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SUBJECT:  
A briefing and follow up on King County’s capacity charge policy (and implementation) review.  

SUMMARY: 

In Fall 2009 the Regional Water Quality Committee (RWQC) commissioned a Financial Policies Work Group (FPWG) comprised of staff (representing interests of cities, sewer districts and King County) to review a select group of financial policies in the Regional Wastewater Services Plan.  Much of the work was focused on policy FP-15 regarding the capacity charge.
In March 2013 the committee was given an overview and primer on the capacity charge in preparation for the presentation of issue papers and recommendations from the FPWG resulting from the review of FP-15.  The objective was to ensure all members of the committee had a common understanding of the policy and how it has been implemented with regard to the calculation of the capacity charge, how it is collected and who pays and what it pays for.  

At the July 3rd meeting, the committee was briefed to: 

· Build RWQC understanding of the key differences in opinion regarding the methodology of assigning project – and capacity costs to existing and new customers; 
· Identify potential areas where RWQC would like more follow up or information; and 

· Set the stage for some follow up action to occur potentially in September 2013
Staff reviewed the process of financial policy review and the formation of the FPWG, the tasks assigned to the staff group, the areas of agreement on policy review and completion of tasks.  Staff will also review the issue areas where FPWG could not reach a consensus recommendation; and therefore developed two separate briefing/issue papers to review the recommendations.    The differing perspectives on four issue areas were reviewed for the committee via power point presentations to the committee (Attachments 6 and 7).
The goal of the meeting was familiarization with the capacity charge issues, rather than debating the issues or get into the methodological details.  Stall did not be seek specific decisions by RWQC regarding the recommendations emerging from the briefing papers at this meeting.   

However, the committee requested a summary comparison of the issues to be prepared by staff and presented at the next committee meeting.  Based on this request committee staff, working with the intergovernmental staff and Executive staff have prepared two matrices/tables attempting to further summarize a comparison of the allocation methods, rationale and impacts for the four issues (Attachments 4 and 5).  The second table summarizes a comparison of the debt or cost allocations on a monthly, yearly and cumulative basis for the different allocation methods – whereas the first table summarizes a cost impact on a monthly/RCE basis for each allocation issue.
Again, the most detailed information regarding the perspectives of the FPWG can be found in the two issue papers included in the July RWQC meeting packet.  They are attached to this staff report as well.   

The FPWG Report (Attachment 2) contains the review and recommendations (summarizing the positions of staff representing King County, Bellevue, Sound Cities and MWPAAC).  The report presents an overview of the three issues featured in the Seattle-Sewer and Water District’s final report and covers the other issues raised by Seattle and Sewer Districts representatives during the review of the capacity charge policy implementation.  The report also recommends exploration of a 10-year extension of the capacity charge (from 2030 to 2040)
      
The other report, Seattle Public Utilities-Section 4 of the Assocation of Sewer and Water Districts Capacity Charge Allocation Recommendations Final Report (Attachment 3) contains Seattle’s and Section 4 of the Association of Sewer and Water Districts’ review of the issues and recommendations regarding the capacity charge.  
Committee staff and other intergovernmental staff will present the summary of the comparisons in the new tables.        

BACKGROUND:

When a new connection is made to the wastewater system, whether in a city or unincorporated area – it creates a new demand for service – and requires additional capacity in the system for conveyance and treatment.   King County’s capacity charge is collected to cover the capital costs of that new capacity that is added to the system.

History of Capacity Charge
Prior to the merger of King County and Metro – the Metro Council sought to establish a capacity charge based on recommendations from an advisory committee comprised of elected and appointed officials that that worked throughout the 1980s to develop a means for growth to pay for the costs of growth.   When authority was sought from the State legislature to levy a “growth” or capacity charge – the intent was to establish and up-front charge or fee to be paid at the time of sewer connection – similar to the connection fee authorized by the state for local utilities.  However, the initial legislation approved in 1989 – only authorized Metro to levy a monthly capacity charge which was limited to $7.00 per single family residence (or equivalent) for 15 years. In 1998 the rate was raised to a statutory limit of $10.50.  

On November 29, 1999, the King County Council adopted the Regional Wastewater Services Plan (RWSP) via Ordinance 13680.  This plan was and still is intended to provide the policy guidance to ensure that the region’s environment and water quality will continue to be protected as residential and commercial growth occur.  The policies provide direction for sufficient investments in capital programs and projects to provide sufficient wastewater treatment and conveyance while adequately maintaining the capital assets and meeting regulatory standards.  A cornerstone of the plan is adding capacity to wastewater system to serve the anticipated new customers.  An important principle embodied in the RWSP, and embraced by the Regional Water Quality Committee at Robinswood House on October 29, 1998, was that those customers contributing to growth should pay the costs of growth.  

Participants at the Robinswood House retreat included elected representatives from King County, the City of Seattle, Sound Cities (formerly Suburban Cities) Association, and special districts served by King County.  Specific points of consensus developed at Robinswood were memorialized in a letter signed by participants and dated November 16, 1998.  One of these points was that the “regional wastewater financing structure should reflect uniform regional rates for existing and new customers and achieve the principle of growth pays for growth.”  Another is that the RWSP needed to “establish a uniform capacity charge within the service area to cover growth costs not captured by the monthly sewer rate for new customers”.

Robinswood participants also acknowledged the need to change state law to allow a higher capacity charge.  Towards that end, Section 16 of Ordinance 13680 stated that King County would seek changes in state law to obtain the flexibility and authority to set capacity charges locally.  State law at that time significantly restricted the county’s ability to use its capacity charge to recover the growth related costs of the RWSP.  
In the 2000 legislative session, collective efforts of King County, cities and special districts, obtained the changes in state law resulting in RCW 25.80.570.  The law, allows that the capacity charge be a monthly charge approved by the county annually, became effective June 8, 2000. 

Section 16 (Financial Policy-12 at the time) of Ordinance 13680 at the time stated the following:

“Within six months of achieving the authority to set charges locally, the executive shall propose for consideration by the council, after consultation with the RWQC, explicit policies for setting the capacity charge including recommendations to achieve growth paying for growth.”  
On March 15, 2001 the Executive transmitted proposed legislation amending FP-12 to fulfill the policy direction of Section 16 of Ordinance 13680.  Prior to transmitting the Executive proposed policy – he had already convened an expert panel to review the proposed capacity charge methodology on January 29, 2001.  The panel members, Jim Hattori, Alan Cohen of HDR, and Dick Howell of Montgomery Watson, were all well-qualified financial experts.  They concluded that the method provided the mechanism to recover growth-related costs from new customers; resulted in a fair allocation of costs; supported the credit worthiness of King County; and appeared to be affordable.  
During the spring and summer of 2001 the Regional Water Quality Committee and the standing committee focused on Utilities and Natural Resources reviewed the proposed legislation and conducted additional legal analysis of the proposed policy.  The committees specifically reviewed the proposed policy with the Robinswood directive in mind with regard to ensuring that “growth pays for growth”.   The committees reviewed: 
: 
· What is new growth?

· What costs benefit the region?

· What costs benefit new growth alone?

· What costs benefit existing customers alone?
The committees also looked at the issues of a uniform rate and how customer classes were to be treated.  An issue that emerged during the review was a legal one concerning the potential to essentially “overcharge” new customers for the cost of the new facilities which would also be benefiting existing customers.  Outside legal counsel was retained and they recommended that the proposed policy be amended.   As a result – the policy adopted by the Council sets the capacity charge to be a minimum of 95% of the projected costs of new facilities to serve new customers.  The factor of 95% (though other percentages were evaluated) was set pursuant to legal advice that the capacity charge cannot exceed the cost of new facilities needed to serve new customers.  
Financial Policy FP-15
The policy recommended by the RWQC and adopted by the Council in Fall 2001 (PO 2001-0185 / Ordinance 14219) was adopted as FP-12, now FP-15 (in 2006 the RWQC and Council amended and added some financial policies making FP-12 now financial policy FP-15):

FP-15:  King County shall charge its customers sewer rates and capacity charges sufficient to cover the costs of constructing and operating its wastewater system.  Revenues shall be sufficient to maintain capital assets in sound working condition, providing for maintenance and rehabilitation of facilities so that total system costs are minimized while continuing to provide reliable, high quality service and maintaining high water quality standards.


  1.  Existing and new sewer customers shall each contribute to the cost of the wastewater system as follows:


    a. Existing customers shall pay through the monthly sewer rate for the portion of the existing and expanded conveyance and treatment system that serves existing customers.


    b. New customers shall pay costs associated with the portion of the existing wastewater conveyance and treatment system that serves new customers and costs associated with expanding the system to serve new customers.  New customers shall pay these costs through a combination of the monthly sewer rate and the capacity charge.  Such rates and charges shall be designated to have growth pay for growth.


  2.  Sewer rate.  King County shall maintain a uniform monthly sewer rate expressed as charges per residential customer equivalent for all customers.


    a. Sewer rates shall be designed to generate revenue sufficient to cover, at a minimum, all costs of system operation and maintenance and all capital costs incurred to serve existing customers.


    b.  King County should attempt to adopt a multiyear sewer rate to provide stable costs to sewer customers.  If a multiyear rate is established and when permitted upon the retirement by the county of certain outstanding sewer revenue bonds, a rate stabilization reserve account shall be created to ensure that adequate funds are available to sustain the rate through completion of the rate cycle.  An annual report on the use of funds from this rate stabilization account shall be provided annually to the RWQC.


    c. The executive, in consultation with the RWQC, shall propose for council adoption policies to ensure that adequate debt service coverage and emergency reserves are established and periodically reviewed.


  3.  Capacity charge.  The amount of the capacity charge shall be a uniform charge, shall be approved annually and shall not exceed the cost of capital facilities necessary to serve new customers.  The methodology that shall be applied to set the capacity charge is set forth in FP-15.3.a.


    a. The capacity charge shall be based on allocating the total cost of the wastewater system (net of grants and other non rate revenues) to existing and new customers as prescribed in this subsection.  The total system cost includes the costs to operate, maintain, and expand the wastewater system over the life of the RWSP.  Total estimated revenues from the uniform monthly rate from all customers and capacity charge payments from new customers, together with estimated non rate revenues, shall equal the estimated total system costs.  The capacity charge calculation is represented as follows:

Capacity      =
[Total system costs — rate revenue from existing customers]     —
Rate revenue from new customers

Charge

_______________________________________________________________________________________







Number of new customers

where:


      (1) total system costs (net of grants and other non rate revenues) minus rate revenue from existing customers equals costs allocated to new customers.


      (2)  costs allocated to new customers minus rate revenue from new customers equals the total revenue to be recovered through the capacity charge.


      (3)  total capacity charge revenue requirements divided by the total number of new customers equals the amount of the capacity charge to be paid by each new customer.


    b.  The capacity charge may be paid by new customers in a single payment or as a monthly charge at the rate established by the council.  The county shall establish a monthly capacity charge by dividing that amount by one hundred eighty (twelve monthly payments per year for fifteen years).  The executive shall transmit for council adoption an ordinance to adjust the discount rate for lump sum payment.  The executive shall also transmit for council adoption an ordinance to adjust the monthly capacity charge to reflect the county's average cost of money if the capacity charge is paid over time.


    c.  King County shall pursue changes in state law to enable the county to require payment of the capacity charge in a single payment.


    d.  The capacity charge shall be set such that each new customer shall pay an equal share of the costs of facilities allocated to new customers, regardless of what year the customer connects to the system.  The capacity charge shall be based upon the costs, customer growth and related financial assumptions used for the Regional Wastewater Services Plan adopted by Ordinance 13680 as such assumptions may be updated.  Customer growth and projected costs, including inflation, shall be updated every three years beginning in 2003.


    e.  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.  All reasonable steps should be taken to coordinate the imposition, collection of and accounting for rates and charges with component agencies to reduce redundant program overhead costs.


    f.  Existing customers shall pay the monthly capacity charge established at the time they connected to the system as currently enacted by K.C.C. 28.84.055.  New customers shall pay the capacity charge established at the time they connect to the system.


    g.  To ensure that the capacity charge will not exceed the costs of facilities needed to serve new customers, costs assigned and allocated to new customers shall be at a minimum ninety five percent of the projected capital costs of new and existing treatment, conveyance and biosolids capacity needed to serve new customers.


    h.  Costs assigned and allocated to existing customers shall include the capital cost of existing and future treatment, conveyance and biosolids capacity used by existing customers, and the capital costs of assessing and reducing infiltration and inflow related to the use of the existing conveyance and treatment capacity.


    i.  Capital costs of combined sewer overflow control shall be paid by existing and new customers based on their average proportionate share of total customers over the life of the RWSP.


    j.  Operations and maintenance costs shall be paid by existing and new customers in the uniform monthly rate based on their annual proportionate share of total customers.


    k.  Any costs not allocated in FP-12.3 f, g, h, i and j* shall be paid by existing and new customers in the sewer rate.


    l.  Upon implementation of these explicit policies, the Seattle combined sewer overflow benefit charge shall be discontinued.


  4.  Based on an analysis of residential water consumption, as of December 13, 1999, King County uses a factor of seven hundred fifty cubic feet per month to convert water consumption of volume-based customers to residential customer equivalents for billing purposes.  King County shall periodically review the appropriateness of this factor to ensure that all accounts pay their fair share of the cost of the wastewater system.

A chart showing the allocation of costs to existing and new customers was referred to the in the Ordinance 14219 (Attachment 1) and has subsequently been simplified for presentations to the Council.  The same principles apply when the cost estimates are updated every three years with assessments of available capacity and proportional rationing of operations and maintenance of the “old” and “new” system allocations to existing and new customers.

FP-15 calls for updating the costs projections and other assumptions regarding residential customer equivalents (RCEs) every three years and then adjusting the capacity charge amount.  In recent years, at the urging of MWPAAC and other stakeholders, the Council has increased the capacity charge by 3% in the intervening years (between the 3 year update) to reflect average inflation over the 30 year period. Customer growth and projected costs, including inflation, were updated this year as part of proposing and setting of the 2014 rate and capacity charge.  
If there are any policy (or methodology) changes approved by the RWQC and Council – those changes would be incorporated into the next annual rate and capacity charge established by the Council. 

ATTACHMENTS:

1. Capacity Charge Cost Allocations chart (Ordinance 14291- Attachment 1, dated 09-21-01)

2. Financial Policies Work Group Report Regarding the Capacity Charge Methodology, dated June 26, 2013
3. Seattle Public Utilities-Section 4 of the Assocation of Sewer and Water Districts Capacity Charge Allocation Recommendations Final Report, dated June 25, 2013
4. Comparison of Methods, Rationale and Impacts for Four Issues, dated September 4, 2013

5. Capacity Charge Allocations' Cost Comparison Matrix, dated September 4, 2013
6. King County FPWG presentation, July 3, 2012

7. Seattle – Section 4 WAWSD FPWG presentation, July 3, 2012
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