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SECTION 12

Financial Strategy

12.1 Introduction

This chapter documents the Sewer Financial Plan, which shows how the investments in the CIP can be
funded by the County sewer utility.

This Sewer Financial Plan was written by FCS, a Bowman company, under subcontract with Consor, the
County’s consulting engineers who have prepared the other required elements of this Plan.

12.1.1 Four Basins, One Financial Entity

The County sewer system has four basins, each with a treatment plant and a corresponding collection
system: Central Kitsap, Manchester, Suguamish, and Kingston. The capital planning has been performed
separately for each basin. However, the County does not separate its sewer utility financial information by
basin, so all information shown in this Sewer Financial Plan document—unless explicitly stated otherwise—
refers to the County sewer utility as a whole.

This sewer financial plan document has been written so it can be included with each of the Wastewater
Facilities and Sewer Plan documents: Central Kitsap, Manchester, Sugquamish, and Kingston. At the end of
this chapter, a table showing the allocation of costs and revenues across the four basins is included, so that
the Plan documents will each contain the required elements needed for submission to Ecology.

12.1.2 Sequence of Topics

After reviewing the historical performance of the sewer utility, we describe the methodology and key
assumptions underlying the financial forecast. The key assumptions address the assumed fiscal policies,
economic assumptions, and data sources. This section also summarizes the CIP, expressing total project
costs in both constant 2023 dollars and future inflated dollars.

After the key assumptions and data sources, this chapter then shows the results of the revenue
requirement forecast. This is a two-step process. First, the capital funding strategy describes how the
capital costs can be financed over time, using both debt and non-debt sources. The debt issues lead to
annual debt service costs. The second step is the annual forecast, which incorporates the debt service and
other annual costs into a forecast that is balanced against projected revenues. The forecast is tested
assuming existing rates. If either the projected cash balances are insufficient or the required bonded debt
service coverage is not achieved, then rates are adjusted until the forecast is balanced. In this forecast, the
forecast can be balanced with overall rate increases of 6.31% in 2025 (already adopted by the County) and
6% per year from 2026 through 2042.

This document then shows the implications of these rate increases on several metrics and policy targets:
reserve fund balances, rate-funded capital investment, bonded debt service coverage, outstanding debt as
a percentage of total assets, annual debt service as a percentage of total revenue (“debt service load”), and
the average single-family bill as a percentage of median household income.
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The next section of this document allocates the forecast results to the four basins. Finally, Appendix R
contains a list of loan and grant programs administered by State agencies.

12.2 Financial History

This section is a summary of historical financial performance as reported on the County sewer utility income
statements.

Table 12-1 shows comparative financial statements for the six-year period 2018 through 2023. These
statements summarize the revenues, expenses, and ending reserves for each year.

Table 12-1 | Sewer Utility Income Statement Summary

Kitsap County Sanitary Sewer Statement of Revenue, Expenses, and Changes in Fund Net Position

2018 2019 2020 2021 2022 2023

Operating Revenues

Charges For services $ 29,148,750 $ 22,655,426 $ 22,463,052 $ 29,309,413 $ 29,874,573 $ 33,131,359
Miscellaneous 8,186 1 1,830 (952) 29,607 26,281
Total Operating Revenue 29,156,936 22,655,427 22,464,882 29,308,461 29,904,180 33,157,640

Operating Expenses

Personnel services 6,300,329 6,279,287 5,685,451 4,687,211 7,096,959 7,204,619
Contractual services 2,457,856 1,139,373 2,005,189 3,274,795 1,526,763 1,677,788
Utilities 1,730,524 1,572,611 1,629,789 1,658,245 1,829,897 2,031,543
Repair and maintenance 363,500 206,538 124,609 276,907 67,014 383,963
Other supplies and expenses 822,068 2,411,869 2,904,338 24,091 3,522,734 3,624,846
Insurance claims and other benefits 23,206 41,016 48,593 36,905 55,869 71,221
Depreciation 8,067,911 8,229,732 7,938,653 7,936,876 7,798,372 7,564,530
Amortization - - - - 18,185 43,554
Total Operating Expense 19,765,394 19,880,426 20,336,622 17,895,030 21,915,793 22,602,064
Operating Income (loss) 9,391,542 2,775,001 2,128,260 11,413,431 7,988,387 10,555,576

Nonoperating Revenues (Expense)

Interest and investment revenue 557,566 992,414 501,061 (108,225) (514,379) 1,599,427
Grant Revenue - - - - 12,077,611 1,617,967
Miscellaneous revenue 7,995,466 974,624 - - - 11,521
Interest expense (2,332,621)  (2,574,476)  (1,774,693)  (1,663,145)  (1,534,251)  (1,592,572)
Miscellaneous expense (2,362) - - - - -
Total Nonoperating Revenue (Expense) 6,218,049 (607,438) (1,273,632) (1,771,370) 10,028,981 1,636,343
Income (loss) Before
Contributions & Transfers 15,609,591 2,167,563 854,628 9,642,061 18,017,368 12,191,919
Capital contributions 1,746,374 1,079,087 3,304,592 358,850 8,815 3,378,392
Transfers in 133,903 2,116,097 - - - -
Transfer out (167,214) (364,731) (139,181) (47,868) (47,940) (78,250)
Transfer to Fiscal Agent - (2,066,310) - - - -
Change in Net Position 17,322,654 2,931,706 4,020,039 9,953,043 17,978,243 15,492,061
Net Position - Beginning 92,589,114 109,914,129 104,363,824 108,683,150 118,636,193 136,614,438
Prior period adjustment - (8,482,011) 299,286 - - -
Net Position - Ending 109,911,768 104,363,824 108,683,149 118,636,193 136,614,436 152,106,499

Following are some observations about the sewer utility’s historical financial performance:

» “Charges for services” revenue varies from year to year, with the total ranging from $22.4 million
to $33.1 million over the past six years. While population growth and retail rate increases account
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for a general upward trend over time, the “up and down” variability from year to year is largely
driven by changes in capital cost sharing from contract customers.

The three primary contract customers are the City of Poulsbo, U.S. Navy Keyport, and Bangor. All
three contract customers pay for ongoing service at the commercial rate. Poulsbo and U.S. Navy
Keyport have separate cost-sharing agreements for capital costs. In the County’s accounting
system, capital cost-sharing is included in the “charges for services” revenue category.

» In 2018, the County received $7,995,466 in miscellaneous revenue, with a smaller amount
(5974,625) received the following year. The County’s annual report showed this revenue in the
“operating grants and contributions” category. While we did not determine the source, it is clearly
a non-recurring revenue.

> Total operating expenses have increased over time, with an average increase of 2.3% per year.
There was a temporary decrease from 2020 to 2021 followed by a rebound in 2022. This pattern
may have been influenced by the COVID-19 pandemic.

» The County received approximately $13.7 million in grants over the last two years with the majority
(512.1 million) being accounted for in 2022.

» The financial statements suggest that the County utility has been drawing down its balance of
outstanding debt through the six-year period, since interest expense decreased from $2.3 million
in 2018 to $1.6 million in 2023.

> Inthe annual report, the term “net position” refers to the utility’s total assets minus total liabilities.
(It is analogous to “owner’s equity” in private sector financial statements.) The Kitsap County sewer
utility’s net position has increased by $59.5 million (64%) from the beginning of 2018 to the end of
2023. This equates to an average increase of 8.6% per year during the period.

12.3 Methodology and Assumptions

12.3.1 Revenue Requirement Forecast Methodology

The revenue requirement forecast identifies the total revenue needed to fully fund the utility on a stand-
alone basis considering current and future financial obligations. For this analysis, the resulting rate
increases are assumed to be applied “across-the-board” to all customer classes; no rate design changes are
proposed in this financial plan.

Table 12-2 shows that the forecast is a two-step process. The first step is the capital funding strategy, shown
in the left column. We begin with the total capital program provided by Consor as part of the General Sewer
Plan Updates for each of the County’s four wastewater basins. We then subtract all of the non-debt funding
sources. The remainder is the amount of borrowing needed. The number at the bottom of the first
column—the debt needed to fund the remainder of the capital program—determines the amount of new
debt service, which is an annual cost.

The second step is the annual forecast, shown in the column to the right. The fiscal policy targets include
the minimum reserve balances that must be maintained in the forecast. To that number we add each year’s
projected operating costs, existing and new debt service, and the amount of current rate funding used for
capital expenditures. After deducting non-retail revenue, we now know how much money is needed each
year from rates.
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Table 12-2 | Revenue Requirement Overview

Total Capital Projects Fiscal Policy Targets

- Grants + Operating Costs

- Wholesale Contributions + Existing & New Debt Service

- Newcomer Fees /- + Rate-Funded Capital

- Rate-Funded Capital = Revenue Requirement

- Cash Reserves - Offset Revenues

= Debt Funding (Loans or Bonds) 7 = E:;/:snue Required from Retail

The rate revenue requirement is next compared with the revenue projected to be generated by current
rates. In addition, we test the current rates against required “debt service coverage,” which is an important
fiscal policy explained below. If the current rates are insufficient—either because they do not generate
enough cash or because the debt service coverage target is not met—then the forecast rates are adjusted
to the degree necessary to balance the cash flow requirements and ensure that the coverage target is
achieved.

12.3.2 Fiscal Policies

The fiscal policies that affect a rate forecast include the target operating reserve, minimum capital reserve,
minimum operating and capital cash, debt service coverage, rate-funded capital reinvestment. Each type
of policy is discussed below.

12.3.2.1 Target Operating Reserve

“Reserves” are another word for fund balance. An operating reserve is a liquidity cushion; it protects the
utility from the risk of short-term variation in the timing of revenues or expenses.

For operating reserves, we often characterize the target with both a minimum and a maximum. For any
given year, if the forecast shows an ending fund balance below the minimum, then rates need to be raised
higher to replenish the reserve. If the forecast shows the ending balance above the maximum, then the
excess cash is re-characterized as a capital reserve.

The most common operating reserve target for sewer utilities is between 45 days and 60 days (12%-16%)
of annual operating expenses. However, Kitsap County sewer rates include a volume charge for non-
residential and contract customers, which introduces more revenue variability. We therefore suggest a
larger cushion—an operating reserve target of 90 days (25%) of annual operating expenses.

Recommended Policy: Achieve a year-end operating fund balance of 90 days (25%) of total annual
operating expenses. Results: For 2024, this amount is forecasted to be about $4.1 million; it increases
throughout the forecast period as operating costs increase with inflation.

12.3.2.2 Minimum Capital Reserve

The capital fund balance fluctuates naturally because it serves two functions. First, capital reserves are a
capital funding tool, the means by which a utility saves up in advance of major capital projects and avoids
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overreliance on debt. Utilities tend to go through waves of capital investment, so the reserve balance tends
to grow over time and then drop suddenly after a large capital project.

There is also a second function of a capital reserve. It also serves as a risk reserve just like the operating
reserve, giving the utility the flexibility to respond to unanticipated needs. Such needs could include a
capital cost overrun, or an unexpected failure of a major asset. It could be an unexpected regulatory
requirement or simply an opportunity-driven capital improvement. A cash cushion gives the utility flexibility
to address unforeseen capital needs in a logical way.

That cash cushion is achieved by having a minimum capital fund balance in the projections. In other words,
when we forecast capital spending and the fund balance naturally goes up and down, we only allow it to
go down so far—only as far as the target minimum—not all the way to zero.

The target minimum capital fund balance could be defined as a certain percentage of the average CIP, or
as the projected replacement cost of specified high-value assets. However, a simple and common way to
set a target minimum capital reserve is to define it as 1% of the original cost of fixed assets in the system.
This minimum naturally increases over time since future capital investment leads to a growing inventory of
assets. That is the approach we recommend in this financial plan.

Recommended Policy: Achieve a year-end minimum capital balance target of 1% of the original cost of
plant-in-service. Results: This equates to roughly $2.9 million for year-end 2024 and increases to $9.0
million in 2042 as capital is constructed.

12.3.2.3 Minimum Operating and Capital Cash

In recent years, bond rating agencies have focused on the combined operating and capital cash balance. A
favorable indicator is when a utility maintains a combined year-end cash reserve of at least 180 days (50%)
of annual operating expenses. That is the policy target we recommend here.

Recommended Policy: Maintain a minimum year-end operating and capital balance of 180 days (50%) of
annual operating expenses. Results: This equates to roughly $8.2 million for year-end 2024 and increases
thereafter. In this forecast, the 180-day target is achieved in all years.

12.3.2.4 Debt Management

The sewer utility currently has three revenue bonds, two Public Works Trust Fund (PWTF) loans, and four
Department of Ecology (DOE) state loans. Additionally, the County is in the process of selling additional
revenue bonds and securing another DOE loan. In 2024, debt service is about $5.2 million. With existing
debt and the new debt arrangements already underway, debt service will rise above $7 million per year for
2027-2040, dropping off after 2040. In addition, to address the capital needs identified in this plan,
additional revenue bonds are forecasted to be issued in future years. Each bond issue is assumed to have
a 20-year term, issuance cost of 1%, and an interest rate of 5%.

12.3.2.4.1 Debt Service Coverage

Debt service coverage is a requirement typically associated with revenue bonds and some state loans. It is
also a useful benchmark to measure the riskiness of a utility’s capital funding plans. Coverage is best
understood as a factor applied to annual debt service. A typical requirement in selling revenue bonds is
that bonded debt service coverage must be at least 1.25 throughout the life of the bonds. That means the
County agrees to collect enough revenue each year to meet operating expenses and not only pay debt
service but also an additional 25% above bonded debt service. This cushion makes bondholders more
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confident that debt service will be paid on time. The extra revenue can be used for capital expenditures, to
build reserves, or for debt service on subordinate debt.

While the County’s contractual minimum coverage is 1.25, achieving coverage greater than the minimum
is a positive signal that bond rating agencies notice, and it can result in more favorable terms for future
borrowing. For that reason, many utilities set a policy target higher than 1.25.

Recommended Policy: Set rates to achieve bonded debt service coverage of at least 1.50. Results: The utility
is forecasted to achieve this policy in all years except 2032 and 2034, when coverage decreases to 1.38 and
1.49. That is still safely above the legal minimum of 1.25.

12.3.2.5 Rate-Funded Capital Investment

To avoid overreliance on debt, it is useful to have a target for the amount of capital investment that is
funded by rates (“pay-as-you-go”). A common benchmark is to aim for rate-funded capital of at least 100%
of original cost depreciation by the end of the forecast period. We recommend that approach.

Recommended Policy: Rate revenue should fund 100% of original cost depreciation expense by the end of
the forecast period. Annual depreciation is $7.5 million in 2023, growing to $19.8 million by 2042. Results:
In this forecast, rate-funded capital at 100% of depreciation is first achieved in 2039 and continues through
the remainder of the forecast.

Table 12-3 provides a summary of the recommended fiscal policies for the sewer utility.

Table 12-3 | Summary of Fiscal Policies

Policy Recommended Target

Operating Reserve 90 days (25%) of annual O&M expenses (initially, $4.1 million)

Minimum Capital Reserve 1% of original cost of plant-in-service (initially, $2.9 million)

Minimum Operating & Capital Cash = 180 days (50%) of annual O&M expenses (initially, $8.2 million).

A policy target of at least 1.50 for bonded debt, which is higher than the
contractual minimum of 1.25

Rate-Funded (Pay-as-You-Go) Rate-funded capital should equal 100% of original cost depreciation by the
Capital Reinvestment end of the study period ($19.8 million per year by 2042)

Debt Service Coverage

12.3.3 Key Assumptions and Data Sources

12.3.3.1 Economic & Inflation Factors

The operating expenditure forecast relies primarily on the County’s 2024 adopted budget. The line items
in the budget are then adjusted each year by one of the following factors:

» General Cost Inflation — After conversations with staff, we assumed 4% in 2024 followed by 3% per
year thereafter.

> Construction Cost Inflation — Unless otherwise mentioned, all project costs were given in 2023
dollars, then escalated for construction inflation of 8% in 2024, 4% per year thereafter.

» Labor Cost Inflation — Assumed at 10% for 2025 to reflect the County’s compensation study
adjustments, followed by 3% per year based on the Employment Cost Indices for wages.
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» Benefits Cost Inflation — Assumed at 5% per year, based on the Employment Cost Indices for
benefits.

» Taxes — The State excise tax rate is 3.852%, the State Business and Occupation (B&O) tax rate is
1.75%. The State excise tax applies to rate revenue allocated to the collection system. The B&O tax
applies to rate revenue allocated to treatment and transmission, as well as to system development
charges and other miscellaneous fees.

» Fund Earnings — Assumed to be 4% in 2024 and decreasing one percentage point per year until
2027 and then remaining at 1% for the forecast period. Based on market conditions as well as
historical Local Government Investment Pool (LGIP) returns.

» Customer Growth — Conservatively assumed to be 0.5% per year, based on discussion with staff.
The assumed growth rate in sewered population varies for each of the County's four service areas,
which are projected to be between 0.6%/yr and 4.8%/yr. Therefore, a 0.5%/year customer base
growth rate represents a conservative estimate for the purposes of financial planning in the event
assumed sewered population growth rates are not realized.

» Operating Budget Execution Factor — 95% in 2024 followed by 90% for all other years, based on
discussions with staff and historical data on actual vs. budgeted spending.

12.3.3.2 Fund Balances

The County manages both an operating and capital fund related to the sewer utility. For the purpose of
showing funds restricted for debt service repayment, the forecast contains a third category: debt reserves.
These funds are assumed to come from the operating fund. Table 12-4 shows the updated allocated cash
balance for 2024 between operating, capital, and debt purposes for the financial modeling. It also shows
the projected beginning fund balance for 2024, the beginning of the forecast period.

Table 12-4 | Cash Balances

Description 2024 Beginning Cash Balances
Operating Fund $11,560,996
Capital Fund $369,483
Debt Reserves $6,827,376
Total Fund Balance 518,784,376

While the capital fund reserves are below the initial target of $2.9 million for 2024 beginning balance, the
operating fund balance more than covers the difference. In our forecast, any excess operating reserves are
re-categorized as available for capital purposes.

12.3.3.3 Existing Debt

As stated previously, current outstanding debt for the sewer utility includes three revenue bonds, two
Public Works Trust Fund (PWTF) loans, and four Ecology loans. Annual debt service payments are about
$5.2 million in 2024. The County has opted to time the bonded debt service payments to smooth out year-
to-year fluctuations in total debt service. The 2015 bond is retired in 2027 while the 2010C QECB loan is
retired in 2028. Starting in 2028, the 2010B refunding bond starts to require principal payments. The two
outstanding PWTF loans are fully repaid in 2031 and 2041. Two of the DOE loans are fully repaid in 2025
while the others are repaid gradually through 2038.
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12.3.3.4 Near-Term Future Debt Obligations

Although not currently making payments on them, the County has begun the process of obtaining two
additional debt issues. The first is a 20-year revenue bond which assumes repayment starting in 2025. The
bond proceeds (including a bond premium) are assumed to be $32.5 million, requiring annual payments of
$2.5 million once principal repayment begins in 2027.

The second loan in process is a $3.78 million DOE loan for the Capital Facility Plans update. Remaining draws
on this loan are assumed to occur in 2024. Repayment starts in 2025, with annual payments of about
$200,000 per year.

As of the time of writing, the County has also applied for other low-cost loans from State agencies. These
additional loans will be described later in this document, under “Capital Funding Strategy.”

12.3.3.5 Capital Expenditure Forecast
12.3.3.5.1 Capital Projects Before Escalation

Capital project costs and timing were developed by Consor with County staff input. The resulting 2024-
2042 capital improvement plan (CIP) shows estimated spending of about $459.2 million in 2023 dollars.
Total capital costs in 2023 dollars by basin is shown in Figure 12-1. Central Kitsap is the largest treatment
plant, and the Kitsap basin has 76% of the capital requirements.

The largest project in the early part of the CIP is the Solids and Liquid Hauled Waste Upgrades at the Central
Kitsap treatment plant. Design for this project is currently underway, and its construction schedule is
assumed to continue through 2028. (For convenience, it is sometimes referred to as the “digester project,”
even though it actually includes other elements besides new digesters.) Its total remaining cost (in
escalated dollars) is assumed to be $140 million, and it dominates the early years of the forecast—much of
the borrowing and resulting rate increases in the next few years are focused on financing the digester
project. Because of the size of the project and the fact that its engineering is well advanced, its cost estimate
is given in escalated dollars — no further inflation factor is applied to the $140 million cost. For the other
projects, however, Figure 12-1 shows cost estimates in 2023 dollars.
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Figure 12-1 | Unescalated Capital Spending (Millions) 2024-2042

Manchester
$31.9
Suguamish 7%
$39.2
8%
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$40.2
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Central Kitsap
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76%

12.3.3.5.2 Projected Capital Expenditures after Cost Escalation

Figure 12-2 shows the year-by-year funding needs after applying the assumed inflation factors.

The digester project has expenditures extending from 2024 through 2028. After 2028, many of the
identified capital projects are focused on the collection systems—the pipes and pumps that deliver
wastewater to the four treatment plants. The 2029-2040 projects include needed improvements in the
Kingston, Suquamish and Manchester basins in addition to the Central Kitsap basin.

In 2041, the CIP shows a major project ($50.3 million, in escalated dollars) to construct Aeration Basins 5
and 6 at the Central Kitsap plant, based on assumed requirements from the State. In 2042, a major upgrade
(Class A Reclaimed Water Improvements, costing $29.9 million in escalated dollars) is shown for the
Kingston plant. For these 2041 and 2042 projects, the nature of the regulatory requirements from the State
are uncertain, but these estimates serve as a placeholder to flag the need for additional major investments
in future years.
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Figure 12-2 | Capital Expenditure Forecast 2024-2042 (escalated dollars) — Central Kitsap vs All
Other Basins
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The dark part of each column represents the Central Kitsap basin capital cost needs. The total escalated
cost of capital improvements for the Central Kitsap basin is $472.6 million, about 72% of the total $654
million in escalated capital needs for the County.

12.4 County-Wide Revenue Requirement Results

The County currently has an adopted sewer rate increase for 6.31% in 2025. Following the adopted rate
increase, the forecast shows that 6.0% annual rate increases would be necessary to continue to cover
operations as well as fund the capital plan through a mix of cash funding and debt financing.

12.4.1 Capital Funding Strategy

Over the full 19-year period from 2024 through 2042, the capital expenditure forecast (including inflation)
contains $654 million of projects. In the capital funding strategy, our task is to identify where that $654
million will come from.

Figure 12-3 shows the forecasted sources of funding for this capital program.

> Firstis the capital cost sharing from U.S. Navy Keyport and Poulsbo. County staff provided estimates
for 2024-2029, totaling $28.1 million for the 6-year period. We assumed that the cost share for
2029 ($778,000) continues in future years, so the total through 2042 is $38.2 million.

» Second, any available Newcomer or Latecomer revenue is applied to the capital program. The
forecast assumes about $3,000,000 per year in revenue assuming no changes to the charge, or a
total of $57.4 million.

> Next, we assume the low-interest loans that the County is currently pursuing from both Public
Works and Department of Ecology. The assumed total is $30.4 million.
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» The remaining capital funding need is balanced with a mix of cash vs. revenue bond debt. Each type
of funding works to complement the other to fill the remaining funding gap. This includes:

O Revenue bonds: issued in two-year cycles as needed, to cover capital costs for the year of
issuance and the following year. Total debt proceeds are $313.5 million (48% of the total)
through 2042. Except for the 2024/25 bond issue, we assumed 20-year bonds at 5% interest.

O Cash funding: The covers the remaining $214.5 million (33% of the total). It is generated by the
rate increases needed to repay revenue bonds and fund the remaining capital needs.

Figure 12-3 | Capital Funding Sources 2024 — 2042

Revenue Bonds
$313.50
48%

12.4.1.1 Planned Low Interest Loans

Keyport /
Poulsbo
$38.20
6%

Newcomer /
Latecomer Fees
$57.40
9%

State loans

$30.40
4%

The County has applied for low-interest State loans in the short term. The forecast assumes that the County
receives the maximum $10 million in both 2025 and 2026 from the Public Works Trust Fund as well as an
additional $9.85 million from the Department of Ecology. The total forecasted debt service on these loans

is $1.8 million dollars.

12.4.1.2 Planned Revenue Bond Debt Issues

The first bond issue is currently in process as of 2024, but funding may not be available until 2025. After
the first revenue bond debt issuance, additional issues are forecasted every two years as needed through
2041. Table 12-5 shows the timing and magnitude of the bonded debt proceeds assumed in the financial

plan, along with the annual debt service associated with each issue.

Table 12-5 | Planned Revenue Bond Issues in the Financial Plan

Year

2026
2028
2030
2032
2034

2024/2025

Net Proceeds

$32.5 million*

$22 million
$42 million
S70 million
$58 million
$19 million

$2.5 million*

Annual Debt Service

$1.9 million
$3.7 million
$5.9 million
$4.9 million
$1.6 million
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Net Proceeds Annual Debt Service
2036 $25 million $2.1 million
2039 S5 million $0.4 million
2041 $40 million $3.4 million
Total $313.5 million $26.5 million

Note:
*2024/2025 issue includes approximately $2.5m premium. Debt service is planned to have two
years of interest-only payments in 2025 and 2026

12.4.1.3 Potential Grants and Other Low Cost State Loans

Due to the reliance on revenue bond funding for the capital program, the County should continue to pursue
additional low-cost State loans. Grants and state loans provide two benefits. The first is the cost savings
compared to the assumed alternative of issuing revenue bonds. In addition, by reducing its reliance on
revenue bonds, the County improves its bonded debt service coverage calculation.

The following document is a helpful summary of the funding, eligibility, and contact details for water and
sewer infrastructure assistance programs (both grants and low-cost loans) in Washington State:
http://www.infrafunding.wa.gov/resources.html. This summary is updated each year by the Department
of Commerce. The most recent version (September 17, 2024) is included as Appendix R to this report.

12.4.2 Annual Forecast

Figure 12-4 graphically represents the annual forecast through 2042. Total operating revenues are about
$31.0 million in 2024 and $90.4 million in 2042. These figures exclude revenue restricted to capital
purposes—debt proceeds, capital cost sharing from contract customers, or newcomer charges.

The stacked columns represent the costs of the utility, such as operating expenses, existing debt service,
new debt service, and annual cash funding used for capital projects. The solid black line represents revenue
at existing rates and the dashed line shows forecasted revenue with rate increases.

Below are further observations about these variables.
» [Solid line; Revenue at existing rates.
O Revenue is projected to increase with customer growth, even without future rate adjustments.

e e |
i
i
i

Dashed line: Revenues with rate increases.

i
.l
.l
e -1

O After the recommended rate increases, revenue is expected to grow to $90.4 million by 2042.
> Operating expenses.

O Operating expenses increase with the annual cost escalation assumptions described earlier.
» Grey bar: Existing debt service.

0 Annual payments of about $5.2 million in 2024, declining to $214,000 by 2042.
» Yellow bar: New debt service.

O New debt service begins in 2025. By 2042, it is about $28.1 million per year.
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> _ Rate revenue available for capital projects.

O This amount fluctuates year to year as the debt issues impact the difference between revenue
collected and total other obligations.

Figure 12-4 | Revenue Requirement Forecast
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12.4.2.1 Rate-Funded Capital Investment

The green line in Figure 12-5 shows the sewer utility’s projected annual level of rate-funded capital
investment in relation to annual depreciation.

Figure 12-5 | Annual Rate-Funded System Reinvestment
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Over the forecast period, annual depreciation cost increases as the County completes capital projects. The
blue line represents the same amount as the light green bar in Figure 12-4. Over this period, rate-funded
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system reinvestment reaches a low of 9% of annual depreciation in 2032. This coincides with the lowest
bonded debt coverage (1.38) in the forecast. Beginning in 2039, rate-funded capital is projected to achieve
the assumed policy target of at least 100% of annual depreciation cost.

12.4.2.2 Operating and Capital Reserve Level

The recommended minimum operating fund balance is 90 days of total annual operating expenses, and the
recommended minimum capital fund balance is 1% of the original cost of assets. The sum of these two
targets represents the combined minimum reserve balance—about $7.0 million in 2024. It grows to $16.6
million in 2042 as operating costs increase and the County adds assets to the system.

Figure 12-6 shows projected unrestricted fund balances through 2042 in relation to the reserve target (the
green line). The utility is projected to achieve the reserve target each year.

Figure 12-6 | Operating and Capital Reserve Forecast
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12.4.2.3 Bonded Debt Service Coverage

The legal minimum for revenue bond debt service coverage is 1.25 in each year in which bonds are
outstanding. To enhance creditworthiness, many utilities set a policy target that is higher than the legal
minimum. In this forecast, assumed a policy goal of at least 1.50 for bonded debt service coverage.
However, we allowed exceptions to keep planned rate increases from going above 6% per year.

Figure 12-7 shows projected bonded debt service coverage through 2042 in relation to the assumed policy
target of 1.50 and the legal minimum of 1.25. The utility is projected to achieve the policy target each year
except for 2032 and 2034, when coverage drops to 1.38 and 1.49. The forecast stays above the legal
minimum of 1.25 throughout the forecast period.
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Figure 12-7 | Projected Bonded Debt Service Coverage in Relation to Target and Legal Minimum
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12.4.2.4 Analysis of Outstanding Debt and Debt Service Load

Because the County will need to borrow heavily to fund this CIP, two other debt-related metrics are
relevant: the level of outstanding debt in relation to total assets (“debt-to-total assets ratio”), and the
projected debt service as a percentage of total revenues (“debt service load”). Debt is a useful component
in the capital funding toolbox, but it should not be overused. The cumulative effect of a series of borrowing
decisions can be assessed by looking at these two metrics.

Figure 12-8 shows the projected debt-to-total assets ratio and the debt service load throughout the 2024-
2042 forecast period. There is not a formal policy target to compare with, but we are aiming to keep both
metrics below 50%. In this forecast, both metrics stay at or below 50% except in 2032, when outstanding
debt is 53% of total assets and debt service is 52% of total revenue.

Based on these results, we observe that this forecast relies heavily on debt during the next 19 years, and
we do not suggest greater borrowing. The significance of this finding comes from the fact that there is a
tradeoff between rate increases and the level of borrowing. Higher rate increases allow more “pay-as-you-
go” rate-funded capital funding (in lieu of debt), while higher levels of borrowing allow the rate impact to
be pushed into future years. In this forecast, the recommended rate increases—6% per year after 2025—
should not be ameliorated by more borrowing.
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Figure 12-8 | Projected Debt-to-Total Assets Ratio and Debt Service as % of Total Revenue
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12.4.2.5 Affordability

Since the inception of the Clean Water Act, the US Environmental Protection Agency (EPA) has provided
some guidance on how to measure financial burdens. Called the residential indicator (RI), the EPA measure
is the annual residential cost of utility service divided by the median household income (MHI) of the
relevant service area. An Rl of 2.0% or higher indicates a “high burden” according to the EPA standard for
sewer utilities.

The median household income for Kitsap County is estimated to be $103,593 as of 2024. This is based on
a survey from the Census Bureau 2023 American Community Survey plus one year of inflation.

Table 12-6 presents an average single-family sewer bill with projected annual rate increases for the forecast
period, tested against the affordability threshold. We assumed that median household income increases at
the same rate as general inflation, which after 2023 is 3.0% per year. Applying the 2.0% test, Kitsap County’s
sewer rates are forecasted to remain within the EPA affordability range through 2042. Note that the median
income benchmark does not measure the impact on low-income households; the forecasted rates could
be a significant burden on households at the lowest income levels.

Table 12-6 | Affordability Table

Inflation Median HH Projected Projected % of Median HH

Income Monthly Bill Annual Bill Income
2023 $99,609 $92.24 $1,107 1.11%
2024 4.00% $103,593 $98.06 $1,177 1.14%
2025 3.00% $106,701 $104.25 $1,251 1.17%
2026 3.00% $109,902 $110.51 51,326 1.21%
2027 3.00% $113,199 $117.14 51,406 1.24%
2028 3.00% $116,595 $124.17 $1,490 1.28%
2029 3.00% $120,093 $131.62 $1,579 1.32%
2030 3.00% $123,696 $139.52 $1,674 1.35%
2031 3.00% $127,407 $147.89 $1,775 1.39%
2032 3.00% $131,229 $156.76 51,881 1.43%
2033 3.00% $135,166 $166.17 $1,994 1.48%
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Year Inflation Median HH Projected Projected % of Median HH
Income Monthly Bill Annual Bill Income
2034 3.00% $139,221 $176.14 $2,114 1.52%
2035 3.00% $143,397 $186.71 $2,241 1.56%
2036 3.00% $147,699 $197.91 $2,375 1.61%
2037 3.00% $152,130 $209.78 $2,517 1.65%
2038 3.00% $156,694 $222.37 $2,668 1.70%
2039 3.00% $161,395 $235.71 $2,829 1.75%
2040 3.00% $166,237 $249.85 $2,998 1.80%
2041 3.00% $171,224 $264.84 $3,178 1.86%
2042 3.00% $176,361 $280.73 $3,369 1.91%

12.5 Basin-Specific Revenue Requirement Forecasts

While the previous section discussed the overall financial obligations of the County’s sewer utility, this
section focuses on the obligations as allocated to individual basins. Because the County provides system-
wide rates rather than area-specific rates, all customers share the same level of support for funding the
Countywide sewer utility. The capital planning is performed for individual basins, but the funding of capital
projects—including all debt obligations—and the subsequent rate changes are applied to the County sewer
utility as a whole, not for individual basins.

However, this financial plan is one chapter within a set of larger General Sewer Plan Updates documents,
and those documents are specific to each basin. In order to meet the Department of Ecology requirements
for the planning documents, this section provides information about costs and revenues as they are
allocated for each of the four basins: Central Kitsap, Manchester, Suquamish, and Kingston.

12.5.1 Allocating Costs Across Basins

As part of the financial forecast, the County provided an estimated number of Residential Billing Equivalents
served by each basin. A Residential Billing Equivalent is used as a metric to estimate the proportion of
revenue each basin generates and is based on how much a non-single family residential customer pays
compared to a residential customer. For example, based on the County’s current billing structure, a multi-
family customer bill is approximately 80% of a single-family bill and would be treated as 0.8 Residential
Billing Equivalent. Of the approximately 28,000 equivalents, the Central Kitsap area serves the vast majority
of customers, representing 89.5% of the revenue. Accordingly, we allocated 89.5% of the overall costs to
the Central Kitsap Basin. The same approach is taken to the other basins—the cost of O&M, capital, debt
service, and required reserves are allocated in proportion to each basin’s share of the system-wide total
Residential Billing Equivalents. The Residential Billing Equivalents and resulting allocation percentages are
shown in Table 12-7.

Table 12-7 | Allocation to Basins

Residential Billing Equivalents Percentage
Central Kitsap 25,011 89.46%
Manchester 1,026 3.67%
Suquamish 970 3.47%
Kingston 950 3.40%
Total 27,957 100%
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The allocation of the revenue requirement to individual basins is shown in Table 12-8. For simplicity in
presentation, we show the allocated revenue requirement only for the years 2025 and 2030, but the same
percentage allocations can be applied to any of the forecast years.

Table 12-8 | Projected Revenue Requirement by Basin — 2025 and 2030

Central

Manchester

Suguamish

Kingston

Kitsap

Allocation Percentage 89.46% 3.67% 3.47% 3.40%

2025

Revenues

Rate Revenue after Rate Increases = $30,005,499 = $26,843,636 @ $1,101,178 $1,041,075 $1,019,610

Non-Rate Revenue 2,479,539 2,218,255 90,997 86,030 84,257

Total Revenue = $32,485,038 $29,061,255  $1,192,175 $1,127,105 1,103,866

Requirements

Cash Operating Expenses $16,403,199 $14,674,694 $601,985 $569,128 $557,393

Existing Debt Service 5,114,100 4,575,196 187,683 177,440 173,781

New Debt Service 2,802,218 2,506,931 102,839 97,226 95,221

Rate Revenue Available for Capital 8,165,521 7,305,070 299,668 283,312 277,471
Total Requirements = $32,485,038 $29,061,891  $1,192,175 $1,127,105 $1,103,866

2030

Revenues

Rate Revenue after Rate Increases = $41,168,068  $36,829,937 @ $1,510,836 $1,428,373 $1,398,922

Non-Rate Revenue 2,291,740 2,050,245 84,105 79,515 77,875

Total Revenue = $43,459,808 $38,880,182  $1,594,941 $1,507,888 $1,476,797

Requirements

Cash Operating Expenses $19,681,630 $17,607,656 $722,300 $682,877 $668,797

Existing Debt Service 4,946,317 4,425,094 181,526 171,618 168,080

New Debt Service 15,786,416 14,122,905 579,349 547,728 536,434

Rate Revenue Available for Capital 3,045,444 2,274,527 111,765 105,665 103,486
Total Requirements = $43,459,808 $38,880,182  $1,594,941 $1,507,888 $1,476,797

The sewer rate increases needed to support the above revenue requirements are the same for all four
basins: 6.31% in 2025 and 6% per year through the remaining forecast period. Similarly, the projected debt
service coverage is the same for all basins, as are the assumed policies for cash reserves. While the CIP is
differentiated by basin, the debt obligations that are needed to fund the capital projects are all incurred at
the countywide level, and all financial obligations apply to the County sewer utility as a whole, not to

individual basins.
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