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	This proposed ordinance was discussed at the May 14, 2008 meeting of the Operating Budget, Fiscal Management and Select Issues Committee.  Action was deferred.


SUBJECT:

AN ORDINANCE setting the sewer rate and capacity charge for 2009
SUMMARY:  Proposed Ordinance 2008-0231 was transmitted on April 17, 2008, introduced on May 5 and referred to the Operating Budget, Fiscal Management and Select Issues Committee.  This proposed ordinance would:

· Set the 2009 sewer rate at $30.20 (an increase of $2.25 or 8% over the 2008 rate of $27.95);

· Set the capacity charge for new connections to the regional system occurring in 2009 at $47.64 (an increase of $1.39 from the 2008 capacity charge of $46.25);

· Adopt the Wastewater Treatment Enterprise 2009 Rate Forecast  

BACKGROUND:
Extensive background was provided in the May 14 staff report.  The following is included only to set the context for the following analysis.
King County provides wastewater conveyance and treatment for 34 local agencies or districts in King County, southern Snohomish County and a small portion of Pierce County.  The County provides these services directly to these agencies who in turn provide collection services to the individual customers.  The relationship between the cities and utility districts (component agencies) and the County is governed by contracts.  These contracts specify that the sewer rate be adopted annually by June 30th of each year.  Efforts are continuing to extend all component agency contracts.  A brief status report on these negotiations is included later in this report.


Monthly Sewer Rate

The monthly sewer rate for both residential and commercial customers is calculated on the basis of Residential Customer Equivalents (RCEs).  A single family residence is one RCE.  Commercial and industrial customers are charged based on the amount of wastewater generated, as measured by water consumption, and then converted into RCEs.  One RCE (750 cubic feet of wastewater) represents the average amount of wastewater a single family residence would generate in a month.  

A recent history of sewer rates is provided in the following table, along with the Executive’s projections through 2013.
Table 1 - Sewer Rates

1996-2008 Actual
2009-2013 Projected
	Year
	2008 Finan Plan Projection
	
	Actual or 2009 Rate

 Proposal
	% Change-Actual or Proposed to Prior Year
	Annual % Change

	1996 – 1999
	N/A
	A
	$19.10
	N/A
	N/A

	2000
	N/A
	C
	19.50
	2.1%
	2.1%

	2001
	N/A
	T
	19.75
	1.3%
	1.3%

	2002 – 2004
	N/A
	U
	23.40
	18.5%
	6.2%

	2005 – 2006
	N/A
	A
	25.60
	9.4%
	4.7%

	2007 – 2008
	N/A
	L
	27.95
	9.2%
	4.6%

	2009
	$32.96
	P
	30.20
	8.1%
	8.1%

	2010
	35.75
	R
	33.22
	10.0%
	10.0%

	2011
	37.60
	O
	37.73
	13.6%
	13.6%

	2012
	39.01
	J
	40.57
	7.5%
	7.5%

	2013
	N/A
	D
	41.56
	2.4%
	2.4%


       N/A – not applicable or not available
Note that rates over the years 2002 through 2008 were set so that the rate could go unchanged for from 2 to 3 years.  This strategy was based on the goals of providing stability, predictability and certainty to the rates.  The Executive proposes to deviate from this policy by setting a rate that would only be adequate for 2009.  The proposal would be an increase of 8.1% over the 2008 rate.  Additional double-digit increases would be necessary in 2010 and 2011.  As the construction of Brightwater concludes in 2011, rates will begin to stabilize at $40.57 and 7.5% in 2012 and at $41.56 and 2.4% 
in 2013.  Financial plan projections are provided in the table for comparison purposes.
Capacity Charge
New connections to the regional wastewater system are assessed a capacity charge that is payable over a fifteen year period.  The capacity charge along with the monthly sewer rate on new customers is designed to pay for capital improvements required to provide capacity for these new customers.  This is in accordance with the adopted policy of “growth pays for growth.”
A recent history of the capacity charge along with projections through 2013 are in Table 2.
Table 2 – Capacity Charge
1996 – 2008 Actual
2009-2013 Projected
	Year
	Rate – 2008 Financial Plan
	
	Rate ($/Month/RCE)

15-yr. duration

	1996 – 1997
	N/A
	
	$7.00

	1998 – 2001
	N/A
	A
	10.50

	2002
	N/A
	C
	17.20

	2003
	N/A
	T
	17.60

	2004
	N/A
	U
	18.00

	2005 – 2006
	N/A
	A
	34.05

	2007
	N/A
	L
	42.00

	2008
	N/A
	
	46.25

	2009
	$47.64
	P
	47.64

	2010
	49.07
	R
	49.07

	2011
	N/A
	O
	50.54

	2012
	N/A
	J
	52.05

	2013
	N/A
	D
	53.62


The executive’s proposed capacity charge for new connections to the system in 2009 is $47.64, an increase of $1.39 over the current charge of $46.25.  Again, like the monthly sewer rate, the capacity charge is proposed for one year only.  In general, the capacity charge has been adjusted on an annual basis.  The exception is 2005-06 when the rate remained unchanged for two years. 

The capacity charge is set at a level to recover the designated, growth-related costs that are not covered by the monthly rate payments of newly connecting customers.  In this way, the capacity charge and monthly rate payments of newly connecting customers will cover 95% of growth-related costs.  The 15-year duration is set by State law.  The 95% was established in the Regional Wastewater Services Plan.
Once a new customer is assessed a capacity charge, it is fixed for that customer even though the monthly rate changes in subsequent years.  New connection customers are provided the opportunity to pay their capacity charge in advance rather than paying over the fifteen years.  The capacity charge as proposed for 2009 at $47.64 would amount to $8,575 if paid monthly for the full term of 15 years.  An up-front payment, discounted at 5.5% over the 15 years, would amount to $5,947.  Prepayment is possible at any time during the 15 years with the discount.  Roughly 15-17% of new connection customers pay in advance.
At the May 14 meeting, members were interested in WTD’s efforts to publicize the prepayment option.  The division works with escrow companies, developers, real estate agents and the component agencies, and through pamphlets in order to let customers know about this option.  The specific efforts and results are described in Attachment 4 to this report.
ANALYSIS – MONTHLY SEWER RATE
The following chart graphically depicts the impact that certain factors have on the monthly sewer rate and the capacity charge.
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So, increases in the various factors listed above result in higher monthly rates and capacity charges with a couple exceptions.  First, increases in residential customer equivalents would normally draw down both the rate and the capacity charge.  An increase in operating expenses would tend to increase the monthly rate but would have little or no effect on the capacity charge.  And, new connections, since they lead to higher revenues, would tend to lower both the rate and the capacity charge.  It is the interaction of these various factors and others that leads to the complexity of the financial program for Wastewater.
As noted in Table 1, the 2009 projected rate at this time last year was $32.96.  The following table shows how the rate was reduced from $32.96 to $30.20.

Table 3
2009 Proposed Rate – Change
from 2008 Adopted Budget

	2009 projected rate per 2008 budget
	
	$32.96

	Increases:
	
	

	Reduced rate of return on investments
	.85
	

	Higher bond interest rates
	.75
	

	Accomplishment rate increase
	.40
	

	Bond reserves rather than surety bond
	.20
	

	   Total Increases
	
	2.20

	Decreases:
	
	

	Increased customer base
	.97
	

	Reduced operating expenses
	.20
	

	Bond timing and refundings
	.83
	

	Capitalized interest on bonds – mid 2011
	.96
	

	Interest only bonds – through 2013
	1.80
	

	Delay of capital projects
	.20
	

	   Total Decreases
	
	4.96

	Proposed Rate for 2009
	
	$30.20


Each of these factors is discussed below in the order in which they appear in the table.

Interest Earnings.

Turmoil in the investment market and a sluggish national economy have resulted in discount rate cuts by the Federal Reserve and a sharp decline in rates of return on investments.  The underlying causes of the problems include the issuance of sub-prime mortgages
.  While investment returns averaged 4.5% during 2007, the Executive’s 2009 rate proposal projects investment rates of 2.8% in 2009 followed by 2.7% in 2010.  The May 14 staff report discussed the impact of investment pool impaired investments on the earnings in 2007.  Staff considers these earnings estimates to be reasonable considering the market and economy.
Higher Bond Interest Rates.
As reported two weeks ago, the municipal bond market has been unsettled.  Division staff have noted that the volatility in the bond market was the prime factor in the decision to propose a one-year rate.  While interfund borrowing has been utilized to carry the capital program on a short-term basis, long-term plans have for some time called for major bond issues in 2008 and 2009 with significant additional debt in 2010 and 2011.  That has not changed.  The proposal is to issue bonds in July of 2008 with a second issue later in 2008 and then an issue in 2009.  Proposed Ordinance 2008-0219 (currently being considered by the Capital Budget Committee) would provide authority over the two years for these bond sales.

For rate calculation purposes, the Executive’s rate proposal projects bond interest rates of 5.65% in 2008, 6% for 2009-10, and 6.25% for 2011-2013.  Recent changes in the market indicate that these projected rates are overly conservative.  The turmoil in the bond market has lessened as some of the major factors (such as the recent auctions when supply outstripped demand) have been resolved.  A portion of the 75-cent rate increase attributable to bond interest rate increases may not be necessary.
In addition, while bond rates have an influence on rates, the need to issue bonds to fund the capital program is largely non discretionary.  Using market uncertainty to support a single year rate appears to be a weak argument.  A two-year rate may make more sense in that additional funds would be collected in the first year (2009) as a hedge against further economic difficulties.  Plus, there would be an opportunity to adjust the rate for 2010 next year.  The stated purpose of the Council of providing stability, predictability and certainty by adopting a rate that remains the same for more than one year is still valid.
Capital Program Accomplishment Rate.
The capital program accomplishment rate refers to the cash flow requirement generated by the capital program.  For the Brightwater Treatment and Conveyance project, an accomplishment rate of 95% annually is forecast.  There have been some project cost increases over the last few months as contracts for various phases of the project have be let.  These include $20 million for the Influent Pump Station, $12.8 million for the Treatment Plant Solids Contract and $12 million for the Treatment Plant Liquids subcontract packages ($12 million). Lower costs of about $4.4 million will be achieved for the Outfall design-build contract.  And, the program contingency is being reduced by $19 million.  The next table summarizes cash flow estimates for Brightwater for 2008 through 2012 with a comparison to the 2008 budget estimates. 
Table 4 – Brightwater Proposed CIP Changes
2008-2012
	Status
	2008 
	2009 
	2010 
	2011 
	2012 

	2008 Adopted
	$348,886 
	$468,817
	$151,401
	$144,727
	0

	2009 Proposed
	363,301 
	403,648 
	268,638 
	95,017 
	$24,642 

	(Increase) Decrease
	$(14,415)
	$65,169
	$(117,236)
	$49,710
	$(24,642)


The majority of construction contracts are now awarded, thereby reducing risk associated with inflation and the bidding environment.  The estimated accomplishment rate going forward is reasonable, especially considering that construction on Brightwater is the driving factor.  A lower projected accomplishment rate, while exerting downward pressure on the rate and capacity charge, would be unrealistic, given the progress on the Brightwater project.
Bond Reserves vs. Surety Bonds.
In the past, the County sized bond issues so that a portion of the proceeds could be placed in a cash bond reserve.  This meant larger bond issues were necessary and higher interest costs were incurred.  Recently, surety bonds have been used in lieu of bond reserves.  The problems of major insurers MBIA and AMBAC have led to a sharp decline in competition in the bond insurance market, leading to higher premiums.  It appears reasonable to assume that 2008 and 2009 bonds will have to include bond reserves.  To the extent that LTGO (double-barreled bonds) are possible, some of the 20-cent hike in the rate due to bond reserves would not be needed. The Executive has requested that the Council amend the bond ordinance (2008-0219) to include flexibility to issue LTGO bonds if the right conditions materialize.
Residential Customer Equivalent (RCE) Growth.

While each single family home is counted as one RCE, multi-family units, commercial businesses and industrial users are billed by formula where 750 cubic feet of wastewater produced in a month is considered to be equivalent to one RCE.  The component agencies are charged for these users on the basis of 750 cu ft = 1 RCE = $27.95 per month (2008 rate).  Water usage is metered so this is how wastewater production is calculated.

For the 2008 rate proposal, RCEs were estimated at 701,350 for 2009.  The new estimate is 706,520.  This increase led to a 97-cent reduction in the proposed rate for 2009 compared to the estimate last year.  As the economy has slowed, many businesses have closed or have cut back on production in one way or another.  This leads to lower consumption and lower RCEs.  A period of no growth is forecast for the next few years.  Considering the national and local economies, this degree of conservatism with regard to the growth of this factor is probably justified.

Reduced Operating Expenses.

Operating expenses account for approximately 20% of total costs.  The major elements of the operating financial plan are summarized in the following table:

Table 5
Summary Wastewater Operations Financial Plan

2008-2013

	
	2008
	2009
	2010
	2011
	2012
	2013

	Begin. Fund Bal.
	$32,316
	$27,550
	$18,287
	10,699
	$11,581
	$12,482

	Operating Revenues
	283,387
	311,607
	341,143
	382,901
	414,289
	430,738

	Total
	315,702
	339,157
	359,430
	393,600
	425,870
	443,220

	Operating Expenses
	100,500
	102,874
	106,989
	115,810
	124,821
	130,249

	Net Oper. Income
	215,203
	236,282
	252,441
	277,790
	301,049
	312,970

	Debt Service
	156,147
	179,616
	199,255
	220,283
	239,551
	249,059

	Net Income
	59,056
	56,667
	53,186
	57,507
	61,498
	63,911

	Transfer to Cap Fund
	31,505
	38,378
	42,486
	45,926
	49,015
	50,886

	End. Fund Bal.
	$27,550
	$18,287
	$10,699
	$11,581
	$12,482
	$13,025


In thousands of $ 

Operating expenses will increase significantly in 2011 (8.2%) and in 2012 (7.8%) due to staffing and other costs for operation of the Brightwater plant.  The plan is to add two FTEs in 2008, six in 2009, eight in 2010, and ten in 2011.  Many of the skilled positions are being added in advance of the Brightwater plant going on-line in order to provide training.  This is reasonable and to be expected.  About $9.1 million is added in operating costs for Brightwater in 2012 and about $9.9 million in 2013.  The estimate for 2009 at $102.9 million is down by $1.65 million from a year ago, allowing for a 20-cent rate reduction.  Staff in reviewing operations cost projections did not identify any reason to question them.
Bond Timing, Refundings, Capitalized Interest and Interest Only Bonds.
As noted in the transmittal for the bond ordinance, the 2008 and 2009 bond issues would be structured so that principal repayment would be deferred in the early years.  This would have the impact of keeping debt service payments minimized at interest only.  Principal payments in later years would have the effect of spreading the debt repayment out more evenly over the life of the bonds.

As currently structured, the Wastewater utility debt service on an annual basis is shown in Table 6.

Table 6 – Annual Debt Service
2008 – 2046

(Not including new debt in 2008 and beyond)
	Year Ending
	Total
	Total
	Total

	December 31
	Principal
	Interest
	Debt Service

	2008
	$41,024,641 
	$110,889,416 
	$151,914,057 

	2009
	41,276,006 
	110,394,502 
	151,670,508 

	2010
	43,093,146 
	108,589,462 
	151,682,609 

	2011
	44,972,082 
	106,702,847 
	151,674,929 

	2012
	46,593,563 
	105,085,941 
	151,679,505 

	2013
	48,667,669 
	103,001,679 
	151,669,348 

	2014
	50,938,336 
	100,696,087 
	151,634,423 

	2015
	53,330,601 
	98,274,349 
	151,604,950 

	2016
	154,069,500 
	95,774,681 
	249,844,181 

	2017
	56,420,514 
	88,401,054 
	144,821,568 

	2018
	58,952,797 
	85,857,954 
	144,810,751 

	2019
	61,631,832 
	83,189,687 
	144,821,520 

	2020
	63,933,065 
	80,401,622 
	144,334,687 

	2021
	66,452,850 
	77,509,422 
	143,962,273 

	2022
	68,505,219 
	74,456,742 
	142,961,962 

	2023
	70,697,809 
	71,274,386 
	141,972,196 

	2024
	74,005,922 
	67,965,808 
	141,971,731 

	2025
	76,218,592 
	64,487,122 
	140,705,714 

	2026
	76,606,384 
	60,879,911 
	137,486,295 

	2027
	80,037,153 
	57,106,824 
	137,143,977 

	2028
	83,736,000 
	53,184,451 
	136,920,450 

	2029
	87,818,331 
	49,089,280 
	136,907,610 

	2030
	92,095,099 
	44,793,625 
	136,888,723 

	2031
	196,480,000 
	40,337,632 
	236,817,632 

	2032
	101,805,000 
	30,653,206 
	132,458,206 

	2033
	97,290,000 
	25,644,819 
	122,934,819 

	2034
	96,875,000 
	20,818,000 
	117,693,000 

	2035
	122,965,000 
	15,989,219 
	138,954,219 

	2036
	13,925,000 
	9,892,500 
	23,817,500 

	2037
	14,625,000 
	9,196,250 
	23,821,250 

	2038
	15,355,000 
	8,465,000 
	23,820,000 

	2039
	16,120,000 
	7,697,250 
	23,817,250 

	2040
	16,930,000 
	6,891,250 
	23,821,250 

	2041
	17,775,000 
	6,044,750 
	23,819,750 

	2042
	18,660,000 
	5,156,000 
	23,816,000 

	2043
	19,595,000 
	4,223,000 
	23,818,000 

	2044
	20,575,000 
	3,243,250 
	23,818,250 

	2045
	21,605,000 
	2,214,500 
	23,819,500 

	2046
	22,685,000 
	1,134,250 
	23,819,250 

	
	$2,354,342,113 
	$2,095,607,729 
	$4,449,949,842 


The debt service is depicted graphically below.

Chart 2 – Annual Debt Service
2008 – 2046

(Not including new debt in 2008 and beyond)
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As can be seen from the chart, debt service spikes in 2016, 2031 and 2035 due to $100 million principal payments in each of those years on variable rate debt.  Otherwise, annual debt service declines very gradually through 2025 when it starts to decline more quickly.  Due to debt prior to 2007 being issued only through the expiration of contracts with the component agencies, all of those bond issues and other debt expire in 2035.  Beginning with 2036, debt service drops by approximately 80% as only debt issued in 2007 and 2008 remains. The Director of Finance and Business Operations has indicated that it the variable rate bonds noted above will be restructured so that the peaks in debt service will not occur.

Bonds with deferred principal payments have been issued in 2002, 2004, 2006 and 2007.  Variable rate debt with deferred principal has been issued frequently over the past few years.
In evaluating how to structure such a relatively large amount of new debt, the Executive considered a number of financing options. 

· Interest Only – under an interest only model, bonds are structured so that there would be only interest payments for the first few years. After that, interest and principal payments would be made over the life of the bonds. This option allows for “smoothing” 
of debt-service payments over time. If executed properly, this option would allow for WTD to avoid spikes in debt service payments that would have negative effects on the sewer rate. WTD has undertaken these “payment smoothing” practices in the past. The result of this type of financing is higher interest payments over the life of the bonds. During the interest-only period, however, payments would be lower, resulting in a lower sewer rate. 

· Capitalized Interest – the size of the bond issue would be larger than the capital costs so that during the construction period the County would use bond proceeds to pay the interest costs. This has the advantage of timing the beginning of debt service payments with the operational usefulness of the facility. Under this option, the County would make no payments until 2012, after the opening of Brightwater.  This approach has been used with many other County construction projects such as the Courthouse Seismic project and the Kent Pullen Regional Communications and Emergency Coordination Center with the issuance of short-term notes. 

· Zero Coupon Bonds – under this scenario, the County would sell bonds now, but not make any interest or principal payments for a number of years. This keeps current debt service payments low, but has the disadvantage of increasing, possibly significantly, the total repayment on the borrowing.  The Executive has rejected this option.
The proposed rate for 2009 is based on a hybrid of the interest only option and the capitalized interest option listed above. Key elements of the planned debt service are: 

· All debt service will be interest only (principal deferred) through 2013

· Approximately 25% of the interest from the 2008 bonds will be capitalized through mid-2011. 

· Approximately 41% of the interest from the 2009 bonds will be capitalized through mid-2011. 

· Bonds will be repaid over 40 years. 

The structuring of the debt in this manner has allowed the Executive to propose a one-year sewer rate that is $2.76/month lower than would otherwise be necessary if level-debt service bonds were issued instead ($ .96 for capitalized interest and $1.80 for interest only bonds).

There is a cost, however, associated with using this approach to debt structuring to lower the sewer rates for the next several years.  The total amount of debt principal and interest payments required to retire the debt under the Executive’s proposal is about  $169 million higher over the 40 year period than issuing level debt service bonds and not capitalizing interest. 

As the Executive rightly points out, however, it is important to consider the time-value of money. The easiest way to make this comparison is through the use of a Net Present Value (NPV) analysis. This type of analysis relies on the fact that a dollar today is worth more than a dollar next year and substantially more than a dollar a number of years from now. The Executive notes that, because much of the additional debt service occurs in the later years of the bonds, the NPV of these additional debt service payments is approximately $2.7 million. The Executive also notes that this plan has the added advantage of shifting debt service payments into future years when there will be more rate payers over whom to spread the burden. 

In initial meetings with executive staff, council staff inquired as to whether the Executive had considered double-barreled bonds for some or all of these borrowings. This would allow the sewer utility to take advantage of the County’s high credit rating. Staff was informed that prior to transmittal the Executive looked at this issue, but credit spreads (the difference between the expected interest rate for sewer revenue bonds and the expected rate for LTGO bonds) at the time did not warrant that type of arrangement. However, executive staff committed to researching that aspect further so the question could be answered prior to formal Council action. 

Council staff has been informed by executive staff that there may now be a sufficient credit spread to warrant issuance of double-barreled bonds in 2008.  The limit, however, is approximately $300 million due to the so-called “additional bonds test” that limits the dilution of earnings available for debt service on bonds with the same legal claim on earnings.  New LTGO double-barreled bonds would have the same standing as currently outstanding LTGO double-barreled bonds and the County has covenanted not to issue so many additional bonds that the debt guarantee would fall below a certain level for existing bond holders.  
Legal Debt Limit

There is no legal limit on the amount of revenue bonds that can be issued; rather, the limits are of a practical nature.  Typically, debt coverage ratios are required before investors will buy these bonds.  This effectively limits how much of these types of bonds can be sold.

With limited tax general obligation bonds, there are limits other than the practical that the issuing agency must have the financial capability to repay the bonds.  Under Washington State law (RCW 39.36.020), a county may incur general obligation debt for general county purposes in an amount not to exceed 2½ percent of the assessed value of all taxable property within the county. This type of debt requires voter approval.  State law requires all property to be assessed at 100 percent of its true and fair value. The County Council may by resolution authorize the issuance of limited tax general obligation debt in an amount up to 1½ percent of assessed value of property within the County for general county purposes and 3/4 percent for metropolitan functions, but the total of limited tax general obligation debt for general county purposes and metropolitan functions should not exceed 1½ percent of assessed value.
The County currently has (as of December 31, 2007) over $1.8 billion of capacity for limited tax general obligation debt for metropolitan functions.  For general county purposes, over $7.2 billion of capacity remains.  When it comes to the capacity available as a combination of limited tax debt for general county purposes plus metropolitan functions, over $3.3 billion remains.  So, the issuance of double-barreled bonds should not restrict other debt plans.  Attachment 5 shows the details of the debt limit calculations.  Note that this is a draft for the 2007 comprehensive annual financial report and has not been finalized. 
Delay of Capital Projects:

A further means of keeping the sewer rate down is decreasing the capital program.  The Executive “saves” twenty cents by delaying several non-Brightwater projects.  Table 7 summarizes the 2008 adopted budget for these seven projects and shows the Executive’s proposed changes over the five years.
Table 7 – Non-Brightwater Proposed CIP Changes

2008-2012
	
	2008
	2009
	2010
	2011
	2012

	2008 Adopted
	$14,210,787
	$21,145,478
	$26,445,248
	$40,180,814
	$29,164,178

	2009 Proposed
	9,292,762
	11,924,313
	15,730,405
	33,729,996
	16,706,851

	Total Reduction
	$4,918,025
	$9,221,165
	$10,714,843
	$6,450,818
	$12,457,327


Details of the seven projects are in Attachment 6.




New Connections.
If you look at Chart 1, new connections would normally exert a downward pressure on rates.  The more new connections, the more the capacity charge revenue and the more the monthly revenue.  When new customers connect to the various component agency collection systems, the County charges them a capacity charge.  This charge along with the monthly sewer rate for these new customers is designed so that the new customers pay their share of new capacity added to the system in order to serve the new customers.

So, while RCE growth is expected to be very small, new connections to the system are expected to be in the range of 9,000 to 10,200 annually from 2009 through 2013, a decline initially from the last couple of years but then increasing slightly each year throughout the forecast period.  Again, given the economic woes of the last few months, the conservatism in estimated new connections appears to be well justified.






	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	







	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	












	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	








Rate Stabilization Reserve.
As noted in the previous staff report, the County has used a rate stabilization reserve for the last several years as a way to keep the rate steady for more than a single year.  In effect, the rate is set slightly higher in the first year than it would be with a single year rate but then stays the same for the second year.  The additional revenue collected the first year is reserved and not used in the calculation of debt coverage.
  These additional collections in the first year are then counted as revenue in the second year for debt ratio calculation purposes.

The proposal estimates that $22.75 million was in the rate stabilization reserve at the end of 2007 and that a net of use of $5.25 million in 2008 will leave $17.5 million for use in 2009 ($9.5 million) and 2010 ($8 million), even with a one-year rate for 2009.  
ANALYSIS – CAPACITY CHARGE
The most significant capacity charge (CC) increases appear to have been implemented.  Reference to Table 2 shows that the CC jumped from $18 in 2004 to $34.05 in 2005-06 and then jumped again to $42 in 2007.  Since 2007, the increases have been more moderate.  Last year, the Executive forecasted CC rates of $47.64 for 2009 and $49.07 for 2010.  His projections now for those two years are unchanged.  The CC according to policy is to be reviewed on a three-year cycle.  The latest three-year cycle is 2008-2010, meaning that an in-depth review should be done in 2010 where the CC is updated to take into consideration customer growth and projected costs.  In the interim years, an inflation adjustment is made.  For 2009, the Executive has proposed a simple 3% inflation adjustment.  This appears to be a reasonable rate for 2009.






Contract Negotiations

Historically, Wastewater Utility revenues have been used as security for bonds.  Bonds were typically issued for 35-40 years.  Because contracts with component agencies expire in 2036, beginning with 2001 bonds over 35 years to maturity could no longer be issued.  Efforts to extend the contracts to allow for longer bond terms were proving to be unsuccessful.  By 2006, the maximum term was down to 30 years.  In the interest of keeping rates down and maximizing financing options, in 2007 the County imposed statutory powers that would obligate the component agencies to their share of debt service on bonds that extended beyond the termination date of the contracts.  Meanwhile, contract negotiations would continue.  The Council asked the Executive to report on these efforts on a semi-annual basis.  The first such report was provided to the Council in April.
The report, attached to this report as Attachment 7, shows that agencies representing about seven percent of the ratepayer base have agreed to contracts through 2056. Negotiations are on-going with several larger cities, including Seattle and Bellevue and representing about two-thirds of the rate base.  Sewer districts tend to act as a group and collectively account for twenty-four percent of the rate base.    In general, these negotiations are not close to resolution at this time.  The reader is directed to the report for more details about specific component agencies.  
OPTIONS:

Following are three options for the Council to consider.

Option 1:  Adopt the ordinance as transmitted by the Executive.  A one-year rate would be put in place at $30.20 per month.  The capacity charge would be set at $47.64.  The debt options of interest-only bonds and capitalized interest would be approved.  A disadvantage is that a significant rate increase (perhaps 10%) would be required at this time in 2009.  A risk under this scenario is that conditions worsen in the next few months to the point that a rate of $30.20 is not adequate for 2009.  Currently, under the contracts with the component agencies, “out-of-cycle” rate changes are not permitted so the County would be stuck with the $30.20 rate for at least 2009.
Option 2:  Assume that LTGO bonds could be issued in 2008 for $300 million in place of a like amount of revenue bonds.  If the same interest rate projections are used, this would allow for a nickel decrease to $30.15 per month.  However, interest rate assumptions for 2008 through 2013 may be too conservative, especially for 2008.  The Executive’s projections are based on 5.65% in 2008, 6% for 2009-10, and 6.25% for 2011-2013.  With an assumed differential of 20 basis points between LTGO bonds and revenue bonds, this would mean LTGO bonds would be at 5.35% in July.  The market has improved lately to the point that a 5.35% rate is too high.  Perhaps an additional nickel can be shaved from the rate to $30.10.  
Option 3:  Amend the ordinance to adopt a two-year rate.  Under this scenario lower interest rate projections and the issuance of $300 million of LTGO bonds would allow for a two-year rate of perhaps $31.90 or less for both 2009 and 2010.  Collections would be about $14.4 million higher in 2009 than under the Executive’s proposal.  This reserve would be applied to 2010 to keep the 2010 rate at $31.90.  Out years beyond 2010 could also be reduced to approximately $36.45 for 2011 and 2012 (compared to Executive’s projection of $37.73) and $40.00 for 2013 (compared to Executive’s projection of $41.56).  The capacity charge would be set at the amount proposed by the Executive.  The risk under this option is that the outlook changes for the worse to the point that the 2009 rate could not be sustained for 2010.  This is easily overcome by the fact that the Council sets the rate annually and could change it next year if need be.
Timing of Rate Adoption  

Due to contract obligations, the county is required to adopt a sewer rate for 2009 no later than June 30, 2008.  
NEXT STEPS:

This staff report has included answers to questions posed at the May 14 committee meeting and the results of additional staff analysis that had not been completed at that time.  This report has also identified options for the Council to consider with regard to the monthly rate.  Should the Council have an interest in pursuing options 2 or 3, staff will review them with Executive staff for possible edits and refinements, with the goal of having an amendment to the ordinance for the Committee’s consideration on June 4.  Because of the timing noted above, Committee action on June 4 with expedition of the legislation to the full Council will allow for timely action there to meet the June 30 effective date deadline.
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� The subprime mortgage crisis is an ongoing economic problem manifesting itself through � HYPERLINK "http://en.wikipedia.org/wiki/Liquidity" \o "Liquidity" �liquidity� issues in the banking system owing to � HYPERLINK "http://en.wikipedia.org/wiki/Foreclosure" \o "Foreclosure" �foreclosures� which accelerated in the � HYPERLINK "http://en.wikipedia.org/wiki/United_States" \o "United States" �United States� in late 2006 and triggered a global � HYPERLINK "http://en.wikipedia.org/wiki/Financial_crisis" \o "Financial crisis" �financial crisis� during 2007 and 2008. The crisis began with the bursting of the � HYPERLINK "http://en.wikipedia.org/wiki/United_States_housing_bubble" \o "United States housing bubble" �US housing bubble� and high default rates on "� HYPERLINK "http://en.wikipedia.org/wiki/Subprime_lending" \o "Subprime lending" �subprime�" and other � HYPERLINK "http://en.wikipedia.org/wiki/Adjustable_rate_mortgage" \o "Adjustable rate mortgage" �adjustable rate mortgages� (ARM) made to higher-risk � HYPERLINK "http://en.wikipedia.org/wiki/Borrower" \o "Borrower" �borrowers� with lower income or lesser � HYPERLINK "http://en.wikipedia.org/wiki/Credit_history" \o "Credit history" �credit history� than "prime" borrowers. Loan incentives and a long-term trend of rising housing prices encouraged borrowers to assume mortgages, believing they would be able to refinance at more favorable terms later. However, once housing prices started to drop moderately in 2006–2007 in many parts of the U.S., refinancing became more difficult. � HYPERLINK "http://en.wikipedia.org/wiki/Default_%28finance%29" \o "Default (finance)" �Defaults� and foreclosure activity increased dramatically as ARM interest rates reset higher. During 2007, nearly 1.3 million U.S. housing properties were subject to foreclosure activity, up 79% from 2006. As of � HYPERLINK "http://en.wikipedia.org/wiki/December_22" \o "December 22" �December 22�, � HYPERLINK "http://en.wikipedia.org/wiki/2007" \o "2007" �2007�, � HYPERLINK "http://en.wikipedia.org/wiki/The_Economist" \o "The Economist" �The Economist� estimated subprime defaults would reach a level between U.S. $200–300 billion. (Wikipedia.org) 


� Debt coverage refers to the ratio between total operating revenues and the amount of debt service for the year.  Under terms of existing debt, the County has pledged to maintain a ratio of 1.15 to 1.25 for total  debt.  The ratio for parity debt is 1.35 to 1.  Parity debt refers to all debt that has an equal and ratable claim on the underlying assets that have been used as collateral for the debt.


� The subprime mortgage crisis is an ongoing economic problem manifesting itself through � HYPERLINK "http://en.wikipedia.org/wiki/Liquidity" \o "Liquidity" �liquidity� issues in the banking system owing to � HYPERLINK "http://en.wikipedia.org/wiki/Foreclosure" \o "Foreclosure" �foreclosures� which accelerated in the � HYPERLINK "http://en.wikipedia.org/wiki/United_States" \o "United States" �United States� in late 2006 and triggered a global � HYPERLINK "http://en.wikipedia.org/wiki/Financial_crisis" \o "Financial crisis" �financial crisis� during 2007 and 2008. The crisis began with the bursting of the � HYPERLINK "http://en.wikipedia.org/wiki/United_States_housing_bubble" \o "United States housing bubble" �US housing bubble� and high default rates on "� HYPERLINK "http://en.wikipedia.org/wiki/Subprime_lending" \o "Subprime lending" �subprime�" and other � HYPERLINK "http://en.wikipedia.org/wiki/Adjustable_rate_mortgage" \o "Adjustable rate mortgage" �adjustable rate mortgages� (ARM) made to higher-risk � HYPERLINK "http://en.wikipedia.org/wiki/Borrower" \o "Borrower" �borrowers� with lower income or lesser � HYPERLINK "http://en.wikipedia.org/wiki/Credit_history" \o "Credit history" �credit history� than "prime" borrowers. Loan incentives and a long-term trend of rising housing prices encouraged borrowers to assume mortgages, believing they would be able to refinance at more favorable terms later. However, once housing prices started to drop moderately in 2006–2007 in many parts of the U.S., refinancing became more difficult. � HYPERLINK "http://en.wikipedia.org/wiki/Default_%28finance%29" \o "Default (finance)" �Defaults� and foreclosure activity increased dramatically as ARM interest rates reset higher. During 2007, nearly 1.3 million U.S. housing properties were subject to foreclosure activity, up 79% from 2006. As of � HYPERLINK "http://en.wikipedia.org/wiki/December_22" \o "December 22" �December 22�, � HYPERLINK "http://en.wikipedia.org/wiki/2007" \o "2007" �2007�, � HYPERLINK "http://en.wikipedia.org/wiki/The_Economist" \o "The Economist" �The Economist� estimated subprime defaults would reach a level between U.S. $200–300 billion. (Wikipedia.org) 


� The four companies that issued the commercial paper are what are called Structured Investment Vehicles (or SIVs).  These companies were set up to invest in other securities with longer range maturities.  The companies borrowed cash on a short-term basis by issuing commercial paper.  The companies would profit by collecting interest on the securities that they purchased at a higher rate than the rate they would pay on the money they borrowed (arbitrage).  The underlying securities were primarily “asset-backed”, meaning that there were physical assets used as collateral.  Most often, these asset backed securities are mortgages, including so-called sub-prime mortgages.  (See footnote 1.)  After the defaults, an outside trustee company became involved to direct efforts to re-structure the SIVs or to sell off the asset-backed securities.  The King County investment pool as a senior creditor of these four companies is involved in the process to an extent and will eventually have a decision to make on which option or options for restructuring to approve.  That process will likely continue for several more months.





�Remind me to ask you about this. 
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