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SUBJECT: Proposed Ordinance 2003-0189 setting the 2004 Sewer Rate and Capacity Charge. 
SUMMARY:  Proposed Ordinance 2003-0189 would:

· Hold the 2004 sewer rate steady at $23.40 (no increase over 2003 levels); and 

· Set the capacity charge for new connections to the regional system occurring in 2004 at $18.00 (a $0.40 increase from the 2003 capacity charge of $17.60).

As directed by code, the county council adopts the sewer rate and capacity charge annually.  However, during the adoption of the 2002 rate-setting process, the Council directed the Executive to develop a financial plan that assumes a stable sewer rate for 2002, 2003, and 2004. Holding the 2004 sewer rate steady at $23.40 requires adjustments to current-year and out-year capital expenditures. 

Due to contract obligations with component sewer agencies, the county is required to adopt a sewer rate for 2004 no later than June 30, 2003.  
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. Wastewater Treatment Division (WTD) 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 must be adopted by June 30th of each year.  

All customers pay the monthly sewer rate to support maintenance and operation of the existing wastewater collection and treatment system. The monthly sewer rate for both residential and commercial customers is calculated on the basis of Residential Customer Equivalents (RCEs).  One RCE represents the average amount of water a single family residence uses in a month.  Commercial and industrial customers are charged based on the actual amount of water they use, converted into RCEs.  The component agencies collect the monthly sewer rate, along with any additional local charges to cover the cost of local service provision. 
Customers with new connections also pay a monthly capacity charge for 15 years after connecting.  In accordance with past policy direction by the County Council and Regional Water Quality Committee, the capacity charge is based on the cost of new capacity needed to provide sewage treatment to new customers of the system. The capacity charge helps to ensure that existing customers do not have to shoulder the cost of capacity improvements driven by new development.  The county bills customers directly for the monthly capacity charge. Customers have the option of paying an up-front lump sum to cover the full fifteen years of capacity charge.
The 2003 adopted wastewater operating appropriation is $84.4 million. The 2003 adopted wastewater treatment capital appropriation is $250 million, including a recent supplemental appropriation of $10 million. 

ANALYSIS

Financial Plan Drivers for 2004 Rate Proposal

Financial plan drivers for the 2004 rate proposal are summarized below. For additional information on financial plan assumptions, please see Attachments 2, 3, and 4.
Sewer Rate Revenue – Customer Base
In 2002, the wastewater customer base (as expressed in numbers of RCEs) declined by 2.3 percent or 16,374 RCEs.  This led to the collection of $5.2 million less in sewer rate revenues than expected.  In discussions with the largest component sewer agencies, WTD determined that this was a function of economic conditions and water-use reductions due to the drought of 2001 and 2002.  All of the 2002 reduction was in the commercial customer base; single-family residential RCEs continued to grow, adding 4,143 RCEs in 2002.
In 2003 and 2004, WTD does not expect the pattern of decline in the commercial rate base to continue; however, they also do not expect a rebound until the economy improves.  Consequently, the 2004 rate proposal assumes no growth in the overall customer base in 2003 and 2004.  Compared to the 2003 rate proposal this translates into a revenue reduction of $5.8 million in 2003 and $7.3 million in 2004.

Capacity Charge Revenue

In 2002, actual capacity charge revenue was $3.7 million or 35% higher than projected due in large part to higher than expected lump-sum payments of the capacity charge. Having this revenue up front helps to reduce borrowing for capital projects. At the same time, customers who pay a lump sum get an 8% discount, and this also needs to be factored into long-term financial plans. To account for increased use of the lump-payment option, WTD has updated its financial model to include a variable for up-front payments. For 2003 and 2004, WTD is assuming that 20 percent of new customers will opt for a lump-sum payment. The 2004 rate forecast assumes an $800,000 or 6% increase in projected capacity charge revenue for 2004 compared to the 2003 forecast.  
Interest Rates for Investments and Borrowing
An additional source of WTD revenue is the earnings on cash balances.  The rates of return from these balances have dropped dramatically during recent years as interest rates have fallen.  The 2004 rate proposal holds the projected interest on cash balances at 2.5 percent for 2003 and 2004. 

The bright side of lower interest rates is the opportunity to refinance debt. King County has taken advantage of lower interest rates in 2002 and 2003 to refinance $443 million in sewer bonds.  WTD estimates that this refinancing will produce ongoing debt service savings of $1.3 million annually. 
The 2004 rate proposal assumes a long-term borrowing interest rate of 5.25 percent (no change from 2003), and a slight decline in short-term borrowing interest rates to 2.0 percent. 

State Revolving Fund Loans
WTD estimates that it will receive $33 million in State Revolving Fund loans in 2003, and $19.6 million in 2004.  At a below-market interest rate of 1.5%, WTD expects to save approximately $250,000 each year in interest payments compared to using revenue bonds. 

Operating Expenditures

In 2003, WTD anticipates actual operating expenditures of $83.4 million (compared to an adopted operating budget of $84.4 million). In 2004, WTD is projecting operating expenditures of $84.7 million, including assumed “Productivity Initiative” target budget reductions of $1.5 million.  The WTD Operating Productivity Initiative was authorized in 2001, and sets annual targets for budget reductions tied to operating efficiencies. 
Capital Expenditures

In order to hold the sewer rate stable at $23.40 in 2004, the financial plan assumes a CIP underexpenditure of $33 million ($25 million with a 75% CIP accomplishment rate) for 2003. This represents a 12% reduction in projected 2003 CIP expenditures. 
This CIP underexpenditure is in addition to reductions made to accommodate a $25 million acceleration of expenditures for Brightwater Conveyance and Brightwater Treatment Plant projects in 2003. A $10 million expenditure acceleration for Brightwater Conveyance is tied to recent Council approval of a supplemental appropriation.  A $15 million expenditure acceleration for the Brightwater Treatment Plant can be accommodated within existing appropriation authority for this project. 

The largest projected underexpenditure is for the Sammamish Valley Reclaimed Water Production Facility.  WTD’s preliminary cash flow projections show a 2003 underexpenditure of $13.17 million out of $14.34 million. This project has been delayed due to unresolved siting issues. 
Other projects with significant projected underexpenditures in 2003 include:

· Vashon Treatment Plant Project 
Preliminary cash flow projections show a $4.26 million underexpenditure in 2003 out of an original projected expenditure of $5.42 million. Project construction has been delayed to 2004 and 2005 because of the need to resolve permitting issues. 
· West Point Treatment Plant Energy Co-Generation Project 
Preliminary cash flow projections show a $3.77 million underexpenditure in 2003 out of an original projected expenditure of $4.97 million. Project implementation has been delayed until 2004 and 2005 because of the need to secure air quality permits prior to beginning procurement for the engine generator. The impact of this delay is that WTD will continue to rely on existing equipment that is reaching the end of its useful life. 
· Multiple Asset Management projects 
Preliminary updated cash flow projections show reductions to the vast majority of projects in the Asset Management category (Asset Management projects replace in-kind assets, improve wastewater processing, increase productivity, improve reliability, and enhance safety). WTD staff note that Asset Management projects tend be less urgent than other projects in the adopted CIP, and tend to be ranked as a lower priority.   
AMENDMENTS: 

None. 
Reasonableness:

Adoption of Proposed Ordinance 2003-0189 would constitute a reasonable business decision by the Council.  Adoption of this ordinance would fulfill the pledge to hold the sewer rate stable at $23.40 for 2002 through 2004, and would result in a small increase in the capacity charge to respond to inflation. 
INVITED:

Tim Aratani, Finance Manager, WTD
Dennis Barnes, Senior Budget and Financial Analyst, WTD

Tom Lienesch, Economist, WTD
ATTACHMENTS:

1. Proposed Ordinance 2003-0189 without attachments

2. Comparison of Rate Assumptions – 2002 through 2004 

3. General Rate Assumptions for 2004 Rate Proposal

4. Wastewater Treatment Enterprise 2004 Rate Forecast
5. Transmittal Letter Dated April 16, 2003
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