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SUBJECT:  A briefing on the Financial Policies Work Group review of the capacity charge policy.  

SUMMARY: 

In Fall 2009 the Regional Water Quality Committee completed a “charter” commissioning a Financial Policies Work Group (FPWG) comprised of staff representing interest or stakeholders to review a select group of financial policies in the Regional Wastewater Services Plan.  The primary policy to be reviewed being FP-15 regarding the capacity charge.
The  FPWG was asked to review and verify if “growth is paying for growth” – referring to the Robinswood Agreement arrived at in 1998 – that in part agreed that “new customers” connecting to the system would be asked to pay for the new capacity being added to the system over the next 30 years, as identified in the Regional Wastewater Services Plan (RWSP).

This briefing is intended to summarize the FPWG review to date, note issues with FP-15 identified thus far, and seek direction for further work by the FPWG on this assignment

BACKGROUND:

When a new connection is made to the wastewater system, whether in a city or unincorporated area – it creates a new demand for service – and requires additional capacity in the system for conveyance and treatment.   King County’s capacity charge is collected to cover the capital costs of that new capacity that is added to the system.

History
Prior to the merger of King County and Metro – the Metro Council sought to establish a capacity charge based on recommendations from an advisory committee comprised of elected and appointed officials that that worked throughout the 1980s to develop a means for growth to pay for the costs of growth.   When authority was sought from the State legislature to levy a “growth” or capacity charge – the intent was to establish and up-front charge or fee to be paid at the time of sewer connection – similar to the connection fee authorized by the state for local utilities.  However, the initial legislation approved in 1989 – only authorized Metro to levy a monthly capacity charge which was limited to $7.00 per single family residence (or equivalent) for 15 years. In 1998 the rate was raised to the statutory limit of $10.50.  

On November 29, 1999, the King County Council adopted Ordinance 13680, which, in turn, adopted the Regional Wastewater Services Plan (RWSP).  This plan is intended to ensure that the region’s water quality will continue to be protected as residential and commercial growth continue.  Implementation of the RWSP was estimated at the time to cost more than $1 billion over the 30 year planning horizon.  An important principle embodied in the RWSP, and embraced by the Regional Water Quality Committee at Robinswood House on October 29, 1998, was  that those contributing to growth should pay the costs of growth.  

Participants at the Robinswood House retreat included elected representatives from King County, the City of Seattle, Suburban Cities Association, and special districts served by King County.  Specific points of consensus developed at Robinswood were memorialized in a letter signed by participants and dated November 16, 1998.  One of these points was that the “regional wastewater financing structure should reflect uniform regional rates for existing and new customers and achieve the principle of growth pays for growth.”  Another is that the RWSP need to “establish a uniform capacity charge within the service area to cover growth costs not captured by the monthly sewer rate for new customers”.

Robinswood participants also acknowledged the need to change state law to allow a higher capacity charge.  Towards that end, Section 16 of Ordinance 13680 stated that King County would seek changes in state law to obtain the flexibility and authority to set capacity charges locally.  State law at that time significantly restricted the county’s ability to use its capacity charge to recover the growth related costs of the RWSP.  
In the 2000 legislative session, collective efforts of King County, cities and special districts, obtained the changes in state law that were sought resulting in RCW 25.80.570.  The new law, which still requires that the capacity charge be a monthly charge approved by the county annually, became effective June 8, 2000. 

Section 16 (Financial Policy-12 at the time) of Ordinance 13680 at the time stated the following:

“Within six months of achieving the authority to set charges locally, the executive shall propose for consideration by the council, after consultation with the RWQC, explicit policies for setting the capacity charge including recommendations to achieve growth paying for growth.”  
On March 15, 2001 the Executive transmitted proposed legislation amending FP-12 to fulfill the policy direction of Section 16 of Ordinance 13680.  At the time of the transmittal, the Executive noted in his transmittal letter that setting the capacity charge according to his proposed policies would save existing ratepayers more than $277 million (net present value) over the life of the plan.  
Prior to transmitting the Executive proposed policy – he had already convened an expert panel to review the proposed capacity charge methodology on January 29, 2001.  The panel members, Jim Hattori, Alan Cohen of HDR, and Dick Howell of Montgomery Watson, were all well-qualified financial experts.  They concluded that the method provides the mechanism to recover growth-related costs from new customers; results in a fair allocation of costs; supports the credit worthiness of King County; and appears to be affordable.  
Reviewing the record of briefings and staff reports as the revised financial policy FP-12 was reviewed and finalized in the King County’s Regional Water Quality Committee and Utilities and Natural Resources Committee reveals some of the concerns of the RWQC and Council at the time.  

Specifically – in 2001 the committees reviewed the policy as proposed by the Executive to implement the directive “growth pays for growth”.  The committees reviewed: 
· What is new growth?

· What costs benefit the region?

· What costs benefit new growth alone?

· What costs benefit existing customers alone?
The committees also looked at the issues of a uniform rate, how customer classes are treated, etc.  In the end, the policy proposed and adopted called for implementation of a methodology allocating costs in the following manner:

· All existing and new capital facilities that are needed to serve new growth will be paid by new residential and commercial customers.  

· The outstanding bonded indebtedness for existing facilities and that share of new facilities needed to serve existing customers will be paid by existing customers. 

· The capital asset maintenance program for the existing system will be paid by existing customers.  

· The capital asset maintenance program for the new system will be paid by new customers.  

· Operational costs for both the new and old systems will be proportionally paid by new and existing customers.

· CSO control costs are proposed as regional costs and are allocated proportionally between new and existing customers.  

An issue that emerged during the review was a legal one concerning the potential to essentially “overcharge” new customers for the cost of the new facilities which would also be benefiting existing customers.  Outside legal counsel was retained and they recommended that the proposed policy be amended.   As a result – the policy adopted by the Council sets the capacity charge to be a minimum of  95% of the projected costs of new facilities to serve new customers.  The factor of 95% (though other percentages were evaluated) was set pursuant to legal advice that the capacity charge cannot exceed  the cost of new facilities needed to serve new customers.  
Financial Policy FP-15
The policy recommended by the RWQC and adopted by the Council in Fall 2001 was adopted as a revised FP-12, now FP-15  (in 2006 the RWQC and Council amended and added some financial policies making FP-12  now financial policy FP-15):

FP-15:  King County shall charge its customers sewer rates and capacity charges sufficient to cover the costs of constructing and operating its wastewater system.  Revenues shall be sufficient to maintain capital assets in sound working condition, providing for maintenance and rehabilitation of facilities so that total system costs are minimized while continuing to provide reliable, high quality service and maintaining high water quality standards.


  1.  Existing and new sewer customers shall each contribute to the cost of the wastewater system as follows:


    a. Existing customers shall pay through the monthly sewer rate for the portion of the existing and expanded conveyance and treatment system that serves existing customers.


    b. New customers shall pay costs associated with the portion of the existing wastewater conveyance and treatment system that serves new customers and costs associated with expanding the system to serve new customers.  New customers shall pay these costs through a combination of the monthly sewer rate and the capacity charge.  Such rates and charges shall be designated to have growth pay for growth.


  2.  Sewer rate.  King County shall maintain a uniform monthly sewer rate expressed as charges per residential customer equivalent for all customers.


    a. Sewer rates shall be designed to generate revenue sufficient to cover, at a minimum, all costs of system operation and maintenance and all capital costs incurred to serve existing customers.


    b.  King County should attempt to adopt a multiyear sewer rate to provide stable costs to sewer customers.  If a multiyear rate is established and when permitted upon the retirement by the county of certain outstanding sewer revenue bonds, a rate stabilization reserve account shall be created to ensure that adequate funds are available to sustain the rate through completion of the rate cycle.  An annual report on the use of funds from this rate stabilization account shall be provided annually to the RWQC.


    c. The executive, in consultation with the RWQC, shall propose for council adoption policies to ensure that adequate debt service coverage and emergency reserves are established and periodically reviewed.


  3.  Capacity charge.  The amount of the capacity charge shall be a uniform charge, shall be approved annually and shall not exceed the cost of capital facilities necessary to serve new customers.  The methodology that shall be applied to set the capacity charge is set forth in FP-12.3.a*.


    a. The capacity charge shall be based on allocating the total cost of the wastewater system (net of grants and other non rate revenues) to existing and new customers as prescribed in this subsection.  The total system cost includes the costs to operate, maintain, and expand the wastewater system over the life of the RWSP.  Total estimated revenues from the uniform monthly rate from all customers and capacity charge payments from new customers, together with estimated non rate revenues, shall equal the estimated total system costs.  The capacity charge calculation is represented as follows:

Capacity      =
[Total system costs — rate revenue from existing customers]     —
Rate revenue from new customers

Charge

_______________________________________________________________________________________







Number of new customers

where:


      (1) total system costs (net of grants and other non rate revenues) minus rate revenue from existing customers equals costs allocated to new customers.


      (2)  costs allocated to new customers minus rate revenue from new customers equals the total revenue to be recovered through the capacity charge.


      (3)  total capacity charge revenue requirements divided by the total number of new customers equals the amount of the capacity charge to be paid by each new customer.


    b.  The capacity charge may be paid by new customers in a single payment or as a monthly charge at the rate established by the council.  The county shall establish a monthly capacity charge by dividing that amount by one hundred eighty (twelve monthly payments per year for fifteen years).  The executive shall transmit for council adoption an ordinance to adjust the discount rate for lump sum payment.  The executive shall also transmit for council adoption an ordinance to adjust the monthly capacity charge to reflect the county's average cost of money if the capacity charge is paid over time.


    c.  King County shall pursue changes in state law to enable the county to require payment of the capacity charge in a single payment.


    d.  The capacity charge shall be set such that each new customer shall pay an equal share of the costs of facilities allocated to new customers, regardless of what year the customer connects to the system.  The capacity charge shall be based upon the costs, customer growth and related financial assumptions used for the Regional Wastewater Services Plan adopted by Ordinance 13680 as such assumptions may be updated.  Customer growth and projected costs, including inflation, shall be updated every three years beginning in 2003.


    e.  The county should periodically review the capacity charge to ensure that the actual costs of system expansion to serve new customers are reflected in the charge.  All reasonable steps should be taken to coordinate the imposition, collection of and accounting for rates and charges with component agencies to reduce redundant program overhead costs.


    f.  Existing customers shall pay the monthly capacity charge established at the time they connected to the system as currently enacted by K.C.C. 28.84.055.  New customers shall pay the capacity charge established at the time they connect to the system.


    g.  To ensure that the capacity charge will not exceed the costs of facilities needed to serve new customers, costs assigned and allocated to new customers shall be at a minimum ninety five percent of the projected capital costs of new and existing treatment, conveyance and biosolids capacity needed to serve new customers.


    h.  Costs assigned and allocated to existing customers shall include the capital cost of existing and future treatment, conveyance and biosolids capacity used by existing customers, and the capital costs of assessing and reducing infiltration and inflow related to the use of the existing conveyance and treatment capacity.


    i.  Capital costs of combined sewer overflow control shall be paid by existing and new customers based on their average proportionate share of total customers over the life of the RWSP.


    j.  Operations and maintenance costs shall be paid by existing and new customers in the uniform monthly rate based on their annual proportionate share of total customers.


    k.  Any costs not allocated in FP-12.3 f, g, h, i and j* shall be paid by existing and new customers in the sewer rate.


    l.  Upon implementation of these explicit policies, the Seattle combined sewer overflow benefit charge shall be discontinued.


  4.  Based on an analysis of residential water consumption, as of December 13, 1999, King County uses a factor of seven hundred fifty cubic feet per month to convert water consumption of volume-based customers to residential customer equivalents for billing purposes.  King County shall periodically review the appropriateness of this factor to ensure that all accounts pay their fair share of the cost of the wastewater system.

     __________________________________________________________________________

*Reviser's note:  Ordinance 15602 added new policies FP-3, FP-4 and FP-5, but this reference was not changed.

A chart showing the allocation of costs to existing and new customers was referred to the in the ordinance (Attachment 1) and has subsequently been simplified for presentations to the Council.  The same principles apply when the cost estimates are updated every three years with assessments of excess capacity and proportional rationing of operations and maintenance of the “old” and “new” system allocations to existing and new customers.

The policy as adopted calls for updating the costs projections and other assumptions regarding residential customer equivalents (RCEs), etc. every three years and adjusting the capacity charge.  In recent years, at the urging of MWPAAC and stakeholders, the Council has increased the capacity charge by 3% in the intervening years (between the 3 year update) to reflect average inflation over the 30 year period. Customer growth and projected costs, including inflation, are due to be updated this year for incorporation into the 2011 capacity charge.  The capacity charge history is shown in the table below.  The cost 
Capacity Charge History

	Effective Period
	Monthly Rate

	2/1/1990 – 12/31/1997
	$7.00

	1/1/1998 – 12/31/2001
	$10.50

	1/1/2002 – 12/31/2002
	$17.20

	1/1/2003 – 12/31/2003
	$17.60

	1/1/2004 – 12/31/2004
	$18.00

	1/1/2005 – 12/31/2006
	$34.05

	1/1/2007 – 12/31/2008
	$42.00

	1/1/2008 – 12/31/2008
	$46.25

	1/1/2009 -  12/31/2009  
	$47.64

	1/1/2010 – 12/310/2010 
	$49.07


Prior RWQC Review of FP-15
The RWQC has also expressed interest in the issue of “lump sum” payments for the capacity charge since the adoption of the policy in 2001.  King County offers the option for the capacity charge to be paid off in a lump sum (at a discounted amount) at any time during the 15-year duration of the charge – including when the charge is first assessed.  In response to a 2004 budget proviso, the Executive provided an analysis and report to the Council on “Administrative Barriers to Upfront Payment” of the Sewage Treatment Capacity Charge. 
 If a new homeowner is aware of the charge at the time financing is being arranged for a home or condominium – the lump sum payment can potentially be financed as a part of the mortgage – thereby providing tax advantages.   However, for various reasons purchasers are not always aware of the capacity charge or the option to pay it in a lump sum at the time they are arranging financing.  The report discussed the actions being taken by WTD to better alert and inform customers.
ANALYSIS:

Direction from the RWQC for the Financial Policies Work Group Review of FP-15
As noted in the summary – the RWQC’s general direction to the Financial Policies Work Group is to verify that growth is paying for growth.  Committee staff took this as direction to confirm that the policy as adopted in the RWSP is being implemented as written and to confirm that the costs of growth – or new capacity added to the system are being paid by new customers.
Review and Status
The FPWG dedicated working sessions between September 2009 - February 2010 to reviewing how the capacity charge is calculated in conjunction with the sewer rate.  The group looked at and discussed data and information provided by WTD staff regarding collections, projected collections, projected costs, allocation between existing customers and new customers, etc.  Meeting minutes or summaries of the recent FPWG discussion are attached (Attachment 2).  Much of the discussion and review have seemed to cover the same issues reviewed in 2001 –“what is new growth”, who are “new” vs. “existing” customers.  There were also discussions of equity for customers and other methodologies used by cities and special districts for “connection charges” or local improvement districts (LIDs) – that differ from the capacity charge. 
There seems to be general consensus that the policy as written is being implemented by the Wastewater Treatment Division and King County.  And that the policy does capture the original intent that growth pays for growth.  That is, the capacity charge is currently being calculated and the fee charged to new customers so that 95% of the costs of new capacity and operational costs between 2000 and 2030 will be collected by the capacity charge.  However, one of the areas of policy clarifications for the staff group – pertained to the expenses or costs that associated with projects paid for by bonds.  Specifically – only the debt service payments between 2000 and 2030 are covered by the capacity charge.  Although all the costs assumed between now and 2030 are paid by the current capacity charge – costs or indebtedness beyond 2030 is not accounted for because the policy essentially expires at the end of 2030.
There is still some review and comparison to be done with regard to the allocation of specific projects.  Seattle staff review of the assignment of costs for excess capacity and new capacity may differ for King County staff’s.  The FPWG has not yet reviewed these types of details.
The FPWG has also touched on – but not initiated specific analysis regarding the potential for broadening the definition of affordable housing that qualifies for a capacity charge reduction.  Some developers and stakeholders have inquired if the current policy could be amended to align with programs such as Seattle’s Homes Within Reach definition of affordable housing.  More recently the issue of sustainable buildings which use on-site wastewater treatment has emerged for policy review pertaining to the capacity charge.  For both affordable housing and other buildings that might seek reduced capacity charges – one of the issues is whether forgone capacity charge revenues are shifted to other capacity charge payers or to all ratepayers.  
In the meantime, some relatively ‘big’ questions have emerged – that the FPWG thought merited more direction from the RWQC – prior to embarking of potential policy review and recommendations.  These issues are summarized below:
Issues

1. The adopted policy only addresses a capacity charge through 2030.  What happens after that?  Is there equity for customers hooking up to the system before and after 2030?
2. The current methodology is complex and not necessarily transparent (with regard to some of the assumptions regarding project assignments, etc.) to contract agencies or the public.  It requires a fair amount of ‘work’ to calculate and update every three years.

3. Is the capacity charge rate  - as it continues to be updated/recalculated  -- ‘too high’ – or ‘not high enough’ – to reflect shared benefits with existing customers.
RECOMMENDATIONS:
This briefing was meant to bring the RWQC up to date on the review work by the Financial Policies Work Group.   Recognizing the agenda for the March meeting was pretty full – this paper was intended to primarily provide background – for a larger discussion—if not working session with the RWQC – or a sub-committee of the RWQC.
Staff would recommend, at this time – that the entire RWQC would benefit from a refresher on the mechanics of the capacity charge – and a thorough write up and discussion of the issues – prior to any direction being given as to next steps or work to be done by the FPWG on this topic.

However, staff believes it is important for the RWQC to provide direction before the FPWG embarks on further work on these issues.

ATTACHMENTS:

1.  Capacity Charge Cost Allocation, dated September 21, 2001

2. Financial Policy Work Group  - Meeting Notes for 12-16.09, 01-13-10, and 02-10-10
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