B&E Consulting, LLC

Certified Public Accountants

(401) 785-0800 21 Dryden Lane dbebyn@beconsulting. biz
Fax (401) 421-5696 Providence, RI 02904 wedge@beconsulting.biz

May 18,2016

Warwick Sewer Authority
Warwick, RI

Dear Authority Board Members & Management:

The following schedules are presented to assist the WSA in evaluating the proposed FY
2017 thru FY 2021 rate plan based upon this May 2016 Warwick Sewer Rate Study. This
study also assisted the WSA in preparing the FY 2017 budget. The study incorporates
many of the methodologies presented in B&E Consulting’s May 2011 study and the
finding of this study are presented in the condensed letter format with accompanying
schedules.

SCOPE OF ENGAGEMENT

B&E Consulting (B&E) was engaged by the WSA to provide consulting services and
assistance to provide a new 5 year rate plan utilizing B&E prior reports along with
changes in assumptions as well as increases and or decreases to projected revenue and
expenditures. To complete the engagement, B&E was required to review the existing
rate structure, project revenues and expenditures for the future and assist the WSA
Management team in addressing the following:

1.

B&E reviewed and evaluated the current revenues and expenditures of the
WSA and made appropriate adjustments in order to prepare what is commonly
referred to in the ratemaking process as a “normalized test year”. This first
step provides a firm footing on which B&E can develop its subsequent
financial models.

B&E then calculated by using a B&E developed rate design model the pro-
forma revenues and expenses for the WSA for the five year period 2017-2021.
These calculations resulted in a pro-forma profit and loss model that could be
reviewed, evaluated and amended as needed to obtain one of the initial goals,
financial stability for the WSA.

B&E reviewed prior year calculations for sewer frontage assessment charges to
determine reasonableness of revenue projections. The findings from that
review were then entered into the rate model and future assessment revenues
were set in order to be revenue neutral.



ASSUMPTIONS USED FOR THE DEVELOPMENT OF THE RATE
MODEL

It is an accounting requirement of an “agreed upon procedures” engagement to provide a
list of assumptions used in the study. The following is the list of assumptions that were
agreed upon by B&E and the WSA.

1. Customer growth is projected at a rate of 250 new sewer customers per year based
upon recent history. It was agreed that our projection could have been higher given the
significant increases in new sewer construction activity but the assumption made is a
conservative one.

2. Flow (gallons per day) will increase by approximately the same as the percentage
increase in the number of customers. B&E further assumed that the current customers
will have no additional water usage growth (a conservative approach). The FY 2014 and
FY 2015 usage was reconciled to the audited financial revenues for the same periods.
Furthermore the usage for FY 2017 was set using a two year average of FY 2014 and FY
2015.

3. Renewal and Replacement was projected as $138,255 of revenue for FY 2017
was calculated using the estimated F'Y 2017 usage along with the current rate of $0.63
per 1,000 CF. This study has calculated increase in this revenue source to cover
projected capital needs. Furthermore the study, has the R&R fund repaid for the deficit in
this fund at June 2015 in the amount of $2,133,182.

4. Assessments for projects prior to 2016 were calculated from the findings of the
prior 5 year rate plan study. The FY 2017 and FY 2018 assessable projects were
calculated assuming future assessment revenues that were revenue neutral.

5. Historical levels of expense were increased for inflation rate of between 1% to 3%
depending on type expense such as chemicals and utilities.

6. Principal and interest payments are projected to cover actual current debt service
and projected debt service for future borrowing.

WSA SEWER USE COST OF SERVICE

The current rate structure was developed in the 2011 study by B&E using a functional
cost of service model which allocates each cost based upon what function these
expenditures impact. These functions are later used to generate a specific revenue source
based on which ratepayers are causing demands to the system.

The initial calculated rates from the 2011 study however would have caused a major rate
shock to certain ratepayers since the prior rates had residential rates artificially kept
commercial rates too low. The alternative was to phase in the rates over the 5 year period.
This phase in of rates was completed during FY 2016.



Since there have not been many changes to usage and expenditures in FY 2017 which
caused the cost of service model to yield little change in the overall rate structure, B&E
recommends maintaining the current usage rates and current customer service charges.

The only change B&E is recommending regarding rate design is to increase the renewal
and replacement rate to cover additional capital needs once the Renewal and
Replacement Fund is repaid.

PROJECTED REVENUE, RATE INCREASES and RATEPAYER
IMPACT

B&E has prepared seven schedules for this section of the study as follows:

» Schedule 1 — Multi Year Comparative Summary.

Schedule 2 - Projected Sewer Revenue at Current and Projected Rates.
Schedule 3 - Sewer Current and Projected Rates.

Schedule 4 - Projected Expenditures.

Schedule S - Projected Debt service.

Schedule 6 - Projected Capital Expenditures

Schedule 7 - Impact on Average User.
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Schedule 1 - shows the impact of the new 5 year rate plan. With the currently approved
usage rates and customer service charges scheduled for FY 2017 along with two minor
increases in the renewal and replacement rate for FY 2018 and FY 2020 the WSA will be
financially solvent through 2021.

The focus of the past five years of the rate plan was among, other goals, to repay the City
General Fund for a deficit which had accumulated over the prior decade due to major
capital projects funded by rates and drops in usage. Please note that the $3,556,182
balance due to the City General Fund at 6/30/15 only represents the actual account
balance in the User Fund’s Trail Balance. Utilizing the approximate $6 million in the user
funds cash checking and cash lockbox accounts the Sewer fund would completely repay
the City and have a $2.4 million of working capital available for a 48 day period. A
working capital balance of 60 days would be ideal a goal and which is achieved by FY
2021 in this study. '

Over the same period that the sewer fund accumulated the balance to the general fund it
had also accumulated a $2 million deficit in its sewer renewal and replacement fund. This
deficit is technically owed from one portion of the sewer fund to another. Thus the
balance is owed to the fund itself. The budgeted funding for the account which were
never transferred from the sewer use fund to the sewer R&R fund, but the liability was
set up. With the repayment of the general fund in F'Y 2016 the WSA should be able to
fully fund the renewal and replacement deficit by the end of 2018 with the current rate
structure along with the minor increases in the renewal and replacement rate for FY 2018.

If this renewal and replacement reserve is fully funded, it would give the WSA the ability
to address renewal and replacement projects without either postponing them into the



future or funding them by borrowing funds. However, since the utility is capital asset
intensive and has no adequate cash (investment) reserves to handle emergencies such as a
major main break, damage to the facility, or contamination from untreated discharge,
B&E is recommending that WSA not drawdown the R&R fund after 2018 but make the
minor increases in the renewal and replacement rate for FY 2020 and a new bond for FY
2020 to cover the next five years’ capital budget.

Schedule 2 - contains the project revenue based on the 5 year rate plan.

Schedule 3 - contains a summary of the proposed rates and used to calculate the revenues
presented on Schedule 2. The only increase in rates recommended is to the renewal and
replacement rate (covers both residential and commercial) $3.50 per 1,000 CF for FY
2018 to and to $6.00 per 1,000 CF for FY 2020.

Schedule 4 - contains a review of the WSA expenditures and other revenues. The figures
for FY 2017 have been reviewed in conjunctions with the WSA projected FY 2017
budget.

Schedule 5 - contains a review of the WSA current debt service structure and payments
on future borrowing. Since sewer assessment revenue is used to repay debt this revenue
source is presented on this schedule.

Schedule 6 - contains a review of the WSA Capital projections are presented in detail on
this schedule and were obtained from WSA management. The major capital projects
were not assigned by WSA management on their report however this study includes these
projects as the renewal and replacement fund is repaid.

Schedule 7 - provides a ratepayer impact table that shows that residential ratepayers
would receive a less than 5% increase for FY 2018 in their overall rates and a less than
4% increase for FY 2020 in their overall rates. Furthermore it shows that commercial
ratepayers would receive a less than 4% increase for FY 2018 in their overall rates and
about a 3% increase for FY 2020 in their overall rates. When these increases are averaged
over the 5 year rate plan, they only represent a less than 2% increase per year.

RECOMMENDATIONS AND CONCLUSIONS

The following recommendations are presented to assist the WSA to improve its overall
operations. They are intended to be helpful and not critical. B&E is prepared to assist
the WSA in the implementation of any or all of the following recommendations.

1. Because the WSA is a stand-alone enterprise fund, it is important that each
ratepayer pay all of the cost incurred in providing them with sewer disposal. The
WSA appears to have been able to repay the balance due to the city and have
sufficient rates in effect to be able 1) cover the repayment of the balances due to
the Renewal and Replacement fund, 2) establish a debt service sinking fund and
3) increase its working capital. As a result, B&E recommends maintaining the
usage rates and customer service charges for the 5 year rate plan.



2. It is important for a stand-alone utility which is capital asset intensive to have
adequate revenues to cover the substantial renewal and replacement needs of this
aging system. Over the years the WSA had only been earmarking in its rates
about $150,000 to cover these capital needs. This has led to a shortfall in the
Renewal and Replacement fund where by 2015 the user fund owed the R&R fund
$2,133,182. Now that the balance due to the City General Fund there are
sufficient usage rates to replenish this fund. However to cover the additional
capital needs of the WSA, B&E recommends that the WSA increase renewal and
replacement rate (covers both residential and commercial) for FY 2018 at $3.50
per 1,000 CF and FY 2020 at $6.00 per 1,000 CF.

3. B&E’s five year implementation plan is a guide for the future. Facts and
circumstances will change with the passage of time. An annual review of the five
year plan should be completed by the WSA, its accountant or B&E.

B&E recommends that the WSA adopt the multi-year rate plan presented on Schedule
1. The rates for FY 2017 were already approved and no additional increase above what
has already been approved will be required for FY 2017.

With the completion of the five year plan, we would like to thank the Board, the
financial officer, management and staff of the WSA who provided excellent
assistance to B&E during this engagement.

Respectfully Submitted,

Sk H o

David G Bebyn CPA
President
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Yearly Ratepaver Impacts

Warwick Sewer Authority
Annual Net Increase/
Annual Bill (Decrease)
Impact on 97.6 HCF 5/8"
meter Residential User
FY 2017 599.60
FY 2018 627.59 27.99
FY 2019 627.59 -
FY 2020 651.99 24.40
FY 2021 651.99 -
52.39
Impact on 244 HCF 5/8"
meter Commercial User
FY 2017 2,063.23
FY 2018 2,133.20 69.97
FY 2019 2,133.20 -
FY 2020 2,194.20 61.00
FY 2021 2,194.20 -
130.97
Impact on 2440 HCF 2"
meter Commercial User
FY 2017 19,112.94
FY 2018 19,812.63 699.69
FY 2019 19,812.63 -
FY 2020 20,422.63 610.00
FY 2021 20,422 .63 -
1,309.69

Schedule 7

4.67%
0.00%
3.89%
0.00%

3.39%
0.00%
2.86%
0.00%

3.66%
0.00%
3.08%
0.00%
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