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SUBJECT:  

Proposed Ordinance 2007-0180 would provide for long-term security of the County’s Wastewater Utility debt issuances. This security would be provided by invoking specific provisions in State law that would require local jurisdictions to use the County’s wastewater treatment system until such a time as the improvements covered by the Regional Wastewater Service Plan (RWSP) are completed and the bonds financing construction are retired. 

SUMMARY: 

When King County and the Municipality of Metropolitan Seattle (Metro) merged, King County assumed the powers and obligations of Metro pursuant to 38.56 RCW. This includes the duties and responsibilities for water pollution control and abatement. Among these duties is the ability to require certain municipalities and districts within the County to discharge sewage they collect into the County’s regional sewage treatment system. 

This ordinance, in addition to requiring cities and districts to use the County’s sewage treatment system, includes language indicating the County Council declares that the public health, safety and welfare of people within the Metropolitan Area depends on specific cities and districts discharging their sewage into the system until such a time as the RWSP projects have been completed and the debt financing those projects has been retired. 

BACKGROUND: 

King County owns, operates, maintains and continues to develop a metropolitan sewage treatment and disposal system originally developed and operated by the Municipality of Metropolitan Seattle (Metro).  The basic legal authority under which the system was developed and continues to be operated is 35.58 RCW, which enables and describes the powers of metropolitan municipal corporations.  When Metro and King County merged in 1994, the powers that were exercised by the Metro Council were vested in the King County Council. 

Chapter 35.58 confers broad powers for the purpose of developing and operating the “metropolitan system” including the power to require that cities and special districts in the “metropolitan area” deliver their sewage to metropolitan facilities when they can drain to those facilities by gravity flow.  The statute also includes general authority to “fix rates and charges” for the use of metropolitan facilities but does not provide specific mechanisms for the collection and payment of these charges. The text of the pertinent provisions of RCW 35.58.200 is included below: 

(3) To require counties, cities, special districts and other political subdivisions to discharge sewage collected by such entities from any portion of the metropolitan area which can drain by gravity flow into such metropolitan facilities as may be provided to serve such areas when the metropolitan council shall declare by resolution that the health, safety, or welfare of the people within the metropolitan area requires such action. 

(4)To fix rates and charges for the use of metropolitan water pollution abatement facilities, and to expend the moneys so collected for authorized water pollution abatement activities. 
King County’s Wastewater Treatment Division, as successor to Metro’s Water Pollution Control Department, provides sewage disposal service to 33 local governments (including the City of Seattle), one state park, one privately owned apartment complex and one Indian Tribe. These “local sewer agencies” provide sewer service in most of western King County and a substantial portion of south Snohomish County.  Treatment and disposal of sewage collected by these local agencies is accomplished by the county pursuant to long term agreements entered into in accordance with the broad powers of Chapter 35.58.  Most of these agreements were entered into between the individual local governments (“participants’) and Metro in the 1960s and 70s.  The agreement with the City of Seattle was one of the earliest, entered into in 1961.  The initial termination date of the agreements was 2016 but most were extended to 2036 in the late 1980s.  They were also amended in 1992. 

The agreements obligate the county to treat the sewage delivered to the county system and establish the basis of payment by the local agencies for this service. The basis of payment is uniform in all agreements, although the agreement with Seattle provides for an additional charge to help offset the costs of the county’s program for combined sewer overflow (CSO) control. 

ANALYSIS: 

The maintenance and expansion of the County’s Wastewater system has historically required a substantial amount of capital improvements. The County has a history of financing these necessary capital improvements with long-term debt. The financial policies for the Wastewater Treatment Division (WTD) have been codified in King County Code (KCC) 28.86.100. A specific section of the financial policies refers to length of time covered by a debt issuance. Specifically, adopted financial policy #12 states: “King County should structure the term of its borrowings to match the expected useful life of the assets to be funded.” (KCC 28.86.160 C(2) FP-12)

The typical useful life for many of the CIP investments in the wastewater system would be 35-40 years (or longer). Beginning in 2001, the amount of time covered by the majority of the contracts became less than the useful life of the improvements being funded. The County, in keeping with the necessary requirements for bond financing, began issuing debt for less than 35 years. In fact, in each of the years since 2001, the County has issued debt that expires in 2036, the outer-most year covered by the existing contracts. 

While the shorter-length debt did not conform to the financial policy, the County was: 1) actively pursuing contract extensions with cities and sewer districts and 2) the necessary bond issuances were not as large as they will be over the next several years. Therefore, the overall impact of the shorter length debt on both the rate and the capacity charge was not large. 

However, 2007 begins a several year stretch in which the WTD will be borrowing substantial amounts of money in the form of long-term revenue bonds. The bulk of this increase is related to the entering of the construction phase of the Brightwater Treatment Plant in Southern Snohomish County.  The transmittal letter indicates that between 2007 and 2010, the WTD will be issuing over $1 billion in debt. The transmittal letter further indicates that had the county issued longer-term debt over the past several years, the 2007-2008 sewer rates could have been $0.28/month lower than what was necessary. Furthermore, the capacity charge for 2008 will need to be $3.50/month higher if this ordinance is not adopted. 

Overall Effect on the Rate & Capacity Charge

As discussed above, if the County were to continue to use declining bond terms. The impacts to the capacity charge and the rate will very quickly begin to be seen. The table below shows that effect over the next several years. 
	
	WTD Borrowing Effect on the Rate & Capacity Charge
	

	
	2008
	2009
	2010
	2011

	
	Rate
	Capacity 
	Rate
	Capacity 
	Rate
	Capacity 
	Rate
	Capacity 

	40 Year Term
	27.95
	46.25
	32.95
	47.64
	35.75
	49.07
	37.60
	50.54

	Declining Term
	27.95
	49.75
	34.00
	53.92
	37.05
	56.33
	39.10
	58.79

	Monthly Impact
	0
	3.50
	1.05
	6.28
	1.30
	7.26
	1.50
	8.25

	Total Impact

	n/a
	630.00
	n/a
	1130.40
	n/a
	1306.80
	n/a
	1485.00


Similar to a home mortgage, extending the length of the financing increases the amount of interest paid on the debt. Over the lifetime of the bonds, the ratepayers would pay more for the capital improvements through the repayment of additional interest. 
At the April 11th meeting, a representative from the special districts indicated that that rate-payers would pay an additional $700 million by extending the financing terms to 40 years. This appears to be an accurate approximation. When comparing the cost of the Brightwater plant at 40 years to a bond term of 30 years, rate payers would pay an additional $695 (approximated). 
It should be noted, however, that the issue before the Committee does not only affect the Brightwater construction, it applies to the entire Wastewater CIP. When looking at the timeframe of 2007-2011, financing at 40 years versus the declining bond terms (29 years to 25 years) would result in an additional $725 million in interest payments. 
The standard analysis used when comparing financing that has different periods or timeframes is present value analysis. The underlying assumption behind present value analysis is that a dollar today is worth more than a dollar tomorrow. In this case, the County would be paying higher payments for a shorter amount of time. The table below summarizes the difference in additional payments in terms of both dollars and present value dollars. 
Table 1: Present Value Calculation for WTD Borrowings
	Wastewater Treatment Division Borrowings 2007-2011

	 
	Declining 
	40 Year
	 

	 
	Bond Term
	Bond Term
	Difference

	Projected Bond Borrowings
	 $     1,387,054,000 
	 $     1,387,054,000 
	 $                   -   

	Projected Debt Service Payments
	 $     2,549,174,430
 
	 $     3,274,733,389
 
	 $     725,558,959 

	Present Value Of Debt Service Payments
	 $     1,272,184,854 
	 $     1,299,264,018 
	 $      27,079,164 


As noted above, if you were to look at all the projected borrowings for the Division between 2007 and 2011, the actual dollars paid would be $725.6 million over the life of a 40 year bond when compared to bonds with decreasing terms (29-25 years). However, if you were to place a higher value on today’s dollars over dollars collected by the system in the future, especially after 2036 when the existing contracts expire, the present value of those additional payments decreases to $27 million. 
The easiest way to conceptualize this concept is to consider the example of a home mortgage. The payments stay the same over the life of the mortgage. Theoretically, the household income increases over the length of the loan and the payment becomes a smaller percentage of the household income. In this case, as the system continues to expand and more users are added, the payments on the debt become a smaller percentage of the system. 
Legal Issues 

The existing contracts served as the security for the bonds. This assures bond holders that sufficient revenues will be present to repay the bonds. This type of arrangement is known as a “bond covenant” and serves as a legally binding contract between the County and the bond holders. In order to issue debt outside of the timeframe covered by the existing contracts, the County will need to provide additional “security” to the bondholders. 

As mentioned earlier, the County has been attempting to negotiate contract extensions since 2001. While several cities and districts have exercised options, they represent a minority of the system. Seattle represents over 40% of the system’s users and contract negotiations with the City have reached an impasse. Below is an excerpt from the Executive’s transmittal letter pertaining to the current state of the contract negotiations. 

“Seattle steadfastly refuses to extend its contract unless the King County Council relinquishes its legal authority to adopt and modify policies governing the county’s sewage treatment capacity charge.  In accordance with the county charter, the council has adopted capacity charge policies that were recommended by the Regional Water Quality Committee (RWQC).  Seattle has proposed its own capacity charge methodology and further proposed that it be included in its sewage disposal contract.  The council’s ability to adopt any future capacity charge policies that might be recommended by the RWQC over the next 50 years would then be nullified.

MWPAAC [Metropolitan Waste Pollution Abatement Advisory Committee] did not object to the county’s proposed contract changes but tied its endorsement to other considerations, which changed over time.  Favorable action on the county’s proposed contract changes in 2006 by the Suburban Cities Association has effectively jump started the effort with its members but we simply do not, as of this writing, have enough of the ratepayer base under extended contracts to use those contracts as security for the extended debt term.  Only the Cities of Renton, Pacific and Carnation; Vashon Sewer District; and the Muckleshoot Indian Tribe have executed extended contracts.”
The Executive’s transmittal letter indicates a commitment to continuing to seek long-term extensions to the contracts as that would add another layer of security to the pending debt issuances. However, the lack of extensions would mean that the proposed $250 million bond sale (Proposed Ordinance 2007-0178 currently pending in the Capital Budget Committee) would need to be issued at a length of less than 30 years as opposed to the proposed 40 years. This would have a significant impact on the annual payments and thereby have an impact on the rates. 

The Executive has sought the opinion of bond counsel, specifically K&L | Gates. The legal opinion expressed is that the County has the legal authority to undertake the actions outlined in this ordinance under its Metro powers. Council staff and the Council’s legal counsel have also reviewed the legal opinion. 

Subsidization of Future Users

The implementation of the RWSP, in many ways, is in anticipation of the future stresses placed on the system by new users. Through the use of a capacity charge, the County Council has implemented the policy of “growth paying for growth.” The major construction project currently undertaken by the WTD is the Brightwater Wastewater Treatment plant. This facility has a useful life in excess of 30 years. If the County were forced to finance the facility with bonds that have maturation dates of less than 30 years, the users of the system after the retirement of the debt will have been subsidized by the current users of the system. 

That subsidization will grow more dramatically over the next 5 years as the permanent financing for Brightwater is sold. Users of the system today will be disproportionately bearing the cost of the new treatment plant (especially through the escalating capacity charge). In order to bring the County in line with adopted financial policies, the ordinance would allow the County to issue debt that roughly spans the useful life of the assets being constructed over the next several years. 

Effect of Proposed Legislation

The proposed ordinance would codify the rate structure that is currently contained in the existing sewer contracts. The rate structure that is in code would only become effective for agencies that do not have an existing service contract. Therefore, for most of the agencies, the ordinance would not have any effect until 2037. The agencies that have already renewed their service contracts would not see any effect from this legislation until 2057. 

In the event that an agency does not have a service contract, the agency would be charged by the same methodology that is currently used in the contracts. However, the agencies which are not under contract would still be required to discharge their waste into the County’s system. Theoretically, an agency that does not have a service contract could: 1) join another wastewater treatment system, or 2) build/construct their own system. This ordinance would require agencies, even those without contracts, to use the system until such a time as the RWSP projects are constructed and the debt financing construction has been retired. The proposed ordinance specifies the agencies that would be required to use the County’s wastewater system. That list is included as Attachment C to this staff report. 

The proposed ordinance would apply only to agencies that are within the Metropolitan area. The City of Brier and the Alderwood, Cross Valley and Olympic View water-sewer districts that serve areas outside of the Metropolitan area and are therefore exempt (as would be any agency outside of the area). 

Also, the ordinance would only require agencies that discharge by gravity flow to discharge into the system. The Cities of North Bend, Snoqualmie, Duvall and Enumclaw as well as the Southwest Suburban Sewer District, Midway Sewer District, Lakehaven Utility District and Snoqualmie Pass Sewer District lie outside the gravity based service area and would also be exempted from the provisions of this ordinance. 

Effect on Other Contract Negotiations

One of the potential risks associated with codifying the rate structure and potentially applying it to agencies not under a service contract is the risk of the county appearing to be heavy-handed in its negotiating style. While this staff report does not speculate on how the County’s actions might appear, the statutory authority granted to King County under the Metro powers appears to be very limited in scope. The statutory provisions would appear to be applicable only to the wastewater utility. 

Furthermore, it is important to note the County has been negotiating in good faith with the City of Seattle and other agencies for over five years. The negotiations do appear to be at an impasse. This has put the County in the position discussed throughout the staff report of needing to choose to issue debt at shorter terms or enact the provisions of state law covered by this ordinance. 

Potential Impact on the Wastewater Utility Bond Rating

Historically, King County has always issued debt that extended for the length of existing service contracts. This allowed the County to tell a very easy story to the rating agencies. The County was able to say that the debt we plan on issuing has sufficient revenues to make the bond payments. The County could further back those statements up with the service contracts. 

The overall strategy for securing debt, including the invocation of these provisions in state law, will be reviewed prior to the next debt issuance. In anticipation of this review, the Executive presented this strategy to one of the major rating agencies in the form of a “trial run” ratings presentation. This trial run assumed invocation of the provisions in state law and cited the County’s competitive advantage in provision of wastewater treatment services and also the barriers to a new competitor entering the market. The rating agency’s findings indicated that the County would likely receive the same strong rating as it currently receives on sewer revenue bond debt issuances. 

Security Deposit

At the April 11, 2007 Committee meeting, members heard representatives of the special districts raise the issue of the addition of a security deposit requirement. The statements indicated that the County would be requiring the special districts to deposit with the county a deposit equal to the estimate of one year’s sewage disposal charges. The representatives from the sewer districts are correct in that the ordinance does require a security deposit. However, the ordinance also gives the districts other options. Specifically, the Ordinance gives agencies the option to do the following: 

· Provide a security deposit equal to one year’s estimated sewage disposal charges

· Provide a letter of credit to the County equal to one year’s sewage disposal fees

· Sign a separate agreement with the County that would require the agency to:

· establish, maintain and collect rates and charges for sewer service that produce revenue sufficient to pay all costs of maintenance and operation of the Agency Customer's sewer system, including the rates and charges established by this ordinance, and to pay debt service on any revenue bonds of the Agency Customer secured by a pledge of such revenue;
· to recognize that the sewage disposal charges payable to the county under this ordinance constitute a cost of maintenance and operation of the Agency Customer's sewer system; and
· in the issuance of its sewer revenue bonds, the Agency Customer shall provide that expenses of maintenance and operation of its sewer system shall be paid before payment of principal and interest of such bonds
REASONABLENESS: 

King County has adopted financial policies for the wastewater utility. The financial policies state, in part, that the County should finance construction of new capital assets with debt that extends roughly the length of the estimated useful life of the asset being constructed. This ordinance would allow the County to issue debt that would bring the County in line with this adopted financial policy. 

Furthermore, this action by the Council will ensure that the regional efforts to protect water quality in King County will continue well into the future and that the health, safety and welfare of County residents will be protected. 

Adoption of the proposed ordinance would allow the county to comply with adopted financial policies while still allowing negotiations with the Cities and Sewer Districts to continue. This ordinance would not apply to any existing contract agency until 2037. 

The Committee does have several options in moving forward. These issues are discussed below. 
Option 1: Approve as Transmitted

	Pro
	Con

	· Will allow a return to 40 year borrowings consistent with the adopted financial policies for WTD. 

· Will prevent today’s rate-payers from subsidizing future users of the system. 

· Will avoid capacity charge and rate increases beyond previously planned increases. 
	· The County would not be providing the additional time for negotiations that was requested by the special districts during discussions in the Regional Policy Committee and Operating Budget, Fiscal Management and Mental Health Committee. 
· Return to 40 year borrowing will result in $725 million in additional real dollar payments ($25 million in present value terms). 




Option 2: Do Not Approve the Transmitted Ordinance
	Pro
	Con

	· Would avoid additional interest expense by resulting in a 29 year bond issuance for 2007. This one issuance would avoid $89 million in additional interest verses a 40 year bond. 
· Would buy an additional year in terms of negotiating time between the County and cities & special districts. 
	· Will result in a capacity charge for 2008 being proposed at an additional $3.50/ month beyond what would otherwise be required. This equates to an additional $630 for a homeowner joining the system in 2008. 
· If continued, the practice of declining bond terms would result in higher rate and capacity charges over a long-period of time. These would amount to an additional $1.50/month on the rate and $8.25/ month on the capacity charge by 2011. 


Option 3: Delay action on the Ordinance

	Pro
	Con

	· Would allow continued negotiations between the County and cities & special districts. 

· The County could avoid the perception of negotiating in bad faith or being heavy handed. 

· Action later in 2007 or early in 2008 could allow for 40 year bond terms beginning with the 2008 bond sale. 
	· Historical track records for extending sewer contracts make it unlikely, that enough of the rate-payer base could be covered by extensions by this time next year. This would result in the same discussion occurring next year. 

· Will result in a capacity charge for 2008 being proposed at an additional $3.50/ month beyond what would otherwise be required. This equates to an additional $630 for a homeowner joining the system in 2008. 

· If continued, the practice of declining bond terms would result in higher rate and capacity charges over a long-period of time. These would amount to an additional $1.50/month on the rate and $8.25/ month on the capacity charge by 2011.


INVITED: 

Richard Conlin, Councilmember, Seattle City Council

Bob Cowan, Director, Office of Management & Budget

Pam Bissonnette, Director, Department of Natural Resources and Parks

Christie True, Director, Wastewater Treatment Division

Bob Hirsch, Government Relations Administrator, DNRP

David Thompson, Bond Counsel, K&L Gates

Bill Blakney, Senior Deputy Prosecuting Attorney, King County PAO

Nigel Lewis, Senior Debt Analyst, Finance and Business Operations Division

Chuck Clark, Seattle Public Utilities
ATTACHMENTS:

1. Proposed Ordinance 2007-0180

2. Transmittal Letter dated March 8, 2007

3. Required Cities/Districts under 2007-0180
� The Capacity Charge is a monthly fee levied for fifteen years. This fee is charged to new users of the system. Here, Total Impact is defined as (Additional Capacity Charge x 12 months) x 15 years. 


� 4.94% interest rate calculation per the County’s Financial Advisor


� 5.09% interest rate calculation reflecting a premium paid on longer-term debt, per the County’s Financial Advisor
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