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April 29, 2009
The Honorable Dow Constantine
Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Constantine:

Each year, a proposal for the monthly sewer rate and capacity charge is transmitted to the King County Council so that the following year’s sewer rate and capacity charge can be established by June 30 in accordance with the contracts with our component sewer agencies.  For 2010, I am pleased to transmit a proposal maintaining the monthly sewer rate at $31.90 per residential customer equivalent (RCE) for a second year and a monthly capacity charge of $49.07, a three percent increase from the 2009 capacity charge.  This proposal demonstrates my strong support of the agreement with council to provide rate stability for our rate payers.  This proposal maintains the current sewer rate while providing valuable construction jobs during the most significant economic downturn in decades.
Continuing King County’s commitment to predictable and equitable rates supported by prudent financial management, this rate proposal was developed pursuant to the county’s adopted financial policies for the wastewater utility.  Despite minimal change from the prior levels, the rates provided in this proposal generate the necessary revenue and debt service coverage to preserve the utility’s credit ratings that were upgraded last July by Moody’s to Aa3 and Standard and Poor’s to AA+.

Maintaining the Wastewater Treatment Division’s (WTD) bond ratings is especially significant in light of the current credit markets in which access to capital has not been assured.  WTD is making significant progress in a capital program in which the Brightwater Treatment Plant and Conveyance system is more than halfway to completion.  The continuation of the favorable debt ratings is essential to minimizing the costs of the planned borrowing needed to finance the Regional Wastewater Services Plan (RWSP).
Further, on my direction, WTD has scrutinized all planned capital and operating expenditures with the goal of maintaining the levels associated with the 2009 Adopted Budget.  As the capital program is a multi-year effort, sewer rates beyond 2010 are also of concern.  As detailed later in this letter, the use of a rate stabilization reserve is a key element in managing future sewer rate increases.  The accounting standards that permit this reserve require the annual amounts contributed to the reserve be identified during the rate adoption process.  There will be an opportunity to refine these amounts when an updated WTD financial forecast is transmitted in support of the proposed 2010 Budget.  Enclosed is a proposed ordinance supporting this 2010 sewer rate and capacity charge.
Key Assumptions and Financial Forecast

Attachment A to the ordinance, the current detailed financial forecast for the wastewater utility for the period 2009-2015, provides information with which to review this proposal, and as required by King County Code (KCC) 28.86.160, Financial Policy 13.  Additionally, Attachment B to the ordinance is a table outlining key assumptions used in developing the proposed sewer rate.  The remainder of this transmittal letter provides a discussion of critical forecasting parameters and policy options also required by Financial Policy 13.

1. Capacity Charge
The capacity charge is a monthly charge levied on new connections to the wastewater system in accordance with KCC 28.84.050 and KCC 28.86.160.  It is set at a level to ensure that new sewer connections, over the long-term, will pay for the costs of the additional capacity required to serve them.
Financial Policy 15.3-d states that the capacity charge should be updated every three years based on updated customer growth and projected costs, including inflation.  The proposed capacity charge is consistent with financial policies that set annual increases to the level of assumed inflation between the comprehensive updates that occur on a three-year cycle.  The proposed 2010 capacity charge is the third and final year of the current three-year cycle.

The proposed 2010 charge of $49.07 provides a three percent increase from the 2009 rate of $47.64.  The three percent increase for the 2010 capacity charge sets the charge based on an annual increase at the assumed rate of inflation.

2.
Rate Stabilization Reserve
A rate stabilization reserve allowing deferral of the recognition of operating revenues into a future year was used to create stable multi-year rates starting with the 2005-2006 sewer rates.  As stated in Financial Policy 12:

King County should attempt to adopt a multi-year sewer rate to provide stable costs to sewer customers.  If a multi-year rate is established and when permitted upon retirement by the county of certain outstanding sewer revenue bonds, a rate stabilization reserve account shall be created to ensure that adequate funds are available to sustain the rate through completion of the rate cycle.
The reserve will be used to maintain the current rate into 2010 and to reduce the future rate increases.  At the end of 2008, a rate stabilization reserve balance of $19.75 million is available for these purposes.  The reserve is expected to increase to $31.8 million by the end of 2009.  Based on current forecasts, approximately $10 million of the reserve will be used to maintain the $31.90 sewer rate through 2010, leaving $21.6 million to manage future rate increases.
The following table presents the year-end balances of the rate stabilization reserve as projected in the 2009 Adopted WTD Budget and this 2010 sewer rate proposal. 

	
	2008
	2009
	2010

	2009 Adopted Budget
	$19.75 M
	$26.85 M
	$22.4 M

	2010 Rate Proposal
	$19.75 M
	$31.75 M
	$21.6 M


As indicated in the opening of this letter, I remain committed to the principle of rate stability in setting the sewer rate with the pledge to continue working at reducing future rate increases. 

3.
Bonds and Interest Rates
At this time last year, a major source of uncertainty affecting planning for the capital program was instability in the municipal bond market and the effects of the weakening regional economy.  Since that time, capital markets went through a nearly complete shutdown but now appear to be stabilizing.  In response to bond market conditions in March of 2008, WTD incorporated conservative assumptions for interest rates in 2009 and beyond.  As discussed below, these conservative assumptions served the financial plan well and are maintained in this proposal.

The capital program in 2009 is expected to show the largest level of expenditure in the utility’s history before spending levels moderate in 2010 and beyond.  Consequently, the costs and timing of borrowing continue to be a significant influence for rate planning.  Recently, $300 million of county WTD bonds were issued as “double-barreled” Limited Tax General Obligation (LTGO) bonds in which the bonds are backed by the revenues of the utility as well as the county’s LTGO credit.  Overall, the results of the sale were favorable providing interest rates of 5.13 percent that was well within the assumed level of 6 percent.  However, the planned 40-year bond term was not available and was replaced by a 30-year term.  In addition to this recent sale, the utility is expecting to issue $250 million in bonds later this year to support the program through the remainder of 2009 and into early 2010.
Although the recent results were favorable, WTD has maintained an assumed interest rate of 
6 percent for the remaining debt to be issued in 2009 and 2010.  This provides a modest guard against continued instability in the capital markets.  Interest rates have remained too volatile to lower our assumption at this time.  The staff in WTD and the Finance and Business Operations Division will continue to work to acquire the most cost-effective form of debt given market conditions at the time of issuance which may include a limited amount of LTGO, capitalized interest, interest only, and variable rate debt.
Investment interest rates reflect the low rates of return available in the market and the record low short-term interest rates resulting from Federal Reserve actions.  In last year’s rate forecast, an investment earning rate of 3 percent was assumed for 2008, 2.80 percent for 2009, and 2.70 to 2.65 percent for 2010 to 2014.  While actual rates for 2008 averaged 3.20 percent, they have been reduced for future years.  The current financial plan, following the Office of Management and Budget projections, estimates 2009 rates at 1.79 percent, 1.45 percent in 2010, and 1.65 percent in 2011, before rising moderately to 2.3 percent in 2012.

4.
Capital Program Spending
In response to market uncertainty and higher borrowing costs, the financial forecast includes capital program cash requirements for 2009 to 2014 that are approximately $13 million below the levels of the 2009 adopted rate and 2009 adopted budget.  This decrease is due to WTD’s continuing efforts to manage the capital program by reprioritizing project schedules and requesting funding only for projects that have a critical need to proceed at this time.  These spending reductions were the result of critical risk and need assessments performed by WTD which I support.  To further reduce costs, WTD has applied for $26.5 million of federal stimulus funds that may result in additional low-interest loans.  Our success in obtaining this alternative financing will not be known until later in the second quarter of 2009. 

Planned capital spending includes the latest estimates of the Brightwater project by incorporating the 2009 trend estimate.  As of January 2009, the lifetime cost estimate for the Brightwater project is between $1.799 and $1.844 billion.  Compared to the January 2008 estimate, this range represents a decrease of $2.3 million (about 0.13 percent) to an increase of $42 million (about 2.33 percent).  The low estimate—the one used in the 2010 rate proposal—reflects what is believed to be the more likely outcome based on current assumptions and identified uncertainties.  In particular, this estimate assumes that King County will receive a significant tax exemption from the Washington State Department of Revenue.  This exemption results from applying the Machinery and Equipment exemption for equipment related to the production and sale of reclaimed water and biosolids at the Brightwater Treatment Plant.  Although an initial appeal for this exemption was rejected by the state, WTD continues to believe in the merits of our case and are pursuing an appeal in other venues.  The high estimate in this range reflects the possibility that the county will not receive any exemption.  At this point it is too early to incorporate the high end of the estimate into the revenue requirements for the rate and capacity charge because it may increase these charges unnecessarily.  Once the issue is fully resolved, the cost estimates can be adjusted accordingly.

Other factors affecting the 2009 Brightwater trend estimate include treatment plant cost increases attributed to lower than expected buyout savings on the liquids subcontracts, change orders, and increases in costs for construction management, materials testing, and staffing.  Cost changes for the conveyance system are primarily from change orders and an increase in costs for construction management, engineering services, independent oversight, and staffing.  In both segments of the project, these costs are offset through the use of contingency and the reduction in sales taxes.
Among other significant project changes, the Southwest Interceptor was delayed one year shifting $8.7 million out of the 2009 to 2011 period into the 2012 to 2013 timeframe.  This delay is not expected to cause a significant impact due to the recent slow down in new housing starts in the impacted area.  Further updates to the RWSP Local Systems Inflow/Infiltration Reduction Projects reflect a $3.7 million budget reduction as the selected alternatives have a lower estimated cost than last year’s project planning phase cost estimate.
Further capital spending delays result from the phasing of replacements to the mechanical and building component and upgrades to electrical and pumping capacity at the Interbay Pump Station.  This moves $8.2 million out of the 2009 to 2013 timeframe into 2014 to 2015.  The higher priority mechanical and electrical work will be completed first.  Finally, a spending update to the Sediment Management Plan moves $26.2 million out of 2009 to 2011 into 2013 to 2015.  The update reflects a revised schedule of site cleanups anticipated to be approved by the Environmental Protection Agency and the availability of funding from the contributing agencies.

5.
Capital Accomplishment Rate

Another important factor affecting the financing of the capital program relates to the accomplishment rate.  The accomplishment rate is the difference between planned capital spending in the annual budget and the capital spending that actually occurs.  The difference between the two reflects that even the best laid plans can change or be delayed when unknowns are encountered.  In this way, the accomplishment rate acknowledges that it may not be necessary to secure funding for all budgeted capital expenditures within a year, thereby reducing planned borrowing amounts.
During the past five years within the WTD capital program, an average of 87 percent of the total annual budget each year has been spent.  By using somewhat reduced capital revenue requirements, base rate decisions are not predicated on overly optimistic spending and borrowing plans that put additional upward pressure on the rate.

In 2008, the total program spending was 95 percent of planned spending.  This reflects the close correspondence between planned and actual spending for the Brightwater Treatment Plant and Conveyance projects in which 102 percent of planned spending was achieved.  This project is in an advanced implementation stage in which most major tasks are under contract and in the midst of construction, yielding more predictable spending.  The non-Brightwater projects are more varied in terms of stage of development and conditions, yielding them more susceptible to changes and delay.  These projects achieved 78 percent of planned spending in 2008.

In light of the continuing level of capital activity, accomplishment rate assumptions that were increased two years ago are maintained in this proposal.  The assumption maintains a 95 percent accomplishment rate on the Brightwater projects and 85 percent accomplishment rate for non-Brightwater projects.  This corresponds to an aggregate accomplishment rate of approximately 93 percent for the entire program.
To illustrate the relationship between the sewer rate and the accomplishment rate, if the program accomplishment rate was lowered to 85 percent, planned capital spending would be reduced by $23 million, or the equivalent of approximately $.16 of the sewer rate.  Conversely, if the program accomplishment rate was raised to 100 percent, planned capital spending would increase by $26 million, or the equivalent of approximately $.18 of the sewer rate.  I believe that 93 percent is a prudent assumption especially in light of the continued strong performance relative to the capital budget in the Brightwater project.
6.
Operating Expenses

WTD’s operating expenditures in 2008 were $98.2 million, or 99.5 percent of last year’s adopted operating budget forecast.

In 2009, the adopted operating budget is $103.7 million (after the 2009 Budget Corrections Ordinance), or 5.6 percent higher than 2008 actual results.  For 2010, WTD is projecting operating expenses at $109.9 million, an increase of 5.9 percent over its 2009 adopted budget.  The 2010 operating expense is at the same level assumed in the 2009 adopted budget.  This was accomplished despite increases in salaries resulting from higher than anticipated Cost of Living Allowance (COLA) in 2009 and increases in employee benefit costs.
To achieve this, I am proposing that WTD maintain its operating programs and full-time employees (FTEs) at current levels and eliminate four term-limited temporary (TLT) positions.  WTD has identified 26 existing operating FTEs that will be transitioned to operate the new Brightwater Treatment Plant.  This will minimize labor cost increases when the Brightwater Treatment Plant becomes fully operational.
7.
Residential Customer Equivalents (RCE) and New Connections
Although bond markets have improved since last year, the economic outlook for the country and region has deteriorated significantly.  RCE projections have followed the evolving outlook for the regional economy.  Projections underlying the 2009 sewer rate were reduced from earlier projections to the assumption that RCEs would grow at 0.5 percent in 2008 and then remain unchanged in 2009 before returning to a modest rate of increase in 2010 to 2013.  Since those projections were made, the regional economy has gone from a projected economic slowdown to a recessionary outlook with relatively large decreases in employment in 2009.  The actual 2008 rate of growth was equal to the assumed 0.5 percent with a trend toward decreasing growth as the year progressed.  Due to this closeness between the 2008 anticipated and actual customer base, sewer rate revenues were also close to projections in 2008.  Compared to last year’s projections, sewer rate revenues are currently projected to be $0.5 million less in the 2009 Adopted Budget.
The current economic outlook for the Puget Sound region is for negative employment growth in 2009 and continuing into 2010.  The lower volume of business associated with lower employment growth combined with the downturn in the housing market are more than sufficient to warrant a downward revision in the RCE forecast.  The main impact on RCEs is delayed until 2010 and continues in 2011 because revenues from sewer agency payments are lagged two quarters and commercial/industrial RCEs are based on a quarterly moving average of meter readings.  In the proposed financial forecast, RCEs are shown to decline by 0.2 percent in 2009 before sharply decreasing by 1.5 percent in 2010 and continuing to decrease at a moderating 0.5 percent in 2011.  RCE growth returns at more normal levels in 2012 and 2013.

For comparison, during the last regional recession of 2001-2003, the total number of RCEs decreased by 2.5 percent.  It must be noted that this relatively strong decrease was the result of several factors, including 1) decreased water consumption due to a drought; 2) a significant negative adjustment in the number of Seattle RCEs; and 3) the effects of the economic downturn.
The current state of the economy also creates uncertainty with projections of the number of new connections to the system.  For reference, during the 1997 to 2008 period, the number of new connections to the system averaged 10,900 per year with a peak of 12,400.  During 2008, the most recent year of full data, significantly more new connections were recorded than predicted, increasing to 11,300 compared to a forecast of 9,800.  This contributed to an increase in capacity charge revenues of $2.3 million compared to last year’s forecast.  As construction underway since 2008 is completed, a monthly reduction in new connections should begin by mid-2009.  Local and regional forecasts of construction activity show sharp decreases in 2009 and modest recovery in early 2010.
The number of new connections has been reduced for the near future due to 1) the slowing rate of new connections; 2) the significantly deteriorated outlook for the regional economy; and 3) decreased housing starts and commercial construction in the region.  It is expected that new connections will slow to 7,500 in 2009 and 6,000 in 2010-2011 before returning to more normal levels in 2012 and beyond.  Given the significant lag that can occur when accounting for new connections, capacity charge revenues will continue to increase through 2012.  The average number of new connections projected for 2009 to 2015 is 8,200.
It should be noted that an amendment to Sec. 1 (B) of the ordinance contains a technical clarification to assure auditors that we are consistent with Financial Accounting Standards Board Statement 71.  This addition will allow WTD to continue recording capacity charge revenue as operating revenue for the purposes of calculating debt service coverage ratios.
In evaluating this proposal, it is important to consider that we are keeping the sewer rate stable for two years while implementing an ambitious capital program during the most significant economic and financial downturn in decades.

If you have any questions, please feel free to contact Christie True, Director of the Wastewater Treatment Division in the Department of Natural Resources and Parks, at 206-684-1236.
Thank you for your consideration of this ordinance.  I welcome the opportunity to assist you as you deliberate on the 2010 sewer rate and capacity charge.
Sincerely,

Ron Sims

King County Executive
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