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STAFF REPORT
SUBJECT:  AN ORDINANCE setting the sewer rate and capacity charge for 2012.
SUMMARY:  
This proposed ordinance would:

· Set the 2012 monthly sewer rate at $36.10 per residential customer equivalent (RCE) per month, which is the same rate as last year;
· Set the monthly capacity charge for new connections to the regional system occurring in 2012 at $51.95, which is a 3 percent or $1.50 increase over the 2011 rate of $50.45.
This item was heard at the May 17, 2011 Budget and Fiscal Management Committee in order to give Councilmembers an opportunity to identify questions or concerns.  Today's staff report presents responses to the issues raised by Councilmembers at the May 17 meeting.

BACKGROUND:

Staff presented this item in the Budget and Fiscal Management Committee meeting of May 17, 2011.  At that time, Councilmembers asked questions about the capacity charge and capital project plans.  Responses to those questions are included in this staff report.  Some background historical rate information provided in the May 17 staff report is not reproduced in this staff report; the May 17 staff report is attached for reference as Attachment 3. 

As previously discussed in the May 17 staff report, King County provides wastewater services for 34 municipalities or sewer districts in King County, southern Snohomish County and the northern tip of Pierce County.  There are two charges to customers, a monthly sewer fee and a capacity charge for new connections to the system. 

The monthly sewer rate goes towards all Wastewater Treatment Division (WTD) expenses, including operating costs, debt service, and capital expenses.  The county charges its monthly sewer rate to its contract cities and special districts based on usage.  The cities and special districts in turn bill their wastewater customers, adding additional charges to maintain and/or expand their local system of collection.  

Cities and special districts are charged based on Residential Customer Equivalent (RCE) units.  One RCE represents the average amount of wastewater a single family residence generates in a month.  Each residential unit is charged one RCE; commercial businesses are charged based on usage.  

New connections to the regional wastewater system are assessed a capacity charge.  The charge is billed directly to the owner of the property after the sewer connection is made.  The capacity charge helps pay for capital improvements required to provide capacity for these new customers.  This is in accordance with the adopted policy of “growth pays for growth” (K.C.C. 28.86.160 FP-15 and Ordinance 14219).

Capacity Charge
The Executive's proposal includes raising the monthly capacity charge to $51.95 per month, up by 3.0 percent or $1.50 from last year's rate of $50.45.  Customers are provided the opportunity to pay their capacity charge in full or over fifteen years.  The capacity charge as proposed for 2012 at $51.95 would amount to $9,351 if paid monthly for the full term of 15 years.  An up-front payment, discounted at 5.5% compounded over the 15 years, would amount to $6,485. 

The capacity charge is based on 30-year projections and the projections are updated every three years.  The projections were last updated in 2010 for the 2011 proposed capacity charge.

The capacity charge is calculated using methodology laid out in Wastewater Financial Policy 15 (FP-15), K.C.C. 28.86.160.  The Regional Water Quality Committee is reviewing the capacity charge methodology through its chartered Financial Policies Work Group. 

Although new connections continue to increase, they are doing so at a rate that is slower than previously projected (rate pressure increases are discussed in this staff report below).  With the steadily rising costs of capacity charges, Councilmember Lambert expressed interest at the May 17 BFM meeting as to whether capital capacity expansion could be slowed down in response to declining projections in new connections, thereby easing some pressure on the capacity charge in the near future.  Unfortunately, because capital costs related to growth expansion occur over a long period of time, changing the timing of expanding Brightwater's capacity from 37 mgd to 54 mgd (million gallons per day) would not have an effect on the current capacity charge.  Costs related to that change in capacity occur outside of the 2003 to 2030 period used for calculating the current capacity charge.  
Monthly Sewer Rate

The proposed monthly sewer rate is $36.10 per month for an average single household for 2012.  The proposed 2012 rate is a zero percent increase from 2011.  
"Multi-year" Rates
Since 2002, the Council has opted to adopt an annual sewer rate in an amount that allows the rate to hold steady for two years.  This is accomplished by placing money into a rate stabilization reserve fund in the first year (i.e., 2011) that can be drawn from in the second year (2012).  A multi-year rate adds stability and predictability to the rate, which is in accordance with FP-15.  King County Code 28.86.160 sets forth the county's financial policies in accordance with the Regional Wastewater Services Plan.  Financial Policy 15 specifically states, "King County should attempt to adopt a multi-year sewer rate to provide stable costs to sewer customers."  

Non-capitalized Interest on Bond Sales

The rate was also predicated on the assumption that the county would not capitalize interest on bond sales in 2011 and going forward.  With capitalized interest, bond sales would include a larger principal amount in order to use some of that money to make interest payments.  It would free up more cash flow in the beginning which would ease the burden on the sewer rate, but at a cost of more borrowing up front and more debt service paid over the life of the bond.  The Council, the Metropolitan Water Pollution Abatement Advisory Committee, and the Executive were all in agreement last year that not capitalizing interest from bond sales was a sound financial approach when the 2011 sewer rate was adopted.  
Pressures on the Rate

At the May 17 BFM Committee meeting, staff identified factors that have changed since the 2011 rate adoption that are creating new downward and upward pressures on the monthly sewer rate.  In order to maintain the same proposed rate as 2011 without putting extra pressure on the rate in outyears, the Executive's proposal balances out these factors as discussed in the May 17 staff report.
It is worth highlighting that the balancing of these pressures forms the basis of WTD's rate projections for this year and the outyears, but decisions regarding the adoption of 2012 operating and capital budgets will be made by the Council during the 2012 budget process.

A summary of the downward pressures are as follows:
· Reduced WTD Operating Costs - ($.05)
Staffing levels at WTD have remained the same for a long period of time from 598.7 FTEs in 2005 to 594.7 FTEs in 2011.  WTD plans to propose $1.5 million in operating efficiencies in its 2012 budget proposal.  It also has a target of achieving a total of $4.7 million in operating efficiencies by 2014.  
· Higher RCE Forecasts – ($0.60)
The forecasted number of Residential Customer Equivalents (RCEs) for 2011 is 1.5% better than forecast last year, up from -2.00% to -0.50%.  The number of RCEs in 2010 showed an actual increase of 0.08% (versus the predicted -1.0% drop).  
· Lower Interest Rates on Debt Service – ($1.15)
WTD issued long-term term debt in January 2011 at an interest rate of 4.90%, a decrease of 0.85% compared to last year's projected 2011 rate of 5.75%.  

A summary of the downward pressures are as follows:

· Capital - $0.65
Increases in Brightwater assumptions and other capital project cost increases are balanced against the projected deferral of other capital projects, resulting in a net increasing pressure on the rate of $0.65.  Because there were Councilmember questions regarding these projects, this item is discussed in greater detail in its own section below.
· Interest Rates on Investment Income - $0.45

Just as the poor economy has allowed King County to issue bonds at favorable lower interest rates, so, too, has it resulted in poorer interest rates earned on investment income for the county.  The rate of return on the county's investment pool was forecast last year to be 1.25% in 2011, but that forecast has been revised downward to 0.55% (a decrease of 0.70%).  

· Decreased Capacity Charge Revenue - $0.05
New connections originally forecast at 6,500 in 2011 are revised downward to 5,800 as new construction continues to lag, a projected decrease of 700 new connections compared to previous expectations.  
Because the downward rate pressures discussed above are greater than the upward rate pressures, this allows the monthly sewer rate equivalent of $0.65 extra to be kept in the reserve to help keep out-year rates close to the levels projected in last year's rate adoption (see Table 1 below).

Table 1.  2011-2016 Monthly Sewer Rate Projections

	
	2011
	2012
	2013
	2014
	2015
	2016

	2011 Adopted Rate (Jun 2010)
	$36.10
	$36.10
	$39.98
	$39.98
	$42.54
	$42.82

	Percent change
	13.2%
	0%
	10.7%
	0%
	6.4%
	0.7%

	2011 Adopted Budget (Nov 2010)
	$36.10
	$36.10
	$39.69
	$39.90
	$42.34
	$42.69

	Percent change
	13.2%
	0%
	9.9%
	0.5%
	6.1%
	0.8%

	2012 Proposed
	$36.10
	$36.10
	$39.92
	$39.98
	$43.20
	$43.35

	Percent change
	13.2%
	0%
	10.6%
	0.2%
	8.1%
	0.3%


WTD Capital Projects

For 2012, cost assumptions for Brightwater and some other major capital projects have increased, which will need to be balanced in the 2012 budget this fall.  Table 2 below shows the differences in WTD's proposed Capital Spending Plan compared to the capital spending projections made last year.  
Table 2. WTD Capital Spending Plan (2011-2016) in $Millions

	Brightwater
	2011
	2012
	2013
	2014
	2015
	2016

	2011 Adopted
	$121.7
	10.1
	(2.7)
	
	
	

	2012 Proposed
	194.1
	52.9
	15.2
	
	
	

	Difference
	72.4
	42.8
	17.9
	
	
	

	Non-Brightwater
	2011
	2012
	2013
	2014
	2015
	2016

	2011 Adopted
	111.0
	102.4
	140.4
	152.9
	210.7
	157.5

	2012 Proposed
	111.0
	102.4
	140.4
	152.9
	170.0
	192.0

	Difference
	0
	0
	0
	0
	(40.7)
	34.5

	Total 
	2011
	2012
	2013
	2014
	2015
	2016

	2011 Adopted
	232.7
	112.5
	137.7
	152.9
	210.7
	157.5

	2012 Proposed
	305.0
	155.4
	155.6
	152.9
	170.0
	192.0

	Difference
	72.3
	42.9
	17.9
	0
	(40.7)
	34.5


The most notable change is that for purposes of computing capital cash flow needs, WTD projected additional Brightwater spending in upcoming years, including amounts currently in legal dispute.  The full disputed amount was assumed as a cost in the budget because litigation may not be resolved before the end of 2012 and therefore is not projected as a 2012 revenue.  WTD in the meantime must still expend money on the ongoing Brightwater construction.  

WTD also reached an agreement with the Washington State Department of Revenue for a sales tax exemption for Brightwater's biosolids and reclaimed water equipment in the amount of $9.55 million; this added upward pressure on the rate because WTD had previously assumed full recovery of the full disputed sales tax amount of $41 million.  
At the May 17 BFM Committee meeting, Councilmembers had questions regarding on-going capital projects and projects proposed for deferrals to accommodate the added pressures from Brightwater and other capital project cost increases.  At this time, limited information is available because the final list of WTD capital projects proposed to be retained or deferred will not be available until the Executive transmits his proposed budget this fall.  The information presented below expands upon the capital project information presented in the May 17 staff report.
WTD's Capital Project Prioritization Process

WTD employs a prioritization scoring process for all active projects each year until they reach the Implementation Phase (e.g., when a construction contract is signed).  The purpose of the process is to allocate resources to the most needed projects in alignment with WTD's goals and objectives.  

Capital projects are prioritized within three major categories:  1) Major capital projects which include regional capacity needs, 2) asset management to reduce service disruption and impacts from asset failure, 3) planning for regional service needs.  

For each of the three categories of capital projects, first the Project Manager completes a project information sheet.  Then a six-member scoring panel reviews the information and each member assigns a score to each project.  The Project Management system generates project rankings based on the scores, for each project type (major capital, asset management, planning).  Finally, the WTD Management team reviews the results in combination with cash flow, life to date budget performance, and other factors to develop WTD's proposed 6-year capital budget.

The capital projects identified by WTD as likely to be proposed for continuance or deferral in 2012 are discussed further below.
Non-Brightwater Projects with Increased Spending
· Combined Sewer Overflow (CSO) projects at Magnolia, Barton and Murray 
· $24 million (59%) increased spending from 2011 to 2014

· $13 million (13%) total project cost increase compared to 2011 budget
Combined sewer overflows (CSOs) are discharges of untreated sewage and stormwater released directly into marine waters, lakes and rivers during heavy rainfall, when the sewers have reached their capacity.  They occur from combined sewer systems in older cities (pre-1950s) where systems were designed to carry wastewater and stormwater in the same pipes (in King County they exist in Seattle).    

The priority ranking of CSO projects has not risen over time, but they continue to be high on the list due to regulatory requirements.  Under the Regional Wastewater Services Plan (RWSP) approved by regional partners and the Council, the RWSP plan is to control all of the county's CSOs by 2030.  In addition, state regulations require the county to control CSOs to no more than one untreated discharge event per year per outfall on a 20-year average, or provide CSO treatment equivalent to a primary treatment standard.  The schedule and priority ranking of the CSO projects reflects the need to comply with those requirements.  In addition, the beach projects were identified as early projects in the control plan due to public health implications.

CSO construction cost estimates have increased significantly over time, in part based on more accurate estimating approaches based on actual past experience of projects and in part due to significant cost increases such as new SDOT street use fees, increased property costs per square foot, sales tax increases, and applying contingency percent to total project costs instead of only to construction costs.

· West Point Treatment Plant's influent screening project 
· $9.2 million (36%) increased spending from 2011 to 2014

· $2.2 million (9%) total project cost increase compared to 2011 adopted budget

The Influent Screening Project will construct the necessary modifications to the West Point Treatment Plant’s influent screening facilities to meet new state biosolids management regulations regarding bar screens to remove debris from the wastewater stream which would otherwise damage pumps and equipment as the flow moves through the treatment process.  
This project's timeline is also driven by state regulatory requirements.  Washington Administrative Code 173-308-205 requires all treatment plants in Washington State to install 3/8-inch (or finer) bar screens in the treatment process. West Point currently has 5/8-inch bar screens.  The preferred alternative will construct six new 3/8-inch bar screens. The captured material will be belt fed to a new screenings handling building. The screenings will be ground and then processed by six washer-compactor units before being discharged to twin, 40-yard containers on chasses.

The project is currently in pre-design and not yet baselined.  The 2011 budget was based on an average estimated cost of four alternatives under consideration.  Aspects that added costs include improved odor control for the handling facility and trucks and increased container size for collecting screenings. Accommodation of 40 foot containers resulted in higher initial capital costs but will provide O&M savings over time (fewer truck trips).
· Ballard Siphon Project
· $6.7 million (18%) increased spending from 2011 to 2014
· $7.4 million (16%) total project cost increase compared to 2011 adopted budget
The Ballard Siphon is a 75-year-old wooden sewer pipe in the Ballard/Interbay area of Seattle that conveys up to 60 million gallons of wastewater per day toward the West Point Treatment Plant.  The Ballard Siphon Project will replace the existing wood-stave siphon barrels running under Salmon Bay and the Lake Washington Ship Canal that have reached the end of their useful lifespan.  

The total project cost increased by $7.4 million as follows:

· Construction costs increased $2.8 million. This is the difference between the engineer's estimate and the actual low bid.  
· Tax on cost of construction was mistakenly not included in the previous budget, adding $2.9 million. The calculation and inclusion of taxes is a step in the budget development and data entry process. In the earlier version of the budget system it was possible to complete data entry without addressing this function, as is appropriate in many cases. However, to avoid accidental omissions, the system was reprogrammed to require an affirmative action (yes or no) on the tax element before exiting the system. 
· Allied costs and overhead are defined as a percentage of construction costs, so construction cost increases resulted in $1.0 million in increased allied costs and overhead estimates.  Allied costs include non-construction project costs such as King County staff labor, project control services, engineering services, planning and management services, non-WTD support staff, contingency and permitting.
· A bid protest and public disclosure requests added approximately $500,000 in costs.

Non-Brightwater Projects Slated for Possible Deferral

To offset the anticipated capital project cost increases discussed above, some projects have been identified for delays to maintain capital spending levels.  As noted above, a final list will be transmitted by the Executive with the 2012 proposed budget.  

The follow is a list of possible deferrals that was covered in the May 17 staff report:

· Fremont Siphon Project - Last year, this project to rehabilitate a 98-year-old-siphon already had construction delayed one year from 2014 to 2015 based on engineering assumptions as to the rate of deterioration of the siphon material and assessment of the current condition of the siphon.  It would be re-phased to add an 18-month pause after 30 percent design, which defers $10.2 million in spending during 2011-2014 and moves the completion date from 2016 to 2018.  This delay increases the risk of siphon failure before construction is completed in 2018.
· North Creek Interceptor – Replacement would be delayed for two years, deferring $15 million in spending during 2011-2014.
· Sunset Heathfield Project – Increasing the pumping capacity of stations and making improvements to the forcemains at Vasa Park would be delayed by two years, postponing $14.7 million in spending during 2011-2014.  The previously projected completion date of 2017 (which had itself been extended from 2014) is extended to 2019.
· West Point Treatment Solids and Liquids Controls – Interim processors are being installed to maintain operation during design and construction.  Schedules for design and implementation would be delayed, deferring $2.3 million through 2014.  

· South Plant Odor Control – Last year the Phase III completion date of 2015 had been extended to 2017.  The start of Phase III would be delayed until 2018, pending monitoring.
At the May 17 BFM Committee meeting, Chair Patterson asked for additional detail regarding why some capital projects are proposed for possible deferral while others that have experienced significant cost increases are proposed to continue.  WTD's capital prioritization process (described earlier in this staff report) takes place in connection with the annual budget process and involves a number of factors, the foremost of which is meeting regulatory requirements.  In addition, the specific phase of a project is important in identifying projects that are appropriate for deferral. WTD makes a strong effort not to delay any project that is in the implementation phase.

One of the main factors why South Plant Odor Control Phase III is on the possible deferral list is because, unlike the CSO projects, this project is not driven by state or federal water quality regulatory requirements.  Also, Phase III is the most expensive phase ($8 million on Phases I and II, $33 million on Phase III).  WTD continues to evaluate ways to reduce odor.  In light of cost, low frequency of complaints, and work on developing alternative solutions, the third phase is on hold and under review.  WTD is in regular touch with Renton Utility staff regarding South Plant Odor Control.  The Council can expect to hear more about its status and WTD's proposed plans for the project in the near future.  

The Council will have an opportunity to review the Executive's proposed WTD capital projects as part of the 2012 budget process this fall.  Until then, WTD continues to work on capital projects in accordance with the adopted 2011 budget, including those projects that might be proposed for deferral.
Technical

Proposed Ordinance 2011-0211 contains several changes designed to clean up the sewer rate code and that are technical in nature.
First, it deletes reference to applying Financial Accounting Standards No. 71 to treat the first year start-up costs after construction on new plants as regulatory assets.  The reference was viewed as unnecessary as WTD is not currently capitalizing the first year of operations for a facility.  If capitalizing start-up costs are pursued in the future, the passage would be added to the ordinance.
The proposed ordinance also adds that the estimated amount of the rate stabilization reserve as shown in the financial forecast attached to the proposed ordinance shall be revised in accordance with the 2012 adopted budget and financial plan.  This occurs every year and states it to be clear.

The proposed ordinance deletes the references in K.C.C. Chapter 28.84 to the capacity charge of previous years and replaces them with the same information but combined in order to condense them into shorter sentences.
Metropolitan Water Pollution Abatement Advisory Committee

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 with in King County. Most of these cities and sewer utilities deliver their sewage to King County for treatment and disposal.

Attached to the Executive's transmittal of the proposed 2012 sewer rate is a letter from MWPAAC (see Attachment 3).  In that letter, MWPAAC is generally supportive of the proposed 2012 sewer rate, including the county's continued cost containment efforts and fiscally conservative debt financing strategies, among other points.  It noted in its letter, "We recognize that our observations and recommendations were in many ways incorporated in your 2011 rate proposal and appreciate your commitment in that proposal to many of our recommendations."
Timing

The wastewater contracts specify that the sewer rate be in place by June 30 of each year.  For a non-emergency ordinance, after Council approval, the Executive would need to sign by June 20 (a Monday) to meet this deadline.  Therefore, the Council would ideally adopt the rate by its June 13 meeting.  This would require expediting this item to Council.
REASONABLENESS:
Proposed Ordinance 2011-0211 would maintain sewer rates at $36.10 per month per RCE, and increase the capacity charge by three percent to $51.95 per month for new connections.  It appears to be a reasonable and prudent policy decision.  
AMENDMENTS:

None.  
INVITED:
· Christie True, Director, Department of Natural Resources and Parks (DNRP)

· Pam Elardo, Director, Wastewater Treatment Division, DNRP

· Tim Aratani, Manager, Finance and Administrative Services, Wastewater Treatment Division, DNRP

· Tom Lienesch, Economist, Wastewater Treatment Division, DNRP

· Dwight Dively, Director, Office of Management and Budget 

ATTACHMENTS:

1. Proposed Ordinance 2011-0211
A.  WTD Financial Plan for the 2011 Proposed Sewer Rate

2. Executive’s Transmittal Letter and MWPAAC letter enclosure
3. May 17, 2011 staff report to Proposed Ordinance 2011-0211
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