CHAPTER 2

CAPITAL IMPROVEMENT PROGRAM

As was stated in Chapter 1, we have calculated the Sewer System Capacity Charge
using the marginal cost methodology. This is the most appropriate method for the
City because the proposed capital improvements provide the capacity that will be
available for growth. Figure 2.1 is a schematic diagram of the marginal cost method
calculation of capacity charges. Under this method the following tasks are performed:

1. The capital improvement program (CIP) is specified and the various capital
projects are allocated to either those which benefit existing customers
(replacement and/or improvement projects) and whose costs are thus
recovered via rates or those which benefit new applicants for service
(expansion projects) and whose costs are thus recovered via capacity charges.
This information was obtained from the following documents:

» Draft Engineer's Report Justification and Cost Allocation for Proposed
Collection System and Treatment Plant Improvements, Carollo Engineers,
July 2006
Final Wastewater Near Term Capacity Study, Carollo Engineers, March 2006

o City correspondence dated December 5, 2006

2. The CIP is further allocated between the functional cost categories of flow, BOD
(Biochemical Oxygen Demand), and TSS (Total Suspended Solids). This
information was obtained from the following document:

» Draft Engineer's Report Justification and Cost Allocation for Proposed
Collection System and Treatment Plant Improvements, Carollo Engineers,
July 2006

» Addendum No. 1 to Above Reports, Carollo Engineers, September 18, 2006.

Capital Improvement Program

Because the marginal cost method recovers the cost of the proposed CIP, the
starting point in the calculation of capacity charges is the CIP. The costs (by phase)
were obtained from the Carollo Engineers July 2006 draft report. The CIP costs are
shown in Table 2.1. The costs total $420,551,000. The CIP is divided into five
categories of costs, collection system costs, Sutter Avenue Primary Treatment Facility
costs, primary effluent outfall costs, Jennings Road Secondary Treatment Facility
Expansion costs and Special Studies costs. Costs for each category are shown in
Figure 2.2.

The details of these costs and their allocation between new customers and existing
customers are presented in Tables 2.2 through 2.6 and are summarized in Table 2.1.
As shown in Table 2.1, $176,575,450 (excluding any financing costs) of the total
$420,551,000 CIP costs are to be recovered from new customers.
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Figure 2.1 Capacity Charge Calculation Methodology
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Figure 2.2 Capital Improvement Program Costs by Category
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Total Capital Improvement Program Costs, 2006 Dollars = $420,551,000

These total CIP costs, by phase, are presented in Table 2.7. The costs to be recovered
via user charges from existing customers is presented in Table 2.8. These costs total
$243,975,550. The costs to be recovered via capacity charges from new customers is
presented in Table 2.9. These costs total $176,575,450. The allocation of costs by
phase for existing customers and new customers is shown in Figure 2.3.
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Figure 2.3 Allocation of CIP Costs by Phase and Customer Type
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After separating the CIP costs into those that benefit new applicants for service (and
are thus recovered via capacity charges) and those that benefit existing customers
(and are thus recovered via user charges) the former costs are allocated to the
functional cost categories of flow, BOD and TSS as presented in the Carollo Engineers
July 2006 draft report and subsequent updates. The entire CIP was allocated to these
functional cost categories as shown in Table 2.10.

Table 2.11 and Figure 2.4 summarize the costs to be recovered from new customers
allocated by phase and functional cost category.
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Figure 2.4 Allocation of CIP Costs to
New Connections by Category and Flow/BOD/TSS
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Capacity of New Facilities

The capacity available for new customers, provided by those facilities in the CIP
allocable to growth, was developed from information in Table 4 of the July 2006
Carollo Engineers draft report and subsequent updates. The additional capacities
provided by the facilities allocable to growth are 15.7 million gallons per day for flow,
54,300 pounds per day for BOD, and 43,100 pounds per day for TSS. The
development of unit costs of capacity for new facilities for flow, BOD and TSS are
shown in Table 2.12.
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Unit Costs of Capacity for New Facilities

The costs allocated to the three functional cost categories are then divided by the
respective amounts of capacity added (as shown in the CIP and summarized above)
to determine the unit costs of capacity for flow, BOD and TSS. The cost information
presented in Table 2.11 together with the capacity information presented in Table
2.12 are combined to calculate the unit costs of service in Table 2.13. The unit costs
developed in Table 2.13 are summarized below:

Summary of FY 2006 Unit Cost Development from Table 2.13

Category Cost Capacity Unit Cost Units
Flow $127,340,645 15.7 mgd $8.111  per gpd
BOD $40,659,428 54,300 Ibs/day $748.792 per Ib-day
TSS $8,575,378 43,100 Ibs/day $198.965 _per ib-day
Total $176,575,450 - -

These unit costs will be used to develop capacity charges for any customer based
on expected flows and strength loadings. This guarantees satisfaction of the
proportionality requirement of the State of California Government Code regulating
the calculation of capacity charges. That is, all new connections pay the same unit
costs.

The unit costs shown above are in June 2006 dollars (and are thus for FY 2006) and
do not include interest costs. Unit costs for subsequent fiscal years (FY 2007,

FY 2008, etc.) will be developed based on projected capital cost inflation and the
addition of interest costs. These unit costs will be developed in Chapter 3 and will
be used to develop alternative capacity charges.
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