAL CONSIDERATIONS :

As indicated throughout this report, the ultimate goals are revenue suff,rciency and stability.
These are vital to ensure financial sustainability of the water utility.

The proposed rates for 2021are indicated in the table below, along with comparisons to the
current rates:

The following table illustrates the projected impact of the proposed rate structure on our
Water Utility operations.

The assumption under the above model is that the Infrastructure Levy and Fixed Charge rates
will not increase again for the foreseeable future, but that the Consumption Charge will
increase each year, based on the cost of bulk water purchased from the CRD.

As illustrated, the Accumulated Surplus for the utility, which is set by policy to be at
minimum lÙYo of the previous year's revenues, would be stabilized, and would begin to
increase slightly. As long as we remain in a comfortable range, no additional increases
(beyond the Consumption Charge) would be necessary.

By the fifth year of the model, the Infrastructure Levy (Parcel Tax) revenue will equal the
amount transferred to the replacement reserve, which is currently considered to be
insufficient.

Parcel Tax Per Folio $7Slyear $65/year

Minimum Charge Per Account nla $2Olquarter

Fixed Charge Per Unit $2Olquarter n/a

Consumption Charge Per'000 gallons $5.3711,000 gallons $6.50/1,000 gallons
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RECOMMENDATION:

That the proposed water rate structure, and accompanying rates, be approved.

Respectfully submitted : I concur:

Hicik Humble
Director of Corporate Services Chief Administrative Offi cer


