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SUBJECT:

AN ORDINANCE setting the sewer rate and capacity charge for 2005

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

· Set the 2005 sewer rate at $25.60 (an increase of $2.20 over the 2004 rate of $23.40);

· Set the capacity charge for new connections to the regional system occurring in 2005 at $28.50 (an increase of $10.50 from the 2004 capacity charge of $18.00);

· Adopt the Wastewater Treatment Enterprise 2005 Rate Forecast  

BACKGROUND:
King County provides wastewater conveyance and treatment for 35 local agencies or districts in King County, southern Snohomish County and a small portion of Pierce County.  The County does not provide wastewater services directly to residential or business customers.  Rather the County collects wastewater from the cities or utility districts in large interceptor lines, and conveys the wastewater to County treatment plants for treatment and discharge.  The relationship between the cities and utility districts (component agencies) and the County is governed by contracts.  These contracts specify that the sewer rate be adopted annually by June 30th of each year.  

The sewer rate is not billed directly to ratepayers by King County. The component agencies that provide the ratepayers direct services and use County conveyance and treatment facilities are charged for the customers within their districts.  Many residents see these charges on their sewer bills, but they are not paying the County directly.  Their utility providers, as direct service providers, set their own rates to recoup the payments required by use of County services plus their own “local” cost of service.  Unlike the monthly sewer rate, the capacity charge is directly billed by and paid to King County.

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


In 2004, the sewer rate is expected to produce revenue totaling $192.4 million.  With the proposed increase, the sewer rate would generate $211.5 million in 2005 and $212.6 million in 2006.  The capacity charge is estimated to amount to $15.7 million in 2004.  This revenue would increase to nearly $19 million in 2005 and $22.6 million in 2006.

Wastewater Treatment is one of the areas of the County budget that is not in a current crisis.  The energy crisis of 2001 has dissipated.  While new customers have declined over the last few years, dedicated revenues for this operation have kept pace with the associated expenditures.  Compared to other areas of the County’s operations, wastewater treatment is more capital (equipment) intensive and less labor intensive. 

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 based 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 the following table:

Table 2 -Sewer Rates

1996-2004
	Year
	Rate

 ($/Month)

	1996
	$19.10

	1997
	19.10

	1998
	19.10

	1999
	19.10

	2000
	19.50

	2001
	19.75

	2002
	23.40

	2003
	23.40

	2004
	23.40


The executive proposed sewer rate for 2005 is $25.60 per RCE per month.

Capacity Charge
New connections to the regional wastewater system are assessed a capacity charge, which is based on RCEs and is assessed for a period of fifteen years.  The capacity charge is designed to pay for capital improvements required to provide capacity for the anticipated increase in population using the regional system – under the regional policy of “Growth pays for growth.”
A recent history of the capacity charge is provided in the following table:

Table 3 – Capacity Charge
1996 - 2004

	Year
	Rate ($/Month/RCE)

15-yr. duration

	1996
	$7.00

	1997
	7.00

	1998
	10.50

	1999
	10.50

	2000
	10.50

	2001
	10.50

	2002
	17.20

	2003
	17.60

	2004
	18.00


The executive’s proposed capacity charge for new connections to the system in 2005 is $28.50, an increase of $10.50 over the current charge of $18.00.  This rate is based upon the methodology passed by the Council in Ordinance 14129 in October 2001.  

Ordinance 14129 requires that the capacity charge be a uniform charge, that it be approved annually, and that the charge not exceed the cost of capital facilities necessary to serve new customers (referring to those customers establishing new connections to the sewer system).  The ordinance sets the following calculation:

capacity charge = (total system costs – rate revenue from existing customers) – rate revenue from new customers






number of new customers      

This formula sets the capacity charge at a level to recover the designated, growth-related costs that are not covered by the monthly rate payments of newly connecting customers.  In this way, the capacity charge and monthly rate payments of newly connecting customers will cover 95% of growth-related costs.

For the 2005 capacity charge proposal, the Executive has included in “total system costs” in the calculation assumed savings that could result from a value engineering effort on the Brightwater Plant. 
Assumptions Underlying the Sewer Rate and Capacity Charge

The increases in the sewer rate and capacity charge in 2005 are based on consideration of the following factors:

· Significant savings in debt service costs have been achieved by refunding certain bonds,

· True rate stabilization will be possible,

· Surety bonds will be used in place of cash debt service reserves,

· The discount rate for early payment of capacity charges will be decreased,

· Significant operating cost savings have been achieved through the Productivity Initiative,

· For the last three years, the Region has undergone a severe economic downturn that has contributed to a drop in commercial and industrial customers,
· Value engineering on the Brightwater Plant will result in cost reductions, and

· The Wastewater Treatment Division is in the midst of the most significant growth in its capital program in the history of the enterprise.

Refunding of Bonds

Over the last three years, interest rates in the bond market have been at historic lows.  The County has taken advantage of the market by refunding various old issues.  The refunding efforts have included refunding over $96 million in sewer revenue bonds in 2003, achieving present value savings of $5.5 million and over $346 million in 2002 with a savings of over $16.5 million.  The Executive estimates that refunding efforts have resulted in annual debt service savings of over $2.6 million.

Rate Stabilization Reserve
Under the wastewater utility’s bond covenants, any excess of operating revenues over operating expenses had to go toward funding capital projects.  This meant that any such excess could not be used for rate stabilization.  Rate stabilization is basically a way of reserving excess operating revenues for use in subsequent years to help smooth out the effects of ups and downs in the finances of the utility.  The bond issues with the restrictions that prevented true rate stabilization have been refunded.  The Executive, therefore, is proposing a rate for 2005 that could be kept in place for 2006, using a rate stabilization reserve to meet debt service coverage requirements in the second year.

In effect, the Executive is forecasting sufficient excess operating revenues to produce a rate stabilization reserve at the end of 2005 of $9.25 million.  This reserve can then be carried over and included in the calculation of the debt service coverage ratio in 2006.  Without the rate stabilization reserve, the Executive believes a single year rate of $24.45 would be needed in 2005 with increases to $26.70 in 2006 and $28.55 in 2007.  By contrast, using rate stabilization, the rate could be set at $25.60 for 2005 and remain at that same level for 2006, then increase to $28.55 in 2007.  These rates are summarized in Table 4 below.
Table 4 – 2005-07 Rates With and 
Without Rate Stabilization
	
	2005
	2006
	2007

	Sewer Rate with Rate Stabilization Reserve
	$25.60
	$25.60
	$28.55

	Sewer Rate with Rate Stabilization Reserve
	24.45
	26.70
	28.55


Surety Bonds

In the past, the County has sized bond issues so that a portion of the proceeds could be placed in a cash bond reserve.  This meant larger bond issues were necessary and higher interest costs were incurred.  By using surety bonds (like an insurance policy), the cash reserves will not be needed.  The County would instead pay a premium for the surety bonds.  Current economic conditions and surety bond rates indicate that this approach will be less costly than the cash reserve method.  The savings expected from the use of surety bonds is $550,000 annually.

Capacity Charge Discount Rate

The capacity charge that the Executive proposes to increase to $28.50 per month is assessed for a period of fifteen years from the date that a new customer connects to the system.  Over the fifteen years, a new customer would pay $5,130 compared to the current amount of $3,240.  As an alternative, new customers may elect to pay the entire capacity charge in a lump sum at the time of connection.  The 15 years of monthly payments are discounted by 8%, meaning that the cash payment under the current $18 charge would be $1,942.  The Executive proposes to lower the discount for prepayment of the capacity charge to 5.5%.  This rate more realistically reflects the utility's expected long-term borrowing rate.  With an 8% discount rate, customers could prepay the new $28.50 capacity charge for $3,075.  With a decrease in the discount rate to 5.5%, the upfront payment would be $3,558.

Productivity Initiative

This is an effort of the Wastewater Treatment Division to cut or limit increases in operating costs of the utility by soliciting and implementing suggestions by employees.  The Executive is proposing to extend the Productivity Initiative to the capital program in 2005.  The program is at least partially the cause of over $1.2 million in operations savings in 2005.
Residential Customer Equivalents (RCE) Growth

An important variable in the wastewater utility financial plan is the forecast of RCEs.  Close to 90% of the operating revenue is generated by customer charges.  The forecast of this revenue is based upon RCE projections.  The rate is the primary driver of the financial plan.

In 2001 through 2003, the number of commercial RCE's declined by over 28,000.  This was due primarily to the economic downturn in the region with some effect from drought conditions in 2001.  In the same period, however, residential RCE's increased from 320,093 in 2000 to 335,680 last year, an increase of over 15,500.  The increase in residential RCE's did not fully offset the decline in commercial RCE's.  Future projections of RCE net growth being used by the Executive to set rates are no growth in 2004 and one-half of 1% in 2005 and 2006.  Beginning with 2007, growth is projected at 1% annually.
Table 5 – RCE Growth 2000 – 2004

	
	2000
	2001
	2002
	2003
	2004*

	Residential
	320,093
	325,124
	329,267
	335,680
	339,037

	Commercial
	377,648
	377,559
	357,042
	349,380
	346,023

	   Total
	697,741
	702,683
	686,309
	685,060
	685,060

	Increase (Decrease)
	13,644
	4,942
	(16,374)
	(1,249)
	0

	% Increase (Decrease)
	2%
	.7%
	(2.3%)
	(0.2%)
	0


*  Estimated
Timing of Rate Adoption  

Due to contract obligations, the county is required to adopt a sewer rate for 2005 no later than June 30, 2004.  The timing of this rate decision comes before the Wastewater Treatment Division prepares its 2005 budget. As a result, the rate proposal is based on assumptions that can change prior to the submittal of a budget proposal, and budget adoption by the Council.

The Natural Resources and Utilities Committee is currently considering legislation that would authorize the Executive to negotiate amendments to wastewater disposal agreements that would allow rate adjustments other than annually to address emergencies.
Interest Rates and Interest Earnings

The executive’s 2005 rate proposal assumes short term investment interest rates of 2.5% in 2004 through 2006.  This is a decrease of .5% from rates used in the 2004 rate proposal.  While low interest rates have made borrowing much cheaper, those same low rates have reduced interest earnings on investments.  The Executive’s revisions to interest rates have resulted in a decrease in interest earnings in 2004 of $2.7 million compared to earlier projections.  For 2005 and 2006, the investment earnings reductions are $1.7 million and $2.3 million, respectively.
NEXT STEPS:

This staff report has included background information with regard to the assumptions and projections the Executive has used in proposing a new sewer rate and a new capacity charge for the Wastewater Treatment Division for 2005.  Staff is continuing with the analysis of the Executive’s proposal and will include the results of that analysis in a second staff report.  Staff plans to have this analysis ready for the BFM Committee no later than May 26.
ATTENDING:
Pam Bissonnette, Director, Department of Natural Resources and Parks

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
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