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INTRODUCTION

The Waterworks Utility is the financial consolidation of the Sewer, Storm & Surface Water and Water Utilities of
the City of Bellevue for debt rating and coverage purposes as established in Ordinance No.'s 2169, 2845, 3158 and
4568. It pledges the strengths and revenues of the three separate Utilities for the common financial good while
keeping each Utility financially separate for budgeting, rate-setting, revenues, expenditures, debt and accounting.

These "Financial Policies" apply uniformly to the Sewer, Storm & Surface Water and Water Utilities with few,
unique exceptions which are identified separately. This update reflects changes consistent with current long-range
financial planning, particularly with regard to renewal and replacement funding, the use of debt and rate policies.
They supersede the Financial Policies, which were adopted under Resolution No. 5967 in 1995.

These policies do not stand-alone. They must be taken in context with the other major city and Utilities documents
and processes. For instance, each Utility has its own System Plan, which documents its unique objectives, planning,
operations and capital needs. These System Plans have historically had a 20-year planning horizon. Future System
Plans will need to evaluate long term renewal and replacement of aging facilities, much of which were constructed
in the 1950's and 1960's during periods of high growth rates and are approaching the end of their useful life. Life
cycle costs should be considered in planning the future capital facilities and infrastructure needs.

The city has a seven-year city-wide Capital Investment Program (CIP) Plan which is updated with each biennial
budget cycle. All major city capital projects are included. Generally, they are described as over $25,000; involving
new physical construction, reconstruction or replacement; and involving city funding. The CIP identifies the level
and source of funding for each project. The CIP includes specific sections for each Utility which identify near-term
capital projects consistent with each current Utility System Plan and several projects of general scope including
renewal and rehabilitation, capital upgrades, response to growth and other system needs.

I. GENERAL POLICIES

A. Fiscal Stewardship

The Waterworks Utility funds and resources shall be managed in a professional manner in
accordance with applicable laws, standards, city financial practices and these Financial Policies.

Discussion:

It is incumbent on Utility management to provide professional fiscal management of utility funds and
resources. This requires thorough knowledge of and conformance with the city financial management
processes and systems as well as applicable laws and standards. It also requires on-going monitoring of
revenues and expenses in order to make decisions and report to city officials, as needed, regarding the
status of Utilities financing. Independent financial review, analysis and recommendations should be
undertaken as needed.
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B. Self-sufficient Funding

Each Utility shall remain a self-supporting enterprise fund.

Discussion:

The revenues to each Utility primarily come from customer charges dependent on established rates. State
law requires that utility funds be used only for utility purposes. Since each Utility has somewhat differing
service areas, it is essential for ratepayer equity that they be kept financially separate and accountable. The
city's General Fund can legally contribute to the Utility funds but does not. The city budgeting process
includes a balanced and controlled biennial Utility budget. This requires careful preparation of expense and
revenue projections that will be reviewed by city management, the Environmental Services Commission,
the general public and the City Council prior to approval of any change in Utility rates.

C. Comprehensive Planning Policies

The Water Utility System Plan shall be updated every six years as required by state statute; the
Wastewater and Storm & Surface Water System Plans shall be updated as required by changed
conditions or state statute, between every six to ten years. All Utility system plans shall use a 20-year
planning horizon or greater, and shall consider life cycle costs to identify funding needs. Studies to
analyze specific geographic areas or issues, such as Storm & Surface Water sub-basin plans,
Wastewater capacity and flow studies, or Water pressure zone studies will be completed as required
using similar criteria for planning infrastructure needs.

Substantial portions of the city utility systems were constructed in the 1950's and 1960's. These systems are
approaching the end of their useful life as illustrated on the following Exhibit 1 - Watermain Replacement
Spending and Exhibit 2 - Sewer main Replacement Spending. The storm & surface water infrastructure is
of similar age but has not been graphed. It most likely has a relatively shorter expected life span. The object
is to determine and follow a survivor curve replacement schedule rather than the replacement schedule
based on age alone. Assumptions for survivor curves and useful lives are revisited periodically. These were
assessed in 2004 and updated for the most recent engineering and financial findings. Significant changes
include the adjustment of replacement costs to current price levels, categorization of pipe assets based on
expected useful lives, and replacement of major non-pipe Utility assets such as pump stations and
reservoirs. The Exhibits illustrate an example survival replacement curve based on preliminary estimates
only. As real needs are determined, they will replace the estimated curves. Renewal and/or replacement
will require substantial reinvestment in the future and have major rate impacts if large portions of the
systems have to be replaced in relatively short periods of time. The actual useful life of underground
utilities is difficult to determine and the best available data is needed to be able to plan for the orderly and
timely renewal and/or replacement. For this purpose, the comprehensive plans need to have at least 20 year
planning horizons and must address the aging of the Utility systems.

Long term system planning for the Utility systems is required in order to assure that future financial needs
are anticipated and equitable funding plans can be developed. In order to keep funding plans current, utility
system plans need to be updated between six and ten years. State law requires six years for water system
plans. Wastewater system plans are not mandated to be updated on a six year cycle, however updating them
between six and ten years is the common standard of practice. Stormwater system plans similarly have no
state or federal mandate for updating, however with the implementation of the NPDES General Permit, it is
reasonable to expect significant changes within two 5-year permit terms to warrant a system plan update.
Depending on the significance of the changes, the Storm system plan may require updating sooner than
after two 5-year permit cycles. These Financial Policies will be reviewed and updated as needed.
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Exhibit 1
Watermain Replacement Spending

(Based on 75-Year Expected Asset Life)

Based on year built Based on year built & survivor curves
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Sewermain Replacement Spending

(Based on 75-Year Expected Asset Life)

Based on year built Based on year built & survivor curves
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II. CAPITAL INVESTMENT PROGRAM POLICIES

A. General Scope

The Utilities Capital Investment Program (CIP) will provide sufficient funds from a variety of
sources for implementation of both short- and long-term capital projects identified in each Utility
System Plan and the city-wide Capital Investment Program as approved by the City Council.

Financial planning for long-term capital investment shall be based on principles that result in smooth
rate transitions, maintain high credit ratings, provide for financial flexibility and achieve inter-
generational equity.

Discussion:

These near-term capital projects are usually identified in each Utility system plan which also provides the
criteria and prioritization for determining which projects will be constructed. Several projects of general
scope are also included to allow for on-going projects that are less specifically identified due to their more
inclusive nature.

In addition to these near-term projects, funding should be provided for long-term capital reinvestment in
the system to help minimize large rate impacts as the systems near the end of their useful life and have to
be renewed or replaced. Ordinance No. 4783 established a Capital Facilities Renewal & Replacement
(R&R) Account for each Utility to provide a funding source for this purpose. Other policies describe how
this Account is to be funded and expended.

A reinvestment policy by itself, without some form of planned and needed expenditure, could lead to
excessive or unneeded expenditures, or conversely unnecessary accumulations of cash reserves. The
reinvestment policy needs to tie the planned expenditures over time with a solid, long-term financial plan
that is consistent with these policies.

The actual needs for the renewal/replacement expenditures should relate to the on-going need to minimize
system maintenance and operating costs consistent with providing safe and reliable service, the age and
condition of the system components, and any regulatory or technical obsolescence. In essence, plant should
be replaced when it is needed and before it fails. As such, the goal setting measure of how much is an
appropriate annual or periodic reinvestment in renewals and replacement of existing assets should be
compatible with the age and condition of the infrastructure and its particular circumstances.
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B. Funding Levels

Funding for capital investments shall be sustained at a level sufficient to meet the projected 20-year
(or longer) capital program costs.

Funding from rate revenues shall fund current construction and engineering costs, contributions to
the Capital Facilities Renewal and Replacement (R&R) Account, and debt service, if any.

Inter-generational equity will be assured by making contributions to and withdrawals from the R&R
Account in a manner which produces smooth rate transitions over a 20-year (or longer) planning
period.

On an annual basis, funding should not fall below the current depreciation of assets expressed in
terms of historical costs less any debt principal payments.

Discussion:

These policies are based on the experience gained by developing a long-term Capital Replacement Funding
Plan. In absence of such a plan, the range of capital investment funding should fall between the following
minimum and maximum levels:

The minimum annual rate funding level would be based on the current depreciation of assets expressed in
terms of historical costs, less any debt principal payments.

The maximum annual rate funding level would be based on the current depreciation of assets expressed in
terms of today's replacement costs, less any debt principal payments.

The minimum level based on historical cost depreciation approximates the depletion of asset value. Some
of the cost may already be in the rates in the form of debt service. Depreciation less debt principal
repayment provides a minimum estimate of the cost of assets used. Any funding level below this amount
defers costs to future rate payers and erodes the Utility’s equity position, which puts the Utility’s financial
strength and viability at risk.

The maximum level based on replacement cost depreciation represents full compensation to the utility, in
terms of today's value, for the depletion of assets. The replacement cost depreciation, again less debt
principal repayment, provides a ceiling to an equitable definition of "cost of service".

The purpose of long-term capital reinvestment planning is to establish a target funding level which is based
on need and to assure that funds will be available for projected capital costs in an equitable manner. The
best projection of the needed capital reinvestment is based on a "survival curve" approach, approximating
the timing and cost of replacing the entire system. This defines the projected financial needs and allows
determination of equitable rate levels, funding levels for current capital construction and engineering,
contributions to and withdrawals from the R&R Account, and the use of debt, if any. It also provides a
means to project depreciation on both historical cost and replacement cost basis which are used to calculate
minimum and maximum funding levels, debt to fixed asset ratios, and debt coverage levels, if debt is used.
These later measures can be used to assure that the financial plan meets conventional standards.
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C. Use of Debt

The Utilities should fund capital investment from rates and other revenue sources and should not
plan to use debt except to provide rate stability in the event of significantly changed circumstances,
such as disasters or external mandates.

Resolution No. 5759 states that the City Council will establish utility rates/charges and
appropriations in a manner intended to achieve a debt service coverage ratio (adjusted by including
city taxes as an expense item) of approximately 2.00". Please note that the Moody’s Investor Services
rating should be Aa2 (not Aa as stated in Resolution No. 5759).

Discussion:

The Utilities are in a strong financial position and have been funding the Utility Capital Investment
Program from current revenues for a number of years. The current 20 year and 75 year capital funding
plans conclude that the entire long-term renewal and replacement program can be funded without the use of
debt if rates are planned and implemented uniformly over a sufficient period. Customers will pay less over
the long-term if debt is avoided, unless it becomes truly necessary due to unforeseen circumstances such as
a disaster or due to changes in external mandates. Having long-term rate stability also assures inter-
generational equity without the use of debt because the rate pattern is similar to that achieved by debt
service.

Use of low interest rate debt such as the Public Works Trust Fund loans, by offering repayment terms
below market rates, investment earnings or even inflation, should be viewed as a form of grant funding.
When available or approved, such sources should be preferred over other forms of rate or debt funding,
including use of available resources. Since such reserves would generate more interest earnings than the
cost of the loan, the city's customers would be assured to benefit from incurring such debt.
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D. Capital Facilities Renewal & Replacement (R&R) Account

1. Sources of Funds

Revenues to the R&R Account may include planned and one-time transfers from the operating
funds, transfers from the CIP Funds above current capital needs, unplanned revenues from other
sources, Capital Recovery Charges, Direct Facility Connection Charges and interest earned on the
R&R Account.

2. Use of Funds

Funds from the R&R Account shall be used for system renewal and replacement as identified in the
CIP. Because these funds are invested, they may be loaned for other purposes provided repayment is
made consistent with the need for these funds and at appropriate interest rates. Under favorable
conditions, these funds may be loaned to call or decrease outstanding debt.

3. Accumulation of Funds
The R&R Account will accumulate high levels of funds in advance of major expenses. These funds
will provide rate stability over the long-term when used for this purpose and should not be used for
rate relief.

Discussion:

Revenues from Capital Recovery Charges, Direct Facility Connection Charges and interest earned on the
R&R Account are deposited directly into the R&R Account. Other transfers are dependent on the long-term
financial forecast, current revenues and expenses, and CIP cash flows. The long-term financial forecast
projects a certain funding level for the transfers to the CIP and the R&R Accounts. Rates should be
established consistent with this long-term financial plan and will generate the funds for such transfers.
Setting rates at lower levels may result in current rate payers contributing less than their fair share for long-
term equity.

R&R Account funds must only be used for the purpose intended; that is, the long-term renewal and
replacement of the utility systems. They may be used for other purposes if it is treated as a loan, which is
repaid with appropriate interest in time for actual R&R needs for those funds.

These accounts are each projected to accumulate tens of millions of dollars in order to meet the anticipated
costs for the actual projects at the time of construction. It is the intent of these policies that these reserve
funds will not be used for other purposes or to provide rate relief because that would defeat the long-term
equity and could lead to the need for the use of debt to fund the actual needs when they occur.
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III. SYSTEM EXPANSION AND CONNECTION POLICIES

A. Responsibilities

Those seeking or who are required to have Utility service are responsible for extending and/or
upgrading the existing Utility systems prior to connecting.

Discussion:

It is the responsibility of the party seeking Utility service to make and pay for any extensions and/or
upgrades to the Utility systems that are needed to provide service to their property. The extensions or
upgrades must be constructed to city standards and requirements. This is typically accomplished through a
Developer Extension Agreement with the city wherein requirements are documented, standards are
established, plans are reviewed, and construction is inspected and approved. Service will not be provided
until these requirements are met.

The philosophical underpinning of this policy is that “growth pays for growth”. Historically, developers
constructed much of the city’s utility infrastructure. If the infrastructure eventually would benefit more than
the initial developer, the Utility signed a Latecomer Agreement to reimburse the original financier from
charges to those connecting and receiving benefit at a later point in time. When the cost to extend and/or
upgrade the system to accommodate development or redevelopment is beyond the means of a single
developer, the Utility has employed a variety of methods to assist in the construction of the necessary
infrastructure. Local Improvement Districts (LID’s) historically have been used to provide financing for
infrastructure for new development, with the debt paid over time by the property owners. Most of the older
Utilities infrastructure was financed by this method.

The Utility has in some cases up-fronted the infrastructure construction for new development or
redevelopment from rate revenues which are later reimbursed with interest, in whole or in part, by
subsequent development through direct facility connection charges (see Cost Recovery Policy). Examples
are the water and sewer infrastructure for Cougar Mountain housing development and Central Business
District (CBD) redevelopment. Another example is the use of the Utility’s debt capacity to provide for
development infrastructure whereby the city sells bonds at lower interest rates than can private
development, constructs the infrastructure, and collects a rate surcharge from the benefited area to pay off
the bonds. Examples of this type of financing include the Lakemont development drainage infrastructure
and the Meydenbauer Drainage Pipeline in the CBD.

B. Cost Recovery

The Utility shall establish fees and charges to recover Utility costs related to: (1) development
services, and (2) capital facilities that provide services to the property.

The Utility may enter into Latecomer Agreements with developers for recovery of their costs for
capital improvements, which benefit other properties in accordance with state law. The Utility will
add an administrative charge for this service.

Discussion:

In general, Utility costs related to development services are recovered through a variety of fees and
charges. There are fixed rates for some routine services based on historical costs and inflation. There are
fixed plus direct cost charges and applicable overhead for developer extension projects to cover the lengthy
but variable level of development review and inspection typically required to implement these projects.
These rates are reviewed periodically to ensure that the cost recovery is appropriate.
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When the means of providing the infrastructure to serve a new development or redevelopment are beyond
the means of a single developer, the Utility may elect to assist the developer by using: LID’s, Latecomer
Agreements, special debt (to be paid by special rate surcharges), up-fronting the costs from Utility rate
revenues (to be reimbursed by future developers with interest through direct facility connection charges), or
other lawful means. It is the intent of this policy to fully recover these costs, including interest, so as to
reimburse the general rate payer.

Latecomer charges allow cost recovery for developers and private parties, for facilities constructed at their
own expense and transferred to the Utility for general operation. Properties subsequently connecting to
those systems will pay a connection charge that will be forwarded to the original individual or developer or
the current owner depending on the terms of the Latecomer Agreement. The Utility collects an overhead
fee on this charge for processing the agreements and repayments.

C. Use of Revenues

All capital-related revenues such as Capital Recovery Charges and Direct Facility Connection
Charges should be deposited in the Capital Facilities Renewal & Replacement Accounts.

Discussion:

Capital Recovery Charges are collected from all newly developed properties in the form of monthly rate
surcharges over a ten-year period to reimburse the Utility for historical costs that have been incurred by the
general rate base to provide the necessary facilities throughout the service area. These Capital Recovery
Charges should be deposited in the Capital Facilities Renewal & Replacement Accounts.

Direct Facility Connection Charges are collected for capital improvements funded by the city as described
above in Section 2 under Cost Recovery. The total cost of the improvement is allocated to the area of
benefit and distributed on an equitable basis such as per residential equivalent unit. Interest is collected in
accordance with state law.

D. Affordable Housing Consideration

The Utility shall base connection charges on the number of units allowed under the basic zoning.
Only incremental cost increases will be charged to affordable housing units.

Discussion:

The city has adopted bonus density incentives for developers to build units specifically for affordable
housing. Under historical practices these additional units would have been charged the same connection fee
as all other units, resulting in a lower cost per unit for all units. While this is fair, it does not create any
incentive to develop affordable housing. By charging only the incremental increased facility cost to the
affordable housing units, all developers who include an affordable housing component will experience no
increase in cost because of the affordable bonus density units. The cost per unit for affordable units is
thereby reduced. The cost per unit for all other units, based on underlying land use zoning, remains
unchanged.

IV. RATE POLICIES

A. Rate Levels

Rates shall be set at a level sufficient to cover current and future expenses and maintain reserves
consistent with these policies and long-term financial forecasts.
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Changes in rate levels should be gradual and uniform to the extent that costs (including CIP and
R&R transfers) can be forecast.

Cost increases or decreases for wholesale services shall be passed directly through to Bellevue
customers.

Local and/or national inflation indices such as the Consumer Price Index (CPI) shall be used as a
basis for evaluating rate increases.

At the end of the budget cycle, fund balances that are greater than anticipated and other one-time
revenues should be transferred to the R&R account until it is shown that projected R&R account
funds will be adequate to meet long-term needs, and only then used for rate relief.

Discussion:

A variety of factors including rate stability, revenue stability, the encouragement of practices consistent
with Utility objectives and these Waterworks Utility Financial Policies are considered in developing Utility
rates. The general goal is to set rates as low as possible to accomplish the on-going operations,
maintenance, repair, long-term renewal and replacement, capital improvements, debt obligations, reserves
and the general business of the Utility.

Long-range financial forecast models have been developed for each of the Utilities, which include
estimated operating, capital and renewal/replacement costs for a 75-year period in order to plan for funding
long-term costs. Operating costs are assumed to remain at the same level of service and don’t include
impacts of potential changes due to internal, regional or federal requirements. Capital costs, including
renewal/replacement, are projected based on existing CIP costs and approximated survival curves for the
infrastructure. The models are used to project rate levels that will support the long-term costs and to spread
rate increases uniformly over the period. This is consistent with the above policy that changes in rate levels
should be gradual and uniform. Uniform rate increases help ensure that each generation of customers bears
their fair share of costs for the long-term use and renewal/replacement of the systems.

The biennial budget process provides an opportunity to add to or cut current service levels and programs.
The final budget, with the total authorized expenses including transfers to the CIP Fund and the R&R
Account, establishes the amount of revenue required to balance the expenses. A balanced budget is
required. The budgeted customer service revenue determines the level of new rates. For example, if the
current rates do not provide sufficient revenues to meet the projected expenses, the costs have to be reduced
or the rates are increased to make up the shortfall.

For purposes of these policies, wholesale costs are defined as costs to the Utilities from other regional
agencies such as the Seattle Public Utilities and/or the Cascade Water Alliance (CWA), and King County
Department of Natural Resources for sewer treatment and any agreed upon Storm & Surface Water
programs. Costs which are directly based on the Utilities' revenues or budgets such as taxes, franchise fees
and reserve levels that increase proportionally to the wholesale increases are included within the definition
of wholesale costs.

B. Debt Coverage Requirements

Utility rates shall be maintained at a level necessary to meet minimum debt coverage levels
established in the bond covenants and to comply with Resolution No. 5759 which establishes a target
coverage ratio of 2.00.

Discussion:
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In 1994, the council adopted Resolution No. 5759 that established a policy, which mandates the Utilities to
maintain a target combined debt coverage ratio of approximately 2.00, to further protect the city's
historically favorable Utility revenue bond ratings.

C. Frequency of Rate Increases

Utility rates shall be evaluated annually and adjusted as necessary to meet budgeted expenses
including wholesale cost increases and to achieve financial policy objectives.

Discussion:

In 1996, the city changed to a biennial budget process and adopted a two-year Utilities budget including
separate rates for 1997 and 1998. This practice will continue on a biennial basis. However, Utility rates will
be evaluated on an annual basis and adjusted as necessary to ensure that they are effectively managed to
achieve current and future financial policy objectives. Annual rate reviews will include preparation of
forecasts covering a twenty-year period for Utility revenues, expenditures, reserve balances and analysis of
the impact of various budgetary elements (i.e. CIP transfers, R&R Account transfers, debt service costs,
debt coverage levels, operating expenses, and reserves) on both current and future rate requirements.

D. Rate Structure - Sewer

The Sewer Utility rate structure will be based on a financial analysis considering cost-of-service and
other policy objectives, and will provide for equity between customers based on use of the system and
services provided.

Discussion:

In 1993, a Sewer Rate Study was performed that resulted in the council approval of a two-step, volume-
based rate structure for single-family customers based on winter average metered water volumes instead of
the traditional flat rate structure. Flat rate structures were seen as inequitable to low-volume customers who
paid the same amount as high volume customers. Rates are based on the level of service used, rather than
the availability of service.

The revenue requirements are based on the "average" single-family winter average volume calculated
annually from the billing database. The charge for an individual customer is based on their winter average
and then charged at that level each bill for the entire year to avoid charging for irrigation use. The
customer's winter average is based upon the prior year's three winter bills because the current year's bills
include winter months, which would result in the average constantly changing. Customers without prior
winter averages to use for a basis are charged at the "average" volume until they establish a “winter-
average” or sufficient evidence that their use is significantly different than the "average".

E. Rate Structure - Storm & Surface Water

The Storm & Surface Water Utility rate structure will be based on a financial analysis considering
cost-of-service and other policy objectives, and will provide adjustments for actions taken under
approved city standards to reduce related service impacts.

Discussion:

In the existing Storm & Surface Water rate structure, customer classes are defined by categories of
development intensity, i.e., undeveloped, lightly developed, moderately developed, heavily developed and
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very heavily developed. Based on theoretical run-off coefficients for each of these categories, higher rates
are charged for increasing degrees of development to reflect higher run-off resulting from that
development. Under this structure, billings for both residential and non-residential customers are
determined by total property area and rates assigned to applicable categories of development intensity.
Customers providing on-site detention to mitigate the quantity of run-off from their property receive a
credit equal to a reduction of one rate level from their actual development intensity. Property classified as
"wetlands" is exempt from Storm & Surface Water service charges.

Large properties, over 35,000 square feet, with significantly different levels of intensity of development
may be subdivided for rate purposes in accordance with Ordinance No. 4947. In addition, properties with
no more than 35,000 square feet of developed area in the light and moderate intensity categories may, at the
option of the owner, defer charges for that portion of the property in excess of 66,000 square feet. The
property owner may apply for a credit against the Storm & Surface Water charge when they can
demonstrate that the hydrologic response of the property is further mitigated through natural conditions, on-
site facilities, or actions of the property owner that reduce the city’s costs in providing Storm & Surface
Water quantity or quality services.

Future design of a water quality rate component will also use cost-of-service principles to assign defined
water quality costs to customer classes, according to their proportionate contribution to Utility service
demand. It is anticipated that these rate structure revisions will also provide financial incentives to
customers taking approved actions to mitigate related water quality impacts.

F. Rate Structures - Water

The water rate structure will be based on a financial analysis considering cost-of service and other
policy objectives, and shall support water conservation and wise use of water resources.

Discussion:

The water rate structure consists of fixed monthly charges based on the size of the customer’s water meter
and volume charges, which vary according to customer class and the actual amount of water that the
customer uses. There are three different meter rate classifications: domestic, irrigation and fire standby. The
different charges are based on a cost-of-service study.

State law and the wholesale water supply contract require the Utility to encourage water conservation and
wise use of water resources. Seattle first established a seasonal water volume rate structure for this purpose
in 1989 with higher rates in the summer than in the winter. In 1990, based on a water rate study and the
desire to provide a conservation-pricing signal to our customers, the city adopted an increasing block rate
structure for local volume rates. The rate structure was revised in 1991 to pass through an increase in
wholesale water costs, which also included a higher seasonal water rate for summer periods. The block
water rate structure was revised again in 1997 and in 2015, to incorporate new cost-of-service results.

An increasing block rate structure, charges higher unit rates for successively higher water volumes used by
the customer. The current rate structure has four rate steps for single-family customers, based on metered
water volumes. All irrigation-metered water is charged at a separate, higher rate. Because multi-family and
commercial classes do not fit well in an increasing block rate approach due to wide variations in their size
and typical water use requirements, seasonal rates, with and without irrigation, were established for these
customers. This rate structure will be thoroughly reviewed, as more historical information is available on
the effect of the increasing block and seasonal rate structure.

In 1997, an additional category of fire protection charges was added for structures and facilities that benefit
from the city water system but are not otherwise being charged for water service. For example, a number of
homes are on private wells but are near a city-provided fire hydrant and enjoy the additional benefit of fire
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protection yet didn’t pay for the benefit on a water bill. The charge is based on an equivalent meter size that
would normally serve the facility. It also applies to facilities that have terminated water service but still
stand and require fire protection, such as homes or buildings that are not occupied.

G. Rate Equity

The rate structure shall fairly allocate costs between the different customer classes. Funding of the
long-term Capital Investment Program also provides for rates that fairly spread costs over current
and future customers.

Discussion:

As required under state law, Utility rates will provide equity in the rates charged to different customer
classes. In general, rates by customer class are designed to reflect the contribution by a customer group to
system-wide service demand, as determined by cost-of-service analysis. The RCW also authorizes utility
rates to be designed to accomplish "any other matters, which present a reasonable difference as a ground
for distinction". For example, increasing water rates for irrigation and higher levels of use is allowed to
encourage the wise use and conservation of a valuable resource. Formal rate studies are periodically
conducted to assure ongoing rate equity between customer classes and guide any future rate modifications
necessary to support changing Utility program or policy objectives.

Contributions from current rates to the R&R Account also provide equity between generations of rate
payers by assuring that each user pays their fair share of capital improvements, including renewal and
replacement, over the long-term. (See sections B and D under the Capital Investment Program Policies).

H. Rate Uniformity

Rates shall be uniform for all utility customers of the same class and level of service throughout the
service area. However, special rates or surcharges may be established for specific areas, which
require extraordinary capital investments and/or maintenance costs. Revenues from such special
rates or surcharges and expenses from capital investments and/or extraordinary maintenance shall
be accounted for in a manner to assure that they are used for the intended purposes.

Discussion:

The city Water and Sewer Utilities originally formed by assuming ownership of three separate operating
water districts and two sewer districts. In the assumption agreements, each included a provision that
requires the Utility to uniformly charge all customers of the same class throughout the entire service area.
The basic rates are set for all customers, inside and outside of the city, except for local utility taxes in
Bellevue and Medina, and franchise fees in Clyde Hill, Hunts Point, Medina, and Yarrow Point. Unlike the
Water and Sewer Utilities, the Storm & Surface Water Utility only serves areas within the city limits.

Under state law, Utilities are required to charge uniform rates to all customers in a given customer class,
regardless of property location within the service area. The only exception permitted is for certain low-
income customers (see below).

However, when conditions in particular service areas require extraordinary capital improvement or
maintenance costs to be incurred, special rates or surcharges may be adopted to recover those costs directly
from properties contributing to the specific service demand, instead of assigning that cost burden to the
general Utility rate base. This will only apply for costs above and beyond normal operations, maintenance
and capital improvements. For example, rate surcharges were used to recover debt service costs for capital
facilities in Lakemont and the CBD. An additional rate surcharge for Lakemont properties was collected for
extraordinary maintenance costs of the storm water treatment facility.
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I. Rate Assistance

Rate assistance programs shall be provided for specific low-income customers as permitted by state
law.

Discussion:

Continual increases in all utility rates have had a significant impact on low-income customers. The city has
adopted a rate discount or rebate program for disabled customers and senior citizens over 62 years old and
with income below certain levels as permitted under state law and defined in Ordinance No. 4458. It has
two levels, one discounting Utility rates by 40 percent and the other level by 75 percent, based on the
customer's income level. Customers that indirectly pay for Utility charges through their rent can obtain a
rebate for the prior year's Utility charges on the same criteria. The city also rebates 100 percent of the
Utility Tax for these customers. The cost of this program is absorbed in the overall Utility expenses and is
recovered through the rate base. The General Fund provides for the Utility tax relief.

There are other low-income customers who are less than 62 years old and currently receive no Utility rate
relief. However, the city has instituted a separate rebate of Utility taxes for qualified low-income citizens.

V. OPERATING RESERVE POLICIES

A. Operating Reserve Levels

The Utilities' biennial budget and rate recommendations shall provide funding for working capital,
operating contingency, and plant emergency reserve components on a consolidated basis in
accordance with the attached Summary of Recommended Consolidated Reserve Levels table and as
subsequently updated.

Discussion:

Utility resources not spent for operations remain in the fund and are referred to as reserves. At the end of
each year, these funds are carried forward to the next year's budget and become a revenue source for
funding future programs and operations. Under the terms of this policy, the Utility budget is targeted to
include a balance of funds for the specific purposes stated above. While included in the total operating
budget, these reserves will only be available for use pursuant to these reserve policies. Setting aside these
budget resources in the reserve balance will help to ensure continued financial rate stability in future Utility
operations and protect Utility customers from service disruptions that might otherwise result from
unforeseen economic or emergency events.

The working capital reserve is maintained to accommodate normal cyclical fluctuations within the two month
billing cycle and during the budget year. These are higher for Water than for Sewer and Storm & Surface
Water due to more variable revenues and expenditures. They are described in terms of a number of days of
working capital as a percentage of a full-year’s budget.

The operating contingency reserve protects against adverse financial performance or budget performance
due to variations in revenues or expenses. Again, the Water Utility is most susceptible to year-to-year
variations in water demand. They are described in terms of percentages of budgeted wholesale costs and
operations and maintenance (O&M) costs.

The plant emergency contingency reserve provides protection against a system failure at some reasonable
level. The Storm & Surface Water Utility requires the largest reserve due to the risk of major flood damage
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to Utility facilities. Water and Sewer Utilities protect against the cost of a major main break or failure.
These do not protect against the loss of facilities that are covered by the city's Self-Insurance to which the
Utilities pay annual premiums nor are they sufficient to respond to a major disaster, such as a major
earthquake.

The reserves of the three utilities have historically been treated separately. This protects against cross-
subsidy, thereby retaining rate equity for each utility, each of which has different customers. However, it
results in higher reserve targets, with more funds retained than otherwise may be needed. Sharing risks
among utilities can reduce reserves. This does not require that reserves actually be consolidated into a
single fund, but simply that individual reserve targets reflect the strength provided by the availability of
cross-utility support. Under the "consolidated" scenario, cash shortfalls in one reserve could be funded
through inter-utility loans, to be repaid from future rates. The likelihood that a serious shortfall would occur
in more than one fund at the same time is slight and the benefits of lower overall reserve levels will benefit
rate payers. Also, the rate policies and the debt coverage policy will ensure that there will be a strong
financial response to any significant shortfall. The risk is considered a prudent financial policy.
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For this purpose, O&M costs are the entire annual operating budget of the Utility less the annual debt
service, Capital Investment Program transfers and R&R Account transfers. Independent reserve levels are
the levels that would be required by an individual Utility Fund (Water, Sewer and Storm & Surface Water)
at any point in time to cover financial obligations if any one of the three reserve components where called
for; i.e., working capital, operating contingency or plant emergency. At any single time, the full
independent reserve levels should be available for the individual stated purpose, again because it is unlikely
that all three components would be called for at once. For example, the Water Utility needs $100,000
available for an emergency repair but it is not likely that the Sewer Utility will need $100,000 and the
Storm & Surface Water Utility will need $500,000 all at the same point in time.

The consolidated basis is for budget and rate setting purposes only, to reduce the total revenue requirement
by considering the reserve risk shared between the three utilities. The dual reserve levels should be
considered as circumstances evolve.

In 2004, the Financial Consulting Solution Group (FCSG) performed an analysis of recommended changes
to the Water Utility’s working capital and operating contingency reserves to reflect the new wholesale
water contract with CWA and to update reserve levels for current conditions. Under the new contract,
billing practices for wholesale costs have changed as follows:

1. CWA payment occurs before the associated revenues are collected, resulting in a greater lag
between wholesale expense and when revenues are collected.

2. CWA payments are distributed over the whole year based on predetermined percentages and not
based on actual consumption during the year. Due to seasonal revenue variation, there is an
accumulative deficit in revenues prior to the peak revenue period.

In addition, the total costs to Bellevue are now largely fixed for the year due to the “take or pay” nature of
the contract between CWA and Seattle Public Utilities. This shifts the risk during a poor water sales year to
the city since there will not be a corresponding reduction in water purchase costs when water sales are
down.

Changes in both billing practices as well as the fixed nature of the wholesale costs will result in an increase
in required reserves for working capital and operating contingency for the Water Fund.

As part of their 2004 analysis, FCSG recommended increasing working capital operating reserve
requirements for the Water fund from 48 days of budgeted O&M costs (excluding debt service and capital
funding) to 70 days. The change was primarily related to an expected increase in seasonal revenue variation
resulting from Cascade’s fixed monthly billing percentages. However, our experience has been that since
implementing the change in 2005 there has been essentially no increase in seasonal revenue variation. As a
result, beginning in 2011, working capital operating reserve requirements for the Water fund will be
reduced from 70 days of budgeted O&M costs (excluding debt service and capital funding) to the original
level of 48 days.

B. Management of Operating Reserves

Related to the recommended target reserve levels, a working range of reserves is established with
minimum and target levels. Management of reserves will be based on the level of reserves with
respect to these thresholds, as follows:

Above target - Reserve levels will be reduced back to the target level by transferring excess funds to the
R&R Accounts in a manner consistent with the long-range financial plan.

Between Minimum and Target - Rate increases would be imposed sufficient to ensure that: 1) reserves
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would not fall below the minimum in an adverse year; and 2) reserves would recover 50% of the
shortfall from target levels in a normal year. Depending on the specific circumstances, either of these
may be the constraint, which defines the rate increase needed.

Below Minimum - Rate increases would be imposed sufficient to ensure that even with adverse financial
performance, reserves would return at least to the minimum at the end of the following year. To
meet this "worst case" standard, a year of normal performance would be likely to recover reserve
levels rapidly toward target levels.

Negative Balance - Reserves would be borrowed from another utility to meet working capital needs.
Similar to the "below minimum" scenario, rate increases would be imposed sufficient to ensure that
even with adverse financial performance, reserves would return from the negative balance to at least
the minimum target at the end of the following year, which would allow for loan repayment within
that time frame.

Discussion:

"Adverse financial performance" or "worst case" are defined by the 95% confidence interval based on
historical patterns. The worst-case year is currently defined as a year with sales volumes 15% below the
sales volume for a normal year. This was determined by using statistical measurements of sales volumes for
18 years with a 95% confidence interval. That is, in any given year there is only a 5% chance that the
worst-case year would be more than 15% below the normal year. Another way to say the same thing is that
in 19 out of 20 years the worst case year would not be more than 15% below the normal year.

Maintaining the 95% confidence interval, as more and more data becomes available, a worst case year
could change upward or downward from the 15% variation from a normal year.

The recommended reserve policies are premised on the vital expectation that reserves are to be used and
reserve-levels will fluctuate. Although budget and rate planning are expected to use the target reserve
number, reserve levels planned to remain static are by definition unnecessary. It is therefore important to
plan for managing the reserves within a working range between the minimum and target levels as stated in
the above policies. There may be situations in short-range financial planning where reserves are maintained
above target levels to overcome peaks in actual expenses.

In the event of an inter-utility loan, the balance for the borrowing utility would essentially be any cash
balance less the amount owed. The lending utility would count the note as a part of its reserves, so that it
does not unnecessarily increase rates to replenish reserves that are loaned.

In this management approach, there is still a risk that a major plant emergency could exceed the amount
reserved. Such a major shortfall would require rate action to assure a certain level of replenishment in one
year. To avoid rate spikes due to this type of action, they should be considered on a case-by-case basis.
This will provide the flexibility to use debt or capital reserves in lieu of operating reserves to cover the cost
and allow a moderated approach to replenishing reserves out of rates.
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C. Asset Replacement Reserves

Utility funds will maintain separate Asset Replacement Accounts to provide a source of funding for
future replacement of operating equipment and systems.

Anticipated replacement costs by year for the upcoming 20-year period, for all Utility asset and
equipment items, will be developed as a part of each biennial budget preparation process. Budgeted
contribution to the Asset Replacement Account will be based on the annual amount needed to
maintain a positive cash flow balance in the Asset Replacement Account over the 20-year forecast
period. At a minimum, the ending Asset Replacement Account balance in each Utility will equal, on
average, the next year’s projected replacement costs for that fund.

The Utilities Department will observe adopted Equipment Rental Fund (ERF) and Information
Services budget policies and procedures in formulating recommendations regarding specific
equipment items to be replaced.

Discussion:

Providing reserves for equipment and information technology systems replacement allows monies to be set
aside over the service life of these items to pay for their eventual replacement and alleviate one-time rate
impacts that these purchases might otherwise require. Annual revenues set aside for this purpose will be
based on aggregate Utility asset replacement cash flow needs over the long-term forecast period, instead of
individual asset replacement amounts. This strategy will allow Utilities to minimize the progressive build-
up of excess Asset Replacement Account balances that would result from creating and funding separate
reserve accounts for individual Utility asset and equipment items.

716 2019-2020 City of Bellevue Budget


