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Proposed substitute ordinance 2002-0213 (technical title amendment passed in committee) received a do pass recommendation from BFM on June 5th.
SUBJECT:

AN ORDINANCE setting the sewer rate and capacity charge for 2003.
SUMMARY:  Proposed Ordinance 2002-0213 was transmitted on May 9, 2002, introduced on May 13th and referred to the Budget and Fiscal Management Committee (BFM).   This proposed ordinance was initially heard in BFM on May 22nd and would:

· Set the 2003 sewer rate at $23.40 (no increase over 2002 levels);

· Set the capacity charge for new connections to the regional system occurring in 2003 at $17.60  (a $0.40 increase from the 2002 capacity charge of $17.20);

· Adopt the Wastewater Treatment Enterprise 2003 Rate Forecast  

The Utilities Committee received a briefing on the proposed ordinance on May 21st.
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 2002 Wastewater Treatment Budget is about 17.5% of the county’s total $2.94 billion budget and is comprised of the following components:


Appropriation Unit



2002 Appropriation

Wastewater Treatment


$  92,044,850


Wastewater Treatment Debt Service

  100,839,000


Wastewater Treatment CIP


  322,784,972







$515,668,822
Wastewater Treatment is one of the areas of the county budget that is not in a current crisis.  The energy crisis of last year has dissipated to a certain degree and the 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 generated converted into RCEs.  One RCE (750 cubic feet) 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:

	Sewer Rates for

Residential Customers or

Residential Customer Equivalents
	Rate ($/Month)

	1996
	19.10

	1997
	19.10

	1998
	19.10

	1999
	19.10

	2000
	19.50

	2001
	19.75

	2002
	23.40


The executive proposed sewer rate for 2003 is $23.40 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.  

A recent history of the capacity charge is provided in the following table:

	Sewage Facility Capacity Charge 
	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


The executive’s proposed capacity charge for new connections to the system in 2003 is $17.60, an increase of $0.40 over the current charge of $17.20.  This rate is based upon the methodology passed by the council in Ordinance 14129 in October 2001.  
This ordinance 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.
Assumptions Underlying the Sewer Rate and Capacity Charge
The significant increase in the sewer rate and capacity charge in 2002 was the result of consideration of the following factors:

· Energy costs;

· Assumption of a stable three-year sewer rate (2002-2004);
· New financial policies necessary to maintain the county’s wastewater utility bond rating; and
· Assumptions on customer (RCE) growth.
Energy Costs
In 2001 the wastewater utility was hit with extraordinary increases in energy costs.  Strategies to mitigate the impact of the high energy costs included efforts to reduce energy use and to stabilize energy costs through either “hedge contracts” or the establishment of a new energy agreement with Puget Sound Energy (PSE). 

The executive reports that a new energy agreement has been reached with PSE.  This month, the loaded (including any taxes or demand charges) energy rate will decrease from $.126 to approximately $.05 per KWh, yielding a savings of $3.5 million and $5.1 
million for 2002 and 2003 respectively.  The final energy rate is still subject to final approval by the Washington Utilities and Transportation Commission (WUTC).

Conservation efforts have resulted in an additional $1.2 million in energy savings for both 2002 and 2003.  Total energy savings are projected to be about $18.5 million in 2002 through 2004.

Goal of Stable Rate for 2002 through 2004  

The financial plan that accompanied the council adopted 2002 sewer rate assumed a stable sewer rate of $23.40 per RCE for 2002, 2003, and 2004. The executive has submitted a rate proposal that is consistent with maintaining the three-year stable rate.
Bond Rating
During last year’s deliberations on the sewer rate it was noted that bond rating agencies were beginning to become concerned about the downward trend in debt service coverage.  In response, two new policies were implemented as part of the 2002 rate action.  The debt coverage ratio for all debt was increased to 1.15.  Additionally, the liquidity reserve was increased from a $5 million flat target to 10% of operating expenses.  The reserve is forecast to be $8.5 million in 2003.

As a result of these actions, the county successfully maintained its bond rating for the wastewater utility revenue bonds of A1 from Moody’s and AA- from Standard and Poors. The significance of this bond rating is that it lowers borrowing costs.  A one step downgrade in rating for example would result in an estimated average impact of 10 to 25 basis points (100 points = 1%).  For each one million dollars of borrowing a 10 basis point decrease would save about $1,000 in annual debt service. Since the county borrows funds each year to pay for its capital program and will be entering a period of significant borrowing for the Brightwater facility, the implications of keeping borrowing costs as low as possible are significant.

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, which is based upon RCE projections and the rate is the primary driver of the financial plan.  Each 1% shift in RCE growth has a 2003 rate impact of $.30.

Last year’s drought and economic slowdown had a dampening effect on projected growth in demand on the sewage system.  The 2002 rate was based on a growth assumption of 0.0% in RCEs.  That assumption has borne out thus far in 2002.  The proposed 2003 rate process RCE assumptions are for 0.6% growth in 2003, 0.8% growth in 2004 and 1% growth from 2005 through 2008.
Capital Program

Funding for the wastewater treatment capital improvement program relies heavily on borrowing.  The county issues revenue-backed and general obligation bonds to pay for most of its capital expenditures.  Existing bond covenants, coupled with a policy decision to seek a stable rate through 2004, mean that current year decisions need to ensure that the county is on track to meet bond coverage requirements in 2004.

Additionally, as outlined in the executive transmittal letter, the Wastewater Treatment Division capital program is in a phase of long-run expansion due to the commitments King County has made to bring the Brightwater treatment plant on-line in 2010.
Since the adoption of the 2002 rate in June of 2001 the total projected capital spending for the Wastewater Treatment Division’s capital program in the proposed 2003 rate has increased by $42 million for 2003 and by $54 million in 2004.   This is a $19 million decrease from a higher intermediary figure adopted as part of the 2002 budget.  The following projects highlight some of the changes to the capital program that have occurred since the stable rate was adopted:

· As the number of potential sites has been narrowed and more specific study undertaken, projected costs for Brightwater (including land acquisition) have increased by approximately $31 million over the 2002-04 period.

· The Sammamish Valley Reuse project was recently accelerated for an on-line date in 2004, moving approximately $37 million into the 2002-04 rate period.  This project will produce reclaimed water for irrigation in the Sammamish Valley with a projected capacity of 1-3 mgd.  
· The South Treatment Plant Cogeneration project is being accelerated to comply with the recent long-term energy contract with PSE.  This digester gas fired electrical generation project is a component of the strategic initiative to have the treatment plants become self-sufficient in meeting energy costs.  This has added approximately $13 million to the 2002-04 period.
Council staff has reviewed all of the proposed adjustments to the capital program with the Wastewater Treatment Division (WTD).  In addition to the main project adjustments presented above, the Wastewater Treatment Division has refined their project funding philosophy.  Previously, both a study and the resultant capital project were funded in total upfront.  Now, the WTD is funding the study only and not presupposing the project recommendation.  As an example, a mitigation banking project for the Brightwater treatment plant is currently funded at $2.5 million.  Within this rate proposal this mitigation banking project funding has been reduced to $42,000 for the study only in 2002.

The WTD has also refined estimates for each of the projects with the net result being a downward adjustment in requested appropriation authority. 
Other Assumptions for 2003 Rate Proposal

Other policies, commitments, and assumptions that provide context for the 2003 sewer rate proposal include the following: 

Timing of Rate Adoption  

Due to contract obligations, the county is required to adopt a sewer rate for 2003 no later than June 30, 2002.  The timing of this rate decision comes months before the Wastewater Treatment Division prepares its 2003 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.

Interest Rates and Interest earnings

The executive’s 2003 rate proposal assumes short term investment interest rates of 2.5% in 2002 and 2003.  The investment interest rate projections used in the 2002 rate proposal for 2002 and 2003 were 5%. The downward revision in interest rate assumptions results in a projected decrease in investment income of $2.4 million in 2002, $5.2 million in 2003, and $4.8 million in 2004.
Use of Energy Savings  

The 2002 rate was based on assumptions for energy costs that have proven to be much higher than the county now pays.  Over the three-year term of the stable sewer rate, total energy savings are projected to be about $18.5 million. Some of this savings will be offset by a projected reduction in investment interest income. The 2003 rate proposal assumes that the remainder of these savings be dedicated to the capital program. 
ATTACHMENTS:

1. Fiscal Note
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