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SUBJECT:  AN ORDINANCE setting the sewer rate and capacity charge for 2010.

SUMMARY:  This proposed ordinance would:

· Maintain the 2010 monthly sewer rate at $31.90 per residential customer equivalent (RCE);
· Set the monthly capacity charge for new connections to the regional system occurring in 2010 at $49.07 (an increase of 3%, or $1.43 from the 2009 capacity charge of $47.64).
· Clarify that capacity charges can and shall be recorded as operating revenues.

BACKGROUND:

The 2009 Wastewater Treatment Division (WTD) budget is about 9% of the County’s total $4.9 billion budget and is comprised of Operations, Debt Service, and CIP, as shown in Table 1.

Table 1.  2009 Wastewater Treatment Appropriations
	Appropriation Unit
	2009
Adopted
	2009
% of Total

	Wastewater Treatment Operations
	102,916,802
	23.0%

	Wastewater Treatment Debt Service
	177,902,230
	39.7%

	Wastewater Treatment CIP
	167,601,619
	37.4%

	    Total
	448,420,651
	100.0%



King County provides wastewater services for 34 municipalities or sewer districts in King County, southern Snohomish County and a small portion of Pierce County.  The municipalities constitute approximately three-fourths of the county’s ratepayer base and the sewer districts constitute roughly one fourth of the ratepayer base.  The cities and utility districts contract with the County for services.  These contracts specify that the sewer rate be adopted annually by June 30th of each year.  

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 sewerage service provided by the County includes construction, operation and maintenance of main trunk and interceptor sewers, pumping stations, and treatment plants. 

The monthly sewer rate collected by the county goes towards all WTD expenses, including operating costs, debt service, and capital expenses.  The capacity charge goes towards capital improvements required to provide capacity for new customers.

The monthly sewer rate is not billed directly to ratepayers by King County. The County instead charges the contracted city and sewer district agencies who in turn bill the customers to whom they provide sewage collection services.  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 to the County for wastewater treatment plus their own “local” cost of service.

Unlike the monthly sewer rate, the capacity charge is directly billed by and paid to King County.

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 based on the amount of wastewater generated, as measured by 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.  

Historical sewer rates are provided in the following table, along with the Executive’s projections through 2015:

Table 2. Sewer Rates (1996-2009 Actual; 2010-2015 Projected)
	
Year
	Rate
 ($/Month)
	% Increase

	1996 - 1999
	$19.10
	

	2000
	19.50
	2.1%

	2001
	19.75
	1.3%

	2002 - 2004
	23.40
	18.5%

	2005 - 2006
	25.60
	9.4%

	2007 – 2008
	27.95
	9.2%

	2009
	31.90
	14.1%

	2010
	31.90
	0%

	2011
	36.31
	13.8%

	2012
	39.99
	10.1%

	2013
	43.52
	8.8%

	2014
	44.02
	1.1%

	2015
	44.43
	0.9%



The executive proposed sewer rate for 2010 is $31.90 per RCE per month. Brightwater expenses plus downturns in RCE projections contribute to the sewer rate increases in the outyears through 2013.

Capacity Charge

New connections to the regional wastewater system are assessed a capacity charge that is payable over a fifteen year period (or it can be paid up front, which is done by 15-20% of customers).  The capacity charge along with the monthly sewer rate on new customers is designed to 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).

A recent history of the capacity charge along with projections through 2015 is provided in the following table:

Table 3. Capacity Charge (1996 – 2009 Actual; 2010-2015 Projected)
	

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

	1996 – 1997
	$7.00
	

	1998 - 2001
	10.50
	50.0%

	2002
	17.20
	63.8%

	2003
	17.60
	2.3%

	2004
	18.00
	2.3%

	2005 – 2006
	34.05
	89.2%

	2007
	42.00
	23.3%

	2008
	46.25
	10.1%

	2009
	47.64
	3.0%

	2010
	49.07
	3.0%

	2011
	50.54
	3.0%

	2012
	52.05
	3.0%

	2013
	53.62
	3.0%

	2014
	55.22
	3.0%

	2015
	56.88
	 3.0%



The sharp increase in 2005-2006 was due to a Regional Wastewater Services Plan (RWSP) update, with new cost estimates for all components of the RWSP, including Brightwater.

The executive’s proposed capacity charge for new connections to the system in 2010 is $49.07, an increase of 3%, or $1.43 from the 2009 capacity charge of $47.64.  

New connection customers are locked into the capacity charge rate that is in effect at the time they start their contract.  New connection customers are provided the opportunity to pay their capacity charge in advance rather than paying over the fifteen years.  The capacity charge as proposed for 2010 at $49.07 would amount to $8,833 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 $6,070. 

All Revenue Sources

As shown in Table 4, in 2009, the sewer rate is expected to produce revenue totaling $270 million (see Attachment 1, Wastewater Treatment Division Financial Plan for the 2010 Proposed Sewer Rate).  With the proposed rate held steady in 2010, the sewer rate is expected to generate $266 million in 2010.  From 2009 to 2010, projected RCEs drop from 705,080 to 694,500 and interest rate earnings are down, but these negative impacts on revenue have been offset by lower bond interest rates, higher than forecast capacity charge revenues, and lower debt service in 2009 due to delay in the timing of bond issues.  The balance of the difference is made up by use of the rate stabilization reserve.  

The capacity charge is estimated to amount to $34.1 million in 2009.  With the proposed increase, the capacity charge will generate an estimated $37.3 million in 2010. 

Table 4. 2009-2010 Wastewater Treatment Revenue
	Revenue Source
	2009 Rate
	2009 Projected Revenue
	2010 Proposed Rate
	2010 Projected Revenue

	Sewer Rate charge (RCEs) 
	$31.90
	$269,904,000
	$31.90
	$265,856,000

	Capacity Charge
	$47.64
	$34,070,000
	$49.07
	$37,255,000

	Other Income
	
	$9,889,000
	
	$9,466,000

	Investment Income
	
	$2,529,000
	
	$5,754,000

	Rate stabilization
	
	($12,000,000)
	
	10,150,000

	Total Revenue
	
	304,392,000
	
	328,480,000



Capacity Charge as Operating Revenue

Table 5 shows the debt service ratio.

Table 5.  2009-2010 Wastewater Treatment Debt Service Ratio
	
	2009
	2010

	Operating Revenue
	304,392,000
	328,480,000

	Operating Expenses
	103,730,000
	109,858,000

	Debt Service Requirement Parity Debt
	147,499,000
	156,476,000

	Debt Service Coverage Ratio, Parity Debt*
	1.36
	1.40


		* [(Operating Revenue minus Operating Expenses)/Debt Service]
The debt service ratio needed for the county’s bond covenants is 1.25 of parity bond debt service.  As can be seen in the Executive’s Attachment A Financial Plan for 2010, the debt service ratio remains above 1.25 in projections through 2015. 

The proposed ordinance includes a provision for K.C.C. 4.90.010B. that states that capacity charge revenue can and should be listed as part of the county’s operating revenues.

The proposed change is in response to a question by the State Auditor as to whether capacity charge revenue should be listed under capital instead of operating revenue. In 2008, the King County Office of Finance requested a legal opinion from K&L Gates, LLP on the subject. The law firm stated that capacity charge has always been included by the County as part of the revenue of the system available for debt service in its official statements for bonds of the metropolitan sewage system, and that this approach is justified “by statute and by its contractual obligations to bondholders.” 

The proposed ordinance codifies this method of computing revenue by stating that capacity charges shall accrue as monthly fees recorded as operating revenues.

Counting capacity charges under the county’s operating revenues favorably affects the county’s debt service coverage ratio, effectively keeping it above the requisite 1.25 ratio.


ANALYSIS

Factors and Assumptions Underlying the Sewer Rate and Capacity Charge

If any revenue projections are significantly worse than expected, the decrease in revenue would be offset by a number of ways, including:
1. All capital projects would be reviewed and prioritized to determine if any could be delayed to reduce capital expenditures in the next couple years.
1. Debt service coverage would need to be met by reducing projected operating expenses in the next couple years.
1. Absent an ability to reduce operating expenses in the next couple years, all else being equal, the sewer rate in that second year would need to increase to maintain minimum debt service coverage requirements.

Following is a listing of the major factors that go into determining the sewer rate and the Executive’s assumptions regarding these factors that support his proposed rate.

Residential Customer Equivalent (RCE) Growth

The number of customers, both existing and projected for the future, is a major determinant of the rate.  Higher growth in RCEs means more revenue.  WTD bills the component agencies on the basis of residential customer equivalents (RCEs) rather than the actual number of customers.  One RCE is equivalent to 750 cubic feet of wastewater produced in a month.  WTD estimates that there are 705,080 RCEs, down from 706,850 in 2008, a decrease of about 1/4 of 1% (.0025).

WTD projects a decline in RCEs through 2011, with RCEs gradually increasing thereafter but not bouncing back to 2009 levels until 2014 (see Executive’s Attachment A, WTD Financial Plan for the 2010 Proposed Sewer Rate and Attachment B, General Assumptions for 2010 Sewer Rate Proposal Forecast).  As everyone is aware, the national economy has stagnated in recent months.  And, the credit market has been staggered by concerns about the economy and by failure or near failure of some major financial firms or commercial banks.  These events have had an impact on the housing market and industry as well as on the commercial and business sectors.  

Attached as Appendix 4 is the Executive’s presentation on the 2010 sewer rate to the Regional Water Quality Committee. Page 14 shows the Executive’s assumptions. The Executive projects RCE levels that are midway between what numbers would look like for a moderate recession and a severe recession. The main driver for RCE rates is expected to be cutbacks in industrial use, with residential levels remaining the same.

Table 6. Projected RCE Growth

	Yr
	2008

	2009
	2010
	2011
	2012
	2013
	2014
	2015

	Rate
	$27.95
	31.90
	31.90
	36.31
	39.99
	43.52
	44.02
	44.43

	Rate Change
	
	14%
	0%
	14%
	10%
	9%
	1%
	1%

	RCEs
	706,850
	705,080
	694,500
	691,030
	694,490
	699,350
	704,590
	710,930

	RCE
Change
	
	(0.25%)
	(1.52%)
	(0.50%)
	0.50%
	0.69%
	0.74%
	0.89%

	Revenue
(1000s)
	$237,077 
	269,905 
	265,855 
	301,096 
	333,272 
	365,229
	372,193
	379,039 



At a sewer rate of $31.90, a decrease of 1,000 RCEs equals a decrease of $382,800 in revenue ($31.90 x 12 x 1,000).

New Connections

RCE growth and new connections are not directly related, because RCE growth is influenced by customers leaving the system or reducing their “consumption”.  

Table 7 shows the projected decline in new connections (see also Executive’s Attachment B, General Assumptions for 2010 Sewer Rate Proposal Forecast). Despite a steady decline in new connections, capacity charges maintain a steady annual increase of 3% based on inflation, because capacity charges are based on a 30-year projection that is updated every three years. The county is currently in year three of the 3-year cycle, and can expect a new capacity charge projection based on cost updates next year.

Table 7. Projected Capacity Connection Growth

	Year
	[2008
	2009
	2010]
	[2011
	2012
	2013]
	2014

	Rate
	$46.25
	47.64
	49.07
	50.54
	52.05
	53.62
	55.22

	Charge Change
	
	3%
	3%
	3%
	3%
	3%
	3%

	New Connections
	11,300
	7,500
	6,000
	6,000
	7,500
	9,000
	10,500

	Connection Change
	
	(33.6%)
	(20.0%)
	0.0%
	25.0%
	20.0%
	16.7%

	Revenue (1000’s)
	$34,993
	34,070
	37,255
	39,881
	42,850
	46,780
	51,488




In the current economic slump, new connections drop off over the next few years and do not bounce back to 2009 levels until 2012.  There is no easy correspondence between number of new connections and revenues generated because the revenues reflect a myriad of customers each paying different rates depending on what year of their 15-year payment period they are in; also, the 30-year capacity charge projection smooths out the rates over time.

Operating Expenses

Costs incurred to operate the treatment system are expected to total $109,858,000 in 2010.  The operating budget is slightly over 20% of the total Wastewater Treatment Division budget (Table 1).  

The 2010 operating expense projection represents a 5.9% increase compared to projected operating expenses for 2009 of $103,730,000.  The majority of operating expense costs comes from wastewater treatment (53%). Administration and central charges make up 34%, with the remaining operating expenses coming from biosolid resource recovery (7%), environmental and community services (3%) and project planning and delivery (3%). 

Increases in operating expenses are expected from higher costs of labor (based on an assumption of no furloughs next year), electronic capacity charge payment costs and switching from chlorine to the safer but more expensive hypochlorite at the West Point plant. Those increases are offset by reducing expenses including eliminating four term-limited positions, reducing consultant expenses, reducing telecom and fleet costs, and reducing chemical use. If there is a furlough, then that would result in approximately an additional $1.4 million in operating expense savings.

Annual operating cost increases of 4% to 8% are projected for 2010 through 2015.  


Table 8. Projected Operating Expenses

	Year
	2009
	2010
	2011
	2012
	2013
	2014
	2015

	Op. Expense
(1000s)
	$103,730
	109,858
	118,793
	127,923
	133,476
	139,179
	145,126

	Increase
	
	5.9%
	8.1%
	7.7%
	4.3%
	4.3%
	4.3%



The increases of 8.1% in 2011 and 7.7% in 2012 are in anticipation of the Brightwater plant coming on line.  In 2013, the increase is expected to drop to 4.3% because Brightwater will be fully operational.

Capital Expenditures and Accomplishment Rate

As noted by the Executive, capital expenditures are peaking in 2008 and 2009.  The capital program drives the need for cash flow to be provided through short and long-term debt.  Debt in turn drives debt service and has a direct impact on both the monthly rate and the capacity charge.  

Capital program cash requirements for 2009 through 2014 are approximately $13 million below the 2009 adopted rate. In his transmittal letter, the Executive notes that this is due to critical risk and need assessments done by WTD, project reprioritization and deferral of some projects. 

Cost shifting into later years has occurred with some non-Brightwater projects. The Southwest Interceptor project has been delayed one year postponing $8.7 million from 2009-2011 to 2012-2013; the Executive reports this is possible due to recent slowdown in new housing in the affected area. Delays in phasing mechanical and building replacements and capacity upgrades at the Interbay Pump Station shifted $8.2 million from 2009-2013 to 2014-2015. An updated revised schedule of anticipated site cleanups and other funding has shifted $26.2 million in spending from the Sediment Management Plan from 2009-2011 to 2013-2015. In addition, updates to the RWSP Local Systems Inflow/Infiltration Reduction Projects resulted in a $3.7 million budget reduction as selected alternatives came in below estimates.

New projects adding capital costs include South Plant odor control phase III, a Fremont Siphon assessment, and digester lid replacement at both treatment plants (see Appendix 4, p. 10). This staff report does not analyze the merits of the capital project changes; additional information can be researched upon request.

In the Executive’s transmittal letter, the Executive noted the possibility of an additional $26.5 million in federal stimulus funds. That funding possibility did not materialize and is now off the table.

The capital program accomplishment rate refers to the cash flow requirement generated by the capital program.  For example, a capital budget of $100 at an accomplishment rate of 95% means $95 of cash must be available.  In the recent past, accomplishment rates of from 66% (2004) to 86% (2001) were achieved.  As the Brightwater major construction projects have gotten underway, the accomplishment rate has risen (95% for Brightwater in 2007 and 88% for non-Brightwater projects).

For 2009 through 2015 the projection is that the Brightwater CIP accomplishment rate will be 95% each year.  Non-Brightwater rates are assumed to be 85% annually.  

Appendix 5 shows the CIP projected cashflow over the next few years. More cashflow occurs for Brightwater in 2009 (an increase of $43,451,208 over the previous 2009 projected cashflow) and decreases more in 2010 (a decrease of $40,058,988 compared to previous projected cashflow), but Brightwater expenditures are still on target to end in 2012.

Rate Stabilization Reserve

Rate stabilization is a way of reserving operating revenues for use in subsequent years to help smooth out rate increases that would otherwise fluctuate more with the ups and downs in the revenues and expenses that occur.  The Executive’s proposal banks $12 million into the reserve in 2009 for a reserve balance of $31.75 million, with $10.15 million used to stabilize rates in 2010. That would leave an additional $21.6 million in reserves (spending $10.8 million in 2011 and 2012 would exhaust the remaining reserve balance).  Under the proposal, the rate of $31.90 for 2010 would not generate any additional rate stabilization reserve.

Bond and Investment Interest Rates and Earnings

Bond interest rates cost the county, while investment interest rates provide revenue to the county.  Low interest rates therefore help on the bond front while hurting on the investment front.  They are both discussed here.

Unfortunately, turmoil in the investment market has resulted in a sharp decline in rates of return.  Investment returns averaged 3.2% in 2008. The Executive’s 2010 rate proposal projects investment rates of 1.79% in 2010. Last year’s interest rate projection for 2010 was 2.7%. The Table below shows how interest rates have fared compared to what was projected last year.

WTD assumes a bond interest rate of 6% through 2010 and 6.25% thereafter. WTD’s recent $300 million 30-year bond sale had favorable interest rates of 5.13%, which is within the assumed interest level of 6%. WTD also expects to issue an additional $250 million in bonds later this year to support the program into early 2010.

The Executive’s projections remain conservative in light of the shaky economic climate.






Table 9. Projected Bond Interest Rates and Investment Interest Rates 
(Actual Rates where noted)
	Year
	2008
	2009
	2010
	2011
	2012
	2013
	2014

	Bond interest rate
	Actual
5.32% 
	5.53%
	6.00%
	6.25%
	6.25%
	6.25%
	6.25%

	(2008’s bond projection)
	5.65%
	6.00%
	6.00%
	6.25%
	6.25%
	6.25%
	

	
	
	
	
	
	
	
	

	Investment interest
	Actual 
3.20%
	1.79%
	1.45%
	1.65%
	2.30%
	2.85%
	3.15%

	(2008’s investment projection)
	3.30%
	2.80%
	2.70%
	2.60%
	2.60%
	2.60%
	




REASONABLENESS:

Proposed Ordinance 2009-0309 would keep monthly sewer rates at $31.90 and provide a 3% increase in capacity charge to $49.07. Holding the sewer rate steady is consistent with the Council’s prior desire to have multi-year rate stabilization. Increasing capacity charge by 3% is consistent with updating the capacity charge every three years as this is not the third year. Operating expenses have been held fairly level. Cashflow needs for capital expenditures have been balanced to keep projects on target through 2014 and even slightly below the 2009 adopted projections for 2009 to 2014. Approving Proposed Ordinance 2009-0309 appears to be a reasonable and prudent policy decision.

AMENDMENT:

There is currently no amendment. However, staff has asked Council’s legal counsel to review the Executive’s proposed language for Section 1B, regarding categorizing capacity charges as operating revenues.

INVITED:
· Theresa Jennings, Director, Department of Natural Resources and Parks (DNRP)
· Christie True, Director, Wastewater Treatment Division, DNRP
· Tim Aratani, Manager, Finance and Administrative Services, Wastewater Treatment Division, DNRP
· Tom Lienesch, Economist, Wastewater Treatment Division, DNRP
· Beth Goldberg, Deputy Director, Office of Management and Budget 

ATTACHMENTS:
1. Proposed Ordinance 2009-0309 (with Attachments)
A. Wastewater Treatment Division Financial Plan for the 2010 Proposed Sewer Rate
B.  General Assumptions 2010 Rate Forecast
2. Fiscal Note
3. Executive’s Transmittal Letter dated April 29, 2009
4. Executive’s presentation on the 2010 sewer rate to the Regional Water Quality Committee
5. Wastewater Treatment Summary of Capital Changes 2009 Adopted CIP to 2010 Updated CIP
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