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Metropolitan King County Council

Budget and Fiscal Management Committee
STAFF REPORT
	AGENDA ITEM
	7
	

	DATE:

	May 26, 2004

	PROPOSED No.:
	2004-0199
	
	PREPARED BY:
	William Nogle, 



SUBJECT:

Proposed Ordinance 2004-0199 would set a new sewer rate and a new capacity charge for 2005.  Specifically, the proposed ordinance would:
· Set the 2005 monthly rate for sewer services at $25.60 per residential customer equivalent (Section 2., Part A)
· Approve the establishment of a rate stabilization reserve (Section 2, Part B)

· Determine the monetary requirements for disposal of sewage for 2005 to be $209,896,243 (Section 3)

· Set the 2005 capacity charge for new customers at $28.50 per month for fifteen years (Section 4, Part L)
· Set the 2005 discount rate for prepayment of the capacity charge at 5.5% (Section 5, Part O, Paragraph 3)
SUMMARY:  Proposed Ordinance 2004-0199 was transmitted on April 7, 2004, introduced on April 12 and referred to the Budget and Fiscal Management Committee.
The 2004 Wastewater Treatment Budget is about 16.6% of the County’s total $3 billion budget and is comprised of the following components:

Table 1 – 2004 Wastewater Treatment Appropriations
	Appropriation Unit
	2004 Appropriation

	Wastewater Treatment Operations
	$84,640,000

	Wastewater Treatment Debt Service
	110,082,000

	Wastewater Treatment CIP
	302,971,894

	    Total
	$497,693,894


BACKGROUND - 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 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

1996-2004
	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


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 (component agencies).  The relationship between the 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 but to the component agencies.   As the direct providers of service, the component agencies set their own rates to recoup the payments to the County plus their own “local” cost of service.  

ANALYSIS – MONTHLY SEWER RATE:
Currently, the rate for sewer services is $23.40 per month.  The proposed rate for 2005 is $25.60, an increase of $2.20 over the 2004 rate or 9.4 percent.  This 2005 rate is proposed by the Executive under the assumption that it would be in place for two years (2005 and 2006).  It is important to note that, even though the rate is set annually, the Council has favored the approach of maintaining a stable rate for multiple years as evidenced by the $23.40 rate that has been in place for the three years 2002 through 2004 and the $19.10 rate that was in place for 1996 through 1999.  It is also important to note that the increase of 9.4 percent averaged over the proposed two years would approximate a 4.7 percent annual rate of increase.
If the Council wished to adopt a rate for 2005 and then adopt a new rate for 2006, the projections by the Wastewater Treatment Division (WTD) indicate those rates would have to be $24.45 for 2005 and then $26.70 for 2006.  Looking further out, WTD projects rates of $28.55 in 2007 and $31.50 in 2008.
  These will undoubtedly change as the costs of Brightwater become clearer and as other issues arise.  A two-year rate strategy is in keeping with the past practice of the Council in setting multi-year rates and has the advantages of predictability, certainty and stability.
Table 3 below shows the factors that have contributed to the proposed increase from the 2004 rate of $23.40 per month to the proposed rate of $25.60.  Factors that would cause an increase include an increase in long-term debt and therefore an increase in debt service costs.  The WTD estimates annual debt service would increase by $13.3 million which translates into an increase of $1.63 per month to be covered by rates.  Also, operating costs are projected to increase by $4.2 million per year.  A monthly rate increase of $ .51 would be needed to cover this.  The third increase factor is the establishment of the rate stabilization reserve of $9.25 million, requiring a monthly increase of $1.15.
The factors that would partially offset these increases include an estimated $1.2 million in savings from WTD’s productivity initiative.  Also, an hourly rate reduction of $ .82 would result from increased revenues of about $6.9 million.  This is from a combination of increases in monthly rate revenue due to new customers, an increase in capacity charges due to the proposed increase in the capacity charge rate, and increases in investment and other income.
Table 3 – Components of Rate Increase

	2004 Sewer monthly rate
	
	$23.40

	Increases:
	
	

	For increase in debt service
	$1.63
	

	For increase in operating costs
	.51
	

	To establish $9.25 million rate stabilization reserve
	1.15
	

	      Total Increases
	
	3.29

	Decreases:
	
	

	Productivity initiative 
	.15
	

	New customer related revenue
	.13
	

	Increase in investment income
	.30
	

	Increase in capacity charge revenue
	.39
	

	Other
	.03
	

	Reduction in WRIA support
	.09
	

	      Total Decreases
	
	(1.09)

	Proposed 2005/06 monthly rate
	
	$25.60


Another factor for the Council to consider in setting the monthly sewer rate is the position of the Metropolitan Water Pollution Abatement Advisory Committee (MWPAAC).  In a letter dated March 4, 2004, MWPAAC stated their position as favoring the setting of a rate for 2005 only - as opposed to a three-year rate.
The Executive has chosen to propose a stable two-year rate.  This is essentially a compromise between the one-year rate recommended by MWPAAC and a three-year rate that MWPAAC specifically opposed.  The Executive’s recommendation of a two-year rate is based on the fact that the uncertainties noted by MWPAAC about the ultimate cost of the Brightwater plant and other capital projects are issues that are more applicable to the capacity charge as opposed to the monthly sewer rate.  In addition, the Executive cites the ability of the County to now employ rate stabilization
 in setting rates as a second reason to propose a two-year rate.

At the April 14, 2004 meeting of the Regional Water Quality Committee, Dave Christensen, Metropolitan Water Pollution Abatement Advisory Committee Chair stated that, while MWPAAC recommended a single year rate, the proposal of $25.60 is less than what was projected as a one-year rate at the time of their March 4 letter.  Mr. Christensen also noted that the MWPAAC members felt that their concerns had been very effectively heard and addressed by the Wastewater Treatment Division staff.  So, while Mr. Christensen noted that MWPAAC had not adopted a formal position on the two-year proposal, the members of MWPAAC would likely not be opposed to the adoption of the $25.60 rate for two years.

BACKGROUND – 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 – under the regional policy of “growth pays for growth.”
A recent history of the capacity charge is provided in the following table:

Table 4 – Capacity Charge
1990 - 2004

	Year
	Rate ($/Month/RCE)

15-yr. duration

	1990-1996
	$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


The Executive’s proposed capacity charge for new connections to the system in 2005 is $28.50, an increase of $10.50 over the current charge of $18.00.  This rate is based on the methodology adopted 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 95% of the designated, growth-related costs that are not covered by the monthly rate payments of newly connecting customers.

ANALYSIS – CAPACITY CHARGE:

Until recently, the amount that the County could charge as a capacity charge was limited by State law (RCW 35.58.570) to $7.00 per month for 15 years (or $1,260).  The law was changed to allow for a fee of $10.50 ($1,890) in 1998.  In 2000, the State Legislature changed the law to allow the capacity charge to be set at a rate “in order that such property owners shall bear their equitable share of the cost of such (capacity) improvements to the system.”
This is why the history of capacity charges for the King County system looks the way it does.  The flat $7 per month that was in place prior to 1998 was not adequate to cover the cost of adding capacity.  The existing ratepayers were thus subsidizing the new customers in amounts that varied from year to year.

Representatives of the County and the component agencies in 1998 formed a finance work group for the purpose of finding ways to finance the Regional Wastewater Services Plan (RWSP).  What this group came up with, called the Robinswood Agreement, is the structure now being used to set the capacity charge.  This method was approved by the Council in October 2001 as Ordinance 14129 (now codified as King County Code Section 28.86).  The calculation of the capacity charge of $17.20 that became effective in 2002 was based on the provisions of the Robinswood Agreement and the 1999 RWSP.  The 1999 RWSP included cost estimates for the new Brightwater Plant and other projects within the 30-year capital program.
Capacity Charge Calculation Methodology

The calculation of the capacity charge that is needed to cover the cost of growth is an iterative process because the monthly rate for services and the capacity charge are inter-related.  Either can only be calculated based on what the other is.
The first step is to calculate “total system costs”.  An essential element of this is operations and maintenance costs (O&M costs) that will be necessary over the thirty years of the RWSP.  The starting point is typically actual current costs.  An inflation rate is then used to forecast the growth in O&M costs over the years.  However, capital improvements and expansions must also be considered in determining future O&M costs.  Another element is repair and replacement costs.  As a system ages, periodic replacements and major repairs of equipment and infrastructure are needed.  These are not improvements or expansions but are major costs of maintaining system components.  The third major element of total system costs is the capital component.
Once total system costs are known, the next step is to calculate rate revenue.  This calculation can only be done by assuming a monthly rate, inflating it at an assumed rate over time, projecting the number of new customers expected, and then applying the projected rates to the projected number of customers.  This will then provide the information needed to calculate a possible capacity charge.
The calculated capacity charge can then be tested to see if it will, along with rate revenue from new customers, cover the cost of growth.  If not, the monthly rate must be modified and then a new capacity charge calculated.  Therefore, the process is one of trial and error until both the proposed monthly rate and proposed capacity charge work together to achieve the goal of allocating total costs between existing and new customers in accordance with the growth pays for growth principle.

Questions from May 5 BFM Committee Meeting:

There were a couple questions at the May 5 Committee meeting that staff has researched.  First, there was a question with regard to new customers that would be converting from septic systems.  How many of this type of new customer is the WTD forecasting?  Is this a reasonable projection?
Septic conversions are treated as new customers and are subject to the capacity charge just as are new customers that result from new construction.  The WTD estimates that there were 40,000 - 43,000 septic systems within the King County Wastewater service area in 2000.  The capacity charge accounting/billing system does not distinguish between new customers from septic conversions and new customers as a result of new construction.  For purposes of the 30-year Regional Wastewater Service Plan, WTD assumes that all conversions will take place by 2020 – at a rate of approximately 2,000 per year.  However, this assumption is being revisited and could result in a longer period of time for these conversions to take place.

It is important to note that the County does not determine if and when people must hook up to the sewer system.  This is decided by the policies set by the various component agencies (i.e. the city sewer systems and district sewer systems that have contracts with the County for sewer treatment services).  Each of the component agencies has their own policy with regard to conversion that deals with proximity to sewer collection lines, failures or potential failures of septic systems, and other factors.  The Wastewater Treatment Division staff does not have a thorough knowledge of the individual policies because they don't control them and are not directly involved in the administration of them.
Each component agency advises the County of new customers and then the County bills the new customers for the capacity charge.  Each component agency may also charge their own connection fee.  The homeowner must also pay for installation of the necessary sewer lines to actually connect to the sewer system.  Conversion from a septic system to a sewer system is definitely an expensive process.
Since the WTD is revisiting their estimate of septic to sewer conversions, they are not positive that the 2,000 per year is reasonable.  They do think that a longer horizon would not have a significant impact on the capacity charge, however.
A second question was with regard to what percentage of the cost of growth was being covered by the current $18.00 per month capacity charge.  The capacity charge is set based on a 30-year horizon.  In any one year, the capacity charges collected would not in any way equate with the cost of new capacity construction in that year.  However, the total capacity charges collected over the 30 years plus the rate revenue from new customers would in theory cover 95% of the capital costs for growth over the same 30-year period.  The capacity charge is based on many estimates.  It is impossible to know how much of the cost of growth will actually be covered by the capacity charge until the end of the 30-year period.  The point is that the policy is for growth to pay for growth and the calculations and methodology have been set up to accomplish this.
Capacity Charge Indicated by Growth Related Costs in Proposed CIP 

The estimated costs in the CIP that relate to growth plus the current policy of discounting upfront payments of the capacity charge by 8% support a new capacity charge of $36.50.  However, as explained above, an interim capacity charge of $28.50 is being proposed.  To make this lower interim capacity charge possible, the Executive is assuming the eventual implementation of approximately $200 million in savings from a combination of value engineering on the Brightwater project and a re-examination of non-Brightwater conveyance systems projects plus approval of a change to the discount policy 8% to 5.5%.  (This was explained in the May 5 staff report.)
Brightwater Value Engineering, Conveyance Re-phasing, and Discount Rate Policy
The proposed new sewage treatment plant, Brightwater, is the major driver in calculating the capacity charge.  Of the total capital costs projected over the 30 years covered by the RWSP ($2.6 billion), Brightwater accounts for 52% or $1.35 billion.  In the original RWSP cost estimate (1998), Brightwater was expected to cost $788 million.  However, that very preliminary estimate was developed before a site had been selected.  Early thinking was that the new plant would be close to the outfall point.    Since that early estimate, the Brightwater project has undergone very significant changes.  Those changes have included site selection that is far inland from the outfall, thereby substantially increasing conveyance system costs.  Also, the site selected is much larger in size than originally anticipated due to the desire to allow for substantial setbacks and screening and for room for water reuse facilities.  Table 5 summarizes the current cost estimates.
Table 5 – Summary of Brightwater Cost Estimate
 In millions
	Cost Element
	Cost
	Totals

	Treatment Plant
	
	

	   Construction
	$214.5
	

	   Contingency
	42.9
	

	   Sales Tax
	22.9
	

	   Allied Costs
	98.1
	$378.4

	Conveyance System
	
	

	   Construction
	426.4
	

	   Contingency
	106.6
	

	   Sales Tax
	47.4
	

	   Allied Costs
	174.1
	754.5

	Art
	
	4.5

	Mitigation
	
	88.0

	Land
	
	124.1

	       Total
	
	$1,349.5


The proposed intermediate capacity charge of $28.50 assumes that an ongoing value engineering process with regard to the Brightwater plant and conveyance system will yield significant savings over the current cost estimates.  
A total of $656 million of design changes were identified by the value engineering process for consideration.  The majority of these potential changes have already been considered and rejected as not being feasible.  However, the value engineering process is continuing and is expected to be complete this fall or early winter.
In addition to the value engineering process, the WTD has been re-examining the non-Brightwater conveyance elements of the 30-year capital improvement program.  This re-examination is taking place with more recent sewage flow data and more recent inflow and infiltration information.  Based on this updated data, the WTD estimates that some conveyance projects can be delayed while others may not be needed at all.
The proposed interim capacity charge of $28.50 is based on an assumed $100 million of savings from the value engineering process, $100 million of savings from the re-phasing of non-Brightwater conveyance system projects, and savings from adoption of a new discount rate.
Table 6 below summarizes the adjustments to the current capacity charge of $18.00 to arrive at the interim capacity charge of $28.50.  Note that each of the items - value engineering and conveyance system re-phasing – would decrease the capacity charge by $3.25 per month.  The assumed savings from reducing the discount rate is $1.50 per month.
Table 6 – Components of Proposed Capacity Charge Increase
	2004 Capacity charge
	
	$  18.00

	Inflationary increase from 2004 to 2005
	$  .67
	

	Increase due to Brightwater cost estimate increases – Route 9 site selection
	12.35
	

	Non-Brightwater capital projects cost increases
	5.48
	18.50

	RWSP 2005 Update Capacity Charge
	
	36.50

	Less projected savings:
	
	

	Brightwater value engineering
	3.25
	

	Non-Brightwater conveyance re-phasing
	3.25
	

	Capacity charge discount policy change
	1.50
	8.00

	Proposed 2005Interim Capacity Charge
	
	$  28.50


Timing of Rate AND CAPACITY CHARGE Adoption:
Due to contract obligations, the County is required to adopt a sewer rate for 2005 no later than June 30, 2004.  The timing of this rate decision comes before the Wastewater Treatment Division prepares its 2005 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.

The King County Code provides for annual adoption of the capacity charge.  However, the Code does not impose a deadline such as that imposed for the monthly sewer rate.
REASONABLENESS- MONTHLY SEWER RATE:

The Council in the past has shown an inclination to adopt multi-year rates.  The Executive’s proposal conforms to this policy option by setting a rate for 2005 of $25.60 based on the premise that the same rate could then be adopted next year for 2006.  Conditions could obviously change that would make it difficult to maintain the same rate for 2006; but, the $25.60 rate would be appropriate for 2006 based on what is now known.  While the MWPAAC voiced the desire initially to have a single year rate, their concerns appear to have been addressed, as evidenced by the MSPAAC Chair’s statements at the April 14 Regional Water Quality Committee meeting.
Staff believes approval of the proposed rate would, therefore, be a reasonable business and policy decision.  Staff cautions, however, that the proposed two-year rate is inter-related to the proposed $28.50 capacity charge.  Changes to one should reasonably be accompanied by appropriate changes to the other.
REASONABLENESS- CAPACITY CHARGE:

The increase proposed for the capacity charge is significant.  Staff has spent considerable time reviewing the process used by the WTD to arrive at the proposed charge.  Over half of a very extensive 30-year capital program is capacity (growth) related.  The adopted County policy is that growth should pay for growth.  The way that growth pays for growth is by setting monthly rates and capacity charges that, over the 30-year planning period, will yield revenue from new customers equal to the cost of the growth related capital improvements.
Staff believes that the proposed interim capacity charge of $28.50 is a reasonable rate.  If the savings projected from Brightwater value engineering, non-Brightwater conveyance re-phrasing, and changing the capacity charge discount policy are realized, the County may be able to maintain the $28.50 charge beyond 2005.  Based on a review of all of the WTD’s calculations and assumptions, staff believes it is unlikely that the $28.50 rate will prove to be too high.  Therefore, it appears that setting the capacity charge at $28.50 for 2005 is a reasonable business and policy decision.  The Committee should keep in mind that this proposed rate is also based on Council approval of the policy change to the capacity charge discount rate.  Again, the monthly rate and the capacity charge are inter-related to the point that a change to one should reasonably be accompanied by an appropriate change to the other.
EFFECT OF COMMITTEE ACTION:

Approval of Proposed Ordinance 2004-0199 will:

· Set the 2005 monthly rate for sewer services at $25.60 per residential customer equivalent (Section 2., Part A)

· Approve the establishment of a rate stabilization reserve (Section 2, Part B)

· Determine the monetary requirements for disposal of sewage for 2005 to be $209,896,243 (Section 3)

· Set the 2005 capacity charge for new customers at $28.50 per month for fifteen years (Section 4, Part L)

· Set the 2005 discount rate for prepayment of the capacity charge at 5.5% (Section 5, Part O, Paragraph 3)

INVITED:
Pam Bissonnette, Director, 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 2004-0199 (with Attachment)

A. Wastewater Treatment Enterprise 2005 Rate Financial Plan
2. Fiscal Note

3. Executive’s Transmittal Letter dated April 7, 2004
4. Staff Report dated May 5, 2004




This Proposed Ordinance was first heard in the Budget and Fiscal Management Committee on May 5, 2004.  No action was taken by the Committee at that time.  A copy of the staff report for that meeting is attached hereto as Attachment 4.











� The monthly sewer rate and the capacity charge are inter-related.  In order to project one, you must project the other.  The rates noted above that would be necessary if the one-year rate strategy was followed (as opposed to a multi-year rate strategy) are based on a capacity charge of $28.50 for 2005 and $36.05 in 2006.


� The Executive proposes using a rate stabilization reserve as permitted under Statement of Financial Accounting Standards No. 71.  This allows for a “surplus” of revenues in one year to be carried over to the subsequent year for the purpose of calculating debt coverage in the subsequent year.  This practice was prohibited to the Utility by bond covenants of bond issues that have now been refunded.
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