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PREFACE - STRATEGIC BUSINESS PLAN COMPARISON

The 2018-2023 Strategic Business Plan Update sets a six-year rate and service path for Seattle Public
Utilities, with a built-in three-year review and update. The SBP was proposed before this rate study, but
the two were quickly brought in sync. Updated assumptions regarding wholesale revenue, and the
resulting decreases in retail rates, were incorporated into the SBP. As a result, the Strategic Business
Plan and this rate study use the same assumptions and result in the same retail rate path.

The Strategic Business Plan Update was adopted by Council on 11/17/2017 with the passage of
Resolution 31760.

Table P-1 compares the rate paths of the original SBP proposal, the rate study proposal, and the
adopted rate study/SBP.

Table P-1
Comparison of Proposed and Adopted Retail Water Rates
2018 2019 2020 2021 2022 2023

Proposed Strategic Business Plan Update 3.5% 4.1% 5.2% 5.3% 4.1% 5.6%
Proposed Water Rate Study Proposal 3.0% 3.5% 4.0% 5.2% 4.2% 5.1%
Adopted SBP/Water Rates* 1.9% 2.5% 3.7% 5.0% 4.1% 5.0%

* Water Rates were formally adopted for 2018 - 2020. Adopted SBP rates for 2021 - 2023 are non-binding.

- 4 - PREFACE - STRATEGIC BUSINESS PLAN COMPARISON
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1. EXECUTIVE SUMMARY

The water system is financed through an enterprise fund of the City of Seattle that is wholly supported
by rate and fee revenues related to water service. In any given year, these rates and fees must be
sufficient to pay the total costs of the water system and meet adopted financial targets. This total cost is
known as the water system revenue requirement. The majority of the water system’s revenues are
from direct service (“rates”) revenues from wholesale and retail customers. Wholesale contracts
determine the amount SPU charges for wholesale service in a given year. Thus, retail water rates and
other revenues are the “balancing entries” that generate the difference between each year’s total water
system revenue requirement and wholesale revenues.

This study focuses on proposed retail water rates. Chapter 1 provides an overview of proposed changes
to the revenue requirement and their drivers, bill impacts, and projected financial performance. Chapter
2 gives an overview of adopted financial policy targets used in the development of the revenue
requirement. Chapter 3 provides additional detail on the various components of the proposed revenue
requirement, including a discussion of demand and the low-income rate assistance program. Chapter 4
discusses how the proposed revenue requirement is allocated between different customer classes.
Chapter 5 presents proposed rates by customer class, as well as an overview of the rate design, or rate
structure, for each class. The Appendices present additional supporting data.

The proposed retail rates support increases to the retail rate revenue requirement of $8.5 million in
2018, $4.1 million in 2019, and $7.0 million in 2020, for a combined $19.7 million over the three-year
period. Table 1-1 presents the change in the retail revenue requirement and the monthly impact of
proposed rate increases on typical residential customers and a sampling of general service customers.
The proposed rates will affect customer bills to varying degrees depending on the volume of water used.

- 5 - Executive Summary
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Table 1-1
Approved Water System Revenue Requirement and Bill Impacts
2017* 2018 2019 2020
Adopted Proposed Change from Proposed Change from Proposed Change from
2017 2017 2019

Retail Rate Revenue Requirement  $195,359,307 | $203,893,431 $8,534,124| $208,021,029 $12,661,722 $215,061,888 $7,040,859
Typical Monthly Water Bills

Residential $41.13 $42.31 $1.18 $43.73 $1.42 $45.69 $1.97

Convenience Store $99.80 $101.55 $1.75 $103.85 $2.30 $107.30 $3.45

Small Office Building $322 $326 s4 $332 $6 $342 $10

Apartment Building (90 units) $1,215 $1,231 $16 $1,254 $23 $1,291 $37

Medium Hotel $7,625 $7,820 $119 $8,026 $206

Large Industrial $18,454 $18,633 $179 $18,904 $271 $19,387 $483

*2017 amounts are based on the 2016-2017 rate study.

The overall water system expenditure is expected to increase $23.5 million between 2017 (the final year
of the most recent rate study) and 2020. Proposed O&M spending increases of $20.0

million account for the bulk of increased spending, with capital financing (debt service and cash
financing) adding $9.2 million over the three years. Offsetting those increases, spending related to
financial policy requirements decreases by $5.7 million by 2020.

Retail rate revenue requirement changes are comprised of multiple drivers. Figure 1-1 breaks down the
change in each retail revenue requirement driver by year. The drivers of a new rate are based on the
change in each underlying assumption used to create the previous rate. Therefore, assumptions for
2018 are compared to assumptions used for 2017 rates in the 2016-2017 rate study, and 2019
assumptions are compared to 2018, and 2020 to 2019. See Chapter 3 for more detail.

Figure 1-1
Change in Water Fund Retail Revenue Requirement Drivers by Year
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The following section provides further description of the drivers presented in Figure 1-1. See Chapter 3
for further detail.

Base O&M (and Taxes)

O&M has increased $5.1 million between the 2017 rate study and 2018 due to updated growth
assumptions in labor costs, city central costs, and investments identified in the SBP. Taxes increased
$2.0 million from the 2017 rate study amount.

Capital Financing

Figure 1-1 shows the combined impact of cash and debt financing of the capital program on the revenue
requirement for 2018-2020. The increasing capital program in 2018 and 2019 makes capital financing a
revenue requirement driver in in those years. Capital financing costs decrease in 2020, although they are
still higher than the minimum target of 15 percent of annual CIP.

Financial Policies

The Water Fund has four primary financial targets. Typically, rates are set to just meet all financial
policies in each year. For this rate study, however, rates in 2018 and 2019 are set to smooth rate
increases over the three-year path. As a result, additional revenue is generated in 2018 and 2019 which
is then used to increase cash financing of the capital program. Debt service coverage is the binding
policy target in 2020. See Chapter 2 for more detail on binding policy targets.

Revenue Stabilization Fund (RSF) Withdrawal

Withdrawals from the RSF can be used to increase cash contributions to CIP or reduce retail rate
revenue requirements. In this rate study, SPU is proposing to do both. Withdrawals of $3 million and
$14.8 million for one time use on capital projects are proposed in 2018 and 2019, respectively. In 2020,
a withdrawal of $1.2 million is proposed to reduce retail rate revenue requirements. Using the RSF to
fund the capital program substitutes for using bond funds, reduces future debt service and keeps long-
term rates lower.

Use of Cash Balances

In 2015, rating agencies released new methodologies for grading the financial stability of water utilities.
A major area of concern for utilities such as SPU is low levels of unrestricted cash balances. As a result,
SPU is proposing to keep cash balances higher than the formal policy target. Rates assume a $7 million
draw on cash in 2018 to fund capital. Cash balances then increase $1 million dollars per year in 2019 and
2020.

Wholesale & Non-Rate Revenues

There is a significant, one-time increase in wholesale revenues in 2018 compared to the 2017 amount
assumed in the 2016-2017 rate study. In 2013, Cascade Water Alliance agreed to pay a $12 million lump
sum in 2018 as part of a contract renegotiation. This rate study proposes to use the lump sum payment
to fund the capital program. In addition, ongoing wholesale revenues experience a sustained step up in
2018 due to increased spending on regional activities and assets.

- 7 - Executive Summary
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Effects of Changes in Demand and Utility Discount Program (UDP)

While generally not a revenue requirement driver, changing demand for water is a significant rate driver.
Table 1-2 shows the impact of demand and UDP changes on the overall average rate increase. Projected
demand in 2018 is 3.8 percent higher than assumed for 2017, decreasing rates as the revenue
requirement is spread over more consumption units. Small consumption decreases in demand forecasts
for 2019 and 2020 are partially offset by increases in system connections. The Mayor’s initiative to
double UDP participation by 2018 increases overall rates.

Table 1-2
Impacts of Demand and UDP on Rate Increase
2018 2019 2020

Revenue Requirement Increase 4.3% 2.0% 3.4%
Demand/Connections Impact -3.0% 0.4% 0.0%
Utility Discount Program Impact 0.7% 0.1% 0.2%
Average Rate Increase* 1.9% 2.5% 3.7%

*Rates may not total due to rounding.

Financial Performance

The 2018-2020 rate study meets or exceeds all water system financial policy targets during the rate
period as shown in Table 1-3. See Chapter 2 for further discussion of financial policy targets and their
impact on rate setting.

Table 1-3
Water Fund Projected Financial Performance

Projected Projected Projected Projected Projected Projected

($in 1,000's) Target 2018 2019 2020 2021 2022 2023
Net Income positive $50,508 $48,183 $33,473 $36,067 S37,801  $40,436
Debt Service Coverage 1.7x 1.99 1.93 1.70 1.70 1.70 1.70
Cash Financing of the Capital Program 20%* 48.4% 34.3% 27.0% 38.6% 38.3% 35.7%
from Contributions in Aid of Construction 5.9% 5.6% 7.7% 9.9% 9.9% 9.2%
from Rate Revenues 42.6% 28.7% 19.3% 28.7% 28.4% 26.5%
Year-End Operating Cash varies** $31,000 $32,000 $33,000 $34,000 $35,000 $36,000

* Current revenues should be used to finance no less than 15% of the CIP in any one year, and
average not less than 20% over each rate proposal period.

** Year-End Operating Cash Targetis 1/12th of the current year's operating expenses, or $10.2 million in 2018.

- 8 - Executive Summary
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2. FINANCIAL POLICY OVERVIEW

Financial policies provide a guiding framework for the finances of the water utility. They represent a
balance between the competing goals of fiscal conservatism through higher rates today and minimizing
these same rates by spreading costs over time to future ratepayers. The direct effect of the policies is to
determine the level at which water rates shall be set, given estimated costs and demand, and to define
how the capital improvement program is to be financed.

The indirect effects of the policies are to:
« Shape the financial profile the utility presents to the financial community;
o Establish the utility’s exposure to financial risk; and
o Allocate the utility's costs between current and future ratepayers.

In 2005, City Council passed Resolution 30742, which adopted new water system financial policies that
reflect changes and additions to the financial policies initially adopted in 1992. This rate proposal is
based on the 2005 policies which are as follows:

1. Maintenance of Capital Assets. For the benefit of both current and future ratepayers, the municipal
water system will seek to maintain its assets in sound working condition. Future revenue
requirement analyses will include provision for maintenance and rehabilitation of facilities at a level
intended to minimize total cost while continuing to provide reliable, high quality service.

2. Debt Service Coverage. Debt service coverage on first-lien debt should be at least 1.7 times debt
service cost in each year on a planning basis.

3. NetIncome. Net income should generally be positive.

4. Cash Funding of the Capital Improvement Program. Current revenues should be used to finance no
less than 15 percent of the municipal water system’s adopted CIP in any year, and not less than 20
percent of the CIP over the period of each rate proposal. Cash in excess of working capital
requirements may be used to help fund the CIP.

5. Eligibility for Debt Financing. Unless otherwise authorized by Council, the following criteria must be
met before project expenditures are eligible for debt financing:

i) Project is included in the CIP.

ii) Total project cost exceeds $50,000.

iii) Project has expected useful life of more than two years (more than five years for
information technology projects).

iv) Resulting asset will be owned or controlled by Seattle Public Utilities (SPU), is part of the
regional utility infrastructure, or represents a long-term investment for water conservation.

V) Consistent with generally accepted accounting practices, project costs include those indirect

costs, such as administrative overhead and program management, that can be reasonably
attributed to the individual CIP project.

6. Revenue Stabilization Fund (RSF). Ordinance 121761 requires that a target balance of $9 million be
maintained in the RSF, except when withdrawals below this level are needed to offset shortfalls in
metered water sales revenues, or to meet financial policy requirements. Withdrawals of funds in
excess of the minimum balance will be used to meet operating expenses, to pay CIP expenditures, or

- 9 - Financial Policy Overview



Summary Ex A Retail Water Rates
V2 — Updated After Council Approval

to meet financial policy requirements. Withdrawals from the RSF must be authorized by ordinance,
except that Bonneville Power Administration (BPA) Account funds may be withdrawn based on BPA
spending.

The Water Fund must deposit revenues in excess of planned metered water sales to the RSF in years
where all financial policy targets are exceeded.

SPU may also make discretionary deposits to the RSF, provided that these discretionary deposits are
in excess of the amounts required to meet the financial policy requirements. Should the RSF balance
fall below the target balance, SPU will submit a water rate proposal that rebuilds the balance in the
RSF within one year.

7. Cash Target. The target for the year-end operating fund cash balance is one-twelfth of the current
year’s operating expenditures. For this rate study SPU has modeled year-end cash of $31 million in
2018, increasing by $1 million per year after that. While exceeding the cash minimum target, this
has little impact on rates because cash is not the binding constraint. This strategy is in response to
previous concerns by rating agencies about the Water Fund’s liquidity.

8. Variable Rate Debt. Variable rate debt should not exceed 15 percent of total outstanding debt.
Annual principal payments shall be made on variable rate debt in a manner consistent with fixed
rate debt.

In any future year, the minimum revenue requirement is the lowest amount of money necessary to
simultaneously satisfy all financial policies in that year. At this level of revenues, some financial policies
may be exceeded, but none will be missed — the financial target that is exactly met is known as the
binding constraint. For this rate study, however, rates in 2018 and 2019 were not set based on financial
targets. Based on the recommendation of the Customer Review Panel, as part of the Strategic Business
Plan Update, rates in 2018 and 2019 were set to meet rate increase targets (a process commonly called
rate “smoothing”). Proposed rates in both years will meet or exceed all financial policy targets. In 2020,
debt service coverage is the binding constraint. Thus, proposed rates will generate enough revenue to
meet the debt service coverage target, and more than enough revenue to meet or exceed the net
income, cash funding of the capital improvement program, and cash targets.

- 10 - Financial Policy Overview
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3. RETAIL WATER REVENUE REQUIREMENT

The water system revenue requirement is the minimum amount of operating revenue required to fund
the water system operating budget and meet financial policy targets for net income, cash balances, cash
financing of the CIP, Revenue Stabilization Fund balances, and debt service coverage. The component
requiring the greatest amount of revenue generation (budgetary expenses or one of the financial policy
requirements) is termed the “binding constraint.” The retail water revenue requirement is equal to the
water system revenue requirement, less funding from sources other than retail rates including
wholesale revenues, drawdowns of cash balances, withdrawals from the Revenue Stabilization Fund,
and other operating/non-operating revenues.

Rate increases are required to fund increases in the revenue requirement from one rate setting period
to the next. Where demand is constant, the average rate increase will equal the increase in the revenue
requirement. Increasing demand (i.e., customers buying more units of water) will reduce the required
rate increase and declining demand will increase the rate increase relative to the change in the revenue
requirement. In addition, changes in participation in the utility discount program affect the rate
changes. Increased participation in the program reduces revenues as more households are paying a
discounted rate. The reduction in revenue must be made up through an increase in standard rates.

Table 3-1 summarizes the components of the change in the retail water revenue requirement during the
proposed rate period. Current (2017) rates were set in 2015 based on planned expenditures, demand,
and other funding sources for the prior rate setting period (2016-2017). The change in the 2018 revenue
requirement in Table 3-1, and throughout this section, is relative to the 2017 plan assumed in the 2016-
2017 rate study. Likewise, the 2019 and 2020 changes are relative to planned spending/income in the
prior year.

- 11 - Retail Water Revenue Requirement
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Table 3-1
Components of the Change in the Retail Water Revenue Requirement
2017 $ Change in % Change in $ Changein % Change in $ Changein % Change in
($1,000's) Rate Study 2018 RevReq Total Rev Req 2019 RevReq Total RevReq 2020 RevReq Total Rev Req
Expenditure
Operations and Maintenance Expense (O&M)
Branch O&M 117,563 122,616 5,054 2.6% 126,934 4,318 2.1% 133,177 6,242 3.0%
Taxes 41,676 43,695 2,019 1.0% 44,634 939 0.5% 46,107 1,473 0.7%
Total 159,239 166,311 7,072 3.6%| 171,568 5,257 2.58%| 179,284 7,716 3.7%
Capital Financing
Cash financing (target) 16,373 22,528 6,156 3.2% 24,377 1,849 0.9% 17,992 (6,384) -3.1%
Debt Service 83,988 83,591 (397) -0.2% 87,003 3,412 1.7% 91,542 4,539 2.2%
Total 100,361 106,119 5,759 2.9% 111,380 5,261 2.6% 109,534 (1,846) -0.9%
Other Financial Policy Requirements
Increase Cash Balance - - - 0.0% 1,000 1,000 0.5% 1,000 - 0.0%
Additional Capital Program Funding 13,020 32,004 18,985 9.7% 17,460 (14,544) -7.4% 6,294 (11,166) -5.7%
Total 13,020 32,004 18,985 9.6% 18,460 (13,544) -6.6% 7,294 (11,166) -5.4%
Total Expenditure 272,619 304,435 31,816 16.2% 301,408 (3,027) -1.5% 296,112 (5,296) -2.5%
Other Funding Sources
Wholesale Revenues (49,340) (67,353) (18,014) 9.2%|  (57,287) 10,067 4.9%|  (58,815) (1,528) -0.7%
Non-rate revenues (19,315) (23,188) (3,873) -2.0% (21,300) 1,888 0.9% (21,035) 265 0.1%
RSF withdrawal (8,300) (3,000) 5,300 2.7% (14,800) (11,800) -5.8% (1,200) 13,600 6.5%
Decrease Cash Balance (305) (7,000) (6,695) -3.4% - 7,000 3.4% - - 0.0%
Total Other Funding Sources (77,260)|  (100,541) (23,282) -11.9% (93,387) 7,155 3.5% (81,050) 12,337 5.9%
Net Retail Rates Revenue Requirement 195,359 203,893 8,534 4.3% 208,021 4,128 2.0% 215,062 7,041 3.4%
Impact of Demand/Connections -3.0% 0.4% 0.0%
Change in Utility Discount Program 3,644 5,054 1,409 0.7% 5,311 257 0.1% 5,820 509 0.2%
Effective Increase in Retail Rates 1.9% 2.5% 3.7%

The Expenditure section of Table 3-1 presents the operating fund cash spending components that make
up the water system revenue requirement. The Other Funding Sources section presents other sources
of funding which reduce the amount of expenditure that must be recovered through retail rates. The
final section of the table presents two items, “Demand” and “Utility Discount Program,” that do not
affect the revenue requirement but do affect rates. For example, total expenditure increases the total
revenue requirement by 16.2 percent from 2017 to 2018. However, increases in other funding sources
(wholesale revenues, non-rate revenues, and RSF withdrawals) decrease the retail revenue requirement
by 11.9 percent, resulting in a net increase of 4.3 percent in the 2018 retail rates revenue requirement.
The actual average rate increase of 1.9 percent is lower than the revenue requirement increase due to a
projected increase in demand, which is partially offset by an increase in utilization of the utility discount
program.

The following sections include more detailed descriptions of the components of change in the revenue
requirement.
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3.1. Operations and Maintenance Expense (O&M)

The water system O&M expenditure requirement includes costs attributable to water operations, as
well as a portion of administrative expenses that water shares with other SPU funds (e.g., finance,
customer service, etc.). For rate study purposes, O&M includes taxes but does not include debt service,
which is discussed under capital financing. O&M is broken into two categories: branch O&M and taxes.

Branch O&M equals the spending required to support operations and maintenance functions of the
water utility. Under this proposal, 2018 branch O&M increases $5.1 million from the 2017 amount as
projected in the 2016-2017 rate study.

The 2018 branch O&M increase from the 2017 rate study is due to the following:
e S3 million is associated with updated growth assumptions between the 2017 Rate Study and the
2018 Rate Study in city central costs, pensions, and other labor costs.
e S2 million is related to investments identified in the SBP, such as preparing for expanded
apprenticeship program, water system maintenance, increase in security monitoring and
information technology portfolio and strategy management.

The proposal assumes branch O&M increases of $4.3 million in 2019 and $6.2 million in 2020.

SPU pays three primary taxes, the City of Seattle Water Utility Tax, Washington State Utility Tax and the
Washington State B&O Tax. While all three taxes are not applicable to all revenue sources, they all are
revenue based taxes. As such, as revenue increases, tax expense increases. Taxes increase $2.0 million in
2018, $0.9 million in 2019, and $1.5 million in 2020 due to a higher projected tax revenue base.

3.2. Capital Financing Expense

Financing of the capital program will increase the expenditure requirement by 2.9 percent in 2018, 2.6
percent in 2019, and decrease it by 0.9 percent in 2020, as presented in Table 3-1.

Major water capital programs to be funded during this period include:
e Distribution System Improvements
e ‘Move Seattle’ Utility Relocation Projects
e Tolt Pipeline Stabilization (Tolt Slide)
e Service Renewals and Retirements
e Regional Conservation Programs

SPU funds water system capital projects through a combination of cash (from direct service and non-
rates revenue) and debt financing (revenue bonds and low-interest loans serviced by rates revenue). As
discussed in Section 3.2.2, SPU will be issuing bonds in each of the last two years of the rate study. This
rate study forecasts CIP cash financing that will exceed the financial target of 20 percent of CIP over the
three-year rate period. The remaining CIP will be funded with revenue bond proceeds. Table 3-2
presents CIP spending and financing assumptions during the rate period.
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Table 3-2
Capital Spending and Financing Assumptions
Rate Study
($1,000's) 2018 2019 2020 Average
CIP Spending Assumption 112,642 121,884 89,962
CIP Financing Breakdown
Cash Financed 54,533 41,837 24,286
Debt Financing
Low Interest Loan 0 0 0
Bond Financing 58,109 80,047 65,676
Cash Financed Percentage 48.4% 34.3% 27.0% 37.2%
Debt Financed Percentage 51.6% 65.7% 73.0% 62.8%

3.2.1. Cash Financing (Target Only)

Water system financial policies require that a minimum of 20 percent of the CIP be financed with
current cash revenues (as opposed to debt proceeds) over the rate period. The sources of cash that
assist in meeting this 20 percent target are operating revenues, cash on hand, and contributions in aid of
construction®.

Although CIP cash financing is projected to exceed the financial policy target, this section discusses only
the cash necessary to just meet the 20 percent cash financing target. The additional capital funding, over
and above the cash financing target, is discussed in Section 3.3 and Section 3.4.

As presented in Table 3-3, targeted cash financing of the CIP increases $6.2 million in 2018, $1.8 million
in 2019, and decreases $6.4 million in 2020.

Table 3-3
Change in Target Cash Financing
($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Cash Financed (Target) 16,373 22,528 6,156 24,377 1,849 17,992 (6,384)

* 2017 assumptions used in 2016-2017 Rate Study

3.2.2. Debt Service

Table 3-4 presents projected Water Fund debt service, by source, during the rate period.

! customers often pay for water facilities when they connect to the water system or cause the relocation of water facilities. For
example, a developer pays for installation of a water meter and service line when building a new house.
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Table 3-4
Change in Water Fund Debt Service

($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Debt Service Details

Debt service for existing bond issues 82,011 81,293 (718) 81,340 48 81,725 385

2019 bond debt service** 3,391 3,391 5,648 2,257

2020 bond debt service** 1,923 1,923

Low interest loan debt service 1,977 2,298 321 2,272 (26) 2,246 (26)
Total Debt Service 83,988 83,591 (397) 87,003 3,412 91,542 4,539

* 2017 assumptions used in 2016-2017 Rate Study
** Bond principal is assumed to begin in the year following issue. Interest Payments are assumed to begin in the year of
issue.

In the second quarter of 2019, SPU expects to issue approximately $82.1 million in new revenue bonds.
An additional $70.0 million of new money bonds are expected to be issued in the second quarter of
2020. SPU is proposing to issue bonds that are expected to fund roughly one year of CIP needs.

3.3. Other Financial Policy Requirements

As discussed in Chapter 2, proposed rates for 2018 and 2019 are not based on financial policy targets,
but rather rate path targets designed to smooth the three-year rate path. Because revenues in these
years are not set to just meet a binding financial target, all policy targets are exceeded.

In 2020, debt service coverage is the binding financial policy constraint. Debt service coverage became
the binding constraint in 2008 after SPU refinanced $93 million of variable rate debt into fixed rate debt
amidst the financial crisis, raising the debt from second lien to first lien. Second lien debt is not
considered for debt service coverage calculations.

By generating enough revenues to meet the debt service coverage target, all other financial policy
targets will be exceeded in 2020. Meeting the debt service coverage target is important and benefits
rate payers. Financial targets are used by bond holders to assess SPU’s creditworthiness, and favorable
ratings help SPU sell revenue bonds to fund infrastructure investments at the lowest costs possible. This
benefits both the utility and its rate payers.

Table 3-5 presents how SPU proposes to spend revenues generated from financial policies over the
three-year rate period.

Table 3-5
Impacts of Changes to Financial Policy
($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Increase Cash Balance - - - 1,000 1,000 1,000 (0)
Additional Capital Program Funding 13,020 32,004 18,985 17,460  (14,544) 6,294  (11,166)
Financial Polices 13,020 32,004 18,985 18,460 (13,544) 7,294 (11,166)

* 2017 assumptions used in 2016-2017 Rate Study

It is important to note that not all of the source funding of these expenditures and increased cash come
directly from retail rate revenues. In 2018, Cascade Water Alliance will pay SPU $12 million as part of a
contract renegotiation in 2013. Additionally, SPU proposes withdrawals totaling $17.8 million from the
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RSF in 2018 and 2019 to fund the capital program. These one-time revenues, plus a $7.0 million draw
down of operating cash in 2018, comprise a majority of the financial policy related spending during the
first two years of the study. See Section 3.4 for more detail.

The high level of CIP cash financing minimizes the size of debt issues each year and future rate increases
driven by debt service coverage.

In 2019 and 2020, cash balances are proposed to increase $1 million per year. From a rate setting
perspective, increasing cash balances act as a rate driver. Cash balance increases represent revenue that
must be raised above what is spent, increasing the Fund’s revenue requirement.

3.4. Other Funding Sources

A significant portion of the total water system expenditure requirement is funded through wholesale
revenues, capital contributions, asset sales, and other operating and non-operating revenues. These
other funding sources reduce the amount to be recovered through retail rates and therefore are
reflected as reductions to the retail revenue requirement in each year. Other funding sources, primarily
use of cash balances and non-rate revenues, are projected to increase from 2017 projections by $23.3
million in 2018, offsetting most of the increased expenditure.

3.4.1. Wholesale Revenues

Revenues from wholesale customers, as presented in Table 3-6, are expected to be increase $18.0
million in 2018 from the assumed amount in the 2017 rate study. Most of this increase is a $12 million
one-time payment from Cascade Water Alliance related to a contract renegotiation in 2013. Wholesale
revenues in 2019 and 2020 are expected to return to levels more in line with historical growth patterns.

Table 3-6
Change in Wholesale Revenues
(No Council Changes to Original Proposal)

($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change

Full & Partial Revenue** 22,372 25,497 3,125 26,876 1,380 28,604 1,728
Cascade Block Revenue 21,428 35,752 14,324 24,220 (11,532) 24,081 (138)
Northshore Block Revenue 5,540 6,104 565 6,190 86 6,129 (61)
Total 49,340 67,353 18,014 57,287 (10,067) 58,815 1,528

* 2017 assumptions used in 2016-2017 Rate Study
** Includes facilities charge revenues and Renton conservation payment.

Rates for wholesale customers have not yet been approved for 2018-2020, but will be proposed in
accordance with wholesale contracts. These contracts define cost of service methodologies that
determine how much the water system charges for wholesale service. Wholesale rate studies apply
these methodologies based on expenditure projections (budget). Wholesale rates may be affected by
actions that raise or lower the water system O&M or CIP budget. Outside of budget changes, there is
very little flexibility to alter wholesale rates and revenues.
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3.4.2. Non-rate Revenues

As presented in Table 3-7, other non-rate revenue (unmetered revenue) is projected to increase from
$19.3 million assumed for 2017 to $23.2 million in 2018. Total non-rate revenue is projected to decrease
to $21.3 million in 2019 and $21.0 million in 2020.

Table 3-7
Change in Non-Rate Revenues
($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Unmetered Revenues
Capital Contributions & Tap Fees 11,129 13,818 2,689 14,589 771 14,756 167
Operating Fund Interest Income 187 98 (89) 62 (36) 93 30
Charges for Miscellaneous Services 2,540 2,445 (94) 2,506 61 2,569 63
Rentals & Others 3,811 3,176 (636) 3,250 74 3,325 76
Build America Bonds Reimbursement 2,135 1,984 (151) 1,984 - 2,080 97
Billing leads & lags (487) 1,667 2,154 (1,092) (2,759) (1,789) (697)
Total Unmetered Revenues 19,315 23,188 3,873 21,300 (1,888) 21,035 (265)

* 2017 assumptions used in 2016-2017 Rate Study

The largest category of other non-rate revenues is capital contributions and tap fees, which is projected
to increase modestly over the rate period. The rise is generally the result of projected increased charges
related to development, not increased activity. The relatively large increase in revenue for 2018 is due
to Council’s directive to increase meter installation fees to fully recover associated costs and update
the connection charge.

Billing leads and lags are year-end cash effects that adjust for differences in when an expense (or
revenue) is recorded in SPU financial systems? versus when the associated cash is paid (or received).
These lags/leads result in an impact on rates when their sum dollar amount changes from year to year.
The leads/lags presented in Table 3-8 are primarily associated with changes in the timing of CIP billed to
SPU from year to year.

3.4.3. Revenue Stabilization Fund Withdrawals

As discussed in Chapter 2, the minimum balance in the RSF is $9 million. From a rates perspective,
withdrawals from the RSF are part of the other funding sources pool. Increases in withdrawal size add to
this pool and therefore reduce the retail rate revenue requirement. Decreases in withdrawal size reduce
the size of this alternative funding pool and increase the direct service funding requirement.

At the end of 2016 the actual balance in the RSF was $40.9 million. An $8.3 million withdrawal is
planned for 2017. In this rate proposal, SPU recommends withdrawing $3 million in 2018 and $14.8
million in 2019 to fund the capital program. In addition, SPU also recommends a withdrawal of $1.2
million in 2020 to offset the retail revenue requirement. As discussed in the other financial policies
section above, the increase in cash financing of CIP offsets the need for future borrowing, lowering debt
service and lowering rates in the long term.

Table 3-8 presents projected RSF balances.

Zin general, revenues are recorded when billed and expenses when invoiced.
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Table 3-8
Projected Water Revenue Stabilization Fund Balances
(No Council Changes to Original Proposal)

($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Beginning RSF Cash Balance 28,419 33,059 30,389 15,893

Interest 284 331 304 159

Deposit (Withdrawal) (8,300) (3,000) (14,800) (1,200)
Ending RSF Cash Balance 20,403 30,389 15,893 14,852
Cash used to support revenue requirement 1,800 0 (1,800) 0 1,200 1,200
Cash used to support capital financing 6,500 3,000 (3,500) 14,800 11,800 0 (14,800)

* 2017 assumptions used in 2016-2017 Rate Study

3.4.4. Use of Cash Balances (Other Funding Sources)

Revenue generated by rates is used to fund current operating expenses, maintain a cash balance as a
safeguard against unexpected expense, and fund a portion of the current capital program. A rate may be
set to increase, hold constant, or decrease the Water Fund’s Operating Fund cash balances. Decreasing,
or drawing down, a cash balance in a given year may lower rates in that year as that cash does not need
to be received through rate revenues. However, just like other funding sources, what affects rates is not
the level of funding in any one year, but the year-to-year change in funding from that source. See
Section 3.3 for more detail on cash balances.

Table 3-9 below illustrates the use of cash balances each year of the rate study in support of the
spending requirement.

Table 3-9
Operating Cash Used to Fund Expenditures

(No Council Changes to Original Proposal)
($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change

Operating Cash Draw Down 305 7,000 6,695 0 (7,000) 0 0

* 2017 assumptions used in 2016-2017 Rate Study

3.5. Effect of Demand (Rate Adjustment)

The volume of water sold to retail customers is projected to remain essentially flat over the forecast
period. For the rate study period, total retail consumption is expected to be around 26.5 million CCF.
Consumption is expected to fall slightly in both residential and general service customer classes.

Despite generally growing population and employment, water consumption through the 1990s and
2000s trended downwards due to various forms of conservation (programs, efficiency codes and
standards, rising water and sewer rates, etc.). With the end of the 1% Conservation program in 2011 and
a rebound in employment after the Great Recession, water consumption appears to have leveled off as
shown in Figure 3-1. The effects of growth and conservation are forecasted to largely offset each other
so that consumption remains close to current levels through the rest of the decade.
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Figure 3-1

Historical & Forecast Retail Consumption by Class:
Actual & Weather Adjusted
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“Weather adjusted” consumption normalizes consumption to average historical summer weather.

SPU’s forecast model was used to produce a short-term forecast for 2017 through 2020. The model is
based on the following variables:
e Households: Multifamily households are assumed to represent 79% of the total growth in the
number of households from 2016 through 2020.
e Employment: Employment is projected to grow 2.0% in 2017, 1.3% in 2018, 1.1% in 2019, and
1.0% percent in 2020.
e Growth in household income: Median household income is assumed to increase 0.9% in real
dollars through the forecast period.
e Growth in water and sewer rates: SPU projected rate increases through 2020 (annual rate
increases that average 4.1% for water and 8.8% for sewer).
e Estimates of conservation savings: Conservation from all sources (price, code, standards and
programs) is expected to reduce retail consumption by about 0.6 million gallons per day (mgd)
or about 1% per year.

3 Demographic variables from PSRC Land Use Baseline Forecast by Census Tract (May 2016).
Employment from Puget Sound Forecaster (Conway) 10-year economic forecast (March 2017).
Median Income based on historical trend as reported by Washington State Office of Financial Management (March 2017).
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Based on the variables above, consumption levels are expected to hold at current levels despite the
growth in households and employment. The results of the water demand model for residential and
general service customers are shown in the Figure 3-1 and in Table 3-10.

Table 3-10
Short Term Water Consumption Forecasts (Annual ccf)
(No Council Changes to Original Proposal)

Residential General Service Total
Comsumption Percent |Comsumption Percent [Comsumption Percent
(CCF) Change (CCF) Change (CCF) Change
Actual*
2015 10,820,000 16,020,000 26,840,000
2016 10,570,000 15,970,000 26,540,000
Projected
2017** 10,510,000 -0.6% 16,110,000 0.9% 26,620,000 0.3%
2018 10,500,000 -0.1% 16,250,000 0.9% 26,750,000 0.5%
2019 10,360,000 -1.3% 16,200,000 -0.3% 26,560,000 -0.7%
2020 10,270,000 -0.9% 16,210,000 0.1% 26,480,000 -0.3%
* Weather Adjusted

** Current Projection (not 2017 rate study)

For the above analysis, 2016 consumption was adjusted for weather and used as a base year. As a
significant quantity of water is used for irrigation purposes during the summer, water sales depend on
summer weather. The forecast model assumes the weather of a “normal” year in which summer
weather is not particularly wet, dry, hot or cool. Actual demand will vary from forecast because summer
weather varies.

In terms of the impact of demand on water rates, small decreases in consumption are partially offset by
an increase in the number of water meters. Water rates are made up of a fixed base service charge as
well as a consumption charge. Water consumption is the unit of demand for the consumption charge
while number of customers (measured by the number of meters) is the unit of demand for the base
meter charge. When the number of meters increases, the customer base broadens. Residential meters
are projected to increase 0.5 percent annually, and commercial meters are projected to increase by a
smaller amount during the 2018-2020 rate period.

As mentioned above, these combined changes in consumption and meters are a portion of the
difference between the increase in revenue requirement and the increase in the rate. The impact of
these rate drivers is shown in Table 3-11. Increased consumption in 2018 compared to 2017 slows rate
growth, while reduced projected consumption in 2019 and 2020 supports higher rate growth (which is
then mitigated by increasing retail meters.)
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Table 3-11
Effect of Demand on Rate Increase
(No Council Changes to Original Proposal)

2017* 2018 $ Change 2019 $ Change 2020 $ Change
Total Consumption 25,878 26,750 872 26,560 (190) 26,480 (80)
Total Retail Meters 193,635 195,477 1,842 196,488 1,011 197,498 1,010
Effect on Rate Increase -3.1% 0.4% 0.0%

* 2017 assumptions used in 2016-2017 Rate Study

3.6. Effect of Changes in the Utility Discount Program (Rate Adjustment)

Similar to demand, changes in customer participation in the UDP do not affect the Water Fund revenue
requirement but do affect the rate increase. Increased participation in the program reduces revenues as
more households are paying a discounted rate. The reduction in revenue must be made up through an
increase in standard rates. In 2015 the Mayor announced an initiative to double UDP enroliment by
2018. As of early 2017 the goal has nearly been met. Enroliment is forecasted to continue to rise, though
at a slower rate than in previous years, through the 2018-2020 rate period. The effect on rates is shown
in Table 3-12.

Table 3-12
Effect of Changes to Utility Discount Program on Rate Increase
($1,000's) 2017* 2018 $ Change 2019 $ Change 2020 $ Change
Total Discount 3,624 5,054 1,430 5,311 257 5,820 509
Effect on Rate Increase 0.7% 0.1% 0.2%

* 2017 assumptions used in 2016-2017 Rate Study
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4. COST ALLOCATION

Once the retail revenue requirement is set, it must be assigned to different customer classes. A
customer class is a group of customers that places a unique cost on the utility or is administratively
easier to serve as a group. Figure 4-1 presents the multiple steps (divided into two phases) required to
allocate water expense to individual customer classes. In the first phase, the retail component of water
system expense is allocated between cost categories, or groupings of cost items, that are driven by
similar factors. In the second phase, the cost assigned to each cost category is allocated between
customer classes based on defined customer characteristics.

Figure 4-1
Cost Allocation Process

Phase | — Allocation of expense between cost categories

Water System Expense Allocation Categories Cost Categories
Wholesale e Commodity . e Commodity
0&M/Asset Costs e Meters & Services
e Reservoirs N e Customer Related
- / e Mains i
Retail | e Hydrants o Direct Allocation/
O&M/Asset Costs o Etc. Engineering Basis

Phase Il — Allocation of cost between customer categories

A4

Cost Categories

e Commodity

e Customer Related .
Customer Characteristics Revenue Requirement
e Direct Allocation/ e Annual flow o Residential $

Engineering Basis

e Equivalent Meters e General Service $
e Direct Allocation/ e Public Fire $
Customer Class Engineering Basis

Residential e Private Fire $

General Service

Public Fire

e Private Fire

The cost allocation process presented above recognizes differences in the costs of providing service to
different types of customers. For example, a customer class with higher consumption requires increased
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use of the water treatment plants, whereas a customer class with more accounts requires increased use
of the customer billing system.

This chapter provides a general framework for Phase | of the cost allocation process, with complete
details provided in Appendix A. This chapter then focuses on Phase Il of the cost allocation process,
organized as follows:

e Qverview - cost categories

e Framework for allocation of retail water expense between cost categories (Phase |)

e Identification of customer classes and quantification of cost allocation characteristics (Phase Il)

e Calculation of total cost of service, or revenue requirement, for each customer class (Phase Il)

The current rate study does not propose any fundamental changes to the cost allocation methodology
used in prior rate studies. While the cost category of capacity was eliminated from the 2016-2017 rate
study, the effect on final allocations is negligible. The change was made for two reasons:
1) Due to falling demand, the current system is oversized from a cost allocation standpoint so very
few assets were allocated using the capacity allocator, and
2) The difference in peaking characteristics of residential and general service has diminished as
demand has fallen, so the allocator does not provide much distinction between customer
classes.

4.1 Overview — Cost Categories

Retail water system costs are grouped into three main cost categories which can be allocated among
customer classes based on customer characteristics: commodity, customer-related, and directly
assigned. The costs assigned to the first two categories are shared among different customer classes
based on characteristics such as total annual water volume and number of accounts. Costs included in
the directly assigned category are assigned in their entirety to the applicable customer classes.

Commodity Costs. Commodity costs vary proportionately with the amount of water provided under
average consumption conditions. These costs include items such as the Cedar and Tolt treatment plants,
and chlorination at in-town reservoirs. They also include the cost of activities and assets that are shared
with wholesale customers since the allocation between wholesale and retail is based on annual flow.

Customer-Related Costs. Customer-related costs encompass an umbrella of expenses associated with
serving customers independent of the amount of water they use. These include the cost of meter
maintenance and repair, meter reading, billing, customer accounting, and the call center.

Directly Assigned Costs. These are costs that are directly allocable to a single customer class. For this
rate study, directly assigned costs are primarily fire hydrant asset and repair costs.
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4.2 Framework for Allocation of Retail Expense to Cost Categories (Phase I)

The cost allocation framework for retail water rates uses the distribution of embedded or average costs
from a prior period (“test year”) to allocate future revenue requirements between different cost
categories. Therefore, the 2018-2020 retail water system revenue requirements are assigned to
customer classes based on the actual distribution of expense between those categories in 2015 (the test
year). The test year expense is defined according to a “utility basis” which is the sum of the following
elements:

e Annual operations and maintenance (O&M) costs;

e Depreciation expenses on assets paid for by rates; and

e Areturn on assets calculated on infrastructure in service.

Phase | of the cost allocation involves the distribution of prior year expense between cost categories, as
further described in Appendix A, Sections A1.2 and Al.3. Additional information on the “utility-basis”
costing framework can be found in Appendix A, Section Al.1 to this study.

Table 4-1 presents the breakdown of 2015 retail water system expense by cost component (see
Appendix A for the detail behind this data). As noted below, nearly three-quarters of retail water system
expense is driven by annual water flow (usage).

Table 4-1
Water Cost Category Summary

Component 2015 % of
Cost Category Revenue Total
Commaodity 104,854,967 72.6%
Customer Related 32,603,507 | 22.6%
Direct/Engineering Basis* 6,956,511 4.8%
Total 144,414,985 | 100.0%

*Public Fire

4.3 Retail Customer Classes and Characteristics

Retail water customers are divided into four customer classes.
e Residential. Customers living in single family or duplex residences.

e General Service. Commercial, governmental, and industrial customers as well as multi-family
residential structures.

e Private Fire. The separately metered connections for fire-protection sprinkler systems installed
on the customer’s property. These customers pay a separate rate for these services in addition
to their General Service or Residential rates for their domestic services.

e Public Fire. The governmental agencies responsible for providing public fire protection
(hydrants).
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Costs are assigned to these customer classes based on how the characteristics of each class drive water
system costs. Table 4-2 summarizes the allocator (customer characteristics) used to assign cost to each
component cost category.

Table 4-2
Allocators by Cost Category
Allocation Category Customer Comments
Characteristics
Commodity Costs Annual flow Actual 2015 total water consumption
in hundreds of cubic feet (ccf).
Customer-Related Equivalent Meters Equivalent Meters is a weighted
Costs count of different sized meters by
class (See Appendix A1.5 for
calculation details).
Direct Assignment Class specific expense These are costs for activities or assets
assigned directly to that are dedicated to one customer
applicable class class only.

Table 4-3 quantifies the key characteristics (by class) that are used to allocate commodity, capacity and
customer-related costs in the current rate study.

Table 4-3
Key Customer Characteristics

Customer Class Annual Flow Equivalent Meters
Residential 39.9% 70.7%
General Service 59.7% 20.1%
Private Fire 0.1% 9.3%
Public Fire 0.3% 0.0%

Total 100.0% 100.0%

As shown in the table, the residential class accounts for the majority of equivalent meters while the
general service class accounts for the majority of annual water usage. Although public fire water use is
not directly measured, the annual flow used is consistent with the estimate used for state non-revenue
water reporting.

4.4 Cost of Service and Revenue Requirement by Customer Class

The customer characteristic percentages in Table 4-3 are applied to the appropriate 2015 allocation
categories in Table 4-1 to determine each customer class’ actual 2015 cost of service. Table 4-4
summarizes the results of this allocation process.
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Table 4-4
Retail Water Cost of Service Based on 2015 Actual Financial Data
Direct/
Equivalent Engineering

Customer Class Annual Flow Meters Basis Total % of Total
Residential 41,877,553 23,040,003 - 64,917,556 45.0%
General Service 62,608,275 6,539,941 - 69,148,215 47.9%
Private Fire 83,383 3,023,563 - 3,106,946 2.2%
Public Fire 285,756 - 6,956,511 7,242,267 5.0%
Total 104,854,967 32,603,507 6,956,511 | 144,414,985 100.0%

Allocations to the general service and residential customer classes account for the bulk (92.9 percent) of
the retail water cost of service. Public and private fire represents only about seven percent of the total.
The general service class is allocated the largest single share (47.9 percent). This class accounts for 59.7
percent of annual flows, which is applied to the largest portion of the water system revenue
requirement.

The rate revenue requirements for each rate class are calculated by applying each class’ percent of total
2015 cost to the 2018-2020 retail rates revenue requirements, with results as presented in Table 4-5.

Table 4-5
2018-2020 Retail Revenue Requirement
By Customer Class
Cost of Service

Customer Class 2018 2019 2020 Percentage
Residential 91,655,313 93,510,943 96,675,867 45.0%
General Service 97,628,465 99,605,025 102,976,207 47.9%
Private Fire 4,386,612 4,475,422 4,626,895 2.2%
Public Fire 10,225,158 10,432,174 10,785,256 5.0%
Total 203,895,548 208,023,565 215,064,225 100.0%

Using the same general allocation framework as the 2016-2017 rate proposal, there is very little
movement in the cost shares by customer class. Table 4-6 illustrates the small changes for the 2018-
2020 rate study relative to the 2016-2017 rate study. See Appendix A for more information.

Table 4-6
Cost Shares by Customer Class

Customer Class 2016-2017 Rate Study 2018-2020 Rate Study
Residential 44.8% 45.0%
General Service 48.5% 47.9%
Private Fire 2.0% 2.2%

Public Fire 4.7% 5.0%

Total 100.0% 100.0%
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5. RATE DESIGN

Rate design is the last element of the rate study. Chapter 3 presented the amount of retail water
revenue required to fund proposed 2018-2020 O&M and capital programs while meeting financial
targets. Chapter 4 discussed the allocation of the revenue requirement between customer classes. This
chapter identifies the rate structure and the proposed 2018-2020 rates, which will satisfy the retail
revenue requirement and meet established rate design policy objectives.

The current rate study continues some rate design practices implemented in previous rate studies and
are as follows:
e Proposed rates maintain meter and commodity rate parity between residential and general
service customers®.
e Proposed changes to meter charges utilize the meter cost analysis from the 2009-2011 rate
study in determining the differential (or progression) between rates for different size meters.

Continuing the trend in the 2016-2017 rate study, meter charges are increasing at a higher percentage
than consumption rates. This continues to match results of the cost of service study.

No changes are proposed to some rates (larger meter charges), which are higher than their cost of
service at current levels. Holding these rates constant rather than decreasing them somewhat mitigates
the impact of the revenue requirement increase on the residential and general service commodity rate
and provides rate stability.

The proposed rates increase the typical monthly residential bill by $1.18 in 2018, $1.42 in 2019, and
$1.97 in 2020. The total increase over the three-year period is $4.57. Typical residential consumption
has remained at 5.0 ccf per month in the 2018-2020 rate proposal. The exact increase in general service
bills varies based on consumption and meter size. A typical convenience store would see increases of
$1.75, $2.30, and $3.45 per month for 2018, 2019, and 2020, respectively. Likewise, a typical 90-unit
apartment building would see increases of $16, $23 and $37 per month. Rates for public fire on larger
mains increase 11.6 percent, 2.0 percent, and 3.4 percent in 2018, 2019, and 2020, respectively.
Private fire meter rates increase 0.0 percent in 2018, 6.2 percent in 2019, and 2.9 percent in 2020.
There is no increase to private fire consumption rates.

5.1 Rate Design Overview

A utility rate structure, or rate design, typically considers three elements: classification of customers
served, billing frequency, and schedule of charges for each customer class. The schedule of charges, or
“rates,” is designed to recover the utility’s costs, given projected customer demand®. In addition to cost
recovery, a rate structure should support and optimize a blend of various utility objectives and should
work as a public information tool in communicating these objectives to customers.

4 Both customer classes pay the same base charge for comparatively-sized meters and the same single commodity rate for off-
peak water use. The general service peak commodity rate is set at the second tier peak rate for residential customers.

> Section 3.5 discusses projected customer demand and its influence on rates during the rate period.
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5.1.1 Retail Water Rate Structure

Seattle’s retail water customers are grouped into four broad customer classifications: Residential,
General Service, Private Fire (e.g. building sprinklers), and Public Fire (municipal hydrants). SPU has
developed rate structures for each of these customer classes which reflect the classes’ cost of service
structure, demand patterns, and policy objectives. A given rate class may be further divided into sub-
classes. While the rate structure for each sub-class (under the same primary class) will be simi