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April 17, 2008
The Honorable Julia Patterson
Chair, King County Council
Room 1200

C O U R T H O U S E

Dear Councilmember Patterson:

After careful review and deliberation, I am transmitting an ordinance for King County Council review and adoption proposing a 2009 monthly sewer rate of $30.20 per residential customer equivalent (RCE).  This rate would be in effect for one year only and is an eight percent increase from the $27.95 rate that has been in effect for 2007 and 2008.  My proposal also includes a 2009 capacity charge of $47.64, a three percent increase from the 2008 capacity charge rate of $46.25.  The capacity charge proposal is consistent with existing financial policies that confine capacity charge increases to the level of assumed inflation between the comprehensive updates that occur on a three-year cycle.  The contracts with our component sewer agencies require that King County adopt the 2009 sewer rate by June 30, 2008.
A substantial increase in the 2009 sewer rate has been anticipated for a number of years, as 2009 is one of the peak years of capital expenditure related to the construction of the Brightwater Treatment System and other complex projects outlined in Regional Wastewater Services Plan (RWSP).  In addition to the large amount of capital spending, recent economic events have significantly increased the cost of borrowing which, in turn, has exacerbated the increase in the proposed rate.  In the adopted 2008 rate financial plan the 2009 rate was projected at ($32.97).  With the impacts of the 2008 financial markets the rate was projected at ($34.28).  Through a variety of actions, we have brought the rate down to $30.20.
The worsening economic climate includes an unstable municipal bond market in which interest rates have increased by approximately 100 basis points during the past two months.  This directly increases the cost of borrowing the money to fund our capital program.  The uncertainty in the financial markets and outlook for a weaker economy coincides with the period of maximum construction activity.  Construction of the Brightwater Treatment System project, the largest expansion of the regional wastewater system since West Point and South Plant were built in the 1960s, comprises approximately 75 percent of our capital budget during the next three years.
My rate proposal is predicated on the council’s adoption of the proposed bond ordinance transmitted April 10, 2008, requesting authorization to issue up to $1.1 billion of sewer revenue bonds to accommodate the large volume of new borrowing required during the next two years.  This ordinance seeks to provide the Wastewater Treatment Division (WTD) of the Department of Natural Resources and Parks with the needed flexibility to obtain favorable borrowing rates when or if market conditions permit.
If all of the financial assumptions had remained the same since the 2008 adopted budget, the higher interest rates on bonds would have lead to a 2009 sewer rate of $34.28.  My first priority in preparing the rate proposal was to ensure that WTD carefully examined and prioritized its 2009 programs and projects.  Substantial reductions and postponements were made which are discussed in the sections on capital and operating budgets that follow in this letter.  These reductions, along with other changes in economic and financial conditions would have resulted in a 2009 rate of $32.96.
Lowering my 2009 rate proposal to $30.20 is also based on extensive financial analysis and expert financial advice.  The second aspect of my rate proposal regards the financing of WTD’s large capital program.  I considered several options in the structure of the bond financing during this period of high rate increases followed by a period of low rate increases.  Table 1 presents the strategies and resulting rate patterns from a consistent, long-run application of the tools that I considered for the 2009 rate, including debt structures reflecting interest-only payments, capitalized interest and zero-coupon bonds.
I am proposing a structuring of the debt service associated with the 2008 and 2009 bond issues as follows:  1) the debt service will be interest only (principal deferred) through 2013, and 2) approximately 25 percent of the interest from the 2008 bonds and 41 percent from the 2009 bonds will be capitalized through mid-2011.  This appears in Table 1 under “Executive's Proposal Scenario 2A:  Capitalized Interest - Single Year Rates.”  The interest is capitalized through mid-2011 to coincide with the on-line date of the Brightwater treatment plant.  This financing policy is similar to recent facility debt issues wherein principal payments are timed to begin when the facility is ready for use.  This debt service structure will result in a slightly higher total of bonds issued in which the additional proceeds are used to make interest payments.  In structuring the debt service in this way for 2008 and 2009, we begin a long-run strategy of managing the projected rate increases to nearly equal amounts during the next five years.

The increased flexibility to manage the rates we present our customers comes with a cost.  The relative costs of the scenarios I evaluated are shown in Table 2.  It can be seen that in present value terms, my proposal is only $2.7 million more than the baseline of level principal and interest payments.  I believe this modest cost spread over 40 years is more than justified by the benefits of less volatility and more predictability in the rates.
	Table 11 King County Wastewater Treatment Enterprise


	Illustrations of Financing Options 

	 

							 


	 

	 

	2008

	2009

	2010

	2011

	2012

	2013


	WTD Financial Plan - 2009 Update

						 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$32.96 

	$37.49 

	$39.45 

	$40.73 

	$41.13 


	 

	Annual % Increase

	0%

	18%

	14%

	5%

	3%

	1%


	 

							 


	Scenario 1A:  Interest Only - Single Year Rates

				 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$32.00 

	$36.50 

	$38.35 

	$39.55 

	$41.45 


	 

	Annual % Increase

	0%

	14%

	14%

	5%

	3%

	5%


	 

	Rate Change from 2009 Update

	$0.00 

	($0.96)

	($0.99)

	($1.10)

	($1.18)

	$0.32 


	 

							 


	Scenario 1B:  Interest Only - Two Year Rates

					 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$34.25 

	$34.25 

	$38.95 

	$38.95 

	$41.45 


	 

	Annual % Increase

	0%

	23%

	0%

	14%

	0%

	6%


	 

	Rate Change from 2009 Update

	$0.00 

	$1.29 

	($3.24)

	($0.50)

	($1.78)

	$0.32 


	 

							 


	Executive's Proposal Scenario 2A:  Capitalized Interest - Single Year Rates

		 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$30.20 

	$33.05 

	$36.15 

	$39.05 

	$42.07 


	 

	Annual % Increase

	0%

	8%

	9%

	9%

	8%

	8%


	 

	Rate Change from 2009 Update

	$0.00 

	($2.76)

	($4.44)

	($3.30)

	($1.68)

	$0.94 


	 

							 


	Scenario 2B:  Capitalized Interest - Two Year Rates

				 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$32.15 

	$32.15 

	$37.05 

	$37.05 

	$42.07 


	 

	Annual % Increase

	0%

	15%

	0%

	15%

	0%

	14%


	 

	Rate Change from 2009 Update

	$0.00 

	($0.81)

	($5.34)

	($2.40)

	($3.68)

	$0.94 


	 

							 


	Scenario 3A:  Zero Coupon Bonds - Single Year Rates

				 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$30.30 

	$33.15 

	$36.25 

	$39.59 

	$42.60 


	 

	Annual % Increase

	0%

	8%

	9%

	9%

	9%

	8%


	 

	Rate Change from 2009 Update

	$0.00 

	($2.66)

	($4.34)

	($3.20)

	($1.14)

	$1.47 


	 

							 


	Scenario 3B:  Zero Coupon Bonds - Two Year Rates

				 


	 

	Projected Monthly Sewer Rate

	$27.95 

	$32.40 

	$32.40 

	$37.22 

	$37.22 

	$42.60 


	 

	Annual % Increase

	0%

	16%

	0%

	15%

	0%

	14%


	 

	Rate Change from 2009 Update

	$0.00 

	($0.56)

	($5.09)

	($2.23)

	($3.51)

	$1.47 


	 

	 

	 

	 

	 

	 

	 

	 



	


	Table 2  King County Wastewater Treatment Enterprise


	Relative Cost of Financing Options


	Prepared by Seattle-Northwest Securities Corporation - April 10, 2008


	 

					 


	 

	Amount of Capitalized Interest (000s)

	Amount of Zero Coupon Bonds (000s)

	Total Debt Service Over Life of 2008-2013 Bonds (000s)

	Additional Debt Service Required Over Baseline (000s)

	Present Value Differential @ 6% PV Rate (000s)


	WTD Financial Plan - 2009 Update

	$0 

	$0 

	$3,726,341 

	$0 

	$0 


	 

	 

	 

	 

	 

	 


	Scenario 1A:  Interest Only - Single Year Rates

	$0 

	$0 

	$3,777,750 

	$51,409 

	($451)


	 

	 

	 

	 

	 

	 


	Scenario 1B:  Interest Only - Two Year Rates

	$0 

	$0 

	$3,777,750 

	$51,409 

	($451)


	 

	 

	 

	 

	 

	 


	Executive's Proposal Scenario 2A:  Capitalized Interest - Single Year Rates

	$72,276 

	$0 

	$3,895,649 

	$169,308 

	$2,670 


	 

	 

	 

	 

	 

	 


	Scenario 2B:  Capitalized Interest - Two Year Rates

	$72,276 

	$0 

	$3,895,649 

	$169,308 

	$2,670 


	 

	 

	 

	 

	 

	 


	Scenario 3A:  Zero Coupon Bonds - Single Year Rates

	$0 

	$395,814 

	$4,032,206 

	$305,866 

	$48,106 


	 

	 

	 

	 

	 

	 


	Scenario 3B:  Zero Coupon Bonds - Two Year Rates

	$0 

	$395,814 

	$4,032,206 

	$305,866 

	$48,106 


	 

	 

	 

	 

	 

	 



	


1 Prepared by Seattle-Northwest Securities Corporation 
This proposal was developed pursuant to the King County’s adopted financial policies for WTD.  It continues the county’s commitment to providing the revenues and debt service coverage needed to preserve the utility’s credit rating and assure continued access to capital markets.  The proposal also continues our commitment to ratepayer stability, predictability and equity. 

As required by K.C.C. 28.86.160, Financial Policy 13, a detailed financial forecast for the wastewater utility for the period 2008–2013 is enclosed as Attachment A for council review.  Additionally, a table outlining the key assumptions used in developing the proposed sewer rate is found as Attachment B.  The remainder of this transmittal letter provides a discussion of critical forecasting factors and policy options also required by Financial Policy 13.

Key Assumptions/Financial Forecast

1. Rate Stabilization Reserve

A rate stabilization reserve that allows deferring the recognition of operating revenues into a future year was first used to create 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.”

As of the end of 2007, there was $22.8 million in the rate stabilization reserve to be used for these purposes.  Based on the current forecast, approximately $17.5 million will be available at the end of 2008 for use in subsequent years.  In the financial plan $9.5 million of this remaining balance is used to reduce the projected 2009 rate by $1.30, with the residual $8.0 million available for 2010.    
The following table identifies the rate stabilization reserve balances as shown in last year’s forecast and in the current 2007–2008 forecast of operating revenue deferrals between years.
	
	2007
	2008
	2009

	2008 Adopted Budget Forecast
	$22.8 M
	$5.1 M
	$0M

	2009 Rate Proposal
	$22.8 M
	$17.5 M
	$8.0M


I considered a two-year rate using a rate stabilization reserve and the financing options in 2009 and 2010.  The two-year rate scenario results in a rate of $32.15 for 2009–2010.  Although multi-year rates are attractive for rate stability, I opted for a one-year rate because of the extreme uncertainty in the municipal bond markets and the slowing regional economy.  Another strong reason to stay with a one-year rate is the potential for a Brightwater schedule change that could significantly affect the amount of revenues needed in 2009 and 2010.  Although Brightwater has achieved very high accomplishment rates in recent years and the entire project is in construction, there is always the potential of delay on a project of this magnitude.  My proposal for a single-year rate for 2009 comes with the pledge to continue diligently working at reducing the rate increases projected for 2010 and beyond.
2. Capital Program
A major source of uncertainty affecting the capital program is the instability in the municipal bond market and the effects of the weakening regional economy.  Key assumptions with respect to the capital program address the cost of borrowing to support the projected capital outlays during the rate period.  An important consideration related to this year’s capital spending is the bond ordinance we submitted for your review on April 10, 2008.  In this ordinance, WTD is seeking the council’s authorization to issue up to $1.1 billion of sewer revenue bonds to provide funding for the capital improvement program for 2008 and 2009.  The need for such a large amount of new borrowing is driven by the fact that these years are the peak for expenditures in the construction of the Brightwater treatment plant and conveyance systems.  This volume of proposed sewer revenue bonds is consistent with WTD’s financial planning. 

The current status of the bond markets makes it difficult to establish a firm date for our next bond issuance.  WTD has approval from the Executive Finance Committee (EFC) to utilize interfund borrowing up to $150 million through May 2008.  Due to the uncertainty of the timing of the 2008 bond issuance, WTD will request an extension of this financing option and an additional $250 million at the EFC’s meeting on April 24.  To provide funding for 2008, the utility is tentatively planning a bond sale in July 2008.  However, given the current state of the bond market this date should be viewed as tentative.
With current long-term rates approaching 5.5 percent for 40-year bonds, we have assumed an interest rate of 5.65 percent for debt issued in 2008 to guard against possible rate climbs.  The staff in WTD and the Finance and Business Operations Division will continue to work together on all bond issues to acquire the most cost-effective form of debt needed to support the capital program given market conditions at the time of issuance.  For future parity bonds in 2009, we assume current interest rates have increased for the foreseeable future and will reach 6.0 percent in 2009 and 6.25 thereafter.  This is 75 basis points higher than those assumed in the 2008 adopted budget.

In response to the uncertainty and higher borrowing costs, this transmittal includes a financial forecast that includes capital program cash requirements that are $37 million less in 2008 and 2009 compared to the 2008 adopted budget.  This decrease is due to WTD’s efforts to reprioritize project schedules and request funding only for projects that have a critical need to proceed at this time, as well as changes in the Brightwater total lifetime costs and cash flow.  

The latest 2008 trend estimate is the basis for the current Brightwater cashflow.  The 2008 Brightwater trend estimate is $1,802.2 million, up $34.9 million, or two percent, compared to the previous estimate.  Project costs have increased from the prior year trend (2007) primarily due to the higher actual cost of contracts awarded for the Influent Pump Station ($20 million), Treatment Plant Solids Contract ($12.8 million) and Treatment Plant Liquids subcontract packages ($12 million).  Partially offsetting these increases were lower costs for the marine outfall design-build contract of $4.4 million and reductions to overall program contingency of $19 million.  The net increase from the prior trend is estimated to be $34.9 million.  The majority of construction contracts are now awarded, thereby reducing risk associated with inflation and the bidding environment.

To mitigate the Brightwater changes and the amount of the 2009 and 2010 rate increases, WTD has deferred or eliminated over $66 million in planned non-Brightwater expenditures between 2008 and 2010.  These spending reductions were the result of critical risk and need assessments performed by WTD, which I support.  One example is the deferral of the Black Diamond Storage Facility in which the delay is to allow the project team to re-evaluate the project scope in light of the increasing uncertainty of planned development in the area.  Another affected project is the Sunset/Heathfield Pump Station & Forcemain Upgrade.  It was decided to delay this project to allow for additional evaluation of lower cost alternatives for the extensive work planned.  This enables WTD to move $23.7 million from 2008–2011 to 2012–2015.  The increased risk attendant with the delays will be addressed through minor capital improvements and increased inspection and maintenance.  However, the delays will likely increase lifetime project costs due to inflation and extension of project permits. 

Other deferments are the result of updated information.  The Infiltration and Inflow Control projects have been reduced because one of the demonstration project areas showed a lower than expected infiltration rate.  This deferment reduces the overall project budget by $5 million.  

The Sediment Management Program will reallocate $8 million from 2010 to 2011.  This budget was established to pay for costs anticipated as part of the Superfund allocation process.  Currently, it does not appear the allocation process will begin until 2010, allowing the funds to be moved.  
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 the fact 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. 
During the past five years, the WTD capital program has spent an average of 84 percent of its total annual budget each year.  By using somewhat reduced capital revenue requirements, we do not base rate decisions on overly optimistic spending and borrowing plans that put additional upward pressure on the rate.
While the five-year average accomplishment rate is 84 percent, the actual capital program performance in 2007 substantially exceeded this assumption.  During 2007, the Brightwater Treatment Plant and Conveyance projects accomplished 95 percent of planned spending and non-Brightwater projects achieved 89 percent.  Three characteristics of our capital program promoted this level of activity:  1) As projects move into their construction phase, accomplishment rates tend to climb, 2) almost all of the Brightwater project is now under contract and in construction thereby laying the foundation for continued historically high accomplishment rates, and 3) all capital projects are going through a more disciplined budget projection process which increases the accuracy of annual cost projections.
In light of the exceptional level of capital activity, accomplishment rate assumptions have been increased from past years.  The new assumption predicts a 95 percent accomplishment on the Brightwater projects and 85 percent for non-Brightwater projects.  This corresponds to an aggregate accomplishment rate of approximately 93 percent for the entire program. 

For comparison and to illustrate the relationship between the sewer rate and the accomplishment rate, if the program accomplishment rate was lowered to 85 percent, the smaller planned capital spending would reduce the 2009 monthly sewer rate by $0.31.  Conversely, if the program accomplishment rate was raised to 100 percent, the larger planned capital spending would increase the 2009 monthly sewer rate by $0.30.  I believe that 93 percent is a prudent assumption in light of WTD’s recent performance relative to capital budgets.
3. Capacity Charge
The proposed 2009 capacity charge is $47.64, a three percent increase from 2008.  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 capacity required to serve them.

Financial policy 15.3-d states that the capacity charge should be updated every three years based on customer growth and projected costs, including inflation.  The adopted 2008 capacity charge of $46.25 was the first year of the current three year cycle.  The three percent increase for the 2009 capacity charge sets the charge based on an assumed annual increase at the rate of inflation.

The most recent year of full data, 2007, recorded significant growth in the number of new connections.  On a customer equivalent basis, new connections increased by 12,300 compared to a forecast of 9,000.  This contributed an increase in capacity charge revenues that was $3.1 million higher than forecasted for last year.  Although new connections through February 2008 have shown continued growth, it is expected that new connections will begin to slow as a result of decreased housing construction in the region.  Consequently, reduced levels of 9,000 in 2009 and 9,200 in 2010 are projected based on the impact of the emerging economic slow down on new construction.

4. Residential Customer Equivalent (RCE) Growth 
Projections underlying last year’s sewer rate included an assumption that RCEs would increase at a 0.5 percent rate in 2007.  The actual 2007 rate of growth was a strong 1.7 percent resulting in 8,600 more RCEs than projected.  Due to this higher than anticipated customer base in 2007, sewer rate revenues were also above projections; compared to last year’s projections, sewer rate revenues are currently projected to be $2.9 million higher in 2008.  

The current economic outlook for the Puget Sound region is for slower growth in 2008 and 2009.  The lower volume of business associated with lower employment growth is sufficient to warrant a downward revision in the RCE forecast for commercial/industrial customers.  However, the impact on RCEs is delayed until 2009 because revenues from sewer agency payments are based on a quarterly moving average of commercial/industrial meter readings.  The current forecast anticipates a growth in RCEs of 0.5 percent in 2008, 0.0 percent in 2009 and 0.25 percent in 2010.
5. Operating Expenses
The wastewater utility’s operating program achieved a favorable expense result in 2007 in which expenses were $95.8 million, or 99.5 percent of the amount shown in last years adopted forecast. 
In 2008, the adopted operating budget is $100.5 million, or 4.9 percent higher than 2007 actual results.  For 2009, WTD is projecting operating expenses at $102.9 million, an increase of 2.4 percent over its 2008 adopted budget.  Although the 2009 operating expense is greater than 2008, it is $1.6 million less than what was projected in the 2008 adopted budget.  This was accomplished despite significant increases in salaries and benefits, diesel, and other chemicals that are required to operate the wastewater system effectively. 

To achieve this, WTD has maintained its current FTE levels and eliminated 10 TLT positions despite the growth in the capital and operating programs.  WTD has identified 26 existing operating FTEs that will be transitioned to operate the new Carnation Treatment Plant in 2008 and the Brightwater Treatment Plant in 2011.  This will keep labor costs steady between 2008-2012 while adding new facilities.  I am also proposing a $1.8 million reduction in scientific studies and monitoring programs that have historically been paid for from the wastewater operating fund.  After eliminating or reducing some of the less critical programs, we will remain on the forefront of the science needed to ensure we are monitoring our wastewater system effectively and investing in the science to make sound decisions for future investments.  
6. Investment Income

While interest rates on long-term borrowing have spiked up in recent months, investment interest rates reflect the decreases in short-term rates from Federal Reserve actions.  In last year’s rate forecast, we assumed an investment earning rate of 4.5 percent for 2007 through 2009.  Actual rates for 2007 averaged 4.5 percent and are currently estimated to be 3.5 percent in 2008 and 2.9 percent in 2009. 
Because WTD is part of King County’s Investment Pool, it is affected by the recent restructuring of commercial paper investments.  For 2007, WTD’s share of the pool’s impaired investments reduced interest income by $6.5 million.  The pool continues to seek restructuring proposals that will allow the recovery of the value of their investments over a reasonable time, thereby mitigating potential future financial losses.  Over time, ratepayers have benefited from the outstanding track record of the pool, which has averaged a respectable five percent average rate of return for the past 13 years. 
In evaluating this proposal, it is important to consider that we have kept the sewer rate stable for two years during a time in which we are implementing the most ambitious capital program since the very first regional treatment plants and network of regional pipes were built by Metro 40 years ago.  As we must continue to meet the needs of the growing population in our service area, it is critical that we implement this new rate.  If you have any questions, please contact Christie True, Division Director in the Wastewater Treatment Division of the Department of Natural Resources and Parks, at 206-684-1236.  We welcome the opportunity to assist you as you deliberate on the 2009 sewer rate and capacity charge.  
Thank you for your consideration of this ordinance.  
Sincerely,

Ron Sims

King County Executive

Enclosures

cc:
King County Councilmembers



ATTN:  Ross Baker, Chief of Staff




  Anne Noris, Clerk of the Council

  Saroja Reddy, Policy Staff Director

  Frank Abe, Communications Director

Rob Shelley, Financial Advisor, Seattle NW Securities
Bob Cowan, Director, Office of Management and Budget
James J. Buck, County Administrative Officer, Department of Executive Services (DES)
Ken Guy, Division Director, Finance and Business Operations, DES

Theresa Jennings, Director, Department of Natural Resources and Parks (DNRP)

Christie True, Director, Wastewater Treatment Division, DNRP
