
[image: image1.png]
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Budget and Fiscal Management Committee
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SUBJECT:

Proposed Ordinance 2004-0199 would set a new sewer rate and a new capacity charge for 2005.  Specifically, the proposed ordinance would:

· Set the 2005 monthly rate for sewer services at $25.60 per residential customer equivalent (Section 2., Part A)

· Approve the establishment of a rate stabilization reserve (Section 2, Part B)

· Determine the monetary requirements for disposal of sewage for 2005 to be $209,896,243 (Section 3)

· Set the 2005 capacity charge for new customers at $28.50 per month for fifteen years (Section 4, Part L)

· Set the 2005 discount rate for prepayment of the capacity charge at 5.5% (Section 5, Part O, Paragraph 3)

SUMMARY:  Proposed Ordinance 2004-0199 was transmitted on April 7, 2004, introduced on April 12 and referred to the Budget and Fiscal Management Committee.

The 2004 Wastewater Treatment Budget is about 16.6% of the County’s total $3 billion budget and is comprised of the following components:

Table 1 – 2004 Wastewater Treatment Appropriations
	Appropriation Unit
	2004 Appropriation

	Wastewater Treatment Operations
	$84,640,000

	Wastewater Treatment Debt Service
	110,082,000

	Wastewater Treatment CIP
	302,971,894

	    Total
	$497,693,894


BACKGROUND - MONTHLY SEWER RATE:

The monthly sewer rate for both residential and commercial customers is calculated on the basis of Residential Customer Equivalents (RCEs).  A single family residence is one RCE.  Commercial and industrial customers are charged on the amount of wastewater generation, based on water consumption, and then converted into RCEs.  One RCE (750 cubic feet of wastewater) represents the average amount of wastewater a single family residence would generate in a month.  

A recent history of sewer rates is provided in Table 2 in the June 2 staff report (Attachment 4) along with an explanation of how the sewer rate is billed.
ANALYSIS – MONTHLY SEWER RATE:

Currently, the rate for sewer services is $23.40 per month.  The proposed rate for 2005 is $25.60, an increase of $2.20 over the 2004 rate or 9.4 percent.  This 2005 rate is proposed by the Executive under the assumption that it would be in place for two years (2005 and 2006).  Table 3 in the June 2nd staff report shows the factors that have contributed to the proposed increase from the 2004 rate of $23.40 per month to the proposed rate of $25.60.  

Another factor for the Council to consider in setting the monthly sewer rate is the position of the Metropolitan Water Pollution Abatement Advisory Committee (MWPAAC).  In a letter dated March 4, 2004, MWPAAC stated their position as favoring the setting of a rate for 2005 only - as opposed to a three-year rate.  However, the chair of the MWPAAC at the April 14 meeting of the Regional Water Quality Committee voiced support for the proposed two-year rate.

Timeline:

Under the terms of agreements between the County and the component agencies and the King County Code, the County must adopt the sewer rate by June 30 each year.  Action by the Committee today is necessary to have this ordinance on the agenda of the full Council on June 14.  Since this is a rate ordinance, there are advertising requirements.  The advertising has been done so that the required public hearing can be conducted on June 14.

ANALYSIS – CAPACITY CHARGE:

Current Policy:

Under current Council policy, the capacity charge is determined each year and is based on the estimated costs of the Council adopted 30-year Regional Wastewater Services Plan (RWSP).  The capacity charge is set so that the revenue from the capacity charge plus sewer rate revenue from new customers covers 95% of the cost of capital projects that add capacity to the system in the 30-year RWSP.  The main factors that must be considered in determining the appropriate capacity charge that will achieve this goal are:

· The 30-Year RWSP.  Under County policy, the RWSP is updated every three years and provides the basis for setting the capacity charge.  Originally, the RWSP Update was to be considered and approved by the Regional Water Quality Committee (RWQC) and the Council in 2003.  However, that process was delayed to 2004 pending the final site selection for Brightwater.  The RWSP update is currently under consideration in the RWQC.  That Committee has been working with Executive staff on this update for the past year, with a number of workshops.  At the workshop in June 2003, the preliminary sewer rate and capacity charge that would be needed to fund the RWSP were discussed.  The preliminary capacity charge estimate at that time was $36.60.
· Estimated New Connections.  To project the amount of revenue that will be generated by new customers over the 30-year period, an estimate has to be made of how many new customers there will be.  The following table shows the number of new customers (connections) from 1990 to the present.

Table 2 - New Connections

	Year(s)
	New Connections
	Cumulative
	Annual Average

	1990-95
	38,173
	38,173
	6,362

	1996
	5,979
	44,152
	6,307

	1997
	9,232
	53,384
	6,673

	1998
	9,454
	62,838
	6,982

	1999
	11,778
	74,616
	7,462

	2000
	11,093
	85,709
	7,791

	2001
	13,865
	99,574
	8,298

	2002
	13,700
	113,274
	8,713

	2003
	12,113
	125,387
	8,956

	2004*
	9,000
	134,387
	8,959

	2005*
	9,000
	143,387
	8,961


* Estimated

In recent years, the number of new connections has risen.  For purposes of the calculation of the capacity charge for 2005, WTD has used the figure of 9,000 new connections per year for the short-term.  The estimate for 2006 is 9,250 and then the number rises to 9,500 for 2007 through 2014.  After 2014, the number declines.  (The higher the number, the lower the capacity charge needs to be.)  There can be no “right” estimate; therefore, the question is whether the estimates are reasonable based on what is known.

· Other Assumptions.  Many other factors must be assumed in the projection to arrive at a capacity charge.  Such things as the general rate of inflation, future interest rates for both short and long-term debt, the rate that can be earned on investments, and the growth in residential customer equivalents must all be estimated.  In the analysis process, the question again is whether or not these estimates or assumptions are reasonable.  Here are the major assumptions used by WTD.

Table 3 - Other Assumptions

2005-08

	Factor
	2005-06
	2007-08

	Residential Customer Equivalent Growth Rate
	.5%
	1.0%

	General Inflation
	3.0%
	3.0%

	Bond Interest Rate
	5.25%
	5.25%

	Variable Debt Interest Rate
	1.75%
	1.75%

	Investment Earnings Interest Rate
	2.0%
	2.0%


Authorization in State Law

The County is authorized to charge the capacity charge by State law (RCW 35.58.570).  Under the law it is a monthly charge that must be reviewed and approved annually by the Council. The capacity charge shall be based upon the cost of the sewage facilities' excess capacity that is necessary to provide sewage treatment for new users to the system.  The County bills for the capacity charge twice annually, beginning six months after connection.  New customers must make payments over fifteen years.  At the customers’ option, the capacity charge (or the unpaid balance) may be paid in advance, discounted to present value at 8%.  The Executive proposes in this ordinance to lower that discount rate to 5.5% to more closely align with the County’s cost of borrowing.  There is no provision in State law that permits the County to compel new customers to pay the capacity charge at the time of connection.

History of Capacity Charges

A recent history of the capacity charge is provided in the following table, including the proposal for 2005:

Table 4 – Capacity Charge

1990 - 2005

	Year
	Rate ($/Month/RCE)

15-yr. Duration

	1990-1997
	$7.00

	1998-2001
	10.50

	2002
	17.20

	2003
	17.60

	2004
	18.00

	2005 (proposed)
	28.50


Ordinance 14129 requires that the capacity charge:

· be a uniform charge,

· that is approved annually, and

· that does not exceed the cost of capital facilities necessary to serve new customers.

The method of calculating the capacity charge and the adopted policies were approved by the Council in October 2001 as Ordinance 14129 (King County Code Section 28.86).  These are discussed in prior staff reports.

Future Debt Plans

The WTD plans to issue bonds periodically throughout the 30-year RWSP.  The next bond issue, estimated at $200-250 million, is planned for late 2004 or early 2005 and would provide sufficient funding for the capital improvement program through 2005.  The amount of the bond issue will be based on the estimated capital project accomplishment rate and the capital improvement program.  In other words, the $200-250 million bond issue is sized based on the proposed RWSP and with the assumption that cash will need to be spent at approximately 85% of the approved capital improvement plan budget for the year 2005.  As a reminder, the Council receives the Executive’s proposed capital improvement plan (CIP) along with the proposed operating budget in mid-October.  Should the Council not adopt the proposed CIP, there would be effects on the financial plan for the utility that could affect debt coverage and future debt issuance plans.
Under the terms of the currently outstanding sewer revenue bonds, the County has pledged to maintain a debt coverage of 1.15 to 1.  This means that net revenues of the utility would amount to 1.15 times the annual debt service obligation on all debt.  Staff reviewed the financial plan calculations to see if the proposed sewer rate and capacity charge would provide this level of coverage.  The calculations done by WTD would provide this level of coverage, based on the assumptions and estimates noted above.  The agencies that provide credit ratings for the County’s bonds rely on the long-term projections that are prepared by the issuing agency in determining the ratings that they will apply to the bonds.  The County currently enjoys an A1 rating from Moody’s and an AA- rating from Standard & Poor’s for its sewer revenue bonds.  Any combination of sewer rates and capacity charges that would not meet the 1.15 coverage requirement would jeopardize the ratings for future and existing bonds and would violate covenants of currently outstanding bonds.
Legal Issues

Discussions were held earlier this year with regard to the proposal to adopt an “intermediate” capacity charge for 2005.  Would such an action be consistent with the adopted policy and therefore legally defensible?  With the assistance of bond counsel, the Prosecuting Attorney concluded that adoption of the proposed intermediate capacity charge would be a legally defensible approach if supported by a record of discussions and decisions and inclusion of appropriate findings in the ordinance.  The PAO expressed concern, however, about any rates being approved that are not developed in accordance with current policy of “growth pays for growth.”
Capacity Charge Calculation Methodology

The calculation of the capacity charge that is needed to cover the cost of growth is an iterative process because the monthly rate for services and the capacity charge are inter-related.  If one is changed, the other must be changed (or the underlying assumptions must be changed), in order for each fee to accomplish its intended purpose.  

Capacity Charge Indicated by Growth Related Costs in Proposed CIP 

The estimated costs in the proposed RWSP that relate to growth plus the current policy of discounting upfront payments of the capacity charge by 8% support a new capacity charge of $36.50.  However, as explained above, an interim capacity charge of $28.50 is being proposed.  To make this lower interim capacity charge possible, the Executive is assuming the eventual implementation of approximately $200 million in savings from a combination of value engineering on the Brightwater project and a re-examination of non-Brightwater conveyance system projects plus approval of a reduction in the pre-payment discount from 8% to 5.5%.  (This was explained in prior staff reports.)  The net effect of going from 8% to 5.5% is to eliminate a subsidy for those who have chosen to pay in advance.
REASONABLENESS:

- SEWER RATE

The Council in the past has desired the adoption of multi-year rates.  They have wanted the customers to have predictability and certainty.  The Executive’s proposal conforms to this policy option by proposing a two-year sewer rate for 2005 and 2006 of $25.60.  Conditions could obviously change that would make it difficult to maintain the same rate for 2006; but, the $25.60 rate would be appropriate for 2006 based on what is now known.  While the MWPAAC voiced the desire initially to have a single year rate, their concerns appear to have been addressed, as evidenced by their Chair’s statements at the April 14 Regional Water Quality Committee meeting.

- CAPACITY CHARGE

The increase proposed for the capacity charge is significant.  Staff has spent considerable time reviewing the process used by the WTD to arrive at the proposed charge.  Over half of a very extensive 30-year capital program is capacity (growth) related.  The adopted County policy is that growth should pay for growth.  The way that growth pays for growth is by setting monthly rates and capacity charges that, over the 30-year planning period, will yield revenue from new customers equal to the cost of the growth-related capital improvements.

The analysis done by staff was on the process used by WTD and the assumptions upon which their work was based.  The policy issue of approving the 30-Year RWSP Update was not part of the BFM staff review since that issue is considered by the Regional Water Quality Committee and, according to staff, is scheduled for adoption in 2005.  The WTD sewer rate and capacity charge proposal was based on the proposed RWSP.  The ideal situation would have been for the RWSP Update to have been reviewed, modified if necessary, and approved by RWQC and the Council before the sewer rate and capacity charge were reviewed by BFM.  That option was not available to BFM staff, however, due to the one-year delay in consideration of the RWSP Update.

Staff believes that the proposed sewer rate of $25.60 and interim capacity charge of $28.50 are reasonable within the context of the factors and assumptions used by WTD.  Departure from the proposed rates would need to be based on a different set of factors and assumptions.  For example, a reduced RWSP capital program from the proposed RWSP capital program (as determined in a policy decision by the Council) would allow  for a lower capacity charge.  Likewise, a change in State law to allow for mandatory up-front payment of the capacity charge would support a lower capacity charge.  BFM staff, however, did their analysis within the existing State law environment and without the benefit of an adopted policy with regard to the 30-Year RWSP.

Approval of a capacity charge lower than the proposed rate would have the unintended consequence of growth not paying for growth.  This would be inconsistent with the Council’s adopted policy and the Council would need to conduct due diligence efforts on any proposal that would reduce the capacity charge to ensure this unintended consequence did not occur.

EFFECT OF COMMITTEE ACTION:

Approval of Proposed Ordinance 2004-0199 as transmitted will:

· Set the 2005 monthly rate for sewer services at $25.60 per residential customer equivalent (Section 2., Part A)

· Approve the establishment of a rate stabilization reserve (Section 2, Part B)

· Determine the monetary requirements for disposal of sewage for 2005 to be $209,896,243 (Section 3)

· Set the 2005 capacity charge for new customers at $28.50 per month for fifteen years (Section 4, Part L)

· Set the 2005 discount rate for prepayment of the capacity charge at 5.5% (Section 5, Part O, Paragraph 3)

INVITED:
Pam Bissonnette, Director, Department of Natural Resources and Parks

Jim Hattori, Financial Advisor

Bob Cowan, Finance Director

Bill Blakney, Deputy Prosecuting Attorney

Tim Aratani Manager, Finance and Administrative Services, Wastewater Treatment 

    Division, Department of Natural Resources and Parks

Dennis Barnes, Senior Budget and Finance Analyst, Wastewater Treatment Division 

Tom Lienesch, Economist, Wastewater Treatment Division 

ATTACHMENTS:

1. Proposed Ordinance 2004-0199 (with Attachment)

A. Wastewater Treatment Enterprise 2005 Rate Financial Plan

2. Fiscal Note

3. Executive’s Transmittal Letter dated April 7, 2004

4. Staff Report dated June 2, 2004




This Proposed Ordinance has been discussed previously in the Budget and Fiscal Management Committee on May 5th and 26th and on  June 2nd.  No action has been taken by the Committee.  A copy of the staff report for the June 2 meeting is attached hereto as Attachment 4.
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