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April 13, 2005

The Honorable Larry Phillips

Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Phillips:

Enclosed is a proposed ordinance adopting the 2006 sewer rate and capacity charge.  The contracts with our component sewer agencies require that King County adopt the 2006 sewer rate by June 30, 2005.
I am pleased to transmit a proposed King County monthly sewer rate of $25.60 for the second year in a row, and a capacity charge that remains at $34.05 for 2006, supporting our agreement to provide rate stability for the rate payers.  Multi-year rates present challenges in times of economic uncertainty and the Wastewater Treatment Division (WTD) has responded to these challenges.

These rate proposals have been developed pursuant to the County’s adopted financial policies for the wastewater utility, continuing our commitment to rate stability, predictability and equity.  Additionally, the proposals provide the revenues and debt service coverage needed to preserve the utility’s credit rating, thereby assuring access to capital markets to meet our capital needs.  Thanks to the prudent financial policies we have established and implemented, our high revenue bond ratings were recently reaffirmed by both Moody’s and Standard and Poor’s, the nation’s two premier rating agencies.  Continuing our favorable debt ratings is essential to keeping down costs of the planned borrowing needed to finance the Regional Wastewater Services Plan (RWSP). 

Key Assumptions/Financial Forecast

As required by Financial Policy 13 in K.C.C. 28.86.160, enclosed with this letter for King County Council review, is a detailed financial forecast for the wastewater utility for 2005-2010 (Attachment A) as well as a table outlining the key assumptions used in developing the proposed sewer rate (Attachment B).  Attachment A is also included as an attachment to the ordinance itself.  The remainder of this transmittal letter provides the discussion of critical forecasting factors and policy options that are also required by Financial Policy 13.

Rate Stabilization 

In last year’s transmittal, I explained that a key component in keeping a stable rate between 2005 and 2006 was a rate stabilization reserve, which allows the deferral of operating revenues from 2005 to 2006.  Last year it was projected that $9.25 million could be deferred from 2005 and placed in a rate stabilization reserve for 2006 while meeting debt service coverage requirements for both years.  As stated in the adopted rate ordinance from last year, 

“the reserve balance shall be an amount at least sufficient to maintain a level sewer rate between 2005 and 2006, and shall be used solely for the purposes of maintaining the level sewer rate in 2006; and if additional reserve balance is available, moderating future rate increases beyond the 2005-2006 period.”

Based on the actual results of operation from 2004 and updated forecasts for 2005 and 2006 it is now projected that $14.5 million in operating revenues can be deferred from 2005 for rate stabilization in future years.  It is estimated that $7.25 million of this reserve will be used in 2006 to maintain the stable rate.  While I remain committed to proposing multi-year rates in the future, in the accompanying financial forecast I show the remaining $7.25 million of the reserve being used in 2007 to produce the lowest possible single-year rate for that year.  Based on the utility’s actual financial performance in 2005 and updated projections available next spring, I will consider multi-year sewer rate scenarios for 2007 and beyond in next year’s rate proposal.

2004 Results of Operation

The results of operations in 2004 produced very favorable results.  Relative to projections used in last year’s rate forecast, operating revenues of WTD were greater than expected.  Residential customer equivalents (RCEs) which were projected to show no growth from 2003 actually grew by 0.4 percent.  This produced an additional $.55 million in 2004 and increased the customer base by 3,400.  New capacity charge equivalents were projected to be 9,000 for 2004, but actual growth was 11,136.  This increased operating revenue by $1.2 million over projected, and increased the new connection base for 2005 and 2006.  Although WTD incurred tremendous price increases in dewatering polymers, WTD came in at $1.1 million under last year’s forecast for operating expense.  This was a total increase of just 0.8 percent between 2003 actual and 2004 actual operating expenses.  Capital expenditures were $45.4 million less than projected.  This was almost entirely due to land purchases associated with the Brightwater plant and conveyance system being delayed from late 2004 to early 2005.  Additionally, the smaller capital expenditures led to smaller debt borrowings and debt service payments in 2004.  Consequently, debt service payments were $.7 million less than projected last year. 

2005 & 2006 Projections

The 2006 proposed rate is based on revenue requirements resulting from projections for 2005 and 2006.  The following are major elements in determining the rate:

Operating Revenues -- In 2005 & 2006 sewer rate revenues will represent over 85 percent of all operating revenues.  These revenues are collected from both residential and non-residential customers.  For the most part non-residential customers are billed based on water consumption.  Although weather conditions have improved in recent weeks, the severity and duration of the predicted drought is still uncertain.  Historically, sewer rate revenue is affected negatively by droughts.  In light of the uncertainty, I have taken a conservative approach in predicting 2005 and 2006 revenues.  It is assumed that 2005 and 2006 will follow a similar pattern to that which occurred in the last drought during 2001/2002.  Due to the way non-residential billings are calculated and reported by the component sewer agencies, any impact from the drought is not expected until 2006.  For 2005, it is projected that sewer rate revenues will be $1.0 million higher than last year’s projections.  This is primarily based on the greater than expected growth we had in RCEs for 2004.  For 2006, I am projecting an overall decrease in RCEs of 2.2 percent or 15,540 RCEs, which is similar to the drop we saw in 2002.  Compared to last year’s forecast this would be a drop of $4.8 million in operating revenue for 2006.  

If in projecting the 2007 sewer rate a year from now it is determined that the drought impact on 2006 is less severe, funds taken from the rate stabilization reserve can be reduced and carried forward into a future year for rate stabilization resulting in a smaller future rate increase.

Capacity charge revenue is expected to increase to $20.4 million and $23.1 million in 2005 and 2006, respectively.  This compares to last year’s projections of $20.0 and $22.7, respectively.  While we have seen a three-year declining trend in the number of new capacity charge equivalents from 13,544 in 2002 to 11,136 in 2004, growth remains strong and we are projecting at least 9,000 new equivalents for both 2005 and 2006.

In summary, 2006 operating revenues are now projected to be $4.5 million less than forecast last year, excluding the impact of the rate stabilization.  This is offset by a decrease in debt service as explained below.

Operating Expense -- Growth in overall expense from the 2005 adopted budget is estimated to be 5.4 percent or $4.6 million.  Specific items expected to increase at a rate greater than general inflation are health care benefits, risk and industrial insurance, dewatering polymers, natural gas, and hazardous waste fee contribution.

Capital Program -- Compared to last year’s forecast, changes to the pattern of projected capital spending are largely influenced by changes in the timing of capital spending associated with the Brightwater project.  As I stated earlier in the letter, land purchases associated with the project were moved from late in 2004 into early 2005.  This decreased spending in 2004 and increased spending in 2005 relative to last year’s forecast.  Additionally, the current financial plan is the first to incorporate cash flows associated with the Brightwater predesign estimates completed in October 2004.  By incorporating this recent information the projected pattern of capital expenditure for the program as a whole shows $11 million less spending in the 2005 and 2006 period and increased spending beginning in 2007. 

Debt Service -- On April 4, 2005, WTD issued $200 million in new Long Term General Obligation bonds at an effective interest rate of 4.74 percent.  These bonds require interest-only payments in both 2005 and 2006.  In last year’s forecast, a 5.25 percent interest rate was assumed and the period of interest-only payments did not include 2006.  This, combined with a decrease in borrowing needs from decreased capital expenditures between 2004-2006 of $56.5 million, leads to a reduction of $5.5 million in debt service in 2006 compared to last year’s forecast.  The decrease in debt service yields an improvement in financial position that more than offsets the decline in position from the decrease in operating revenues.  This results in a slightly improved financial outlook for WTD compared to last year’s forecast.  

Thank you for your consideration of this ordinance.  Executive staff is ready to assist you as you deliberate on the 2006 sewer rate and capacity charge.

If you have any questions please contact Pam Bissonnette, Director of the Department of Natural Resources and Parks, at 206-296-6500, or Don Theiler, Division Director of the Wastewater Treatment Division, in the Department of Natural Resources and Parks at 206-684-1551.

Sincerely,

Ron Sims

King County Executive
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