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November 3, 2009

The Honorable Dow Constantine

Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Constantine:

The attached package of proposed legislation is associated with variable rate financing for the Wastewater Treatment Division’s (WTD) capital improvement program.  There are two new bond ordinances that would authorize the issuance and sale of two new series of variable rate demand bonds in the total amount of $100 million (the “Bonds”) to provide continuing permanent funding for WTD capital projects.  Also enclosed are technical adjustments to the language of two existing ordinances involving $100 million in variable rate bonds previously issued in 2001 (the “2001 Bonds”).  It is critical that the council take action on the ordinances prior to year-end in order to take full advantage of the anticipated fiscal benefits.
Consistent with the county’s debt management policy adopted by Motion 12660, WTD’s financial plan has long assumed that a portion of its debt will be issued in a variable rate mode.  There are two main benefits that result from the issuance of variable rate debt.  First, it allows WTD to achieve a borrowing cost that historically has been significantly lower than traditional fixed rate debt.  For example, WTD has already benefitted from a 2% average interest rate on the 2001 Bonds as compared to a recent WTD long-term fixed rate debt issue with borrowing costs at 5.21%.  While this past performance is not a guarantee for the future, it is reasonable to assume the county will realize some level of interest savings through this approach.  Second, it provides a natural hedge against changes in the investment income that WTD receives on its substantial reserve holdings in the county’s investment pool as interest rates fluctuate.  When interest rates are declining, the resulting lower debt service payments provide an offsetting hedge against lower earnings rates.  With rising interest rates, there are increased investment earnings to offset the higher debt service payments.
WTD’s financial policy limits variable rate debt to 15% of all outstanding fixed rate obligations, and the recently adopted monthly sewer rate of $31.90 for 2010 assumes that a total of $200 million of new variable rate debt will be issued through the end of 2010 in order to maintain WTD’s exposure at approximately this 15% level.  The Bonds will comprise the first of two installments of such borrowing.
The previous issues of variable rate debt that have been issued on behalf of WTD have been supported solely by the revenues of the sewer system.  In response to the turmoil in the credit markets over the past few years, however, the county has decided to instead issue the Bonds as double–barreled limited tax general obligation (LTGO) variable rate demand bonds.
The county has previously issued several series of fixed rate bonds on behalf of WTD as double-barreled LTGO bonds.  Being backed by the full faith and credit of the county, such fixed rate bonds bear interest rates that are between 20 and 30 basis points lower than comparable stand-alone revenue bonds and also avoid the need for a debt service reserve.  This, however, will be the first time that WTD’s variable rate debt will be issued as double-barreled bonds since the benefits to WTD by so doing are considered to be even more substantial due to recent changes affecting the variable rate debt market. 

Specifically, with the additional backing of the county’s very strong LTGO credit ratings, there will be no need to purchase credit support on the Bonds as has been necessary on previous stand-alone issues of variable rate demand sewer revenue bonds.  However, liquidity support with a financial institution will still be needed since investors have the option of selling the Bonds back to the county with seven days notice.  Avoiding credit support on variable rate demand sewer revenue bonds is estimated to save between 50 and 75 basis points in all-in debt service costs annually on the Bonds (i.e. a savings of $500,000-$750,000 per year on the Bonds).   
Based on a solicitation of banks this spring, to which the county received four responses, the liquidity support for the Bonds will be provided in the form of a standby bond purchase agreement with State Street Bank.  State Street Bank’s pricing of 75 basis points annually for a 3-year agreement is considered to be very favorable in today’s market, and, reflecting its current relative financial strength, bonds backed by State Street Bank are very well received in the municipal market.  Draft copies of this standby bond purchase agreement in substantially final form are included as an attachment to each of the ordinances.  The ordinances delegate authority to the Finance Director, Ken Guy, to approve and execute final versions of the agreement.
The two series of the Bonds will be sold to Goldman Sachs and Citigroup Global Markets respectively and these firms will act as the remarketing agents for the variable rate Bonds.  Draft copies of the agreements with each of these firms to purchase and remarket the bonds in substantially final form are also included as attachments to each of the ordinances.  Again, the ordinances delegate authority to the Finance Director to approve and execute final versions of these agreements. 
It is considered important that the Bonds are sold in December in order to avoid WTD having to request an interfund loan from the county’s investment pool at year-end.  Furthermore, State Street’s pricing for the Bonds was predicated on a sale in 2009 and a delay of the sale into 2010 may potentially result in State Street Bank increasing the pricing it has proposed for the liquidity support for the Bonds.
It should be noted that, while these two ordinances and attached agreements are all considered by Executive staff, bond counsel, and the financial advisor to be in substantially final form, there is a possibility that the rating agencies may request certain changes be made during their review of the financing. 

The package of proposed legislation also includes two other ordinances that would respectively amend Ordinances 14171 and 14172, which in combination authorized the 2001 Bonds.  These proposed amendments represent technical adjustments to the underlying ordinances that have been recommended by the financial advisor and bond counsel as being necessary to ensure that the 2001 Bonds can continue to be rated and successfully marketed.  
On the strength of their being backed by a letter of credit from Helaba, a German landesbank, the 2001 Bonds are rated Aaa and AAA by Moody’s and S&P respectively.  As a result of changes in the variable rate bond market the standard bond document requirements of the rating agencies have changed since 2001.  Currently, the rating agencies require specific references to the timing of certain payments involved in variable rate transactions and the 2001 Bond ordinances are silent in this regard.  The proposed amendments will bring the 2001 Bond ordinances current with today’s practice and into compliance with current rating agency requirements.  
It is important to have these changes in place before year end in order to ensure favorable capital treatment for Helaba regarding their commitment to provide the letter of credit backing for the 2001 Bonds.  Without this favorable capital treatment, Helaba may not be interested in continuing to provide such credit support for the 2001 Bonds when their agreement is up for renewal in early 2010, which would force the county to pursue alternative options that would certainly be significantly more expensive.

We respectfully request your action on these ordinances no later than in December 2009.  If you have questions regarding this proposed legislation, please call Ken Guy, Director of the Finance and Business Operations Division, at 206-263-9254, or Nigel Lewis, Senior Debt Analyst in the Treasury Operations Section, at 206-296-1168.
Sincerely,

Kurt Triplett
King County Executive

Enclosures 

cc:
King County Councilmembers



ATTN:  Tom Bristow, Interim Chief of Staff




  Anne Noris, Clerk of the Council




  Frank Abe, Communications Director


Beth Goldberg, Deputy Director, Office of Management and Budget 
Christie True, Director, Wastewater Treatment Division, Department of Natural 
   Resources and Parks
Bob Cowan, Acting County Administrative Officer, Department of Executive 
    Services (DES)

Ken Guy, Director, Finance and Business Operations Division (FBOD), DES


Nigel Lewis, Senior Debt Analyst, Treasury Operations Section, FBOD, DES[image: image1.wmf] 
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