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April 10, 2008
The Honorable Julia Patterson, Chair

King County Council

Room 1200

C O U R T H O U S E

Dear Councilmember Patterson:

This letter requests the council’s authorization for up to $1.1 billion in sewer revenue bonds and provides an initial indication of how various financing options will impact debt service payments and projected sewer rates.

Proposed Bond Ordinance

Enclosed is a proposed Bond Ordinance that would authorize the issuance of up to $1.1 billion of sewer revenue bonds (the “Bonds”).  Of this total amount, up to $900 million would be used to generate new money to provide continued funding for the Wastewater Treatment Division’s (WTD) capital improvement program through the end of 2009.  The remaining $200 million of the requested authorization would be utilized to refund certain outstanding sewer revenue bonds if interest rates permit the county to achieve its savings targets for such transactions. 

The need for such a large volume of new borrowing is driven by the fact that 2008 and 2009 will be the peak years for expenditures for the construction of the Brightwater treatment plant and conveyance systems.  This large volume of proposed sewer revenue bond issuance is consistent with WTD’s financial plan that supported the adopted 2008 monthly sewer rate of $27.95.
In the past, borrowing authority on behalf of WTD has always been requested on an annual basis in an amount that would cover just one year’s worth of anticipated capital expenditures.  This year, however, expanded authorization over two years is needed to more easily respond to rapidly changing market conditions.  In the past few months, there have been unexpected and significant increases in interest rates for long term municipal bonds due to a continuation of the sub-prime crisis and uncertainties concerning the viability of bond insurance companies.  These increases are believed to be short term, but there is no way of knowing if or when rates will decline. Authorizing the issuance of the entire amount of Bonds needed through 2009 will provide the county enhanced flexibility to obtain more favorable borrowing rates if or when market conditions permit.  
It is currently anticipated that the $900 million of Bonds to generate funds for the capital improvement program would be issued in multiple series on either a competitive or negotiated basis within two years of the effective date of the ordinance.  The first sale under this authorization is expected to take place in June 2008, with tentative plans for a second sale in the fall of 2008 and a third sale in the spring of 2009.  By issuing the Bonds in this manner, at the time that funds are actually needed for construction, the division will avoid incurring long-term interest expense until it is necessary to do so.  This multiple sale approach over two years also allows the division to average its borrowing cost across several sales and corresponding market conditions instead of counting on receiving favorable interest rates at a single point in time.
In January 2008, WTD requested and received approval to interfund borrow up to $150 million through the end of May.  The interest rate situation is being monitored closely and WTD is likely to request additional interfund borrowing authority to carry the capital program until later in 2008, while waiting for the interest rate situation to become more stable.  As of the end of February, WTD’s interfund borrowing level was at $28 million.  
It is important to note a change from recent bond authorization requests regarding the funding of the debt service reserve requirements.  For recent sewer revenue bond sales, it has been cost-effective for the county to purchase surety policies from bond insurance companies instead of the earlier practice of selling additional bonds in order to fund with cash the incremental reserve requirements.  Due to significant recent changes in the bond insurer market, however, this option may not be cost-effective for future sales.  To allow for this possibility, the amount requested in this ordinance has been increased so that the county could generate the additional bond proceeds needed to fund the required reserve with cash. 
The exact terms of the Bonds will be established by the finance director in consultation with the county’s financial advisor and confirmed by the council in separate Sale Motions to be adopted on the days of the sales.  Three drafts of Sale Motions are also included in this legislative package for prior committee consideration.
Impact of interest rates
Since February 2008, interest rates on long-term municipal bonds have increased by approximately 75 to 100 basis points in an extremely volatile market.  The duration of these higher interest rates is difficult to predict but has a significant and adverse impact on borrowing costs.  Table 1 presents the monthly sewer rates associated with the 2008 adopted budget financial plan as adopted in November of 2007 and as they would be with the current interest rates. This shows that if nothing else changed in the underpinnings of the financial plan, the sewer rate proposed for 2009 would be $34.28.  We will be doing all we can to reduce this amount before we transmit the sewer rate on April 17th.  One of the key mechanisms we will use is an evaluation of financing options that can smooth the projected rate increases.
	Table 1 Wastewater Treatment Division 2008 Adopted Budget 


	 Rate Projections 2009 - 2012


	 

	 

	 

	 

	 

	 


	Scenario

	2008 

	2009 

	2010 

	2011 

	2012 


	 

	 

	 

	 

	 

	 


	2008 Adopted Budget

	 

	 

	 

	 

	 


	 

	 

	 

	 

	 

	 


	2008 Adopted Budget Baseline

	$27.95 

	$32.97 

	$35.77 

	$37.62 

	$39.03 


	annual %ch

	 - - -

	18.0%

	8.5%

	5.2%

	3.7%


	Bond interest rate assumption

	5.00%

	5.00%

	5.25%

	5.25%

	5.25%


	 

	 

	 

	 

	 

	 


	2008 Adopted Budget (higher interest) /1/
	$27.95 

	$34.28 

	$36.83 

	$38.90 

	$40.32 


	annual %ch

	 - - -

	22.6%

	7.4%

	5.6%

	3.7%


	difference from Baseline

	 - - -

	$1.31

	$1.06

	$1.28

	$1.29


	Bond interest rate assumption

	5.65%

	6.00%

	6.00%

	6.25%

	6.25%


	 

	 

	 

	 

	 

	 


	 

	 

	 

	 

	 

	 


	/1/ These projections reflect the 2008 adopted budget financial plan with current interest rate    assumptions. No other changes are included.

			 

	 

	 

	 



	

	


Financing Options

The basic bond financing options being considered for these Bonds are described below.  Each option can be used to varying degrees to smooth out projected rate increases associated with major capital construction projects.
1)   Interest-Only Option:  The bonds are structured so that there would be interest-only payments for the first few years and then amortized principal and interest payments over the remaining life of the bonds.  Recent sewer bond issues have been structured in this manner in order to smooth out WTD’s future debt service obligations that would otherwise have peaked prior to 2015 and then significantly dropped off after 2015 when the original term of the component agency agreements would have expired.  Specifically, the repayment of principal has been delayed until after 2015 for all of the bonds issued since 1999 to finance the WTD capital program, a total of $960 million.  
2)   Capitalized Interest Option:   The bond issue would be sized so that excess bond proceeds would be used to pay interest during project construction.  For example, there would be capitalization of interest payments during the time period the Brightwater project is under construction and then principal and interest payments over the remaining life of the bonds.  
3) Zero Coupon Option:  The bond issue would be sized so that the county makes no interest or principal payments for a certain number of years and then makes both principal and interest payments over the remaining life of the bonds.  The main difference over the second option is added flexibility for reshaping debt service payment patterns.  However, this added flexibility does come at a cost of a higher borrowing rate.
For illustration purposes, Attachment A summarizes the potential rate and debt service impacts of each financing scenario using current market interest rates and applying these different financing scenarios to just the first bond sale under this authorization.  These projections assume that first bond issue, representing $351 million of the $900 million authorization requested for the capital plan, is sold in July 2008.  These financing scenarios are compared to two baseline projections:  (1) the baseline projection consistent with WTD’s financial plan adopted from November last year; and (2) an updated baseline projection reflecting the impacts of recent interest rate changes.  Each financing option will be discussed in more detail during the upcoming sewer rate review and adoption process.
Thank you for your consideration of this request.  If you have any questions regarding these proposed bonds, please contact Ken Guy, Director, Finance and Business Operations Division at 263-9254 or Nigel Lewis, Senior Debt Analyst in the Treasury Operations Section, at 
296-1168.

Sincerely,

Ron Sims

King County Executive
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