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Supervisor Joe Simitian, Chair
Supervisor Cindy Chavez, Vice Chair
Board of Supervisors' Finance and Government Operations Committee
70 West Hedding Street
San Jose, CA 95110

Dear Supervisors Simitian and Chavez:

We have completed the Limited Scope Management Audit of the County Sanitation
District 2-3. This audit was authorized by the Board of Supervisors of the County of
Santa Clara pursuant to the Board's power of inquiry specif¡ed in Article lll, Section
302(c) of the County Charter and acting in its capacity as the Board of Directors of
County Sanitation District 2-3. This audit was conducted in conformity with the United
States Government Accountability Office (GAO) Audit Standards.

This report includes six findings and n¡ne recommendations related to the District's
capital planning, funding strategies, budgeting, sewer rate development, financial and

contracting policies, and the components of costs and management of costs for
wastewater treatment. ln addition, the audit addresses the District's governance,
including representation of its ratepayers in the development of budgets for wastewater
treatment, which is the District's single largest expense. The audit also raises the policy
question of whether the District should continue to be under the direction of the Board of
Directors or should be governed alternatively, such as by consolidation with one of the
other existing independent sanitation districts in the County.

lf approved and implemented by the District Board of Directors, these recommendations
would:

Stabilize sewer rates by:
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Ken Yeager
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o Developing a capital improvement plan and a capital funding strategy, as
opposed to attempting to fund improvements with cash generate¡ througi rate
increases; and,

o Adopting working capital and cash reserve policies; and,

o Establishing a policy of developing sewer rate proposals based on actual costs,
plus or minus documented future expenses, as opposed to unrealistic budget
estimates.

Bring the District budget into compliance with the California County Budget Act and
improve the transparency and accuracy of the District budget by includiñg it in the
County of Santa Clara budget document and budget procesées, ákin to othãr County
dependent districts.

Better represent ratepayers' interests by participating on the San José-Santa Clara
Regional Wastewater Facility Treatment Plant Adviðory Committee (TPAC), which
establishes budgets that form the basis for most of the District,s costs.

Ensure that the District uses a public process designed to identify a broad range of
potential vendors for District work, and that vendors are selected thiough a compelitive
process based on qualifications and cost effectiveness.

Ensure that material quantities of work are awarded to vendors via contracts rather than
purchase orders and ensure that large contracts are approved by the District Board of
Directors.

Continue to attempt to negotiate an agreement to preclude the District from paying any
portion of Plant charges for functions that are not required for the safe cólleä¡on,
treatment and disposal of District wastewater, and a contractual amendment to enable
the District to appoint a voting member (rather than just a participant) to TpAC.

Respectfully submitted,

o

o

o

ñ-X^ nil^"+
Roger Mialocq
Board of Supervisors Management Audit Manager

cc:
Supervisor Cortese
Supervisor Wasserman
Supervisor Yeager

Proiect Staff:
Evan Bell
Cheryl Solov
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Executive Summary 
This Limited Scope Management Audit of the County Sanitation District 2-3 was included in 
the Management Audit Division’s FY 2015-16 work plan at the request of a member of the 
Board of Supervisors of the County of Santa Clara pursuant to the Board’s power of inquiry 
specified in Article III, Section 302(c) of the Santa Clara County Charter. The Board of 
Supervisors serves as the Board of Directors for the County Sanitation District 2-3.  

1. Wastewater Plant Capital Cost Management
County Sanitation District 2-3 has an agreement for treatment and disposal of the District’s 
sewage with the cities of San Jose and Santa Clara that own and operate a regional 
wastewater plant (Plant). Plant officials approved a 10-Year Funding Plan for long-term 
capital improvements at the Plant. That Plan calls for the District to pay $7.6 million for Plant 
improvements in that 10-year period. District management has attempted to fund these 
long-term capital improvements solely by increasing sewer rates and retaining cash in the 
short term. This violates best practices in funding of capital improvements, whereby costs 
are matched to the period of the benefit from the projects. Efforts to generate the cash 
needed to pay Plant charges was a key driver of the increases in the District’s sewer rates 
over the past five years, which have grown by 81 percent. The District Board of Directors 
should exercise the District’s authority under State law to borrow funds for long-term capital 
improvements, particularly for the Plant charges, as opposed to allowing the District 
management to seek to fund these costs on a pay-as-you-go cash basis through large 
sewer rate increases.  

2. Rate Setting and Use of Revenues
County Sanitation District No. 2-3 is funded primarily by charges for sewer service to District 
customers. The vast majority of customers are single-family homeowners that pay an annual 
rate which is currently equal to $47.50 per month. This rate is based on the District’s 
budgeted annual expenditures, not its actual costs. For several years, District budgets have 
been grossly overestimated. The overestimates include excessive amounts for capital 
improvements, which is due at least in part to the lack of a detailed capital improvement plan 
adopted by the Board. Proposed budgets (and the rates they generate) are not included in 
the County budget document, and do not receive scrutiny from the County Executive’s 
Office or the Board’s Management Audit Division. Based on billed work hours, administrative 
oversight by the District Manager is limited. District management has no plans to borrow for 
long-term capital improvements, and instead seeks to raise sewer rates to generate cash to 
fund major, long-term capital projects on a cash (pay-as-you-go) basis. The District Board of 
Directors raised ratepayers’ sewer bills by 81 percent from 2010 to 2015, making it the 
second-highest rate paid by residents of unincorporated areas in the County. Because these 
rates were based on estimated costs, much of which never materialized, as of June 30, 
2015, the District had $7.5 million – equivalent to more than three years’ operating expenses 
– in unrestricted cash. However, District management argues that even higher sewer rates
are needed to secure the cash necessary to pay for long-term capital projects on a pay-as-
you-go basis. The Board of Directors should adopt policies related to working capital, 
reserves, and use of debt for large capital projects. Additionally, the District should annually 
prepare for Board review and approval a detailed Capital Improvement Plan that addresses 
the current condition of District-maintained lines, San Jose’s projected costs for the District’s 
contractual share of wastewater treatment plant improvements, and a debt plan for such 
costs. 
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3. Wastewater Treatment Plant Charges
County Sanitation District 2-3 has an agreement with the cities of San Jose and Santa Clara 
for use of their wastewater treatment plant (Plant) for treatment and disposal of the District’s 
sewage. As a result of the combination of Plant capital cost increases and the District having 
fewer ratepayers, over the last decade, the estimated Plant capital cost per ratepayer has 
increased 1,423 percent from 78 cents per month to $11.87 per month. The Plant charges 
the District for costs that are not necessary for treatment and disposal of District wastewater. 
This situation is in part the result of the agreement between the District and the Cities, which 
is outdated and vaguely worded. It also reflects the District’s lack of representation on the 
Treatment Plant Advisory Committee (TPAC). TPAC establishes budgets for the Plant, 
which are then approved by the City of San Jose. Under the agreement, the District is 
entitled to non-voting membership on TPAC, but no District representative serves. By not 
having a representative on TPAC, the District lacked representation in a wide variety of 
decisions and cost increases that are not in the best interests of District ratepayers. The 
District has joined other sewer systems in filing a grievance through TPAC pertaining to a 
variety of issues related to the wastewater treatment agreement. The District and the other 
parties are in mediation with the City of San Jose as administrator of the Plant. It is 
recommended that the District Board of Directors continue to attempt to negotiate an 
agreement with the cities to preclude it from paying any portion of Plant charges for 
functions that are not required for the safe collection, treatment and disposal of District 
wastewater. In addition, the District Board should immediately appoint a participant to serve 
on TPAC, and attempt to negotiate an amendment and to enable the District to appoint a 
voting member of TPAC. 

4. District Governance and Management
Management of the District has been contracted to the same engineering firm since the 
1950s, with the current agreement executed in 1978. Although it is a dependent District of 
the County, District 2-3 is not overseen by County administration, is not included in the 
County budget, has no County staff or County offices, and does not receive assistance from 
the County with procurement or budgeting and receives limited assistance with respect to 
financial management. The contracted District Manager, who is also the contracted District 
Manager for two other sanitation districts, spends an aggregate of approximately three to 
five workweeks per year on District affairs. The agreement does not require a specific level 
of service from the contractor.  Some important aspects of District operations are not being 
addressed, including failure to represent the District on the governing body that establishes 
most of the District’s annual costs. The District lacks a true capital improvement plan and 
much of its recent capital improvements were driven by a legal settlement. Its budgets and 
rate cases are grossly overestimated. The District Board of Directors should either establish 
greater control and oversight of the District, or explore options for permitting the District to 
be governed independently, such as through consolidation with an existing, independent 
district.  

5. Planning and Funding Capital Improvements
County Sanitation District No. 2-3 is a dependent district of the County with the Board of 
Supervisors serving as its Board of Directors. Its 46 miles of sewer mains represent about 
one percent of all sewer lines in the County. In addition, the District also pays for a portion of 
capital improvement costs of the wastewater treatment plant where its discharge is treated, 
and maintains a portion of the line connecting the sewer main to the residence. Inconsistent 
with best practices, the District lacks a comprehensive capital improvement plan, and – 
aside from raising sewer rates – has no capital improvement funding strategy. Other 
sanitation districts in the County, including at least one District also managed by the 
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Sanitation District 2-3 Manager, provide far better capital plans for their Boards. State law 
requires that the Board receive a “general plan” that includes a description of the work 
proposed to be done, specifications of the proposed work and the estimated cost of the 
proposed work. This required general plan has not been provided to the Board. The District 
has not issued bonds or obtained other financing necessary to pay for major capital 
improvements for its own lines or for its share of improvements at the wastewater plant. 
From 2007 to 2016, the District was responsible for 12 percent of the total gallons of sewage 
that overflowed local sewer systems in the County, and 25 percent of gallons that flowed to 
surface waters. Most of these overflows were caused by damaged or failed – lines that 
would have been addressed in a comprehensive capital improvement plan. Currently, the 
District’s capital condition assessments and improvements effectively have been defined 
and prioritized by Court settlement. Although the District has improved its environmental 
compliance since the settlement, it remains by far the most polluting sewer system per mile 
of main line in the County. The Board should direct the District to develop and annually 
update a comprehensive five-year Capital Improvement Plan for its review and approval. 
The Plan should define the condition of the District’s existing system, and identify all known 
capital needs, and show estimated costs, timelines and funding plans, including the extent 
to which bonds or other financing may be needed.  
 
6. Absence of Contracting Policies 
Unlike the County of Santa Clara, the County Sanitation District 2-3 has no policies 
approved by the District Board of Directors governing procurement or contracting. District 
management reports that it requires vendors to be available within one hour, that vendors 
are rotated by management, that quotes are obtained, and that vendors’ equipment and 
references are checked to ensure suitability for District work. In FY 2014-15, the District 
spent more than $437,000 on private vendors (excluding itself). The District rarely 
competitively bids work, and it does not have contracts with most of its vendors. Instead, 
work is carried out pursuant to purchase orders. It is unclear how vendors are identified for 
District work as the District has apparently never issued a Request for Qualifications of 
potential vendors. These practices represent internal control risks to the District. As the 
District lacks a mechanism to identify and compare potential vendors, it has no guarantee 
that the work is done by the highest quality vendors and at the lowest cost possible. This is 
especially true since qualified vendors may not be aware of the availability of work at the 
District. Since the District generally does business without contracts, its ability to control 
timing, cost and quality of work is less than it would be if the parameters of the work were 
specified by contracts. Some vendors may be reluctant to engage in work without a contract, 
further limiting the pool of potential vendors. As a result, the District Board of Directors lacks 
assurance that District work is carried out cost effectively and to appropriate specifications. 
If vendors are not cost effective, this may unnecessarily increase District costs and 
ratepayers’ sewer bills. If the District continues to be under the purview of the District Board 
of Directors, the Board should adopt comprehensive procurement policies that govern 
solicitation of vendors, obtaining quotes for projects, issuance of contracts for work and 
minimum requirements for contractors. This would improve the District’s internal control over 
the cost and quality of contract work. 
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Introduction 

This Limited Scope Management Audit of the County Sanitation District 2-3 was 
included in the Management Audit Division’s FY 2015-16 work plan at the request of a 
member of the Board of Supervisors of the County of Santa Clara pursuant to the 
Board’s power of inquiry specified in Article III, Section 302(c) of the Santa Clara County 
Charter. The Board of Supervisors serves as the Board of Directors for the County 
Sanitation District 2-3.  

Purpose, Scope and Objectives 

The purpose and objectives of the management audit were to answer the questions 
raised by the referring Board member, which were: 

1. How are sewer fees spent?
2. Are fees proportional to the use of the system?
3. Do sources and uses of funds make sense?

In addition, we sought to verify the consistency of District practices with its policies, 
procedures and best business practices.  

Timeline 

Work on this audit began with an entrance conference on January 5, 2016. Work was 
suspended for other higher priority Board assignments, including review of the 
FY 2016-17 Recommended Budget. A draft report was issued to the District 
management on July 15, 2016. This report identifies six findings related to the District 
and its expenditures and makes recommendations to address these findings.  

Audit Methodology 

Compliance with Federal Audit Standards 

This management audit was conducted under the requirements of the Board of 
Supervisors Policy Number 3.35 as amended on May 25, 2010. That policy states that 
management audits are to be conducted under generally accepted government auditing 
standards issued by the United States Government Accountability Office. We conducted 
this performance audit in accordance with generally accepted government auditing 
standards set forth in the 2011 revision of the “Yellow Book” of the U.S. Government 
Accountability Office. Those standards require that we plan and perform the audit to 
obtain sufficient, appropriate evidence to provide a reasonable basis for our findings 
and conclusions based on our audit objectives. We believe that the evidence obtained 
provides a reasonable basis for our findings and conclusions based on our audit 
objectives. In accordance with these requirements, we performed the following 
management audit procedures: 

1
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Audit Planning—The task plan for this management audit was developed after review of 
background records, including the District expenditures and fund balances over time, 
the District’s legal requirements and statutory authority, its budgets, and other relevant 
materials.   

Entrance Conference—An entrance conference was held with the contract District 
manager and staff to introduce the management audit team, describe the management 
audit program and scope of review, and respond to questions. A letter of introduction 
from the Board was provided prior to the entrance conference, and a request for 
additional background information, were also provided at the entrance conference on 
January 5, 2016. 

Pre-Audit Survey—A preliminary review of documentation were conducted to obtain an 
understanding of the District, and to isolate areas of operations that warranted more 
detailed assessments. Based on the pre-audit survey, the work plan for the 
management audit was refined.  

Field Work—Field work activities were conducted after completion of the pre-audit 
survey, and included: (a) meetings with District management, (b) consultation with 
County Counsel regarding legal issues related to the District, (c) and detailed review of 
District contracts, as available, budgets and expenditures. We also reviewed records 
related to the budgets, expenditures, assets, functions and projects of the Regional 
Wastewater Treatment Plant, which constitutes the District’s largest expense. We also 
attended the March 24, 2016 hearing of the Treatment Plant Advisory Committee 
(TPAC). We contacted the City of San Jose on April 11, 2016 requesting assistance 
with the audit but received no response.  

Draft Report—On July 15, 2016, a draft report was prepared and provided to Counsel 
and District management to describe the audit progress and provide general information 
on our preliminary findings and conclusions. 

Exit Conference—An exit conference was held with District managers to collect 
additional information pertinent to our report, to obtain their views on the report findings, 
conclusions and recommendations, and to make corrections and clarifications as 
appropriate. We did not hold an exit conference with the City of San Jose as we 
contacted the City on April 11, 2016 but received no response to our request for 
assistance. Following the exit conference with the District, a revised draft was provided 
to the District for its use in preparing its formal written response. The City of San Jose 
(City), as the administrator of the Plant, was contacted again on August 17 to determine 
if the City wished to review and comment on relevant portions of the draft audit. On 
August 25, 2016 we received the City’s written response, which is attached to this 
report. In general, the City’s response appears to misinterpret the content of the report. 

2
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Final Report—Final information needed for the completion of the audit report was 
received from the District on August 16, 2016 and a revised draft was issued on August 
17, 2016. The written responses of both the District and the City are attached to this 
report. 

Description of County Sanitation District 2-3 

District Origin, Location and Size 

County Sanitation District 2-3 was formed by the consolidation of two small, non-
contiguous, sanitation districts. Sanitation District No. 2 was originally formed on May 
10, 1948. County Sanitation District No. 3 formed on May 4, 1953. The two districts 
were consolidated into the current County Sanitation District 2-3 on December 15, 1977. 
Initially, District 2-3 had a service area of 12,200 acres. Over time, most of that property 
has been annexed by the City of San Jose. By early 1985, the combined service area 
consisted of 3,825 acres and 8,264 sewer connections; today, according to the District’s 
master index records for FY 2015-16, it includes about 1,914 acres serving 4,732 sewer 
connections. The County property tax collection system lists 4,518 parcels within the 
District. According to the District’s 2015 financial statements, about 500 more homes 
are eligible for annexation. At least one parcel was annexed during the course of 
fieldwork for this audit. 

The District spans unincorporated areas of East San Jose in the Alum Rock area 
(formerly, District 2) and unincorporated areas including the County Fairgrounds and 
southern areas (formerly, District 3). The maps below show these two areas. 

3
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The Eastern portion of District 2-3 

 Source: Local Agency Area Formation Commission of Santa Clara County 

The Southern portion of District 2-3 

     Source: Local Agency Area Formation Commission of Santa Clara County 
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District Legal Authority, Governance and Powers 

The District was established pursuant to the County Sanitation District Act1 to provide 
wastewater (sewage) collection services. Under State law2, the District is dependent, as 
opposed to independent, of the County Board of Supervisors. As such, the Board of 
Supervisors serves as the District Board of Directors. We note that there has been 
confusion regarding the District’s dependent status. For example, the District’s financial 
statements erroneously state that it is an independent district.3 Unlike other County 
dependent districts, such as Vector Control, the Sanitation District has not been 
included in the County budget documents, apparently due to management’s confusion 
about the District’s dependent status. As a dependent district, County Sanitation District 
2-3 is subject to the County Budget Act4 which specifies the content and presentation of 
budget information. The district’s budget requirements under State law are discussed 
later in this report. During the exit conference review of the draft of this report, the 
District Manager indicated his intent to comply with the County Budget Act in the future 
now that the District’s status is understood.  

The District’s powers under State law5 include the ability to issue bonds, sue and be 
sued, purchase land, call special elections for the purpose of approving debt, form an 
improvement district, and carry out other governmental functions.  

Customers 

More than 99 percent of the District’s customers are residential, primarily residents of 
single family homes, as shown in the table below. 

District Customers - FY 2015-16 

Customer Type Number of 
Connections 

Percent of 
Connections 

Single Family 4,330 91.5% 
Other Residential  359 7.6% 
Nonresidential      44 0.9% 

  Total Connections  4,733  100% 
     Source: CSD 2-3 Master Index FY 2015-16. 

1 California Health and Safety Code Section 4700 et seq. 
2 California Government Code Section 56044. 
3 The financial statements of the County of Santa Clara reflect that the District is a dependent component 
unit of the County. 
4 California Government Code Section 29002. 
5 California Health and Safety Code Section 4738 et seq. 

5
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Services and Service Relationships 

The District owns, operates, and maintains the sewage collection system within its 
boundaries. The system consists of about 49 miles of sewer lines. The District does not 
treat or dispose of wastewater. Wastewater that is collected within the District 
boundaries flows to the San Jose-Santa Clara Regional Wastewater Facility (Plant) for 
treatment and disposal. The District purchases treatment and disposal services 
pursuant to an agreement with the Plant’s owners (the cities of San Jose and Santa 
Clara). The Plant administrator is the City of San Jose, which owns about 80 percent of 
the Plant. The District does not own any of the Plant. 

Wastewater flows to the Plant from San Jose, Santa Clara, Milpitas, Cupertino, 
Campbell, Los Gatos, Monte Sereno, Saratoga and other unincorporated areas, in 
addition to the flow from the District. 

Current and prior agreements set District payments for Plant services based on the 
amount of District discharge to the Plant as a percentage of the total inflow to the Plant 
from all sources. This percentage is applied to both operating and infrastructure budgets 
of the Plant as approved by the City of San Jose, and then allocated as a charge to the 
District. The cost of wastewater treatment made up more than half of the District’s total 
expenses, including capital improvements, in FY 2014-15. Charges for Plant services 
are discussed later in this report. Charges for Plant services are currently disputed by 
the agencies that pay the Plant for wastewater treatment and disposal but that are not 
owners of the Plant. These “tributary agencies” include District 2-3. These issues are 
discussed later in this report. 

District Organizational Structure 

The District has no staff. The District Board contracts with an engineering firm, Mark 
Thomas and Company, to both manage the District’s administrative affairs as well as 
manage its engineering needs. In FY 2013-14 and 2014-15, Mark Thomas personnel 
billed the County for work hours equivalent to about 3.0 and 2.6 full-time equivalent 
staff, respectively, to serve both the administrative and engineering functions. Mark 
Thomas contracts out the District’s repair work, but performs preventive maintenance 
itself.  

Revenues 

The District is funded primarily by sewer fees. These fees are collected on the annual 
property tax bill from District ratepayers. Fees are discussed later in this report.  

6



Introduction 

Board of Supervisors Management Audit Division 

Recommendation Priorities 

The priority rankings shown for each recommendation in the audit report are consistent 
with the audit recommendation priority structure adopted by the Finance and 
Government Operations Committee of the Board of Supervisors, as follows: 

Priority 1: Recommendations that address issues of non-compliance with federal, State 
and local laws, regulations, ordinances and the County Charter; would result in 
increases or decreases in expenditures or revenues of $250,000 or more; or, suggest 
significant changes in federal, State or local policy through amendments to existing 
laws, regulations and policies. 

Priority 2: Recommendations that would result in increases or decreases in 
expenditures or revenues of less than $250,000; advocate changes in local policy 
through amendments to existing County ordinances and policies and procedures; or, 
would revise existing departmental or program policies and procedures for improved 
service delivery, increased operational efficiency, or greater program effectiveness. 

Priority 3: Recommendations that address program-related policies and procedures 
that would not have a significant impact on revenues and expenditures, but would result 
in modest improvements in service delivery and operating efficiency. 

Acknowledgements 
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Section I. Wastewater Plant Capital Cost 
Management 

Background 
The County Sanitation District 2-3 has an agreement for treatment and 
disposal of the District’s sewage with the cities of San Jose and Santa 
Clara that own and operate a regional wastewater plant (Plant). Per the 
agreement, the District pays a portion of cost for the Plant, including 
operating and capital improvement costs. A portion of the costs are 
allocated to the District, and, along with Plant operating costs, represent 
its single largest expense. In 2013, Plant officials approved a 30-year 
Plant Master Plan that identified $2.2 billion of capital needs through 
2040. Based on the Plant Master Plan, Plant officials adopted a 10-year 
capital plan, along with a 10-Year funding strategy.  

Problems 
Plant capital improvements carried out pursuant to the 10-Year plan are 
estimated to cost $1.4 billion, or almost two-thirds of the estimated 30-
year cost of the Plant Master Plan, with the District responsible for 
payment of $7.6 million in that 10 years. The City of San Jose, which will 
contribute most of the cost of the improvements, appears to have 
developed the 10-year funding plan to minimize the cost to its ratepayers. 
However, since the District does not have the same resources and access 
to capital as the City, District management has attempted to fund these 
long-term capital improvements solely by increasing sewer rates and 
retaining cash in the short term.  

Adverse Effects 
Compressing almost two-thirds of the Plant’s anticipated 30-year capital 
costs into a 10-year payment period roughly doubles charges to Plant 
users over the first 10 years of the plan compared to what the charges 
would be if the cost were allocated evenly. This violates best practices in 
funding of capital improvements, whereby costs are matched to the 
period of the benefit from the projects. Efforts to generate the cash 
needed to pay these artificially large Plant charges was a key driver of 
the increases in the District’s sewer rates over the past five years, which 
have grown by 81 percent - an unprecedented rate of increase.  

Recommendations/Savings and Benefits 
The District Board of Directors should exercise the District’s authority 
under State law to borrow funds for capital improvements, particularly 
for the Plant charges, as opposed to allowing the District management to 
seek to fund these costs on a pay-as-you-go cash basis through large 
sewer rate increases. Payment for long-term capital improvements 
should be matched to the life of the capital systems; therefore, the Board 
should explore options for financing and/or scheduling payment to the 
Plant over a longer period to enable ratepayers to pay the cost of the 
Plant improvements over 30 years rather than 10. This would more 
equitably match ratepayer benefits with annual sewer service charges. 
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The District owns and maintains sewer lines serving about 4,700 connections in 
unincorporated areas. It has no wastewater treatment facilities. District lines are a conduit 

for the wastewater from the source to the San 
Jose-Santa Clara Regional Wastewater Facility 
(Plant), which the District contracts with for 
treatment and disposal of the District’s discharge1. 
Per the 1985 agreement between the two entities, 
the cost allocated to the District for wastewater 
treatment is established by the Plant’s budgets for 
capital, operating and maintenance costs for the 
Plant. These budgets are approved by the City of 
San Jose (City), in its capacity as the administrator 
of the Plant.  

The Plant Treats the District’s Wastewater. Plant 
charges constituted the District’s largest expense in FY 2014-15. 

According to its audited financial statements, the Plant took in $196.7 million in revenue, 
and spent $158.4 million in FY 2014-15. In other words, it made a “profit” of $38.4 million 
last fiscal year. This “profit” increased the Plant’s June 30, 2015 unrestricted cash to 
$196.6 million. At this rate, it could operate without any revenue for a year without running 
out of funds. We estimate that at least $1.5 million of the unrestricted balance was 
contributed by District ratepayers. To put this in perspective, the amount “in the bank” 
equates to an estimated $26.47 per month per ratepayer for one year. Of the $2.2 M 
identified in the Plant Master Plan, $1.4 million of it is expected to be expended in the first 
10 years.  

Taking into account the unrestricted cash of both the District and the Plant, it equates to 
an estimated $158.83 per ratepayer per month for one year, equal to the sum of every 
ratepayer’s monthly payment for more than three years (at the current $47.50 per month 
single family residential rate.)  

The District’s FY 2015-16 adopted budget included about $4.4 million for revenues and 
expenditures. The District consistently estimates extremely high expenses relative to 
actual expenses, as shown in Table 1.1. 

1 The Plant is owned by the cities of San Jose and Santa Clara. 
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Table 1.1 

Fiscal Year Budgeted Actual Overestimate Percent1

2011-12 3,060,000      1,801,098      1,258,902         70%
2012-13 3,288,000      2,153,031      1,134,969         53%
2013-14 3,600,000      1,925,971      1,674,029         87%
2014-15* 3,730,000      2,238,190      1,491,810         67%
2015-16 4,391,000      2,824,027      1,566,973         55%

Total/Avg 3,613,800$    2,188,463$    1,425,337$       65%

(1) Percent is the percentage by which actual expenses would have to increase 
to equal the budgeted amount. *In FY 2014-15, a small majority of the 
overestimate was due to excess in the capital budget. In all other years 
shown, the majority of the excess was due to underspending in operations.

Expenses
County Sanitation District 2-3

Because District rate projections and rate increase requests are based on budgeted 
costs, the practice of budgeting more than is necessary increases the rate amount. This 
practice is also factor in the current large amount of cash on hand. 

As previously described, the City has a plan to charge the District and other Plant users 
for long-term capital improvements for the Plant over a 10-year schedule. This is part of 
a Plant Master Plan approved in 2013 that calls for $2.2 billion in capital improvements 
over the next 30 years funded by all Plant users. The “10-year” portion of the plan costs 
about $1.4 billion, according to the San Jose-Santa Clara Regional Wastewater Facility 
10-Year Funding Strategy report, dated May 6, 2015. As shown in the chart below, the 
Plant Master Plan envisions most of the cost and projects of the 30-year plan occurring 
in the first decade. This is turn drove the development of the Plant 10-Year CIP, which 
effectively compressed the payment for the bulk of planned improvements. 
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Wastewater Treatment Plant Master Plan Project Expense Timeline 

  Source: Plant Master Plan, page 41. 

If costs for the 30-year plan were spread evenly over the 30 years, the total annual 
forecasted expense for capital improvements would be $73 million ($2.2 billion / 30 years) 
for all Plant users. However, because two-thirds of the total cost of the 30-year plan is 
compressed into a 10-year window, the average per-year cost nearly doubles to $140 
million for all Plant users for the first 10 years. This equates to an average capital charge 
to the District of $761,000 for each of the 10 years. This amount is based on the actual 
projection provided by the City.   If this 10-year amount were paid over 20 years as part 
of the 30-year plan, the average annual cost would be $380,000 per year.2

Table 1.2 below shows San Jose’s forecast for the District’s Plant charges for the decade. 
Capital charges in the current fiscal year are forecast at $266,508. This is forecast to 
increase by 90 percent to $505,143 next year, and by 105 percent, to over $1 million the 
following year. This does not include charges for Plant operations. 

2 This is a straight calculation and does not factor in the potential for the total cost to be higher if the actual 
purchases were made over 20 years rather than 10. Inflation causes costs to rise over time. Therefore, the actual 
cost over 20 years for the same services would be somewhat greater than $380,000. 
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Table 1.2 

May 2015 Forecasted Charges to District 2-3 for 10-Year Plant Capital Costs 

Over the next decade, the City’s forecast calls for the District to pay much higher capital 
costs for the Plant than it has paid in the past. Specifically, its anticipated capital charges 
for the Plant are $7.6 million. In contrast, as shown in Table 1.3 on the following page, its 
budgeted capital charges over the most recent 11-year period totaled less than $3.1 
million. Regarding the FY 2015-16 cost, note that the forecast capital charge as of May 
2015 for the current year was $266,508 as shown in Table 1.2, the District’s adopted 
budget for this expense is $270,000, and the City’s actual allocated charge as of February 
2016 to the District to cover its share of the Plant’s capital budget is $672,800, or more 
than double the City’s May 2015 estimate, as shown in Table 1.3.  

Table 1.3 

Actual Allocation of Plant Capital Charges per Year 

In the District’s most recent financial statements, District management reported that 
District ratepayers will be expected to pay even higher rates in the near future. As the 
District already has the second-highest rates of the agencies using the Plant, it should 
mitigate these proposed increases by funding its sewage treatment capital costs over a 
long-term period.  

The District Board of Directors should exercise the District’s authority under State law to 
borrow funds for long-term capital improvements, particularly for the Plant charges, as 
opposed to allowing District management to seek to fund these costs through the level of 
sewer rate increases that would be required to generate sufficient cash for these projects. 

Forecasted Plant Capital Charges 10-Yr Total
2015-16 2016-17 2017-18 2018-19 2019-20 2020-21 2021-22 2022-23 2023-24 2024-25

CSD 2-3 266,508    505,143   1,037,482 1,024,073 942,543  841,818 629,634  714,038   670,213 976,507  7,607,959      
Percent change in capital charge 90% 105% -1% -8% -11% -25% 13% -6% 46%

Source: San Jose-Santa Clara Regional Wastewater Facility Ten-Year-Funding Strategy (May 6, 2015)

Fiscal Year

Note: Beginning in FY 2016-17, the forecasted total charges (including operating charges) include funds for a "60-day operating reserve." As noted under Section 2 of 
this memo, the Plant had cash equal to a year's worth of expenditures in the bank as of June 30, 2015.

Plant Capital Charges 11-Yr Total
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

CSD 2-3 79,500 117,400 283,600 274,500 256,600 247,900 232,212 157,100 412,000 350,100 672,800 3,083,712$    
Percent change in capital charge 48% 142% -3% -7% -3% -6% -32% 162% -15% 92%

Source: Treatment Plant Capital Cost and SRF Loan Repayments Allocation memo to Tributary Agencies from the City of San Jose Environmental Services Department for each fiscal year.

Fiscal Year
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Payment for long-term capital improvements should be matched to the life of the capital 
systems. The Board should address these issues in the mediation.  

The effects of the compression on rate increases and cash balances are discussed in 
Section 2 of this report. Factors affecting the District’s ability to make decisions in the best 
interests of its ratepayers are described in Section 3 of this report. Specifically, the District 
has had no input into the decision to compress the payment timeline due to its omission 
from the body which governs such decisions.  

It is recommended that the District Board of Directors: 

1.1 Exercise the District’s authority under State law to borrow funds for long-term 
capital improvements, particularly for the Plant charges, as opposed to allowing 
the District management to seek to fund these costs through the level of sewer 
rate increases that would be required to generate sufficient cash for these projects, 
and address related issues in the mediation with the City. (Priority 1) 

Implementation of these recommendations would bring the District into conformance with 
best practices and would enable the District to better plan and manage capital costs to 
maintain reasonable sewer rates.  

13



Section 2. Rate Setting and Use of Revenues 

Background 
Sanitation District No. 2-3 is funded primarily by charges for sewer 
service to District customers. The vast majority of customers are single-
family homeowners that pay an annual rate currently equal to $47.50 per 
month. This rate is based on the District’s budgeted annual expenditures, 
not its actual costs. 

Problems 
For several years, District budgets have been grossly overestimated. The 
overestimates include excessive amounts for capital improvements, 
which is due at least in part to the lack of a detailed capital improvement 
plan adopted by the Board. The District Board has not adopted reserve 
or working capital policies. Proposed budgets (and the rates they 
generate) are not included in the County budget document, and do not 
receive scrutiny from the County Executive’s Office or the Board’s 
Management Audit Division. Based on billed work hours, administrative 
oversight by the District Manager is limited. District management has no 
plans to borrow for long-term capital improvements, and instead seeks 
to raise sewer rates to generate cash to fund major, long-term capital 
projects on a cash (pay-as-you-go) basis.  

Adverse Effects 
The District Board of Directors raised ratepayers’ sewer bills by 81 
percent from 2010 to 2015, making it the second-highest rate paid by 
residents of unincorporated areas in the County. Because these rates 
were based on estimated costs, much of which never materialized, as of 
June 30, 2015, the District had $7.5 million – equivalent to more than three 
years’ operating expenses – in unrestricted cash. This would be 
equivalent to the County General Fund having a $6.7 billion contingency 
reserve. However, District management argues that even higher sewer 
rates are needed to secure the cash necessary to pay for long-term 
capital projects on a pay-as-you-go basis.  

Recommendations 
The Board of Directors should adopt policies related to working capital, 
reserves, and use of debt for large capital projects. These policies should 
take into account the uncertain nature of the District’s future costs, 
particularly for wastewater treatment, as discussed later in this report. In 
addition, the Office of Budget and Analysis and the Board’s Management 
Audit Division should review the District’s annual budget requests and 
potential rate increases, and include the District’s budget in the annual 
County budget document. Additionally, the District should annually 
prepare for Board review and approval a detailed Capital Improvement 
Plan that addresses the current condition of District-maintained lines, 
San Jose’s projected costs for the District’s contractual share of 
wastewater treatment plant improvements, and a debt plan for such 
costs.  
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County Sanitation District No. 2-3 is 
funded primarily by charges for sewer 
service to District customers. The vast 
majority of customers are single-family 
homeowners that pay an annual rate equal to $47.50 per month, or $570 per 
year. The costs are included as a special assessment on the homeowners’ 
property tax bill. From at least 1992 through 2010, District sewer rates for single-
family connections remained fairly stable. In most years, there were no 
increases. The total increase over those 18 years was just 31 percent, reaching 
an annual cost of $315 in 2010. Then, in 2011 rates began to increase annually. 
Over five years, according to data furnished to us by District management, the 
rates rose 81 percent.  

In FY 2015-16, compared to other rates in the County, District rates were  higher 
than average, - estimated to be the third-highest in the County, trailing only the 
rates in Los Altos Hills and Morgan Hill. More importantly, of the sanitation 
systems that contract with the San Jose-Santa Clara Regional Wastewater 
Facility (Plant) for wastewater treatment, County Sanitation District 2-3 had the 
highest single-family residential sewer rate. This is an important measure 

because these jurisdictions share the 
same major expense – that of 
wastewater treatment and disposal. As 
of FY 2016-17, the District has the 

second-highest rates of Plant users (behind Burbank.)The average of the other 
users’ rates for FY 2016-17 is $41.20. District 2-3’s rate is more than 15 percent 
higher than the average rate paid by other County residents whose sanitation 
systems contract with the same Plant as shown in Table 2.1 below. 
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Table 2.1 

District 2-3’s 
FY 2016-17 Charges Are 15 Percent More than the Average 

Residential Rate of Other Users of the 
San José-Santa Clara Regional Wastewater Facility (Plant) 

Sunnyvale, Saratoga, Cupertino and unincorporated area served by 
Cupertino Sanitation District $34.30 

City of San Jose $35.60 
Saratoga, Campbell, Los Gatos, Monte Sereno and unincorporated area 
served by West Valley Sanitation District $40.15 

City of Santa Clara $41.65 
City of Milpitas $45.14 
Unincorporated County District 2-3 $47.50 
Unincorporated Burbank $50.34 

Average Excluding District 2-3 $41.20 

Note that District 2-3 rates are based on the District’s budgeted annual 
expenditures. These budgets are grossly inflated and do not represent actual 
costs. On average, costs would have to increase by 65 percent to equal the 
amounts upon which sewer rates are based. Table 2.2 on the following page 
shows County financial system (SAP) data for Fund 1631 – County Sanitation.  
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Table 2.2 

District 2-3 Charges Are  
Based on Grossly Inflated Budgets 

County Sanitation District 2-3 
Expenses 

Fiscal 
Year Budgeted Actual Overestimate Percent1 

2011-12 3,060,000 1,801,098 1,258,902 70% 
2012-13 3,288,000 2,153,031 1,134,969 53% 
2013-14 3,600,000 1,925,971 1,674,029 87% 
2014-15* 3,730,000 2,238,190 1,491,810 67% 
2015-16 4,391,000 2,824,027 1,566,973 55% 

Total/Avg  $3,613,800   $2,188,463  $1,425,337 65% 

(1) Percent is the percentage by which actual expenses would have to 
increase to equal the budgeted amount. *In FY 2014-15, a small majority of 
the overestimate was due to excess in the capital budget. In all other years 
shown, the majority of the excess was due to underspending in operations. 

Because District rate projections 
and rate increase requests are 
based on budgeted costs, the 
practice of budgeting more than is 
necessary increases sewer rates. There is no County budget unit for the District, 
but there is a County fund and the budgets for the District are adopted by the 
Board of Directors.  

The District, as a dependent District, is required to adhere to the provisions of 
the County Budget Act. Among other things, the Act specifies the content of 
budgets. We note that the District’s financial statements state that the District is 
an independent District. The District meets the criteria for dependent districts 
per Section 56044 of the California Government Code, as confirmed by County 
Counsel. (In contrast, the District is shown in the financial statements of the 
County of Santa Clara as a dependent component unit of the County.) 

We note also that the District’s financial statements state that the District is not 
required by statute to have a budget. We believe this is incorrect and that the 
County Budget Act, which expressly applies to dependent districts1, applies to 
District 2-3. Due to confusion as to the dependent status of the District, County 
management has not included the District in the County budget documents and 
processes. As a result, its proposed budgets are not reviewed by the County 

1 California Government Code Section 29002. 
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Executive’s Office or the Board’s Management Audit Division. Further, the 
adopted budgets approved by the Board are not consistent with the County 
Budget Act. For example, adopted budgets are required by the County Budget 
Act to show two years of actual revenues and expenditures2, but this information 
is not included in the District’s budgets as adopted.  

We note that the District budgets and rate cases are developed by a staff 
assistant at the Mark Thomas firm. The assistant was a Clerical I in 2012, a 
Clerical II in 2013 and was promoted to Assistant in 2014. This employee’s 
duties include a wide range of responsibilities, most of which are not of a 
financial nature. Proposed budgets and rate cases are then reviewed and 
approved by the District Manager, who is the Mark Thomas Company’s Chief 
Financial Officer. The District Manager reports that the process used to develop 
rates was established by the Mark Thomas company controller. Our concern is 
not with the methodology used for rate estimates, but rather with the input of 
inflated budget figures (as opposed to either actual costs or realistic budget 
amounts) as the amounts around which the projection methodology is based. 
Based on records of the time and functions that the District Manager bills to the 
District, the District Manager spends about one week per year on engineering 
activities, and two weeks per year on “management” and “administration” of the 
District. The District Manager is also the manager of two other sanitation districts 
that are independent of the County and have their own dedicated, elected 
Boards3. Due to the nominal amount of time spent by the District Manager on 
administrative and management functions of the District, we surmise that the 
proposed budgets, actual expenditures, rate cases, financial statements and 
associated communications to the Board occur with limited management 
involvement. Table 2.3 on the following page shows the District Manager’s hours 
per fiscal year and type of work completed. 

2 California Government Code Section 29006 (b) and (c). 
3 Burbank and Cupertino. 
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Table 2.3 

District Manager Billed Work Hours 

Work Category FY 2014-15 FY 2013-14 
Two-Year 

Total Percent 
Admin Support 18 9 27 11% 
District Management 63 69 132 53% 
Admin/Mgt Subtotal 81 78 159 64% 

Engineering Support 68 23 91 36% 

Total 148 101 250 100% 
Source: Mark Thomas invoices 

The District Manager reports that his work time on District matters was in excess 
of 200 hours in FY 2015-16. The County Controller’s Office reports that it has 
reviewed the basis for the District’s rate increases in the past. However, the 
Board of Directors has not adopted policies governing fiscal management of the 
District.4 We recommend that so long as the District is under the authority of the 
County Board of Supervisors acting as the Board of Directors, that the District 
Board adopt policies regarding oversight of the District as further described in 
Section 4 of this report. This Section recommends that the District Board adopt 
policies governing rate setting, budgeting, reserves, working capital, and 
financing of capital projects.  These policies should require inclusion of the 
District in the County budget processes and documents, consistent with the 
County Budget Act, and that its budgets and rate cases undergo review by 
County personnel with fiscal expertise after the District Board approves the 
District’s fiscal policies. 

In FY 2014-15, the District spent $2.2 million. As of June 30, 2015, the 
unrestricted cash balance in the District’s account (Fund 1631) was $7.5 million. 
If the District took in no more revenue and spending continued at the FY 2014-15 
pace, it would take three years to expend the money. To put this in perspective, 
the amount “in the bank” equates to an estimated $132.36 per month per 
ratepayer for one year. This amount of cash on hand is excessive. 

For many years, 
the District has 
held very large 
cash reserves, although the District Board has no policy related to maintaining 
or using reserves, and no policy regarding working capital. For years, the District 

4 Per County Counsel, County policies are not applicable to the District. 



Section 2. Rate Setting and Use of Revenues 

Board of Supervisors Management Audit Division 

has maintained at least three years’ of expenditures in reserve as shown below. 

Table 2.4 

2011-12 2012-13 2013-14 2014-15 2015-16

Year-End Cash Reserves 6,536,868$ 6,663,818$ 7,056,219$ 7,455,968$ 7,773,451$    

Annual Expenses 1,801,098$ 2,153,031$ 1,925,971$ 2,238,190$ 2,824,027$    

Reserves as % of Expenses 363% 310% 366% 333% 275%

District 2-3 (County Fund 1631) Cash Reserves
FY 2011-12 to Present

Fiscal Year Actuals

The reserve amounts are excessive. For example, the Government Finance 
Officers Association (GFOA) maintains best practice recommendations for local 
governments.  GFOA recommends that enterprise funds (such as the District’s 
fund) generally maintain 90 days’ working capital5. At the end of FY 2014-15, the 
District had 1,230 days’ working capital, almost 14 times more than the amount 
called for by best practice. At the end of FY 2015-16, the working capital had 
declined to 1,000 days, or 11 times more than recommended. 

We recommend that the Board of 
Directors adopt working capital 
and reserve policies for the 
District. These policies should 
take into consideration the 

uncertainty surrounding capital costs, particularly capital costs that the District 
pays to the San Jose-Santa Clara Regional Wastewater Facility (Plant) pursuant 
to a 1985 agreement between the two agencies. This agreement and associated 
costs are detailed in Section 3 of this report. As described in that section, District 
management is continuing to seek additional rate increases as a means to fund 
large, long-term capital improvements on a pay-as-you-go cash basis. As 
described in that section, we recommend that the District Board halt the practice 
raising sewer rates as a means to amass sufficient cash to pay for large, long-
term capital improvements. Large, long-term capital improvement projects 
should be paid for long-term borrowing, rather than by charging current 
ratepayers enough to generate the funds necessary to pay cash for major 
projects.  

Based on our review of the District’s adopted budgets and documentation in 
support of approved rate increases, it appears that the primary driver of 
excessive District budgets is unexpended appropriations for capital projects. We 
note that the District Board has not approved a robust Capital Improvement Plan 
(CIP) for the District. We note that other sanitation districts within the County of 

5 Current assets minus current liabilities. 
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Santa Clara’s boundaries have adopted detailed CIPs. These districts include 
both of the other districts that are managed by the same manager as District 2-
3. Planning for, managing, and funding capital improvements are addressed in
Section 5 of this report. 

District management has indicated concern over potential increases in future 
capital costs for the District. As a result, District management is avoiding using 
reserves, and last fiscal year added to reserves, while continuing to seek higher 
sewer rates. For example, on page 7 of the District’s 2015 audited financial 
statements, District management states that recent rate increases are 
“insufficient” and that higher rates will be necessary to “maintain or rehabilitate 
aging facilities without tapping into the District reserve funds.” This plan is 
inconsistent with best practices in both enterprise fund management and capital 
project management. GFOA recommends developing funding strategies for 
capital programs that tie funding to the useful life of the asset. Asking today’s 
ratepayers to fully fund infrastructure that will be used for the next 50 years is 
unusual, contrary to best practices and probably not financially feasible. 

In requesting this audit, the Board 
asked how fees are spent. The 
chart that follows summarizes the 
actual use of District income during FY 2014-15. Most of the District’s spending 
pays for wastewater treatment and disposal. The second-largest expense is for 
services to the District by the engineering firm Mark Thomas. Together, these 
two expenses account for almost 80 percent of the District’s total costs. The 
remaining 20 percent is primarily for contracted services related to capital 
improvements and repairs to the District’s lines, and administrative costs. Only 
84 percent of revenues were spent. The amount not used (16 percent) equates 
to the current annual payments of 734 single-family District customers. The 
unexpended revenue became part of the excess cash now held by the District. 

Contrary to the narrative in the District’s 2015 financial statements, which states 

Regional Wastewater Treatment Facility (Plant) 1,249,994$    56%

Mark Thomas (District Management) 517,482$        23%

Construction, engineering, and plumbing services 322,510$        14%

Insurance, accounting and other administrative services 96,105$          4%

Other 52,099$          2%

FY 2014-15 Revenues Spent 2,238,190$    100% 84%

FY 2014-15 Revenues Not Spent (Savings) 418,774$       100% 16%

Total FY 2014-15 Revenues 2,656,964$    100% 100%

Use of Ratepayers' Funds in FY 2014-15 

79%
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that the District has been using reserves for several years to offset insufficient 
income from ratepayers, we note that the District 
added $418,774 – again, equivalent to the annual 
rates paid by 734 single-family homeowners – to its 

existing reserves as of June 30, 2015. Notably, the District committed more to 
reserves in FY 2014-15 than it did to construction, engineering and plumbing 
costs. As noted in Section 5, we recommend that the District Board approve a 
robust Capital Improvement Plan that is consistent with GFOA 
recommendations, including developing a funding strategy for large capital 
projects with a long useful life. 

 
The following recommendations should be considered if the Board of Directors 
continues to govern the District. 
 
It is recommended that the Board of Directors of the District adopt policies: 
 
2.1 Requiring the District to be included in the County budget document and 

subject to County budget processes and reviews and structured consistent 
with the County Budget Act. (Priority 1) 

2.2 Pertaining to working capital and reserves. These policies should be 
developed following development of a capital improvement plan and capital 
funding strategy recommended by this audit. (Priority 1) 

2.3  Requiring rate cases to be based on either actual expenditures, or realistic 
expenditure projections that are consistent with actual expense histories 
modified as needed to account for documented expenditure changes. 
(Priority 1) 

  
 
Implementation of these recommendations would bring the District into 
compliance with the County Budget Act and ensure that sewer rates align with 
costs and are consistent with costs. Finally, it would ensure that funds are spent 
timely and that capital improvements are appropriately planned and funded.  
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Section 3. Wastewater Treatment Plant Charges 

Background 
The District has an agreement with the cities of San Jose and Santa Clara 
for use of their wastewater treatment plant (Plant) for treatment and 
disposal of the District’s sewage. The charges for Plant services and 
Plant capital improvements were the District’s single largest expense in 
FY 2014-15, accounting for more than half of the District’s actual costs. 
As a result of the combination of Plant capital cost increases and the 
District having fewer ratepayers, over the last decade, the estimated Plant 
capital cost per ratepayer has increased 1,423 percent from 78 cents per 
month to $11.87 per month. 

Problem 
The Plant charges the District for costs that are not necessary for 
treatment and disposal of District wastewater. This situation is in part the 
result of the agreement between the District and the Cities, which is 
outdated and vaguely worded. It also reflects the District’s lack of 
representation on the Treatment Plant Advisory Committee (TPAC). 
TPAC establishes budgets for the Plant, which are then approved by the 
City of San Jose. Under the agreement, the District is entitled to non-
voting membership on TPAC, but no District representative serves. 

Adverse Effects 
We estimate that District ratepayers pay the Plant a minimum of $12 per 
household per year for services that are not necessary for the legal and 
safe treatment and disposal of wastewater, such as costs for an unrelated 
water recycling system. As the District exists to collect, treat and dispose 
of wastewater, payment of Plant costs that are ancillary to that mission 
raise questions about the District’s compliance with provisions of State 
law which require that costs for services be proportionate to benefits. 
That legislation was approved by California voters in 1996 – 11 years after 
the current agreement was adopted. By not having a representative on 
TPAC, the District lacked representation in a wide variety of decisions 
and cost increases that are not in the best interests of District ratepayers. 

Recommendations 
The District has joined other sewer systems in filing a grievance through 
TPAC pertaining to a variety of issues related to the wastewater treatment 
agreement. The District and the other parties are in mediation with the 
City of San Jose as administrator of the Plant. It is recommended that the 
District Board of Directors continue to attempt to negotiate an agreement 
with the cities to preclude it from paying any portion of Plant charges for 
functions that are not required for the safe collection, treatment and 
disposal of District wastewater. In addition, the District Board should 
immediately appoint a participant to serve on TPAC, and attempt to 
negotiate an amendment and to enable the District to appoint a voting 
member of TPAC. 
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The District owns and maintains sewer lines but has no wastewater treatment facilities. 
The District contracts with the owners of the San Jose-Santa Clara Regional Wastewater 

Facility (Plant) for treatment and disposal of the 
District’s discharge. Per the 1985 agreement 
between the District and the Plant, the cost 
allocated to the District for wastewater treatment 
is established by the Plant’s budgets for capital, 
operating and maintenance costs. These 
budgets are reviewed by the Treatment Plant 
Advisory Committee (TPAC), and adopted by the 
City of San Jose (City) in its capacity as the 
administrator of the Plant. 

 The Plant treats the District’s wastewater.  
Plant charges constituted the District’s largest expense in FY 2014-15. 

The 1985 agreement has numerous weaknesses from the standpoint of protecting the 
interests of District ratepayers. We describe the most detrimental of these weaknesses 
below. 

1. Allocable Costs are Not Adequately Defined

The 1985 agreement between the two parties provides for the District’s use of the Plant 
to treat and dispose of wastewater. The agreement1 states that District payment for Plant 
capital, operating and maintenance costs “shall be based upon the budget … for the Plant 
as recommended by TPAC and approved by the Administering Agency” (City of San 
Jose.) Adjustments to reconcile the Plant’s actual costs to the amount the District paid 
(“true up”) occur in the third quarter of the following fiscal year2. The first weakness in the 
agreement is that it does not define which costs are eligible for allocation to the District. 
Over time, charges have come to encompass expenses that we believe are inappropriate 
to charge the District as they have limited or no nexus to Plant capital, operations or 
maintenance and provide no direct benefit to the ratepayers of District 2-3. These costs 
are detailed later in this section.  

2. District 2-3 Ratepayers’ Interests are Not Represented in Plant Decisions and
Costs

The cost of the Plant makes up the District’s largest expense, yet it has no representative 
on TPAC, which is the body established to oversee development of Plant budgets. There 
are nine voting members of TPAC. Three are San Jose City Council members, and one 
is the City Manager or designee of the City of San Jose. Two voting TPAC members are 
City of Santa Clara City Council members. These six members essentially serve two 
roles, as they represent cities which are both Plant customers and Plant owners. Non-

1 Page 10, Section III.E.1 and 2 
2 Page 11, Section III.E.3.b 
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owning (but voting) members of TPAC consist of certain Plant customers. These 
members are: 1) a member of the Milpitas City Council, 2) a member of the elected Board 
of the Cupertino Sanitary District, and 3) a member of the elected Board of the West 
Valley Sanitation District (Previously, County Sanitation District No. 4)3. The makeup of 
TPAC, therefore, ensures that decisions regarding Plant operations and costs will be 
designed to be in the best interests of the Plant’s owners. 

Under the agreement, the District is entitled to non-voting representation on TPAC. The 
District is entitled to send a representative to “participate in all discussions and 
deliberations” of TPAC, but the District representative is precluded from voting on matters 
before TPAC. The District has failed to send a representative to participate on TPAC. The 
Roster of members as of March 2016 was as follows: 

Treatment Plant Advisory Committee (TPAC) Roster 

3. Disputes between the District and Plant Owners are Referred to the Plant Owners

The 1985 agreement requires that disputes between the District and the owners of the 
Plant be heard by TPAC, and that TPAC make recommendations regarding disputes 
under the contract to the Plant owners. As the majority of TPAC consists of 
representatives of the Plant owners, its decisions regarding Plant operations and costs 
are necessarily in the best interests those owners, and may or may not be in the best 
interests of the District. In March 2016, the District joined with other Plant customers 
(called “Tributary Agencies”) in bringing certain disputes related to the administration of 
their respective contracts to a required hearing before TPAC. The vote was 6-3, (owner 
cities versus customer cities), to deny the grievances.  

We recommend that the District Board of Directors, in concert with County Counsel, make 
a written request to the Plant owners to make specific amendments to the 1985 
agreement to address at least the definition of allocable costs and to provide for a voting 
membership on the Treatment Plant Advisory Committee to protect the interests of District 

3 Page 12, Section IV.A 
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ratepayers. We recommend that the District Board immediately appoint a person to serve 
as a non-voting TPAC participant under the authority granted by the existing agreement, 
and require this individual to provide regular reports to the District Board regarding 
matters that may be detrimental to the interests of District ratepayers or to the District 
Board’s ability to adequately represent those interests. 
 

 
The 1985 agreement pre-dates a provision in State law, approved by voters in 1996, that 
requires each property owner be billed for service to the property at a rate that is 
proportional to the benefits received by that property. Some or all of the charges described 
below may be in conflict with that provision (Proposition 218). Whether the charges are 
in conflict with State law, the charges described below are inappropriate, particularly given 
the lack of District representation with respect to their inclusion in Plant costs. 
 
 

 
  

The South Bay Water Recycling 
(SBWR) system consists of about 
140 miles of pipeline, five pump 
stations and three storage tanks. 
The system carries treated 
wastewater to “recycled” water 
customers, who are incentivized by 
reduced rates to purchase this water 
rather than potable water.  

A portion of the cost of the 
construction was borne by the 
District ratepayers, through its 
payments for Plant budgets that 
included both SBWR operating 
expenses and bond debt for the 
SBWR financed by the Clean Water 
Financing Authority, which is a sub-
division of the City of San Jose. The 
City sells a portion of the treated 
water generated by the Plant at 
wholesale rates to retail water 
suppliers. Retail water suppliers in 
turn sell the treated water to 
customers. This “recycled” water is used for non-potable purposes, such as irrigation of 
golf courses. Revenues from the sale of the recycled water offset the SBWR system’s 
operating and maintenance costs. (See Diagram 1: District Flow later in this section for a 
schematic representation of the movement of District discharge through the wastewater 
Plant to discharge.) 

South Bay Water Recycling Pipelines  
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SBWR was built to comply with a directive by the United States Environmental Protection 
Agency and the Regional Water Quality Control Board to reduce Plant discharge to San 
Francisco Bay for the purpose of protecting salt marsh habitat.4  The Plant’s National 
Pollution Discharge Elimination System (NPDES) permit mandated this mitigation. 

That is, when constructed in 1998, SBWR facilities were effectively an extension of the 
Plant as they served to ensure Plant compliance with operating requirements. The 
SBWR’s capital, operating and maintenance costs, and revenues from the sale of 
recycled water, were included in the Plant budget. At the time this began, this cost was 
appropriate to allocate to the District as this expense was a Plant requirement. 

Within a few years of SBWR construction, however, the volume of wastewater treated by 
the Plant declined to the point that diversion of wastewater from the Bay ceased to be an 
NPDES permit requirement. That is, the SBWR is no longer a required function of the 
Plant.  

The Environmental Services Department (ESD) of the City of San Jose has operated the 
SBWR system since its inception. A 2012 audit by the City of San Jose determined that 
ratepayers were inappropriately paying for the SBWR and recommended that the City 
address the issue. In a written response to the audit, the San Jose ESD Director stated 
that ESD instituted a policy in 2011 that City sewer ratepayers would cease to bear costs 
for the system. Costs for the SBWR are included in the current FY 2015-16 Plant capital 
budget, a portion of which is allocated to the District. None of the SBWR is located in 
District 2-3, and the District has already paid the full cost to treat the wastewater that is 
sent to the SBWR to a level sufficient to discharge to the Bay. The SBWR system is 
therefore ancillary to the Plant, and thus its present costs are not appropriate to allocate 
to District ratepayers via the Plant budget. As there is no direct benefit to District property 
owners, we question whether the current, future and recent past charges for the SBWR 
system are consistent with the “proportional benefit” requirements of Proposition 218. 

The current total District rate to residential ratepayers is $47.50 per month. Based on our 
estimates, costs borne by District ratepayers in the current year for capital costs for the 
Plant alone equate to about $12 per ratepayer per month, as shown on the following 
page. That is, about 25 percent of the $47.50 current District monthly charge per 
residential ratepayer is attributable to the Plant’s capital costs. Of this $12, about $1 per 
month per ratepayer is estimated, on a preliminary basis, to be due to treatment plant 
charges for the SWBR, financing charges for the SWBR represented as Clean Water 
Financing Authority (CWFA) charges, and four-tenths of a penny per ratepayer per month 
for “public art” charges included in the Plant capital budget.5 None of these charges 
include other Plant or District expenses. The Plant capital costs are shown in Table 3.1 
on the following page.  

 

                                                           
4 SBWR Strategic and Master Plan (2014); San Jose-Santa Clara Regional Wastewater  
Facility History, City of San Jose website.  
5 The City of San Jose requires that capital projects include funds for “public art.” Requiring District 
ratepayers to pay this cost also is questionable.  
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Table 3.1 

County Sanitation District 2-3 Estimated Monthly Charges Solely for 
Wastewater Treatment Plant Capital Costs 

FY 2005-06 through FY 2015-16 

Note: These estimates are general estimates based on publicly available information. 

Based on this estimate, there was a 1,423 percent increase in wastewater Plant capital 
costs per ratepayer over little more than a decade. Capital charges for the wastewater 
Plant rose from an estimated 78.0 cents per month per ratepayer in FY 2005-06 to an 
estimated $11.87 per ratepayer per month currently.6 This change is driven by a 
combination of a 746 percent increase in charges, and an estimated 44 percent fewer 
ratepayers.7 

6 This is based on charges to the District, and does not include “credits” of any unused funds back to the 
District.  
7 The number of connections in the District has declined from an estimated 8,500 to 4,700 due to City 
annexations of District property over the decade. 
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A second major expense that has been borne in part by District ratepayers by including 
its costs in the Plant budget is that of the Silicon Valley Advanced Water Purification 
Center (Center). This $72 million facility opened in 2014 and brings several million gallons 
of former wastewater up to drinking water standards each day. This system is linked to 
both the Plant and SBWR, as shown in the schematic diagram below. Estimates in the 
diagram are based on publicly available information.  

Diagram 1: District Flow  

 

The Center takes “secondary” treated water from the Plant and brings it to “drinking water” 
quality. It appears that some costs of the Center were included in the Plant budgets that 
were allocated to District and other ratepayers, although the precise amount is 
undetermined. It appears that some of the cost was grant funded and/or otherwise borne 
by the Santa Clara Valley Water District.  

The wastewater that goes from the Plant to the Center has undergone treatment to a 
“secondary” level of sanitation. (We estimate based on public records that about eight 
percent of the secondary-treated water is directed to the Center.) Were it not diverted to 
the Center, the wastewater would have proceeded to “tertiary” level treatment and then 
to discharge or to recycling. We do not know which level of treatment is the least 
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expensive. It may be that the cost of treatment by the Center is higher because Center-
treated water is clean enough to drink, while “tertiary” treated water is not considered 
potable. If this is the case, sewer ratepayers are subsidizing this drinking water program. 

While water recycling, water purification, and public art are important and worthwhile 
projects, we question the basis to charge District sewer ratepayers for those programs. 
Based on public records, it appears that the Advanced Treatment Center and the South 
Bay Water Recycling systems are likely to expand. Assuming the capital costs for those 
expansions are included in Plant budgets, these costs will be borne in part by District 
ratepayers. 

We recommend that the District Board of Directors immediately seek an injunction against 
paying any and all current and future Plant charges that are not required for the Plant to 
legally and safely treat District wastewater at a cost equal to or less than that of the 
“tertiary” level of cleanliness, and dispose of treated water in the manner that is most cost-
effective to District ratepayers.  

The District has joined other sewer systems in filing a grievance with the 
Treatment Plant Advisory Committee (TPAC) pertaining to a variety of issues 
related to the wastewater treatment agreement. The District and the other 
parties are in mediation with the City of San Jose as administrator of the Plant. 
We recommend that the District Board of Directors: 
 

3.1 Continue to attempt to negotiate an agreement to preclude the District 
from paying any portion of Plant charges for functions that are not 
required for the safe collection, treatment and disposal of District 
wastewater. (Priority 1) 
 

3.2 Immediately appoint a participant to serve on the Treatment Plant 
Advisory Committee, and attempt to negotiate an amendment to 
enable the District to appoint a voting member of TPAC. (Priority 1) 

 

Savings and Benefits 

Implementation of these recommendations would enable the District to ensure that that 
charges collected from District ratepayers are used only for the collection, treatment and 
disposal of their wastewater, not for other programs, and that those ratepayers interests 
are represented in Plant budget and capital projects decision-making, and that the District 
Board of Directors is promptly made aware of any factors that may be detrimental to the 
interests of the ratepayers they represent. 
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Section 4. District 2-3 Governance and 
Management 

 
Background 

The County Executive’s Office has never had a role in managing County 
Sanitation District 2-3 or its predecessors. Management of the District 
and its predecessors has been contracted to the same engineering firm 
since the 1950s, with the current agreement executed in 1978.  
 

Problems 
Although it is a dependent District of the County, District 2-3 is not 
overseen by County administration, is not included in the County budget, 
has no County staff or County offices, and does not receive assistance 
from the County with procurement or budgeting and receives limited 
assistance with respect to financial management. The contracted District 
Manager, who is also the contracted District Manager for two other 
sanitation districts, spends an aggregate of approximately three to five 
workweeks per year on District affairs. The agreement does not require a 
specific level of service from the contractor.   
 

Adverse Effects 
Some important aspects of District operations are not being addressed, 
including failure to represent the District on the governing body that 
establishes most of the District’s annual costs. The District does not have 
contracts with its vendors. The District lacks a true capital improvement 
plan and much of its recent capital improvements were driven by a legal 
settlement. Its budgets and rate cases are grossly overestimated.  
 

Recommendations 
The District Board of Directors should either establish greater control 
and oversight of the District, or explore options for permitting the District 
to be governed independently, such as through consolidation with an 
existing, independent district.  

 

County Sanitation District 2-3 is a consolidation of two small, non-contiguous 
unincorporated areas as described in the Introduction of this report. The District is a 
dependent District, with the County Board of Supervisors serving as its Board of Directors.  

Management and oversight of the Sanitation District have been very different from 
oversight and management of other districts that are overseen of the Board of 
Supervisors. For example, the Vector Control District is staffed by County employees, 
has its own County budget unit and is included in the annual budget documents and 
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budget processes. As such, the Vector Control District conforms to the County Budget 
Act, which is applicable to dependent districts. It has County offices and is represented 
on the County’s website. It is part of the County Department of Environmental Health. The 
Consumer and Environmental Protection Agency, which includes Vector Control, is 
overseen by a Deputy County Executive. 

In contrast, although District 2-3 is part of the County’s environmental stewardship, 
District 2-3 it is not part of the Department of Environmental Health. It has no employees, 
is not part of the County budget document or review processes, and does not have a 
budget unit. Its budget is not consistent with the applicable requirements of the County 
Budget Act. It has a separate, independent website, and it is not listed on the County’s 
website. It is not overseen by the County Executive’s office1. The District’s contract 
management and staff operates from private offices located outside of the District 
boundaries.  

It’s not clear why these differences exist. One explanation is lack of awareness of the 
District’s dependent status. For example, the District’s financial statements indicate that 
it is an independent district, and County management stated that it is not incorporated 
into the budget due to the belief that the District is independent. (However, the District’s 
status is reflected in the County financial statements as a dependent component unit of 
the County.) Another factor may be the independence of previously dependent Sanitation 
Districts in the County. For example, the County’s previous Sanitation District No. 4 is 
now the independent West Valley Sanitation District. The County’s previous Sanitation 
District No. 5 is now the independent Cupertino Sanitation District. The fact that the 
District is managed by a contractor may also play a role in minimizing the involvement of 
County management.  

The District is managed 
through an agreement 
with an engineering 

company that specializes in sanitation. The manager of the District is an engineer who 
also manages two independent Districts within the County (Cupertino and Burbank). The 
County has contracted with the management firm, Mark Thomas and Company Inc., for 
this service since the 1950s, with the current agreement executed in 1978.  

The agreement requires only that the manager “…act as the Chief Administrator of the 
District…” and aside from attendance at Board meetings and furnishing reports if the 
Board so requests, does not specify any specific duties or level of service. The same 
manager also serves as the District Engineer. 

Based on records of the time and functions that the District Manager bills to the 
District, the District Manager spends about one week per year on engineering 
activities, and two weeks per year on “management” and “administration” of the 
                                                           
1 The County Controller reports that it has reviewed the District’s proposed rate increases in the past. 
However, we note that the lack of any fiscal management policies adopted by the Board of Directors and 
the fact that the District does not reimburse the County for these services (in contrast to services provided 
by other County departments) limits the scope and depth of oversight.  
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District. The District Manager is also the manager of two other sanitation districts 
that are independent of the County and have their own dedicated, elected 
Boards2. According to the District Manager, his time billed to the District in FY 
2015-16 increased to 212 hours. The District Manager indicated that not all of 
the time he spends on District business is actually billed to the District, as some 
activities overlap with responsibilities to the other districts that he also manages. 
 
The majority of the 
District’s expenses 
are for wastewater 
treatment, which is a 
service for which the District contracts. That expense is therefore determined by 
the wastewater contractor. That contractor, as described in the remainder of this 
report, sets the charges for wastewater treatment without input from the County 
Sanitation District 2-3 because the Sanitation District Manager does not serve 
in the role of nonvoting member of the wastewater treatment budgeting body, as 
specified by the District’s agreement for wastewater treatment. These issues are 
further explored in Sections 1 and Sections 3 of this audit. 

 
As described in Section 2 of this audit, the District’s budgets are grossly 
overestimated and these estimates form the basis for its rate increases, and as 
described in Section 1 of this audit, the District is not managing its costs and 
financing of long-term projects consistent with best practices. We note that the 
District budgets and rate cases are developed by a staff assistant at the Mark 
Thomas and Company, Inc. (Mark Thomas) firm. This employee’s duties include 
a wide range of responsibilities, most of which are not of a financial nature. 
Proposed budgets and rate cases are then reviewed and approved by the 
District Manager, who also serves as the Chief Financial Officer of the Mark 
Thomas firm. The District Manager reports that the rate cases use a 
methodology developed by the Mark Thomas company controller. The District 
Manager said that he is his firm’s Chief Financial Officer and Chief Operating 
Officer, and its former president, and as such manages the firm’s budgets and 
cash flow. He said a company accountant and the company controller also 
provide assistance in management of the District’s affairs, although they do not 
bill the District for this work. 
 
Due to the nominal amount of time spent by the District Manager on 
administrative and management functions of the District, we surmise that the 
proposed budgets, actual expenditures, rate cases, financial statements and 
associated communications to the Board occur with limited management 
involvement. As noted in Section 6 of this report, the District does not have 
contracts with most of its vendors and does not have procurement policies, 
which is an internal control risk. 
 
The District Board of Directors should either establish greater control and 
oversight of the District, or explore options for permitting the District to be 

                                                           
2 Burbank and Cupertino. 
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governed independently, such as through consolidation with an existing, 
independent district.  
 
Options for exercising greater control and oversight could include, for example, 
the following: 
 

• Amending the agreement with the current contractor to establish duties 
and responsibilities of the District Manager. Duties could include, for 
example, representing the District as a non-voting member of the body 
that establishing the District’s costs for wastewater treatment.  
 

• Placing the District under the oversight of a Deputy County Executive, 
similar to the oversight now exercised over the Vector Control District. 
 

• Providing for closer oversight by the County Controller, and ensuring that 
these services are reimbursed by the District, consistent with 
reimbursements occurring for other County services rendered to the 
District such as County Counsel, Clerk of the Board and County 
Communications. 
 

• Implementing the recommendations to establish purchasing control as 
described in Section 6 of this report. 
 

• Implementing the recommendations in this report to establish capital 
plans and funding mechanisms for capital programs.  

 

Options for extinguishing the Board’s responsibilities over the District could 
include exploring combining the District with an existing independent District, 
such as Burbank or Cupertino or establishing a new, independent District in 
place of the existing dependent District. 

We recommend that the District Board of Directors: 
 
4.1  Either establish greater control and oversight of the District, or explore 

options for permitting the District to be governed independently, such as 
through consolidation with an existing, independent district. (Priority 1) 

Implementation of Recommendation 4.1 would improve oversight and fiscal management 
of the District to ensure that ratepayers’ funds are used appropriately and that the District 
operates as cost-efficiently as possible. 
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Section 5. Planning and Funding Capital Improvements 
 

Background 
Sanitation District No. 2-3 is a dependent district of the County with the 
Board of Supervisors serving as its Board of Directors. Its 46 miles of 
sewer mains represent about one percent of all sewer lines in the 
County. In addition, the District also pays for a portion of capital 
improvement costs of the wastewater treatment plant where its 
discharge is treated, and maintains a portion of the lines connecting 
District sewer mains to District residences. 
 

Problems 
Inconsistent with best practices, the District lacks a comprehensive 
capital improvement plan, and – aside from raising sewer rates – has no 
capital improvement funding strategy. Other sanitation districts in the 
County, including at least one District also managed by the Sanitation 
District 2-3 Manager, provide far better capital plans for their Boards. 
State law requires that the Board receive a “general plan” that includes 
a description of the work proposed to be done, specifications of the 
proposed work and the estimated cost of the proposed work. This 
required general plan has not been provided to the Board. The District 
has not issued bonds or obtained other financing necessary to pay for 
major capital improvements for its own lines or for its share of 
improvements at the wastewater plant.  
 

Adverse Effects 
From 2007 to 2016, the District was responsible for 12 percent of the 
total gallons of sewage that overflowed local sewer systems in the 
County, and 25 percent of gallons that flowed to surface waters. Most of 
these overflows were caused by damaged or failed - lines that would 
have been addressed in a comprehensive capital improvement plan. 
Currently, the District’s capital condition assessments and 
improvements effectively have been defined and prioritized by Court 
settlement. Although the District has improved its environmental 
compliance since the settlement, it remains by far the most polluting 
sewer system per mile of main in the County. This is true despite its 
comparatively high sewer charges.  

 
Recommendations, Savings and Benefits 

The Board should direct the District to develop and annually update a 
comprehensive five-year Capital Improvement Plan for its review and 
approval. The Plan should define the condition of the District’s existing 
system, and identify all known capital needs, and show estimated costs, 
timelines and funding plans, including the extent to which bonds or 
other financing may be needed. The Plan should include information 
regarding funding and timelines for the District’s required capital 
improvement payments for wastewater treatment services provided by 
the San Jose-Santa Clara Regional Wastewater Plant.  
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Sanitation District No. 2-3 is a dependent district of the County with the Board of 
Supervisors serving as its Board of Directors. Its 46 miles of sewer lines represent 
about one percent of all sewer lines in the County1. The District does not treat sewage 
so in addition to maintaining these collection lines, the District also pays for a portion of 
capital improvement costs of the wastewater treatment plant where its discharge is 
treated, as described earlier in this report.  
 
The District does not have a comprehensive capital improvement plan that has been 
reviewed and adopted by the District Board. This is inconsistent with best practices 
promulgated by the Government Finance Officers’ Association (GFOA). The 
importance of a capital improvement plan is described by GFOA as follows: 
 
“Capital planning is critical to water, sewer, transportation, sanitation, and other 
essential public services…. Capital facilities and infrastructure are important legacies 
that serve current and future generations. It is extremely difficult for governments to 
address the current and long-term needs of their constituents without a sound multi-
year capital plan that clearly identifies capital and major equipment needs, 
maintenance requirements, funding options, and operating budget impacts. A properly 
prepared capital plan is essential to the future financial health of an organization and 
continued delivery of services to citizens and businesses.” 
 
GFOA defines the best practice as development of a “comprehensive multi-year 
capital plans to ensure effective management of capital assets. A prudent multi-year 
capital plan identifies and prioritizes expected needs based on a community’s strategic 
plan, establishes project scope and cost, details estimated amounts of funding from 
various sources, and projects future operating and maintenance costs. A capital plan 
should cover a period of at least three years, preferably five or more.”2 
 
The District has no financing mechanism, aside from raising sewer rates, to pay for 
long-term capital improvement plans either for its sewer lines or for the capital costs of 
its wastewater treatment. As a result, as previously described in this report, District 
management is attempting to pay the increasing costs of maintaining its aging 
infrastructure, and the rising costs of improvements at the treatment plant, through 
sewer rate increases. In an earlier section of this report, we recommended that the 
District develop a bond issue or other funding plan for its capital needs.  
 
State law3 requires that the District Board receive a “general plan” that includes a 
description of the work proposed to be done, specifications of the proposed work and 
the estimated cost of the proposed work. This plan has not provided to the Board. 
Instead, the Board receives proposed amounts for the work along with the name of the 
project. In addition, no District plans were included in the County’s Five-Year Capital 
                                                           
1 This figure is the sum of both pressure and gravity sewer lines in the State Water Resources Control 
Board’s “Spill Public Report” for the period January 1, 2007 to January 1, 2016. This sum Countywide is 
4,809 miles of sewer line. This total does not include sewer laterals, which is the pipe that connects the 
main sewer line under the street to the homeowner’s plumbing. 
2 Multiyear Capital Planning, Best Practice, GFOA, 2006 
3 Health and Safety Code Section 4748 requires that the District Board obtain a “survey of the problems 
of the district” and receive a “general plan” for the work.  
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Improvement Plan for FY 2014-2018. 

In contrast, some other sanitation districts in the County, including at least one District 
also managed by the Sanitation District 2-3 Manager, provide far better capital plans 
for their Boards. As an example, Attachment 5.1 represents a portion of the Ten Year 
Capital Improvement Plan adopted by the Burbank Sanitary District. Burbank has only 
eight miles of sewer lines to maintain.  

As previously described in this report, one effect of a lack of long-term capital funding 
(and planning) is the District’s current strategy of increasing sewer rates and saving 
the funds to pay for long-term improvements that may arise. This has resulted in the 
underfunding of capital improvements, “hoarding” of funds due to uncertainty about 
potential capital project costs, and sharp rate increases. In addition, the absence of 
capital improvement planning and funding has resulted in the degradation of the 
District’s sewer lines. This degradation has resulted in the District being the worst 
polluter, mile for mile, of the local sewer systems in the County as shown in Chart 5.1.  
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Chart 5.1 

 

Source: State Water Resources Control Board, “Spill Public Report” for the County of Santa 
Clara.   Note that this data represents only local sewer systems; it excludes water treatment 
plants. Because most agencies are not responsible for any portion of the sewer laterals, miles of 
lateral pipe are excluded from this graphic. Most of District 2-3’s spills reportedly occurred in the 
District-owned portions of the laterals. 

According to the State Water Resources Control Board, a sanitary sewer overflow is 
any overflow, spill, release, discharge or diversion of untreated or partially treated 
wastewater from a publicly owned sanitary sewer system.  
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In the case of County Sanitation District 2-3, the public sewer system includes all of the 
sewer mains as well as the “lower” portion of the “lateral,” or pipe that connects the 
sewer main to the home. (The “upper” portion of the lateral is owned by the homeowner 
and is not part of the public sewer system.) This shared ownership is shown in 
Illustration 5.1 below. 

Illustration 5.1 

Ownership of CSD 2-3 “Lateral” Sewer Lines  

 

                      Source: FY 2015-16 District Annual report 

Most Bay Area public sewer systems do not own any portion of the sewer lateral. In its 
response to the audit, the District management indicates that the audit is misleading 
because it does not take into 
account private property spills from 
laterals that are not required to be 
reported to the State.  For example, District management notes that the City of San 
Jose does not report private property spills. We note that the District also does not 
report private property spills. All of the spills shown in Charts 5.1 and 5.2 are from 
publicly owned property, which is required to be reported.  

According to the State Water Resources Control Board, sewer overflows often contain 
high levels of pollutants and may threaten public health, adversely affect aquatic life, 
and impair the recreational use of surface waters.  

During the period shown in Chart 5.1, the District averaged 2.5 spill locations per mile of 
sewer main. (This figure excludes the small amount of pipe accounted for by the “lower” 
sewer lateral. According to District officials, this portion of pipe was responsible for 61 of 
114 spills. Assuming the lower portion of the lateral averages 15 feet, this equates to 
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less than 1,000 feet or less than two-tenths of a mile of pipe. We requested but did not 
receive evidence of the location of these spills.) Although it had only about one percent 
of total pipeline (excluding laterals) in the County, the District contributed 12 percent of 
total gallons spilled, and 25 percent of all spilled gallons that contaminated surface 
water. The Countywide average of gallons of sewage released per mile during this 
period was 312. The average gallons of sewage released per mile by the District was 
3,782. Details of the spills by agency from 2007 to 2016 are shown in Appendix A.  

Of the 114 spills that occurred in District 2-3 since 2007, 65 (57 percent) were due to 
structural problems or damage to sewer pipes or the District-owned portion of sewer 
laterals4 as illustrated below and detailed in Appendix B. The classification of cause is 
contained in the State report. 

 

This means that most of the spills were due to structural defects or pipe damage (root 
intrusion) that could have been addressed prior to the pipe failure by a capital 
improvement plan and District bond issuance or other financing.  

We note that the District’s more recent performance, since 2013 and following its 
settlement agreement with an environmental watchdog, has improved, as shown in 
Chart 5.2. Despite this improvement, the District still leads the County in per-mile 
discharge of sewage.  

 

 

                                                           
4 The District owns and maintains the “lower” lateral, while the homeowner owns and maintains the 
“upper” lateral. Most Bay Area sewer systems do not own any portion of the lateral.  
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Chart 5.2 

 
Source: State Water Resources Control Board, “Spill Public Report” for the County of Santa 
Clara.   Note that this data represents only local sewer systems; it excludes water treatment 
plants. It also excludes sewer laterals.  

As shown in Chart 5.2, the District’s spilled-gallons-per-mile of sewer line since 2013 is 
far better than its historical record, but it is still worse than all of the other sewer systems 
in the County. Its spilled volume is more than four times the average, and it has double 
the average percentage of sewage making its way to surface water. Countywide, from 
2013 to the present, there is a spill location for every 5.2 miles of sewer. There is a spill 
site for every 2.6 miles of sewer within District 2-3. During this period, the average 
(excluding District 2-3) overflow per mile of pipe was 104 gallons for all sewer systems 
in the County. The average for District 2-3 was 459 gallons per mile. Details of spills by 
agency during this period are shown in Appendix C.  

We recommend development of a robust Capital Improvement Plan for County 
Sanitation District 2-3. 
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Gallons of Sewage Overflow per Mile of Sewer                                                
2013-June 2016 
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The District is in the process of surveying the condition of its pipelines with cameras that 
transmit images to closed-circuit television. As of mid-August 2016, the District reports 
that just over 18 of the 46 miles of pipeline had been assessed. The District reports that 
assessing the remaining pipelines is scheduled to take four years. However, the District 
Manager reports that scanning all of the remaining pipeline could be accomplished in as 
little as 10 months, at an estimated cost of $530,000. 

Once the pipeline assessment is completed, the District Manager reports that to 
develop a CIP plan would require an estimated $55,000 and up to three months for 
engineering services and administration.  

Based on these estimates, we estimate that development of a CIP plan could be 
completed in as little as 13 months at a cost of less than $600,000. Since FY 2011-12, 
the District has on average not spent $1.4 million of its budget each year. As previously 
noted, the funds that have not been spent are now available in the balance of the 
District fund. In short, personnel and funding resources are available to expedite 
development of a CIP if the Board of Directors prioritized those tasks. 

It is recommended that County Sanitation District Board of Directors: 

5.1  Review and adopt a comprehensive, long-term capital improvement plan, 
consistent with best practices and inclusive of financing plans, for the District. 
The plan should include financing or funding for the District’s own infrastructure 
as well as its obligations for capital contributions to the regional wastewater 
treatment plant where its discharge is treated.  

Implementation of Recommendation 5.1 would enable the District to develop financing 
for capital plans and to ensure that those capital plans address the most pressing needs 
of the District. Planning and funding capital improvements would enable the District to 
better address structural deficits which may over time reduce its disproportionately large 
sewage spills. In addition, such planning and funding may reduce the District’s chances 
of being subject to court settlements or other legal actions. Finally, having a long-term 
financing plan for long-term assets would protect District ratepayers from rate hikes 
driven by an effort to obtain sufficient capital for projects.  By issuing bonds or 
developing other financing plans for long-term capital improvements, the District would 
match payment for assets to the life of those assets, which is consistent with best 
practices.  The estimated cost to develop the plan in a little over a year is about 
$600,000. 
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Appendix A  

Responsible Agency

Number 
of 

Overflow 
Locations

Overflow 
Gallons

Gallons 
Reaching 
Surface 
Water

Percent 
Reaching 
Surface 
Water

Miles of 
Sewer 
Line 

Gallons of 
Overflow 
per Sewer 

Mile 
County Sanitation District #2-3 18 21,145 14,615 69% 46 459                
Town of Los Altos Hills 37 14,502 5,263 36% 55 262                
San Jose City 302 349,445 101,270 28% 2,281 153                
South County Regional WW Authority 25 17,034 12,250 71% 158 108                
Cupertino Sanitary District 49 19,406 8,894 45% 207 94                  
Santa Clara City 14 20,804         10,100 48% 272 76                  
Palo Alto City 317 12,577 358 2% 217 58                  
West Valley SD 46 21,608         12,159 56% 416 52                  
Los Altos City 37 5,166           230 4% 125 41                  
Sunnyvale City 25 9,492 0 0% 312 30                  
Mountain View City 14 1,524 0 0% 160 10                  
Gilroy City 3 1,120 405 36% 161 7                    
Milpitas City 2 975 0 0% 184 5                    
Burbank Sanitary District 1 5 0 0% 5 1                    

Total/Average 890 494,803 165,544 33% 4,600 108

Total/Average Excl CSD 2-3 872 473,658 150,929 32% 4,554 104

Sewage Overflow per Mile of Sewer in the                                                                                                                                                                                                          
County of Santa Clara from January 2013 to June 2016

Note: Excludes sewer laterals and wastewater treatment systems.  
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Appendix B 

Cause of Overflow: 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Total Percent 
Pipe structural problem/failure 0 0 1 1 0 0 0 0 0 1 3 3%
Pipe damanged by root intrusion 0 24 8 11 5 3 8 1 2 0 62 54%
Structural Total 0 24 9 12 5 3 8 1 2 1 65 57%

Nonstructural (Other) Total* 5 11 10 6 6 5 0 4 2 0 49 43%

All Causes Total 5 35 19 18 11 8 8 5 4 1 114 100%
*Primarily debris and grease clogs
Source: State Water Resources Control Board

Most District Sewage Spills Due to Lack of Capital Improvements
Overflow Events by Year
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Appendix C

Responsible Agency

 Number 
of 

Overflow 
Locations 

Overflow 
Gallons

Gallons 
Reaching 

Surface Water

Percent 
Reaching 

Surface Water

Miles 
of 

Sewer 
Line

Gallons of 
Overflow 
per Sewer 

Mile 
County Sanitation District #2-3 114             174,353 117,600 67% 46.1 3,782           
Town of Los Altos Hills 132             50,695 16,116 31% 55.3 917              
South County Regional WW Authority 70               104,677 13,700 13% 158 663              
Cupertino Sanitary District 125             84,535 15,014 17% 207 408              
Palo Alto City 1,637          75,160 31,713 42% 217.3 346              
San Jose City 1,440          772,136 200,726 25% 2281 339              
Sunnyvale City 87               102,756 35,140 34% 312 329              
West Valley SD 243             73,484 28,879 39% 415.5 177              
Santa Clara City 36               32,571 14,171 43% 272 120              
Los Altos City 74               13,391 231 1% 125.1 107              
Mountain View City 37 7,770 1,000 12% 160 49
Gilroy City 31 5,268 405 7% 160.5 33
Milpitas City 14 4,245 0 0% 184 23
Burbank Sanitary District 4 75 0 0% 5.3 14
West Bay SD 2 170 150 88% 210 1

Total/Average 4,046          1,501,286 474,845 32% 4,809 312

Total/Average Excl CSD 3,932               1,326,933 357,245 4,763 252              

Sewage Overflow per Mile of Sewer
County of Santa Clara from 2007 to 2016

 Note: Excludes sewer laterals and wastewater treatment systems.
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BURBANK SANITARY DISTRICT 
10-YEAR CAPITAL IMPROVEMENT PROGRAM 

1.0 BACKGROUND 

1.1  Condition Assessment 

In July 10, 2014, District completed the Condition Assessment for the Burbank Sanitary 
District sewer infrastructures. This report consisted of a condition assessment of both 
sewer mains and manholes.  A brief summary of the findings are as follows: 

CCTV results concluded that the sanitary sewer system pipes contained many 
blockages due to debris, grease, and roots, with several pipe sags, cracks, break and 
deformation. Much of the sanitary sewer system is composed of vitrified clay pipe, a 
material not used in modern sanitary sewer construction. The inspection results are 
summarized in Table A-1. 

Table A-1: Summary of Sanitary Sewer System Condition 

Condition Sanitary Sewer Pipe 
Sanitary Sewer 

Manholes 

Excellent  818 feet (2.64%) (0%) 
Good 3742 feet (12.52%) 9 (15.25%) 
Fair 12,423 feet (41.57%) 50 (84.75%) 
Poor 12,898 feet (43.16%) (0%) 
Total 29,881 feet 59 

 PACP Pipe Rating
 Rating from 1 to 5
 Pipes rated 5 should be repaired immediately.

 70% of all district mains are rated in the PACP 4 and 5 range, which
represent pipes in distressed conditions and needs to be repaired or
replaced.

 Laterals were not inspected as part of this condition assessment

1.2  Development Process of Capital Project Needs 

From July 2014 through November 2014, District reviewed condition assessment and 
performed preliminary engineering analysis to develop project priority and cost 
estimates. The District determined there are two (2) specific unique zones based on the 
conditions assessment report as follows: 
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 Zone A (located between Scott Street and I-280)
Sewer mains in Zone A area are located in the backyards between two
properties and will require all sewer mains to be fully replaced. Because mains
are located in the backyards and difficulty of constructing the mains in the
backyard, it was determined that there are three possible ways to implement
these improvements as follows:

o Open cut trenching with estimated cost of $1.4 to $1.6 million
o Pipe bursting with estimated cost of $1.4

million
o Abandon existing main and replace with

new main in the street with estimated
cost of $1.7 million

 Zone B is all other portions of the District north
of Zone A
All sewer mains in Zone B are located in the
street and majority of the repairs can be
accomplished with spot repairs in lieu of full
pipe replacement.  Zone B was estimated to
cost $1.9 million

With this information, in November 10, 2014, the first public outreach meeting was 
conducted to inform of the District strategy for the implementation of the capital 
improvements program. The 10 year program included in priority for Zone B spot repair 
projects as follows: 

Year Location Description Cost

1 Arleta Avenue & Irving Avenue 20 Spot repairs $246,000
2 Brooklyn Ave & Leland Avenue 27 Spot repairs $430,000
4 Boston Avenue & Bailey Avenue 15 spot repairs $246,000

5 Cleveland Avenue
4 spot repairs & 1 
Full Replacement

$47,500 – Spot Repairs 
$237,000 - Full replacement 

6 Laswell Avenue & Richmond 
Avenue    20 Spot repairs $165,500

7 Rutland Avenue & Vaughn Avenue 12 Spot repairs $174,000

8 Bascom Avenue, Wabash Avenue 
& Leigh Avenue 11 Spot repairs $137,000

9 Cecil Avenue, Clifton Avenue & 
Raymond Avenue 9 Spot repairs $141,000

10 Forest Avenue & Arleta Avenue 3 Spot repairs $51,000

Total $1.9 m 
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As a result of this public outreach meeting, following action items were implemented for 
Zone A: 

 Determine the best implementation approach by:
o Conducting property owners survey
o Perform detailed inspections
o Develop detailed mapping
o Perform further engineering analysis for best approach to replace pipe

 Segregate commercial areas adjacent to Zone A as a separate Zone, labelled
Zone C.

 Develop a 10 year CIP implementation Strategy

On January 9, 2015, request to conduct investigation letters sent out to all property 
owners.  District staff performed field inspection of all properties in Zone A during the 
week of February 18th and 25th.  A detailed mapping was also completed at 1”=10’ scale

level detail on March 15, 2015.  Thereafter, District performed further engineering 
analysis.   

As a result of these further investigations, Staff determined that all pipes can be 
replaced in the backyard by pipe bursting method and open cut to connect all laterals.  
This alternative was then selected as the preferred implementation approach because 
of the lowest cost alternative, less disruptions to property owners, and ease of 
implementation.  

In Spring of 2015, District held another public meeting to inform of the District’s intent to

raise the rates to cover these improvements.  Public Hearing was held on June 16, 
2015 to fund the District 10 year CIP and its’ operating expenses.   

10 Year CIP program was included as part of the presentation on June 16, 2015.  
Those that were in attendance supported the District effort to upgrade and implement 
the District 10-Year CIP.  New rates were adopted based on this support. 
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2.0 DISTRICT 10-YEAR CAPITAL IMPROVEMENT PROGRAM (CIP) 

With adoption of the FY budget 2015-16 and rate increases from the Public Hearing 
Date of June 16, 2015, the District 10-Year CIP is adopted as follows: 

YEAR ZONE LOCATON DESCRIPTION COST 

1 B Arleta Ave, Irving Ave 20 spot repairs $246,000 

2 B Brooklyn Ave, Leland Avenue 27 spot repairs $430,000 

3 A All Streets, includes Scott St Pipe Bursting $1,575,000 

4 B Boston Avenue, Bailey Avenue 15 Spot repairs $246,000 

5 B Cleveland Avenue 4 Spot repairs + 
Replacement  

$285,000 

6 B Laswell Avenue, Richmond Avenue  20 Spot repairs $166,000 

7 B Rutland Avenue, Vaughn Avenue 12 Spot repairs $174,000 

8 B Bascom Avenue, Wabash Avenue, Leigh 
Avenue 11 Spot repairs $137,000 

9 B Cecil Avenue, Clifton Avenue, Raymond Avenue 9 Spot repairs $141,000 

10 B Forest Avenue, Arleta Avenue 3 Spot repairs $51,000 

The above total cost is estimated at $3,451,000.  In third year, this program assumed 
that all Zone A would be designed and District would apply for State Revolving Fund 
Program to construct all improvements in Zone A at one time.  If the District is unable to 
secure SRF Loan, Zone A would be divided into three separate projects in 3rd, 5th and 
7th years. 
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Section 6. Absence of Contracting Policies 

Background 
Unlike the County of Santa Clara, the County Sanitation District 2-3 has 
no policies approved by the District Board of Directors governing 
procurement or contracting. District management reports that it requires 
vendors to be available within one hour, that vendors are rotated by 
management, that quotes are obtained, and that vendors’ equipment and 
references are checked to ensure suitability for District work. In FY 2014-
15, the District spent more than $437,000 on private vendors (excluding 
itself).  

Problems 
The District rarely competitively bids work, and it does not have 
contracts with most of its vendors. Instead, work is carried out pursuant 
to purchase orders. It is unclear how vendors are identified for District 
work as the District has apparently never issued a Request for 
Qualifications of potential vendors. These practices represent internal 
control risks to the District. 

Adverse Effects 
As the District lacks a mechanism to identify and compare potential 
vendors, it has no guarantee that the work is done by the highest quality 
vendors and at the lowest cost possible. This is especially true since 
qualified vendors may not be aware of the availability of work at the 
District. Since the District generally does business without contracts, its 
ability to control timing, cost and quality of work is less than it would be 
if the parameters of the work were specified by contracts. Some vendors 
may be reluctant to engage in work without a contract, further limiting the 
pool of potential vendors. As a result, the District Board of Directors 
lacks assurance that District work is carried out cost effectively and to 
appropriate specifications. If vendors are not cost effective, this may 
unnecessarily increase District costs and ratepayers’ sewer bills. 

Recommendations 
The District Board of Directors should adopt comprehensive 
procurement policies that govern solicitation of vendors, obtaining 
quotes for projects, issuance of contracts for work and minimum 
requirements for contractors. This would improve the District’s internal 
control over cost and quality of work. 

The County Sanitation District 2-3 has no policies approved by the District Board 
of Directors governing procurement or contracting.  

According to the District Manager, the District does not have contracts for most 
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Board of Supervisors Management Audit Division 

goods and services, but rather authorizes work with known vendors via purchase 
orders. 

The District Manager reports that the District requires vendors to be available to 
work within one hour of notification. The District Manager reports that 
management rotates vendors, that quotes are obtained, and that vendors’ 
equipment and references are checked. It is unclear how vendors become 
known to the District, as the District Manager indicated that the District has not 
issued requests for vendor qualifications or requests for proposals for work. 
District management reports that potential vendors may request to be a District 
vendor, and that it maintains a list of “qualified” vendors. 

In fiscal year 2014-15, the District spent a little more than $437,000 on private 
vendors other than itself. Most of this amount was spent on an underground 
construction firm, another engineering firm and a company that clears pipe 
clogs. No contracts for these services exist, according to District management.  

The absence of District policies governing procurement and contracting 
represents an internal control risk to the District. We recommend that the District 
Board, if it chooses to retain authority for the District, promptly adopt policies 
governing procurement and contracting.  

Assuming the District Board does not elect to place the District under the 
authority of another existing District, the District Board of Directors should: 

6.1  Adopt policies governing District procurement to ensure 1) that the District 
creates lists of potential vendors based on a public process designed to 
identify a broad range of potential vendors, 2) that vendors are selected 
through a defined, competitive process based on qualifications and cost 
effectiveness, 3) that material quantities of work are awarded to vendors 
via contracts rather than purchase orders, and 4) that contracts in excess 
of $100,000 be approved by the District Board of Directors. (Priority 1) 

Implementation of Recommendation 6.1 would improve the District’s internal 
control by ensuring that work funded by District ratepayers is conducted 
transparently and in the most cost-effective manner possible. 
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COUNTY SANITATION DISTRICT No. 2-3 
of SANTA CLARA COUNTY 

Office of the District Manager and Engineer 
Mark Thomas & Company, Inc. 

20863 Stevens Creek Blvd., Suite 100,  Cupertino, CA  95014 
(408) 255-2137   fax (408) 253-5173 

www.csd2-3.org 

August 23, 2016 

To: Cheryl Solov, Senior Manager, Management Audit Division 

From:  Richard Tanaka, District Manager, County Sanitation District No. 2-3 

Subject:  Response to Management Audit of the County Sanitation District No. 2-3 

See our response to your audit of the County Sanitation District No. 2-3 (CSD 2-3), dated August 17, 2016 

Section Introduction 

We generally agree with the introduction write-up and offer following comments/responses: 

We agree that there may have been a misunderstanding about CSD 2-3’s status as a dependent district.  We intend to 
comply with the County Budget Act.  

We will work with County Counsel and the Finance Department to understand CSD 2-3’s powers under State law 
regarding potential financing mechanisms. 

Section 1 Wastewater Plant Capital Cost Management 

In the section entitled “Wastewater Treatment Plant Resources,” we believe that characterizing CSD 2-3’s cash 
reserves as “profit” is misleading/inaccurate.  CSD 2-3’s current practice with the City of San Jose (“City”) includes 
reimbursement of unspent amounts in the following fiscal year as either a credit towards the current CIP or a cash 
payment back to CSD 2-3.  In the fourth quarter of 2015-16, for example, CSD 2-3 and all other Tributary Agencies 
requested cash payment in lieu of applying the amount to the FY 2015-16 CIP and the City credited the Tributary 
Agencies their unspent $196.6 million.  The Tributary Agencies thereafter applied the reimbursement to the FY 
2016-17 CIP, except for this year, in which cash payment received from City of San Jose was credited to CSD 2-3’s 
unrestricted cash balance fund. 

Addressing the section entitled “Over-estimated Budgets a Factor in Rate Increase,” we point out that the California 
Water Resources Control Board (CWRCB) has established guidelines through the Sewer System Management Plan 
for effective management of wastewater collection systems, including maintenance, repair and capital improvement 
projects (CIP).  CSD 2-3’s budget complies with CWRCB guidelines for budgeting purposes. Table 1.1 is accurate, 
but CSD 2-3 has withheld implementation of its CIP during the last 5 fiscal years because of the City’s uncertainty 
regarding the cost and scope of the Treatment Plant CIP. 

The Management Audit Division recommend that the Board of Directors should: 

1.1 Exercise  CSD 2-3’s authority under State law to borrow funds for long-term capital improvements, particularly 
for the Treatment Plant charges, as opposed to allowing  CSD 2-3’s District Manager to seek to fund these costs 
through the level of sewer rate increases that would be required to generate sufficient cash for these projects, 
and address related issues in the mediation with the City.  (Priority 1) 

1.2 Implement these recommendations, which would bring CSD 2-3 into conformance with best practices and 
would enable it to better plan and manage capital costs to maintain reasonable sewer rates. 
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Response: 

1.1 CSD 2-3 staff agrees with the recommendation.  CSD 2-3 is part of of a Tributary Agency common-interest 
group (which includes the City of Milpitas, West Valley Sanitation District, Cupertino Sanitary District, and 
Burbank Sanitary District) to resolve Treatment Plant issues.  One of the major subjects that the Tributary 
Agencies plan to address in mediation is the inclusion of State-sponsored financing as part of the CIP program 
to stabilize our costs over the 30-year lifespan of the Treatment Plant CIP, rather than the expenditure of $1.4 
billion in cash over the next 10 years. 

1.2 CSD 2-3 agrees with the recommendation.  CSD 2-3 does not plan to enter into a new agreement with the City 
until major concerns of the common interest group are resolved to our satisfaction. 

Section 2 Rate Setting and Use of Revenues  

The Management Audit Division’s observation that CSD 2-3’s rates before 2008 were very stable is correct.  The 
rate increase of 81% from 2010 to 2015 was based on annual cash flow and rate analysis.  We agree with the 
report’s finding that the staff used a very conservative approach in estimating projected costs.  CSD 2-3 also 
deferred its own capital improvement projects due to the uncertainity of the potential Treatment Plant cost increases. 
One the primary reasons that the CSD 2-3’s rates are higher than the peer agencies is that the City’s annexation of 
the lower portion of CSD 2-3’s service area has reduced its size from 3,825 acres to 1,914 acres at present.  The 
annexed properties were standard subdivisions with sewer mains located in the street, developed in the 1960s and 
later, while the remaining 1,914 acres primarily include hillside developments, which were constructed between 
1940 and 1960 with sewer mains located in easements between the serviced properties.  Simply put, it costs more to 
service and maintain those properties. 

The Management Audit Division recommended that as long as the Board of Supervisors serves as the Board of 
Directors of  CSD 2-3, the Board should adopt: 

2.1 A policy requiring  CSD 2-3 to be included in the County budget document and subject to County budget 
processes and reviews consistent with the County Budget Act. (Priority 1) 

2.2 Working capital and reserve policies for the CSD 2-3. These policies should be developed following 
development of a capital improvement plan and capital funding strategy recommended by this audit. (Priority 
1) 

2.3 A policy requiring rate cases to be based on either actual expenditures, or realistic expenditure projections 
that are consistent with actual expense histories modified as needed to account for documented expenditure 
changes. (Priority 1) 

Response: 

2.1 CSD 2-3 staff concurs that CSD 2-3 is a dependent district and should comply with the County Budget Acts. 

2.2 CSD 2-3 staff agrees with this recommendation and will preparing a reserve policy for adoption by the Board. 

2.3 CSD 2-3 generally concurs with this recommendation, but please see our remark under “Introduction 
Section.” 
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Section 3 Wastewater Treatment Plant Charges  

1985 Master Agreement: We agree with the Management Audit Division that the 1985 Master Agreement is 
deficient and we intend to address this issue with the other Tributary Agencies at mediation with the City in 
September in an effort to avoid formal litigation against the City. 

Treatment Plant Advisory Committee (TPAC) Representation:  We agree that CSD 2-3 should have a voting 
member on the TPAC Board. 

Questionable Charges: We agree with the observation that the City questionably charges the Tributary Agencies not 
only for the South Bay Water Recycling and advanced water purification center, but also for such suspicious items 
as land-cost transfers and unexplained overhead rates.  These charges are also the subject of the Tributary Agencies 
ongoing negotiations with the City and will be addressed at the September mediation. 

C S D 2-3 has filed a grievance against the City with other Tributary Agencies with TPAC pertaining to 
a variety of issues related to the wastewater treatment Master Agreement. C S D 2-3 and the other 
Tributary Agencies have scheduled mediation with the City in September.  The Management Audit 
Division recommended that the Board of Directors: 

3.1 Continue to attempt to negotiate an agreement to preclude  CSD 2-3 from paying any portion of 
Plant charges for functions that are not required for the safe collection, treatment, and 
disposal of wastewater. (Priority 1) 

3.2 Immediately appoint a participant to serve on TPAC, and attempt to negotiate an amendment to 
enable the CSD 2-3 to appoint a voting member of TPAC. (Priority 1) 

Response: 

3.1 CSD 2-3 agrees with the recommendation. 

3.2 We agree that the TPAC Board should consider appointing CSD 2-3 as a voting member of TPAC. 

Section 4 County Sanitation District No. 2-3 Governance and Management 

Oversight:  For some time, the CSD 2-3 District Manager has reported directly to the Board of Directors of CSD 2-3 
without oversight by the County Executive’s Office.  We agree that the County Executive’s Office should provide 
administrative oversight for CSD 2-3. We agree that the Board of Directors should amend the existing agreement 
between the County and Mark Thomas & Co. Inc. to include specific duties and responsibilities.  But we also assert 
that although the existing contract is not particularly detailed, Mark Thomas & Co. Inc. has performed all required 
services for CSD 2-3. 

We agree that the County Controller should provide services, similar to the County Counsel and Clerk of the Board, 
to CSD 2-3. 

The Management Audit Division recommended that the Board of Directors: 

4.1  Either establish greater control and oversight of the CSD 2-3, or explore options for permitting the CSD 2-3 
to be governed independently, such as through consolidation with an existing, independent district. (Priority 
1) 

Response: 

4.1 CSD 2-3 agrees that the Board of Directors should establish policy governing CSD 2-3’s operation. 
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Section 5 Planning and Funding Capital Improvements 

Background: 

The District Manager has not recommended that the Board of Directors adopt a comprehensive capital improvement 
plan for the infrastructure it owns because of the recent uncertain costs associated with the the Wastewater 
Treatment Plant CIP. Before seeking funding for internal CIP, CSD 2-3 must survey the condition of its 46 miles of 
mains to determine the cost of such a plan. The only currently-scheduled internal CIP is to rehabilitate an existing 
pump station and Jerilyn pipe repair project. 

Adverse Effects of the lack of Capital Planning and Funding 

We disagree with the last sentence in this section, asserting that degradation in CSD 2-3’s infrastructure has resulted 
in  CSD 2-3 being the worst polluter, mile for mile, of the local sewer system in the County.  The report, at page 38 
states that out of 114 sanitary sewer overflows (SSOs), 65 were due to structural problems.  This statement implies 
that most of the SSOs were due to structural defects or pipe damage that could have been addressed prior to the pipe 
failure by a CIP, which we believe is incorrect.  When there is a pipe failure, CSD 2-3’s practice has always been to 
immediately repair all pipe failures.  But the majority of the listed SSOs were not caused by pipe failure.  The 
National Association of Sewer Service Companies (NASSCO) classifies all sewer pipes with rating from 1 through 
5. A rating of 5 signifies a pipe failure that needs immediate repair, a rating of 4 means that repairs needed within
next 12 months, and a rating of 3 means that potential repairs may be required in the next 2 to 5 years and needs to 
be re-verified with CCTV. 

Pipe failure did not cause several of the listed SSOs.  The following table summarizes the SSOs which CSD 2-3 did 
not have control from 2008 to the present: 

Date SSO Location Estimate 
Spill 

(Gallon) 

Cause of Spill 

11/20/2008 5340, 5350, 5370, Alum Rock 108,000 SJ Water Company main break causing SSO 
10/30/2009 11021 Chula Vista Ave. 200 SJ Water main repair, damaged sewer main 
11/13/2009 11241 Chula Vista Ave. 25 SJ water main repair, damaged sewer main 
06/07/2010 11324 Chula Vista Ave. 300 Grease 
11/20/2010 15812 Alta Vista Wy. 1,500 Cleaned on regular basis, but heavy grease & 

sludge 
11/23/2010 15793 Alta Vista Wy. 1,000 Cleaned on regular basis, but heavy grease & 

sludge 
03/18/2011 10141 Bon Vista Ct. 40 Cleaned on regular basis, but heavy grease 
03/20/2011 141320 Woodhaven Dr. 200 Cleaned on regular basis, but heavy grease & 

sludge 
09/03/2011 10251 Claudia Dr. 6,000 Cleaned on regular basis, but heavy grease & 

sludge 
11/19/2011 348 Valley View Ave. 845 Cleaned on regular basis, but heavy grease & 

sludge 
01/23/2012 5345 Fairway Dr. 360 Vandalism 
09/18/2012 14990 Freeman Ave. 17 Vandalism 
01/10/2013 16205 Highland Dr. 12,928 Private Property owner contractor broke sewer 

main due to wall construction 
11/09/2013 10601 Miguelito Ave., Section 

1605 
1395 Cleaned on regular basis, but heavy grease 

10/29/2014 14420 Victoria Ct., Section 2147 4,471 Cleaned on regular basis, but heavy grease 
12/02/2014 Jerilynn Dr., Section 1447 6,800 Cleaned on regular basis, but heavy grease 
03/14/2016 Rica Vista Wy., Section 1763 6,710 Cleaned on regular basis, but large amount of 

baby wipes, paper towels 
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The SSOs over which CSD 2-3 had no control from 2007-2016 included 42 SSOs with 174,752 gallons, of which 
150,871 gallons were the direct result of water main breakages, wall construction vandalism, and heavy greases. 

Eliminating the spill volume of mainline caused by water main breaks, wall construction, and vandalism, the 
mainline, the total spill volume was approximately 23,881 gallons.  Since CSD 2-3 has a total of 46 miles of sewer 
mains, the total spill volume per mile was approximately 519 gallons/mile, which was lower than the Town of Los 
Altos Hills which had a total spill volume of 950 gallons/mile for terrain similar to CSD 2-3. 

In addition, many other agencies do not report lateral SSOs.  For example, the largest agency in Santa Clara County, 
the City, does not report lateral SSOs.  Therefore, the City’s reported SSOs under California Integrated Water 
Quality System (CIWQS) includes only sewer mains and is therefore not comparable to reports from CSD 2-3.   
During 2007-2016, CSD 2-3 had 67 SSOs from laterals and 47 SSOs from sewer mains.  SSOs from laterals caused 
total spills of 4,974 gallons. 

A true comparison of CSD 2-3 to the City and Town of Los Altos Hills, eliminating lateral SSOs (since only 42 
spills had been reported from 2007-2016) reveals that CSD 2-3’s average is approximately 0.91 SSOs per mile, not 
the rate presented in the audit report of 2.5 SSOs per mile.  Moreover, the statement that CSD 2-3 has only 1% of 
total pipelines in the County, but contributed 12% of total gallons spilled and 25% of all spilled gallons that 
contaminated surface water is inaccurate because other agencies do not report lateral SSOs and thus, for example, 
Milpitas and Gilroy may not be reporting all SSO incidents. 

The Management Audit Division recommended that if the County continues to control CSD 2-3, as opposed to 
merging it with another district, the Board of Directors should: 

5.1 Review and adopt a comprehensive, long-term CIP, consistent with best practices and inclusive of 
financing plans, for C S D 2-3. The CIP should include financing or funding for  CSD 2-3’s own 
infrastructure as well as its obligations for capital contributions to the Treatment Plant where its 
discharge is treated. 

Response: 

5.1 CSD 2-3 staff agrees with the recommendation.  Under the current plan, CIP development would be 
completed in four years.  We also agree with the recommendation that this process can be accelerated and be 
completed in about 13 months at a cost of $600,000.  

Section 6. Absence of Contracting Policies 

Internal Controls 

The Audit Report states that it is unclear how CSD 2-3 retains vendors because the CSD 2-3 Manager indicated that 
CSD 2-3 has not issued requests for vendors qualifications or requests for proposals for work.  This statement is 
true, but Mark Thomas & Co. Inc., as the District Manager, has been providing similar services to Cupertino 
Sanitary District since 1956 and the staff is very aware of local available vendors and ensures their qualifications are 
acceptable.  If a new vendor becomes known or available, we request that new vendor to submit their qualifications 
and, if approved by the District Manager, they are placed on the CSD 2-3 Qualified Vendor List. 

The Management Audit Division recommended that assuming the CSD 2-3 Board does not elect to place CSD 2-3 
under the authority of another existing district, the Board of Directors should: 

6.1 Adopt policies governing CSD 2-3 procurement to ensure 1) that  CSD 2-3 creates lists of potential vendors 
based on a public process designed to identify a broad range of potential vendors, 2) that vendors are 
selected through a defined, competitive process based on qualifications and cost effectiveness, 3) that material 
quantities of work are awarded to vendors via contracts rather than purchase orders, and 4) that 
contracts in excess of $100,000 be approved by the Board of Directors. (Priority 1) 
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Response: 

6.1 We agree that Board of Directors may provide further direction or changes in the procurement process.  
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August 25, 2016 
 
VIA E-MAIL ONLY 
 
Cheryl Solov 
Senior Manager 
County Board of Supervisors 
Management Audit Division 
Cheryl.Solov@bos.sccgov.org  
 

Re:  Draft Audit Report of County Sanitation District 2-3 
 
Dear Ms. Solov: 
 
We have received select portions of the draft audit of County Sanitation District 2-3 for review 
from the Santa Clara County Management of Audit Division.  The draft report makes arguments 
and recommendations that mirror the demands of the administrative claim filed by the Tributary 
Agencies against the cities of San José and Santa Clara.  The administrative claim is still 
pending, and all parties including CSD 2-3 agreed to participate in good faith in dispute 
resolution.  The lack of independent review can be further demonstrated by the fact that the draft 
report concerns the appropriateness of charges and payment for wastewater treatment services by 
the San Jose and Santa Clara Regional Wastewater Facility program, but no one in the City of 
San Jose or the Environmental Services Department responsible for administering the program 
has been interviewed by the Management Audit Division.  Notwithstanding our concerns 
regarding the lack of impartiality, we have limited our response to provide historical context and 
to correct factual inaccuracies in the draft report.  We appreciate your consideration of our 
comments. 
 
History of San José-Santa Clara Regional Wastewater Facility Capital Improvement 
Program and Ten-Year Funding Strategy 
 
The San José-Santa Clara Regional Wastewater Facility (RWF) was built in 1956 to provide 
primary wastewater treatment.  Since then, there have been limited improvements to the RWF 
including secondary treatment (1964), tertiary filtration (1979), and biological nutrient removal 
(1997).  In 1997, the South Bay Water Recycling Program (SBWR) was established in response 
to a National Pollution Discharge Elimination System (NPDES) permit requirement to cap the 
effluent at 120 mgd in order to protect the saltwater habitat.  While the current flows are under 
100 mgd, the existing SBWR must be maintained to comply with the NPDES permit, and is 
subject to repayment for the financing required to establish the reclamation facility including the 
distribution system.  The Clean Water Financing Authority (CWFA) administers the bonds to 
build SBWR.  As such, the associated costs to maintain the existing reclamation facility, CWFA 
charges, and debt service for bond financing are considered cost recovery for wastewater 
treatment services under Proposition 218. 

61

mailto:Cheryl.Solov@bos.sccgov.org


Environmental Services Department 

200 E. Santa Clara Street, 10th Floor  San José, CA 95113-1905   tel (408) 535-8550   fax (408) 292-6211  
www.sanjosecagov/esd 

In 2007, an Infrastructure Condition Assessment report, focused on existing condition 
deficiencies, identified nearly $1 billion dollars in needed projects to enable continued safe 
operation of the RWF.  The Treatment Plant Advisory Committee (TPAC) recommended and 
San Jose City Council approved the Plant Master Plan (PMP) in December 2013.  The PMP 
comprises of a Capital Improvement Program (CIP) for the RWF, and other land uses for the 
RWF bufferlands.  The CIP identified over 100 projects to be implemented during a thirty-year 
planning period at an estimated cost of $2.2 billion, with approximately $1 billion to be invested 
over the first ten years.  The CIP completed a project validation process in March  

2014. In determining the schedule for these projects, the project validation team considered 
resource needs to develop, procure and manage each project; treatment process interactions; 
predecessor and successor projects; phasing of rehabilitation projects to maintain plant 
operations and compliance; site limitations; contractor interferences; financial constraints and 
peak cash flow needs; and additional O&M resources needed to operate and maintain new 
facilities.  As a result, the 100 projects were consolidated into 33 packages for implementation, 
and a schedule for the ten-year CIP.  This ten-year CIP was used to develop the Ten-Year 
Funding Strategy Report. 

REVISED Introduction Section of the Audit Report, Services and Service Relationships 
section, third paragraph. 

The following information is provided as clarification on the process to determine CSD 2-3’s 
portion of the RWF O&M costs. 

The cities of San José and Santa Clara and the County Sanitation District 2-3 (CSD 2-3) entered 
into a Master Agreement for Wastewater Treatment Services in 1985.  This Agreement provided 
CSD 2-3 limited discharging rights for treatment of wastewater from CSD 2-3’s service area. 
The allocation of costs complies with the State Water Resources Control Board (SWRCB) 
Revenue Program Guidelines and Proposition 218 in that the charges to CSD 2-3 for operation 
and maintenance is based on treatment services received for “actual discharge” self-reported by 
Mark Thomas and Company.  The allocation of costs for the RWF for capital improvements is 
based on actual discharge by CSD 2-3 and not based on contract capacity reserved to San Jose, 
Santa Clara and other Tributary Agencies.  Since CSD’s obligation is only to pay for what they 
actually discharge, CSD does not pay for any underutilized discharge rights.  By comparison, 
San Jose and Santa Clara’s payment for CIP for FY 15-16 for underutilized capacity of 58 mgd 
is more than the Tributary Agencies’ collective contract flow capacity of 35 mgd. 

62



Environmental Services Department 

 
 
 
                                                                                  
      

 200 E. Santa Clara Street, 10th Floor  San José, CA 95113-1905   tel (408) 535-8550   fax (408) 292-6211   
www.sanjosecagov/esd 

 
Total Paid for Unused Capacity Flow BOD TSS NH3  
San José – for unused capacity $26M $7.2M $3.8M $1.5M 
Santa Clara – for unused capacity $5.5M $1.5M $800K $300K 
Total – Owners for unused capacity $31.5M $8.7M $4.6M $1.8M 
     
Total Paid for Capacity Flow BOD TSS NH3 
Other Tributary Agencies – for 
contract capacity 

$18.7M $2.3M $1.5M $948K 

CSD 2-3 – for actual discharge  $536K $63.4K $42.3K $31.1K 
Total – Tributary Agencies for 
contract capacity and CSD 2-3 actual 
discharge 

$19.2M $2.4M $1.5M $979K 

 
 
 
Agency 2015 Contract Flow 

Capacity 
2015 Peak Week 
Flow 

Under Utilized 
Contract Flow 
Capacity  

San José 109 61 48 
Santa Clara 23 13 10 
Other Tributary 
Agencies 

34 21 13 

CSD 2-3* 1.0 1.0 0 
 
Agency 2015 Contract BOD 

Capacity 
2015 Peak Week 
BOD 

Under Utilized 
Contract BOD 
Capacity  

San José 385 155 230 
Santa Clara 81 33 48 
Other Tributary 
Agencies 

73 49 24 

CSD 2-3* 2 2 0 
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Agency 2015 Contract TSS 

Capacity 
2015 Peak Week 
TSS 

Under Utilized 
Contract TSS 
Capacity  

San José 342 163 179 
Santa Clara 72 34 38 
Other Tributary 
Agencies 

70 39 31 

CSD 2-3* 2 2 0 
 
Agency 2015 Contract NH3 

Capacity 
2015 Peak Week 
NH3 

Under Utilized 
Contract NH3 
Capacity  

San José 34 21 13 
Santa Clara 7 4 3 
Other Tributary 
Agencies 

8.2 4.9 3.3 

CSD 2-3* .3 .3 0 
 
*CSD 2-3 pays for discharge rights and does not reserve contract capacity. 
 
Section I. Wastewater Plant Capital Cost Management 
 
Problem section 
 
The Ten-Year Funding Strategy item 5B was developed to evaluate the total revenue required for 
the ten-year CIP with significant input from the Tributary Agencies including CSD 2-3.  The 
strategy recommends utilizing short-term financing, bonds and SRF loans to minimize increases 
to rates.  Although the City of San José did not need short-term financing in fiscal year 2015-16, 
San José offered to secure short-term financing on behalf of the Tributary Agencies.  San Jose 
staff worked closely with the Tributary Agency representatives to determine each agency’s short 
and long-term financing needs.  San José also offered to assist in securing long-term financing 
and SRF loans for all agencies.  Please see the San José-Santa Clara Regional Wastewater 
Facility Ten-Year Funding Strategy Report Update item 5A for additional information on 
updates to and feedback requested from the Tributary Agencies. 
 
Adverse Effects, Table 1.1, and Wastewater Treatment Plant Resources 
 
The ten-year CIP was developed based on an assessment of the condition of the RWF, and the 
necessary future improvements to rehabilitate the RWF to continue to provide safe and efficient 
wastewater treatment services during the CIP and beyond.  The draft audit recommendation that  
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the CIP should be implemented over 30 year  period is an arbitrary conclusion, and fails to 
consider the resource needs to develop, procure and manage each project; treatment process 
interactions; predecessor and successor projects; phasing of rehabilitation projects to maintain 
plant operations and compliance; site limitations; contractor interferences; financial constraints 
and peak cash flow needs; and additional O&M resources needed to operate and maintain new 
facilities.   
 
San Jose would concur that spreading the CIP cost over 30 years is more appropriate, and should 
be achieved through financing.  It is misleading and factually inaccurate to attribute the 
discrepancy in CSD 2-3’s adopted budget, and actual expenditures to their payment for the CIP.  
For example, Table 1.1 expressly noted that except for one year, 2014-2015, the majority of the 
excess was due to underspending in operation.  But Table 1.1 is being used to illustrate over-
estimation as to CSD 2-3’s payment for the CIP.   
 
Moreover as illustrated by the table below, CSD 2-3 raised residential sewer rates in two years in 
which its costs associated with the RWF declined. 
 

Year Billed* Monthly SFD rate 
2007-08 $ 1,027,374 $ 26.25 
2008-09 $ 1,170,235 $ 26.25 
2009-10 $ 1,524,830 $ 26.25 
2010-11 $ 1,379,360.12  $ 26.25  
2011-12 $ 677,647.01  $ 28.61  
2012-13 $ 863,947.21  $ 35.76  
2013-14 $ 1,064,638.69  $  41.12  
2014-15 $ 1,249,353.96  $ 45.24  
2015-16 $ 1,158,268.00  $ 47.50  

 
*The billed amount reflects credits applied to the invoice(s) to CSD 2-3. 

 
The following table illustrates the amount of the credits either applied to an invoice or mailed to 
CSD 2-3 in the last ten years for payments associated with the RWF.  The assumption that the 
increase in rates, and the extent of the rate increase is entirely due to increases from the RWF 
CIP is not fully supported in the draft report absent additional information as to how the credits 
were actually utilized by CSD 2-3.  
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Fiscal 
Year  Total Proposed Budget   Total Credit/ (Debit)   Amount Invoiced  
        
FY2006-07  $                 1,108,500.00   $               493,471.00   $                  955,137.89  
FY2007-08  $                 1,401,600.00   $               131,902.00   $               1,027,373.96  
FY2008-09  $                 1,450,000.00   $                 22,226.00   $               1,170,235.51  
FY2009-10  $                 1,393,500.00   $               140,266.00   $               1,524,830.61  
FY2010-11  $                 1,451,900.00   $               630,099.00   $               1,379,360.12  
FY2011-12  $                 1,074,000.00   $               294,130.00   $                  677,647.01  
FY2012-13  $                    995,400.00   $               242,005.00   $                  863,947.21  
FY2013-14  $                 1,258,600.00   $               133,922.00   $               1,064,638.69  
FY2014-15  $                 1,228,100.00   $               375,768.00   $               1,249,354.00  
FY2015-16  $                 1,560,600.00   TBD  $               1,158,268.00  

 
 
The “Wastewater Treatment Plant Resources” section of the draft audit report characterizes the 
FY 2014-2015 unspent revenue as “profit”.  We strongly object to this characterization because 
it is inaccurate, misleading, and misconstrues the budget process.  The adopted budget is the best 
estimate of expenditures for the next fiscal year.  New information, developments not within the 
administration’s control, or other priorities may result in delays, deferrals and less expenditure 
than estimated.  The ending fund balance must be confirmed through the Comprehensive Annual 
Financial Report (CAFR) process.  Each Tributary Agency is then credited with their portions of 
remaining funds. The budget and financial accounting practice is consistent with Generally 
Accepted Accounting Principles (GAAP) standards with the exception that encumbrances and 
liabilities being recognized as expenditures.  The City of San José has received recognition from 
five agencies for its budget, including the Government Finance Officers Association (GFOA) 
Distinguished Budget Presentation Award for 26 years, and received the GFOA Certificate of 
Achievement for Excellence in Financial Reporting for its CAFR for 28 years. 
The “Wastewater Treatment Plant Resources” section is also factually inaccurate on the 
following points: 
 
 

• The audited financial statement referenced in this section is for the entire Wastewater Treatment 
System, comprised San José only funds for its collection system and co-mingled funds for the 
RWF. CSD 2-3 ratepayers would not be entitled to San Jose ratepayer funds. 

 
• Operating revenue for the entire Wastewater Treatment System in the 2015 CAFR is $192.7 

million, and expenses are $156.7 million. 
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• Of the June 30, 2015 unrestricted fund balance for the entire Wastewater Treatment System of 

$196 million; $81.1 million of that total is attributed to the Water Pollution Control Plant 
Operating and Capital funds (co-mingled funds). 
 
 

• Of the $81.1 million unrestricted fund balance, approximately $376,000 was CSD 2-3 monies, 
which were refunded plus interest to CSD 2-3 on January 29, 2016.  This represent less than 0.4% 
of unspent funds. 
 

• The City of San José does not retain any Tributary Agency monies unless there is a legal financial 
obligation to do so for items such as project carry-overs for budgeting purposes, encumbrances, 
and accruals as required by GAAP for the Government Enterprise Fund, and other legally 
required reserves. 
 
The  amount of unspent funds and corresponding 3rd quarter credits in FY 2014-15  were the 
result of unspent ongoing appropriations that are typically not rebudgeted (such as Equipment 
Replacements), updated project estimates that were lower than the project validation estimates, 
and other miscellaneous adjustments. 
 
San Jose does not administer CSD 2-3 funds or how the credits are applied to CSD 2-3 program 
costs. 

  
Sanitation District 2-3 and Wastewater Plant Combined 
 
Unrestricted cash balance of the Treatment Plant Capital Fund (or Treatment Plant Operating and 
Capital Funds) as of June 30, 2015 cannot be used by CSD 2-3 only ratepayers.  The analogy set 
forth in the draft report is inaccurate and misleading.  As indicated in the above table, CSD 2-3’s 
FY 2014-15 3rd quarter credit of $375,786 was refunded to CSD 2-3 on January 29, 2016. 
 
Over-estimated Budgets a Factor in Rate Increases 
 
For the reasons articulated above, certain statements in this section are factually inaccurate and 
misleading: 
 

• The sentence in this paragraph, “This in turn drove the development of the Plant 10-Year CIP, 
which effectively compressed the payment of the bulk of planned improvements” is inaccurate. 

 
• Table 1.2 “May 2015 Forecasted Charges to District 2-3 for 10-Year Plant Capital Costs” 

contains information from Attachment B, Forecasted Allocation by Agency, to the “San Jose-
Santa Clara Regional Wastewater Facility Ten-Year Funding Strategy” Replacement Memo heard 
by San Jose City Council on June 2, 2015 (agenda item 7.1).  As described in the Council Memo, 
the forecasted numbers include several assumptions including the assumption that all agencies 
will have their proportional cost of capital program funded through CWFA’s issuance of 
commercial paper starting in 2015-16.  CSD 2-3’s 2015-16 actual allocation for RWF Capital 
costs differs from the forecasted amounts contained in Attachment B of the Ten-Year Funding  

67



Environmental Services Department 

 
 
 
                                                                                  
      

 200 E. Santa Clara Street, 10th Floor  San José, CA 95113-1905   tel (408) 535-8550   fax (408) 292-6211   
www.sanjosecagov/esd 

 
Strategy Replacement memo primarily because CSD 2-3 elected not to participate in a 
Commercial Paper/short-term financing.  See the February 26, 2016, letter to Mr. Richard 
Tanaka, as representative of CSD 2-3, and to the County Sanitation District Nos. 2-3 Board of 
Directors, to inform CSD 2-3 that a request to modify the 2016-2020 Regional Wastewater 
Capital Improvement Program would be brought to TPAC at its March 10 meeting.  The 
modifications, which included removing assumptions related to short-term financing, was 
recommended by TPAC and approved by San Jose City Council in March 2016. 

 
• The last sentence in this section, “Specifically, the District has had no input into the decision to 

compress the payment timeline due to its omission from the body which governs such decisions” 
is factually misleading.  San Jose staff met regularly with Richard Tanaka from Mark Thomas 
and Company who represent CSD 2-3 to provide regular updates, and during the 10-year funding 
strategy project, to gather input from CSD 2-3 and other agencies. 

 
• TPAC is advisory, and the agencies’ participation (voting or nonvoting) is reflective of its 

proportionate contribution to the RWF.  Specifically, CSD 2-3 does not own capacity and pays 
for discharging rights of less than one percent (1%) of total discharge to the RWF, as 
compared to San Jose and Santa Clara’s capacity of more than eighty percent (80%).  Per 
the Master Agreement, CSD 2-3 can send one representative to attend and participate in the 
TPAC meetings. 

 
Section 3. Wastewater Treatment Plant Charges 
 
Problem and Adverse Effects sections 
 
As articulated above, certain statements in this Section are factually inaccurate and misleading: 
 

• The sentence “The Plant charges District for costs that are not necessary for treatment and 
disposal of District wastewater” is factually inaccurate. 

 
Recommendations 
 
The City of San Jose submitted proposed amendments to the Master Agreement to the CSD 2-3 
Board of Directors in November 2015.  City of San Jose and Tributary Agencies have agreed to 
participate, in good faith, to resolve the administrative claim and potential amendments to the 
Master Agreement. 
 
Weaknesses in the 1985 Agreement 
 

1. Allocable Costs are Not Adequately Defined:  TPAC recommended and San Jose City Council 
approved all budgets and charges associated with the RWF Operating and Capital budgets.  CSD 
2-3 has been charged based upon the terms of the Master Agreement and State Water Resources 
Revenue Program Guidelines as described earlier in this letter. 
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The charges for of Public Art were recommended by TPAC and approved by San Jose 
City Council in 2008 and are a legal requirement for any non-exempt projects at the 
RWF.  It should be noted that the vast majority of the CIP is for rehabilitation of existing 
facilities and exempt from public art.  Specifically CSD 2-3 total charges including 
credits for public art for the period since 2008 has been $5,631.64. 

 
2. District 2-3 Ratepayers’ Interests are Not Represented in Plant Decisions and Costs:  As 

previously described, City of San Jose staff meet regularly with a representative of CSD 2-3 
(Mark Thomas & Company, Richard Tanaka) to provide information on upcoming TPAC agenda 
items and to address any questions or concerns the District might have.  A CSD 2-3 Board 
member is permitted to attend and participate in TPAC discussions. 

 
The TPAC Roster in the draft audit is outdated.  The current roster is located at this link.  

 
Questionable Wastewater Plant Charges 
 
As articulated above, certain statements in this Section are factually inaccurate and misleading: 
 

1. South Bay Water Recycling:  The sentence, “The SBWR system is therefore ancillary to the 
Plant, and thus its present costs are not appropriate to allocate to District ratepayers via the Plant 
budget” is factually inaccurate. 
 

2. Silicon Valley Advanced Water Purification Center:  The RWF portion of the costs to build 
the Silicon Valley Advanced Water Purification Center totals $11 million.  In February, 2010, 
TPAC recommended approval of the integration agreement with the Santa Clara Valley Water 
District to construct the Silicon Valley Advanced Water Treatment Facility (renamed the Silicon 
Valley Advanced Water Purification Center). 

 
Please feel free to contact me for any additional information at 408-535-8552 or at 
Kerrie.romanow@sanjoseca.gov. 
 
Sincerely, 
 
/s/ 
 
Kerrie Romanow, Director 
Environmental Services Department 
Attachment:  February 26, 2016 Letter to Richard Tanaka 
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February 26, 2016 

 

Richard Tanaka 

County Sanitation District Nos. 2-3 

20863 Stevens Creek Blvd., Suite 100 

Cupertino, CA  95014 

 

Re:  2016-2020 Regional Wastewater Facility Capital Improvement Program Modified Budget 

 

Dear Mr. Tanaka: 

 

This letter is being sent to inform you that a request to modify the 2016-2020 Regional 

Wastewater Facility (RWF) Capital Improvement Program (CIP) budget will be brought to the 

Treatment Plant Advisory Committee (TPAC) at its March 10 meeting. The modifications are 

focused on two areas: assumptions related to short terms financing and cost allocations for the 

Digester and Thickener Upgrade project.   

 

Short Term Financing 

 

As you are aware, at the request of the Tributary Agencies, the 2016-2020 RWF CIP budget 

included assumptions related to short term financing. These assumptions have been described in 

various reports and memos, including an Information Memo to San José Mayor and City Council 

and distributed to TPAC dated April 6, 2015 (Status of Regional Wastewater Facility Ten-Year 

Funding Strategy) and the  Ten-Year Funding Strategy.  The April 2015 information memo 

stated that if an agency did not participate in short term financing, a budget adjustment would be 

required in the future. The need for this adjustment was also recently reiterated at a January 15, 

2016 meeting with you and the other Tributary Agency representatives.  

 

As noted in the San José-Santa Clara Regional Wastewater Facility Ten-Year Funding Strategy 

Report Update presented to TPAC on December 10, 2015, San José staff has met on several 

occasions with you and representatives from Santa Clara and the other Tributary Agencies and 

shared information so as to enable each agency to evaluate its participation in short term 

financing.  As you are aware, even though San José did not need short-term financing in 2015-

2016, we were willing to establish a program to assist your agency and other agencies that had 

expressed interest in this type of financing. However, for San José to establish a short term 

financing program on behalf of the agencies, a timely amendment to the Master Agreement, 

which included extending the term of the agreement to ensure loan repayment, was needed.  This 

was communicated several times to you and the other Tributary Agencies. A preliminary draft of 

an Amended and Restated Master Agreement was sent to you on November 2, 2015. Since no 

comments were received by your agency on this draft, a final document was sent to you on 

January 12, 2016, for execution by February 1, 2016.  

http://www.sanjoseca.gov/DocumentCenter/View/43377
http://www.sanjoseca.gov/DocumentCenter/View/41932
http://www.sanjoseca.gov/DocumentCenter/View/41932
http://www.sanjoseca.gov/DocumentCenter/View/43377
http://sanjose.granicus.com/MetaViewer.php?meta_id=545159
http://sanjose.granicus.com/MetaViewer.php?meta_id=545159
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On January 25, 2016, your agency and the other Tributary Agencies filed an Administrative 

Claim for Breach of Contract against San José and Santa Clara. On February 1, your agency and 

the other Tributary Agencies sent a letter to San José and Santa Clara stating that you did not 

intend to execute the Amended and Restated Master Agreement and asked that San José not 

pursue short or long term financing until the Administrative Claim has been resolved.   

 

Since it is now clear that the establishment of a short term financing program will not occur this 

fiscal year, staff will be bringing forward a revised 2016-2020 RWF Capital Budget to reflect 

this change and to assume capital contributions from all agencies will be on a cash basis. 

 

Updated Loading Parameters 

 

The cost of RWF capital improvements are divided between San José, Santa Clara and the 

Tributary Agencies based on each agency’s owned capacity of the following four billable 

parameters: 

 

Flow – Capital costs incurred to treat, convey, and dispose of wastewater; 

Biochemical Oxygen Demand (BOD) – Costs incurred to remove and dispose of organic 

compounds; 

Total Suspended Solids (TSS) – Costs associated with removing and disposing of small 

particles in the wastewater; 

Ammonia (NH3) – Costs associated with removing and disposing of Nitrogen 

 

As described in the Master Agreement, Exhibit A, Table 2, each agency pays its fair share of 

capital costs based on each agency’s contractual capacity for the four billable parameters and the 

amount of each billable parameter treated by each process areas.  The State Water Resources 

Control Board (SWRCB) has established guidelines for useful life and allocation parameters for 

the major components based upon each component’s major function (which parameters the 

component treats).  Annually, the City of San José submits the Revenue Program information to 

the SWRCB for its review and approval.   

 

Per the Master Agreements, costs of projects that are process related and are over $2 million 

need to be allocated based on the parameters treated by those projects. This allocation is 

determined by the engineering design of that project. Projects that are either less than $2 million 

or are not process related and serve the entire RWF have their costs allocated based on the 

parameter allocations in the existing Revenue Program. These allocations are adjusted when new 

process related projects come online. 

 

Although the Ten-Year Funding Strategy presents an initial estimate of system loading factors, 

additional analysis was required to determine the parameter allocations for all projects. Since this 

analysis was not available at the time of the Adopted 2016-2020 budget, staff had planned on 

making more comprehensive adjustments to project costs allocations in the 2017-2021 budget. 

However, since the Digester and Thickener Upgrade project is scheduled to award in May 2016, 

staff is proposing to make the allocation adjustments for this project prior to the award of the 
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contract. Based on information in the Ten-Year Funding Strategy and updated information from 

Carollo Engineers we have determined that this project will treat BOD and TSS at a ratio of 40% 

BOD and 60% TSS.  Thus, in order to adjust the cost allocations to the Tributary Agencies in a 

timely manner, we will be bringing forward an adjustment to the Adopted 2016-2020 budget.  

Any reconciliation for prior costs on this project will be made in fiscal year 2016-2017 and any 

final reconciliation will be made at the time of project close out. 

 

Please contact ESD Assistant Director Ashwini Kantak at (408) 975 2553 or by email 

ashwini.kantak@sanjoseca.gov with any questions. 

 

 

Sincerely, 

 

/s/ 

 

Kerrie Romanow 

 

Cc: County Sanitation District Nos. 2-3 Board of Directors 

 City of San José Mayor and Council 

 City of Santa Clara Mayor and Council 

 Norberto Dueñas, City Manager, City of San José 

 Julio J. Fuentas, City Manager, City of Santa Clara 

 Chris de Groot, City of Santa Clara 

 Ashwini Kantak, City of San José 

mailto:ashwini.kantak@sanjoseca.gov
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