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Date:	October 29, 2015
To: 	Chairman and Members of the Finance Committee
From:	Oscar S. Rodriguez, Finance Director
Re:	Plan for the water utility’s financial sustainability  
This memo presents a plan to put the Water Utility on a path to financial self-reliance as called for in Resolution 2015-41.
Last May, the City Council approved a resolution directing staff to “assess and develop a plan to make the water utility enterprise financially self-sustaining and determine whether to eventually amend the dedication provision of Section 18-18 SFCC 1987,” which currently dedicates ¼ % of the City’s gross receipts tax (GRT) as a subsidy to the water utility.  This GRT generates approximately $7.9 million annually.  About $5.0 million of this amount goes to debt service on the utility’s 2006 and 2009 bonds.
Framework
A plan for financial self-sustainability ultimately means eliminating the GRT subsidy so the water utility operates solely with operating revenue.  The $7.9 million loss would have to be made up from either or a combination of increased operating revenue and lowered costs.  The differential is significant.  Operating revenue accounts for $36.9 million of the utility’s total income of $44.8 million.  GRT makes up the other 18% of total annual income.  Although annual operating expenditures of $35.3 million[footnoteRef:1] can be covered without it, the GRT subsidy is an intricate part of the utility’s debt obligations.  It is part of the pledge backing the 2006 and 2009 bonds and part of the recurring revenue that allows the utility to meet the 2x times (200%) debt service coverage.  Without this revenue stream, the utility does not receive sufficient annual revenue to show the bond market that it can handily cover its operating costs and debt service.  The conservative 2x times coverage ratio is one of the main reasons the city has been able to maintain an otherwise unattainable AAA bond rating.    [1:  Includes $900,000 million in non-related personnel costs covered for the General Fund, but not including $3.8 million in excess funds that were transferred this year to the General Fund as a payment in lieu of taxes.  Also includes debt service of $14.1 million.
] 

The water utility GRT is restricted.  The revenue coming from it can only be used for capital outlay for the water utility, that is, to pay for capital improvement projects or debt service.  Furthermore, since it is pledged to both the 2006 and 2009 utility bonds, the City cannot eliminate it without violating a key provision of these bonds’ covenants.  This means that this GRT must stay in place and intact until all of these bonds are paid off.  Until that time, the only legitimate way to pull back the GRT subsidy is through a direct transfer of funds from excess revenue as was done this fiscal year.  You will recall that the ordinance that allowed this transfer stipulated that only the funds that remained after the utility paid all of its obligations and set aside 45 days of working capital were subject to the 12% gross sales payment in lieu of taxes.  Passed with a sunset effective this fiscal year, this ordinance defines one of the cornerstones of the framework for making the utility financially self-sustaining.  It dictates, among other things, that it be assumed that even if the GRT subsidy is eliminated no excess revenue will be transferred out of the water fund.
Another important part of the framework is the utility’s capacity for debt backed solely from operating revenue.  Without the GRT subsidy, the utility cannot support as big a debt burden as it shoulders today ($135.6 million).  Our financial advisor, First Southwest, estimates that the most that utility can support without the GRT subsidy in the short term is $21 million[footnoteRef:2] (See attached October 26 letter from First Southwest). [2:  Until the 2009 debt is paid off (Bond call date is June 1, 2019).  Total ultimate bonding capacity at current revenue levels with the GRT subsidy is $81 million.] 

The last cornerstone for a framework for financial self-sustainability is the utility’s capital improvement needs.  The utility estimates that it needs excess operating revenue of $4-6 million per year to replace and/or rehabilitate old infrastructure and capital equipment[footnoteRef:3].  In other words, the utility will have to be generating 6-12% more in operating revenue than it spends in operating costs to be truly self-sustaining[footnoteRef:4].  The exact point on this range will depend on the utility’s specific capital needs, operating revenue trends, and the amount of debt proceeds it can bring to bear at the time.   [3:  Next 10 years assuming no major new capital projects.]  [4:  Assumes current debt service obligations.] 

Steps Toward Financial Self-sustainability 
The utility’s current financial structure will not allow it to achieve self-sustainability at once or even in the very short-term.  Movement towards this goal will have to be done as a multi-year plan achieved with a series of steps—not one single action.  Moreover, the final step may require either a rate increase or debt issuance when the entire GRT subsidy is removed depending on the utility’s financial position at the time.  
The opportunity to take the first step will come on June 1, 2016.  This is the date when the 2006 bonds can be called (refunded and/or paid off before full maturity).  Given the accumulation of unrestricted cash in the water fund, currently $88 million, it is feasible to pay off the remaining balance of $33.6 million on the 2006 bonds without affecting the utility’s funding needs.  This will save the utility $3.1 million in annual debt service and lower by an equal amount the recurring excess revenue the utility has to raise each year for debt service times coverage.  Again, no matter if this portion of the utility’s existing debt is extinguished, the full ¼% GRT rate has to stay in place until all of the outstanding bonds are paid off.
Assuming market conditions do not change significantly from today, paying off the these bonds with cash generates a greater net savings to the City than refinancing them, although refinancing at lower interest rates may also produce savings (See attached First Southwest letter of October 8, 2015).
The next critical date will come three years later on June 1, 2019.  This is the earliest date the city can pay off the remaining balances on the 2009 bonds.  The City issued two series of bonds for the utility that year: 2009A and 2009B.  The principal balance on the 2009A bonds on June 1, 2019 will be $14.2 million.  The balance on the 2009B bonds will be $41.9 million on that date.  Should the utility have the reserves available on that date, the city can decide to pay off one or both series.  Depending on market conditions at the time, the city will also have the option of refinancing the remaining principal on either or both series.  There are two further options if the City chooses to refinance.  The city can issue refinancing bonds with the same pledge of GRT and operating revenue as what is backing these bonds today or it can issue refinancing bonds solely with operating revenue and hold back the GRT.  The bonds’ rating will likely reflect this weaker pledge, which may cause interest rates to be higher, but this calculation will have to wait until at least 2018 when market conditions are better known.     
Only the decision to extinguish both series either through a cash payment or refinancing will allow the City to eliminate the GRT subsidy.  In either case, the utility may have to either raise rates, issue new debt, or keep at least part of the dedicated GRT in place to remain financially sustainable.
Recommended Plan
Given the information known at this time, it is recommended that the city pay off the 2006 bonds in June 1, 2016 with available reserves.  This will generate an extra $3.1 million of excess revenues per year, such that by 2019 the utility will have on hand an extra $9.3 million to help pay off the 2009 bonds on June 1, 2019.  At that time, it is recommended that the city (1) pay off at least the $14.2 million principal balance on the 2009A series with cash on hand and (2) either pay off the $41.9 million with the remaining cash or refinance all or part of the principal with rate revenue-only bonds.  Only this course of action will give the City the option of eliminating the utility GRT and open all the available paths to financial self-sustainability.
With the option of eliminating the GRT subsidy firmly in hand, the City will be able to choose to provide for the utility’s capital investment needs through either a rate increase or a smaller GRT rate if necessary.  The amount of cash or debt capacity is available to the utility at that time will determine when and how much, if any at all, a rate increase will be necessary.  It may also be feasible to blend all of these resource options to minimize any undesirable impact.  As a point of reference, half the current rate will yield $3.9 million, which provides the minimum level of excess operating revenue the utility needs to cover its annual capital improvement program.  Market conditions and the utility’s financial position at that time determine the possibilities.  It is recommended that no decision be made on the 2009A&B bonds until at least 2018.
Caveat 
The recommendations above are made with the assumption that the City no longer depends on cash reserves to shore up its non-utility budgets.  As has been explained in other occasions, those deficits are ultimately balanced with the water utility’s unrestricted reserves.  Without certainty that the City does not need these reserves to ensure the necessary level of financial liquidity, a plan to use significant amounts of the utility’s reserves poses too great a risk to be advisable.  It is strongly recommended that the City first establish a 2-3 year plan to eliminate its deficits before drawing down a significant amount of the utility’s reserves.  This can be achieved through the upcoming budget process, as the date to call the 2006 bonds is still six months away.
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