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Honorable Mayor and Members of the City Council:

We contracted with KPMG to conduct this performance review of the Department of Watershed
Management. The City Council passed resolution 08-R-1014 May 19, 2008, requesting the audit in
conjunction with considering the department’s proposed water and sewer rates. The Council adopted the
proposed rate increases in ordinance 08-0O-0744, as amended by full Council, June 19, 2008. The
ordinance approved a 27.5% increase effective July 1, 2008, through June 30, 2008, for domestic,
commercial and other users of the city’s water and sewer systems. The ordinance further approved 12.5%
annual increases in each of the following two years (through June 30, 2011) and a 12% increase in the
final year of the four-year plan (through June 30, 2012), contingent upon the audit being released to the
City Council by March 31, 2009. The Mayor approved the ordinance June 24, 2008. Ordinance 09-O-
0482 extended the audit deadline to April 30, 20009.

KPMG conducted its work from December 2008 through April 2009, in accordance with Consulting
Standards issued by the American Institute of Certified Public Accountants (AICPA). These standards
are appropriate for CPA firms that develop findings, conclusions, and recommendations based on a scope
of work determined by the client, in this case the City Auditor’s Office, which is independent of the
Department of Watershed Management. Similar to Government Auditing Standards, the AICPA
Standards for Consulting Services require practitioners to undertake only professional services for which
they are competent; exercise due professional care in conducting the work; adequately plan and supervise
the work; and obtain sufficient, relevant data to provide a reasonable basis for conclusions and
recommendations.

Methods included:

e Interviewing Department of Watershed Management staff and consultants and other city staff.

e Reviewing previous audit work and other studies.

e Reviewing and analyzing operational and financial data including department policies and
procedures manuals, organization charts, DWM’s strategic plan, inter-jurisdictional agreements,
fee schedules, monthly aged receivables reports, bond rating reports, revenue reports by type of
customer, fund account structure and current balances, billing adjustments, budget documents,
audited financial statements, and the city’s cost allocation plan.



Reviewing the capital improvement process including budgeting, scheduling, design,
procurement, contract administration, payment applications, value engineering and evaluation,
change orders, use of contingencies, retainage, and materials management.

Selecting a judgmental sample of nine construction projects for detailed file review to assess
compliance with processes.

Surveying employees to ask about perceived department strengths and areas for improvement.
Reviewing rate model revenue and expenditure forecasting and assumptions and analyzing the
effect of changing certain assumptions to better reflect historical data and changed market
conditions.

KPMG leveraged its extensive public sector experience in reviewing utility operations and construction
management to assess the Department of Watershed Management’s organizational structure, financial
management, capital and construction management, and operations. The report makes 73
recommendations to address potential risks and improve management and oversight. The
recommendations are summarized in Appendix A of the report on page 119.

Findings and recommendations include the following:

Analysis of assumptions underlying Watershed’s rate model suggests that the four-year plan the
department proposed in April 2008, which the Council approved in June 2008, would likely
generate revenue beyond what the department needs to fund operations, meet bond requirements,
and meet its consent decree obligations. The model assumed higher rates of operational and
capital spending than the department has historically achieved. Further, the department cut its
operating expenses in mid-fiscal year 2009 in response to an expected revenue shortfall due to
drought-related water use restrictions, and recently reduced and revised its capital plan in
response to tightening credit in the financial market. KPMG estimates that with more realistic
spending assumptions, the approved rate increases could generate net revenue of $232 million by
the end of 2012. The department had projected it would maintain reserves of two months
operating revenue — about $54 million.

To further test the sensitivity of the rate model, KPMG calculated two different rate increase
scenarios — a 10% increase in each of the next three fiscal years and an 8% increase in each of the
next three fiscal years. In each case, additional revenue, combined with accumulated net
revenues from 2009, appeared to be sufficient to cover revised estimated costs and meet
minimum debt service coverage requirements. The analysis illustrates the importance of
reviewing and testing key assumptions used in the model before rates are adopted.

KPMG outlines four options for the City Council to consider regarding the use of any
accumulated net revenue, summarized in Exhibit 5.22 on page 46. Each option has benefits and
costs, and the options are not mutually exclusive.

o Establish a rate stabilization fund. This option mitigates rate spikes by providing a
way to cover unexpected financial demands. Bond holders and rating agencies tend to
view such funds favorably. However, the city would need to create the new fund,
establish policies and procedures for its use, and amend the Master Bond Ordinance.



0 Increase capital investment using pay-as-you-go-capital financing. This option
reduces debt service costs, which represent nearly one-third of the department’s annual
costs now. Debt service will increase as a proportion of the budget under planned long-
term debt issuances. The department’s rate package projected no new pay-as-you-go
projects, which is an unusual practice and concerned the city’s former finance director.
On the other hand, pay as you go financing requires current rate payers to pay for long-
term assets up front and the city’s rate burden is high. KPMG’s updated analysis of the
top 15 cities in a 2007 Black & Veatch survey of water/sewer rates found that Atlanta has
the second highest water/sewer rates in the country in 2009 — even with a dedicated sales
tax and before the additional rate increases are applied.

0 Reduce outstanding debt. This option could reduce debt burden and debt service costs,
and increase capacity of future borrowing. However, the city may incur penalties and
costs to call bonds. Any decision to prematurely retire existing debt should include a
legal opinion from the Bond Counsel and ensure that the benefits to the customers
outweigh the costs.

0 Adjust scheduled rates. The city could adjust rates approved for the next three fiscal
years. This option could provide current rate payers some relief and preserve capacity for
future rate increases. However, it could increase financial risk if revenues are not
sufficient and existing bond holders and rating agencies may view a rate reduction
negatively.

The department strongly disagrees with the audit’s financial analysis and states that “the full
analysis indicates that Net Revenues will be significantly lower than the audit suggests.” The
department has recently revised a number of its assumptions to reflect current economic and
credit conditions, which may affect net revenue projections for the current four-year rate package.
The revised rate model was not available for KPMG review. The new assumptions should be
evaluated before conclusions are drawn about the availability of additional net revenue.

The City Council should weigh the options above to make decisions regarding accumulated net
revenue that balance the financial impact on rate payers and the financial stability desired by the
bond market. The report also recommends that the city’s Finance Department and other
stakeholders review rate model assumptions, inputs, and outputs. Watershed staff should be more
skilled in the rate model process to improve transparency and reduce the department’s
dependence on external consultants for management and operation of the model.

Several aspects of the department’s $4.1 billion capital program, notably construction
management, generally appear to be effective. In other respects, Watershed’s management of its
capital program is decentralized compared to industry best practices, and its data systems lack
integration, requiring multiple inputs of the same data. Ineffective transitions, from design to
procurement to construction, present schedule and cost risks. For example, project managers in
facilities design were not consistently preparing construction cost estimates at 30%, 60%, and
100% design phases. These estimates are necessary to have a full understanding of the project
costs before going out to bid, allow opportunity to make changes to reduce costs while it is still
feasible, budget increases, and understand the reasons for the increases. Project managers in



construction management were not consistently performing constructability and operability
reviews during the final design phase due to scheduling, resource, and coordination constraints.
The department’s Bureau of Engineering Services’ Project Management Manual does not address
the timing of these reviews. The report recommends the bureau develop a standard process for
the construction management project manager to conduct a constructability and operability
review when design is approximately 60% complete.

The bureau relies on allowances to manage contract changes. The bureau’s Project Management
Manual does not provide guidance for developing project contingencies or allowances during
budgeting. Among the contracts that KPMG reviewed, allowances varied from 4.0% to 52.8% of
the original contract award (see Exhibit 6.2 on page 73). The bureau believes that the amounts of
contingencies were appropriate for the specific projects, which involved design for certain scope
items or work not published in the bid documents for security reasons. However, some of the
allowances were used in ways not consistent with their stated purpose. For example, the
“unforeseen work elements” allowance is intended to cover unanticipated project costs. KPMG’s
review of the West Tunnel CSO Project found that the allowance was used for trucks, computers
and site visit costs — with a 5% contractor’s markup. The report recommends the bureau revise
allowance procedures to include an allowance line item of “Owner Allowances” to track use of
project funds for routine city costs such as trailers, computers, and office supplies.

Reliance on a single individual and on consultants also poses risk. The bureau is updating its
Project Management Manual, which will help mitigate this risk. The report makes a number of
recommendations to formalize and document procedures in the manual, and to ensure that staff is
trained in, and follows, the procedures. The report also recommends the bureau consider changes
to strengthen project management, including:

o0 Developing an internal project controls group to manage budget, schedule, and scope
changes. The group should include a full-time scheduler and cost-estimator.

o0 Developing a formal risk assessment and analysis process to help identify risks to the
overall capital program and ongoing capital budgets. Risk assessment tools should be
used to identify, evaluate the potential impacts, monitor, communicate and report on
project risks. The tools should also aid in developing contingency and allowance budgets
based on project risks.

With its $7.2 million enQuesta implementation and $35 million meter replacement project
nearing completion, Watershed continues to rely on estimated water use for billing. The
department billed accounts based on estimated use more than 110,000 times in calendar year
2008, representing almost 10% of its billings. As of February 2009, more than 1,300 meters had
not been read at all during the previous 12 months; more than 600 meters had not been read
during the previous 24 months. These include standard meters, which must be read manually,
and meters with automatic meter reading (AMR) technology (see Exhibit 7.1 on page 91).

Meter problems can continue month-to-month because billing staff does not consistently create
work orders when meter readings are not obtained and the department has decided not to repair
traditional meters that are scheduled for replacement. Further, the work order system is partially
paper-based, which can delay the process. Customer service inspectors prepare manual work
orders that must be delivered to data entry personnel for input into enQuesta. The department’s



monthly AMR conversion report for February 2009 identified 2,326 malfunctioning AMR
meters. This finding is consistent with my office’s 2007 performance audit of the automated
meter reading program, in which we identified maintenance and repair of new and retrofitted
meters as an ongoing risk. We recommended the department develop a maintenance plan that
includes site surveys or similar ways to identify problems that are not detected by AMR
technology, such as leaks and broken lids. The KPMG report recommends that staff generate and
prioritize work orders when consecutive monthly estimates occur. The department should also
confirm that newly installed, malfunctioning AMR meters are repaired or replaced timely. These
steps should reduce the frequency of billing based on estimated consumption.

Although enQuesta calculates a consumption estimate for accounts without a meter read for the
billing cycle, Watershed billing staff can override the computed value to enter a “forced usage
estimate.” The department has no written policy on forced usage estimates and management
carries out little review of staff edits to accounts. Staff applied forced usage estimates more than
11,000 times in calendar year 2008, with the number increasing in the last few months of the year
(see Exhibit 7.2 on page 92). The report recommends the department develop a policy on
applying consumption estimates to accounts and that management should review billing staff’s
changes to consumption. Additionally, the department has not aligned user access and
permission rights in enQuesta to staff functions and does not regularly evaluate these rights. Staff
can view personally identifiable information and modify rate categories associated with an
account. The department is subject to a new federal law related to identity theft prevention. The
report recommends the department restrict access and permission levels in enQuesta consistent
with job function and take steps to ensure compliance with federal regulations. My office has
prepared a separate memo to the Commissioner on the results of our system security review.

The department’s water loss, last estimated in 2007, is high. Water loss is a key efficiency
indicator for water treatment and distribution. Exhibit 7.9 on page 108 shows the department’s
estimate of lost water in 2007 as 26% of water supplied. The department’s reliance on estimated
consumption calls the reliability of the water loss statistic into question. The report recommends
the department establish a strategic initiative to reduce and monitor water loss on an ongoing
basis.

The department’s accounts receivable (A/R) balance increased from $71.8 million as of July 30,
2008, to $81.0 million as of November 30, 2008. Exhibit 7.3 on page 95 categorizes A/R
balances by customer type, account type, and number of days outstanding. About $51.8 million
of the A/R balance is delinquent residential and commercial water and sewer accounts, with the
bulk — 72% — more than 120 days past due. The report makes recommendations to standardize
and speed collection efforts and recommends the department seek additional guidance from the
City Council and Department of Law to develop and document procedures for analyzing and
writing off bad debts.

The department’s monthly report of accounts in dispute for February 2009 identified more than
$12.5 million in disputed bills, up from $8.6 million in August 2008. Exhibit 7.6 on page 99
shows the amount of disputed revenue over the past few months. About 7% of the disputes were
more than six months old and the department had no method for prioritizing dispute resolution
efforts. Watershed formed a dispute resolution team in October 2008 and the team was still



developing its procedures as KPMG completed its work. The report recommends that the
department document and enforce formal policies to address the number, volume, and frequency
of allowable disputed charges and to prioritize resolution efforts.

The department’s procedures for processing customer refunds appear to conflict with current city
code and may conflict with state law regarding disposition of unclaimed property. City code was
amended in January 2008 to require refunds of deposits within 60 days of an account being
closed, after any unpaid balances are satisfied. The department’s practice is to initiate refunds at
the customer’s request. Further, the code requires refunds of deposits after five years of
uninterrupted service. During the enQuesta implementation, the department refunded deposits for
accounts older than 5 years, but reset the deposit date to January 2007 for all other accounts. As a
result, refunds can be delayed for up to 59 months on some accounts. As of February 2009,
nearly 29,000 customer accounts had outstanding credit balances totaling about $4 million.
Exhibit 7.8 on page 106 shows the distribution of accounts with refunds due. The report
recommends the department refund deposits within 60 days of account closing and track
customer deposit dates by when service was begun rather than the enQuesta transition date. The
department should also seek legal advice on the disposition of unclaimed property.

The report identifies additional revenue opportunities that could reduce the burden on current rate
payers by assessing fees to those who benefit from the system and recovering costs from those
who have taken advantage of the system through late payments, damage or illegal consumption.
Some of these fees are already authorized under city code. For example, city code authorizes a
late fee of $5 or 5%, whichever is greater. The department has applied the late fee of 5%
regardless of amount. Watershed billed more than $4.3 million in late fees in calendar year 2008
and more than 82% of the assessed fees were less than $5. Watershed is not charging customers
for damages to water meters, as authorized by code. Other organizations also collect impact fees
and stormwater fees. The report recommends the department charge fees as allowed by code,
request changes to city code to permit charging penalties for illegal consumption, consider a fee-
based stormwater use charge, and work with the Department of Law to assess the feasibility of
implementing an impact fee for new water and sewer connections.

Three of the department’s six agreements for water services to inter-jurisdictional customers are
expired; these are listed in Exhibit 7.12 on page 112. The agreements do not include provisions
for delinquent payment penalties, charges for meter repairs, or key performance indicators. The
department also relies on estimated consumption to bill inter-jurisdictional accounts; 13 of 30
metered water accounts in other jurisdictions were billed based on estimated consumption for
three or more months in 2008. While the department’s six agreements with other jurisdictions for
wastewater services are all current, the bills do not include indirect and other support costs. The
report recommends the department centralize management and reporting of inter-jurisdictional
accounts to create more accountability. The report also recommends renegotiating wastewater
agreements to adequately recover costs of services.

KPMG identified organizational and administrative issues that could limit the department’s
effectiveness or increase costs.
o0 Compared to industry leading practices, the department’s organizational structure places
too many direct reports under the commissioner. Also, the organizational structure does



not consistently align with functions, and some functions — human resources,
procurement, compliance monitoring — are decentralized throughout the department.
Exhibit 4.0 on page 20 illustrates the department’s current organizational structure. The
report recommends the department reorganize to reduce span of control at the top, better
align functions, and streamline processes. An example is provided in Exhibit 4.1 on page
22.

0 Like other city departments, Watershed is having difficulty processing payments timely
in Oracle. As of January 2009, the department had 174 invoices on hold, with an average
hold time of 194 days. Invoices can be on hold for several reasons, only two of which are
wholly under the department’s control — if the goods and services are not recorded as
received within Oracle and if a direct pay invoice isn’t approved. The city’s Finance
Department is considering system changes to address the other reasons. The report
recommends the department’s Bureau of Financial Administration monitor the Invoices
on Hold report and work with the Finance Department to facilitate more timely payment.
The bureau should also increase coordination among bureaus that receive goods to ensure
receipts are entered into the system timely.

o0 Inventory of fixed assets is not timely and the department does not retain adequate
documentation of the procurement of fixed assets. The city’s audited financial statements
for fiscal year 2008 noted that Watershed understated its capital assets by $807 million
and overstated accumulated depreciation by $285 million in fiscal year 2007. The report
recommends that the department’s Bureau of Financial Administration scan receiving
information to maintain documentation of fixed asset purchases.

0 The city’s fiscal year 2007 cost allocation plan may not accurately capture costs. The
bases for cost allocations do not consistently correlate to benefits Watershed receives,
and Watershed may not be receiving credit for the 68 positions it funds in other city
departments. The report recommends that the department and the city work together to
more clearly define the roles and responsibilities of positions funded by Watershed and to
review the approaches used to allocate indirect costs. My office has undertaken a
performance audit of the city’s cost allocation process that we expect to complete early in
the next fiscal year.

0 Lengthy procurement processes may increase Watershed’s costs. Procurement duties are
shared between the city’s Department of Procurement and Watershed’s Bureau of
Management. It appears that there is inconsistent coordination between these two groups
and duplicative review that could cause delay. Electronic signature routing — used by
other departments — could also speed contract execution. The report recommends
clarifying departmental responsibilities for procurement, standardizing review of bid
packages, and implementing electronic signature approvals.

Finally, KPMG noted several of Watershed’s accomplishments since the department was
created seven years ago. These include the initiation of a strategic planning and performance
improvement process; strengthening its financial planning, management, and controls; and
completing consent decree requirements to date largely on time and on budget. In addition,



the department has been recognized by its industry peers for leadership in water conservation
education, call center customer service, wastewater reclamation operations, and drinking
water treatment operations. These achievements and others are all the more noteworthy in
the context of the challenges the department continues to face and the magnitude of its
undertaking.

KPMG provided a copy of the draft report to Watershed management on April 10, 2009, and conducted
briefings and discussions with the commissioner and senior management the following week. The
department agreed or partially agreed with 69 recommendations, and some changes are already underway.
The department disagrees with four of the recommendations. The commissioner’s response is attached at
the back of the report.

We appreciate the cooperation of the Department of Watershed Management and its consultants in
completing this review. We recognize that the scope and timing of the review placed demands on the
staff. The department faces many challenges stemming from the consent decree, drought, and lack of
system investment in prior decades. We hope that the thoughtful recommendations made in this report
help the department to meet those challenges and look forward to continuing a productive working
relationship.

Sincerely,

At lon L

Leslie E. Ward, City Auditor
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City of Atlanta Introduction
Department of Watershed Management

1. Introduction

This report presents the results of KPMG LLP's (KPMG) performance review of the City of Atlanta (City)
Department of Watershed Management (DWM). KPMG conducted this performance review under the
Consulting Standards issued by the American Institute of Certified Public Accountants (AICPA). Members of the

project team included KPMG Advisory professionals and subcontractors Public Works Solutions and PJC Group.

In 2008, DWM proposed and City Council approved a four-year rate increase program to provide additional

funding for DWM's capital program and operations as follows:

EXHIBIT 1.0:
Fiscal Year Rate Increase
2009 27.5%
2010 12.5%
2011 12.5%
2012 12.0%

Source: DWM Website, http://www.atlantawatershed.org/custsrv/water_and_sewer_rates.htm

As part of the ordinance approving new rates, the City Council requested the City Auditor's Office to oversee an
audit of DWM. City Council also added an amendment to the resolution stipulating that the rate increases for
fiscal years 2010 through 2012 will be effective conditional upon completion of the audit. The City Auditor’s
Office contracted with KPMG to conduct a performance review of DWM. KPMG performed the following tasks as

part of the scope of work for the DWM performance review:

e Assessed DWM's Financial Management;

e Assessed DWM's Capital Program and Construction Project Management; and

e Assessed the Efficiency and Effectiveness in Key Operational Areas of DWM.

The performance review was conducted during the period of December 9, 2008 through April 30, 2009. Our
methodology for developing this report focuses on the identification of issues through research, interviews, and

analysis. Our observations and recommendations are presented to facilitate discussion of management options.
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City of Atlanta Background
Department of Watershed Management

2.

Background

A. Overview of the Department of Watershed Management

In 2002, the City of Atlanta (City) created the Department of Watershed Management (DWM) to consolidate the
drinking water, wastewater and stormwater functions that were previously organized in different divisions within
the City. DWM provides a range of retail and wholesale water and wastewater services to over one million
people. DWM also provides watershed protection and conservation outreach within the region. The City is
geographically located where the natural environmental conditions and recent droughts have made managing
water supply and water quality difficult. Atlanta’s drinking water and wastewater systems were initially
constructed in the 1880's and have many of the issues and problems associated with older, metropolitan
systems. These issues have been exacerbated by under investment in the systems over several decades DWM
is responsible for constructing facilities, managing operations and providing quality services under these
conditions while accommodating the region’s growth. Exhibit 2.0 depicts the DWM current drinking and

wastewater system service areas.

EXHIBIT 2.0:
ATLANTA’S DRINKING WATER SYSTEM ATLANTA'S WASTEWATER SYSTEM
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Source: DWM Presentation to KPMG

The City's principal water source is Lake Lanier that feeds the Chattahoochee River. Northern Georgia is in a
long-term and sustained drought that began in 2006 and has lake levels down by an estimated 13 feet from
normal levels. The low lake levels and limited rainfall have caused the City to impose water use restrictions on its
customers and led to increased water rates designed to encourage water conservation. As a result, annual billed

water volume declined 9% in 2008, and billed sewer volume declined 12%.

e 3



City of Atlanta Background
Department of Watershed Management

Exhibit 2.1 presents summary operational statistics for DWM.

EXHIBIT 2.1:
Statistic Drinking Water Wastewater
Number of Retail Customers 144,000 80,900

Cities: Fairburn, Hapeville and Union City Cities: East Point, College Park and Hapeville
Wholesale Customers

Counties: Coweta, Clayton and Fayette Counties: Dekalb, Fulton and Clayton
Treatment Plants Operated 3 3
Miles of Pipe and Water Mains 2,400 1,600
Treatment Capacity 246 million gallons per day 184 million gallons per day
Average Demand or Flow 102 million gallons per day 113 million gallons per day

Source: DWM Presentation to KPMG and 2008 Financial Statements

The historic, combined sewer-stormwater system and the relatively low capacity of the Chattahoochee River
greatly impact the City’'s wastewater and stormwater situation. Over time the City has made limited capital
investment resulting in an aging distribution system that has required larger than normal investment in pipe,
valve, and meter infrastructure. Pollution from stormwater and wastewater discharges led to two federal
Consent Decrees in 1998 and 1999 that generated the development of a capital improvement program of
approximately $4.2 billion for improvements to its wastewater system. The situation is further complicated by
the fact that Atlanta has a combined sewer system in the City's downtown that is not located on a water body.
Therefore the Combined Sewer Overflow (CSO) technical solutions are more complicated and expensive. In
2002, the City established the Clean Water Atlanta Program to implement a comprehensive and long-term plan to
improve water quality in Atlanta. The plan provides for increased capital programs and improvements to the
operation of the City's drinking and wastewater systems to compensate for historic deferred system investment
in infrastructure and maintenance. The City’'s resulting capital program is a multi-billion dollar investment in
infrastructure to both meet the legal requirements of the Consent Decrees and to meet needed demands to
modernize its system. The City has used the Clean Water Atlanta Program to enable it to meet the Consent
Decree deadlines. In the fall of 2007, the City completed capital projects, including the West Area Tunnel, and
met the deadline for compliance with the First Consent Decree. The compliance deadline for the Second

Consent Decree (also known as the First Amended Consent Decree) is 2014.

The City outsourced the operation of its drinking water program to a private vendor (United Water) in 1999. A
series of contractual and billing issues led the City to cancel the contract with United Water and assume

operational control over the drinking water program in 2003.

The Consent Decrees and the privatized drinking water operation created significant issues for the City. When

Mayor Shirley Franklin took office in January 2002 there was no financial plan or management team for the
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wastewater Consent Decree program and significant issues were surfacing with the United Water contract.

DWM was formed in September 2002 to address these and other water utility issues.

The drinking water system returned to the City under DWM in April 2003. There were less than a dozen city
employees in the drinking water operation at that time. The water utility situation in the Spring of 2003 included

these complicating factors:

e DWM was a new, six-month old organization;

e An early Consent Decree project was behind schedule and out of compliance;

e There was no financial plan or financial resources to fund the multi-billion compliance and infrastructure

programs;

e Non-compliance with the consent decree capacity requirements would trigger a moratorium on sewer

connections;

e The drinking water system was in poor repair with publicly documented issues in leak repairs, boiled water

advisories, meters that were either broken or beyond their useful service life, and main breaks; and

The billing and collection system was out-dated.

DWM established a series of programmatic responses to these challenges:

e Financial Program including the development of a financial and capital improvement plan as well as a revenue
requirement analysis. This resulted in a multiple month, public process to pass a b-year rate increase package

and the implementation through state legislation and a public referendum of a dedicated one-cent sales tax;

e Revenue Program including the procurement and installation of a new Customer Information (billing) System

(CIS), new collection policy and procedures and a reorganization of billing and collections staff;

e Customer Service Program focusing on identifying and meeting customer service expectations including the

development of a new call center and customer service staff;

e QOperating System Performance Program consisting a systematic review of drinking water and wastewater
performance metrics, policies and procedures and an implementation plan for improvements in performance

and reliability;

e 5
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e Water Loss Program including the sequential evaluation and implementation of projects for meter leaks,

service leaks, valve and hydrant testing and repair, leak detection and water main leak repair; and

e Consent Decree Program consisting of an integrated compliance, engineering, construction, monitoring and

reporting system for the wastewater Consent Decrees.
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B. Organization and Bureau Functions

Exhibit 2.2 shows the DWM organization structure.

EXHIBIT 2.2:
Office of the
Commissioner
Office of Security and Office of Human
Safety Resources
Bureau of Drinking Bureau of Wastewater Bureau of Engineering Bureau of Financial Bureau of Program Bureau of Management! Bureau of Watershed
Water Treatment & Collection Services Administration Performance 9 Protection

Source: DWM Website, www.atlantawatershed.org

DWM consists of three offices (each with an Office Director) and seven bureaus (each with a Deputy

Commissioner). The key functions of each office and bureau are described below.

The Office of the Commissioner provides strategic planning and oversight for the overall department. The

Commissioner oversees the two offices and seven bureaus.

The Office of Security and Safety is responsible for protecting the drinking water source, treatment, storage,
distribution, reclamation facilities, and for providing a secure and safe working environment for DWM employees.
The Office of Security and Safety also plans for emergency responses to industrial accidents, man-made and

natural catastrophes, including contamination and attack.

The Office of Human Resources is responsible for managing labor and employee relations, employee coaching,
performance management, training, supporting the Civil Services Board, and handling employee grievances. The

Office of Human Resources serves as a liaison between the City Department of Human Resources and DWM.

The Bureau of Drinking Water (BDW) oversees the drinking water system, serving approximately 150,000
residential, commercial, and industrial customers in an area of approximately 650 square miles, including the City
of Atlanta and most of Fulton County. The City maintains three water treatment plants and three initial pumping
stations; one of each is jointly owned with Fulton County. The City sells water wholesale to three counties and
three cities in the Atlanta metropolitan area. The Bureau of Drinking Water is currently implementing an
automated meter reading program, providing for regular testing and repair of large meters, and expanding water

service repairs, with the goal of improving service delivery and billing accuracy.
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The Bureau of Wastewater Treatment and Collection (WWTC) is responsible for the management, operation
and maintenance of the City's three wastewater treatment plants, four combined sewer overflow treatment
facilities, 16 pump stations and more than 1,500 miles of sanitary and combined sewers. The service area covers
approximately 225 square miles, of which 54% is within Atlanta city limits. The City currently treats wastewater
under long-term contracts for other jurisdictions in the area, including three cities and parts of three counties.
WWTC’s responsibilities also include meeting National Pollutant Discharge Elimination System permit

requirements, compliance with Consent Decrees, and other state and federal environmental mandates.

The Bureau of Engineering Services (BES) is responsible for management of DWM's capital improvement
program, including design and construction projects to comply with the City's Consent Decrees, Administrative
Orders, and other improvements to the City’s water and sewer systems. The Bureau of Engineering Services
provides design, consultant, and project management services and is responsible for controlling construction
costs and quality. The Bureau provides internal technology support services (computer hardware, software, web-
based applications) and interacts with the City’s Information Technology personnel. The Bureau also is
responsible for computer-aided design (CAD) functions, water and sewer hydraulic modeling, and the

implementation of DWM's geographic information systems (GIS).

The Bureau of Financial Administration (BFA) provides centralized financial and administrative support to
DWM. The Bureau of Financial Administration is responsible for preparing, evaluating and monitoring the
Department’s budget, including monthly reporting on actual-to-budgeted revenues and expenses. The Bureau
provides support for the DWM'’s capital financing program, including coordination with the City's Finance
Department for issuance of revenue bonds, tax-exempt commercial paper, and loans from the Georgia
Environmental Facilities Authority (GEFA). In addition, the Bureau of Financial Administration conducts various
financial, operational, regulatory, and compliance reviews for DWM and is responsible for daily accounts payable,

accounts receivable, and monitoring the overall financial condition of DWM.

The Bureau of Program Performance (BPP) oversees DWM's billing and collection systems, meter reading,
change management and strategic planning initiatives, and other customer service functions. These customer
service functions include the operation of the Customer Call Center, the daily usage of the billing and customer

information system, and water conservation outreach efforts.

The Bureau of Management (BM) is responsible for DWM's procurement and contracting activities, legislative
process, and inter-jurisdictional relationships with the city and county governments to which DWM provides
water and sewer services. In addition, the Bureau oversees DWM public outreach, public participation programs,

external communications, and media relations.
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The Bureau of Watershed Protection (BWP) oversees the City's compliance with Consent Decree
requirements, National Pollutant Discharge Elimination System (NPDES) permits and other environmental laws
related to greenway acquisition, stormwater management, erosion control and site development plan review, and
wastewater discharge permits for grease management and industrial pretreatment. In addition, this Bureau is
responsible for monitoring discharges from the City's inter-jurisdictional wastewater customers, monitoring water

quality in the City’s streams, watershed protection planning and the development of a stormwater utility.
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C. Current Operating and Financial Environment

The City and DWM have made major efforts to address the infrastructure improvement needs over the past
several years. DWM is in the process of a comprehensive reconstruction of the City's water and sewer
infrastructure through the Clean Water Atlanta Program. DWM's February 2009 Capital Improvement Program
Reporting (CIPR) shows that approximately $3.8 billion has been spent or committed to the program. DWM is in
the process of making significant improvements to the drinking water treatment and distribution systems
including a large scale meter replacement program. Between FY2009 and FY2018, DWM is planning to finance
and construct more than $2 billion of compliance driven and other priority capital projects. The scale of the capital
program has resulted in planned annual capital spending totaling nearly double the annual water and sewer
operating revenue. Capital funding comes from both net operating revenues and from debt financing. Because a
significant portion of the capital program relies on the capital debt markets, it is important for the city to operate in
a prudent and fiscally responsible manner so it can continue to access the capital markets it is relying on to meet

the Consent Decrees.

Over the past several years, the City increased water and sewer rates to enable it to fund the major capital
improvements and improve its financial position. Between 2004 and 2008, the City increased those water and
sewer rates by approximately 70%. In addition to increasing user fees, the City implemented a voter-approved
1% Municipal Option Sales Tax (MOST) to help fund its operations and capital program in 2004. Annually, MOST
generates more than $120 million. City voters elected to renew the MOST in 2008 for an additional four-year
period. In 2008, DWM proposed and City Council approved a four-year rate increase program to provide

additional funding for the capital program as follows:

EXHIBIT 2.3:
Fiscal Year Rate Increase
2009 27.5%
2010 12.5%
2011 12.5%
2012 12.0%

Source: DWM Website, http://www.atlantawatershed.org/custsrv/water_and_sewer_rates.htm

The increase in FY2009 was greater than the subsequent years to compensate for reduced consumption resulting

from conservation efforts. Over the past two years, retail water customers have reduced consumption by 22%.
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DWM estimates the average monthly residential bill based on 6,000 gallons per month consumption. The
FY2009 average residential bill for water and sewer services is approximately $108. The trend from 2003 to

current and projection from 2010 to 2012 is presented in Exhibit 2.4.

EXHIBIT 2.4:
Average monthly bill based on estimated residential
use of 8 ccf, or 6,000 gallons per month
$160.00 - $151.92
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= $120.82
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62 $61.93  $62.56
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[}
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Source: DWM

A 2007 Black and Veatch water and sewer rate survey of the 50 largest U.S. cities ranked the City of Atlanta the
3rd highest after Seattle (1st) and San Francisco (2nd) for total monthly combined water and wastewater bill for
small customers. In the same survey, the City ranked the highest for total monthly water and wastewater bill for
commercial customers. KPMG updated the results of this survey for FY2009 data and Atlanta ranked the 2™

highest for water and sewer rates. See Exhibit 5.7 for additional details.
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D. Project Objectives and Scope

In 2008, the City adopted a new rate program. As part of the resolution approving new rates, the City Council
requested the City Auditor's Office to oversee an audit of DWM. The Council also added an amendment to the
legislation adopting new water and sewer rates and stipulating that the rate increases for fiscal years 2010
through 2012 will be effective conditional upon completion of the audit. The City Auditor’'s Office contracted with
KPMG to conduct a performance review of DWM that includes assessments of DWM's financial management,

capital program, and key operations.
KPMG performed the following tasks as part of the scope of work for the DWM performance review:

Assess DWM'’s Financial Management (Section 5 of report). This task included assessing DWM's financial
management system and oversight, potential risks, and potential effects to DWM stakeholders and customers.
Specific financial and cash management processes and controls were assessed in addition to future financial
planning and strategy methods. Focus areas include financial controls, financing methods and schedules, use of

funds and cash flow, financial planning and assumptions for rate projections.

Assess DWM'’s Capital Program and Construction Project Management (Section 6 of report). This task
included assessing the effectiveness and appropriateness of DWM's capital improvement program and
construction project management policies and procedures. Functional areas covered include capital procurement
practices; contract administration and closeout; project costs and change orders; contracting methods, terms, and
risks; as well as program management roles, responsibilities, and staffing levels. In addition, the planning,

scheduling, prioritization and reporting of projects to meet compliance and other deadlines are addressed.

Assess the Efficiency and Effectiveness in Key Operational Areas of DWM (Sections 4 and 7 of report).
This task included assessing the efficiency and effectiveness in key DWM operational areas such as Billings,
Collections, Customer Service, and Procurement. Additional Organizational and Support Service functions were
also included. The assessment focuses on productivity, efficiency, effectiveness and outcomes of the
operational areas as well as the associated levels of internal controls within the Department. KPMG reviewed
key DWM operational areas and compared to industry benchmarks and comparable water and sewer utilities. The
assessment of key operational areas includes recommendations for potential cost savings and opportunities for

revenue enhancement.
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3. Accomplishments

Significant DWM accomplishments were identified through KPMG analysis and documentation provided by
DWM. The accomplishments identified on the following pages help contribute to increases in efficiency and

effectiveness within DWM.
Strategic Initiatives

In 2005, DWM developed a Strategic Planning and Performance Improvement process to develop DWM's vision,
mission, and values statements as well as to identify strategic initiatives across the organization. DWM

identified the following strategic “imperatives” to focus efforts for performance improvement:

Improve Customer Service;

Improve Financial Planning and Performance;

Optimize Operating Systems and Business Processes; and

Improve Work Environment and Staff Opportunities.

DWM identified 24 current projects that support the 4 strategic imperatives listed above. DWM continues to
focus efforts on performance improvement and has begun efforts to monitor these improvements. Sample

operational and efficiency accomplishments include:

o DWM increased monthly collection rates in the past five years from the low 90% range to approximately 98%

on a rolling 12-month average.

e DWM has a comprehensive meter program to improve the accuracy and reliability of over 150,000 small
meters and over 3,000 large meters. Meters are being fitted with Automated Meter Reading technology to

decrease reading and billing errors.

e |onger-term program for water loss has been implemented consisting of a series of projects that progress
from meter replacement and meter leak repair to the Valve and Hydrant testing and repair project to a leak

detection program to water main leak repair.
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Financial Planning

DWM has strengthened its financial position through increases to customer water and sewer rates and more
broad based revenue from Municipal Option Sales Taxes. These increases in funding have attempted to balance
the need for immediate capital for infrastructure improvement, the Department’s ability to fund these projects
and the security of DWM's bondholders. In response to the 3-year drought, outdoor watering restrictions and
associated revenue impacts DWM implemented strict financial controls in both FY2008 and FY2009. This
included the program delays and staff reductions. The Department’'s debt coverage ratio increased from 1.28 in

FY2007 to 1.45 times in FY2008.

Consent Decree Compliance

DWM has spent the last decade improving operations to meet the requirements of two federal consent
decrees—the Combined Sewer Overflow (CSO) Consent Decree (1998) and the First Amended Consent Decree
(1999). The CSO Consent Decree includes requirements to improve water quality in area watersheds, provide
detailed reporting of CSO events, and implement projects to improve treatment at CSO facilities. DWM reports
that they have met Enviornmental Protection Agency (EPA) standards for water quality, reduced CSO spills from
over 100 per year to an average of 4 per year, and completed the requirements of the CSO Consent Decree in
2008. DWM is in substantial compliance with provisions of both consent decrees, but certain project of the

capital program remain to be completed. A partial list of completed Consent Decree projects include:

e Greenway Acquisition Program;

e (Custer Avenue Storage Facility;

e McDaniel, Stockade & Greensferry Sewer Separation Projects;

e (CSO Dechlorination Systems; and

e Nancy Creek Sanitary Sewer Tunnel.

DWM is implementing additional projects to achieve compliance with the First Amended Consent Decree by the
2014 deadline. While this report, by its nature, highlights findings and recommendations, it is important to note

that the capital program relating to the Consent Decree has largely been delivered on time and on budget.

heoigc ”



City of Atlanta Accomplishments
Department of Watershed Management

Performance and Awards

o Water Efficiency Leader Award. In 2008, the EPA awarded DWM Commissioner Robert Hunter the “Water
Efficiency Leader Award” to commend his leadership during the 2007-2008 droughts in Georgia.
Commissioner Hunter led many initiatives to educate Atlanta water customers on conservation and water-
saving devices. DWM also worked with City Council to raise the rate on irrigation water, implement watering

restrictions and develop rebate programs for high efficiency toilets.

e Customer Call Center “Center of Excellence” Award. In 2008, DWM'’s Customer Call Center received an
award as a “Center of Excellence” by Purdue University’s Center for Customer-Driven Quality. The Call
Center was measured and benchmarked against peer organizations in over 20 performance metrics for
efficiency and effectiveness. According to Purdue’s 2008 Benchmark Assessment, DWM performed better

than the industry average in metrics such as:

Caller Satisfaction;

Service Level (Based on number of calls answered in 120 seconds);

Number of Calls Abandoned by Customers; and

Operating Cost per Call Minute.

e Wastewater Reclamation Center Awards. DWM earned 3 Platinum, 17 Gold and 3 Silver national awards

for from the National Association of Clean Water Agencies for operating without permit violations.

e Drinking Water Treatment Plants. DWM is nationally recognized at the Gold Award level by the national
Association of Metropolitan Water Agencies and earned performance awards for operation from the American

Water Works Association.

Journeyman Program

Over the last three years, DWM'’s Bureau of Wastewater Treatment and Collection (WWTC) identified significant
issues related to the underutilization of staff, high contractor costs, and insufficiently-trained employees. To
address these issues, WWTC is working to reclassify labor positions within the bureau to meet the requirements
of a Georgia Department of Labor Journeyman Program. The Journeyman Program allows WWTC to provide its

employees with skills training along the following paths:
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e Industrial Mechanic — 2 year program;

e FElectrician — 4 year program;

e Process Control Technician — 4 year program;

e QOperator — State monitored requirements and licensure;

e Collection System Operator Maintenance — 2 year program; and

Collection System Operator Construction — 2 year program.

WWTC believes that transitioning the positions to the journeyman program presents many benefits to employees
and WWTC. Employees gain skills to complete their job more effectively and enhance DWM career
opportunities. WWTC believes that more skilled employees will allow the bureau to realize cost-savings through
a more effective staff, and lower utilization of contractor services. Among other cost-saving initiatives and
process improvements, WWTC believes that the Journeyman Program has helped contribute to the following

cost-savings between FY2007 and FY2008.

EXHIBIT 3.0:
Contracted Services ' Personnel m Other Budgeted Costs
$120.0 -
$101.5
$100.0 -
$82.4
$80.0 $38.4
) $25.2 $63.5
2 $60.0 1
= $23.3
i $41.4
$40.0 $41.0
$20.0 4 $37.4
$21.7
N $16.2 528
FYO7 Actual FY08 Actual FYQ9 Projected

Source: DWM Bureau of Wastewater Treatment and Collections FY07-FY09 Cost Savings Reports

WWTC reported a reduction in overall budgeted costs by $19.1 million from FY2007 to FY2008. WWTC projects
to reduce overall FY2009 budget costs by $18.9 million compared to FY2008.
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DWM continues to implement additional training programs for job-specific, technical skills, and broader skill sets
(e.g., new supervisor training program). This includes the ongoing development of a career track program for

internal personnel development and promotion.

Construction Management Group - Partnering

DWM's Construction Management Group (CMG) implemented a partnering process to establish DWM and
contractor project teams. The primary objective of the teams is to successfully execute the terms of the contract
in @ manner that is beneficial for the parties involved. DWM develops partnering teams upon award of a
construction contract with representatives from CMG and the contractor. The partnering team works to define
specific goals for the project, establish expectations, drive accountability, establish communication protocols and
develop a decision escalation structure for each capital project. The team meets for formal status report sessions
on budget, schedule, safety and project issues. The formal status report sessions help drive accountability to
project goals and focuses the team on continuous improvement. Through this effort, partnering with contractors
helps DWM works with contractors to help control project budgets and schedules and help meet Consent Decree

deadlines.
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4. Qverarching ltems

During the performance review, items were analyzed that relate to DWM organization-wide. DWM's

organizational structure and employee perception are addressed.
A. Organizational Structure

Observations and Analysis

Span of Control and Organization Alignment

DWM's current organizational structure does not allow for effective span of control (4A.1). The

Commissioner has ten direct reports as follows:

e Executive Assistant; e Engineering Services Deputy Commissioner,

e Safety and Security Officer; e Program Performance Deputy Commissioner;
e Human Resources Officer,; e Wastewater Deputy Commissioner;

e \Watershed Protection Deputy Commissioner; e Management Deputy Commissioner; and

e Drinking Water Deputy Commissioner; e Financial Administration Deputy Commissioner.

Industry leading practices indicate that having five to seven direct reports allows for more suitable levels of
oversight, accountability and accessibility to management. Right-sizing span of control can provide more focused

and effective leadership, and streamlined functions and processes.

DWM's current structure does not provide for a focused position to directly support the Commissioner
(4A.1). Organizations have shown success in employing a deputy, or assistant for the organization's top
leadership. This position helps to oversee organization management and operations, steer strategic mission, and

provide the organization’s top leadership with direct service.

DWM'’s current organizational structure does not consistently align to function (4A.1). There are varying
functions and services contained within single bureaus without correlation. For example, the internal Strategic
Planning function is organized within the Bureau of Program Performance. Other functions of the Bureau of
Program Performance relate to external customer functions: meter reading, billing, collecting, and customer

service. Exhibit 4.0 illustrates the current organizational structure and the functions of each bureau.
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EXHIBIT 4.0:
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http://www.atlantawatershed.org/images/wm_org_051004.pdf

Decentralization and Function Constraints

DWM lacks centralized processes in the areas of human resources and procurement (4A.2). DWM utilizes
numerous “liaison” positions within each bureau that further decentralize key processes. The Office of Human
Resources and the DWM Procurement Division have limited ability to implement standardized processes across
DWM because bureau liaisons operate autonomously and report directly to their Deputy Commissioners. The
decentralization reduces process consistency by involving multiple parties and limits function efficiency. This

results in duplication of efforts, particularly related to administration.
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The processes, responsibilities, and interaction between DWM and the City Departments of Human
Resources and Procurement are not clearly defined (4A.2). Lack of process coordination between DWM and
the City Departments as well as staffing limitations in the City Departments often delay process completion.
There is also lack of accountability for the level of service provided to DWM by DWM funded positions in DHR
and DOP.

DWM does not have a central location or single point of contact for tracking, monitoring, and reporting
compliance requirements (4A.3). Compliance monitoring and reporting is performed by multiple process
owners residing in different bureaus. Each deputy commissioner is responsible for maintaining compliance with
related requirements within their bureau. There is not a single person responsible for department compliance and

DWM has no organization wide database and monitoring tool for tracking compliance requirements.

The DWM internal audit function is not organizationally aligned to allow effective functionality (4A.4). The
DWM Internal Auditor job is responsible for assisting the City Department of Finance with the annual financial
audit and performing attestation engagements, performance audits, and other non-audit services. The extent of
DWM's benefit from the internal audit function is limited to only one employee who spends four months of the
year assisting the City with the annual financial audit. As of January 2009, the DWM FY2009 Audit Plan was not
yet finalized. The internal audit function should be independent of the functions audited. However, DWM's

internal audit function reports to the Deputy Commissioner of the Bureau of Financial Administration.

Recommendations

4A.1 DWM should improve organizational structure to better align to their strategic mission for effectiveness
and accountability. The new structure should reduce span of control levels, better align to function,
streamline processes, reduce fragmented or redundant processes, and provide a direct support position
to the Commissioner. Several different solutions could enhance the operating effectiveness of DWM's
organizational structure. Different designs will yield varying results. Exhibit 4.1 depicts one possible

option for DWM's future organizational structure.
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EXHIBIT 4.1:
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4A.2 DWM should centralize human resources and procurement processes at the Department level. DWM
should work with City Departments of Human Resources and Procurement to develop a communication

plan to enhance accountability and clearly define roles and responsibilities.

4A.3 DWM should implement and maintain a consolidated system for tracking and monitoring compliance

requirements.

4A.4 DWM should reorganize the internal audit function to report directly to the DWM Commissioner. DWM
should increase internal audit resources in order to enhance the evaluation and monitoring of DWM

performance, risks, and controls.
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B. Employee Perception

Observations and Analysis

DWM employees completed a Job Activity Questionnaire (“JAQ"”) in an effort to gain a better
understanding of DWM operations. The JAQ identified perceived common DWM strengths and areas for
improvement (4B.1). The JAQ enabled KPMG to obtain anonymous feedback from employees in electronic and
hardcopy form. The purpose of the JAQ was to identify broad themes in employee perception of responsibilities,
strengths, and opportunities within DWM. The JAQ responses are analyzed to identify common trends to assist
with issue identification and analysis. JAQ's that result in balanced responses generally are not indicative of
broader issues. We take the findings of the JAQ's as indicators of issues to consider in our broader fieldwork.
As an example, the survey identified communication within DWM as something that “works well” and

something that “does not work well”.

KPMG received 145 JAQ responses representing approximately 10% of DWM employees. Each question did not
receive an answer from all respondents. Surveys of this nature typically yield varying and even contradictory
results. Responses were compiled into an electronic database for analysis. Exhibit 4.2 shows common themes

in responses to selected survey questions.
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EXHIBIT 4.2:

. 24 Management to staff communication. Inter-division, bureau, and department communication.
In terms of efficiency - 2
What works well in Management and teamwork.
your division? 18 Competency and performance of employees who possess necessary skills and knowledge to complete
job responsibilities.
24 Communication from management and across bureaus.
In terms of efficiency - Length that are dependant on other departments. Lack of hip and incenti
What does NOT work 17 engthy processes that are dependant on other departments. Lack of process ownership and incentive
. L to perform tasks.
well in your division?
16 IT systems and equipment.
44 Enhancing employee selection, performance incentives, continuing education, and cross-training
What should DWM opportunities.
keep doing? 20 Maintaining focus on customer service, leading practices, and process improvements.
7 Improving IT systems and equipment.
33 Providing employee development opportunities. Reward good performance and remove unqualified
What should DWM management.
start doing? 18 Improve management, listen to employees, and utilize employees in the right positions.
14 Improving and enhancing technology, systems, and equipment.
23 Placing unqualified people into positions and not promoting from within. Creating top-heavy
management that shows favoritism.
What should DWM stop 29 = — — — .
doing? 15 Avoiding opportunities to reduce bureaucracy within DWM. Avoiding interaction with other City
Departments.
12 Utilizing external consultants unnecessarily.
12 Favoritism is an issue. Many people in upper management are unqualified for their jobs. Upper

Additional comments.

Source: Job Activity Questionnaires

management is not transparent.
DWM is making progress. DWM is doing a good job.
Existing cross-training and continuing education opportunities are valuable, appreciated, and needed.

Note: Three most common themes are provided for each question.

Recommendations

4B.1 DWM should evaluate the perceived common strengths and areas for improvement identified in the JAQ.
Action plans should be developed to continue current perceived strengths and address current perceived
areas for improvement. DWM should consider performing a periodic employee satisfaction survey to

monitor and measure employee satisfaction.
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5. Financial Management

KPMG assessed DWM's financial management system and oversight, potential risks, and potential effects to
DWM stakeholders and customers. Specific financial management processes were assessed in addition to
future financial planning and strategy methods used in the 2008 Four Year Rate Package (2008 Rate Package),
financing assumptions and management accounting topics. Focus areas include financial controls, financing

methods and schedules, use of funds and cash flow, financial planning and assumptions for rate projections.
A. Financial Plan

Observations and Analysis

2009 Interim Results

DWM's primary revenue sources are water and sewer services charges and Municipal Option Sales Tax (MOST).
DWM calculated the following financial performance measures for the fiscal year ending June 30, 2009 (FY2009)
through January 31, 2009:

EXHIBIT 5.0:
Water and sewer service charge revenue 0.4% below FY2009 projections
MOST revenue 4.5% below FY2009 projections
Operating expenditures 37% below FY2009 projections

Source: DWM Website

DWM's calculations in Exhibit 5.0 indicate that for the first seven months of the current fiscal year, the actual
revenues are tracking close to the DWM's revenue projections. The calculated expenditures are significantly less

than the budgeted expenditures.
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Water and Sewer Service Charge Revenue. Exhibit 5.1, prepared by DWM, shows that the water and sewer
revenue from July 1, 2008 through January 31, 2009 is consistent with projected revenue. We noted that DWM
reported FY2008 water and sewer charge revenue of approximately $240 million. This revenue total does not
reconcile to the DWM audited FY2008 financial statement total of approximately $274 million. DWM's
explanation of this variance was that the CAFR statement includes audit adjustments and re-classifications,

whereas DWM's monthly reporting does not.

EXHIBIT5.1:
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DWM's FY2009 water and sewer service charge revenue for the seven months ended January 31, 2009 is
$190.4 million, or approximately $800,000 less than projections. DWM'’s FY2009 revenue projection of $317.7
million exceeds FY2008 actual revenue by nearly $77 million. DWM believes the current economic and drought
conditions have affected water consumption which impacts revenue collections. For FY2008-09, DWM made a

downward adjustment to annual revenue projection to reflect prevailing economic conditions.
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MOST Revenue. |In July 2004, City voters approved a four year 1% MOST to lessen projected increase in water
and sewer rates and broaden the revenue responsibility. DWM applies the revenue generated from MOST
towards reducing the water and sewer rates. In February 2008, City voters approved MOST for an additional four-
year period. DWM's chart shown in Exhibit 5.2, indicates MOST revenue from July 1, 2008 through January 31,

2009 is below projected revenue.

EXHIBIT 5.2:
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Source: DWM Website - Financial Picture as of 02-24-2009

DWM projects FY2009 MOST revenue of $126.3 million. DWM has recognized approximately $71.6 million in
FY2009 MOST revenue for the seven months ended January 31, 2009, approximately $3.4 million less than
projected FY2009 MOST revenue.

The 2008 sales tax authorization will expire in 2012 and may be extended for an additional four-year period if
approved by City voters. Annually, MOST generates more than $120 million. Compared to peer agencies,
DWM's water and sewer rates are among the highest in the nation. Eliminating MOST revenue would require
DWM to revisit revenue and expenditure assumptions used in the Financial Planning and Rate Model (Rate

Model), likely increasing water and sewer rates.
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Operating Expenses. DVWM's chart shown in Exhibit 5.3, shows operating expenses from July 1, 2008 through
January 31, 2009 are below estimates. We noted that DWM reported FY2008 operating expenses of
approximately $204 million. This expense total does not reconcile to the DWM audited FY2008 financial
statement total of approximately $236 million. DWM's explanation of this variance was that the CAFR statement

includes audit adjustments and re-classifications, whereas DWM'’s monthly reporting does not.

EXHIBIT 5.3:

53500

53000
FY "08 Actual vs. FY '09 Anticipated vs. FY '09 Actual

EXPENDITURES

S250M

2035

S200n
1718

S150M

51000

SEOM

S0 T T T T T T T T T T T 1
Jul Aug Sep Oct Mow Dec Jan Feb Mar Apr ey Jun

=l Py R Aot DA B {Cum ulative) Y 0 Bl gt (s lathon) e Py (e At (Rserdid o Date)
Source: DWM Website — Financial Picture as of 02-24-2009

DWM has incurred approximately $107.7 million in operating expenses for the seven months ended January 31,
2009, or approximately $64.2 million less than budgeted and $10 million less than the corresponding period for
2008. Contributing factors to the reduced operating spend include DWM reducing non-essential spending
through management directives, operational efficiencies and the recent workforce reductions. The budget to
actual variance may also be attributed to a conservative budget preparation process and a lag in certain

expenditures such as vendor accounts payable.
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Exhib