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To: Ken Ksionek
General Manager
Orlando Utilities Commission

From: Don DeWolfe
Senior Program Manager
CH2M HILL, Inc

Date: January 18, 2006

Subject: Final Report - Orlando Utilities Commission/City of Orlando Water Resources
Management Optimization Study

Mr. Ksionek;

CH2M HILL is pleased to submit the final report of the Water Resources Management Optimization
Study completed for the Orlando Utilities Commission and the City of Orlando. CH2M HILL has
provided 25 copies of this report to the Orlando Utilities Commission and 8 copies of the report to
the City of Orlando Per request of the respective organizations.

Our report is comprised of the previously released executive summary, a description of our
evaluation methodology, a summary of the analyses conducted for the study, Phases 1 and 2, and
CH2H HILL’s key findings, conclusions, and recommendations. A complete table of contents is
provided on pages 2 and 3 of this report.

CH2M HILL has enjoyed working with the Orlando Utilities Commission and the City of Orlando on
this important engagement. We would like to acknowledge the open cooperation and
professionalism of OUC and City of Orlando management and staff who participated in this
challenging and important study. CH2M HILL has enjoyed the opportunity to work with OUC and
the City of Orlando and look forward to future engagements.
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Orlando Utilities Commission/City of Orlando

Water Resources Management Optimization Study

Executive Summary

As a result of Mayor Dyer’s February 28, 2005 letter to the consolidation task force, the OUC
Commission, at its March 29 meeting, directed the General Manager to undertake a study to
examine the potential for consolidation of potable water, wastewater and reclaimed water services.
OUC and the City agreed to retain CH2M HILL, a nationally recognized consulting firm with
expertise in utility business practices, to conduct a water resources management optimization
study. Over the past several months, CH2M HILL conducted the study in cooperation with OUC
and City staff.

For purposes of this study, CH2M HILL relied on the insight of a team of nationally recognized
utility management consultants with hands-on utility management and operations experience.
Findings reflect this team’s best professional judgments based on their experience, consideration
of the results of other utility consolidations and detailed evaluations of OUC water and City
wastewater staffing, operational and financial management practices.

Following analyses of financial and operations data, reviews of relevant statutes and charters,
interviews with key OUC and City management personnel and consideration of industry
experience, CH2M HILL developed a set of findings and recommendations which are summarized
in this document.

Purpose and Scope of Study

The purpose of the study is to examine the potential for consolidation of OUC’s potable water and
the City's wastewater and reclaimed water services; and to recommend a business plan that will
offer the most benefit to the citizens of Orlando and OUC customers.

Water resource management functions may be optimized through a number of institutional
arrangements that foster interagency collaboration. However, any significant change in the current
organization structure will involve substantial risks and challenges that may erode potential
financial and level of service benefits. Accordingly, a fundamental premise of this optimization
study is that potential consolidation benefits must be sufficiently substantial and unique to warrant
the transactional costs, risks and upheaval associated with a consolidation.

This study focused on the savings and advantages that are specifically related to consolidation of
the water and wastewater utility operations and excluded potential savings and advantages that
could be realized independent of any type of consolidation.

Governance Options Evaluated

This study assessed the relative merits of the following governance options identified in Mayor
Dyer’s letter dated February 28, 2005 along with several variants of these options:

e Option 1: Transfer the City’s wastewater operations (including reclaimed water) to OUC

e Option 2: Transfer OUC’s water operations to the City
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e Option 3: Establish a separate, Third-party organization to encompass all water-related
operations of OUC and the City

e Option 4: Establish a separate, new organization to be operated under OUC (Hybrid of
Option 1 and Option 3)

The governance options listed above were evaluated with respect to each other, as well as to the
option of maintaining the “status quo”. Under the “status quo” option, wastewater and reclaimed
water services would remain under the City and potable water services would remain under OUC.

Methodology

The study consisted of two phases. In Phase 1, an initial screening analysis of the options was
conducted. The goal of Phase 1 was to identify one to three governance options that could be
carried forward to Phase 2. In Phase 2, a detailed analysis and evaluation of the reduced list of
governance options was conducted. The end result of Phases 1 and 2 is a recommendation of a
preferred governance option.

Phase 1: Initial Conceptual Review of Governance Options

Phase 1 was initiated by a kick-off meeting with the Joint Guidance Committee (JGC), which
consisted of the CH2M HILL project team plus senior management representatives from OUC and
the City. At this meeting, CH2M HILL presented an initial list of potential governance options,
presented criteria that would be used to evaluate the options and identified information that they
would need to obtain from OUC and the City in order to conduct the analyses. CH2M HILL
reviewed financial, operational, organizational and legal information provided by OUC and the City.

CH2M HILL conducted two internal workshops to collectively review, analyze and summarize
information collected from both utilities. The CH2M HILL team evaluated each governance option
at a conceptual, qualitative level against eight criteria that were defined at the kick-off meeting.
Each option was also evaluated to see if there were any insurmountable obstacles to building a
business case supporting the option.

Phase 1 culminated with a prioritization workshop with the JGC. At this workshop, CH2M HILL
recommended the governance options that should be carried forward to Phase 2 for more detailed
evaluation.

Phase 2: In-depth evaluation of remaining governance options

In Phase 2, a more in-depth analysis was conducted of the governance options carried forward
from Phase 1. They were further analyzed and defined in terms of financial, organizational,
operational and legal aspects.

CH2M HILL constructed a 20-year financial cash flow model for each utility so that projections of
combined financial performance under the various governance options could be estimated. A base
line set of assumptions was used in developing the preliminary set of projections for the water
system and for the wastewater system. An analysis of the financial results under each of the
governance options was prepared, which included potential costs and savings over time, along
with changes in revenues, and was compared against the base line to ascertain differences in
financial performance.

Two internal workshops were conducted with the CH2M HILL project team to further analyze the
options in terms of financial, organizational, operational and legal aspects with respect to the eight
evaluation criteria. The JGC patrticipated in a financial workshop to review financial projections and
legal implications of the governance options carried forward from Phase 1.
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CH2M HILL interviewed key management personnel from both OUC and the City to gain insight
into their thoughts about the best option for management of water resources. In some cases,
interview leads of the respective organizations met alone with senior CH2M HILL staff; in other
cases interview leads were accompanied by selected staff members. The City interview leads
were Dykes Everett, Byron Brooks, Deborah Girard, Alan Oyler and Henry Dean and OUC
interview leads were Ken Ksionek, Fred Haddad, John Hearn and Rick Coleman.

Near the conclusion of Phase 2, CH2M HILL conducted a final selection workshop with the JGC to
present final recommendations. Phase 2 culminated with the production of this executive summary
as well as a detailed final report, both of which summarize the results of Phases 1 and 2 of this
study.

Phase 1 — Analysis/Results

Based on a high level review, CH2M HILL concluded that sufficient financial benefits, operational
efficiencies and service level enhancements could potentially accrue to a consolidated water and
wastewater operation in Orlando. Accordingly, the defined governance options were assessed at a
high level employing eight evaluation criteria. These criteria were established at the outset of the
study and are listed below:

1. Legal obstacles

Impact on future expansion

Ease of implementation (including employee impact)
Organizational/Governance effectiveness

Efficiency (operational)

Financial considerations (return, rates & risk)

No gk wbN

Service level impacts
8. Overall effect on water resource management

It was noted that the last three criteria would be approximately equivalent under any consolidation
scenario. Therefore, the Phase | high level review was comprised of a qualitative evaluation
relative to the first five criteria.

In summary, CH2M HILL concluded that some differences exist between the different options, but
there were no insurmountable obstacles to any of the governance options under evaluation. At this
point, it was believed that further examination of consolidation made sense based on the
preliminary review, but a more detailed evaluation was warranted to quantify benefits. Based on
the initial findings, the JGC elected to evaluate Option 1 (Wastewater to OUC), Option 2 (Water to
the City) and Option 3 (Third-party entity) in more detail during Phase 2 of the study.

Phase 2 — Analysis/Results

The main focus of Phase 2 was to evaluate the three governance options in depth against the eight
previously highlighted evaluation criteria.

. Legal obstacles

. Impact on future expansion

. Ease of implementation (employee impact)

. Organizational/Governance effectiveness

. Efficiency (operational)

. Financial considerations (return, rates & risk)
. Service level impacts

. Overall effect on Water Resource Mgmt.

e Option 1: to OUC
e Option 2: to the City >

e Option 3: separate,
third-party

co0O~NO O WDNPRE
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Listed below is a summary of results by each evaluation criterion:

Legal obstacles

Legal constraints on consolidation imposed by federal, state and local laws were evaluated. In
brief, each governance option considered would require changes to City ordinances. Option 1
(Wastewater to OUC) differed from Option 2 (Water to the City) and Option 3 (Third-party entity) in
that Option 1 could likely be implemented without changes to the special acts governing the City of
Orlando and OUC, and would not require approvals from federal regulators. Options 2 and 3
would likely require modification of the special acts governing the City of Orlando and OUC. It was
noted that the City of Orlando holds clear eminent domain authority, while OUC’s condemnation
powers are presently exercised through the City.

These legal hurdles are relatively minor when compared with the additional requirements for
implementation of Option 3 (Third-party entity). Opinions would be required from the U.S. Treasury
Department regarding the governance structure of the new Third-party entity and regarding tax-
exempt status of debt instruments under U.S. Treasury Regulations. In addition, if the Third-party
entity were a not-for-profit corporation, more complex issues would need to be resolved with the
U.S. Treasury Department and an opinion from the Florida Public Service Commission would be
advisable regarding its jurisdiction over the new entity.

Impact on Future Expansion

Consolidation should have minimal impact on potential future expansion of retail or wholesale
water or wastewater service by the City and OUC. It was noted that service areas for retail water
may be limited by special acts. Also, amendments to service area agreements may be required for
regional expansion. Only the creation of a Third-party not-for-profit corporation could create
impediments to cooperative regional initiatives or regional expansion. The creation of a not-for-
profit corporation would restrict the ability of the Florida legislature, the City of Orlando, or OUC to
mandate regional coordination and cooperation through statues or ordinances.

Ease of Implementation (including employee impact)

Each of the governance options would likely involve significant implementation challenges due to
cultural, operational and governance issues. The direct implementation cost of consolidation over
the first two years of implementation was estimated to range from $0.675 million to $1.125 million
for the three options. Option 3 (Third-party entity) would be the most expensive to implement and is
the most complex in terms of organizational, logistical and legal challenges.

Organizational Governance and Effectiveness

The differences between the governance options in terms of organizational governance relate to
the relative merit of a singular focus on water resources and the different and potentially competing
priorities of the governing organization. Option 3 (Third-party entity) would bring a singular focus
on water resources with no competing priorities. Option 1 (Wastewater to OUC) would be subject
to potentially competing electric utility management priorities and Option 2 (Water to the City)
would be subject to multiple, potentially competing priorities of the City government. An advantage
for Options 1 and 2 over Option 3 is that both OUC and the City are proven, effectively managed
utility organizations, whereas a new entity would not have a proven track record.

Efficiency (operational)

Based on extensive experience with the management and operation of water and wastewater
utilities, CH2M HILL found that both the City's wastewater operations and OUC’s water operations
are well managed, efficient and comparable to other high-performance utility organizations around
the country. The condition of the plant facilities is industry leading. Staffing levels at the water
treatment plants are minimal due to sophisticated automation. Monitoring systems associated with
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wastewater lift stations and treatment facilities are excellent. Because both OUC’s water and the
City's wastewater operations are efficiently operated, potential operational cost savings resulting
from consolidation are limited. In addition, consolidation of two different types of utilities, in this
case water and wastewater, yields fewer operational cost saving opportunities than consolidating
two utilities of the same type, such as water with water, or wastewater with wastewater.

Nevertheless, CH2M HILL identified some potential cost savings, primarily through staffing
adjustments, which could accrue under any form of water/wastewater consolidation. These
savings derive from the potential staff reductions from both utilities ranging from a low of 16 full-
time equivalent positions for Option 3 (Third-party entity) to a high of 26 full time equivalent
positions for Option 1 (Wastewater to OUC).

Financial Considerations (return, rates and risk)

The staff reductions discussed in the previous paragraph represent the vast majority of potential
savings that may be realized through consolidation of water and wastewater utility operations.
These staffing reductions translate to approximately 1 percent of the combined water and
wastewater systems’ revenue requirements. A key premise was that potential consolidation
benefits must be sufficiently substantial and unique to warrant the transactional costs and upheaval
of consolidation. In CH2M HILL'’s professional judgment, for financially-driven mergers to be
considered desirable, it is reasonable to require projected savings in excess of 7 to 8 percent of
system revenue requirements. In many other industries, financially driven mergers require a return
of 15 to 20 percent. This level of savings ensures that gains will be made and projected savings
will not be entirely eroded by transitioning challenges. Any consolidation or merger activity also
involves direct costs associated with the implementation, along with other potential risks. These
risks include potential losses of employee productivity, disruption of the organization and other
unforeseen obstacles.

The implications of these potential savings were assessed by modeling the impacts on cash flows
and thereby net income and system revenue requirements, of a consolidated operation.
Calculations of changes to net income allow potential returns associated with consolidation to be
assessed and variances of projected revenue requirements provide an indication of potential rate
impacts. Using either of these performance metrics, the potential beneficial impacts of
consolidation are limited relative to industry experience, even under the assumption that all
potential savings will be realized.

Service Level Impacts

Service level improvements could result due to consolidation in areas such as service/extension
request procedures, consolidated record keeping, common mapping systems and combined
functionality of crews and technicians. Most of these benefits are difficult to quantify and do not
vary significantly with the governance option selected.

Overall Effect on Water Resource Management

All of the governance options could aid in bringing an improved focus on the efficient use of all
available resources to meet City and OUC service area water supply needs. Consolidation could
allow for smoother integration of the respective water/wastewater group responsibilities. It was
concluded that there were no major differences between governance options with respect to water
resource management.

In the interviews with City and OUC senior management, it was frequently noted that a
consolidation initiative could distract attention from pressing regional water resource management
issues and complicate potential collaborative efforts with Orange County. All parties agreed that
cooperation on water resource issues between OUC and the City was critically important and may
be the most compelling benefit of consolidation.
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Summary of Analyses: Evaluation Criteria vs. Governance Options

Some benefits do accrue, in terms of criteria evaluated, for all three of the governance options
when compared to the status quo. Collectively, the differences between the three governance
options are not significant. Although all three options are viable, the overall consolidation benefits
are limited and not compelling. The most compelling potential benefits are in terms of service level
improvements and overall effect on water resource management, most of which can be achieved
without consolidation.

Key Findings/Conclusion
In summary:

1. No legal obstacles prohibit implementing any of the options evaluated for consolidation
of water and wastewater utility functions. However, limitations in local ordinances, state
laws and federal regulations would need to be addressed before consolidation could proceed.
The governance options evaluated may require significant changes to state law. When seeking
changes to state law, there is always significant risk that the changes will fail to pass the Florida
Legislature or that the changes will pass in a different form than that requested by OUC and the
City

2. Both the City’s wastewater operations and OUC’s water operations are efficiently
managed. For example, OUC operates treatment plants through an industry-leading
automation system that minimizes operations costs; City wastewater has similar capabilities for
lift stations and wastewater treatment facilities. Over the last several years, the City has also
accomplished operations cost reductions through staff optimization. Industry experience
suggests that mergers are most beneficial when like utility functions are combined, such as
water with water or wastewater with wastewater and/or individual utilities are plagued by
prevailing operating inefficiencies. In this case, the two utilities provide different services
relatively efficiently, limiting potential opportunities for cost savings.

3. Consolidation of the water and wastewater operations could result in potential cost
savings of approximately 1 percent of the combined water and wastewater systems’
revenue requirements. This is well below cost savings typically achieved by mergers in other
industries and well below the minimum recommended threshold of 7 to 8% for a merger where
finances are a significant driver.

4. Considerable risks associated with a consolidation exist that may dilute potential
savings. These risks include potential loss of productivity of the work force and unforeseen
obstacles. These risks tend to occur in varying degrees with all mergers or reorganizations.
The degree to which these risk-related factors occur will have significant impact on the savings
that may be realized for the 20-year period of this study.

5. Extensive collaboration between OUC’s water utility management and the City’s
wastewater utility management is required to address current and prospective regional
water resource management issues. To effectively meet current and future water resource
challenges these two utilities will need to work together collaboratively. There are historical
examples of effective collaboration between the organizations and additional opportunities exist.
Focusing on consolidation implementation could take away some of the focus that needs to be
directed at water resource management issues.
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CH2M HILL’s industry experience and research suggests that successful consolidations of utility
operations are typically characterized by:

e Opportunities to realize savings through sharing of personnel, facilities and equipment
e Potential service level improvements achieved through operating synergies
o Coordinated approach to water resource management.

After comparing the governance options and the current structure against the evaluation criteria,
the potential consolidation of OUC’s water operations and the City’s wastewater operations holds
little promise for significant benefits to be realized, largely because of the different focus of the two
utilities, the relative efficiencies of both operations and the potential risks involved. The
coordinated approach to water resource management that is needed can be more readily
accomplished through collaboration rather than a change in organization structure. Accordingly,
there is no compelling reason for a consolidation of these utilities at this time; however, this does
not preclude the potential for future consolidation if changes in conditions so warrant.

Recommendations

CH2M HILL provides the following recommendations for the City and OUC to best manage water
resources:

1. OUC’s water operations and the City’s wastewater operations are both well managed,
effective organizations and should not be consolidated at this time due to the
insufficiency of benefits relative to the potential risks involved.

2. Aninteragency (City/OUC) water resource management committee should be
established to facilitate collaboration between OUC and the City and to provide for more
effective state agency interface. This committee should consist of high level staff,
committed and empowered by the two organizations, to develop and monitor the
implementation of structured, collaborative processes.

3. A specific project or initiative should be defined to serve as a test case for employing
the revised business practices contemplated for improved collaboration between OUC
and City.
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Orlando Utilities Commission/City of Orlando The Reliable One

Water Resources Management Optimization Study

FINAL REPORT

1.0 Introduction and Background

The City of Orlando (the City) owns and operates a wastewater collection and treatment utility and
a reclaimed water distribution utility. Both utilities are part of the Wastewater Division, which is one
of six divisions within the Public Works Department, which is one of eighteen departments within
the City of Orlando government. The Wastewater Division operates and maintains facilities and
provides related planning, engineering, project management, laboratory and billing services. (See
Appendix A for City’'s Wastewater Division Organization Chart.)

The Orlando Utilities Commission (OUC) operates a potable water supply, treatment and
distribution utility. The Water Business Unit, which is 1 of 10 departments within the OUC
organization, operates and maintains facilities and provides related planning, engineering, project
management and laboratory services. (See Appendix B for OUC’s WBU Organization Chart.)

Many functional, operational, management, staffing, and technological similarities exist between
OUC'’s potable water utility and the City’s wastewater and reclaimed water utilities. Both OUC’s
potable water utility and the City’'s reclaimed water utilities supply water that is used to irrigate
lawns and landscape areas. Both utilities include pressurized piping systems, metered services,
water storage tanks, and pumping facilities. The wastewater utility also includes pressurized piping
systems and pumping facilities as part of the wastewater collection system. All utilities include
treatment facilities with some similarities in their mechanical, electrical, electronic and structural
components. The staffs that operate, maintain, design, and manage all three utilities have similar
educational and training backgrounds.

Thirty years ago, treated wastewater was not perceived to be a valuable resource. It was treated
and then discharged into local water bodies and coastal waterways. When Florida adopted the
“zero discharge” rule, wastewater was treated to a higher standard, creating reclaimed water.
Reclaimed water is not clean enough to drink, but it is clean enough to irrigate golf courses and
yards, and its use in this manner is not harmful to the environment. Today, with groundwater
becoming harder to obtain, reclaimed water is a more valuable commodity.

Due to these water resource management challenges, increased collaboration between the two
utilities will be required to meet the water resource needs of the region. One example of the
needed collaboration is the recent 20-year Consumptive Use Permit obtained by OUC. Last year,
OUC, with the cooperation of the City, obtained a 20-year Consumptive Use Permit from the St.
Johns River Water Management District. The permit requires the use of reclaimed water instead of
potable water to supply landscape irrigation needs. During negotiations with the District between
October 2002 and May 2004, City staff pledged that reclaimed water would be made available so
that OUC could comply with the permit conditions. The Consumptive Use Permit demonstrates the
inseparable link between reclaimed water and potable water in today’s water resource
environment. To gain the full benefit of the permit for customers and citizens, the City and OUC
must forge a relationship to optimize potable water and reclaimed water services, either through
bilateral agreements between the two entities or consolidation.
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Consolidation of the two utility operations has been considered in the past. In the late 1990’s,
former OUC General Manager Bob Haven suggested to elected and administrative City officials
that OUC either acquire or operate the wastewater and reclaimed water utilities under the umbrella
of OUC. Similar suggestions were made as late as 2003. In both instances, the City decided not to
pursue the suggestions. Recently, the City investigated the possibility of consolidating the three
utilities under a not-for-profit corporation that would be controlled by the City. As part of these past
efforts, concepts were developed and preliminary investigations were performed by internal staff
and outside consultants.

As a result of Mayor Dyer’s February 28, 2005 letter to the consolidation task force, the OUC
Commission, at its March 29 meeting, directed the General Manager to undertake a study to
examine the potential for consolidation of potable water, wastewater, and reclaimed water
services. OUC and the City agreed to retain CH2M HILL, a nationally recognized consulting firm
with expertise in utility business practices, to conduct a water resources management optimization
study. Over the past several months, CH2M HILL has conducted the study in cooperation with
OUC and City staff.

For purposes of this study, CH2M HILL relied on the insight of a team of nationally recognized
utility management consultants with hands-on utility management and operations experience. (See
Appendix C for CH2M HILL Project Team Organization Chart.) The findings presented in this report
reflect this team’s best professional judgments based on their experience, consideration of the
results of other utility consolidations, and detailed evaluations of OUC water and City wastewater
staffing, operational, and financial management practices.

Following analyses of financial and operations data, reviews of relevant statutes and charters, a
series of interactive workshops, interviews with key OUC and City management personnel and
consideration of industry experience, CH2M HILL developed a set of findings and
recommendations that are detailed in this report.
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2.0 Purpose and Scope of Study

The purpose of the optimization study was to examine several potential options for consolidation of
OUC's potable water and the City’s wastewater and reclaimed water services; and to recommend a
business plan that would offer the most benefit to the citizens of Orlando and OUC customers.

The study included the identification of a proposed organizational and operating structure that
would maximize the economic potential for consolidation without compromising reliability. The
study needed to be completed in the shortest time possible without comprising the quality of the
finished product.

To determine the best option for the management of water resources, different governance options
for the consolidation of water resources were identified. These options were evaluated with
consistent criteria throughout the study.

Water resource management functions may be optimized through a number of institutional
arrangements that foster interagency collaboration. However, any significant change in the current
organizational structure will involve substantial risks and challenges that may erode potential
financial and level of service benefits. For these reasons, a fundamental premise of this study was
that potential consolidation benefits must be significantly substantial and unique to warrant the
transactional costs, risks, and upheaval associated with a consolidation. In addition, this study
focused on the savings and advantages that are specifically related to consolidation of the water
and wastewater utility operations and excluded potential savings and advantages that could be
realized independent of any type of consolidation.
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3.0 Governance Options Evaluated

This optimization study assessed the relative merits of the four governance options, which were
identified in Mayor Dyer’'s February 28, 2005 letter, and several variants of these options. These
four governance options are presented in Exhibit 1.

Exhibit 1

Option 1: Transfer the City’s wastewater Option 1:

operations (including reclaimed water) to OUC Clty ouc
ww ww w

Option 2:

Option 2: Transfer OUC’s water operations to = -
e - —
ww | w w

Option 3:

Option 3: Establish a separate, Third-party b~
organization to encompass all water-related e
operations of OUC and the City
City
=0l

Option 4:

Option 4: Establish a separate, new organization City of ORL ouc
to be operated under OUC (hybrid of Option 1 "W wwl w
and Option 3)

In addition, the CH2M HILL team considered other governance arrangements. These options were
considered to be variants of the governance options listed above. Several variants of Option 3
were examined, which included:

e Private: A privately owned company providing water, wastewater, and reclaimed water. The
company would be formed by buying assets from the City and OUC and in turn operating
independently, outside of City or OUC control.

¢ Independent Special District: An agency created by a local government or an act of legislature
that has a governing body that is fully independent in its operational and financial decision
making. An independent special district is typically considered to be a separate independent
governmental entity.

o Dependent Special District: An agency typically created by a local government with a governing
body that is controlled by or is the same as the governmental body of the local government.
Typically the financial and operational decision making of a dependent district is subject to
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review or direct control by the “parent” local government. Frequently, a dependent district
operates as a division or department within the parent local government.

o Not-for-Profit: A corporation that is created to operate and hold the water, wastewater, and
reclaimed water assets. It would have a governing board elected by customers but would be
subject to a level of control by the City.

Several variants for Option 4 were also evaluated. These variants differed based on the amount of
control by both the City and OUC, the exact organizational structure that would be utilized, and the
relationship this organization would have to an oversight or governing board. Overall, these
variants did not differ significantly and were in essence analyzed as one.

The governance options were evaluated with respect to each other and to the option of maintaining
the “status quo”. Under the “status quo” option, wastewater and reclaimed water services would
remain under the City and potable water services would remain under OUC, with contractual
arrangements between the two entities, as contemplated in OUC’s Consumptive Use Permit.
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4.0 Methodology-Overview
In order to conduct a comprehensive investigation, the optimization study was conducted in two
phases.

In Phase 1, a limited initial screening analysis of the governance options was conducted. In
addition to the four original governance options, other options identified by OUC, the City, and the
CH2M HILL project team were evaluated. Any options that did not comply with predetermined
evaluation criteria or had insurmountable obstacles that would prohibit implementation were
eliminated. Only those options that were deemed to be feasible and implementable were
considered in Phase 2 of the study. The specific goal of Phase 1 was to identify one to three
governance options that could be carried forward to Phase 2.

In Phase 2, a detailed analysis and evaluation of the reduced list of governance options was
conducted. The end result of Phase 2 was a recommendation of a preferred governance option for
the two utilities.

4.1 Phase 1 Methodology: Initial Conceptual Review of Governance
Options

The approach to Phase 1 consisted of the following five main tasks:

o Project Kick-off Workshop and Scope Development

e Review Existing Information

e« CH2M HILL Project Team Development Workshops

« Develop Business Case for Each Governance Option

o Phase 1 Prioritization and Selection Workshop with the Joint Guidance Committee (JGC)

4.1.1 Project Kick-off Workshop and Scope Development

The first task of Phase 1 included the Project Kick-off Workshop and the initial scope development

for Phases 1 and 2 of the project.

CH2M HILL designed, led, and facilitated the 4-hour Kick-off Workshop conducted on May 3, 2005.
This workshop was attended by members of the CH2M HILL project team along with the JGC. The
JGC consisted of senior management representation from OUC and the City. The operational,
financial, and legal functions for both OUC and the City were represented in the membership of the
JGC. The JGC served as the main interface throughout all the workshops in the project. The
membership of the JGC is listed below:

e Ken Ksionek, General Manager and Chief Executive Officer, OUC

e Fred Haddad, Vice President, Power Resources Business Unit, OUC

¢ John Hearn, Vice President Financial Services and Chief Financial Officer, OUC
¢ Rick Coleman, Director, Water Engineering and Technical Services, OUC

o Dykes Everett, City Attorney, City of Orlando

e Byron Brooks, Chief Administration Officer, City of Orlando

o Deborah Girard, Management, Budget, and Accounting Director, City of Orlando
e Alan Oyler, Public Works Director, City of Orlando

¢ David Sloan, Environmental Services Director, City of Orlando

o Raymond Elwell, Management, Budget, and Accounting Deputy Director, City of Orlando
¢ Mary Munsey, Assistant City Attorney, City of Orlando

¢ Kyle Shepard, Assistant City Attorney, City of Orlando
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The purpose of this workshop was to define the objectives and goals of the project, define the
responsibilities of CH2M HILL and the JGC, and have preliminary discussions on the tasks that
would help formulate the project scope, approach, and plan.

The specific content and approach to this workshop are described as follows:

After opening remarks, the four original governance options were presented and discussed. A
list of drivers for the project was developed by the JGC, which included:

Getting value from existing wastewater assets of the City to support the City’s general fund.

Defining the consolidation of water systems that would yield the greatest benefit (both
regulatory/policy and financial).

Meeting future water needs of the community, citizens, and customers.

A draft list of goals and objectives of the project were presented by CH2M HILL, and the JGC
provided comments and edits. These edits were incorporated after the workshop. The resulting
goals and objectives are as follows:

The overarching goal of the study is to examine the potential for consolidation of potable
water, wastewater, and reclaimed water services and to recommend a business plan that
will offer the most benefit to the citizens of Orlando and OUC customers.

Analyze and recommend an organizational and operating structure that maximizes the
economic potential for operating both utilities without compromising reliability.

Focus Phasesl and 2 on water resource management optimization and feasibility, not the
value of assets at this time.

Evaluate all defined governance options against the status quo.
Identify other options for consideration, in addition to the original options proposed.

A draft list of critical success factors of the project were presented by CH2M HILL, and the JGC
provided comments and edits. These edits were incorporated after the workshop. The resulting
critical success factors are listed as follows:

Open and managed communications within the project team.

No fixed positions or pre-determined solutions.

Consistent evaluation method for options.

Agreement on methodology/process used for the study.

Open sharing of information and participation by all.

Meeting the defined schedule and sticking to scope/budget.
Understanding the phases and not jumping ahead; sticking to the process.

A draft of the roles and responsibilities for CH2M HILL, OUC, and the City were presented and
refined by the JGC. The resulting responsibilities were incorporated into the scope document
for the project. (See Appendix D for the Project Scope Document.)

The project approach for Phases 1 and 2 was presented and refined by the JGC. The
discussion pertained to the specific approach and work plan for the project, along with the
schedule and deliverables. There was a discussion on other governance options that should be
considered as well as an initial discussion on the evaluation criteria and decision methodology
to be used for the project. Communication requirements for the project were developed and
preliminary lists of information needed were presented.
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Using the input gathered in the Project Kick-off Workshop and other information previously
collected, CH2M HILL developed a detailed scope for the project. This project scope document
included a detailed scope, schedule, and fee for Phases 1 and 2. A work breakdown structure
(WBS) and an integrated schedule were produced for this time-sensitive, critical project. (See
Appendix D for the Project Scope Document.)

4.1.2 Review Existing Information

To begin the execution of the project, CH2M HILL conducted an initial review of financial,
operational, organizational, and legal information provided by OUC and the City. Once the
information was obtained, it was sorted and distributed to the appropriate CH2M HILL functional
leads. In some cases, a more detailed review of the information occurred in Phase 2.

The following bulleted lists provide an overview of the information received from OUC and the City
that was reviewed in Phase 1. A complete list of all documents reviewed from OUC and the City is
provided in Appendix E. (See Appendix E for Listing of Documents Reviewed.)

« Organization/Business Information
— Annual Operations Budget.
— 5-10 Year Capital Improvement Program.
— Current and prior versions of Strategic Planning/Business Planning documents.
— Description of roles of key staff and staffing levels.
— Customer Service Plans designed to offer direction to staff.
— Service area/systems overviews for both water and wastewater services.
— Existing contracts for services between OUC and the City.

e Financial Information

— Comprehensive Annual Financial Reports for last 3 years and, if developed, relevant
Component Unit Financial Reports (Audit Reports).

— Detailed operating budgets.

— Recent financial plans, rate studies, and/or official statements for bond issues.
— Current rates and fees schedules and related ordinances.

— Customer and usage information and anticipated growth projections.

« Operational/Engineering Information
— Organization charts, staffing levels, shift schedules for all facilities.
— Union or employee agreements and detailed wage and compensation programs.

— Budgeted and actual expenditures for the last 2 years for each facility and operation and
maintenance functions.

— Relevant permits (NPDES, DEP, sludge, etc.), administrative orders, and enforcement
actions.

In addition, the legal consultant for the project, de la Parte & Gilbert, P.A., reviewed legal
information relative to the four original governance options to discover any insurmountable
obstacles from a legal perspective for any of the governance options. Additional legal issues
associated with each governance option were examined in greater detail in Phase 2.

Also, in the latter part of Phase 1, CH2M HILL interviewed Gerry Hartman of Hartman Consulting
Inc. on June 28, 2005. Mr. Hartman provided a history of his firm’s involvement with the previous
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consolidation study conducted by the City and an overview of the recommendations that were
developed in the previous study. The specific questioning revolved around the following topics:

e Purpose and goals of the study.

e Analysis methods used.

« Governance options considered and how they were eliminated.

« How the final recommendation for a not-for-profit corporation was reached.

« Details on the Palm Bay Utilities Commission consolidation (used as a comparison).

« Details on the valuation techniques that were used.

« Details on the financial assumptions and calculations used.

« Review of the proposed organizational structure.

The confidential information provided in Mr. Hartman'’s interview was indirectly used in our study. It

provided additional background information and confirmed information already obtained from other
sources.

Although the review of the information listed in this task continued into Phase 2, the majority of the
initial review was conducted early in Phase 1.

4.1.3 CH2M HILL Project Team Development Workshops

During Phase 1, the CH2M HILL project team conducted two full-day development workshops to
collectively review, analyze, and summarize information collected from both utilities. The team
worked on the current tasks of the project and prepared for upcoming workshops with the JGC.
The workshops fostered a synergy that facilitated the collaboration of ideas in the most expedient
and cost-effective manner. The two Phase 1 development workshops were the Information Review
Workshop and the Business Case Development Workshop, which are described as follows:

e Information Review Workshop. The information review workshop was conducted in
CH2M HILL’s Atlanta office on June 7, 2005. This workshop occurred after the majority of the
preliminary review of information had taken place. Listed below are the main topics and
accomplishments of this workshop:

— Reviewed the details of the project scope and process.

— Discussed and summarized what had been learned to date from the review of information.
— Reviewed information from Hartman Consulting Inc.

— Developed an organized list of additional information needed from both OUC and the City.
— ldentified fatal flaws in any of the governance options at this point.

— Identified additional governance options to be evaluated.

— Finalized the evaluation criteria to be used throughout the study (see Section 5.1) and the
decision-making process to be used in Phase 1.

— Summarized actions and next steps that were identified in the workshop.

As a result of this workshop, the task leads began developing business cases for each option in
terms of financial, organizational, operational, and legal aspects.

e Business Case Development Workshop. The Business Case Development Workshop was
conducted in CH2M HILL'’s Atlanta office on June 22, 2005. This workshop took place between
the initial development of the business cases and the Phase 1 Prioritization and Selection
Workshop with the JGC, and was used to refine and guide the completion of the business case
analyses. JGC members from both the City and OUC were asked to participate in the final 2
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hours of this workshop. Listed below are the main topics and accomplishments of this
workshop:

— Reviewed project status to date in terms of cost, percent complete, and deliverables.

— Developed a list of efficiencies and improvements that could be made in OUC’s water utility
and the City’s wastewater utility without merging.

— Developed a list of benefits that could be obtained by merging, regardless of the option.

— Developed and finalized the content for the business case for each governance option
using the defined evaluation criteria (see Section 5.1).

— Developed initial framework of the presentation for Phase 1 Prioritization and Selection
Workshop with the JGC.

— Conducted summary comparison of the governance options identified to date.

— Presented and finalized components of financial model to be used in Phase 2 (with JGC
representatives).

— Finalized the evaluation criteria to be used throughout the study (see Section 5.1) and the
decision-making process to be used in Phase 2 (with JGC representatives).

4.1.4 Develop Business Case for Each Governance Option

Using the previously reviewed information and the discussions in CH2M HILL’s Information Review
Workshop and Business Case Development Workshop, CH2M HILL built a business case for each
governance option using the project’s evaluation criteria (see Section 5.1). The format supported
the decision-making process defined for the project. To develop these business cases, the
following information was considered for each governance option:

« Financial benefits

« Organizational advantages and disadvantages

« Operational advantages and disadvantages

« Service level impacts

o Potential implementation barriers

« Staffing implications

« Communication and stakeholder involvement imperatives

« Insurmountable legal obstacles

The business cases became the core content of the presentation material used in the Phase 1
Prioritization and Selection Workshop with the JGC and were the foundations of the
recommendations and conclusions reached in Phase 1. Detailed information on these business
cases is described further in Section 5.0 “Phase 1 — Analysis/Results”.

4.1.5 Phase 1 Prioritization and Selection Workshop with the JGC

Phase 1 culminated with a Prioritization and Selection Workshop with the JGC. CH2M HILL led
and facilitated this workshop on July 8, 2005. At this workshop, CH2M HILL recommended the
governance options that should be carried forward to Phase 2 for a more detailed evaluation.
Questions from the JGC were answered and comments and suggestions were considered. Listed
below are the main topics and accomplishments of this workshop:

« Reviewed the approach used in Phase 1 to reach the conclusions.
« Defined the benefits that could be obtained with or without consolidation.

« Defined the benefits that could be obtained with consolidation, regardless of the governance
option.
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« Evaluated the business case for each of the governance options.

« Presented the conclusions and recommendations for Phase 1, which included the three
governance options to be carried forward to Phase 2.

« Answered specific questions and recorded comments in response to the conclusions and
recommendations presented.

« Defined the necessary steps to initiate Phase 2.

The details of these findings, conclusions, and recommendations are presented in narrative form in
Section 5.0 “Phase 1 — Analysis/Results”

4.2 Phase 2 Methodology: In-depth Evaluation of Remaining
Governance Options

Building on the information and review in Phase 1, CH2M HILL conducted additional, more detailed
review and analysis of the financial, operational, organizational, and legal information provided by
OUC and the City for the governance options carried forward from Phase 1. The approach to
Phase 2 consisted of the following seven main tasks:

« Additional Information Review and Analysis

« Financial Analysis of Remaining Governance Options

e« CH2M HILL Project Team Development Workshops

« Financial and Legal Analysis Workshop with the JGC

« Detailed Definition of Each Governance Option and Finalize Evaluation
« Phase 2 Prioritization and Selection Workshop with the JGC

« Final Report Preparation

4.2.1 Additional Information Review and Analysis

In this task, CH2M HILL conducted a more thorough review and analysis of the financial,
operational, organizational, and legal information provided during Phase 1 for the three
governance options carried forward to Phase 2 and reviewed and analyzed new information
provided by OUC and the City. The following bulleted lists provide an overview of some of the
additional information from OUC and the City that was reviewed in Phase 2. A complete list of all
documents reviewed in Phases 1 and 2 is provided in Appendix E. (See Appendix E for Listing of
Documents Reviewed.)

« Organization/Business Information

— Key work approaches/processes to determine areas of compatibility and areas of
difference.

— Personnel compensation information to identify differences in employee salaries.
— Shared service (overhead) charges from departments outside the utilities.
— Developer extension policies.

« Financial Information

— Current assumptions regarding future costs and revenues, usage and system growth, and
rates.

— Policies regarding rate adjustments, fund balances, debt service coverage ratios required
by bond covenants, and other financial performance metrics.

— Other detailed information for developing cost savings estimates and changes in revenues.
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Operational/Engineering Information

Job descriptions for all utility personnel.
Cost and type of fringe benefit packages, including retirement programs.
Operations overview for major facilities operated by OUC and the City.

Legal Implications Information

City of Orlando and Orange County ordinances
Florida statutes and special acts

Federal statutes, regulations and decisions
Florida judicial and administrative decisions
Contracts and other legal instruments

In addition to reviewing documented information, CH2M HILL conducted interviews of JGC senior
management personnel from both OUC and the City, previously listed in Section 4.1.1 of this
report, to gain insight into their perspectives on the best option for management of water
resources. These interviews took place during the latter part of Phase 2, prior to the Phase 2
Prioritization and Selection Workshop. In some cases, interview leads of the respective
organizations met alone with CH2M HILL staff; in other cases, interview leads were accompanied
by selected staff members. The interview leads for OUC and the City are listed below in Exhibit 2.

Exhibit 2
oucC City of Orlando
Ken Ksionek Dykes Everett
Fred Haddad Byron Brooks
John Hearn Deborah Girard
Rick Coleman Alan Oyler
Henry Dean

The specific topics for these interviews varied by interviewee, but listed below are some of the
common discussion areas:

General views on progress to date with the project.

General views of the three remaining governance options.

Relative importance of evaluation criteria being used in the project.

Financial conclusions reached to date.

Past and current financial drivers for potential consolidation.

Additional modifications needed to the financial analysis.

Current political environment as it relates to governance options.

Geographical location and interfaces between different facilities.

Various questions regarding the interface of the utility with other departments.

Shared services allocations for other departments supporting the utilities.
Initial reactions to a preview of potential study recommendations.
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The information provided in these interviews supplemented the analysis conducted, and in several
instances, provided new information to support the final conclusions and recommendations of the
study.

The review and analyses of the additional information continued throughout Phase 2, but the
majority of this review took place early in Phase 2.

4.2.2 Financial Analysis of Remaining Governance Options

For this task, CH2M HILL constructed a 20-year cash flow model for each utility so that projections
of combined financial performance under the various governance options could be estimated. A
base line set of assumptions was used to develop preliminary projections for the water and
wastewater systems. An analysis of the financial results for each governance option was
prepared, reflecting potential costs and savings over time, along with changes in revenues. These
results were then compared with the base line to ascertain potential differences in financial
performance associated with each potential governance option.

These financial projections used assumptions about the number of customers, system usage,
costs, revenues, fund balances, and selected financial performance measures. Many of these
assumptions applied to the financial projections for the status quo, as well as each of the
governance options. These assumptions included:

e Line item wastewater operating cost increases ranging from 2.0 -3.5%.

e Wastewater customer growth rates of 1.8% annually through 2008, declining to 0.8% for
2009-2013, and then 0.3% after 2014.

e Total water system operating expenses were forecast to generally increase by between
1.9 - 3.2% annually, except in 2007, 2012, and 2013, when larger increases in operating
expenses were anticipated.

e Annual rate of growth in water system customers ranged from 1.4 — 1.8% annually over the
study period.

Anticipated impacts of planned capital improvements, changes in operating costs, system growth
and usage and any associated impacts on fund balances, financial performance, or rates unrelated
to the governance options, were held constant for the status quo and all of the governance options.
Pro Forma income and balance sheet statements were developed for each governance option.
Appendix F of this report presents summaries of the financial projections, including income
statements, balance sheets, and revenue requirement projections under the status quo and each
of the governance options for the 20-year projection period.

The 20-year cash flow model was designed with an assumptions/summary of results sheet that
allowed for the real time analysis of the impacts of changing assumptions on the financial
performance of each utility. Graphical displays were used to simplify the interpretation of the
results. The model also featured pop-up dialog boxes and slide bar adjustors to facilitate the
sensitivity analyses.

A pro forma analysis of the financial results under each of the governance options was prepared,
given specific assumptions regarding potential costs and savings over time associated with each of
these structural options, and changes in revenues. Specifically, the analysis considered potential
efficiencies in utility operations and revenue enhancements that would result from combining these
utilities. Potential improvements in service levels associated with the proposed governance
options were qualitatively described, but not quantified in terms of financial implications.

The financial analysis assumed that any rate adjustments assumed under the status quo option
would also be adopted under each of the governance options. It further assumed that any capital
improvements and the funding of those improvements would be consistent between the status quo
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and each of the governance options. As a result, any differences in financial results under each of
the options will not be due to differences in assumed rates, capital improvement plans or their
funding. The resulting changes in utility revenue requirements and net income over the 20-year
forecast period are due to differences in merger costs, resulting changes in efficiencies due to the
consolidation, and the potential refinancing of the utilities’ currently outstanding debt.

An additional activity for this task was to conduct separate meetings with the financial staff of OUC
and the City on August 8, 2005. These meetings focused on the accurate completion of the
20-year financial cash-flow model. Specifically, the discussion topics of the meeting were as
follows:

e 20-year financial cash-flow model methodology.
« Specific questions relating to financial information previously provided.
« Historical trends and assumptions used in the financial projections.

« Format of financial projection tables and graphics and the discussion of specific issues relating
to those projections.

« Identification of additional data needed to meet the requirements of the model.

As a result of these meetings, both the City and OUC provided additional data that were used to
complete the financial model and help develop the final conclusions and recommendations of the
study.

4.2.3 CH2M HILL Project Team Development Workshops

During Phase 2, the CH2M HILL project team conducted two full-day workshops to analyze further
the governance options in terms of financial, organizational, operational, and legal aspects with
respect to the eight evaluation criteria (see Section 5.1). The team worked on the current tasks of
the project and developed the preliminary material for the upcoming JGC workshops. The two
development workshops for Phase 2 were the Financial and Legal Analysis Workshop and the
Finalize Options and Recommendation Workshop, which are described as follows:

e Financial and Legal Analysis Workshop. The Financial and Legal Analysis Workshop was
conducted at CH2M HILL'’s Charlotte office on July 28, 2005. This workshop occurred after the
majority of the financial analysis for the governance options was complete and prior to the
Financial and Legal Analysis Workshop with the JGC. Listed below are the main topics and
accomplishments of this workshop:

— Reviewed Phase 2 scope requirements.
— Determined logistical and scheduling requirements for upcoming workshops and interviews.
— Developed targeted interview list for Phase 2.

— Presented and summarized conclusions reached from the additional analyses of the three
remaining governance options.

— Reviewed and analyzed the results to date of the financial modeling for the three
governance options.

— Developed list of additional financial information needed to complete the modeling and
prepared for upcoming financial model review meetings with OUC and City financial staff.

— Reviewed the legal requirements for the three remaining governance options and
associated implications for Phase 2.

— Summarized actions and next steps that were identified in the workshop.
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The conclusions from this workshop, along with additional review of information and the
financial model review meetings with OUC and City financial staff, served as the basis for the
development of the presentation material used in the Financial and Legal Analysis Workshop
with the JGC.

Finalize Options and Recommendation Workshop. The Finalize Options and
Recommendation Workshop was conducted in CH2M HILL’s Orlando office on September 21,
2005. This workshop took place during the time frame in which the detailed definition of each
governance option was being created and prior to the Phase 2 Prioritization and Selection
Workshop with the JGC. JGC members from both the City and OUC were asked to participate
in the final 2 hours of this workshop. Listed below are the main topics and accomplishments of
this workshop:

— Reviewed project status to date in terms of cost, percent complete, and deliverables.

— Debriefed and summarized interviews that were conducted with OUC and City
management staff.

— Developed the final outline and format for the executive summary and final report for this
study.

— Finalized the detailed definition for the three remaining governance options.

— Refined and finalized the conclusions and recommendations to be presented at the Phase
2 Prioritization and Selection Workshop with the JGC.

— Developed initial draft of presentation material for the Phase 2 Prioritization and Selection
Workshop with the JGC.

— Reviewed the format of the final report, determined logistical requirements leading up to the
final workshop, and asked questions of the JGC representatives.

The conclusions from this workshop along with the additional definitions of the governance
options served as the basis for the presentation material used in the Phase 2 Prioritization and
Selection Workshop with the JGC.

4.2.4 Financial and Legal Analysis Workshop with the JGC

CH2M HILL led and facilitated a Financial and Legal Analysis Workshop on August 30, 2005 in
Orlando, Florida. At this workshop, CH2M HILL presented financial projections and legal
implications of the three governance options that were carried forward from Phase 1. Questions
from the JGC were answered and comments and suggestions were considered. Listed below are
the main topics and accomplishments of this workshop:

Reviewed the project status and progress to date.

Reviewed and finalized the assumptions used to develop the financial projections.
Provided overview of the financial model.

Presented financial projections and findings to date for each of the governance options.

Using the financial model, developed and reviewed different financial scenarios based on input
and questions from the JGC.

Presented and reviewed the legal implications of the three governance options.
Confirmed the remaining steps and actions to complete Phase 2 of this study.

The input gathered and the conclusions reached in this workshop were used to complete the
detailed definition of each governance option and to prepare the final financial and legal
conclusions of the study.
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4.2.5 Detailed Definition of Each Governance Option and Finalize Evaluation

As a result of the information review in Phases 1 and 2 and the workshops conducted throughout
the study, CH2M HILL developed the final details for each governance option so that a decision
could be made regarding the final three governance options. The details developed for each of the
governance options is described further in Section 6.0 “Phase 2 — Analysis/Results”. The details
aligned with the eight evaluation criteria used throughout the project (see Section 5.1), were key
contributors to the decision-making process used in the study, and facilitated the presentation of
the final recommendations.

Also during this task, the final evaluation of the governance options was conducted and final
recommendations and conclusions were created by CH2M HILL. The presentation material for the
Phase 2 Prioritization and Selection Workshop was also created as part of this task.

4.2.6 Phase 2 Prioritization and Selection Workshop with the JGC

Near the conclusion of Phase 2, CH2M HILL led and facilitated a final Prioritization and Selection
Workshop with the JGC to present the final recommendations and conclusions of the study. This
workshop was conducted on October 6, 2005, in Orlando, Florida. The remaining three
governance options were presented, along with key supporting organizational, financial,
operational, and legal information. Questions from the JGC were answered and comments and
suggestions were considered. Listed below are the main topics and accomplishments of this
workshop:

« Presented a review of the final findings and conclusions for the three remaining governance
options against each of the eight evaluation criteria (see Section 5.1).

« Summarized these findings and conclusions.
« Presented the final recommendations for the study.
o Developed the approach forward for the development and release of this final report.

These findings, conclusions, and recommendations are presented in narrative form in Section 6.0
“Phase 2 — Analysis/Results”.

4.2.7 Final Report Preparation

Phase 2 of the study culminated with the production of an executive summary and this final report,
both of which address the results of Phases 1 and 2 of this study.

The 7-page executive summary was developed to summarize CH2M HILL's findings and
recommendations for the study. Edits and comments from both OUC and City staff were
incorporated before the final release of this document.

Following the development of the executive summary, this final report was prepared to document
the cumulative results of Phases 1 and 2. This document and its associated appendices were
delivered in both electronic and hard copy format, based on the defined requirements of the
project.
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5.0 Phase 1 - Analysis/Results

In Phase 1, a limited initial screening analysis of the governance options was conducted. All
identified options were evaluated. Those that did not comply with predetermined evaluation criteria
or had insurmountable obstacles that would prohibit implementation were eliminated. The specific
goal of Phase 1 was to identify one to three governance options that could be carried forward to
Phase 2 for additional analysis and evaluation.

The high-level review of information and the results of the different workshops contributed to the
findings and conclusions reached in Phase 1, which are discussed later in this report.

5.1 Evaluation Criteria

At the outset of the study, eight evaluation criteria were established to provide a consistent process
for analyzing the governance options. These criteria were proposed in the Project Kick-off
Workshop and later refined in the Information Review Workshop. These criteria were used at a
high level during Phase 1 and used in a more detailed fashion in Phase 2. These evaluation criteria
are as follows:

1. Legal Obstacles: What future legal obstacles or complexities for implementation of each
governance option? For Phase 1, this was limited to the evaluation of whether there were any
insurmountable obstacles.

2. Impact on Future Expansion: Would any of the governance options limit the ability to expand
from within or combine with other regional utilities in the future?

3. Ease of Implementation: How difficult and costly will each governance option be to
implement, not only in financial terms but also in terms of potential disruption of processes
impacting customer service, or employee and community relations.

4. Organizational/Governance Effectiveness: What are the relative advantages and
disadvantages of the alternative organizational structures to deliver utility services and steward
regional water resources?

5. Efficiency (Operational): What operational efficiencies would be gained as a result of a
consolidation using a given governance option?

6. Financial Considerations: What effect would each governance option have on the overall
return on investment in utility assets that would accrue to the City and OUC, and what are the
financial risks associated with these returns?

7. Service Level Impacts: What effect will each of the governance options have on the service
levels for both OUC and City customers?

8. Overall Effect on Water Resource Management: What effect will each of the governance
options have on the ability to more effectively manage the water resources for the region?

Each criterion, represented by its questions, was applied to each governance option. The
governance options were then evaluated with respect to each other, as well as to the option of
maintaining the “status quo”. Under the “status quo” option, wastewater and reclaimed water
services would remain under the City and potable water services would remain under OUC, with
contractual arrangements between the two entities as contemplated in OUC’s Consumptive Use
Permit.
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5.2 Potential Benefits without Consolidation

From the outset and throughout the study, CH2M HILL distinguished benefits that could be gained
without consolidating the two utility systems and benefits that would be realized as a direct result of
consolidation. This approach allowed for a clear analysis of the merits of consolidation. Notably,
though individual utilities may always strive to make improvements, CH2M HILL concluded during
Phase 1 that both OUC’s water operations and the City’s wastewater operations were well
managed, with few opportunities for additional gains. This assumption was further confirmed in the
more detailed analysis conducted in Phase 2.

To examine and distinguish the potential benefits that may be available independent of
consolidation, CH2M HILL focused on the operating efficiencies that could be realized without
consolidation and the opportunities for improved debt management.

Although not specifically quantified during Phase 1, CH2M HILL identified the following potential
improvements to operating efficiencies that could be obtained by both OUC and the City or by
either utility without consolidation:

« Enhancements to purchasing and procurement methods, procedures, and practices, resulting
in improvements to cost and lead time.

« Opportunities to outsource non-core tasks.

« Sharing resources and contracting between the water and wastewater labs.
« Continued enhancement of plant capacities to meet future demands.

« Optimization of variable cost.

« Improved asset management to minimize life cycle costs.

It should be noted that although these potential improvements to operating efficiencies could be
obtained without consolidating the two utilities, these improvements are not particularly significant,
reflecting the finding that both utilities are currently operating efficiently.

Debt restructuring could also be Exhibit 3
used to realize financial benefits Gity of Orlando
7 H H Wastewater Debt Flattening Option
W|.thput consolldatl'ng the two S
utilities. Debt leveling benefits are )
. e y L _______________.—-—-——' inlcuding Series . .
not as significant for OUC’s debt | $16.000.000 1 4o—4—g—4—pmge — 2oz hama20nzh |
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Throughout the study, CH2M HILL attempted to isolate these benefits from those of consolidating
the two utilities, though implementation of some of these measures could be facilitated by a
consolidation.

5.3 Potential Benefits of a Consolidation

Having isolated the benefits that could be realized without consolidating the utilities and using a
blank sheet approach, CH2M HILL identified the potential benefits that could be realized by
consolidating, irrespective of the governance option chosen.

To begin this evaluation, CH2M HILL considered the following principles, which are considered to
be key attributes of successful mergers:

« Enhancements are made to the levels/quality of service.
« An efficient, functional organizational model is created.

e Return on assets, reduced costs of operation, and improved overall financial position is
achieved.

e A positive impact for employees is achieved.

« An enhanced process for planning for the future is established.

« Animproved process for system upgrade and expansion is created.
« Improved reliability and redundancy of systems are realized.

To identify the benefits that could be achieved through consolidation, CH2M HILL formulated a
response to the following question:

“Can a business case be built for the consolidation of OUC’s water operations with City of
Orlando’s wastewater operations?”

The business case was developed by reference to four of the eight evaluation criteria previously
established. Listed below are some of the potential benefits of a consolidation categorized by
these evaluation criteria:
« Financial Considerations:
— Improved debt management resulting in:
0 Stronger credit, due to the larger combined operation
0 Ability to use different financing instruments
o Flexibility in the ability to restructure the combined debt
— Enhanced procurement methods and the ability to coordinate construction programs.
— Consistency in methodologies used to determine rates and manage finances.

— Cost savings from administrative/operational efficiency gains.

o Operational efficiency improvement that could be quantified:

— Water distribution and wastewater collection efficiencies through optimization of job
assignments, cross training for water and wastewater tasks, and improved deployment of
field service functions optimized based on geography and task.
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— Administration economies of scale could be achieved in support functions such as budget
and finance, communications, human resources, engineering, purchasing and plan review.

— Combined maintenance yards and activities.

— Combined laboratory operations for water and wastewater requirements.
— Combined SCADA/IT/software with one central, integrated system.

— Integrated/enhanced asset management.

« Service level improvement, some of which are difficult to quantify:
— Efficiency gains in providing developer/homeowner connections through:
0 A one-stop shop for all developer and homeowner needs regarding water issues.
o Animproved and expedited process for plan review and field inspections.
— Regulatory Efficiencies due to the fact that regulators would be working with a single utility.

— Streamlined policies and procedures resulting in a lesser requirement for administrative
support.

— Consolidated record keeping and mapping.
— A broader scope of operations resulting in more career opportunities for employees.
— Ability to manage the full cycle of water resources issues with a single entity.

« Full life cycle water resource management:
— The ability to resourcefully manage the mix of different water products and applications.

— Consistent and complimentary rate design for potable water, wastewater, and reclaimed
water that provide clear price signals, ensure financial integrity, and promote water
resource efficiency.

— Greater ability to meet future demands of Consumptive Use Permit requirements

Based on these preliminary findings, using a blank sheet approach and without the more detailed
analysis of Phase 2, CH2M HILL concluded that a consolidation of water and wastewater could
offer benefits to the citizens of Orlando and OUC customers.

The next step was to perform a preliminary analysis of the governance options under consideration
in order to determine the recommendation as to which of the options would be carried forward into
Phase 2.

5.4 Analysis of Different Governance Structures

Based on the previous conclusion that there was significant availability of potential benefits
associated with consolidation, CH2M HILL proceeded to answer the following question:

“What is the best organizational structure for a merged utility?”

To conduct this analysis, CH2M HILL concentrated on five of the eight evaluation criteria: Legal
Obstacles, Impact on Future Expansion, Ease of Implementation, Organizational/Governance
Effectiveness, and Financial Considerations. These criteria were selected because they would
reveal differences between the governance options. The objective of the Phase 1 analysis was to
evaluate the differences in the options. The remaining three criteria—Efficiency (Operational),
Service Level Impacts, and Overall Effect on Water Resource Management—were not considered
because a limited evaluation using these criteria would show only minimal differences between the
governance options.
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The initial analysis began by providing a brief characterization of each of the four governance
options and the variations on these options. Some of the key attributes of each option are follows:

5.4.1 Option 1: Wastewater to OUC

This option would result in the transfer of the City’s wastewater Exhibit 4
operations to an established utility structure with a long-term Option 1:
focus. Due to the transfer into an existing standalone utility,
this option would provide some additional economies of scale
in selected administrative and field areas. A singular focus on
water resource issues would be challenged due to potential
competing priorities of the electric business. It would also
allow electric, water, and wastewater bond issues to be
combined.

5.4.2 Option 2: Water to the City

This option would result in the transfer of OUC’s water Exhibit 5
operations to an established utility to operate the combined Option 2:
systems. Some efficiency could be gained due to the
association with the stormwater utility of the City. It would
facilitate decisions that are consistent with the City’s
annexation policies. It could present some limitations to
financial flexibility due to the City’s enterprise fund structure.
The potential exists for competition with the multiple priorities
of the City and this option would also not provide a singular
focus on water resource issues.

5.4.3 Option 3: Third-party Entity Exhibit 6

This option would establish a separate, Third-party organization Option 3:
that has a singular focus on water resource issues. It would
present some implementation challenges because a new

31 Party Organization
wWw W
support. However, the ease of cultural integration may be a

organization would need to be formed without embedded

benefit because it would minimize the perception of “winner”

and “loser”. There may be some initial limitations on debt E “
management that could result in a lower credit rating in the

short term.

5.4.4 Option 3: Variations Considered

Several variations of Option 3 were considered during the initial analysis. These variations
accounted for factors such as the composition and relationship to City and OUC boards, the
amount of services that could be contracted back with the City or OUC versus a complete
divestiture, and implementation requirements. Specifically, private, public authorities (independent
and dependent), and a not-for-profit corporation were examined.

One objective of Phase 1 was to eliminate any options that had insurmountable obstacles. It was
determined early in Phase 1 that a private Third-party organization faced insurmountable obstacles
and it was eliminated from further discussion. The reasons for the elimination of the private Third-
party organization included:

« Potential for a significant reduction in current utility service levels.

« Significant challenges would exist for the development of the privatization contract.
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e Aloss of local control by the City could seriously impact facility improvements.
o Complications of coordination with City’s annexation/development policies.

« The lack of tax-exempt capital financing could limit or eliminate the cost savings from the
consolidation.

« Ability to expand regionally in the future would be complicated.

5.4.5 Option 4: Hybrid of Option 1 and Option 3

This option would establish a separate, new Exhibit 7
organization operated under OUC, which would Option 4:

provide the embedded support of an existing utility. Separate

This option would be able to capitalize on the City of ORL ouc

strength of the current OUC credit rating and
provide some flexibility in debt management
options. This option also would have some
competing priorities with OUC'’s electric business or
would most likely have a complex governance
structure in order to focus solely on water resource issues.

ww wWw W

5.4.6 Option 4: Variations Considered

Several variations of Option 4 were considered during the initial analysis in Phase 1. These
variations accounted for factors such as the amount of control that both OUC and the City would
have over the governance structure that was formed, the specific management structure that would
be formed, and the positioning of a board that would oversee the combined water utility. None of
these variations were eliminated in Phase 1 because no insurmountable obstacles existed and the
variations did not differ significantly.

5.5 Evaluation of the Governance Options by Five Evaluation Criteria

Each of the four basic governance options was evaluated using five of the eight evaluation criteria
used throughout the study. As previously mentioned, three of the criteria were not assessed in the
initial analysis in Phase 1 because there would be little difference between the governance options
for these criteria. Key points by criteria for each of the four governance options include:

55.1 Legal Obstacles

From a legal perspective, no insurmountable obstacles exist for any of the four governance

options. Although the options would have some challenging legal issues such as changes to the
special acts governing the City of Orlando and OUC and the requirements for opinions from the
U.S. Treasury Department, none of the issues would prohibit an option from being implemented.

5.5.2 Impact on Future Expansion

The need for detailed evaluation of each of the options in terms of this criterion was recognized
and deferred to Phase 2.

5.5.3 Ease of Implementation

All four original governance options were expected to involve significant implementation challenges
due to cultural, operational, governance, and legal issues. Option 3 (Third-party Entity) appeared to
be the most complex to implement, but it had the advantage over the other options of providing the
opportunity to design a new organizational structure without being limited by an established
structure with a history. Option 1 (Wastewater to OUC) and Option 2 (Water to the City) would be
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easier to implement than Option 3. Option 4 (Hybrid under OUC) would be slightly more difficult to
implement than Options 1 or 2 but easier to implement than Option 3. Although the exact costs
were not determined during Phase 1, it was noted that salary adjustments would need to be made
in Options 1, 2, and 4 for transferring employees.

5.5.4 Organizational/Governance Effectiveness

In the initial analysis, the differences in organizational effectiveness of the governance options
were mainly related to the relative merit of a singular water resources focus and the different levels
of priorities within the governing organization. Only Option 3 (Third-party Entity) would provide a
singular focus on water resources. Option 1 (Wastewater to OUC) and Option 4 (Hybrid under
OUC) would result in organizations subject to the competing priorities of the electric utility
business. Option 2 (Water to the City) would result in an organization subject to the multiple
priorities of City government. Options 1, 2 and 4 have the advantage over Option 3 of being
consolidated with a proven utility provider.

5.5.5 Financial Considerations

The financial advantages and disadvantages of the governance options primarily relate to the level
of security provided by the respective merged organization to bond holders, potential economies
that could be obtained by being associated with a larger organization, and established precedents
for making payments to the City. Exhibit 8 summarizes these advantages and disadvantages in
tabular form.

Exhibit 8 shows that Option 3 (Third-party Entity) would have an advantage in that its financial
transactions would reflect a singular focus on water resource management. At the same time, this
option would have a disadvantage in that it would not have the credit history or backing of a larger
organization which could lead to less availability of credit and higher borrowing costs than some of
the other options being considered.

Exhibit 8
Option Advantages Disadvantages
e Established precedent for payments| e Loss of option to use G.O. Bond
Optionl) Wastewater to City financing for WW improvements
to OUC e Economies of scale and combined | e Precedents for payments to City
debt issues with electric system may limit future options

¢ Potential limitations on flexibility of
payments to City of Orlando
General Fund due to enterprise
fund structure

Option 2) Water to

the City e Potential G.O. backing of City

Option 3) Third-party ¢ Financial transactions not influenced| e Credit challenges associated with

Enti by, or subservient to, other new, less substantial (than City or
ntity S : . .

organizational imperatives OUC) entity

e Established precedent for payments e Potential fusion/ .
option o ryria | 10 iy S
under OUC e Economies of scale and combined P P

structure established

debt issues with electric system
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5.6 Summary of Conclusions from Phase 1
The conclusions reached during Phase 1 are summarized as follows:

« To properly evaluate the merits of consolidation for each governance option, it was important to
first identify the benefits that could accrue without consolidating the two utilities. The potential
improvements to operating efficiencies and debt management were not particularly significant
primarily because the utilities are already relatively efficient and deliver different services.

« Important financial benefits, operational efficiency improvements, and service efficiencies may
be realized under any of the governance options; thus, an investigation of the options for
consolidation was warranted in Phase 2.

« Total privatization (a variant of the Third-party option) was assumed to not convey sufficient
sustained financial returns on City assets or assure adequate control and stewardship of water
resources. The private Third-party organization was eliminated early in Phase 1.

« The specific conclusions relating to the evaluation criteria were as follows:

— When evaluating the organizational/governance effectiveness, Option 3 (Third-party Entity)
was the most favorable option.

— Option 1 (Wastewater to OUC) and Option 2 (Water to the City) would be the easiest
governance options to implement.

— When looking at preliminary financial considerations, the most favorable options were
Option 1 (Wastewater to OUC) and Option 4 (Hybrid to OUC).

— Differences between the four governance options require more detailed evaluation in Phase
2 with respect to five of the criteria: Legal Obstacles, Impact of Future Expansion,
Operational Efficiency, Service Level Impacts, and Overall Effect on Water Resource
Management.

CH2M HILL concluded that some differences exist between the options, but there were no
insurmountable obstacles to any of the governance options under evaluation. Therefore, further
examination of consolidation was warranted. Based on the initial findings, the JGC elected to
evaluate Option 1 (Wastewater to OUC), Option 2 (Water to the City) and Option 3 (Third-party
Entity) in more detail during Phase 2 of the study. Option 4 (Hybrid under OUC) was eliminated
from further consideration.
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6.0 Phase 2 — Analysis/Results

In Phase 2 of the study, the three remaining governance options were evaluated in depth against
the eight evaluation criteria (see Section 5.1). The analysis and conclusions for each evaluation
criteria is discussed in this section.

Exhibit 9

e Option 3: Separate,
Third-party Entity

Financial Considerations (return, rates, and risk)
Service Level Impacts
Overall Effect on Water Resource Mgmt.

1. Legal Obstacles
e Option 1: Wastewater 2. Impact on Future Expansion
to OUC 3. Ease of Implementation (employee impact)
e Option 2: Water to the 4. Organizational/Governance Effectiveness
City > 5. Efficiency (Operational)
6.
7.
8.

6.1 Legal Obstacles

Legal constraints on consolidation imposed by federal, state, and local laws were evaluated. In
brief, each governance option would require changes to City ordinances. Option 1 (Wastewater to
OUC) differed from Option 2 (Water to the City) and Option 3 (Third-party Entity) in that it could
likely be implemented without changes to the special acts governing the City and OUC and would
not require approval from federal regulators. Options 2 and 3 would likely require modification of
the special acts governing the City of Orlando and OUC. It was noted that the City holds clear
eminent domain authority, while OUC’s condemnation powers are presently exercised through the
City. These legal hurdles are relatively minor when compared with the additional requirements for
implementation of Option 3 (Third-party Entity). Opinions would be required from the U.S. Treasury
Department regarding the governance structure of the new Third-party entity and tax-exempt
status of debt instruments under U.S. Treasury Department regulations. In addition, if the Third-
party entity were a not-for-profit corporation, more complex issues would need to be resolved with
the U.S. Treasury Department and an opinion from the Florida Public Service Commission
regarding its jurisdiction over the new entity would be advisable. The details of this analysis follow:

Any transfer or sale of utility assets between public entities such as OUC and the City requires
both the buyer and seller to follow a statutorily defined process for the transfer or sale of water or
wastewater utility systems. OUC and the City would be required to comply with these
requirements, which are found in Florida Statutes Section 180.301 and Section 189.423.
Accordingly, OUC and the City would each be required to hold a public hearing to review and
approve the sale or transfer of the water or wastewater system to determine if the transaction is in
the public interest. The City and OUC would be required to consider the following:

« Most recent available income and expense statement for the utility.
« Most recent available balance sheet for the utility.

« Statement of the existing rate base of the utility.

« Physical condition of the utility’s facilities.

« Reasonableness of the transaction.

« Impacts of the transaction on utility customers, both positive and negative.
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« Any additional investment required.
« Alternatives to the transaction.
« Ability of the purchaser to provide and maintain high-quality and cost-effective utility service.

The statutory requirements do not place significant limitations on the ability of the City or OUC to
sell or transfer water, wastewater, or reclaimed water systems other than requiring the sale or
transfer to be in the public interest.

The governance options considered could also require changes to special laws passed by the
Florida Legislature. Passage of special laws (also referred to as local acts) is governed by Article IlI
of the Florida Constitution, general law, and the rules and procedures of the Florida House and
Senate. A local hearing must be held on the proposed special law and notice must be published in
a newspaper of general circulation at least 30 days before the bill is filed. By tradition of the Florida
Legislature, the local hearing must be held by the local legislative delegation. Any local bill
amending the special acts governing the City or OUC would have to be heard by the Orange
County Legislative Delegation. Any proposed special law must be approved by the local county
delegation before the bill can be filed and considered by the Florida Legislature.

6.1.2 Legal Issues Raised by Option 1

A transfer of wastewater and reclaimed water assets and operations is allowable under general law
authorizing local government utility operations by municipalities, including the City of Orlando (See
Part Il of Ch. 166, Fla. Stat.). In addition, a special act of the Florida Legislature authorizes OUC to
operate the City’s wastewater system with approval of the City Commission, and a City ordinance
authorizes OUC to operate the City’s reclaimed water system.

Section 32.1.1(b) of the City Code of Ordinances provides that “the City Council may designate the
Orlando Utilities Commission, or other contract operator, to administer the reclaimed water
program, in whole or in part.” This ordinance clearly authorizes OUC to assume operation of the
reclaimed water system without further action other than approval by the City Council.

In 1947, the Florida Legislature authorized OUC to operate the City's sewer system as directed by
the City Council.

That the Utilities Commission of the City of Orlando, in the County of Orange, shall
have power, with the consent of the governing body of the City of Orlando...to perform
any other duties or acts in the management, control and operation of such sewer
system of said City, upon such terms and conditions as shall be agreed upon between
said Utilities Commission and the governing body of the City of Orlando.

See Laws of Fla. Ch. 24758, §1 (1947).

6.1.3 Legal Issues Raised by Option 2

The transfer of the operations and assets of the water system serving the City from OUC to the
City is limited by special act of the Florida Legislature. OUC was established by the Florida
Legislature in 1923 as an independent statutory commission within the municipal government of
Orlando. It was vested with full authority over the management and control of the City’s water and
electric utilities, and the Florida Legislature assigned OUC full control over all employees
connected with the City’s electric and water facilities in 1955.

The City’s Charter recognizes that the Mayor and the City Council have no control over OUC.
Chapter 2, Section 3 of the City Charter grants the Mayor the executive powers of the City, but
specifically excludes OUC from the Mayor’s sphere of control.
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The Mayor-Commissioner shall be the executive officer of the City of Orlando and
possess all the powers and duties incident thereto and shall be charged with the
enforcement of all the ordinances and laws thereof.... provided, however, that nothing in
this section shall in any manner abridge the rights, powers, duties and privileges of the
Orlando Utilities Commission.

Laws of Fla., Ch. 10976, § 3 (1925) (emphasis added).

The City’s Charter also recognizes in Chapter 2, Section 4, that the City Council has no control
over OUC:

The Council shall have the power to change or abolish all offices heretofore existing in
said City and to establish such offices . . . as may seem desirable, provided, however,
that this shall not authorize the changing or abolishing of . . . the Orlando Utilities
Commission, or to in_anywise affect same as now constituted unless specifically
provided for herein....

Laws of Fla., Ch. 10976, § 2 (1925) (emphasis added).

The Florida Supreme Court has interpreted OUC’s governing statutes to vest in OUC exclusive
control of the City’'s electric and water utility systems. City of Orlando v. Evans, 182 So. 264, 66
(Fla. 1938). The Florida Supreme Court held that the special acts governing OUC supersede any
general laws to the contrary, including general laws providing for municipal acquisition, ownership,
operation, and control of utilities, such as Chapters 166 and 180, Florida Statutes. Id. at 268.

OUC'’s independent control and operation of the electric and water systems was reinforced in 1984
by the Fifth District Court of Appeal in Gaines v. City of Orlando, 450 So. 2d 1174 (Fla. 5th DCA
1984). The Gaines Court found that OUC’s governance can be amended only by a special act of
the Florida Legislature. OUC’s governing legislation is not part of the City Charter, and it cannot be
amended by act of the City Council or through a referendum of the electors of the City. Gaines,
450 So.2d at 1182.

Generally the charter of a municipal government can be amended in two ways: 1) by special act of
the Florida Legislature, or 2) by referendum of the electors of the municipality under the Municipal

Home Rule Powers Act. See Fla. Stat., Ch. 166, Part I. However, the special acts governing OUC

are not part of the City of Orlando’s charter. The Fifth District Court of Appeal found in Gaines:

In this case the Legislature gave the OUC exclusive authority to manage, operate and
build electric utilities plants in Orange and Brevard Counties by special statutes. These
are not part of the City's Charter. Any amendment to the City's Charter which purports
to diminish or take away the OUC's powers over the utilities would necessarily be in
conflict with those state laws.

This situation was created by state law and can only be changed by state law.

Gaines, 450 So.2d at 1182 (emphasis added). Considering this case law, OUC’s governance can
be changed only through a special act of the Florida Legislature.

6.1.4 Legal Issues Raised by Option 3

Option 3 (Third-party Entity) presents various legal issues that depend on how the third-party entity
is structured. Some of these obstacles could be significant. Generally, governance structures fall
into three broad categories: 1) independent special district, 2) dependent special district, and 3)
not-for-profit corporation.

An independent special district would be an agency created by the City and/or OUC that would
operate without direct organizational or financial control by the City or OUC. A dependent special
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district would be an agency directly controlled by the governing board of the parent entity. In the
scenarios considered, a dependent district would house both the water and wastewater utility
services and be managed by the City Council or the OUC Commission. A dependent district could
be operated much like a department or division within the City or OUC.

Each of the three types of third-party entities presents legal issues that need to be addressed, but
none of these obstacles would be insurmountable if sufficient resources were available. In each
case, amendments to the special acts governing control of the water utility assets and operations
would likely be advised. As the Fifth District Court of Appeal held in Gaines, control of the water
system can be changed only by act of the Florida Legislature.

The legal issues raised by the creation of an independent district or a dependent district created
within the City would be similar to the issues discussed under Option 2 (Water to the City). The

legal issues raised by creation of a dependent district under OUC would be similar to the issues
discussed under Option 1 (Wastewater to OUC).

The creation of a not-for-profit corporation by the City and/or OUC to operate and hold the
water and wastewater utility assets would raise the most significant legal issues. Three
such issues would need to be addressed: 1) will the new entity have access to tax exempt
financing?; 2) if utility assets are sold to the third-party entity, is the use of the proceeds
limited?, and 3) will the new entity be subject to the jurisdiction of the Public Service
Commission (PSC)?. These issues are analyzed below.

(1) For the not-for-profit organization to issue tax-exempt bonds, it must be a “political
subdivision” or operate “on behalf of” a political subdivision.

There is a significant issue as to whether the not-for-profit entity can pay the City or OUC using the
proceeds from tax exempt bonds. Section 103 of the Internal Revenue Service (IRS) Code
provides that, with certain exceptions, interest on obligations of a state or local governmental unit is
not included in gross income. The IRS has issued several revenue rulings holding that obligations
issued by not-for-profit corporations on behalf of a governmental unit will be considered obligations
of a governmental entity and therefore qualify as tax exempt, if certain conditions are met.
Revenue Ruling 63-20 provides that a not-for-profit corporation will be considered to have issued
obligations “on behalf of” a political subdivision if each of the following requirements are met: (1)
the corporation is engaged in activities that are essentially public in nature; (2) the corporation is
not organized for profit; (3) the corporate income does not inure to any private person; (4) the state
or a political subdivision thereof has a beneficial interest in the corporation while the indebtedness
remains outstanding, and it must obtain full legal title to the property of the corporation with respect
to which the indebtedness was incurred upon retirement of such indebtedness; and (5) the
corporation must have been approved by the state or a political subdivision thereof, either of which
must also have approved the specific obligations issued by the corporation.

Subsequent to Revenue Ruling 63-20, the IRS issued a revenue procedure that sets forth the
circumstances under which the IRS will issue an advance ruling that obligations used by a
corporation will be considered obligations of a local governmental unit. Section 3 of Revenue
Procedure 82-26 sets forth six requirements and explains how these requirements are met. The
requirements are similar to those in Revenue Ruling 63-20, but greater detail is provided on how to
satisfy the requirements. If the decision is made to continue pursuing this option, an advance ruling
should be sought from the IRS.

Revenue Procedure 82-26 states that the “beneficial interest” requirement will be met if:

1. (a) The governmental unit has exclusive beneficial possession and use of a portion of the
financed property equal to ninety-five percent (95 percent) or more of the fair rental value of
the financed property for the life of the obligations; or
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(b) The nonprofit corporation has exclusive beneficial possession and use of a portion of the
financed property equivalent to ninety-five percent (95 percent) or more of its fair rental
value for the life of the obligations; and the governmental unit (A) appoints or approves the
appointment of at least eighty percent (80 percent) of the members of the governing board of
the corporation; and (B) has the power to remove any member of the governing board and
appoint a successor. However, if the Articles of Incorporation provide that ex officio
representatives of the governmental unit constitute all or part of the governing board, then
the above requirements do not apply; or

(c) The governmental unit has the right at any time to obtain unencumbered fee title and
exclusive possession of the property financed and any additions to that property by (1)
placing into escrow an amount that will be sufficient to defease the obligations; and (2)
paying reasonable costs incident to the defeasance. Before it defeases the obligations, the
governmental unit may not agree or be obligated to convey any interest in the property to
any person for any period extending beyond or beginning after the unit defeases the
obligation. In addition, the unit may not agree or be obligated to convey a fee interest in the
property to any person who was a “user” of the property, under the Code before the
defeasance within 90 days after the unit defeases the obligations. The corporation must
immediately cancel all encumbrances on the property, including leases and management
contracts; and

. In the event the nonprofit corporation defaults in its payments under the obligations, the

governmental unit has an exclusive option to purchase the property for the amount of the
outstanding indebtedness and accrued interest to the date of default.

The fifth requirement under Revenue Procedure 82-26 requires the governmental unit to obtain full
legal title to the property upon retirement of the indebtedness. This requirement will be met if:

1.

The obligations are issued on behalf of no more than one governmental unit and title will
vest solely on that unit when the obligations are discharged; and

All of the original proceeds and investment of the proceeds of the obligations are used to
provide tangible real or tangible personal property. Proceeds are considered to provide
tangible property if they are (a) used to finance costs that a taxpayer must charge to the
property’s capital amount, may elect to charge to the property’s capital amount instead of
deduction, or may elect to deduct instead of charging to the property’s capital account, or
(b) used to fund a reasonably required reserve fund; and

The governmental unit obtains upon discharge of the obligations, unencumbered fee title
and exclusive possession and use of the property financed, including any additions to the
property, without demand or further actions on its part. Thus, any leases, management
contracts and other similar encumbrances must terminate upon discharge of the
obligations; and

Before the obligations are issued, the governmental unit adopts a resolution stating that it
will accept title to the property financed by the obligations, including any additions to that
property, when the obligations are discharged; and

The financing documents provide that any other obligations issued by the nonprofit
corporation relating to the property will be discharged no later then the latest maturity date
of the original obligations; and

The proceeds of fire or other casualty insurance policies received in connection with
damage to the property will be used to reconstruct the property or be remitted to the
governmental unit; and
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7. Areasonable estimate of the fair market value of the property (a) on the latest maturity date
of the obligation is equal to at least 20 percent of the original cost of the property financed
buy the obligation, without regard to any increase or decrease for inflation or deflation; and

8. A-reasonable estimate of the remaining useful life of the property (b) on the latest maturity
date of the obligations is the longer of one (1) year twenty percent (20 percent) of the
originally estimated useful life of the property financed; or if (a) and (b) are not met, the
nonprofit corporation must be required to replace the property and the replacement meets
the requirements of (a) and (b).

The sixth requirement of Revenue Procedure 82-26 requires the governmental unit to approve both
the not-for-profit corporation and the specific obligations to be issued by the corporation. This
requirement will be met if the governmental unit adopts a resolution approving the purposes and
activities of the corporation and the specific obligations to be issued within 1 year prior to the
issuance of the obligations.

(2) If the not-for-profit entity is a “related party,” use of the proceeds of the sale may be
limited to refunding existing bonds.

If OUC and the City are “related parties” of the new not-for-profit entity, then their use of bond
proceeds for non-water or sewer purposes would be limited. Under IRS regulations, proceeds from
bonds issued to purchase the water, sewer, and reclaimed water systems could be used only to
defease the City’'s and OUC'’s water and sewer bonds.

For the City and OUC to not be considered “related parties” of the new not-for-profit entity, the new
entity will need to be independent from both the City and OUC. Title 26 Code of Federal
Regulations Section 1.150-1 defines when the City and OUC would be considered related to the
new not-for-profit entity. This U.S. Treasury Department regulation provides that entities are related
when they are part of a “controlled group.” A controlled group is defined as follows:

(e) Controlled group means a group of entities controlled directly or indirectly by the same entity
or group of entities within the meaning of this paragraph (e).

(1) Direct control. The determination of direct control is made on the basis of all the relevant
facts and circumstances. One entity or group of entities (the controlling entity) generally
controls another entity or group of entities (the controlled entity) for purposes of this
paragraph if the controlling entity possesses either of the following rights or powers and the
rights or powers are discretionary and non-ministerial--

(i) The right or power both to approve and to remove without cause a controlling portion
of the governing body of the controlled entity; or

(i) The right or power to require the use of funds or assets of the controlled entity for
any purpose of the controlling entity.

(2) Indirect control. If a controlling entity controls a controlled entity under the test in paragraph
(e)(1) of this section, then the controlling entity also controls all entities controlled, directly
or indirectly, by the controlled entity or entities.

(3) Exception for general purpose governmental entities. An entity is not a controlled entity
under this paragraph (e) if the entity possesses substantial taxing, eminent domain, and
police powers. For example, a city possessing substantial amounts of each of these
sovereign powers is not a controlled entity of the state.

The issue of scope of the “related entities” was discussed in a Private Letter Ruling by the IRS
concerning a reorganization of local government utility systems. In that ruling, the IRS cited the
following as a significant basis for its finding that bonds issued by the new entity would not be
considered a refunding:
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The Authority has the power to acquire and operate the Systems without oversight, input or
approval from the City. The Authority has the following rights: to acquire and operate any type
of utility asset; to borrow money, grant mortgages and other liens to secure its obligations; to
enter into contracts relating to its activities; to condemn property through the exercise of the
power of eminent domain; and to fix, charge and collect fees and other charges for the use of,
or in connection with, the Systems or facilities, without the necessity of review or approval by
the City, any other municipality, the State or any commission or authority of the foregoing
(except rate increases are subject to the same limitation that existed for the Division). In
addition, the City has no power under State law to require the Authority to use its funds or
assets for any particular purpose, to cause the dissolution of the Authority, or to review the
Authority's books, other than the general right granted to all persons under State law. The City
is, however, entitled to the assets of the Authority upon dissolution. Unlike the Division, the
Authority is not required to provide free water to the Authority, however, the Authority provides
free water to the City's fire hydrants because it is impractical to meter this water. The Authority
must make in lieu of tax payments to the City and to any other jurisdiction in which it operates
as is required of all utilities under State law.

IRS Private Letter Ruling 200230039 (emphasis added).

(3) The utility systems must be owned, operated, managed, or controlled by government to
avoid PSC regulation.

Ownership by a private not-for-profit corporation raises the issue of regulation by the PSC. Section
367.022, Florida Statutes, provides for various exemptions from regulation. The most relevant
exemption is in Section 367.022(2), which reads as follows:

Systems owned, operated, managed, or controlled by governmental authorities, including water
or wastewater facilities operated by private firms under water or wastewater facility privatization
contracts as defined in Section 153.91, and nonprofit corporations formed for the purpose of
acting on behalf of a political subdivision with respect to water or wastewater facility.

Prior to 1990, Section 367.022(2) provided exemptions only for “systems, owned, or systems of
which the rates and charges are controlled by governmental authorities.” Section 367.022(2) Fla.
Stat. (1989). After this amendment, it appears that control over rates by a governmental authority is
not sufficient, in of itself, to qualify for this exemption.

Water and wastewater facility privatization contracts are defined in Section 153.91(1), as follows:

"Wastewater facility privatization contract” means a written agreement, or one or more related
written agreements, between a private firm and one or more public entities, which provides
for the operation, maintenance, repair, management and administration, or any combination
thereof, of a wastewater facility for a term of more than 5 years, but not more than 40 years in
duration, and which may also provide for the planning, design, construction, improvement,
acquisition, financing, ownership, sale and leasing, or any combination thereof, of the
wastewater facility.

A private firm for purposes of this exemption is defined in Section 153.91(4), Florida Statute as:

"Private firm" means any privately or publicly held business entity qualified to do business in
Florida having the financial capacity and technical, administrative, and regulatory experience
and expertise necessary to enable it to carry out the obligations specified in a wastewater
facility privatization contract.

The exemption based on control by a governmental entity could be problematic because it requires
ownership, operation, management or control by a governmental authority. Attempting to have the
system “managed” or “controlled,” even though it is not owned or operated by the City or OUC,
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may be possible, as is highlighted by the wastewater facility privatization provisions in Part Il,
Chapter 153 cited in the exemption. Additional investigation is appropriate to determine how these
requirements for the exemptions would impact the organization of the not-for-profit entity and how
these requirements are interpreted by the PSC.

The only PSC order discovered in Phase Il that applies this provision to systems not owned by a
governmental authority, but operated by a governmental entity, found that a privately owned utility
for which the City of Kissimmee was a court-appointed receiver was exempt. In exempting this
utility, the PSC order notes that the receivership court order expressly provides that Kissimmee is
required to operate, manage, and control the utility. In re: Petition for exemption from Florida Public
Service Commission regulation as a utility by City of Kissimmee as Receiver for Kings Point
Utilities, Inc. in Osceola County. 91 FPSC 10:226, dated November 14, 1991.

6.2 Impact on Future Expansion

Consolidation of the two utility operations will have minimal impact on potential future expansion of
retail or wholesale water and wastewater service by the City and OUC. There are no organizational
limitations on the provision of wholesale water by OUC or the provision of retail wastewater service
by the City. Retail water service by OUC is broadly limited to areas within Orange County by
special acts of the Florida Legislature. The three governance options evaluated in Phase 2 would
not impose any additional limitations on retail or wholesale water or wastewater service by the City
and OUC.

The City and OUC have agreed to limitations on retail water, wastewater, and reclaimed water
service in a series of service area agreements with Orange County. These agreements define
unincorporated and incorporated areas of Orange County where OUC has responsibility to provide
retail water service and the City has responsibility to provide wastewater service. These
agreements place more direct limitations on future expansion of water and wastewater service by
the City, OUC, or a consolidated entity than any utility governance changes that would result from
the governance options considered in this study.

The three governance options considered in Phase Il did not raise any governance, management,
or operation issues that would impact the ability of the City or OUC to expand water or wastewater
services. Only the creation of a third-party not-for-profit corporation could create impediments to
future expansion or cooperative regional initiatives, and then only to the extent that OUC, the City,
or another governmental entity sought to mandate future expansion, interagency collaboration, or
regional consolidation. It should be noted that the creation of a not-for-profit corporation would
restrict the ability of the Florida Legislature, the City of Orlando, or OUC to mandate regional
coordination and cooperation through statues or ordinances.

As noted in the previous discussion of legal obstacles, the creation of a not-for-profit corporation
would likely result in the creation of an entity that is not directly operated or controlled by the City or
OUC. The not-for-profit corporation would likely have the discretion to determine independently
whether to expand services or participate in regional coordination or collaborations. Service areas
could be defined through franchise agreements or service area agreements, but the City, OUC, or
other governmental entities could not mandate that the not-for-profit corporation expand service or
participate in cooperative efforts or regional collaborations without the consent of the board of
directors of the not-for-profit corporation.

6.3 Ease of Implementation

Each of the remaining governance options would likely involve significant implementation
challenges due to cultural, operational, legal and governance issues; would have different
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implementation costs; and would be subject to several risk factors. Some of the different
advantages and disadvantages with respect to implementation are discussed below.

6.3.1 Option 1: Wastewater to OUC — Advantages and Disadvantages

From an implementation standpoint, an advantage of transferring wastewater operations to OUC
would be the merger into a proven, well-operated water utility. Also, OUC has an organizational
structure that is already set up to provide multiple utilities, including electric, to a variety of
customers, which would help address some of the complex decisions regarding personnel and
procedures that would need to be made in a consolidation of this type.

A disadvantage would be the significant effort involved in leveling the difference in salaries for
comparable positions. Also, there may be less ability to coordinate effectively on City initiatives
during the implementation. Because of the existing structure and positions in place for multiple
utilities, the opportunity for completely designing the new organization from a blank sheet
perspective may be limited.

6.3.2 Option 2: Water to the City — Advantages and Disadvantages

An advantage of transferring water operations to the City would be the merger into a proven, well-
operated water utility, which would help address some of the complex decisions regarding
personnel and procedures that would need to be made in a consolidation of this type. This
governance option would also more readily allow for coordination on City initiatives during the
implementation.

A disadvantage is that a special act by the Florida Legislature may be necessary, which would add
some complexity. Also, a significant effort would be involved to level the difference in salaries for
comparable positions for City and OUC staff. Because of the existing City structure and positions in
place, the opportunity for completely designing the new organization from a blank sheet
perspective may be limited.

6.3.3 Option 3: Third-party Entity — Advantages and Disadvantages

The most significant advantage for a third-party entity is the opportunity for unfettered design of the
new organizational structure, typically one of the most daunting challenges of consolidation. This
option would facilitate changes to business processes that would help ensure achievement of
potential efficiency and customer service gains.

This option presents the most complex legal, organizational, and logistical challenges. Because
this is a new organization, new procedures and policies must be created or merged, which requires
significant time and effort. As a consequence, this option is likely to require the most time to affect
implementation and most likely have to be accomplished in interim phases.

6.3.4 Implementation Costs

One indication of the complexity of any implementation is the associated costs to execute. Direct
implementation costs over the initial 2 years of consolidation were estimated to range from

$0.675 million to $1.125 million for the three options. These costs were developed by estimating
external consulting fees and legal fees. These estimates were based on CH2M HILL’s experiences
with other consolidation implementations. A significant majority of these costs would be expected
to occur in the 18 months after the decision to consolidate is made and would be incurred relatively
evenly over that time period. Thus, the first year would encompass approximately two-thirds of the
cost and the second year would encompass one-third of the costs. The internal costs associated
with the labor of both OUC and City personnel expended working on consolidation issues were not
included in this estimate but were expected to be similar for all three of the governance options.
These costs were later subtracted from the subsequent financial analysis to determine the overall
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savings of the three governance options. The specific estimates in thousands of dollars for the
three governance options are listed in the following table:

Year 1 Year 1 Year 2 Year 2
Consulting | Legal Year Consulting | Legal Year 2
(In thousands) Costs Costs | Subtotal Costs Costs | Subtotal | TOTAL
Option 1 Wastewater to OUC $335 $117 $452 $165 $58 $223 $675
Option 2 Water to the City $335 $168 $503 $165 $83 $248 $750
Option 3 Third-party Entity $536 $218 $754 $264 $107 $371 $1,125

6.3.5 Implementation Risk Factors

Also considered in the evaluation of the ease of implementation were the risk factors associated
with consolidation. These risks are generally present and occur to certain degrees with any
consolidation effort of two or more organizations. If they occur, these risk factors have cost
implications that affect the projected savings realized for a consolidation. In the financial analysis
under each governance options, the potential effect of these risk factors was considered. The
potential risk factors are as follows:

Loss of productivity by employees: During any consolidation, there is some loss of employee
productivity due to required meetings, discussions, and communications as well as requirements to
affect a multitude of logistical arrangements. Employees spend time discussing implications of the
consolidation (personally and professionally), learning new business processes, and adapting to
inherent cultural changes. Also, some employees may be dissatisfied with decisions made, which
may impede productivity.

Loss of productivity for organizational processes: Related to the loss of employee productivity
is the loss of productivity of key processes. For successful consolidation efforts, this effect is short
term, but may nevertheless have a significant impact on the organization’s financial performance
and efficiency during that time period.

Employee resignations: Most consolidations result in employee resignations, often by some
considered important to the organization. Time is spent with the resigning employees and in
recruiting and hiring replacements. It can take a significant amount of time to replace some
employees. In addition, extra time is spent orienting the new employee to the organization and
their role. This lost time can greatly affect the success of the consolidation.

Salary adjustments: When two organizations are consolidated, salaries of employees who have
comparable positions often need adjustment. Limited differences in salary levels exist between City
and OUC personnel. Significant time and attention would be required to level these salaries. This
factor would be a significant issue for Option 1 (Wastewater to OUC) and Option 2 (Water to the
City) but less significant for Option 3 (Third-party Entity) because a new salary structure could be
more easily instituted.

Estimation accuracy: Another risk is the accuracy of the estimates for the projected costs that will
incur or the savings from consolidating. Underestimating projected costs or overestimating
projected savings could greatly effect the anticipated financial outcomes of the consolidation could
be comprised.

Unforeseen obstacles: No matter how well an implementation plan for a consolidation is thought
out and developed, obstacles and difficulties can occur that either complicate or prolong an
implementation.
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“Taking the eye off the ball”: One overall risk factor not specifically covered by any other risk
factor is the risk that the organization loses focus on its core mission.

In summary, the three governance options evaluated in Phase 2 would present significant
challenges and obstacles. Option 3 (Third-party Entity) would require the most complex and costly
implementation. However, Option 3 would have the advantage of providing an opportunity to
design a new organizational structure that would be unfettered by existing organizational
constraints. The implementation requirements of Option 1 (Wastewater to OUC) and Option 2
(Water to the City) would be near equal in terms of simplicity and cost and would be significantly
easier to implement than Option 3.

6.4 Organizational/Governance Effectiveness

In terms of organizational effectiveness, the differences between the governance options were
mainly related to the relative merit of a singular focus on water resources and the different and
potentially competing priorities of the governing organization. The more detailed analysis
conducted in Phase 2 affirmed the preliminary conclusions reached in Phase 1 regarding
organizational effectiveness.

To further analyze the potential effectiveness of the organizations in Phase 2, a rough cut of the
new consolidated organizational structures was developed for each of the governance options.

For Option 1 (Wastewater to OUC) and Option 2 (Water to the City), it was assumed that the
existing organization receiving parts of the other organization would dictate the new structure of the
consolidated organization. For Option 3 (Third-party Entity), it was assumed that a blank sheet
approach could be taken for the organizational design. Potential staff counts were made for each
of the major departments. These staffing levels are described further in Section 6.5 “Operating
Efficiencies”. A graphic and brief description of these potential organizational structures follows.

Exhibit 10
Option 1. Wastewater to OUC Option 1: Wastewater to OUC

In Exhibit 10, the white boxes represent the existing OUC Wateri Wil

Water Business Unit Structure. The orange boxes !
represent existing departments from the City’s Wastewater procton
Division that would be merged with the OUC structure.
These City departments would not necessarily continue as
currently set up; the graphic is more an indication of how ——
personnel from that department would be aligned.

Exhibit 11

Option 2: Water to the City
Option 2: Water to the City Water WW

Director

In Exhibit 11, the white boxes represent the existing
Wastewater Division of the City. The yellow boxes
represent the existing departments in OUC’s Water

Business Unit that would be merged with the City i
Wastewater Division structure. Within the major

Specialty Water
Service Group Distribution

departments, additional restructuring would most likely be Control
necessary and would be more extensive than shown in the
diagram_ Tech Services
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Option 3: Third-Party Entity Exhibit 12

For the third-party entity, the approach involved using
a clean slate to design the organization without regard
to any existing structures. The orange box in the watert

graphic indicates a department that would consist Mol
primarily of current City Wastewater Division staff. The .
yellow box indicates a department that would consist
primarily of current OUC Water Business Unit staff.

e i W v e
i i Distribution Services
departments that would consist of both City and OUC

The combined orange and yellow boxes indicate
personnel.

Option 3: Third-party entity

The analysis of the potential organizational structures contributed to the more in-depth analysis of
organizational effectiveness. Listed below are some of the advantages and disadvantages in terms
of organizational effectiveness between the governance options:

6.4.1 Option 1: Wastewater to OUC — Advantages and Disadvantages

As noted previously, from an organizational effectiveness standpoint, an advantage of transferring
wastewater operations to OUC would be the merger into a proven, well-operated water utility. Also,
OUC has an organizational structure already set up to provide multiple utilities, including electric, to
a variety of customers. Thus, they have experience with administering multiple utilities within their
business structure. An additional advantage is that this organization would be reporting to a
governing board with a long-term perspective on providing utilities.

From an organizational perspective, a disadvantage would be that this new consolidated
organization would lack a singular focus on water resource issues. The electric business would
remain the largest portion of OUC’s business and there would be competing priorities with the
electric business.

6.4.2 Option 2: Water to the City — Advantages and Disadvantages

From an organizational effectiveness standpoint, an advantage of transferring water operations to
the City would be the merger into a proven, well operated water utility. An additional benefit is that
only this option provides the ability to coordinate directly with the City’s Stormwater Utility, which
could lead to additional water resource management benefits. Note that as a boundary condition
for this study, movement of the City’s Stormwater Utility was not considered due to its close
interaction with the City’s Streets Department.

From an organizational perspective, a disadvantage would be that this new consolidated
organization would lack a singular focus on water resource issues. This organization would report
to a board that addresses the multiple, competing priorities of the City and has a more short-term
focus.

6.4.3 Option 3: Third-party Entity - Advantages and Disadvantages

From an organizational effectiveness standpoint, an advantage of creating a separate, third-party
entity would be the opportunity to create an organization with a singular priority on water resource
issues. It is assumed this structure would report to a governing board whose sole focus would be
on long-term water resource issues.

A disadvantage for organizational effectiveness relates to the complexities of implementation. This
option would also require the most time to implement, and would most likely occur in phases that
would also hinder short term effectiveness.
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In summary, Option 3 (Third-party Entity) would bring a singular focus on water resources, with no
competing priorities. Option 1 (Wastewater to OUC) would be subject to potentially competing
electric utility management priorities and Option 2 (Water to the City) would be subject to multiple,
potentially competing priorities of the City government. An advantage for Options 1 and 2 over
Option 3 is that both OUC and the City are proven, effectively managed utility organizations,
whereas a new entity would not have a proven track record.

6.5 Operating Efficiencies

Based on its extensive experience with the management and operation of water and wastewater
utilities, CH2M HILL found the condition of both the water and wastewater plant facilities to be
industry leading. Staffing levels at the water treatment plants are minimal due to sophisticated
automation. Monitoring systems associated with wastewater lift stations and treatment facilities are
excellent. Because both OUC’s water and the City’s wastewater operations are efficiently
operated, potential operational cost savings resulting from consolidation are limited. In addition,
consolidation of two different types of utilities, in this case water and wastewater, yields fewer
operational cost saving opportunities than consolidating two utilities of the same type, such as
water with water, or wastewater with wastewater.

Nevertheless, CH2M HILL identified some potential cost savings, primarily through staffing
adjustments in the areas of wastewater collection and water distribution, which could accrue under
any form of water/wastewater consolidation. These savings derive from potential staff reductions
across both utilities ranging from a low of 16 full-time equivalent positions for Option 3 (Third-party
entity) to a high of 26 full time equivalent positions for Option 1 (Wastewater to OUC).

While CH2M HILL found the operations of both OUC water and City of Orlando wastewater to be
well run, efficient, and compare favorably to other well run utilities, some operational efficiencies
can be realized. Some of them could be realized only with consolidation, some internal within each
organization, and some may be realized with collaboration between agencies. This potential
collaborative approach was not delved into in great detail at this point in the review, but was
recognized as a source of potential benefits to consumers of the services of OUC and the City.

In the case of the savings internal to each organization and the savings that require a collaborative
approach, the staff of both organizations will need to proactively identify and implement these
opportunities.

6.5.1 Establishing Optimum Staffing Levels

Listed below are the findings of the Phase 2 analysis related to optimum staffing levels.

o Level of field staff could be reduced with innovative geographic assignments. With the
development of a more compact service area for any field crew, the response time (often
referred to as “windshield” time) could be reduced. For example, staff may be currently
operating from one of two centers, with one-half of the service area addressed by each.
Establishment of four centers in four quadrants of the service area could result in the reduction
of non-productive driving time to job sites. This option could be accomplished with or without
consolidation.

« Level of staff could be reduced by cross training and assigning both water and wastewater
functions to the same field unit. Under such an arrangement, each crew would be equipped to
address a broad base of problems in water and wastewater, such as main line leaks, water
service leaks, wastewater service line blockages, and system overflows. This option would be
much more complex to implement if the two organizations remained separate.
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The after-hours call center for emergency response could be handled by one person and/or
group for all field utility units and co-located with the plant’s control center. Both of these
measures could be implemented with or without consolidation of the utilities.

Increased productivity of staff (some of these options could be more easily realized with
governance options other than the status quo):

- Cross training plant, well, and lift station mechanics would allow any of the staff to work on
a variety of equipment. Under a non-consolidation scenario, some portions of this
suggestion could be implemented, with the mechanics assigned to the wastewater
operation and the staff assigned to water operations having broadened assignments.

- Cross training the operators of water and wastewater plants.

- Adopting a minimal staffing philosophy at wastewater plants, using water plant staff as an
example.

Blending the water distribution system and the wastewater collection system operations could
gain efficiencies, with crews being equipped to respond to a broader base of issues. Combining
the appropriate maintenance yards and activities could reduce response times, resulting in
improved customer service.

Under any governance option, the engineering staff could effectively support both water and
wastewater operations, including design, plan review, field engineering and inspections.

Increased levels of staff combined with increased capabilities of staff could result in the
opportunity for a more comprehensive in-house training program for job skill development, as
well as support certification requirements of the utilities.

Similar to field forces blending operations, a combined customer service function could result in
improved efficiencies by addressing water and wastewater during common calls.

6.5.2 Financial Efficiencies
Listed below are the findings of the Phase 2 analysis related to other financial efficiencies.

Combined financial reporting adds level of efficiency to monitoring finances.
Variable cost optimization due to efficiencies of operating a larger system.

Bond financing, combined revenue streams have the potential of qualifying for better borrowing
rates.

6.5.3 Other Areas of Potential Savings

Listed below are the findings of the Phase 2 analysis related to other areas of potential savings,
most of which are difficult to quantify directly.

GIS mapping could be accomplished effectively with multiple utilities, resulting in more
complete mapping records for all utilities involved, with or without consolidation.

Large, specialized equipment could be used effectively by more than one utility. For example, a
low-boy trailer and large track excavator might not be used on a daily basis by a single utility
and could be scheduled for joint use by more than one agency.

Combined warehousing operations could add efficiency in two major ways: 1) overall efficiency
could be greater using a single system of materials management, rather than parallel systems
for each utility, and 2) because some materials are jointly used by both utilities, economies of
scale could be realized by more efficient stocking levels.
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« A single work order system for both utilities, including field conveyance forces, plants, and
engineering, would be more effective and could be more economical to operate.

« Improved purchasing program, based on larger system, could result in:
- Savings on chemicals common to water and wastewater operations.
- Savings on administrative/ clerical supplies.

« Outsourcing non-core tasks would allow staff to concentrate on the primary aspects of utility
operation:

- Building maintenance
- Yard maintenance
- Fleet maintenance

« Develop a program to combine appropriate activities of water and wastewater labs, with
considerations for merging with other environmentally oriented labs in the region.

o Broadened asset management opportunities based on larger base of assets.

« Blending water and wastewater operations would provide greater flexibility in job assignments
and the potential for a workforce with broader skills and greater career opportunities. This, in
turn, enables more effective succession planning to assure that long term staffing needs are
addressed.

Some economies of scale could be realized in several administrative areas, including:

e Budget/Finance

« Marketing and Communications
e Human Resources

« Engineering

e Purchasing

« Plan Review

e Legal

« Information Technology

« Office Services

e Security
« Risk Management
« Facilities

In some instances, these support services are provided by a function other than the utility, such as
the City providing human resource support. In each consolidation scenario, consideration was
given to how this type of support would be maintained; in most cases, likely via a contract
arrangement. Providing these services in Option 3 (Third-party Entity) could result in some
incremental costs that Options 1 and 2 do not have. The study identified a potential reduction of 14
full-time equivalents in these types of shared services but did not include the associated potential
savings, since such savings are typically not realized, with staff being assigned to other duties.

Similar to the consideration for blending other operations, a combined SCADA/IT/software support
function could provide a higher level of high-tech support than either utility could provide alone.

Customer Communications could be effectively merged, resulting in blended field support for both
water and sewer, better response to customer concerns, and the potential for a more effective and
visible printed and web-based customer newsletter to convey pertinent information.
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6.6 Financial Considerations (Return, Rates, and Risk)

The financial analysis of the consolidation of the water, wastewater, and reclaimed water systems
estimated the cost savings that would accrue from consolidation in comparison to the systems’
continuing to operate as separate entities. Many of the operational impacts from consolidation are
expected to translate to financial results. For example, the ease of implementation and legal
obstacles to merging the operations will likely impact the cost of implementing the governance
options. Similarly, merging the utilities will induce efficiencies that will directly affect ongoing costs.

For this analysis, the estimated impact of certain consolidation changes on the financial
performance of the utilities has been estimated. However, the impact of changes such as the
impact on water resources management, organizational/governance effectiveness, and impact on
future expansions are much less clear and difficult to reliably quantify from a financial and/or time
perspective. CH2M HILL has not attempted to quantify these financial impacts, but qualitatively
described them.

The financial analysis estimated the financial benefits of consolidation by estimating the impacts of
merging operations on the rate revenue requirements of each utility and their combined net
income. The benefits identified herein, are limited to those that would accrue due to consolidation.
It specifically excludes benefits that could be achieved by the utilities without merging their
operations. While not directly addressed, potential opportunities for cost savings that could be
achieved with or without the consolidation are discussed. In addition, the potential savings and
improved financial results attributed to consolidating these systems needs to be considered in light
of the potential costs, risks, and disruption of normal operations that could accompany any change
in the current organizational structure of these utilities.

6.6.1 Overview of Financial Analysis

The financial analysis compares the projected financial results of consolidating the utilities over a
20-year period with the projected financial results under their current independent organizational
structures. Assuming consolidation of the utilities and under the status quo option, anticipated
revenues and expenditures were incorporated into a cash flow model of the utilities. The model
was designed to provide pro forma income statements and projected revenue requirements for
each utility and for their combined operations for a 20-year projection period. The projected
benefits from consolidating these systems are estimated based on the difference in the projected
financial results between their current independent structures and those anticipated under
consolidation. The differences between projected revenue requirements and net income are
compared using present value analysis.

Present value analysis discounts future costs and revenues to reflect the “time value of money”.
The time value of money reflects the preference for receiving a dollar today as opposed to
receiving it in a year or several years; as the dollar received today could be invested and earn a
return and thus would be worth more than a dollar in the future. In addition, inflation will reduce the
amount of goods and services that could be purchased with a dollar in the future. Present value
analysis estimates the current value of a projected stream of costs or revenues over a period of
time. This allows the comparison of the financial results in terms of a single figure that reflects the
current value of projected costs and revenues associated with each option. Exhibit 13 presents a
schematic of the financial analysis.
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Exhibit 13

Financial Analysis Schematic

SQ: Status Quo Net Income or Revenue
Requirements for Years 1 - 20

GO: Governance Option 1, 2, or 3 Net
- Income or Revenue Requirements for
Years 1-20

NI: Equals Change in Net Income or Revenue
Requirements for Years 1 - 20 associated
with each governance option (SQ — GO = NI)

X PVF: Present Value Discount Factor
for Years 1 =20

PVNI: Present Value of Change in Annual Net
Income or Revenue Requirements (PVNI) for Years
1-20 for each governance option (PVNI= NI X PVF)

Net Income or Revenue Requirements over 20 Year
Projection Period (SUM of PVNI for Years 1 - 20) for
each governance option

2 SUM OF PVNI: Sum of Present Value of Change in

The option with the highest present value of additional net income and highest present value of
savings in revenue requirements is the preferred option from a financial perspective.

6.6.2 System Revenue Requirements

A utility’s revenue requirement is the amount of revenue that needs to be generated by the utility
from rates and other sources of income to cover its projected costs and other financial
commitments, thereby providing funds for system improvements and a return to its owners. A
significant difference exists in the methods used by the City to determine the revenue requirements
for the combined wastewater and reclaimed water system and by OUC to determine the revenue
requirements for the potable water system. These differences have a significant impact on the
projected financial results from their operations.

The City determines the revenue requirements for the wastewater and reclaimed water system
using what is commonly referred to in rate-making as the “cash basis” or “cash needs basis”. The
cash basis is commonly used by publicly owned utilities and resembles the basis that is used to
determine the annual budgets for other City departments and divisions. Publicly owned utilities are
generally not directly concerned with providing a return to their owners but rather with covering all
of the utility’s annual cash needs and other financial commitments, such as debt service coverage
requirements. Under the cash basis, a utility’s revenue requirements consist of annual operating
costs, debt service requirements, normal capital outlays funded from current rate revenues, and
taxes, payments in lieu of taxes, and/or transfers to the local government general fund.
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OUC determines the revenue requirements for the water system using the “utility basis”. The focus
of the determination of the revenue requirements under the utility basis is the return to the owners
on their investment in the system. The utility basis is generally required for utilities that are
regulated by a state public service or utilities commission. A utility’s revenue requirements under
the utility basis consist of operating expenses and taxes, payments in lieu of taxes, and/or transfers
to City general fund, depreciation expense, and an allowed return on the utility’s rate base. The
rate base is the estimated investment in the utility. The allowed return on the rate base is an
amount calculated by applying an allowed percentage rate of return to the total investment in the
system. Exhibit 14 compares the revenue requirements under the cash and utility bases.

Exhibit 14
Comparison of Cash and Utility Basis Revenue Requirements
Cash Basis Utility Basis
Operating Expenses Operating Expenses
Taxes or Payments in Lieu of Taxes Taxes or Payments in Lieu of Taxes
Debt Service Requirements Depreciation
Normal Capital Outlays Return on Rate Base

6.6.3 Presentation of Financial Results

While not directly impacting the findings or results of the study, it is important to note that the City
and OUC present their respective financial results differently. The City presents its financial reports
for the wastewater and reclaimed water systems with revenues as positive figures and expenses
as negative numbers. The financial results for the OUC water system are just the reverse, with
revenues presented as negative numbers and expenses as positive numbers. In the presentation
of the results of this analysis, CH2M HILL has endeavored to follow the practices of the respective
utilities. Therefore, for the financial results for the wastewater and reclaimed water systems, the
revenues are shown as positive numbers and expenses as negative numbers. For the water
system, revenues are shown as negative numbers and expenses as positive numbers. For
combined results for the water, wastewater, and reclaimed water systems, revenues are shown as
positive numbers and expenses as negative numbers.

6.6.4 Assumptions

The financial analysis was based on a number of assumptions regarding future system growth,
costs, revenues, capital investments, rates, and fees collected by the utilities. The following
paragraphs summarize some of the key assumptions of this analysis.

Projected financial pro formas for the OUC water system and the City’s wastewater and reclaimed
water systems were provided by the respective organizations. The financial projections for OUC’s
water system were for a 10-year period through 2015. The City’s projections for the wastewater
and reclaimed water systems were for a 5-year period through 2010. These financial projections
included numerous assumptions regarding system growth, water consumption and wastewater
flows, operating expenses, planned capital outlays and financing, cost escalations, rate and fee
adjustments, and target financial performance measures. It was assumed that these projections
and their underlying assumptions were reasonable and would provide financial results that would
be acceptable to each utility’s respective decision makers.
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After providing the initial financial projections, the City provided a schedule of capital outlays for
improvements to the wastewater and reclaimed water system that revised the projected
expenditures for the initial 5-year projection period, as well as provided planned outlays for the
remainder of the 20-year projection period. As a result, CH2M HILL revised the financial
projections that were originally provided by the City to accommodate the revised capital

improvement program. Exhibit 15 provides the assumed capital outlays for the wastewater system.

Appendix G shows the projected annual capital outlays and the debt funding of those
improvements with their associated annual debt service payments.

Exhibit 15

Wastewater System Capital Improvement Plan

Vear Total CIP 2005 'Inflation Vear Total CIP 2005 _Inflation
Dollars Adjusted Total Dollars Adjusted Total
2008 15,087,500 16,633,969 2017 8,837,500 15,115,124
2009 8,087,500 9,362,292 2018 8,087,500 14,523,988
2010 37,587,500 45,687,841 2019 8,087,500 15,250,187
2011 48,087,500 61,373,190 2020 13,087,500 25,912,355
2012 44,087,500 59,081,467 2021 14,887,500 30,950,043
2013 8,837,500 12,435,250 2022 24,387,500 53,234,854
2014 8,087,500 11,948,921 2023 40,387,500 92,568,890
2015 13,087,500 20,303,008 2024 24,887,500 59,894,736
2016 8,087,500 13,173,685 2025 38,887,500 98,266,776
TOTAL | 372,575,000 655,716,576

CH2M HILL extended the projections provided by the City and OUC to provide a 20-year projection
(through 2025) for each utility. In many respects, this involved applying the assumptions that
underlie the projections provided by the City and OUC for their 5-year or 10-year projection periods
through the remainder of the 20-year projection period used in this analysis. Exhibit 16 summarizes
many of the key assumptions incorporated into the financial projections.

Exhibit 16

Summary of Assumptions
Wastewater System Assumptions Value
Operating Expense Annual Escalation Factors (escalated from FY2004 Actuals)
- Salaries, Wages, and Employee Benefits 3.5%
- Contractual Services, Materials, and Supplies 2.0%
- Depreciation, Insurance, and Other Expenses 2.0%
Customer Annual Growth Rate
- Through 2008 1.8%
- 2009-2013 0.8%
- 2014+ 0.3%
Non Rate Revenues
- Income on investments held constant at FY 2004 levels
- Transfers in/out held constant at FY 2004 levels
Water System Assumptions
Operating Expenses
- FY 2006 - 2025 (Varies Annually) 1.9-3.2%
- Except FY 2007 10.1%
- Except FY 2012 3.7%
- Except FY 2013 6.5%
Customer Annual Growth Rate
- Fluctuates Annually 1.4-1.8%
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Exhibit 16 shows that the rate of growth forecasted for the wastewater service area varies from the
forecast for the water service area, reflecting the differences in these service areas.

As noted, it was assumed that the projected rate and fee adjustments underlying the financial
projections would be acceptable to their respective decision makers. It was further assumed that
these rate and fee adjustments would also be adopted if the utilities were consolidated. As a result
of these assumptions, the projected revenues of the utilities over the 20-year projection period are
the same under each governance option as well as the status quo option.

Projected expenditures for system improvements under the status quo option are also assumed to
apply to each of the governance options. Similarly, the financing of those improvements, whether
from retained earnings, debt financing, or current revenue was also assumed to be the same for all
of the options.

Due to the revenues, planned capital improvements, and financing of the planned improvements
being held constant under all of the options, the financial impacts of consolidation would not be due
to differences in assumptions regarding the timing or size of rate increases or due to differences in
schedules or cost of planned improvements or their financing. Rather, the financial impacts are
wholly attributable to differences in estimated operating costs, including costs associated with
consolidation.

It was assumed for the purposes of this analysis that the cost of implementing 