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| ntroduction

In accordance with the City Auditor’s 1998-99 Audit
Workplan, we have audited the City of San Jose's (City)
internal controls over Sewer Service and Use Charge (SSUC)
Fund expenditures. Thisisour second in a series of audits of
the SSUC Fund and the sewer services that the Environmental
Services Department (ESD) provides. We conducted this audit
in accordance with generally accepted government auditing
standards and limited our work to those areas specified in the
Scope and Methodology section of this report.

The City Auditor’s Office thanks the Finance Department,
Streets and Traffic Department, Public Works Department, and
especially ESD’s Administrative Services Division for their
time, information, insight, and cooperation during the audit
process.

Background

The Wastewater
System

The City of San Jose's sanitary sewer system consists of a
network of approximately 1,857 miles of gravity sewer, 7.2
miles of force mains, and 22 pumpg/lift stations to the San
Jose/Santa Clara Water Pollution Control Plant (WPCP). The
sanitary sewer system currently serves a population of
approximately 850,000 City residents, as well as three other
jurisdictions. The City isthe exclusive provider of wastewater
services within the City limits. The replacement value of the
system is estimated at approximately $1 billion.

The City jointly owns the WPCP with the City of Santa Clara.
The WPCP has a design capacity of 167 million gallons per day
(mgd) and isthe largest advanced wastewater treatment facility
in California. Itsregional service area covers approximately
300 square miles with a population of approximately 1.16
million that includes the cities of San Jose, Santa Clara,
Milpitas, Cupertino, Campbell, Saratoga, Los Gatos, Monte
Sereno and the adjacent unincorporated areas.

Located on an approximately 1,700 acre site in the Alviso area
of San Jose and approximately six miles from the downtown
business district, the WPCP discharges treated effluent to
Artesian Slough, which flows into the southern portion of San
Francisco Bay. The WPCP operates pursuant to a National
Pollutant Discharge Elimination System permit that the State of
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Sewer Service And
Use Charges

Exhibit 1

The Sewer Service
And Use Charge
Fund

California Water Quality Control Board - San Francisco Bay
Region issues.

The primary source of revenue for the City’ s wastewater
system is SSUC fees. SSUC fees have remained at the same
level since 1994-95. SSUC fees are designed to charge users of
sewer servicesin proportion to the benefit they receive. There
are three broad categories of users including approximately
194,400 residential locations, 9,400 commercial and light
industrial locations, and 50 monitored industrial locations. The
Adopted 1998-99 Operating Budget includes approximately
$68.8 million in SSUC Fees. Thisincludes $50.6 millionin
feesfrom residential users, $14.2 million from commercial and
light industrial users, and $4 million from monitored industrial
users. Exhibit 1 shows SSUC single family residential rates for
the last eleven years.

SSUC Single Family Residential Rates

Y ear Monthly Rate

1988-89 12.70
1989-90 13.34
1990-91 14.20
1991-92 15.30
1992-93 17.00
1993-94 17.39
1994-95 18.96
1995-96 18.96
1996-97 18.96
1997-98 18.96
1998-99 18.96

The SSUC Fund is used to account for SSUC fees, SSUC
billing costs, sewer maintenance and rehabilitation,
administration, and flow reduction programs. The City
transfers monies out of the SSUC Fund to the following City
funds. WPCP Operating and Capital, Sanitary Sewer Capital,
Clean Water Financing Authority, and the General Fund.
Exhibit 2 shows SSUC Fund estimated expenditures for
1998-99.
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Exhibit 2 SSUC Fund Budgeted Expenditures For 1998-99

(In Millions)
Billing $1.1
Sewer
Maintenance
WPCP
Sewer Capital Operating $27.9

CWFA Bonds| ~ WPCP Capitdl
$6.3 $7.3

Exhibit 3 summarizes SSUC Fund net income for the past ten
years.

Exhibit 3 Sewer Service And Use Charge Fund Ten-Year Net
Income (In Millions)

89-90 90-91 91-92 92-93 93-94 94-95 95-96 96-97 97-98 98-99

Budget
Beginning fund balance 205 198 194 187 217 258 318 334 369 38.8*
Revenue
Sewer service and use charges 458 487 517 570 625 668 66.6 673 69.6 68.8
Interest 0.6 0.9 0.6 0.5 0.6 1.0 0.9 0.0 15 13
Other 11 0.4 0.3 0.5 19 0.4 0.2 0.1 21 0.5
Total revenue 475 500 526 580 650 682 677 674 732 70.6
Expenses
Operating expenses 99 106 125 123 139 155 126 148 135 18.2
Transfer to WPCP funds 200 200 200 200 237 246 258 267 393 35.2
Transfer to sewer capital funds  10.7 123 140 159 160 160 160 160 169 16.0
Transfer for bond repayment 7.7 7.4 6.8 6.8 6.7 6.6 10.1 6.4 0.0 6.3
Interest transfer to
Genera Fund 0.0 0.0 0.0 0.0 0.5 0.5 1.6 0.0 0.0 0.0
Total expenses 483 503 533 550 608 632 661 639 69.7 75.7
Netincome (0.8) (0.3) (0.7) 3.0 4.2 5.0 1.6 35 35 (5.2)
Ending fund balance 197 195 187 217 259 308 334 369 404 33.7

SOURCE: City of San Jose Operating Budgets

* Beginning fund balance based on budget, not actual.
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Wastewater
Treatment System
Enterprise Fund
Accounting

The SSUC fund is one of twelve Wastewater Treatment System
Enterprise Funds that the City uses to account for the financing,
construction, and operation of the sewer system and the WPCP.
According to the City’s Comprehensive Annual Financia
Report, the City uses enterprise funds “ to account for
operations that are financed and operated in a manner similar
to private business enter prise, where the intent is that costs and
expenses (including depreciation) of providing services to the
general public on a continuing basis be financed or recovered
primarily through user charges.” Exhibit 4 liststhe
Wastewater Treatment System Enterprise Funds.

Exhibit 4 Wastewater Treatment System Enterprise Funds

512 — Treatment Plant Capital

513 — Treatment Plant Operating

514 — Treatment Plant Income

530 — South Bay Water Recycling

531 — Treatment Plant Renewal and
Replacement Reserve

534 — South Bay Water Recycling
Project Grant

537 — CWFA Payment

538 — CWFA Payment 95A-C

539 — Sewage Treatment Plant
Connecting Fee

540 — Sanitary Sewer Connecting Fee

541 - SSUC

545 — SSUC Capital

As shown in Exhibit 5, the combining statements for the
wastewater enterprise funds show positive net income for the
City’ swastewater enterprise system over the last eight years.
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Exhibit 5

Sewer Collections And Treatment Plant Operations
(In Millions)

1991 1992 1993 1994 1995 1996 1997 1998

District revenue 73 83 135 96 130 105 109 133
Sewer service and use charges 491 521 575 63.0 66.8  66.7 67.0 69.6
Sewer and treatment plant connection fees 52 31 36 33 4.0 8.2 8.1 8.7
Contributions (equity) 52 52 89 57 7.8 3.8 115 20.2
Investment income 142 122 99 87 113 156 184 100
Other 13 23 40 42 17 6.0 1.6 2.6
Revenue 823 832 974 945 1046 1108 1175 1244

Operations and maintenance 450 485 502 601 48.1 61.1 65.8 38.1
Genera and administrative 10.7 119 99 117 16.1 11.0 14.4 16.5
Depreciation and amortization 120 122 125 124 12.8 12.4 12.8 13.7
Materials and supplies 00 00 03 03 0.2 0.3 0.3 0.3
Interest expense 64 6.0 5.6 51 4.7 6.7 8.2 6.5
Loss on disposal of fixed assets 01 01 01 00 0.0 0.0 0.0 0.0
Transfers out 00 12 12 18 16 4.1 4.2 0.1
Expenditure 742 799 798 914 835 956 1057 75.2

NetIncome(loss) 81 33 176 31 211 152 118 492

Source: Audited Financial Statements as of June 30

Overhead Rates

Overhead charges are assessed to recover the estimated fair
share of indirect General Fund support service costs (staff and
materials) which benefit other City program and fund activities.
The overhead charge supports Human Resources, Finance,
Information Technology, City Manager, and City Attorney
activities. The Finance Department annually develops the
overhead rates that are applied to projected salary costs.

The Master Agreement between San Jose, Santa Clara, and the
other WPCP tributary agencies specifically allows the City to
charge overhead on its WPCP expenditures. The Agreement
originally specified that San Jose charge a 17.313 percent
overhead rate on applicable labor expenses to be adjusted on an
annual basis.

The City’s calculated overhead rates vary by fund. Overhead is
alocated to the SSUC Fund at the rate of 33.57 percent of
personal expenditures. It should be noted that the Master
Agreement between the City and the other WPCP tributary
agencies specifically allows the City to charge an overhead rate
on applicable labor expenses to be adjusted on an annual basis.
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Exhibit 6 shows the total overhead allocation to the wastewater
fundsfor the last three years.

Exhibit 6 Overhead Allocation To Wastewater Funds

Fund 1996-97  1997-98 1998-99
as of Feb-99
512 - WPCP Capital 271,436 79,459 30,288
513 - WPCP Operating 2,464,086 3,043,348 2,775,153
530 - South Bay Water 211,857 650,193 161,486
539 - WPCP connection fee fund 11,455 12,709 7,431
540 - Sanitary sewer connect fee 525,913 26,617 95,266
541 - SSUC 2,070,773 2,130,635 2,198,548
545 - SSUC Capital - 391,541 273,976
Totd 5555520 6,334,502 5,542,148
SOURCE: FMS
Organizational The Support Services Division of the ESD provides financial
Responsibility management and reporting services for the ESD’ s special funds

including many, but not al, of the wastewater enterprise funds.
The Division also monitors the ESD’ s direct expenditures from
the SSUC Fund that totaled about $3.1 million in 1997-98.

The Public Works Department’ s Design and Construction and
Engineering Services Divisions charge a portion of their
expenditures to the SSUC Fund. These expenditures totaled
about $682,000 in 1997-98.

The Sewer Maintenance Program of the Streets and Traffic
Department charged about $7.2 million to the SSUC Fund in
1997-98. The SSUC Fund a so funded about $256,000 in
Streets and Traffic administrative costs. The Streets and
Traffic Department, in total, was responsible for about 10
percent of total SSUC Fund expenditures during 1997-98.

The SSUC Fund also funds SSUC billing and remittance
processing. Thisincludes Santa Clara County charges for
placing SSUC fees on the property tax bills and Treasury
Division Sewer Billing Unit costs. These costs total about $1.1
million per year as shown in Exhibit 7.

Exhibit 7 SSUC Billing And Remittance Processing Costs

199596  1996-97 1997-98 1998-99

Budget
Santa Clara County Fee $600,796  $609,080 $620,046 $625,000

Treasury Division Costs $334,892 $288,368 $415101 $451,655
TOTAL $935,688 $897,448 $1,035,147 $1,076,655
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Scope and The scope of our audit was to evaluate the efficiency and

M ethodology effectiveness of the City’ sinternal controls over SSUC Fund
expenditures, and evaluate the effectiveness of those internal
controls that ensure interfund transfers are appropriate and in
compliance with the City’s Municipa Code.

We compiled SSUC expenditures for 1997-98 by type and
program for the departments of ESD, Public Works, and Streets
and Traffic. We reviewed the budgetary controls over those
expenditures with staff in those departments, and spot-checked
expenditures for two months during 1997-98 for
appropriateness.

We compiled billing and collection costs for 1995-96 through
1998-99, and overhead and interfund transfers for 1994-95
through 1998-99. We reviewed the appropriateness of these
transfers. We verified the controls over outstanding interfund
loans from the wastewater funds, and determined that the terms
seem reasonable.

To assess the efficiency and effectiveness of the sewer fund
accounting system, we compiled a detailed flow-of-funds chart
showing sources of revenue, including interfund transfers. We
reviewed with departmental staff their responsibilities for
monitoring the wastewater enterprise funds, and discussed
possible means of simplifying the accounting structure with
ESD and Finance Department staff. We reviewed the Finance
Department’ s documentation of the purpose for each of the
wastewater funds.

We reviewed the controls over the distribution of pooled
investment earnings among the wastewater funds, and verified
the distribution for 1997-98. We obtained and reviewed the
wastewater fund reserve guidelines that staff prepared in 1996,
and compiled monthly net cash flow for the SSUC Fund for the
eighteen months ending January 1999.

We reviewed the controls over billing WPCP tributary
agencies. We obtained and reviewed the detailed worksheets
calculating those amounts for 1996-97, and verified that the
calculations were in accordance with the various agreements
that govern the amount that San Jose should bill to the other
agencies.

In addition, we assessed the effectiveness of controls over the
ultra-low flow toilet (ULFT) program expenditures.
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Specifically, we reviewed the controls over cash payments for
the ULFT program, and reimbursements from the Santa Clara
Valley Water District. The SSUC Fund paid for ULFT
expenditures until 1997-98, at which time the WPCP Operating
Fund began paying those expenditures.

We performed only limited testing to determine the accuracy
and reliability of information in the various computer reports
used —in particular, reports from the City’s Financial
Management System (FMS). We met with ESD, Streets and
Traffic, Public Works, and Finance Department staff to review
the completeness and reliability of the information we were
extracting from FMS. We did not audit the general and specific
application controls for the computer system used in compiling
the various computer reports we reviewed.
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The City Should Improve Budgetary Control
And Establish Fund Reserve Guidelines For
The Wastewater Enterprise Funds

The City of San Jose (City) has more than $264 million in the
twelve separate accounting funds that comprise the wastewater
enterprise system. Our review revealed that in July 1996, City
staff drafted fund reserve guidelines for five of these funds.
Those guidelines recommended a minimum reserve level of
about $40 million — $118 million less than the fund balance for
these five funds as of June 30, 1998. The City’sfive-year
capital improvement program includes major capital projects
that would reduce these fund balances if projected expenditures
actually occur. However, because of the complexity of the
wastewater enterprise fund accounting system and the lack of
an omnibus operating budget perspective, it isand will be
difficult to determine what sewer-related monies are available.
In addition, current fund transfer policies and procedures
reduce the City’ s budgetary flexibility. Inour opinion, the City
can improve budgetary control by establishing fund reserve
guidelines, ensuring compliance with those guidelines, and
proposing interfund transfers that maximize budgetary
flexibility. In addition, we recommend that the Administration
evaluate the feasibility of preparing an annual comprehensive
report that summarizes the City’ s wastewater activities. By so
doing, the Administration and the City Council would have
added information regarding sewer revenue sources and uses
and enhanced budgetary flexibility.

Wastewater
Enterprise
Accounting

As of June 30, 1998, there was more than $264 million in the
twelve separate accounting funds that comprise the wastewater
enterprise system. Exhibit 8 is a schedule of those wastewater
fund balances for the last six years.
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Exhibit 8 Schedule Of Wastewater Fund Balances
(In Millions)
FUND DESCRIPTION 6/30/93 6/30/94 6/30/95 6/30/96 6/30/97 6/30/98
512 WPCP Capital 36.0 29.3 39.0 18.2 205 480
513 WPCP Operating 360 418 458 426 338 304
514 WPCP Income 224 15.7 11.2 6.0 2.0 3.1
530 SBWRP (*) 0.0 0.0 0.0 86.1 67.4 95
531 WPCP Renewal and Replacement Reserve (*) 16.9 18.0 20.4 22.3 22.0 5.0

534 SBWRP Grant

537 CWFA Payment Fund

538 CWFA Payment Fund

539 WPCP Connecting Fee
540 Sewer Connecting Fee
541 SSUC

545 SSUC Capita

0.0 0.0 0.6 13.8 155 16.5
0.0 0.0 0.0 3.7 2.5 3.7
1.9 2.0 2.7 17 3.8 21
38.5 411 37.2 38.5 34.7 33.9
18.2 24.2 34.1 46.6 56.0 50.8
217 258 31.8 334 38.3 40.4
0.0 0.0 0.0 0.0 0.0 20.7

Tota 191.6 1979 2228 3129 2965 264.1

(*) Includesrestricted assets.
Source: Audited Financial Statements — fund balances calculated as current assets plus

restricted assets less current

ligbilities.

Draft Fund Reserve
Guiddines

10

In July 1996, the Administration developed wastewater fund
reserve guidelines “ to ensure that funds are prudently managed
and that rate adjustments are adequately planned for . . .
reserves are maintained in those funds for various purposes
including:

e Meeting bond obligations
e Complying with State Revenue Program Guidelines
e Providing for future plant expansions

¢ Responding to unforeseen emergency expenditures and
repairs not covered by insurance. . .

‘Excess’ reserves will be used to fund future capital needs and
sewer related operating budgets so that reserves are gradually
reduced to the policy level.” The draft guidelinesidentified
targeted reserve levels for five of the wastewater funds that the
Environmental Services Department (ESD) monitors.
According to the Administration’s guidelines, the “ reserve
balance in these funds has increased in recent yearsto levels
higher than is necessary to assure an adequate margin of
financial safety and to meet bond obligations for long-term
capital improvements.” According to the staff report, this
occurred for two principal reasons:
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First, the success of the Treatment Plant preventive
maintenance program has delayed the need to replace
major pieces of equipment and consequently, the
equipment replacement reserve has grown and earned
considerable interest.

Secondly, in 1982, the Sewage Treatment Plant
Connection Fee Fund was increased to pay for San
Jose' s share of the 24 million gallon-per-day Plant
expansion. It wasintended that this expansion would
provide sufficient capacity for new connections
through 1992, at which time the next Plant expansion
would be necessary. However, this additional
capacity has not yet been needed resulting in
accumulation of reserves.

Guiddline Reserve
BalancesWere
Exceeded

The 1996 fund reserve guidelines were developed in
collaboration with the Finance Department, Office of the City
Attorney and the City Manager’ s Budget Office. However, our
review revealed that the guideline reserve balances have been
exceeded. Specificaly, the guidelines proposed retaining $39.9
million in five wastewater fund reserves — Funds 512, 513, 531,
539 and 541. Asshown in Exhibit 9, at the time the guidelines
were prepared there was about a $122.7 million unrestricted
fund balance in Funds 512, 513, 531, 539 and 541, as of

June 30, 1996. Our review reveaed that as of June 30, 1998,
there was $157.7 million in those five funds — $118 million
more than proposed guidelines for these five funds. In addition,
there was $264.1 million in total unrestricted fund balancesin
the twelve wastewater funds as of June 30, 1998, as shown in
Exhibit 9.

11
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Exhibit 9

Proposed Fund Reserve Targets And Actual Fund
Balances (In Millions)

1996 Estimated Actual Fund Actual Fund
Proposed Fund Balance asof Balance as of
Fund Reserve as 6/30/98 6/30/98

Reserve of 6/30/96 in the in All
Guidelines inthe Targeted (WESEVE WSS
Targeted Funds Funds

512 - WPCP Capital 1.0 18.0 48.0 48.0
513 - WPCP Operating 7.6 34.0 304 30.4
514 - WPCP Income 31
530 - South Bay Water 9.5
531 - Replacement Reserve (*) 5.0 20.4 5.0 5.0
534 - SBWRP Grant 16.5
537 - CWFA Payment Fund 3.7
538 - CWFA Payment Fund 2.1
539 - WPCP connection fee fund 184 184 33.9 33.9
540 - Sanitary sewer connect fee 50.8
541 - SSUC 79 31.9 40.4 40.4
545 - SSUC Capital 20.7

Total 39.9 122.7 157.7 264.1

Funds

(*) The Administration proposed that the Sewage Treatment Plant Connection Fee Fund target should
fluctuate depending on revenue stream and projected expansion activities.

Source: Draft report to the City Manager dated July 10, 1996, and Audited Financial Statements as of

June 30, 1998.

The Capital

I mprovement
Program Should Be
Considered

Cash Flow
Requirements Should
Be Considered

12

The proposed 1999-2003 Capital Improvement Program (CIP)
includes nearly $400 million in wastewater fund capital
expenditures. Thiswould significantly reduce wastewater fund
bal ances when those expenditures actually occur. It should be
noted that in 1996, the ESD projected that “excess reserves will
be used to fund future capital needs and sewer-related
operating budgets so that reserves are gradually reduced.”
However, that projection notwithstanding, between June 30,
1996, and June 30, 1998, the wastewater fund balances in the
targeted funds actually grew by $35 million.

Our review also revealed that absent a change in the method of
collecting SSUC revenue twice a year, staff’s estimate of the
cash required to maintain a positive balance in the SSUC Fund
(541) may be understated. Specifically, staff estimated that a
total of $7.9 million should be maintained in Fund 541 as a
reserve to “maintain a minimum fund balance of 15% of the
collection, treatment, and recycling system operating
expenditures, and maintain a rate stabilization reserve of
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$2M.” Because the City collects SSUC revenue on the
County’s property tax hills, revenues are usually received one-
half in January and one-half in June. Asaresult, Fund 541 may
need as much as $30 million in cash reserves at the end of the
fiscal year to fund expensesin thefirst half of the following
year. Fund 513 (the WPCP Operating Fund) may have similar
cash flow regquirements.

We recommend that the Administration:

Recommendation #1

Update and adopt wastewater fund reserve guidelinesthat
include all wastewater funds. (Priority 3)

Complexity Of
Wastewater
Accounting
Obscures The
Accumulation Of
Large Fund
Balances

According to the Adopted 1998-99 Operating Budget, “the
Sawer Service and Use Charge (SSUC) Fund was established
to account for the financing, construction, and operation of the
sanitary sewer system and for the City of San Jose’s share of
the financial, construction, and operation of the regional San
Jose/Santa Clara Water Pollution Control Plant (WPCP).
Services provided through this fund are: Sewer maintenance;
Sawer rehabilitation; Sewage treatment at WPCP; Reduction of
wastewater flow.”

However, our review revealed that, in practice, the accounting
for the above services takes place in the twelve separate funds
that constitute the City’ s wastewater treatment system
enterprise funds. Financial reporting for those fundsis
consolidated in only one place — the Comprehensive Annual
Financial Report (CAFR). Inthe 1998 CAFR, information on
the twelve wastewater funds appeared on pages 158 through
181.

The City’ s budget documents do not provide an omnibus
perspective on the entire wastewater system. Budgetary
information and approvals are split between the operating and
capital budgets. What's more, operational responsibility is split
between various departments. In our opinion, the complexity
of the wastewater accounting system has obscured the reporting
of financial results of the wastewater enterprise, including the
accumulation of large fund balances. For example, if $264.1
million in unrestricted reserves had accumulated in one fund, it
seems likely that both the Administration and the City Council
would have paid attention to it.

13
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The complex accounting and budgeting system for the
wastewater funds has a variety of causes. First, although the
primary source of revenue into the system is SSUC fees, there
are also two types of developer fees (the Sewage Treatment
Plant Connection Fee and the Sanitary Sewer Connection Fee)
that provide revenue into the system. The City accounts for
each of these feesin separate funds. Second, the Treatment
Plant has an income fund, an operating fund, and a capital fund,
and avariety of memo funds. Finally, the Clean Water
Financing Authority (CWFA) accounts for its bondsin two
funds. Asaresult, the City uses at |east twelve funds to
account for its wastewater enterprise.

Sour ces Of
Wastewater Budget
I nformation

14

In order to document the flow of funds through the wastewater
enterprise, we had to use information from the adopted
operating and capital budgets and the CAFR, and conducted
several interviews with City staff. Furthermore, as shown in
Exhibit 10, the information was widely scattered even within
those documents.
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Fund Type of Information

Exhibit 10 Table Showing Sour ces Of 1998-99 Wastewater
Budget Information

Budget Document

512 WPCP capital e  Source and Use of Funds Summary in the Capital Budget (p. 722-
expenditures 724) and project detail (p.725-743)
513 WPCP operating e WHPCP division expenditures in Operating Budget (p. 466-470)
expenditures e Source and Use Statement in the Operating Budget (p. 803)
514 WPCP other income e Source and Use Statement in the Operating Budget (p. 804)
530 SBWRP e Fund 530 does not appear separately in budget; SBWRP
expenditures are included in Fund 512 budget.
e Fund 530 isreported in the CAFR.
537 CWFA e “Transfersin” appear in Operating Budget Source and Use
538 Statement for Funds 541 (p. 800) and 539 (p. 805)
e Expenditure/transfer information does not appear in the budget
e Funds 537 and 538 are reported in the CAFR
539 WPCP connection fees e Connection fee revenue and transfers out are shown in the Source
and Use Statement in the Operating Budget (p. 805)
540 Sanitary sewer capital e  Source and Use of Funds Summary in the Capital Budget (p. 467-
545 expenditures 474) and project detail (p. 475-505)
541 Sewer service and use e  Program budgets for sewer services including maintenance,
charge fund rehabilitation, treatment, and wastewater flow reduction are shown

in the Inter-Departmental Program section of the Operating
Budget (p. 769-776)

ESD division expenditures (some of which are charged to
wastewater funds) are shown in the departmental budget section of
the Operating Budget (p. 431-470)

Sewer service and use charge fund revenues, expenditures, and
transfers (including transfers to capital funds) are shown on the
Source and Use Statement in the Operating Budget (p. 799-800)

Complex Flow Of
Funds

As aresult, budgeting and accounting for the above fundsis an
arduous, labor-intensive endeavor. Exhibit 11 showsthe

budgeted 1998-99 flow of funds through the wastewater
enterprise funds.

15
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Reduced Budgetary Wastewater system revenues include SSUC fees, regional

Flexibility

Fund Designations

district operational and capital revenue, service connection,
engineering and inspection fees, wastewater discharge permits,
and investment income. The City bills the tributary agencies
for operating and capital costs, and transfers those revenues to
either operating or capital funds on that basis.

Nonetheless, most wastewater system revenue is undesignated
—that is, it can be used for avariety of sewer-related purposes.
Our review revealed that 72 percent of the total fund balances
as of June 30, 1998 was actually undesignated, while 11 percent
was reserved for a specific purpose, and 17 percent was related
to contributed capital. Thus, the wastewater system allows for
considerable discretion when allocating revenue to sewer-
related activities.

However, our review revealed that accumulated fund balances
may appear to be more restricted in their potential uses than
they are. This occurs when the City makes transfers to one
fund versus another. For example, the WPCP Capital Fund
(Fund 512) has afund balance of $48 million. It appears that
money can only be used for WPCP capital expenditures. In
fact, that money is undesignated and to the extent that it was
originally derived from SSUC fees, it could have been used for
anumber of other sewer-related purposes (such as CWFA debt
service or sewer maintenance). In order to avoid this problem,
we recommend that the Administration retain funds in excess of
adopted fund reserve guidelinesin the fund that initially
received the revenue.

According to the Governmental Accounting Standards Board,

Fund balance designations may be established to
indicate tentative plans for financial resource
utilization in a future period, such as for general
contingencies or for equipment replacement. Such
designations reflect tentative managerial plans or
intent . . . Such plans or intent are subject to change
and may never be legally authorized or result in
expenditures.

In our opinion, the Administration should establish fund
balance designations in the fund that received the revenue
instead of accumulating fund balances in specific capital or
operating funds. In thisway, the Administration can earmark
funds for planned projects. In addition, as priorities change, the

17
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City retains maximum flexibility in allocating those funds to
the highest priority areas.

We recommend that the Administration:

Recommendation #2

Retain fundsin excess of adopted fund reserve guidelinesin
the wastewater fund that initially received the revenue.

(Priority 3)
Interfund The City recognizes SSUC and developer fee revenues in three
Transfers funds: Fund 539 (the Treatment Plant Connection Fee Fund),

Fund 540 (the Sanitary Sewer Connection Fee Fund), and Fund
541 (the SSUC Fund). Over the course of the year (timing varies
by fund), the City transfers funds to various operating and capital
funds. For example, Exhibit 12 shows the transfers out of Fund
541 to other wastewater funds from 1989-90 to 1998-99.

Exhibit 12 Schedule Of Transfers From Fund 541 To Other
Wastewater Funds From 1989-90 To 1998-99
(In Millions)

1989- 1990- 1991- 1992- 1993- 1994- 1995- 1996- 1997- 1998-

90 91 92 93 94 95 96 97 98

WPCP Capital (Fund 512) 0.0 0.0 0.0 0.0 1.0 3.0 2.0 3.0 15.6 7.3
WPCP Operating (Fund 513) 21.2 19.0 19.0 190 216 226 226 226 226 279
WPCP Income (Fund 514) 0.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 0.0
CWFA (Funds 537/538) 6.5 6.5 6.6 6.6 6.6 6.6 10.1 6.4 0.0 6.3
Sewer Capital (Funds 540/545) 10.7 12.3 14.0 15.9 16.0 16.0 16.0 16.0 16.9 16.0

Transfers out 384 388 406 425 462 492 517 490 561 575

The City Manager’ s Budget Officeis responsible for reviewing
and approving al interfund transfers. According to the Budget
Office, a consultant study of the sewer system’s maintenance
costs formed the basis for the $16 million annual transfer to
Sewer Capital (Funds 540/545) that began in 1993-94.

However, our review revealed that, in general, thereis no
written justification for the amounts transferred, and no policy
in place to reduce unnecessary accumulations of funds. Asa
result, excess funds may accumulate in those operating and
capital funds. We found that annual transfers between the
wastewater funds are not necessarily based on current
expenditure projections or take into account carryover fund
balances. In many cases, the amounts transferred are identical
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Interfund Transfers
To The WPCP

from year to year. In our opinion, the Budget Office should
implement a policy to draw down excess undesignated fund
balances and verify that transferred amounts are directly related
to proposed expenditures |less excess undesignated fund
balances. By so doing, undesignated fund balances would
accumulate in the fund that initially recelves the revenue. Asa
result, the City would retain maximum flexibility for any future
uses of those funds.

In the specific case of interfund transfers from the SSUC Fund
to the Treatment Plant Operating and Capital funds, we found
that the ESD had calculated the amount due from the City, but
did not necessarily use that figure to determine transfer
amounts. For example, at the beginning of 1997-98, San Jose
had a cash credit of $27.3 million in excess contributionsin the
WPCP Operating Fund. San Jose' s projected share of WPCP
Operating Fund expenditures totaled $32.8 million (an ESD
staff member calcul ates the amounts due from all the
jurisdictions using the WPCP). Nonetheless, the City
transferred $22.6 million from 541 — the same amount the City
had transferred for the previous three fiscal years. In our
opinion, the ESD should use San Jose' s estimated share of
WPCP operating, capital, and SBWRP expenditures, less any
carryover cash credit, as the basis for the proposed transfersto
the WPCP Operating and Capital Funds.

We recommend that the Administration:

Recommendation #3

Implement a policy to draw down excess undesignated fund
balances and verify that transferred amounts are directly
related to proposed expenditures less excess undesignated
fund balances. (Priority 3)

Annual
Comprehensive
Report

According to the CAFR,

Enterprise Funds are used to account for operations
that are financed and operated in a manner similar to
private business enterprise, where the intent is that
costs and expenses (including depreciation) of
providing servicesto the general public on a continuing
basis be financed or recovered primarily through user
charges... The Wastewater Treatment System funds
wer e established to account for the financing,
construction, and operation of the sewer system and the
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regional San Jose/Santa Clara Water Pollution Control
Plant.

The City’ s budget documents should provide users with an
understanding of total funds available so that the City Council
can make informed decisions about funding capital projects,
issuing bonds, or adjusting user fees. In practice the City’s
budget documents show budgets for the component funds, but
not the wastewater system in total. The only place to see the
combined activity and fund balances of the wastewater system
arein the City’s CAFR — in fine print beginning on page 135.
Asaresult, it may be difficult for the average reader to
determine what wastewater system funds are available for what
purposes. In our opinion, rate-setting and capital budget
planning, in particular, should be based on the flow of funds
through the entire system. An annual financial report on the
wastewater system would facilitate this understanding.

Another enterprise of the City —the Airport — began preparing a
CAFR two years ago. Inthe Airport’s CAFR, Airport
Administration reports on the Airport’ s business environment,
major initiatives, outlook for the future, project financing,
operating revenues and expenses. The report also includes the
Airport’s audited financial statements, ten-year statistical
information related to airport operations, and the bond disclosure
report. According to Airport staff, the airlines, City Council,
rating agencies, investors (i.e. bond holders), regulatory agencies
(i.e. the FAA), and other airports have received the report very
well. Airport staff were able to compile much of the report from
information available elsewhere. Although report preparation
was time-consuming in the first year, staff expects that
subsequent updates will be less so.

The wastewater enterprise publicly reportsits financial
information in a variety of ways — in the City’ s budget
documents and annual CAFRs, CWFA Official Statements and
financial statements, and in San Jose/Santa Clara Treatment
Plant Advisory Committee memoranda. Asaresult, the City
could compile much of the information in a wastewater system
annual report from information that is available elsewhere.

In our opinion, the Administration should evaluate the feasibility
of preparing an annual comprehensive report that summarizes all
of the City’ s wastewater activities and report back to the City
Council Finance Committee on the results of the evaluation.



Finding |

We recommend that the Administration:

Recommendation #4

Report to the City Council Finance Committee on the
feasibility of preparing an annual comprehensivereport that
summarizes all of the City’ swastewater activities.

(Priority 3)

CONCLUSION

The City accounts for its wastewater enterprise system using
twelve separate accounting funds. In July 1996, staff drafted
proposed fund reserve guidelines for five of the wastewater
funds. Our review revealed atotal of $158 million in fund
balance in those five wastewater funds, which is $118 million
more than the proposed fund reserve guidelines of $40 million.
In addition, the City lacks an omnibus budget perspective for
the twelve wastewater funds that makes it difficult to know
what sewer-related monies are actually available. 1n our
opinion, the City can improve budgetary control by establishing
fund reserve guidelines, ensuring compliance with those
guidelines, and proposing interfund transfers that maximize
budgetary flexibility. Finally, the Administration should
evaluate the feasibility of preparing a comprehensive annual
report on wastewater activities ssmilar to the annual report the
Airport Department prepares.

RECOMMENDATIONS

Recommendation #1

Recommendation #2

Recommendation #3

We recommend that the Administration:

Update and adopt wastewater fund reserve guidelinesthat
include all wastewater funds. (Priority 3)

Retain fundsin excess of adopted fund reserve guidelinesin
thewastewater fund that initially received the revenue.
(Priority 3)

Implement a policy to draw down excess undesignated fund
balances and verify that transferred amounts are directly
related to proposed expenditures less excess undesignated
fund balances. (Priority 3)

21




SSUC Fund Expenditures

Recommendation #4  Report to the City Council Finance Committee on the
feasibility of preparing an annual comprehensivereport
that summarizesall of the City’swastewater activities.

(Priority 3)
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Opportunities Exist To Increase Water
Pollution Control Plant In-Lieu FeesTo
The General Fund By $7.2 Million
Retroactively And $1.3 Million
Annually

Like other enterprise funds, the Water Pollution Control Plant
(WPCP) pays an annual in-lieu fee to the General Fund. Our
review of thein-lieu fee the WPCP has paid the General Fund
since 1993-94 revealed that the City underestimated the in-lieu
fee by 1) unnecessarily reducing estimated property taxes by 35
percent and 2) not including all WPCP revenuesin its franchise
fee calculation. Asaresult, we estimate that since 1993-94 the
General Fund has not received about $7.2 million in the in-lieu
feesit should have received. Further, we estimate that the
Genera Fund is not receiving about $1.3 million annually in
thein-lieu feesit should be receiving. In our opinion, the City
Attorney and Administration should assess the feasibility of
paying $4.6 million from the Treatment Plant Operating Fund
to the General Fund for in-lieu fees from 1993-94 to 1996-97.
Further, the City Attorney and Administration should assess the
feasibility of 1) paying an additional $2.6 million from the
Treatment Plant Operating Fund to the General Fund for in-lieu
feesfor 1997-98 and 1998-99; 2) increasing the annual in-lieu
fee payment from the Treatment Plant Operating Fund to the
Genera Fund by $1.3 million; and 3) charging the other
tributary agencies a portion of the in-lieu fees.

Annual In-Lieu Fee

The City maintains a number of enterprise funds, which, if they
were privately held, would pay taxes of various types on their
operations. The WPCP is one such enterprise. In 1993-94, the
WPCP began paying an annual feein-lieu of businesstax,
franchise fees, utility taxes, and property taxes to the General
Fund. Since that time, the WPCP has paid the General Fund an
in-lieu fee of from $2.6 to $3.1 million per year.

The policy of the City’ s Budget Office has been to adjust the
wastewater enterprise in-lieu fee annually using the rate of
growth in the secured property tax roll. The Budget Office has
not recal cul ated the WPCP in-lieu fee amount in several years.
Exhibit 13 shows the WPCP in-lieu fee payments to the
Genera Fund since 1993.
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Exhibit 13 WPCP In-Lieu Fees

Year In-Lieu Fee

1993-94 $2,636,000
1994-95 2,636,000
1995-96 2,835,000
1996-97 2,849,000
1997-98 2,924,000
1998-99 3,100,000

Auditor’s
Recalculation Of
Theln-Lieu Fee

24

The original WPCP in-lieu calculation included a business tax,
franchise fee, utility tax, and property tax component. We
recal culated each of these components using current
information from the Adopted 1998-99 Operating Budget, the
City’ saudited financial statements, and the City’s Financial
Management System.

We found that the City may have dightly misestimated the
amount of business tax and utility tax that would have been
paid, but significantly underestimated the amount of franchise
fee and property taxes that would have been paid if the
enterprise were private. Moreover, we found that the City
underestimated the amount of the in-lieu by (1) reducing
estimated property taxes by 35 percent, and (2) not including all
WPCP revenue in the franchise fee calculation. The individual
components of the calculation are:

e Businesstax in-lieu — The original calculation of $18.00
per employee was applied to an estimated total of 303
employees. Currently, the business tax rate is $154.50
for the first eight employees plus $18.54 for each
employee thereafter; there are 314 FTE assigned to
WPCP and the Technical Services and Environmental
Enforcement Divisions of ESD.

e Franchisefeein-lieu — The franchise fee rate that some
other utilities pay is (and was) 2 percent of gross
receipts. The original calculation was based on total
SSUC fees of $57 million, or only one part of
wastewater revenues. We believe a better estimate of
WPCP activity is wastewater enterprise operating
revenue, which was nearly $105 million in 1997-98.

e Utility tax — The current utility tax rateis (and was) 5
percent of utility charges. Fund 513’ s adopted 1998-99
budget for utility and phone expense is $4,016,808 —
down from the $5.1 million that was estimated in 1993-
94.



Finding

e Property tax — The original calculation of property tax
in-lieu was one percent of the total WPCP asset value.
This estimate was substantially reduced after the City
Attorney opined that the City would be best served to
impose an amount equal to what the City would have
received, not what the enterprise fund would have paid
in taxes. Since the City only receives 15.5 percent of
total property tax, this reduced the property tax
component significantly. The City reduced the property
tax in-lieu by another 35 percent to reflect the amount of
the in-lieu fee that San Jose ratepayers would have paid
(approximately 65 percent of WPCP costs). We used
the 1993 estimate of $1,056,427,000 as a base value,
plus additions to fixed assets from the annual financial
statements (a total of $162 million), and increased the
total by 2 percent per year. We did not retain the 65
percent assumption since the in-lieu feeis the estimated
tax that the City of San Jose would receive if the WPCP
were privately owned. Using this method, we estimate
that WPCP' s asset value has increased to nearly $1.4
billion.! San Jose's current property tax rate is 0.155
percent of assessed value.

Following this revised methodology, the 1998-99 in-lieu
transfer would be $4,399,021 rather than the $3,100,000 that is
currently budgeted. We estimate the total retroactive difference
would be $7,249,904. Exhibit 14 shows this comparison.

Y Including portions of the South Bay Water Recycling Project capitalized as of June 30, 1998.
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Exhibit 14 Auditor’s Recalculation Of Wastewater In-Lieu For
1993-94 Through 1998-99

1993-94 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99
Original Recalculation Recalculation Recalculation Recalculation Recalculation Recalculation
Calculation
BUSINESS TAX
Number of 303 307 321 328 324 317 314
employees
Rate per employee® $18.00 $18.00 $18.00 $18.00 $18.54 $18.54 $18.54
In-lieu amount $5,000 $5,537 $5,789 $5,915 $6,013 $5,883 $5,828
FRANCHISE FEE
WPCP revenue $57,108,000 $87,746,321 $93,033,723  $108,033,336  $102,833,102  $104,541,014  $104,541,014
Rate 2% 2% 2% 2% 2% 2% 2%

In-lieu amount $1,142,000 $1,754,926 $1,860,674 $2,160,667 $2,056,662 $2,090,820 $2,090,820
UTILITY TAX
Utility/phone expense $5,100,000 $4,000,000 $4,000,000 $3,618,547 $2,736,831 $3,325,098 $4,016,808

Rate 5% 5% 5% 5% 5% 5% 5%
In-lieu amount $255,000 $200,000 $200,000 $180,927 $136,842 $166,255 $200,840

PROPERTY TAX

Asset value $1,056,427,000 $1,080,220,605 $1,113,342,643 $1,146,468,080 $1,200,484,383 $1,262,047,672 $1,355,827,320

CSJrate 0.1798% 0.1550% 0.1550% 0.1550% 0.1550% 0.1550% 0.1550%

San Jose portion 65%

In-lieu amount $1,234,646 $1,674,342 $1,725,681 $1,777,026 $1,860,751 $1,956,174 $2,101,532

Total in-lieu amount $2,636,646 $3,634,805 $3,792,144 $4,124,534 $4,060,268 $4,219,132 $4,399,021
Actual payment $2,636,000 $2,636,000 $2,636,000 $2,835,000 $2,849,000 $2,924,000 $3,100,000

Difference $998,805 $1,156,144 $1,289,534 $1,211,268 $1,295,132 $1,299,021
TOTAL: $7,249,904

Comparison Of We estimate that if the enterprise were privately held it would

Alternative pay atotal of $17.1 million in business taxes, franchise fees,

Methods To utility taxes, and property taxes. We estimate that San Jose

CalculateIn-Lieu residents would pay about 65 percent of that amount, or $11.1

Fees million. However, the City’s General Fund would only receive

about $4.4 million of those fees and taxes — the difference being
that San Jose only receives about 15.5 percent of property
taxes. Exhibit 15 shows this comparison.

2 Currently, the business tax rate is $154.50 for the first eight employees plus $18.54 per employee
thereafter.
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Exhibit 15 Comparison Of Alternative Methods To Calculate
In-Lieu Fees For 1998-99

1998-99 What WPCP What the
in-lieu fees and San Jose General Fund
(current residents would receive
methodology) would pay if if the
theenterprise enterprise
wereprivate wereprivate
Businesstax in-lieu $5,880 $5,828 $5,828
Franchise feein-lieu $1,342,992 $2,090,820 $2,090,820,
Utility tax in-lieu $299,880 $200,840 $200,840
Property tax in-lieu $1,451,944° $14,805,634* $2,101,532°
Total $3,100,696 $17,103,122 $4,399,020
San Jose residents’ share® 65%
San Jose residents’ payments $11,117,029

The auditor’ s recal culated in-lieu fee is based on what the
General Fund would receiveif the enterprise were private --
$4.4 million. As shown in Exhibit 15, thisisfar less than San
Jose residents would have paid if the enterprise were private --
$11.1 million. Accordingly, in our opinion, increasing in-lieu
fees would not constitute a subsidy of other jurisdictions
ratepayers.

Thisissue isimportant because the City Attorney previously
determined that San Jose' s sewer service and use charges
(SSUC) are property-related fees as defined by Proposition 218.
As such, the City made programmatic and budgeting changes
effective July 1, 1997 to restrict the use of SSUC fees.
Similarly, there may be differences in how the City calculates
and collects pre-Proposition 218 versus post-Proposition 218
in-lieu amounts. For the years prior to July 1, 1997, we
estimate that the Treatment Plant Operating Fund should pay
$4.6 million in in-lieu fees to the General Fund to correct in-
lieu amounts for the years 1993-94 through 1996-97.

Exhibit 16 shows our calculation.

® Based on San Jose residents’ share (65%) of the City’s portion (17.98%) of estimated property taxes
(1% of current estimated asset value).

* Using current tax rate of 1.0920% for WPCP’s tax rate area.

® Based on the City’s portion (currently 15.5%) of estimated property taxes (1% of current estimated
asset value).

® Based on San Jose’s share of WPCP operating and capital budgets (65%).
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Exhibit 16 Recalculated In-Lieu Amounts For 1993-94 Through

1996-97

1993-94  1994-95

1995-96  1996-97 Total

Recalculated in-lieu

amount from Exhibit 14  $3,634,805 $3,792,144 $4,124,534 $4,060,268 $15,611,751
Actual in-lieu payment  $2,636,000 $2,636,000 $2,835,000 $2,849,000 $10,956,000

Difference  $998,805 $1,156,144 $1,289,534 $1,211,268 $4,655,751

We recommend that the City Attorney and Administration:

Recommendation #5

Assessthe feasibility of paying $4.6 million from the
Treatment Plant Operating Fund to the General Fund for
in-lieu feesfrom 1993-94 to 1996-97. (Priority 2)

Furthermore, we estimate that the Treatment Plant Operating
Fund should pay $2.6 million to the General Fund for the years
after Proposition 218 became effective (1997-98 and 1998-99),
and beginning in 1999-2000 increase the annual in-lieu fee
payment by about $1.3 million per year. Exhibit 17 shows our

caculation.

Exhibit 17 Recalculated In-Lieu Amounts For 1997-98 Through

1998-99

Recalculated in-lieu amount from Exhibit 14

Actual in-lieu payment

1997-98 1998-99 Total

$4,219,132 $4,399,021 $8,618,153
$2,924,000 $3,100,000 $6,024,000

Difference

$1,295,132 $1,299,021 $2,594,153

However, it should be noted that Proposition 218 has had
complex effects on local government financing. Although we
are unaware of any specific guidance from the courts, various
interpretations of Proposition 218 may affect the recalcul ated
in-lieu amounts for 1997-98 through 1998-99 in Exhibit 17, and

future in-lieu payment amounts.

Effect On As currently structured, payment of the in-lieu fee does not
Tributary Agencies affect what the other tributary agenciespay. Thein-lieu feeis
included in the WPCP operating budget that the Treatment
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Plant Advisory Committee (TPAC)’ reviews. The actual
payment is atransfer from the Treatment Plant Operating Fund
(Fund 513) to the General Fund. However, thein-lieu feeis not
included in the WPCP operating costs the tributary agencies
pay. Asaresult, how much San Jose paysin in-lieu fees from
Fund 513 to the General Fund has no impact on what the
tributary agencies pay.

The property tax in-lieu fee compensates the General Fund for
indirect City services such as police and fire protection.
Similarly, the franchise fee in-lieu compensates the General
Fund for use of City rights-of-way. Assuch, in-lieufeesarea
cost to the WPCP that may be charged to tributary agencies.

We recommend that the City Attorney and Administration:

Recommendation #6

Assess the feasibility of 1) paying an additional $2.6 million
from the Treatment Plant Operating Fund to the General
Fund for in-lieu feesfor 1997-98 and 1998-99; 2) increasing
theannual in-lieu fee payment from the Treatment Plant
Operating Fund to the General Fund by $1.3 million; and
3) charging the other tributary agenciesa portion of thein-
lieu fee. (Priority 2)

CONCLUSION Our review revealed that since 1993-94, the City’s General
Fund has not received about $7.2 million in WPCP in-lieu fees
it should have received. In addition, the General Fund is not
receiving about $1.3 million annually in WPCP in-lieu fees.

RECOMMENDATIONS
We recommend that the City Attorney and Administration:

Recommendation #5  Assessthe feasibility of paying $4.6 million from the
Treatment Plant Operating Fund to the General Fund for
in-lieu feesfrom 1993-94 to 1996-97. (Priority 2)

" The TPAC includes representatives from the tributary agencies.

29



SSUC Fund Expenditures

Recommendation #6

30

Assess the feasibility of 1) paying an additional $2.6 million
from the Treatment Plant Operating Fund to the General
Fund for in-lieu feesfor 1997-98 and 1998-99; 2) increasing
the annual in-lieu fee payment from the Treatment Plant
Operating Fund to the General Fund by $1.3 million; and
3) charging the other tributary agenciesa portion of thein-
lieu fee. (Priority 2)
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The Annual WPCP And SBWRP
Reconciliation Processes Can Be Done
Mor e Efficiently

Agreements between the City of San Jose (City) and each of the
San Jose/Santa Clara Water Pollution Control Program’s
(WPCP) tributary agencies require that the City annually
calculate and allocate capital, operating, and South Bay Water
Recycling Program (SBWRP) expenditures. Environmental
Services Department (ESD) staff calculates each of these items
separately. Prior to the beginning of each fiscal year, ESD staff
uses the proposed budget to calculate each agency’s
contribution for which ESD staff bills them on a quarterly
basis. During the third quarter of the next fiscal year, ESD staff
reconcile tributary contributions to actual expenditures. Our
review revealed that ESD’ s reconciliation process 1) takes
about six to eight weeks of staff time, 2) is not well
documented, and 3) produces results that cannot be easily
related to audited financial statements. In our opinion, the ESD
should simplify its accounting structure and document its
procedures. By so doing, the ESD will reduce the staff time
devoted to the reconciliation process by an estimated two
weeks, simplify its accounting structure, ensure that future
reconciliations will be done efficiently, and provide tributary
agencies with added assurance regarding future contribution
charges.

Allocation Of
WPCP Costs

Reconciliation
Process

Prior to the beginning of each fiscal year, ESD staff usesthe
proposed budget to cal culate each agency’ s contribution for
capital, operating, and SBWRP expenditures. Capital, operating,
and SBWRP allocations are each calculated on a separate basis.
ESD staff bills the tributary agencies for these expensesin four,
evenly divided quarterly payments.

The WPCP budget is routinely higher than actual shared
expenditures. Asaresult, the annual reconciliations show large
cash balances or overpayments for the year. These cash balances
represent the difference between contributions collected for the
year (based on budget) less allocated expenditures (actuals).
Interest on these balances must be calculated and allocated to
offset the entities’ expenses. Exhibit 18 summarizes the ending
credit balances in the Treatment Plant Operating Fund for each
entity from June 30, 1995 through June 30, 1998.
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Exhibit 18 Ending Credit BalancesIn The Treatment Plant
Operating Fund For Each Contributing Entity From
June 30, 1995 Through June 30, 1998®

Y ear San Jose Santa West Valley Cupertino Milpitas District Burbank Sunol Total

Clara 2-3
6/30/95 $38,092,079 $1,482,761 $1,141,447 $540,235 $545,636 $201,611 $39,174 $21,178 $42,064,121

6/30/96 $32,653,339 $1,908,126 $1,114,404 $683,399 $502,086 $216,989 $40,025 $19,644 $37,138,012
6/30/97 $27,331,893 $904,433  $898,003 $209,952 $191,157 $195542 $26,539 $17,082 $29,774,601
6/30/98 $20,168,827 $748,789  $721,654 $253,211 $448,959 $160,365 $23,736 $16,097 $22,541,638

During the third quarter of the next fiscal year, ESD staff
reconcile tributary agency contributions to actual expenditures.
ESD staff enter information from the City’ s Financial
Management System reports and the proposed budget into an
automated spreadsheet to prepare these reconciliations. The
differences are then credited/debited to agency accounts.

The reconciliation is quite cumbersome. Our review revealed
that 1) ESD does not have written policies and procedures that
document the reasons various items are added to or subtracted
from this reconciliation and 2) parts of the process are
duplicative. Although the duplicative calculationsin the
reconciliation process net out (thereis no financia effect), they
add unnecessary complications and staff effort to the
calculation, and produce results that cannot be easily related to
the audited financial statements.

Severa generations of City staff have used the reconciliation
format for several years. Complications arise because San Jose
bills the tributary agencies for their share of encumbrances on
an accrua basis, but allocates interest earnings to the tributary
agencies on a cash basis.

8 As shown in Exhibit 18, San Jose’s ending cash balance in the Treatment Plant Operating Fund has
declined from $38,092,079 to $20,168,827 as of June 30, 1998. It should be noted that implementing
the recommendations in Finding 1 of this report will further reduce San Jose’s ending cash balance in this
fund.
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We recommend that the ESD:

Recommendation #7

Preparewritten policies and proceduresfor the annual
WPCP and SBWRP billing and cost reconciliation process
that: (1) document thereason for the calculation and

(2) eliminate unnecessary steps from the calculation.
(Priority 3)

Multiple Funds
Complicate
Reconciliations

The 1959 Sewage Treatment Plant Agreement between San
Jose and Santa Clara specifies that an income fund, an
operating fund, and a capital fund be established to account for
WPCP activity. The 1959 Agreement requires the City to
maintain a Treatment Plant Income Fund to account for all
income derived from outside users for use of the treatment
plant, the sale of sewage by-products, and the rental of any
treatment plant property. Therefore, all income from tributary
agenciesisfirst collected in Fund 514 and then transferred to
funds 512 and 513. For unspecified reasons, transfers out do
not always equal contributions collected from the tributary
agencies. Asaresult, thisfund has cash balances that must be
segregated between operating and capital.

In addition to the added work of having to maintain manual
records that segregate operating and capital cash balances,
having both operating and capital components in one fund
complicates the annual reconciliation process. Specificaly, we
found that Fund 514 includes both WPCP operating and capital
contributions and other WPCP revenue. Similarly, Fund 512
includes both WPCP capital costs and SBWRP capital costs.
Thus, to accumul ate WPCP operating costs, staff must split
WPCP operating costs out of Fund 514 costs and add them to
Fund 513 WPCP operating costs. Similarly, to accumulate
WPCP capital costs, staff must split out Fund 514 WPCP
capital expenses and add them to Fund 512 WPCP capital costs.

Furthermore, the use of multiple SBWRP funds complicates the
cost distribution process for the SBWRP. Specifically, ESD
staff do not account for the SBWRP separately in one fund, but
in three funds. Therefore, ESD staff must split out Fund 512
SBWRP costs and add them to Fund 530 and Fund 534 costs to
accumul ate total SBWRP costs.

As aresult, staff expends considerable effort separating costs
by type within each fund. Infact, ESD staff estimate that they
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Cannot Easily Tie To
Audited Financial
Satements

spend from six to eight weeks a year preparing the tributary
agency reconciliations. According to ESD staff, use of Funds
530 and 534 should cease in 1999-2000 when construction of
Phase 1 of SBWRP is complete. ESD staff plan to account for
SBWRP Phase 2 expenses in Fund 512, as part of the South
Bay Action Plan. Thiswill help reduce the number of fundsin
the wastewater enterprise and the level of complexity in the
reconciliations.

Because what the ESD bills the tributary agenciesis based on
the above cited reconciliation process, these agencies are not
ableto tie their ultimate billing back to audited financia
statements. Such audited financial statements would provide
the tributary agencies with added assurance that ESD cal culated
their contributions correctly.

According to the Handbook of Public Administration edited by
James L. Perry,

Sound practice calls for the establishment and
reporting of the minimum number of funds that
satisfies legal requirements and effective financial
management. Fund proliferation can be inefficient in
itsinflexibility and complexity.

In our opinion, Fund 514 (Treatment Plant Income Fund)
unnecessarily complicates the allocation of operating and
capital expenditures between the tributary agencies.
Accounting for this fund alone requires significant unnecessary
staff time. ESD staff estimate that eliminating Fund 514 will
reduce the staff time spent on reconciliations by two weeks. In
addition, eliminating Fund 514, and phasing out funds 530 and
534, will alow the tributary agenciesto tie the cost
reconciliations back to the City’ s audited financial statements.

We recommend that the Administration and the City Attorney’s
Office:

Recommendation #3

Approach the City of Santa Clara about amending the
current agreement to eliminate the Treatment Plant Income
Fund (Fund 514) in 1999-2000. (Priority 3)




Finding 111

CONCLUSION

Annual ESD reconciliations of the WPCP and SBWRP are
inefficient. In our opinion, the ESD should document its
WPCP and SBWRP billing and cost reconciliation process, and
eliminate unnecessary steps. In addition, eliminating Fund 514,
and phasing out Funds 530 and 534, will alow the tributary
agencies to tie the cost reconciliations back to the City’s
audited financial statements. Inthisway, the tributary agencies
will have added assurance that ESD calculated contribution
amounts correctly.

RECOMMENDATIONS

Recommendation #7

Recommendation #8

We recommend that the ESD:

Preparewritten policies and proceduresfor the annual
W