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STAFF REPORT

SUBJECT:
Proposed Ordinance 2008-0219 would authorize the issuance of new sewer revenue bonds to fund improvements to the sewer system. The maximum amount allowable under this ordinance is $900,000,000. The ordinance would also authorize the refunding of up to $200,000,000 of existing wastewater debt should the right economic conditions materialize. Proposed Motions 2008-0220, 2008-0232 and 2008-0233 are placeholder bond sale motions.  

BACKGROUND:
Revenue Bonds
As the name would imply, these bonds pledge future revenues, in this case, future sewer revenues towards the repayment of the obligation. Some prior issuances of bonds to support the Capital Improvement Program have been sold as Limited Tax General Obligation bonds. When selling LTGO bonds (see Table 1 for examples) on behalf of the enterprise fund, the County pledges not just revenues from future enterprise operations, but also pledges the limited “full faith and credit” of the County towards repayment of the bonds.  This allows the enterprise fund to take advantage of the County’s LTGO credit rating. These are known as “double-barrel” bonds. 

In these cases, the enterprise fund is also required to provide compensation for use of the higher credit rating to the County’s general fund. This compensation is referred to as a “credit enhancement payment.” This ordinance does not authorize the issuance of LTGO bonds - only sewer revenue bonds.  However, council staff has been notified by the Executive that an additional proposal to authorize issuance of double-barrel bonds will be transmitted for Council consideration this week. The County’s LTGO debt is rated AAA and Aaa by Standard and Poor’s and Moody’s, respectively.  While still highly rated, this lower rating normally leads to slightly higher rates of interest than do AAA rated bonds. This is summarized in Table 1. This lower rating for revenue bonds creates a “credit-spread” that may make it financially advantageous to issue double-barrel bonds. 

Table 1: County Bond Ratings
	County Bond Ratings

	 
	Moody's 
	Standard & Poors

	LTGO Bond
	Aa1
	AAA

	Sewer Bonds
	A1
	AA

	Highest Possible Rating
	Aaa
	AAA

	# of levels different between Sewer and LTGO
	3
	2

	
	
	




Limited Tax General Obligation Bonds:
LTGO bonds (also known as council manic bonds) are the other type of bonds commonly issued by the County. These bonds include a promise of the full faith and credit of the issuing agency. This means that the promise extends only to the taxing authority of the County without a vote of the people.  Bonds issued with voter approval are referred to as unlimited tax general obligation bonds or simply general obligation bonds. As noted earlier, bonds issued on behalf of the sewer utility that promise first the revenues of the wastewater utility then the full faith and credit of King County are known as double-barrel bonds. 

Increased Borrowing Requirements: 
With the adoption of the Regional Wastewater Services Plan (RWSP) in 1999, the County embarked on the largest capital improvement program in the history of the Wastewater Utility.  The major element of the RWSP was the construction of a third wastewater treatment plant, along with an outfall and the related conveyance system.  In December of 2001, the project was expected to cost about $1.4 billion.  Since that time, however, the estimate has increased to about $1.8 billion.

This very significant capital program requires a very large amount of debt to finance.  To illustrate, long-term debt of the utility amounted to $1.38 billion at the end of 2002.  By the end of 2006, the long-term debt total had increased to just over $2 billion.  Projections are for $850 million in new debt in 2008-09 and $581 million in 2010-13.    This level of borrowing requires a significant increase on the monthly sewer rate. To be sure that the Council were able to consider both 1) the monthly sewer rate and capacity charge and 2) the appropriate amount and duration of borrowing, the Chairs of both the Capital Budget and Operating Budget Committees sent a letter to the Executive dated February 22nd, 2008. This letter requested more time for review on both instruments so that the impacts could be fully examined.  While the sewer rate was not transmitted to Council any earlier than usual, the Executive did take time in transmitting the bond ordinance to provide a discussion of the impacts that various types of debt would have on the monthly sewer rate. At the time of transmittal, the structuring of the debt was undetermined. This will be discussed later in the staff report. 

SUMMARY:	
Proposed Ordinance 2008-0219 would authorize the issuance and competitive or negotiated sale of sewer revenue bonds in an aggregate amount not to exceed $900,000,000 to provide funds for constructing improvements to the sewer system as outlined by the Capital Improvement Plan for the department. The ordinance also sets the terms, definitions, and conditions necessary for the issuance and sale of the revenue bonds at a term of 40 years. Additionally, the proposed ordinance would grant authority to refund up to $200,000,000 of existing debt should the right economic conditions materialize. This action would only be taken should the County be able to save a Net Present Value of 5% of the outstanding principal, consistent with County policy.  Table 2 shows the existing WTD debt. 

Table 2: Outstanding Sewer Fund Debt[footnoteRef:2] [2:  This only includes the WTD’s outstanding sewer revenue bonds and double-barrel bonds.  In addition, there is $300 million outstanding in variable rate debt instruments and some small State revolving fund (SRF) loans and public works trust fund loans. ] 

	Bond Series
	Ordinance
	Date of Issue
	 Original Principal Amount 
	Principal Amount Outstanding

	1999 Series 2
	13650
	1-Nov-99 
	$60,000,000
	$1,125,000

	2001 Refunding
	14225
	28-Nov-01 
	270,060,000
	226,730,000

	2002 Series A
	14406
	14-Aug-02 
	100,000,000
	94,960,000

	2002 Series B
	14406
	3-Oct-02 
	346,130,000
	271,105,000

	2003 Series A
	14406
	24-Apr-03 
	96,470,000
	92,325,000

	2004 Series A
	14753
	18-Mar-04 
	185,000,000
	185,000,000

	2004 Series B
	14753
	18-Mar-04 
	61,760,000
	59,375,000

	2006 Series A
	15385
	16-May-06
	124,070,000
	124,070,000

	2006 (2nd) Bonds
	15385
	30-Nov-06
	193,435,000
	193,215,000

	2007 Bonds
	15758
	26-Jun-07
	250,000,000
	250,000,000

	2005 Series A*
	15033
	21-Apr-05 
	200,000,000
	200,000,000

	2008 Bonds*
	15779
	12-Feb-08
	236,950,000
	236,950,000

	Totals
	 
	 
	$2,123,875,000 
	$1,934,855,000 



* Denotes LTGO bonds sold on behalf of Sewer Fund with full faith and credit of the   County to enhance the interest rate. 

Proposed Motions 2008-0220, 2008-0232 and 2008-0233, which accompanied the proposed ordinance, are drafts of motions that will be used to accept the winning bid or approve a purchase contract for the sale of the bonds. In the case of an actual sale or sales, a revised motion would be prepared for each sale and presented at full Council on the day of the sale. 

ANALYSIS: 
The proposed ordinance would provide the authority (for TWO years from the effective date of the ordinance) for the Finance Manager, in consultation with the County’s financial advisors, to determine the timing and packaging of the sewer revenue bonds to a limit of $900,000,000.  The proposed issuance of new debt is consistent with the rate and capacity charge adopted for 2008. 

It should be noted that with adoption of Ordinance 15757, May 2007, the County has returned to the issuance of 40 year bonds for Wastewater facilities. This is consistent with the policy that capital improvement projects financed with debt are financed over the expected life of the asset. While the Brightwater plant (the primary driver of the Wastewater CIP program) will likely be in service in excess of 40 years, the County’s financial advisor informed the Operating Budget Committee (which is considering the 2009 wastewater rate and capacity charge) that extending a bond sale beyond the 40 year timeframe would not be financially advisable for the County. 

Proposed Ordinance 2008-0219 sets all the terms, definitions, and conditions necessary for the issuance and sale of bonds. The County’s bond counsel prepared the ordinance and motions. The proposed ordinance delegates authority to the Finance Manager to take the necessary steps for the public or negotiated sale of bonds. 

Timing: 
Prior ordinances authorizing bond sales have only extended for a period of one year. This has provided the Council with the ability to examine the market conditions and clearly monitor the issuance of debt on an annual basis. This ordinance presents a change from the status quo. It requests authorization for the Finance Manager to authorize bond sales for a period extending two years from the effective date of the ordinance. 

Currently the Executive is planning three bond sales under this timeframe. There will be an initial sale in July 2008 to repay the interfund loan currently authorized by the Executive Finance Committee and fund the summer and early fall construction period. A second issue will be sold in late 2008 with a final sale in the first or second quarter of 2009. 

While all three of these bond sales would likely occur within a one-year timeframe (assuming County Council approval in late June or July of 2008), the Council may want to consider leaving the two-year provision in the ordinance to provide the additional flexibility that may be necessary to achieve the best market conditions. 




Structure of the Debt: 
In evaluating how to structure such a relatively large amount of new debt, the Executive considered a number of financing options not typically considered for prior wastewater debt issues. 
· Interest Only – under an interest only model, bonds are structured so that there would be only interest payments for the first few years. After that, interest and principal payments would be made over the life of the bonds. This option allows for “smoothing” of debt-service payments over time. If executed properly, this option would allow for WTD to avoid spikes in debt service payments that would have negative effects on the sewer rate. WTD has undertaken these “payment smoothing” practices in the past. The result of this type of financing is higher interest payments over the life of the bonds. During the interest-only period, however, payments would be lower, resulting in a lower sewer rate. 

· Capitalized Interest – the size of the bond issue would be larger than the capital costs so that during the construction period the County would use bond proceeds to pay the interest costs. This has the advantage of timing the beginning of debt service payments with the operational usefulness of the facility. Under this option, the County would make no payments until 2012, after the opening of Brightwater.  This approach has been used with many other County construction projects such as the Courthouse Seismic project and the Kent Pullen Regional Communications and Emergency Coordination Center. 

· Zero Coupon Bonds – under this scenario, the County would sell bonds now, but not make any interest or principal payments for a number of years. This keeps current debt service payments low, but has the disadvantage of increasing, possibly significantly, the total repayment on the borrowing. 

As noted earlier, at the time of the transmittal of this legislation, the Executive had not formulated a final structuring of the borrowings covered by this ordinance. With the transmittal of Proposed Ordinance 2008-0231 (the sewer rate), the Executive included a detailing of the structure of the borrowings planned over the next year. The Executive’s planned financing package is essentially a hybrid of the interest only option and the capitalized interest option listed above. Key elements of the planned debt service are: 
· All debt service will be interest only (principal deferred) through 2013
· Approximately 25% of the interest from the 2008 bonds will be capitalized through mid-2011. 
· Approximately 41% of the interest from the 2009 bonds will be capitalized through mid-2011. 
· Bonds will be repaid over 40 years. 

The structuring of the debt in this manner has allowed the Executive to propose a one-year sewer rate that is $2.76 / month lower than would otherwise be necessary assuming equal repayments on standard bonds. This proposed rate of $30.20 is also lower than the projected monthly 2009 sewer rate presented to the Council when considering the 2008 sewer rate.

There is a cost, however, associated with lowering the sewer rates for the next several years. If you compare the amount of principal and interest required to retire the debt under the Executive’s proposal, rate-payers will be paying an additional $169 million over the 40 year period. 

When looking at these long-term financial decisions, it is also important to consider the time-value of money. The easiest way to make this comparison is through the use of a Net Present Value (NPV) analysis. This type of analysis relies on the fact that a dollar today is worth more than a dollar next year and substantially more than a dollar a number of years from now. The Executive notes that because much of the additional debt service occurs in the later years of the bonds that the NPV of these additional debt service payments is approximately $2.7 million. The Executive also adds that this plan has the added advantage of shifting debt service payments into future years when there will be more rate payers over whom to spread the burden. 

Surety Bonds and Cash Requirements: 
In the past, the County has sized bond issues so that a portion of the proceeds could be placed in a cash bond reserve.  This meant larger bond issues were necessary and higher interest costs were incurred.  By using surety bonds (like an insurance policy), the cash reserves would not be needed.  For the last few years, the surety bond approach has been used.  However, recent changes in the bond insurer market have led to higher fees for surety bonds.  This may mean that the surety bond approach would not be cost effective for 2009.  This would necessitate a return to the cash bond reserve method.  In effect, the County would need to increase the size of bond issues in order to provide sufficient bond proceeds to set aside (in reserve) one year’s worth of bond debt service.  The actual decision between surety bond and cash reserve will be made when the County goes to the market to sell the bonds. If double-barrel bonds were issued, neither a surety policy nor a cash requirement would be necessary. 

Revised Proposal
In initial meetings with executive staff, council staff inquired as to whether the Executive had considered double-barreled bonds for some or all of these borrowings. This would allow the sewer utility to take advantage of the County’s high credit rating on a very large set of borrowings. Staff was informed that prior to transmittal the Executive looked at this issue, but credit spreads (the difference between the expected interest rate for sewer revenue bonds and the expected rate for LTGO bonds) at the time did not warrant that type of arrangement. However, executive staff committed to researching that aspect further so the question could be answered prior to formal Council action. 

Council staff has been informed by executive staff that there is now a sufficient credit spread as to warrant as much as $300,000,000 of double-barreled bonds for 2008. The Executive is working with the County’s financial advisor and bond counsel to prepare a new ordinance that would provide flexibility to allow for either sewer revenue bonds or double-barrel bonds depending on the credit conditions when the borrowings occur. Executive staff have committed to providing a substitute ordinance to the County Council by May 23rd. 

NEXT STEPS: 
Council staff will continue analysis on the ordinance and motions and provide answers to any questions from members. Once the Executive has transmitted a revised ordinance staff will include details on the revised debt issuance package. 

This item is not yet ready for action. 

INVITED:	
Ken Guy, Director, Finance & Business Operations Division
Nigel Lewis, Senior Debt Analyst, Finance Division
Bob Cowan, Director, Office of Management and Budget
David Thompson, Bond Counsel, Preston Gates & Ellis
Rob Shelley, Financial Advisor, Seattle Northwest
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1. Proposed Ordinance 2008-0219
2. Proposed Motion 2008-0220
3. Proposed Motion 2008-0232
4. Proposed Motion 2008-0233
5. Transmittal Letter Dated March 8, 2007
5

O:Budget & Fiscal Management/Hamacher/Sewer Revenue Bonds/2008/2008-0129
