
 

 

  
 

 
Date:  April 20, 2018 

To: Great Lakes Water Authority Audit Committee 

From:   Nicolette Bateson, CPA, Chief Financial Officer/Treasurer  

Re:   Alignment of Revenue Requirement, Budget, Capital, Debt, and Affordability  
 
Background: Over the next sixty days, there are several key financial activities winding 
down while others ramp-up. In order, those activities include the following. 

1. Implementation of the recently approved Memorandum of Understanding (MOU) 
term sheet related to Leases with the City of Detroit Water & Sewerage Department  

2. Revisions and finalization of the FY 2017 Audited financial report and single audit 
report by the extension date of April 30, 2018 as approved by the State Treasurer 

3. Modifications to the previously proposed FY 2019 Charges, FY 2019 & FY 2020 
Biennial Budget, and Five-Year Financial Plan resulting from the MOU 

4. Final review and approval of the FY 2019 Charges, FY 2019 & FY 2020 Biennial 
Budget, and Five-Year Financial Plan 

5. Discussion with the City of Detroit General Retirement System (GRS) related to long-
term projections for the closed pension system commitment 

6. Release of internal FY 2018 interim statements which were pending resolution of 
opening balances based on implementation of the MOU 

7. Final drafting, review, and approval of the MOU 

8. Launch of a 2018 refunding transaction and potential new money financing for 
DWSD 

Completion of the MOU and the FY 2017 audited financial statements, which represents the 
first twelve-month fiscal year audit report for GLWA, provides missing key inputs to better 
understand preferred financial policies for GLWA to achieve long-term sustainability.  
Before GLWA proceeds with finalizing FY 2019 Charges and drafting a preliminary official 



statement, achieving consensus on measures to achieve financial sustainability begins with 
the analysis below. 

Analysis:  The revenue requirement is the annual sum of 1) operations and maintenance 
(O&M) expense, 2) debt service (as a proxy for investment in capital assets), 3) Master 
Bond Ordinance (MBO) commitments, and 4) contributions to the Improvement & 
Extension Fund (I&E).  Improvement & Extension Fund reserves are intended to be used in 
a subsequent year for capital investment.  This is sometimes referred to as pay-as-you go 
capital funding or revenue financed capital. The revenue requirement is also referred to as 
the budget.  Charges are based upon the revenue requirement less other nonoperating 
income such as investment income.   

Developing the annual revenue requirement is based upon a complex set of variables, many 
of which are developed simultaneously and are interdependent.  The chart below depicts 
the linkages between the four primary revenue requirement categories. 

Revenue Requirement Categories and Key Considerations1 

 
 

                                                           
1 CIP = Capital Improvement Program 
  DWRF = Drinking Water Revolving Fund 
  DWSD = Detroit Water & Sewerage Department 
  I&E = Improvement & Extension Fund 
  MBO = Master Bond Ordinance 



GLWA prepares a five-year financial plan along with the biennial budget.  To date, given the 
start-up nature of the organization, significant discussion has been focused on 
understanding the budget and capital improvement plan details that support charges while 
utilizing those detailed operational inputs to chart the long-term course.  With the near 
completion of the MOU implementation and FY 2017 audit, as well as the launch of a 2018 
refunding transaction, the next step is refining macro financial objectives for the long term 
financial plan.   

Part 1:  GLWA Credit Rating Report Excerpts from 2016 Financing Transactions 

GLWA has had positive experience related to ratings and ratings outlooks since its 
commencement of operations on January 1, 2016.  In preparation for a water and sewer 
refunding and a new money for water transaction in 2016, all three rating agencies 
provided ratings reports on September 30, 2016.  Below are excerpts from those reports 
that focus on areas for improvement as we enter our next five-year planning cycle. 

 Fitch Ratings, September 30, 2016 

“STRONG RATE-ADJUSTMENT HISTORY: The governing bodies have instituted 
virtually annual rate hikes in support of financial and capital needs. Continued annual 
adjustments are included in the forecast and will be needed to meet rising debt service 
obligations and sustain financial performance.” 
 
“SYSTEM LEVERAGE REMAINS HIGH:” 
“Fitch expects leverage for both systems to remain high for the foreseeable future. 
GLWA's system long-term debt per capita totaled a high $1,272 for sewer and 
moderately high $667 for water for fiscal 2015.” 

“The consolidated GLWA regional and DWSD local 2017-2021 capital improvement 
plans (CIPs) total $979 million for water and $779 million for sewer. While GLWA's 
CIPs for the regional water and sewer systems total just $752 million and $657 
million, respectively, GLWA revenues fund the DWSD CIPs through the lease 
payments and debt issued for the local projects so the consolidated CIPs are 
factored into Fitch's analysis. Funding for the consolidated CIPs is expected to be 
provided from around 50% debt financing and 50% pay-go.”  [Note:  combined 
analysis of DWSD and GLWA CIP and debt.] 

 Moody’s Investors Service, September 30, 2016 

“Factors that Could Lead to an Upgrade 
» Sustained improvement in service area economic conditions, which may be 
indicated by more rapid labor market expansion and population growth 



» Continued improvement in key operating indicators, such as debt service coverage 
and liquidity, while leverage of net revenue moderates 

Factors that Could Lead to a Downgrade 
» Renewed economic stress that pressures consumption and revenue trends 
» Weakened liquidity and debt service coverage ratios 
» Growth in leverage of the water utility’s net revenue” 

 S&P, September 30, 2016 

“The water system is highly leveraged (especially since 2012, when the systems 
issued bonds to refund their variable-rate debt portfolio and to terminate their 
swaps). We do not expect this condition to abate in the near term and generally 
view the debt profile as a credit weakness.” 
 

Part 2:  PFM Benchmarking Report to Audit Committee on March 16, 2018 (Excerpts) 

Below is an excerpt from the above analysis presented to the Audit Committee.  The focus of 
this memo is to identify areas in which GLWA needs to improve to achieve a higher credit 
rating.  For this analysis, credit ratings a referenced as a measure of financial sustainability.   

GLWA’s ratings are presently in the “A” category.  Achieving a “AA” status will lower the cost 
of borrowing as well as allow GLWA to release investments held in reserves. 

 
Source:  PFM Financial Advisers, PLLC 



The PFM Benchmarking analysis identified the importance of the relationship between 
revenues, debt, and capital financing as shown by the two benchmarks below. 

Moody’s2 

 

 

Fitch Ratings

 

The chart above identifies areas where GLWA could improve:  percent of CIP financed with 
debt, debt service coverage, and operating margin. 

The one metric where GLWA exceeds the benchmark is Days Cash on Hand.  There are two 
categories of cash for each system:  construction bond funds and I&E funds.  Cash is critical 

                                                           
2 Source: Moody’s Municipal Utility Debt Methodology, December 2014. Data from Series 2016Moody’s Report 
and Moody’s Financial Ratio Analysis database as of February 1, 2018, updated where available with GLWA FY17 
draft results (unaudited).  Debt to operating revenues is calculated by dividing the net long-term debt less debt 
service reserve funds by most recent year's operating revenues. 



to financial sustainability – at the appropriate levels.  During the five-year plan, it is planned 
to utilize cash reserves to lower the need for borrowing as well as the cost of capital.  

 

 

Part 3:  Overarching Goal:  Sustainability 

A generally accepted broad definition of sustainability is the ability to meet the needs of the 
present without compromising the ability of future generations to meet their own needs.  
Sustainability is a concept that applies all GLWA operations in ways unique to that area. In 
line with rating agency commentary and analysis, this discussion focuses on Financial 
Sustainability.  If the long-term financial plan focuses on doing the the following three 
things well, financial sustainability is achievable. 

Proposed Long-term Financial Plan Objectives to Achieve Financial Sustainability 

1. Risk Management:  Ensuring that there is sufficient liquidity to seek opportunities 
as well as address unforeseen and/or uncontrollable events.   

2. Affordability:  Appropriate level of fixed long-term commitments, controlled 
variable annual costs, and balancing the two to achieve intergenerational equity. 

3. Stability:  Anticipating annual budget variances and ensuring that charges are stable 
and predictable (i.e. prevents “rate shock”). 



Part 4:  Translating the Objectives into Policy and Related Performance Measures 

The table below demonstrates how the three long-term financial plan objectives above 
translate into policies, performance criteria, and performance measures.  Most importantly, 
however, a) no one item is independent of the others and b) achieving financial objectives 
over the long term is the outcome of effective operations and capital program management. 

Policy Criteria Example Measures 

Risk Management 

Investment Policy3 
(Current policy and 
criteria) 

Safety 
Liquidity 
Diversification 
Return 

Credit Risk 
Days Cash Available 
Concentration of Maturities 
Treasury benchmarks 

Debt Management Policy4 
(Current policy and 
criteria) 

Refunding Savings Refunding with no less than 2.5% 
present value savings 

Debt Management Policy 
 - New Criteria  

Pay-as-you-go vs. 
long-term debt mix 

Proposed:  X% of five-year rolling 
average CIP and capital outlay funded 
by pay-as-you-go (i.e. I&E funding) 

 

Continued Next Page 

                                                           
3 Board adopted policy, as amended on September 14, 2016, at http://www.glwater.org/wp-
content/uploads/2016/01/Investment-Policy-Approved-by-GLWA-Board-9.14.16-FINAL.pdf  
4 Board policy, adopted on December 9, 2015, at http://www.glwater.org/wp-content/uploads/2016/01/012716-
FINAL_Debt_Management_Policy_GLWA_December-4pw.pdf   

http://www.glwater.org/wp-content/uploads/2016/01/Investment-Policy-Approved-by-GLWA-Board-9.14.16-FINAL.pdf
http://www.glwater.org/wp-content/uploads/2016/01/Investment-Policy-Approved-by-GLWA-Board-9.14.16-FINAL.pdf
http://www.glwater.org/wp-content/uploads/2016/01/012716-FINAL_Debt_Management_Policy_GLWA_December-4pw.pdf
http://www.glwater.org/wp-content/uploads/2016/01/012716-FINAL_Debt_Management_Policy_GLWA_December-4pw.pdf


Policy Criteria Example Measures 

Debt Management Policy 
 - Revised Criteria 

Debt Service 
Coverage Minimum 

Current: 
Minimum (Rate Covenant) 
Senior Lien: 120% 
Second Lien:  110%  
SRF Junior Lien and Pension Junior 
Lien: 100% 

Proposed:5  
Senior Lien: 2.0x 
Second Lien:  1.75x  
SRF Junior Lien and Pension Junior 
Lien: 1.60x 
All-in: 1.60x 

Cash Management Policy 
(New) 

Days Cash Proposed: 
Construction Bond Fund:  No less than 
six months projected cash flow 

Operations and Maintenance Fund:  No 
less than 120 days 

Improvement & Extension Fund:  
Budgeted increase (annual revenue 
requirement) is not expended prior to 
July 1 of the subsequent year 

Affordability 

Debt Management Policy 
 - New Criteria  

Debt service as a 
Percent of Revenue 
Requirement  

Proposed:  Debt service as no more 
than TBD% of five-year rolling 
financial plan 

Debt Management Policy 
 - New Criteria 
 

Long-term Debt Per 
Capita (Regional 
and Local System) 

Proposed:  Long-term Debt Per Capita 
is at a “Moderate” level  

 
Continued Next Page 

                                                           
5 Based upon analysis presented by The Foster Group at the February 23, 2018 Audit Committee, “GLWA Interim 
Budget to Actual Report – Preliminary FY 2018 Debt Service Calculations”. 



Policy Criteria Example Measures 

Water Residential 
Assistance Program 
(WRAP)6 
(Current policy and 
criteria) 

WRAP Funding Current: Annual funding of 0.5% of 
base budgeted operating revenues 

Water Residential 
Assistance Program 
(Current policy and 
criteria) 

Program 
Effectiveness 

Current:  Seven measures identified in 
the WRAP Design Report 

Stability 

Charges Policy 
(New) 

Charges 
Stabilization 
Funding 

Proposed:  X% of rolling five-year 
historical revenue in Surplus Fund as a 
Revenue Stability source 

Charges Policy 
(New) 

Biennial Charges 
Established 

Proposed:  Pending Member Partner 
feedback, adopt biennial charges for 
FY 2021 and beyond 
 

Charges Policy 
(New) 

Annual Revenue 
Requirement 
Increases 

Current:  As codified in the Lease 
agreements, annual increase of 
Revenue Requirement is limited to no 
more than 4% through FY 2025 

Financial Management 
Policy (new) 

Five Year Financial 
Plan and 
Ten-Year Forecasts 

Proposed:  Completion of five-year 
plan at time of biennial budget;   
Ten-year forecasts presented to the 
Board annually in September 

 

Part 5:  Testing the Policies and Criteria 

The table below presents a matrix that demonstrates how the criteria above would apply to 
calculating the revenue requirement.  It should be noted that, for discussion purposes, the 

                                                           
6 The WRAP was established pursuant to a Memorandum of Understanding that established the terms of the 
GLWA and is codified in the Master Bond Ordinance Section 502(a) (10). an amount equal to .5% of base budgeted 
operating revenues. 



criteria are over-simplified.  Applying the criteria to achieve the desired outcome is based on 
a complex, financial model. 

Proposed GLWA Revenue Requirement Policy Matrix 

Re
ve

nu
e 

Re
qu

ir
em

en
t 

Category 
Near-term 

Planning Parameters 
(Current Five-Year Plan) 

Long-term 
Planning Parameters 

(FY 2024+) 

O&M 

By default, total revenue 
requirement less debt and 
capital funding parameters 
define the O&M parameters 

Sufficiently managed to 
achieve the capital and 
revenue requirement 
parameters 

Debt Service 
and 

Debt Service 
Coverage 

Target 

Debt Service no more than 
45% of total revenue 
requirement 

Senior Lien: 2.00x 
Second Lien:  1.40x 
SRF Junior Lien and 
Pension Junior Lien: 1.0x 
All-in: 1.30x 

Debt Service no more than 
35% of total revenue 
requirement 

Senior Lien: 2.0x 
Second Lien:  1.75x  
SRF Junior Lien and 
Pension Junior Lien: 1.60x  
All-in: 1.60x 
 
Debt per Capita at a 
Moderate Level 

D
eb

t S
er

vi
ce

 
Co

ve
ra

ge
 

MBO 
Commitments 

MBO items are fixed 
amounts/formulas 

 
Minimum I&E at TBD% of 
rolling five-year capital 
program 

MBO commitments decrease 
(i.e. GRS pension) 

 
Minimum I&E at TBD% of 
rolling five-year capital 
program 

I&E 
Contribution 

Total 
No more than prior year 
plus 4% per through FY 
20257 

No more than prior year plus 
4% per policy 

 

                                                           
7 Note:  This limitation shall not be applicable if the revenue requirement must increase beyond the 4% 
assumption to satisfy the rate covenant or to pay the cost of improvements that are required to be made by 
applicable laws. 



While the matrix encompasses many of the criteria directly, the remaining performance 
measures should be calculated simultaneously with the five year plan to check alignment 
with the three Financial Sustainability objectives of Risk Management, Affordability, and 
Stability.  

Part 6 – Additional Chart for Analysis 

Attached to this memo are two sets of tables for the revenue requirement policy matrix 
discussion.  

1. Illustrative key financial inputs.   

2. Moody’s Water Utility Scorecard 

Next Steps 

Next steps include the following. 

 Audit Committee feedback. 

 The Foster Group has developed a similar model as the proposed revenue 
requirement policy matrix that can be used to stress-test the proposed matrix and 
related scenarios.   

 The outcome of the stress testing effort may result in adjustments to the current, 
proposed five-year plan as well as the analysis to support the policy matrix. 

 Pending clarity of the legacy pension obligation after FY 2023, a ten-year forecast 
would be developed using the proposed sustainability model.   

 Further evaluation of the policy matrix in navigating the impact of DWSD budget 
inputs. 

Proposed Action:  Receive and file report.



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 



 

 



 


