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Metropolitan King County Council
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SUBJECT:  

AN ORDINANCE setting the sewer rate and capacity charge for 2017.

SUMMARY:  

King County's sewer rates are set for the following year by June 30 of each year, pursuant to contract with participating utilities.  Proposed Ordinance 2016-0233 would:

· Set the 2017 monthly sewer rate at $44.22 per residential customer equivalent (RCE) per month, which is a 5.2 percent increase over the 2015-2016 rate.
· Set the monthly capacity charge for new connections to the regional system occurring in 2017 at $60.80, which is a 3.6 percent increase over the 2016 rate of $58.70.
· Provide revenue sufficient to increase the cash funding of capital projects, increase debt service coverage ratios, and extend funding for the rate stabilization fund. 

This matter is planned for a noticed public hearing on June 13, and Council action on June 13 or June 20, to be effective by June 30, 2016.

BACKGROUND

Monthly Sewer Rate
King County provides wastewater treatment services for 17 municipalities and 17 sewer districts (including the Muckleshoot Tribe) in King County, southern Snohomish County and the northern tip of Pierce County.  The county provides sewer interceptor lines that receive wastewater collected from residences and businesses by the cities and sewer districts, who bill their customers directly for both county and local utility charges.  The sewer rate is charged by the county to the utilities to deliver, treat and discharge wastewater.[footnoteRef:1]  [1:  The County has a contractual relationship with cities and utility districts to collect wastewater from them and convey it to County treatment plants for treatment and discharge.   The component agencies that provide direct services to the ratepayers and use the County conveyance and treatment facilities are charged for the customers within their districts.  The 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.  ] 


The monthly sewer rate collected by the county goes towards all Wastewater Treatment Division (WTD) expenses, including operating costs, debt service, and capital expenses.  The monthly sewer rate for both residential and commercial customers is calculated on the basis of Residential Customer Equivalents (“RCEs”).[footnoteRef:2]   [2:  A single family residence is one RCE.  Commercial and industrial customers are charged based on the amount of wastewater they generate, calculated using the quantity of water consumed.  For commercial and multi-family residences, the calculation is 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.  
] 


Table 1. Sewer Rates (2009-2016 Actual; 2017-2022 Projected)
	
Year
	Rate
($/RCE/ Month)
	% 
Increase

	2009 - 2010
	31.90
	14.1%

	2011 - 2012
	36.10
	13.2%

	2013-2014
	39.79
	10.4%

	2015-2016
	42.03
	5.6%

	2017
	44.22
	5.2%

	2018
	44.22
	0%

	2019
	46.53
	5.2%

	2020
	46.53
	0%

	2021
	47.73
	2.6%

	2022
	48.97
	2.6%




Table 1 above depicts the anticipated sewer rates through 2022.  Increases through 2020 are projected at 5.2% for the first year of multi-year rates through 2020, with no anticipated increase in the second year.   This 5.2%, anticipated two-year rate increase is lower, in percentage terms, than comparable two-year rates approved since 2001.  However, it is higher than was projected during consideration of the 2016 rate, when the Executive projected a 2017 rate of $43.33, a 3.1% increase from the 2015- 2016 rate of $42.03.  Three key fiscal management recommendations contribute to the rate increase, as follows:
· This rate proposes higher cash payments for capital projects, resulting in less reliance on debt than existing fiscal management approaches.
· This rate proposes amortizing the principal on variable rate bonds.
· This rate proposes retention of funding levels in the Rate Stabilization Reserve rather than spending the account down to zero, as previously planned.  

These policy recommendations are discussed in the Analysis section below.  

Capacity Charge
New connections to the regional wastewater system are assessed a capacity charge, based on the policy of “growth pays for growth”[footnoteRef:3]. Payment may be made in a lump sum or paid over a 15 year period.  Table 2 presents the proposed charge as the monthly payment over 15 years.    [3:  K.C.C. 28.86.160 (FP-15) sets the charge via the following calculation:
Capacity charge = (total system costs – rate revenue from existing customers) – rate revenue from new customers
number of new customers
] 

  
Table 2. Capacity Charge (2010-2016 Actual; 2017-2022 Projected)
	

Year
	Rate/Month/RCE
15-yr. duration
	% Increase

	2010
	49.07
	3.0%

	2011
	50.45
	2.8%

	2012
	51.95
	3.0%

	2013
	53.50
	3.0%

	2014
	55.35
	3.5%

	2015
	57.00
	3.0%

	2016
	58.72
	3.0%

	2017
	60.80
	3.6%

	2018
	62.62
	3.0%

	2019
	64.50
	3.0%

	2020
	66.44
	3.0%

	2021
	68.43
	3.0%

	2022
	70.48
	3.0%



Consistent with the Regional Wastewater Services Plan policies, the capacity charge is based on the estimated costs of the 30-year Regional Wastewater Services Plan (RWSP).[footnoteRef:4]  The capacity charge is set at a level to recover the designated, growth-related costs that are not covered by the monthly rate payments of newly connecting customers.  Over the planning period of Regional Wastewater Services Plan (2003 – 2030), the capacity charge and monthly rate payments of newly connecting customers will cover 95% of growth-related costs.     [4:  The RWSP financial policies, established in county code, require the capacity charge to be a uniform charge, approved annually, and the charge is not to exceed the cost of capital facilities necessary to serve customers establishing new connections to the sewer system.  ] 


Unlike the monthly sewer rate, the capacity charge is directly billed by and paid to King County.  Based on information provided by the cities and sewer districts, King County notifies new connecting customers of the option to pay over time (15 years) or in a lump sum.  The lump sum payment is less than the total dollar value of the 15 year option since the cost of financing the long-term payment is deducted.

The cumulative amount of the capacity charge as proposed for 2017 at $60.80 per month would amount to $10,944 if paid over the full term of 15 years.  An up-front payment, discounted at approximately 2.8% compounded over the 15 years, would reduce the payment to $8,974 in 2017, if paid as a lump sum. In practice, many people choose to pay this as a lump sum and have the amount rolled into mortgage payments. 

ANALYSIS

As the regional wastewater system has taken on recent and ongoing major capital undertakings, it has funded these projects primarily through bonded indebtedness, consistent with RWSP policy.  The Brightwater Treatment Plant, completed in 2012, and the Combined Sewer Overflow capital projects, mandated by a consent decree with the state Department of Ecology and federal Environmental Protection Agency, represent the primary project expenditures supported by the growth in capital debt.  

Chart 1.  2016 Debt Service by Project Era



Much of the sewer rate (54%) goes towards debt service payments, as shown below. 

Chart 2.  Revenue Utilization, 2017 Proposed Sewer Rate
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Currently, WTD averages 27% in cash funding for its capital program with the balance debt funded. The matter of debt funding has been the subject of an ongoing discussion with the Metropolitan Water Pollution Abatement Advisory Committee (“MWPAAC”), representing the participant utilities in the regional system.  In previous years, the Council has received letters from MWPAAC, accompanying rate discussions, expressing concern about debt levels.  The 2015 MWPAAC letter, for example, indicated
	“Work continues by our Debt Review Committee, and MWPAAC continues to believe that their ongoing work is very important in identifying a suitable path for future capital financing, as well as the effect of debt on future rates…The committee recognizes that one outcome could be to cash fund a larger portion of the capital program, which would result in higher near-term rates, but rate stabilization in the long run…”

Consultant Review
In this context, the division contracted for a consultant review addressing concerns about WTD’s level of debt, completed in 2014[footnoteRef:5].  The consultant report noted:  [5:  2014 WTD Financial Performance Evaluation, MWH Americas, Inc.] 

“Our assessment is that WTD manages its funds properly and will have the financial wherewithal to take on additional debt to finance needed capital requirements without significantly sacrificing credit, while continuing to undertake its mission of providing effective wastewater systems management in the service area.”
“…WTD’s credit ratings for long-term, revenue-backed borrowing have been strong over the years… MWH finds that WTD financial plans, like its facility plans, are reasonable and prudent.”

Also noted is the summary of a Rating Action by Moody’s Investors Service, for the February 1, 2016 issuance of King County’s Sewer Refunding Revenue Bonds.[footnoteRef:6]  Moody’s assigned a rating of Aa2 to the sewer bonds—considered high grade, but short of prime levels.  That summary identified as “Factors That Could Lead to an Upgrade”:  [6:  Moody’s Assigns Aa2 to King County WA’s sewer revenue bonds—Global Credit Research, 27 Jan 2016 https://www.moodys.com/research/Moodys-Assigns-Aa2-to-King-County-WAs-sewer-revenue-bonds--PR_903077024] 

· Significant reduction in the amount of debt outstanding
· Significant increase in debt service coverage levels.

In sum, while the agency’s debt levels do not constrain future debt issuance, there may be the opportunity to improve bond ratings through increased debt service coverage levels and reduction in debt ratios.

Debt Limitation in Proposed 2017 Rate
The 2017 proposed rate is structured to address levels of debt, debt coverage ratios, and liquidity.  The key initiative is a proposal to provide for greater cash funding of capital projects over time.  While debt levels would continue to increase, they would not grow as rapidly as they would without this increased cash funding.  The completion of the Brightwater project, and a consequent moderation in the rate of increase in capital expenditures, provides the opportunity to increase the proportion of cash funding as a part of the cost profile of major capital projects. 

Cash Funding for Capital Projects
The Executive is proposing to fund capital projects with cash at an average level of 40% in coming years.  The chart below demonstrates the results, over time, of this 40% cash funding strategy.  Projected debt would be almost $200 million less than current projected levels by 2022, and $582 million less by 2030.  

Chart 3.  Future Debt Impact of 40% Cash Funding
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Debt Payment Coverage Ratio
WTD has historically structured rate proposals to provide debt payment coverage ratios of at least 1.15.  That is, for each $1 needed to make annual payments on all bonded indebtedness, $1.15 is raised in revenue. This debt coverage ratio is a commonly-used metric by bond rating agencies and bond purchasers, as a signal of the security of bond repayment capacity.  

As noted, in the Ratings Action summary referenced above, Moody’s Investors Service listed “increase in debt service coverage levels” as one of the factors that could lead to an upgrade in bond rating for sewer bonds.  

The 2017 proposed rate, which provides for both higher cash funding of capital projects, and amortization of variable rate debt, results in an increased debt service coverage ratio.  For 2017, the ratio would be 1.24, with rates structured to generate $1.24 for each $1.00 needed to repay all annual bond debt. 

Rate Impact
These recommendations, while responsive to debt service and coverage ratio considerations, result in a rate impact.  As noted in the table below, with no change in debt practices, the 2017 monthly sewer rate would be recommended at $42.63—1.4% above the 2016 rate of $58.70.  As noted, the recommended 2017 rate is $44.22 and is intended as a two-year rate—5.2% above the 2015-2016 rate. As shown in Chart 3 above, the proposed rate reduces projected debt by $582 million by 2030 which may result in lower than projected rate increases in future years. The 5.2% proposed rate increase is also lower than any two-year increase since 2001. 

Table 3.  Rate Impact Summary:  Proposed Changes in Debt Practices
	
	2017
	2018
	2019
	2020
	2021
	2022

	Proposed and Projected Rates and Debt Service Coverage Associated with Proposed Changes in Debt Practices

	Monthly Sewer Rate
	$44.22
	$44.22
	$46.53
	$46.53
	$47.73
	$48.97

	Percentage Increase
	5.2%
	0.0%
	5.2%
	0.0%
	2.6%
	2/6%

	Coverage Ratio on All Debt Payments
	1.24
	1.22
	1.27
	1.26
	1.26
	1.28

	Rates and Debt Service Coverage With No Changes in Debt Practices

	Monthly Sewer Rate
	$42.63
	$42.63
	$43.69
	$43.69
	$44.77
	$45.91

	Percentage Increase
	1.4%
	0.0%
	2.5%
	0.0%
	2.5%
	2.5%

	Coverage Ratio on All Debt Payments
	1.18
	1.15
	1.15
	1.15
	1.15
	1.15

	Increase in Rates Associated with Proposed Changes in Debt Practices

	Monthly Sewer Rate Difference
	$1.59
	$1.59
	$2.84
	$2.84
	$2.96
	$3.06



Variable Rate Bonds
WTD’s bond portfolio includes a category of bonds for which interest rates are reset weekly or monthly, based on prevailing short-term rates.  These variable rate bonds have a lower interest cost than fixed rate bonds; these bonds do not require that a portion of the principal be retired each year, and WTD has not included principal reduction increments in its bond payments for these bonds.  WTD notes that this has helped to maximize interest savings over time.  

In light of financial policies tying debt to the expected useful life of the underlying asset, the Executive is proposing to begin amortizing this debt, to be completed by 2042.  Annual scheduled principal retirement payments through 2021 are less than $1.2 million, increasing in subsequent years. 

Rate Stabilization Reserve
Beginning in 2005, WTD has deposited funding in a “rate stabilization reserve” as a tool to help manage rate increases by deferring available operating revenues into future years; funds were withdrawn as required, to moderate rates.  As part of the 2016 rate proposal, the Executive had proposed to draw the Reserve down completely, by 2020.   

The current rate proposal, however, retains a level of funding in the reserve on a continuing basis.  In 2015, WTD added $12 million to the reserve, primarily through savings in debt service resulting from refinancing $1.1 billion of bonds.  The current balance of $46.3 million would be maintained through 2018, and reduced to a $12 million balance in 2023, with funds used to help moderate rate increases associated with variable rate debt amortization and transition to the 40 percent capital project funding level.  WTD recommends maintaining a $12 million fund balance through 2030, to address the interests of rating agencies with maintaining adequate liquidity.  
Table 4. Rate Stabilization Reserve, 2015-2021 (millions of dollars)
	 
	2015
	2016
	2017
	2018
	2019
	2020
	2021

	Beginning balance
	$34.3
	$46.3
	$46.3
	$46.3
	$43.8
	$40.2
	$32.3

	Additions
	$12.0
	$0.0
	$0.0
	$0.0
	$0.0
	$0.0
	$0.0

	Reductions
	$0.0
	$0.0
	$0.0
	$2.5
	$3.6
	$7.9
	$3.0

	Ending balance
	$46.3
	$46.3
	$46.3
	$43.8
	$40.2
	$32.3
	$29.3

	Note: Totals may not add due to rounding.
	
	
	
	
	
	



Expenses and Revenues
The Executive reports that operating expenses for 2017 are projected to be $147.4 million, a 4.2 percent increase over the 2016 adopted budget.  The key elements driving this increase are identified as:

· General inflationary increases
· Increased labor costs
· Exterior painting of the South Treatment Plant
· Increased Local Hazardous Waste Fee
· Costs of meeting fuel reduction targets in Strategic Climate Action Plan (this is an initial investment that will result in fuel efficiencies in future years. A significant element in WTD greenhouse gas impacts is energy expenditures for hauling biosolids; the Executive is developing an initiative to increase the efficiency of this hauling operation.)

Operating revenues are projected at $479.3 million for 2017.  This is 5.8% higher than the 2016 forecast of $452.9 million.  The net increase of $26.4 million in operating revenues is generated from increases in both sewer rate revenue and capacity charge revenue, as shown in Table 5 below.  

Table 5.  Revenues Supporting Wastewater Operations and Capital
	 
	2016 Forecast
	2017 Forecast
	Difference
	% 
Change
	2018 Forecast
	Difference
	% 
Change

	Sewer rate
	$373.5
	$395.3
	$21.8
	5.9%
	$397.3
	$2.0
	0.5%

	Capacity Charge 
	$66.2
	$70.4
	$4.2
	6.3%
	$75.6
	$5.3
	1.0%

	Investment Income
	$2.6
	$2.6
	$0.0
	0.4%
	$3.5
	$0.9
	35.5%

	Other Income
	$10.7
	$11.0
	$0.3
	3.2%
	$11.3
	$0.3
	3.0%

	Rate Stabilization 
	$0.0
	$0.0
	$0.0
	0.0%
	$2.5
	$2.5
	100.%

	Totals
	$452.9
	$479.3
	$26.4
	5.8%
	$490.3
	$11.0
	2.3%



RCE Forecasts
[bookmark: _Ref321824408][bookmark: _Toc321905032]Table 6 below illustrates the projected rate of growth of Residential Customer Equivalents in coming years.  RCE’s—which had been expected to increase by .43% in the 2016 rate forecast—are now expected to increase at 0.60%, in light of a substantial increase in growth in recent years.  

[bookmark: _Toc382895472]Table 6.  Current Residential Customer Equivalents Forecast
	
	2015
	2016
	2017
	2018
	2019

	2017 Rate Proposal
	736,085
	740,502
	744,945
	748,670
	752,787

	Percent Change Between Years
	1.37%
	0.60%
	0.60%
	0.50%
	0.55%

	2016 Sewer Rate Proposal
	730,920
	735,310
	739,720
	743,420
	747,510

	Percent Change Between Years
	0.43%
	0.43%
	0.43%
	0.43%
	0.43%

	Change between 2017 Rate Proposal and 2016 Sewer Rate
	5,165
	5,192
	5,225
	5,250
	5,277



Table 7 below depicts the growth in RCEs projected through 2019, comparing the expected RCE growth as of the 2016 sewer rate versus the 2017 rate proposal. Increased RCE growth expectations are significantly impacted by new sewer connections.  The rate of sewer connections is expected to exceed 2016 projections by 1,500 for 2016; the 2017 rate proposal continues to assume 11,000 new connections for 2017, declining to 10,500 in 2018. 

Table 7.   Projected New Sewer Connections by Year of Connection
	 
	2015
	2016
	2017
	2018
	2019

	2017 Rate Proposal 
	11,291 
	12,000 
	11,000 
	10,500 
	10,000 

	2016 Sewer Rate
	9,500 
	10,500 
	11,000 
	11,000 
	11,000 

	Change
	1,791 
	1,500 
	0 
	(500) 
	(1000)



WTD Capital Projects
Table 8 below shows the differences in WTD's proposed Capital Spending Plan compared to the capital spending projections made in 2015. The accomplishment rate for 2015 was lower than anticipated, resulting in lower expenditures than projected for 2015. 

Table 8. WTD Capital Spending Plan, 2015-2022 (in $ millions)
	
	2015
	2016
	2017
	2018
	2019
	2020
	2021
	2022

	2017 Rate Forecast
	$152.8
	$176.0
	$162.8
	$184.2
	$219.9
	$226.8
	$218.1
	$237.9

	2015 Budget Forecast
	$170.2
	$177.4
	$187.1
	$201.6
	$206.1
	$218.2
	$191.6
	$192.8

	Difference
	$(17.4)
	($1.6)
	($24.3)
	($17.3)
	$13.8
	$8.6
	$26.5
	$45.1



Major Capital Projects Incorporated into the 2017 Rate
As reported by the Executive, key projects that are underway or were added through the budget process that represent a significant portion of the 6-year capital planning horizon include the following:

· Proposed WTD Ship Canal CSO Transfer ($133.1 million) 
King County and Seattle Public Utilities (SPU) have each entered into federal court ordered consent decrees requiring control of combined sewer overflows (CSO) to the Lake Washington Ship Canal, Duwamish River and Elliott Bay. The agencies have jointly identified a storage tunnel along the Ship Canal as the preferred option to meet each jurisdiction's consent decree requirements. SPU is the lead agency for design and construction of the facility with King County WTD proposed to fund 35 percent of the shared cost. Project construction is currently scheduled for completion in 2024.[footnoteRef:7] [7:  Proposed Ordinance 2016-0016, which would authorize the executive to sign the joint project agreement, is being held in the Transportation, Economy and Environment Committee.  A companion appropriation ordinance (Proposed Ordinance 2016-0017) is being held in the Budget and Fiscal Management Committee pending action on Proposed Ordinance 2016-0016.] 


· Michigan/Brandon CSO Control ($260 million—baselined at 30% design) The project consists of building the Georgetown Wet Weather Treatment Station, conveyance, and outfall to treat CSOs prior to discharge into the Lower Duwamish Waterway. Modifications to both the South Brandon Street and South Michigan Street Regulator Stations will be required to divert flows to the facility. Ancillary facilities include an odor control facility, electrical/
controls building, and emergency generator. Project construction is currently scheduled for completion at the end of 2022.

· North Creek Interceptor ($56.6 million) The project consists of the design and construction of 9,650 feet of 36- to 48-inch diameter gravity sewer pipeline to control sanitary sewer overflows. The project is currently on schedule for construction completion at the end of 2018.

· WTD’s Resiliency and Recovery Program ($67.9 million) The program funds the capital project to identify and modify existing facilities to increase their resistance to damage, or to allow rapid recovery from such damage, and develop capital facilities that could mitigate damage or facilitate recovery. An assessment of WTD’s ability to respond to and recover from natural disasters, and for capital funds for projects aimed at enhancing our facilities’ structural integrity, is due for completion by the end of 2016. Two projects requiring immediate action are: 1) Interbay Pump Station Partial Forcemain Replacement to continue operating efficiently and improve structural stability and 2) West Point Primary Sedimentation Area Roof Structure Improvements to ensure basic components of wastewater treatment remain viable in the event of earthquake or other disaster.

· Oxygen Generation and Distribution System Replacement ($53 million) The scope of work will evaluate alternatives to replace the existing Oxygen Generation and Distribution System at the West Point Treatment Plant with newer, more energy efficient technology. Due to limited available space, the system design will place the new equipment within the existing footprint. The current schedule for completion is 2022. 

· CSO Control Hanford at Rainier and Bayview North ($34.2 million) This project consists of building the Rainier Valley Wet Weather Storage facility to control the Hanford at Rainier and Bayview North CSOs.  The project will install a new sewer pipeline near Rainier Avenue South and Martin Luther King Boulevard South, which will divert flows to an existing pipe with available capacity. The project also includes a storage tank to capture excess flows from the area. Project construction is currently scheduled for completion in 2018.

· WTD Capital Project Formulation ($8 million) This project funds process improvements on how new projects are queued up. When a need is identified it will receive further scoping and analysis before being launched as a stand-alone project. This new process is intended to address planning, project delivery and efficiency by having clearer objectives and scope before launching, and to set reasonable cost expectations.

Metropolitan Water Pollution Abatement Advisory Committee Comments
The Metropolitan Water Pollution Abatement Advisory Committee, or MWPAAC, advises the King County Council and Executive on matters related to water pollution abatement. It was created by state law (RCW 35.58.210) and consists of representatives from cities and local sewer utilities that operate sewer systems within King County’s sewer service area. Most of these cities and sewer utilities deliver their sewage to King County for treatment and disposal.

MWPAAC has indicated its support for the Executive’s 2017 rate recommendation in a letter forwarded to the Council.  The letter, dated April 27, 2016, indicates as follows:

…The recommendation proposed by Executive Constantine should reduce the outstanding debt through 2030 via increased cash financing and moderate rate increases, and is in line with the MWPAAC debt review recommendation…we encourage you to support this proposed rate, which responds to many of MWPAAC’s previously voiced concerns and proposals.”

Timing 
The wastewater contracts with participating cities and sewer districts specify that the sewer rate be in place by June 30 of each year.  This matter is planned for a noticed public hearing on June 13, and Council action on June 13 or June 20, to be effective by June 30, 2016.
 
ATTACHMENTS: 

1. [bookmark: _GoBack]Executive’s Transmittal Letter for PO 2016-0233, and its attachment
2. Proposed Ordinance 2016-0233, and its attachment 
3. King County Executive 2017 Monthly Sewer Rate and Capacity Charge Proposal, dated April 21, 2016
4. WTD Fiscal Note for the 2017 Proposed Sewer Rate
5. MWPAAC Letter to Council Chair, dated April 27, 2016

INVITED

1. Tim Aratani, Manager, Finance and Administrative Services, Wastewater Treatment Division, DNRP
2. Tom Lienesch, Economist, Wastewater Treatment Division, DNRP
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