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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 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:
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 does not provide wastewater services directly to residential or business customers.  Rather, the County collects wastewater from the cities or utility districts in large interceptor lines, and conveys the wastewater to County treatment plants for treatment and discharge.  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.  

The sewer rate is not billed directly to ratepayers by King County. The County instead charges the component agencies who in turn bill the customers to whom they provide sewage collection services.  Many residents see these charges on their sewer bills, but they are not paying the County directly.  Their utility providers, as direct service providers, set their own rates to recoup the payments to the County for wastewater treatment plus their own “local” cost of service.
Unlike the monthly sewer rate, the capacity charge is directly billed by and paid to King County.

The 2008 Wastewater Treatment Budget is about 10.3% of the County’s total $4.9 billion budget and is comprised of the following components:

Table 1 – 2008 Wastewater Treatment Appropriations
	Appropriation Unit
	2008 Appropriation
	% of Total

	Wastewater Treatment Operations
	$100,391,566
	19.8%

	Wastewater Treatment Debt Service
	173,092,656
	34.1%

	Wastewater Treatment CIP
	232,973,904
	46.0%

	    Total
	$506,458,126
	100.0%


In 2008, the sewer rate is expected to produce revenue totaling $237 million.  With the proposed increase, the sewer rate would generate $256 million in 2009.  The capacity charge is estimated to amount to $32.8 million in 2008.  With the proposed increase, the capacity charge would generate nearly $34.8 million in 2009.

Wastewater Treatment is one of the areas of the County budget that is not in crisis caused by economic downturns and revenue growth limits.  It is, however, impacted by these factors essentially through higher rates than would otherwise be needed.  In addition, the massive Brightwater Treatment Plant project has necessitated increases in the monthly sewer rate that have exceeded the rate of inflation.  The long-term projection is for the monthly rate to be increased annually in the range of 7 to 13%, at least until 2013 when the increase will drop down to 2.4%.  As will be explained later in this staff report, customer growth is expected by the Executive to be flat for at least the next two years as the region works its way through the housing slump and the sluggish economy.  Significant changes from the projections in the housing sector and the economy could have significant impacts on both the sewer rate and the capacity charge.

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 2 -Sewer Rates

1996-2008 Actual
2009-2013 Projected
	Year
	Rate

 ($/Month)

	1996 - 1999
	$19.10

	2000
	19.50

	2001
	19.75

	2002 - 2004
	23.40

	2005 - 2006
	25.60

	2007 – 2008
	27.95

	2009
	30.20

	2010
	33.22

	2011
	37.73

	2012
	40.57

	2013
	41.56


The executive proposed sewer rate for 2009 is $30.20 per RCE per month.

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 is provided in the following table:

Table 3 – Capacity Charge
1996 – 2008 Actual
2009-2013 Projected
	Year
	Rate ($/Month/RCE)

15-yr. duration

	1996 – 1997
	$7.00

	1998 - 2001
	10.50

	2002
	17.20

	2003
	17.60

	2004
	18.00

	2005 - 2006
	34.05

	2007
	42.00

	2008
	46.25

	2009
	47.64

	2010
	49.07

	2011
	50.54

	2012
	52.05

	2013
	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.  This rate is based upon the methodology passed by the Council in Ordinance 14129 in October 2001.  

Ordinance 14129 requires that the capacity charge be a uniform charge, that it be approved annually, and that the charge not exceed the cost of capital facilities necessary to serve new customers (referring to those customers establishing new connections to the sewer system).  The ordinance sets the following calculation: 
(total system costs – rate revenue from existing
capacity charge  =   customers) – rate revenue from new customers





number of new customers      

This formula sets the capacity charge 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.
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.
ANALYSIS
Factors and Assumptions Underlying the Sewer Rate and Capacity Charge

A year ago when the Executive proposed the sewer rate for 2008, the financial plan anticipated a 2009 rate of $32.95.  The Executive notes in his transmittal that events since that time would lead to a 2009 rate of $34.28.  Following is a listing of the major factors that go into determining the sewer rate and the Executive’s assumptions regarding these factors that support his proposed rate.
Residential Customer Equivalent (RCE) Growth.

The number of customers, both existing and projected for the future, is a major determinate of the rate.  The Wastewater Utility bills the component agencies on the basis of residential customer equivalents (RCEs) rather than the actual number of customers.  One RCE is equivalent to 750 cubic feet of wastewater produced in a month.  The Utility estimates that there are 706,515 RCEs being served in 2008, up from 703,000 in 2007, an increase of about ½ of 1% (.005).

For 2009 and beyond, the Utility is projecting modest increases in RCEs.  As everyone is aware, the national economy has stagnated in recent months.  And, the credit market has been staggered by concerns about the economy and by failure or near failure of some major financial firms or commercial banks.  These events have had an impact on 

the housing market and industry as well as on the commercial and business sectors.  For 2009, RCE growth is expected to be flat (remain at current level of 706,515.  For 2010 through 2013, growth is expected at .2% to .7% annually.  Staff continues to discuss the basis for these estimates with WTD staff.  Less conservative projections could have an impact on the rate needed for 2009.
New Connections.
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.

RCE growth and new connections are not directly related, because RCE growth is influenced by customers leaving the system or reducing their “consumption”.  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.  While these estimates may be overly conservative, increasing them to achieve a lower rate in 2009 may entail more risk than benefit.
Operating Expenses.

Costs incurred to operate the treatment system are expected to total about $100.5 million in 2008.  The operating budget is roughly 20% of the total budget (Table 1).  A modest increase of 2.4% is forecast for 2009 compared to the 2008 estimate of $100.5 million.  Annual increases of 4% to 8.2% are projected for 2010 through 2013.  The increases of 8.2% in 2011 and 7.8% in 2012 are in anticipation of the Brightwater plant coming on line.  In 2013, the increase is expected to moderate to 4.3% because Brightwater will be fully staffed.
Council staff continues to discuss the projections with WTD staff in order to fully understand the basis for them.

Capital Expenditures and Accomplishment Rate.
As noted by the Executive, capital expenditures are peaking in 2008 and 2009.  The capital program drives the need for cash flow to be provided through short and long-term debt.  Debt in turn drives interest expense and has a direct impact on both the monthly rate and the capacity charge.  

The capital program accomplishment rate refers to the cash flow requirement generated by the capital program.  For example, a capital budget of $100 at an accomplishment rate of 95% means $95 of cash must be available.  In the recent past, accomplishment rates of from 66% (2004) to 86% (2001) were achieved.  As the Brightwater major construction projects have gotten underway, the accomplishment rate has risen (95% for Brightwater in 2007 and 88% for non-Brightwater projects).

For 2009 through 2013 the projection is that the Brightwater CIP accomplishment rate would be 95% each year.  Non-Brightwater rates would be at 85% annually.  
In order to achieve the proposed rate of $30.20 for 2009, the Executive proposes to delay or cancel over $66 million in non-Brightwater capital improvements.  Executive staff indicated that the most significant impact of these delays would be higher costs when the projects are done.  There may be more costs incurred to re-start projects and the costs of labor and materials will likely increase.  Staff has not completed an in-depth review of these projects at this time.
Debt Issuance and Interest Rates.

With the adoption of the Regional Wastewater Services Plan (RWSP) in 1999, the County embarked on the largest capital improvement program in the history of the Wastewater Utility.  The major element of the RWSP was the construction of a third wastewater treatment plant, along with an outfall and the related conveyance system.  In December of 2001, the project was expected to cost about $1.4 billion.  Since that time, however, the estimate has increased to about $1.8 billion.

This very significant capital program would require a very large amount of debt to finance.  To illustrate, long-term debt of the utility amounted to $1.38 billion at the end of 2002.  By the end of 2006, the long-term debt total had increased to just over $2 billion.  Projections are for $850 million in new debt in 2008-09 and $581 million in 2010-13.  Proposed ordinance 2008-0219 seeking approval of a total of $1.1 billion in bonds has been transmitted by the Executive and will be considered in the Capital Budget Committee.  While original plans called for the issuance of new bonds in early April of this year with settlement by the end of April, this did not happen.  An interim loan through the County investment pool was requested in the amount of $150 million through May 31, 2008.  Recently, the Executive Finance Committee approved the addition of $150 million and extended the term to August 31, 2008.

Part of the reason for not issuing bonds in April was the volatility of the municipal bond market.  The volatility was caused partially by the sub-prime mortgage problem and partially by rating downgrades to the major bond insurers.  Investor confidence decreased as the rating agency Fitch downgraded MBIA while rating agencies contemplated a downgrade for AMBAC.  Early this year, municipal bond interest rates jumped by about 1% or 100 basis points in about a four week period from 4.4% in January to about 5.4% by the end of February.  The rates have moderated slightly since to about 5.1% but remain high when compared to 2007 and January of 2008.
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.
On April 30 the Federal Reserve Open Market Committee (the Fed) lowered its main interest rate by ¼ point to 2%.  This is the latest in a string of moves by the Fed to improve market liquidity.  The Fed in taking this action was seeking to promote sustainable economic growth and price stability.  The Fed actions have not, however, had much of an impact on the municipal bond market.  Fed Chairman Ben Bernanke and his colleagues in a statement released at the time of this latest rate reduction said:  ''Financial markets remain under considerable stress, and tight credit conditions and the deepening housing contraction are likely to weigh on economic growth over the next few quarters.''  As oil prices continued their rise (to a record of $119.93 a barrel on April 28), the Commerce Department released statistics showing that gross domestic product increased at an annual pace of 0.6% last quarter and spending by households, the biggest part of the economy, grew at the slowest pace since 2001, when the US economy was in a recession.  The Fed also said indicators of inflation expectations have risen.  ''The committee expects inflation to moderate in coming quarters, reflecting the projected leveling-out of energy and other commodity prices and an easing of pressures on resource utilization.  It will be necessary to continue to monitor inflation developments carefully.”
Refunding of Bonds.
Over the years, interest rates in the bond market have fluctuated, making it possible at times to issue new bonds at lower interest rates in order to “refund” existing bonds.  The most recent refunding of wastewater revenue bonds was accomplished in January of this year.  The Executive will continue to monitor bond rates with an eye toward new refunding opportunities.

Rate Stabilization Reserve.
Rate stabilization is a way of reserving excess operating revenues for use in subsequent years to help smooth out the effects of ups and downs in the finances of the utility.  The Executive has estimated that $22,750,000 of rate stabilization will remain when the books are closed for 2007.  His proposal uses $17.5 million of the reserve in 2008, leaving $8 million to carry over and mitigate the rate increase for 2009.  Under the proposal, the rate of $30.20 for 2009 would not generate any rate stabilization reserve for 2010 and beyond.

Surety Bonds.
In the past, the County has 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.  By using surety bonds (like an insurance policy), the cash reserves would not be needed.  For the last few years, the surety bond approach has been used.  However, recent changes in the bond insurer market have led to higher fees for surety bonds.  This may mean that the surety bond approach would not be cost effective for 2009.  This would necessitate a return to the cash bond reserve method.  In effect, the County would need to increase the size of bond issues in order to provide sufficient bond proceeds to set aside in reserve one year’s worth of bond debt service.  The actual decision between surety bond and cash reserve will be made when the County goes to the market to sell the bonds.

Interest Earnings.
Unfortunately, turmoil in the investment market has resulted in a sharp decline in rates of return.  The underlying causes of the problems include the issuance of so-called sub-prime mortgages
.  While investment returns averaged __% during 2007, the rates have declined markedly.  The Executive’s 2009 rate proposal projects investment rates of 2.8% in 2009 followed by 2.7% in 2010.
Four commercial paper investments totaling approximately $200 million in the County investment pool became “impaired” during 2007.  Impaired in this context means that payment to creditors for this commercial paper was not made at the maturity date because the companies that issued the commercial paper did not have the cash to make the payments.  These investments went into an enforcement period, during which efforts have gotten underway to restructure these companies so that payments can be made to the creditors.
  In the meantime, an estimate was made of the value of these investments.  The estimate was that the investments as of December 31, 2007 were worth about 60% of their maturity value.  So, at the end of 2007, an estimated loss on these four investments in commercial paper was recognized in the Wastewater financial statements.  The estimated loss recognized was $6.5 million.  This loss has been included in the calculation of the Executive’s rate proposal for 2009.
Council staff continues to be involved in the re-structuring process.  Decisions on which restructuring options the County chooses will be made by the Executive Finance Committee, based on advice from outside investment and legal experts.

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.  The timing of this rate decision comes before the Wastewater Treatment Division prepares its 2009 budget. As a result, the rate proposal is based on assumptions that can change prior to the submittal of a budget proposal, and budget adoption by the Council.

NEXT STEPS:

This staff report has included background information with regard to the assumptions and projections the Executive has used in proposing a new sewer rate and a new capacity charge for the Wastewater Treatment Division for 2009 as well as information on preliminary staff analysis.  That analysis is not complete and staff will continue reviewing the information in order to provide the Council with enough information to make sound financial and business decisions on the rate and capacity charges for 2009.  Staff plans to have the majority of this analysis ready for the Committee’s consideration on May 28.
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· Theresa Jennings, Director, Department of Natural Resources and Parks (DNRP)
· Christie True, Director Wastewater Treatment Division, DNRP

· Tim Aratani, Manager, Finance and Administrative Services, Wastewater Treatment Division, DNRP

· Tom Lienesch, Economist, Wastewater Treatment Division, DNRP

· Bob Cowan, Director, Office of Management and Budget 
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1. Proposed Ordinance 2008-0231 (with Attachments)

A. Wastewater Treatment Enterprise 2009 Rate Financial Plan
B.  General Assumptions 2009 Rate Forecast
2. Fiscal Note

3. Executive’s Transmittal Letter dated April 17, 2008















� 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.
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