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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.  The Budget and Fiscal Management Committee discussed the legislation at its meeting on May 4, 2005.  This staff report provides additional information and staff analysis since the Committee’s last meeting.

The 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 relationship between the cities and utility districts (component agencies) and the County is governed by contracts, currently scheduled to terminate in 2035.  These contracts specify that the sewer rate be adopted once a year by June 30th of each year.  

At the BFM Committee meeting on May 4th, a question arose about the ability of the county to adjust the sewer rate to respond to emergency situations or unanticipated circumstances.  Under the current contracts, additional adjustments to the sewer rate to respond to emergencies or other situations are not allowed.

In 2004, the council adopted Ordinance 14913, which authorizes the executive to negotiate extension of these contracts with all component agencies to 2056.  Ordinance 14913 also provides for the executive to negotiate a new term in the contracts that would allow adjustments to the rate under emergency situations.  
Currently, the county has negotiated contract extensions to 2056 with three of the county’s 35 component agencies.  The executive is continuing negotiations with the remaining component agencies on similar contract extensions with the emergency provisions.  The extensions to 2056 and emergency provisions will not go into effect for any component agencies until the executive has executed contracts with 90% of the component agencies representing at least 90% of the total number of wastewater customers.      
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, regardless of the amount of water that family uses.  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.  

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

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.  

Since the last BFM Committee meeting, staff analysis has continued concerning the rate stability reserve.  The amount of the rate stability reserve has increased from $9.25 million in last year’s forecast to a current estimate of $14.5 million.  The financial plan and supporting materials provided by the executive in support of the 2006 rate proposal have shown a number of changes in the projections upon which the 2005 adopted rate was based which support the increase in the rate stability reserve.  
In particular, the revenue projected in 2005 from the sewer rate is now anticipated to total $212.5 million, rather than the $211.5 million projected as part of the 2005 adopted rate.  In addition, the executive projects $4.1 million will be available for the rate stability reserve due to reductions in the amount of debt service that the utility will have to pay in 2005.  With these adjustments, the 2006 proposed financial plan shows an ending fund balance projected in 2005 in the operating fund of $22.5 million.  This ending fund balance would consist of the $14.5 million rate stability reserve and an $8 million required for the operating liquidity reserve.
The Executive’s 2006 rate proposal assumes that $7.25 million of the $14.5 million rate stability reserve will be needed to keep the sewer rate at $25.60 in 2006.  This would leave an estimated $7.25 million for rate stabilization in 2007.  The impact of these additional rate stabilization reserves depends entirely on the council’s decisions regarding a 2007 sewer rate.  However, if $7.25 million were used for rate stabilization in 2007, it would allow the council to approve a rate that is $.82 less than a rate without $7.25 million in reserves.
Staff analyzed the status of other required reserves as well.  In reviewing reserves for technology improvements to implement new financial systems, staff noted that adjustments will need to be made in the 2006 capital improvement budget to assure that the Wastewater Treatment Division will be able to meet its obligations for debt service on the financial systems project and to begin funding reserves for a successor replacement project.
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.”

The executive has proposed to keep the capacity charge for new connections to the system steady at $34.05 for 2006.
A question was raised during the last committee meeting about the number of customers who pay both sewer rates and capacity charges.  The Wastewater Treatment Division advises that the total customer base for the wastewater utility is 691,890.  Approximately 97,000 RCEs, or 14% of the total number of RCEs in the customer base, are charged both the monthly sewer rate and the monthly capacity charge.  The revenue generated by 97,000 RCEs at the current sewer rate is about $29.8 million in a one-year period.  
Staff analysis has continued concerning the impact of Brightwater cost estimates on the current capacity charge.  As already noted, the Brightwater baseline budget is currently undergoing independent review by the Oversight Management Consultant (OMC) for the project.  It is anticipated that the OMC’s review will be completed in early June.  This will not likely give the Council the opportunity to analyze any issues or changes highlighted in the OMC’s report prior to rate adoption.  However, unlike the sewer rate, the capacity charge is directly charged by King County and is set in ordinance not in contracts with component agencies.  This relieves the Council of having to set the capacity charge no later than June 30th each year.  In addition, there appears to be room to adjust within the financial plan for capital improvements proposed by the executive for 2006.
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 Wastewater Treatment Division has projected potential increases in energy costs based on recent rate increases by Seattle City Light and based on contract negotiations with Puget Sound Energy.  From this analysis, the division estimates that energy costs for 2005 will be $206,459 than projected and for 2006 will be $473,308 more than projected in the 2005 adopted rate forecast.  The division is certain that these additional costs can be absorbed within existing resources without having an impact on the sewer rate.  Given the $14.5 million rate reserve available for 2005 and 2006, this assertion seems reasonable. 
Amendment
There is one amendment to Proposed Ordinance 2005-0182.  On page 6 of Proposed Ordinance 2005-0182, there is language that was adopted as part of the 2005 rate.  This language stated that, if the state legislature passed legislation in 2005 granting King County the authority to require an upfront payment of the capacity charge, then the executive would be required to take certain actions within thirty days of passage of the state legislation.  

There was no state legislation passed in the 2005 legislative session that would have allowed King County to collect the capacity charge up front.  The Amendment would delete the language requiring the executive’s action since the condition for the action has not occurred.  
REASONABLENESS:
Approval of Proposed Ordinance 2005-0182 would keep the sewer rate and capacity charge level through 2006.  The Executive has appeared to have contemplated and adjusted the utility’s financial plan in light of likely changes in energy costs and water usage.  The financial plan that supports the sewer rate and capacity charge will result in a rate stability reserve that will allow rates to remain the same through 2006 and may also result in further reserves that would allow rates to remain relatively stable through 2007.  For these reasons, adopting the sewer rate and capacity charge as transmitted appears to be a reasonable and prudent business decision.  
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Don Theiler, Division Director, Wastewater Treatment Division, Department of Natural
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Tom Lienesch, Economist, Wastewater Treatment Division
ATTACHMENTS:

1. Proposed Ordinance 2005-0182 (with Attachment)

A. Wastewater Treatment Enterprise 2006 Rate Financial Plan
2.  Amendment 1 to Proposed Ordinance 2005-0182
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