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The Honorable Larry Phillips






June 14, 2006
Chair, King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Phillips:

The attached package of proposed legislation, comprised of two separate ordinances, would authorize the issuance of a total of $100 million of new variable rate debt payable from sewer revenues to provide continued funding for the Wastewater Division’s capital improvement program during 2006.  The issuance of variable rate debt is consistent with the Wastewater Division’s adopted financial plan and the proposed 2007 sewer rate.

Currently, the division’s capital plan is predominantly financed using fixed rate bonds, with a smaller portion financed by variable rate debt instruments.  While fixed rate bonds offer long term predictability for debt service costs, it remains prudent to finance a smaller portion of the division’s capital program using variable rate debt.

The principle advantage is that interest rates on variable debt are typically lower than those on fixed rate bonds, which results in lower debt service costs and therefore lower sewer rates.  For example, the county has saved in excess of $16 million in debt service costs over five years by issuing $100 million in variable rate debt in mid-2001 as opposed to issuing additional fixed rate debt.  This level of savings illustrates the relative benefit of variable rate debt when there is a wide gap between short term and long term interest rates over a sustained period of time.
The main risk associated with the variable rate debt is interest rate risk.  For example, if short term interests rates rise, the division’s debt service costs will increase.  This risk, however, is partially mitigated or “hedged” by the fact that the higher debt service costs would be offset by increased short term earnings on the division’s sizable cash balances held in the King County investment pool.

The division’s adopted financial policies currently limit the use of variable rate debt to 15 percent of the outstanding fixed rate debt.  This means the division can issue up to approximately $250 million in variable rate debt.  The division currently has $200 million of variable rate debt outstanding.  Of this amount, $100 million is in the form of commercial paper notes that were originally issued in 1996 and another $100 million is comprised of existing Variable Rate Demand Bonds (VRDBs) that were issued in 2001.

The current plan is to issue $100 million in new variable rate debt.  To remain within the 15 percent limit, approximately $50 million of the proceeds from this new issue will be used to pay down the division’s outstanding commercial paper notes from $100 to $50 million.  Within the next year, it will be advisable to review the 15 percent limit with Seattle Northwest, the county’s financial advisor, to decide whether to adjust the financial policy limits in order to take advantage of the potential savings offered by variable rate debt.  This will be especially important to consider with a widening gap between short term and long term interest rates.

The county’s financial advisor recommended that the new variable rate debt should be issued in the form in “insured” VRDBs.  Accordingly, the proposed VRDBs will be enhanced by a bond insurance policy to be issued by MBIA Corporation and will be supported by a standby bond purchase agreement with KBC Bank.

The proposed VRDBs will be issued in two separate series, each of $50 million, which will be sold to, and subsequently remarketed by, Goldman Sachs and Citigroup respectively.  Each of the two series requires authorization by separate ordinances, which are essentially identical except for the identification of these respective investment bankers.
In order to avoid the need to extend the commitments from MBIA and KBC Bank, the financing plan anticipates that these VRDBs will be issued in early August, which would necessitate council adoption of these ordinances in July.
Because certain terms of the transaction are still being negotiated, it is possible that the ordinances transmitted in this package may need further modification.  However, substitute finalized versions will be available in ample time for committee review in July.

Thank you for your consideration of this request.  If you have any questions please contact Ken Guy, Division Director, Finance and Business Operations Division, at 206-684-1935, or Nigel Lewis, Senior Debt Analyst in the Treasury Operations Section, at 206-296-1168.

Sincerely,

Ron Sims

King County Executive
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Bob Cowan, Director, Office of Management and Budget


Paul Tanaka, County Administrative Officer, Department of Executive Services
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