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April 18, 2007

The Honorable Larry Gossett

Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Gossett:

I am pleased to transmit an ordinance for King County Council review proposing a King County monthly sewer rate for 2008 that maintains $27.95 per residential customer equivalent (RCE) for the second year in a row, and a capacity charge of $46.25.  These proposals support our agreement with council to provide rate stability for the rate payers and keep the capacity charge less than $50.00.  The contracts with our component sewer agencies require that King County adopt the 2008 sewer rate by June 30, 2007.
My proposal is predicated on the council’s adoption of two ordinances transmitted on 
March 8, 2007.  One of these ordinances provides security for the county’s planned issuance of up to $250 million in wastewater revenue bonds with a 40 year term to fund anticipated wastewater program capital expenditures during 2007.  The second ordinance authorizes the bond issue.  If those ordinances are not adopted, the 2008 capacity charge will need to be increased to $49.75.
The first of the two ordinances is significant not only for the bond issue planned for 2007, but also for those that will follow.  Between now and 2010, the county plans to issue over $1 billion in bonds as we continue to implement the Regional Wastewater Services Plan (RWSP) and construct the Brightwater wastewater conveyance and treatment project.  The ordinance will enable the county to select optimal terms of 35 to 40 years for that debt.
King County, and Metro before it, have historically relied on the sewage disposal agreements with the local agencies we serve as security for wastewater system bonds.  Those agreements terminate in 2036, and the county’s recent wastewater bond issues have been shorter than preferred to stay within the period the agreements cover.  During last year’s 2007 monthly sewer rate adoption process it was presented that the two year rate of $27.95 included a $.28 impact for using shorter term debt.  Adoption of both ordinances will avoid any further penalty to sewer rate payers and avoid a significant capacity charge penalty for new customers as we continue our efforts to extend the term of the agreements.
This rate proposal was developed pursuant to the county’s adopted financial policies for the wastewater utility.  It continues King County’s commitment to rate stability, predictability, and equity, while providing the revenues and debt service coverage needed to preserve the utility’s credit rating and assure continued access to capital markets.  

Reflecting this continuing commitment, the utility was recognized last year with a bond rating upgrade from Standard and Poor’s and its rating was reaffirmed by Moody’s, two of the nation’s two premier rating agencies.  Our continued favorable debt ratings are essential to minimizing the costs of the planned borrowing needed to finance the RWSP.  As detailed later in this letter, use of a rate stabilization reserve is another key element in managing the 2008 and future sewer rates.  Accounting standards that allow the use of this reserve require that the amounts contributed to the reserve during the year be identified during the rate adoption process.  An opportunity to increase the contribution to the reserve may occur when the Wastewater Treatment Division (WTD) executes the bond sale currently planned for May 14, 2007.  If a lower than planned interest rate is achieved, I will be submitting an amended financial plan reflecting the change.
Key Assumptions/Financial Forecast

As required by K.C.C. 28.86.160, Financial Policy 13, a detailed financial forecast for the wastewater utility for the period 2007-2012 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.

1. Rate Stabilization Reserve

A rate stabilization reserve which allows deferring the recognition of operating revenues into a future year was 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.”

The reserve will be used to maintain the current rate into 2008 and to reduce the future rate increase projected for 2009.  As of the end of 2006 there was $14.5 million in the rate stabilization reserve to be used for these purposes.  Based on the current forecast, it appears that $5.1 million will be available for reducing the projected 2009 rate by $0.59.
The following table identifies the changes in reserve balances between last year’s forecast and the current 2007–2008 forecast of operating revenue deferrals between years.
	
	2006
	2007
	2008
	2009

	2007 Adopted Budget Forecast
	$14.15 M
	$19.95 M
	
	

	2008 Rate Proposal
	$14.5 M
	$22.75 M
	$5.1M
	


I remain committed to the principle of rate stability in setting the sewer rate.  In developing this proposal, I also considered a single year rate using all the rate stabilization reserve in 2008 which would result in a modest rate decrease to $27.30.  However this approach would produce a rate increase in 2009 higher than the 18 percent increase that is currently projected.  I also reviewed options of a two-year rate (2008-2009) and a three-year rate (2008-2010) producing rates of $30.50 and $32.50 respectively or increases of 9 percent and 16 percent.  In view of these results, I have opted for keeping the rate stable from 2007 to 2008 with a pledge to continue working at reducing the rate increase projected for 2009.
2. Capital Program

The difference between the predicted capital spending as reflected in the annual budget for a year and the spending that actually occurs is often referred to as the accomplishment rate.  This concept is based on the fact that even the best laid plans can be altered or delayed as unknowns are encountered.  This is important to the monthly sewer rate because the financial plan upon which it is based incorporates capital expenditures adjusted for the accomplishment rate.  By using somewhat lower capital spending projections we do not base rate decisions on overly optimistic spending and borrowing plans which would put upward pressure on the rate.
In the rate forecast underlying the 2007 rate, based on historical data and trends, an accomplishment rate of 80 percent was assumed for 2006; 83 percent for 2007 and 2008 and 85 percent thereafter.  The 2006 actual performance in the capital program substantially exceeded this assumption.  During 2006, the Brightwater Treatment Plant and Conveyance projects accomplished 101.0 percent of planned spending and non-Brightwater projects achieved 83.0 percent.  This was the highest level of accomplishment for the program in over 10 years.  Two characteristics of our capital program led to this level of activity: 1) As large projects move into their construction phase, accomplishment rates tend to climb and with many of the Brightwater construction contracts in place the foundation has been laid for continued historically high accomplishment rates and 2) special circumstances in 2006 with respect to mitigation costs will not be repeated in future years.
This exceptional level of capital activity in 2006 raised questions as to the reasonableness of maintaining previous assumptions.  In response, the current financial plan includes a higher accomplishment rate assumption in all years.  The new assumption predicts a 90 percent accomplishment on the Brightwater projects and 83 percent for non-Brightwater projects.  This corresponds to an aggregate accomplishment rate of approximately 87 percent for the entire program.
For comparison, if the program accomplishment rate were set at 80 percent, the monthly sewer rate forecast for 2009 would be $1.10 less, reflecting lower planned capital spending.  If the program accomplishment rate were set at 95 percent accomplishment the monthly sewer rate forecasted for 2009 would need to be increased by $1.20, reflecting higher planned capital spending.  In either case the 2008 sewer rate of $27.95 could be maintained with overall changes in net revenue ending up as part of the rate stabilization reserve available for 2009 rate reduction.  I believe that 87 percent is a prudent assumption in light of WTD’s recent actual performance relative to capital budgets.

The financial forecast included in this transmittal presents capital program cash requirements of $320.1 million in 2007, and $442.5 million in 2008.  Relative to the 2007 adopted CIP, this is $56 million in additional planned capital spending in 2007 and 2008.  Approximately 70 percent of this, $39 million, is due to the higher accomplishment rate assumption discussed above.  The remaining 30 percent, $17 million, is additional spending in the period.  This additional spending largely reflects shifts in the timing of planned spending for the Brightwater project.
Other key assumptions with respect to the capital program address the cost of borrowing to support the projected capital outlays during the rate period.  We assumed that interest rates for future bond issues will rise somewhat from their current level, consistent with a general consensus among bond market analysts.

To provide funding for 2007, the utility is planning a bond sale on May 14, 2007.  With current long-term rates below 4.5 percent, we assumed an interest rate of 4.5 percent for debt issued in 2007 to guard against possible rate climbs.  If the upcoming bond sale produces lower rates, I will submit an amended financial plan incorporating the difference so it can be included in the rate stabilization reserve.  The staff in WTD and the Finance and Business Operations Division continues 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 2008, we assume an interest rate of 5.0 percent, or 50 basis points higher than the rate assumed for our 2007 bond sale.
3. Capacity Charge

The proposed 2008 capacity charge is $46.25 which is 7.5 percent less than projected in last year’s forecast.  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 (that is, “growth pays for growth”). 
As noted above this proposal is predicated upon the council’s adoption of the two ordinances transmitted on March 8, 2007.  As a result of a return to our traditional bond term, sound financial practices, and low interest rates, we are able to propose a capacity charge rate that is significantly below what we anticipated in last year’s rate forecast.  The following table identifies the capacity charge savings in my 2008 capacity charge proposal forecast as compared with last year’s forecast.
	
	2008
	2009
	2010

	2007 Adopted Capacity Charge Forecast
	$50.00
	$51.50
	$53.05

	2008 Capacity Charge Proposal
	$46.25
	$47.64
	$49.07


During 2006 new connections to the system on a customer equivalent basis increased by 10,500, compared to the forecast of 8,500.  This, produced revenues $2.3 million higher than forecasted last year.  Through February of 2007, new connections are on pace to exceed 9,000 for the year.  The number of new connections assumed for 2007–2008 has been changed from 8,500 to 9,000 to match the most recent data.
4.
Residential Customer Equivalent (RCE) Growth

Projections underlying last year’s sewer rate included an assumption that RCE’s would grow at a 0.5 percent rate in 2006.  The actual 2006 rate of growth was less at 0.2 percent resulting in 2,332 fewer RCEs than projected.  Due to this lower than anticipated customer base in 2006, sewer rate revenues were also below projections; compared to last year’s projections, sewer rate revenues are currently projected to be $0.8 million less in 2007 and 2008.  In contrast, recent trends in quarterly data indicate that 2007 RCE growth is accelerating compared to that of 2006.  Additionally, WTD’s current long term forecast of RCEs indicates that current trends in population, employment and water use support a continued forecast assumption of 0.5 percent annual RCE growth through 2010.
5.
Operating Expenses

The wastewater utility’s operating program achieved a slight favorable expense result in 2006.  Operating expenses were $91.0 million or 99.5 percent of the amount shown in last years adopted forecast.  A large portion of the $0.4 million savings is the result of the Productivity Initiative program to which WTD remains firmly committed.
In 2007 the adopted operating budget is $95.7 million or 5.1 percent higher than 2006 actual results.  While most operating expenses for the 2008 rate are expected to be driven purely by inflation, there are several areas where WTD forecast increases well above normal inflation.  Overall 2008 expenses are forecasted to increase 5.0 percent to $100.5 million.  Some of the larger dollar expenses showing increases above inflation include: Public Employees’ Retirement System (PERS) expenses, expected to increase 44.0 percent or $0.7 million due to actuarial changes from the state; medical benefit expenses, expected to increase 8.5 percent or $0.4 million due to higher premiums; non-benefit insurance expenses, expected to increase 15.0 percent or $0.4 million due to higher internal premiums; and hazardous waste fund contributions, expected to increase 16.0 percent or $0.3 million due to higher flows at the treatment plants.

6.
Investment Income

While interest rates on long-term borrowing remain historically low, investment interest rates have been climbing over the last couple years.  In last year’s rate forecast we assumed an investment earning rate of 4.0 percent for 2006, and 4.5 percent for 2007 through 2009.  Actual rates for 2006 averaged 4.5 percent and currently are approximately 5.0 percent in the King County Pool.  Based on anticipated reduction in the Federal Reserve Rate later in 2007, we are continuing to assume an interest-earning rate of 4.5 percent for 2007 through 2009.
I strongly believe that this rate proposal, if adopted in conjunction with the March 8 ordinances related to upcoming wastewater revenue bond issuance, presents significant benefits to both the county’s wastewater utility as well as its monthly sewer ratepayers.  The wastewater utility will receive the revenue needed to ensure the wastewater system continues to operate reliably and preserve its strong bond ratings, and the ratepayers will see stable monthly sewer bills while reaping the benefits of infrastructure upgrades that will protect public health, improve water quality, and sustain economic growth.  If you have any questions, please contact Pam Bissonnette, Director of the Department of Natural Resources and Parks, at 206-296-6500, or Christie True, Division Director for the Wastewater Treatment Division in the Department of Natural Resources and Parks, at 206-684-1236.

Thank you for your consideration of this ordinance.
Sincerely,

Ron Sims

King County Executive
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