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Metropolitan King County Council

Operating Budget Committee
STAFF REPORT
	AGENDA ITEM
	2
	

	DATE:

	June 14, 2006

	PROPOSED No.:
	2006-0182
	
	PREPARED BY:
	Peggy Sanders


SUBJECT:  This Proposed Ordinance would set the 2007 sewer rate at $28.50 and the 2007 capacity charge at $34.05.
SUMMARY:  Proposed Ordinance 2006-0182 was transmitted on April 12, 2006, introduced on April 24th and referred to the Operating Budget Committee.  This proposed ordinance would:

· Set the 2007 sewer rate at $28.50 ($2.90 higher than the adopted 2006 sewer rate of $25.60);

· Set the capacity charge for new connections to the regional system occurring in 2007 at $34.05 (unchanged from the 2005 and 2006 adopted capacity charge); and
· Adopt the Wastewater Treatment Enterprise monetary requirements for 2007. 
BACKGROUND:

King County provides wastewater conveyance and treatment for 33 cities and/or sewer districts in King County, southern Snohomish County and a small portion of Pierce County.  The County does not provide wastewater services directly to residential or business customers.  Rather, the County collects wastewater from the cities or utility districts in large interceptor lines, and conveys the wastewater to County treatment plants for treatment and discharge.  
The relationship between the cities and utility districts (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.  In 2004, the council authorized the executive to negotiate an extension of these contracts with all component agencies from 2036 to 2056.  To date, only the cities of Renton and Carnation, the Vashon Sewer District and the Muckleshoot Indian Tribe have signed contract extensions.  

The result of the failure of component agencies to sign extensions to contracts is a significant increase on the sewer rate.  Because the contracts have not been extended, the Wastewater Treatment Division will not be able to issue bonds with maturities extending beyond the length of the contracts.  Bond maturities of 30 to 35 years would provide more favorable terms and interest rates.  Table 1 shows the impact of reduced bond terms on the sewer rate.
Table 1

Impact on the Monthly Sewer Rate of

Declining Bond Terms1
	
	2007
	2008
	2009
	2010
	2011

	Maximum bond terms2
	29 years
	28 years
	27 years
	26 years
	25 years

	Rate with declining bond term
	$28.35 
	$28.35 
	$34.31 
	$36.52 
	$38.71 

	Rate with 35 year bonds
	$28.07 
	$28.07 
	$33.62 
	$35.61 
	$37.54 

	Increase to sewer rate
	$0.28 
	$0.28 
	$0.69 
	$0.91 
	$1.17 


1. In addition to increasing the monthly sewer rate, each year’s reduction in the bond term can add approximately $1.00 to $1.25 to the capacity charge.

2. The maximum bond term coincides with the expiration date of the long-term sewer contracts.  Each year the contracts are not extended reduces the length of the bond term. 
The sewer rate is not billed directly to ratepayers by King County. 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.  Many residents see these charges on their sewer bills, but they are not paying the County directly.  Their 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.  However, unlike the monthly sewer rate, the capacity charge is directly billed by and paid to King County.

The 2006 Wastewater Treatment Budget is about 17% of the County’s total $3.46 billion budget and is comprised of the following components:

Table 2
2006 Wastewater Treatment Appropriations
	Appropriation Unit
	2006 Appropriation

	Wastewater Treatment Operations
	$92,951,393

	Wastewater Treatment Debt Service
	129,953,011

	Wastewater Treatment CIP
	363,974,361

	    Total
	$586,878,765


In his transmittal letter, the Executive proposed a reconsideration of the policy basis underlying the sewer rate and capacity charge.  The Executive proposed holding a summit with the County’s component agencies to discuss these and other policy issues.  At this time, there is no plan to hold this summit. 
ANALYSIS:  
The OBC Chair directed staff to analyze various options that would reduce the monthly sewer rate to under $28.00.  Following is a discussion of some of these options.
Bond Sale:  As OBC members discussed at previous committee meetings, the Executive proposes to decrease the monthly sewer rate by $0.15 to $28.35.  On May 1, 2006, The Wastewater Treatment Division issued $100 million in new Long Term General Obligation bonds at an effective interest rate of 4.85%, and refunded $24.2 million in existing bonds at a bond sale on May 1, 2006.  The impact of this bond sale is decreased debt service payments that will be required due to the lower interest rates on the newly issued bonds and the refunding of $24.2 million in bonds at the lower interest rate.  
The impact of the decreased debt service payments on the sewer rate is a reduction of $0.15.

Decrease Accomplishment Rate:  The accomplishment rate for the Wastewater Treatment capital improvement program accounts for the fact that construction projects are rarely finished exactly on schedule and without a hitch and that there are usually some delays or changes in projects during construction.  It provides a measure for how much cash will actually be expended during a particular year in light of usual delays or changes.  The Executive assumed an 85% completion rate for the capital program for purposes of the proposed 2007 rate.  
Financial policies (FP-13) in the Regional Wastewater Services Plan (RWSP) direct that the accomplishment rate for the wastewater treatment capital program should accurately match historical performance in accomplishing the capital program.  Since 2001, accomplishment rates for the WTD capital program have averaged 77%.  The actual accomplishment rates have been as follows:
	Year
	Accomplishment Rate

	2001
	86%

	2002
	76%

	2003
	83%

	2004
	66%

	2005
	78%


The accomplishment rate did not exceed 85% except in 2001, and mostly it was below 80%.  If the assumed accomplishment rate is less than 85% it would have the following impact on the sewer rate:
	Accomplishment Rate
	Sewer Rate
	Difference from Executive’s Revised Rate

	80%
	$28.00
	($0.35)

	83%
	$28.20
	($0.15)

	85%
	$28.35
	($0.00)


One risk of reducing the accomplishment rate is that the pending construction on the Brightwater Treatment Plant project could increase the overall WTD capital program accomplishment rate, particularly in 2008.  Bids for construction of different parts of the Brighwater project are going to bid in 2006.  Capital project delays often result from issues at the front-end of project development and the closer Brightwater gets to construction the more likely the accomplishment rate on the project will increase.  

The Brightwater project is by far the largest WTD capital improvement project, accounting for 58% and 79% of the total capital expenditures in 2007 and 2008, respectively.  R.W. Beck, the independent oversight consultant on the Brightwater project, reviewed the potential risks involved with lowering the WTD accomplishment rate.  Beck advised that:

· The current status of the Brightwater projects indicates that a high accomplishment rate on the project is appropriate, particularly for 2008;

· There is a greater chance that the accomplishment rate for Brightwater could fall below 85% in 2007 than in 2008; and

· Regardless of the accomplishment rate for the Brightwater project, Brightwater only accounts for 79% of the entire capital improvement program for WTD.

Consistent with the last observation by R. W. Beck, the WTD advised that if the accomplishment rate for the WTD capital program is higher than projected, the following actions would be taken to adjust:
1. All capital projects would be reviewed and prioritize to determine if any could be delayed to reduce capital expenditures in 2007 and 2008.

2. Borrowings would need to increase to fund the higher expenditure rates.

3. Debt service coverage on higher borrowings would need to be met by reducing projected operating expenses in 2007 and 2008.

4. Absent an ability to reduce operating expenses in 2007 and 2008 the sewer rate in 2008 would need to increase to maintain minimum debt service coverage requirements.
Staff noted from discussions with WTD staff that the accomplishment rate for 2006 is liable to be around 80% and that little risk would be involved by lowering the rate for 2006.  This would provide a $0.35 reduction in the rate for 2007-08.

Increase Capacity Charge:  Council staff evaluated a number of options for the capacity charge, from leaving the capacity charge at $34.05 for 2007 and 2008, to increasing the capacity charge for 2007 to $50.  For purposes of discussion, this analysis focuses on a capacity charge of $42.00 in 2007 and $50.00 in 2008.  

This option would increase the capacity charge in 2007 by $7.95 and would decrease the monthly sewer rate by $0.11.
As members may recall, in Ordinance 14942 the Council set the capacity charge at $34.05 for 2005.  Ordinance 14942 also stated that the capacity charge for 2007 would be “reviewed, approved or changed during 2006.”  This language demonstrated an intention to keep the capacity charge steady, but also recognized the Council’s responsibility for setting the capacity charge annually.
The Executive has proposed to keep the capacity charge steady at $34.05 per month for 2007, due, in part, to the intention in 2005 to keep the capacity charge steady for three years (2005-2007).  In 2008, the Executive has projected that the capacity charge will need to be increased to $50.00 per month, and increased by three percent per year thereafter.  The increase to $50.00 is due mostly to the increased costs of the Brightwater project.  
An increase in the capacity charge to $42.00 in 2007 prior to the projected increase in 2008 to $50.00 would moderate the drastic nature of the increase projected in 2008.  Under the Executive’s current proposal, a significant increase in the capacity charge in 2008 would result in a dramatic difference in the capacity charge paid by new connections made on December 31, 2007 and those made on January 1, 2008.  The connections in 2007 will pay a capacity charge of $34.05 per month for 15 years, or a total of $6,129.  New connections to the system made the next day and after would pay a capacity charge of $50 per month for 15 years, or a total of $9,000.  This is a significant $3,000 increase over the course of 15 years for new customers in 2008 and after compared to new customers connecting to the system during the remainder of 2006 and through 2007.  The stepped up increase to $42.00 in 2007 prior to the increase in 2008 would moderate this difference.

In addition, the increase is consistent with RWSP financial policies concerning the capacity charge.   FP-12(3) (e), that states that 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.”  The proposal to keep the capacity charge steady in light of a significant increase in the projected cost of the Brightwater Treatment plant would appear to be inconsistent with adopted RWSP policy.
The following table shows the impact of changes in the proposed capacity charge on the monthly sewer rate:

	Table 3

Capacity Charge Alternatives

	 
	
	
	
	
	 

	 
	2006
	2007
	2008
	2009
	2010

	Executive's Revised Proposal
	 
	 
	 
	 
	 

	Rate
	$25.60
	$28.35
	$28.35
	$34.31
	$36.52

	Capacity Charge
	$34.05
	$34.05
	$50.00
	$51.50
	$53.05

	Option 1 ($42.00 in 2007)
	
	
	
	
	

	Rate
	$25.60
	$28.24
	$28.24
	$34.24
	$36.44

	Difference from Proposal
	
	($0.11)
	($0.11)
	($0.07)
	($0.08)

	Capacity Charge
	$34.05
	$42.00
	$50.00
	$51.50
	$53.05

	Difference from Proposal
	
	$7.95
	$0.00
	$0.00
	$0.00

	Option 2 ($34.05 thru 2008)
	 
	 
	 
	 
	 

	Rate
	$25.60
	$28.45
	$28.45
	$34.45
	$36.65

	Difference from Proposal
	$0.00
	$0.10
	$0.10
	$0.14
	$0.13

	Capacity Charge
	$34.05
	$34.05
	$34.05
	$52.46
	$54.03

	Difference from Proposal
	$0.00
	$0.00
	($15.95)
	$0.96
	$0.98

	Option 3 ($42 from 2007-09)
	 
	 
	 
	 
	 

	Rate
	$25.60
	$28.31
	$28.31
	$34.46
	$36.60

	Difference from Proposal
	$0.00
	($0.04)
	($0.04)
	$0.15
	$0.08

	Capacity Charge
	$34.05
	$42.00
	$42.00
	$42.00
	$53.67

	Difference from Proposal
	$0.00
	$7.95
	($8.00)
	($9.50)
	$0.63

	Option 4  ($49 from 2007-09)
	 
	 
	 
	 
	 

	Rate
	$25.60
	$28.17
	$28.17
	$34.22
	$36.42

	Difference from Proposal
	$0.00
	($0.18)
	($0.18)
	($0.09)
	($0.10)

	Capacity Charge
	$34.05
	$49.00
	$49.00
	$49.00
	$52.13

	Difference from Proposal
	$0.00
	$14.95
	($1.00)
	($2.50)
	($0.91)


Eliminate Transfer to Reserve for ABT:  The financial plan supporting the executive’s proposed sewer rate includes a transfer of $1.5 million in operating funds into “Policy Reserves.”  The transfer is intended to provide a reserve for the Accountable Business Transformation (ABT)
 project.  The ABT project would replace the financial accounting systems for the county and implement financial tracking and budget management.  The Wastewater Treatment Division is reserving $1.5 million annually for five years in preparation for paying for a portion of this project.

As members are aware, the progress on this project has been very slow and implementation may not occur for some time in the future.  Postponing transfers to reserves for ABT would decrease the sewer rate by $0.01.  
STRIKING AMENDMENT AND TITLE AMENDMENT:  Staff has been directed to prepare a striking amendment for the OBC Chair.  As of the writing of this staff report, work on the striking amendment has not yet been completed.  The striking amendment and any required title amendment will be distributed at the OBC meeting.

INVITED:
Bob Cowan, Director, Office of Management & Budget
Pam Bissonnette, Director, Department of Natural Resources and Parks

Don Theiler, Division Director, Wastewater Treatment Division, 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 2006-0182 (with Attachment)

A. Wastewater Treatment Enterprise 2007 Rate Financial Plan
3. Fiscal Note

4. Executive’s Transmittal Letter dated April 12, 2006.









� Accountable Business Transformation is the name the Executive has given to the project to replace the County’s financial management system.  The Executive’s approach has not been approved by the Council.
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