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SUBJECT:  This Proposed Ordinance would set the 2006 sewer rate at $25.60 and the capacity charge at $34.05.
SUMMARY:  Proposed Ordinance 2005-0182 was transmitted on April 13, 2005, introduced on April 18th and referred to the Budget and Fiscal Management Committee.  This proposed ordinance would:

· Set the 2006 sewer rate at $25.60 (unchanged from the adopted 2005 sewer rate);

· Set the capacity charge for new connections to the regional system occurring in 2006 at $34.05 (unchanged from the 2005 adopted capacity charge);

· Adopt the Wastewater Treatment Enterprise monetary requirements for 2006; and 

· Deleting sections concerning two reports that were delivered to the Council in 2004. 
In 2004, the Council adopted a $25.60 sewer rate and $34.05 capacity charge for 2005, together with a financial plan that included a rate stabilization reserve.  The financial plan also would allow the sewer rate to stay at $25.60 through 2006 and the capacity charge to remain at $34.05 through 2007.  
The sewer rate and capacity charge proposed by the Executive for 2006 remain at $25.60 and $34.05 respectively, keeping these two rates stable as intended.  Because the Executive’s proposed rates do not change in 2006, this staff report will focus on identifying assumptions and financial factors that have changed between the 2005 adopted rate and the 2006 proposal.  

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.  In 2004, the council authorized the executive to negotiate an extension of these contracts with all component agencies to 2056.  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 2005 Wastewater Treatment Budget is about 22% of the County’s total $3.4 billion budget and is comprised of the following components:
Table 1 – 2005 Wastewater Treatment Appropriations
	Appropriation Unit
	2004 Appropriation

	Wastewater Treatment Operations
	$86,860,000

	Wastewater Treatment Debt Service
	120,492,000

	Wastewater Treatment CIP
	567,418,747

	    Total
	$774,770,747


In 2005, the sewer rate is expected to produce revenue totaling $212.5 million.  As proposed, the sewer rate would generate $207.8 million in 2006 and $219.6 million in 2007.  The capacity charge is estimated to amount to $20.4 million in 2005.  This revenue would increase to nearly $23.1 million in 2006 and $25.8 million in 2007.

Wastewater Treatment is one of the areas of the County budget that is not in a current crisis.  While the increase in new customers has slowed 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.  The Wastewater Treatment Division will be evaluating the impact of the predicted drought on the utility, but does not anticipate seeing any impact on revenues until 2006.
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

1996-2005
	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

	2005
	25.60


The executive has proposed to hold the sewer rate steady in 2006 at $25.60 per RCE per month.

In 2004, the Council completed a comprehensive review of the sewer rate and capacity charge for 2005 through 2007.  The Council adopted a sewer rate based on a financial plan, including funding of a rate stability reserve that would allow the sewer rate to remain steady for two years.  
There have been changes in the financial assumptions upon which the steady rate was proposed.  These changes include larger rate stability reserves and larger than anticipated increase in RCE growth.

Table 4 – Comparison of General Rate Assumptions
2005 Adopted – 2006 Rate Proposals
	Sewer Rate
	2004
	2005
	2006

	Rate
	
	
	

	2005 Adopted Rate
	23.40
	25.60
	25.60

	2006 Proposed Rate
	23.40
	25.60
	25.60

	Rate Stability Reserve
	
	
	

	2005 Adopted Rate
	0
	(9,250,000)
	9,250,000

	2006 Proposed Rate
	0
	(14,500,000)
	7,250,000

	Total RCEs
	
	
	

	2005 Adopted Rate
	685,060
	688,490
	691,930

	2006 Proposed Rate
	687,090
	691,893
	676,353

	RCE Growth Rates
	
	
	

	2005 Adopted Rate
	0.0%
	0.5%
	0.5%

	2006 Proposed Rate
	0.4%
	0.6%
	-2.2%


Rate Stability Reserve 

In adopting the 2005 sewer rate, the council approved the creation of a sewer rate stability reserve.  This reserve was to be used solely for the purposes of maintaining a level sewer rate in 2006.  If additional reserve balance is available after the reserve funds are used to keep the sewer rate level, the additional balance can be used for moderating future rate increases beyond the 2005-06 period.  

The Executive’s assumptions for the rate stability reserve in the 2005 adopted rate were based on a forecast by the Executive of sufficient excess operating revenues to produce a rate stabilization reserve at the end of 2005 of $9.25 million.  This reserve would be carried over and included in the calculation of the debt service coverage ratio in 2006.  Using the rate stabilization, the Executive proposed to set a stable rate for 2005 and 2006.

The excess of operating revenues for 2005 is now estimated to total $14.5 million, instead of the estimated $9.25 million.  This excess is primarily due to higher than anticipated revenues, less capital spending in 2004, reduced debt service payments and lower interest rates than expected on bonds.  

The Executive’s 2006 rate proposal assumes that $7.25 million of this $14.5 million will be needed to keep the sewer rate at $25.60 in 2006.  This leaves $7.25 million for rate stabilization in the years beyond 2006.  Staff is continuing to analyze the division’s reserves.
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.
The growth of RCEs was actually better than anticipated during the 2005 rate process.  Residential RCEs, that were project to show no growth from 2003, actually grew by 0.4%.  This produced an additional $.55 million in 2004 revenues and increased the customer base by 3,400.  Commercial RCEs decreased as predicted, but this decrease was offset by the greater than expected increase in residential RCEs.  The Executive now projects RCE growth in 2005 of about 0.6%.  
Table 5 – RCE Growth 2000 – 2005

	
	2000
	2001
	2002
	2003
	2004
	2005*

	Residential
	320,117
	325,125
	329,265
	334,555
	342,582
	346,693

	Commercial
	376,705
	377,235
	355,830
	350,578
	345,327
	345,200

	   Total
	696,822
	702,360
	685,095
	685,133
	687,909
	691,893

	Increase (Decrease)
	2,725
	5,538
	(17,265)
	38
	2,776
	3,984

	% Increase (Decrease)
	0.4%
	0.8%
	(2.5%)
	0.0%
	0.4%
	0.6%


*  Estimated

Absent dramatic unforeseen circumstances, or a significantly more severe drought than anticipated, there does not appear to be a significant risk to the wastewater utility in 2005.  The predicted drought this summer could adversely impact wastewater revenues in 2006.  Historically, RCEs have decreased during drought conditions because of the lower use of water, particularly by commercial customers.  The Executive has taken a conservative approach to projecting the impact of the drought, and has projected an overall decrease of 2.2% or 15,540 RCEs.  This is similar to the drop experienced during the impact of the 2001 drought.  This would result in a drop of $4.8 million in operating revenues for 2006.
CAPACITY CHARGE
New connections to the regional wastewater system are assessed a capacity charge, which is based on new connections to the system and is assessed for a period of fifteen years.  The capacity charge, together with the rate payments of newly connecting customers, 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.”

Under the current council policy, the capacity charge is based on the estimated costs of the council-adopted 30-year Regional Wastewater Services Plan (RWSP).  The capacity charge 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. 
A recent history of the capacity charge is provided in the following table:
Table 3 – Capacity Charge

1996 - 2005
	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

	2005
	34.05


The executive has proposed to keep the capacity charge for new connections to the system steady at $34.05 for 2006.
New Connections 
There has been a general downward trend in the growth of new connections since 1999 (with the exception of 2002).  This trend reflects the general slowing in construction activity during the same period.  The regional economic downturn affected the number of customers connecting to the system, though the residential housing market remained robust.  
However, the slowing in growth of new connections has not occurred as quickly as the Executive had projected.  Last year, the Executive projected that new connections would total about 9,000 for 2004.  The 11,136 new connections in 2004 were 2,000 more than predicted and increased operating revenue to the utility by $1.2 million over last year’s projections.  

Table 6 – Comparison of General Rate Assumptions
2005 Adopted – 2006 Rate Proposals
	Capacity Charge
	2004
	2005
	2006

	Rate
	
	
	

	2005 Adopted Rate
	$18.00
	$34.05
	$34.05

	2006 Proposed Rate
	$18.00
	$34.05
	$34.05

	New Connections
	
	
	

	2005 Adopted Rate
	9,000
	9,0000
	9,000

	2006 Proposed Rate
	11,136
	9,000
	9,000


The Executive continues to project new connections at the rate of 9,000 per year and revenues of $20.4 million and $22.7 million respectively for 2005 and 2006.  This projection incorporates information on trends in issuance of building permits.  While not all permits issued translate into actual construction, they do indicate trends in construction activity.  The number of residential building permits in King County has been relatively flat or declining on a year-to-year basis since 2000. 
In 2002 and 2003, single family permits have been increasing while multi-family permits have dropped off.  Local forecasts of housing activity show housing permits to be flat or increasing slightly in the next couple of years.  This had led the Executive to project growth of new connections at a fairly stable rate of 9,000 per year through 2006.
Capital Expenditures
The 2005 rate was based on capital expenditures totaling $234.8 million in 2004 and 223.3 million in 2005.  Because of delays in the land purchases associated with the Brightwater project, actual 2004 capital expenditures totaled $189,441 in 2004.  This increased projected capital expenditures for 2005 to $244.97 million.  These changes resulted in smaller borrowing and lower debt service payments in 2004.  
The 2006 proposed rate incorporates the latest Brightwater cost estimates that are the basis of the Brightwater baseline budget.  These cost estimates are currently undergoing independent review by the Oversight Management Consultant (OMC) for the project.  The review is not anticipated to be completed before the June 30th deadline for implementing the 2006 sewer rate.  There may be room for necessary adjustments because capital spending in 2004 was lower than projected.  Staff analysis continues on this issue.
OTHER FINANCIAL ASSUMPTIONS
Interest Rates and Interest Earnings

The executive’s 2005 rate proposal assumed that the utility would issue bonds on which it would pay a 5.25% interest rate.  On April 4, 2005, the Wastewater Treatment Division issued $200 million in new Long Term General Obligation bonds at an effective interest rate of 4.74%.  The new bonds, combined with lower borrowing from a decrease in the capital expenditures between 2004 and 2006 resulted in a reduced debt service in 2006 of $5.5 million compared to the projections made during the 2005 rate process.
The executive’s 2005 rate proposal assumed investment interest rates of 2.0% in 2004 through 2006, with resulting reductions in revenues from investments of $2.7 million in 2004, $1.7 million in 2005 and $2.3 million in 2006.  The actual return from investments was higher than anticipated, at 2.1% in 2004.  The Executive has adjusted projected investment interest fro 2005 and 2006 to 3.0% and $3.5% respectively.

Table 7 – Comparison of Financial Assumptions 

For 2005 Adopted and 2006 Proposed Rate
	
	2004
	2005
	2006

	Bond Interest Rate
	
	
	

	2005 Adopted Rate
	5.25
	5.25
	5.25

	2006 Proposed Rate
	4.6%
	4.74%
	5.50%

	Variable Debt Interest Rate
	
	
	

	2005 Adopted Rate
	1.75
	1.75
	1.75

	2006 Proposed Rate
	1.24%
	2.50%
	3.00%

	Investment Interest Rate
	
	
	

	2005 Adopted Rate
	2.00
	2.00
	2.00

	2006 Proposed Rate
	2.10%
	3.00%
	3.50%


Energy Costs

The potential for drought this summer is a factor in projecting revenues for the Wastewater Treatment Division.  In 2002, following the 2001 drought, the division saw a decrease in RCEs of 15,540 or 2.2%.  The Executive has used these figures in projecting the potential negative effect in 2006 of this year’s drought.
At the same time that the drought impacts RCEs, it also could increase the overall costs of energy in the region.  Pacific Northwest power supplies are 60-70% dependent upon hydro power, and the Wastewater Treatment Division accounts for 49% of the electricity used by King County governmental agencies.

The West Point Treatment Plant receives 100% of its electricity from Seattle City Light.  Seattle City Light purchases about 40% its power from the Bonneville Power Administration.  For purposes of the 2006 proposed sewer rate, the Wastewater Treatment Division has assumed a 3% rate increase in 2005 by Seattle City Light, followed by an additional 5% increase in 2006.  
The South Treatment Plant receives 100% of its electricity from Puget Sound Energy (PSE).  While PSE will be unaffected by any increases in prices from the Bonneville Power Administration, it has increased its own prices by 8% in April 2005.  The division assumed an additional 8% increase from PSE in 2006.

During the energy crisis in 2001, the Wastewater Treatment Division negotiated a contract with PSE under which PSE charged the division a modified industrial energy rate based on the fact that the plant’s load factors are fairly predictable and that the plant’s peaks in usage often happen at times that do not match peak loads from other PSE customers.   This contract is due to expire in July 2005.  The division is in discussions with PSE to extend the current contract until February of 2006 and then get a new contract in place.  The extension of time will provide the county and PSE opportunity to negotiate over the county’s self-generation capacity.  Staff analysis continues on this issue.
NEXT STEPS:
Staff analysis continues, particularly with regard to the rate stabilization reserve, energy costs and independent review of the Brightwater baseline budget.   This legislation is tentatively scheduled for discussion and possible action at the Budget and Fiscal Management Committee’s next meeting on May 11th.  In any event, the new sewer rate must be adopted by the full council by its June 13th meeting in order to meet the requirements in the sewer contracts.
INVITED:

Don Theiler, Division Director, Wastewater Treatment Division, 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 2005-0182 (with Attachment)

A. Wastewater Treatment Enterprise 2006 Rate Financial Plan
2. Fiscal Note

3. Executive’s Transmittal Letter dated April 13, 2005
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