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Metropolitan King County Council

Capital Budget Committee
STAFF REPORT
	AGENDA ITEMS
	3 and 4
	

	DATE:

	August 30, 2006

	PROPOSED No.:
	2006-0280 2006-0281
	
	PREPARED BY:
	Peggy Sanders


SUBJECT:  Proposed Ordinance 2006-0280 would authorize the sale of variable rate bonds in the principal amount of $50 million to Citigroup Global Markets, Inc. Proposed Ordinance 2006-0281 would approve the sale of variable rate bonds in the principal amount of $50 million to Goldman Sachs & Co.
SUMMARY:  Proposed Ordinances 2006-0280 (Attachment 1) and 2006-0281 (Attachment 3) would approve the sale of junior lien variable rate multi-modal bonds in the total principal amount of $100 million.  The proposed bonds are 30 year instruments that will mature in 2036.  They would be issued in two series, each in the principal amount of $50 million.  
Proposed Ordinance 2006-0280 would approve the sale of $50 million of these variable rate multi-modal bonds to Citigroup Global Markets, Inc.  Proposed Ordinance 2006-0281 would approve the sale of the remaining $50 million of these bonds to Goldman Sachs & Co.   Both Citigroup and Goldman Sachs would serve as underwriter and remarking agents for the resale of these bonds at prevailing interest rates to bondholders.
These ordinances would allow the county to issue sewer revenue bonds with a lien on the wastewater system revenues which is junior and subordinate to the lien of parity (“revenue”) bonds and parity lien obligations (“double-barreled”) bonds, but superior to the lien on commercial paper notes.  
Half of the proceeds from the bond sale would be used to provide financing for the Wastewater Treatment Division (WTD) capital improvement program.   The remaining half of the proceeds would be used to pay down the WTD’s outstanding commercial paper notes from a total of $100 million to $50 million. 

BACKGROUND:  Variable rate bonds are part of the financing package used by the WTD to pay for capital improvements for the regional wastewater treatment utility.  The complete package of financing, in order of priority, is as follows:
TABLE 1

SUMMARY OF WTD DEBT

	Type (in order of lien seniority) 
	Current rating (S&P; Moodys)
	Interest Rate: Fixed or Variable
	Legal DSC ratio
	Current interest rate
	Outstanding debt
	2006 debt service
	Term ranges


	Most recent issuance

	Parity (i.e., Revenue) bonds
	AA; A1
	Fixed
	1.15
	5.00%

(New debt)
	$1,167 M
	~$81 M
	30 years
	2005

	Parity Lien Obligations (i.e., Double-barreled bonds)
	AAA; Aa1
	Fixed
	1.15
	4.85%

(New debt)
	$542 M
	~$33 M
	30 years
	2006

	Variable Rate Demand Bonds
	A-1+/ VMIG 1

(Short-term ratings)
	Variable
	1.10
	3.80%
	$100 M
	~$4 M
	28 years

Repriced daily, weekly etc
	2001

	Commercial Paper
	A-1/P-1

(Short-term ratings)
	Variable
	1.00
	4.00%
	$100 M
	~$4 M
	1-270 days
	1997

	State Revolving Fund/Public Works Trust Loans
	N/A (Not publicly traded)
	Fixed
	1.00
	0.50-1.50%
	$114 M
	~$6 M
	20 years
	2006


The transaction that would be approved by this legislation would involve the sale of bonds to an underwriter/remarking agent (Citibank Global and Goldman, Sachs, respectively).  The underwriter/remarking agent would then sell the bonds in the variable bond market for prevailing interest rates.  The Executive anticipates that rates would be readjusted every week for these bonds.

To add to the attractiveness of the bonds to investors, they will be insured through a bond insurance policy and a standby purchase agreement.  The bond insurance policy, to be issued by MBIA Corp. will provide insurance to bond purchasers in the case of default on the bonds by King County.  The standby purchase agreement with KBC Bank provides that KBC Bank will purchase the bonds should market conditions result in a lack of purchasers for the bonds.  While neither of those situations is anticipated, the issuance of the insurance policy and standby purchase agreement provides prospective bond purchasers with additional financial security.

Finally, the bonds will be registered with the Bank of New York, like all county bonds.  The registrar is the entity that keeps track of ownership of the bonds and makes the monthly payments to bond holders.

ANALYSIS:  The Division is seeking to issue bonds in the amount of $50 million to pay for capital improvements for the wastewater treatment utility.  This issuance would be consistent with the sewer rate and capacity charge adopted in 2006.  The accompanying financial plan indicated that the WTD intended to issue up to $50 million in variable rate debt.

In March 2006, the Council adopted Ordinance No. 15386, approving the issuance of Limited Tax General Obligation Bonds (LTG0) in the principal amount of $350 million.  The proceeds from these bonds were intended to fund the WTD CIP and to fund possible refunding of existing debt.  The Council adopted an amendment that lowered the amount of the bond issuance from $500 million to $350 million based, in part, on the fact that the WTD could identify only $80 million worth of projects that would be funded by the bonds and the fact that the Council anticipated a request by the WTD for authorization to issue $50 million in variable rate bonds to fund capital improvements.  
The WTD seeks to issue variable rate bonds rather than long-term fixed rate bonds, because the variable rate bonds provide flexibility and liquidity for financial management.  The Executive has stated that interest rates on variable debt are typically lower than those on fixed rate bonds, resulting in lower debt service costs and lower sewer rates.  Executive staff has advised that, while short-term interest rates have increased sharply over the past year or so, the current cost of variable rate debt (about 3.5 to 4.0%) is still well below the cost of long-term fixed rate debt (5%).  Still, there is more risk to the county involved in variable rate bonds because the division’s debt service costs could increase if short term interest rates rise.

Financial polices for the WTD limit the use of variable rate debt to 15% of the outstanding fixed debt for the utility.  Under the county’s financial policy, the WTD currently can issue up to $250 million of variable debt.  The division has $200 million of variable rate debt outstanding.  With the two bond issuances, $50 million will be added to the division’s overall outstanding variable rate debt, to bring it to the authorized $250 million or 15%.

The remaining $50 million will be used to pay down WTD’s commercial paper.  The commercial paper constitutes a portion of the division’s variable rate debt.  According to the executive staff, the debt service on the variable rate bonds will be slightly cheaper over time than the existing commercial paper.  The difference is unlikely to be more than about .01 or .02 percent over time.  At the same time, variable rate bonds provide more flexibility than commercial paper, including the ability to convert them to other modes such as fixed rate bonds.
STRIKING AMENDMENT:  At the time these ordinances were transmitted, negotiations on the bond sale transactions had not been completed.  Since then, the negotiations are done and the final versions of the ordinances have been forwarded by executive staff.  Striking amendments have been prepared for the proposed ordinances that include the final version of the bond sale agreements (Attachments 2 and 4).
REASONABLENESS:  The Council made the determination in the WTD financial policies that keeping variable rate debt in the amount of 15% of the division’s fixed rate borrowing was a good policy.  The proposed sale of variable rate bonds would result in the WTD’s variable rate debt reaching about 15% of its fixed debt.  In addition, it would allow the WTD to finance $50 million of its capital needs with debt that is less expensive than issuing long-term fixed rate debt.
The WTD would also be able to pay down some of the commercial paper that constitutes a portion of its variable debt.  It is not as clear that refunding this commercial paper would result in significant savings to the division.

However, with both intentions in mind, approving these proposed ordinances authorizing these bonds, as amended, would constitute a reasonable business and policy decision.

INVITED:
Ken Guy, Director, Finance Division
Nigel Lewis, Senior Debt Analyst, Finance Division

Bob Cowan, Director, Office of Management and Budget

Dan Gottlieb, Bond Counsel, Gottlieb, Fisher & Andrews

Rob Shelley, Financial Advisor, Seattle Northwest

ATTACHMENTS:

1. Proposed Ordinance 2006-0280

2. Striking Amendment to Proposed Ordinance 2006-0280

3. Proposed Ordinance 2006-0281

4. Striking Amendment to Proposed Ordinance 2006-0281

5. Transmittal Letter dated June 14, 2006

6. Fiscal Note









-1-
O:\Budget & Fiscal Management\staffreportmaster\Sanders\2006 Staff Reports\2006-0280 and -0281 Sewer Bonds 083006 sr pls.doc


_919829133

