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STAFF REPORT
SUBJECT:

Proposed Ordinance 2009-0055 would authorize the issuance of $90 million in additional bonded debt for King County. These bonds would be issued to retire an existing bond anticipation note that was used to provide interim financing for projects that were generally backed by the County’s general fund, and to provide permanent financing for completed projects. The proposal would allow the Executive to issue either fixed rate or variable rate bonds to satisfy these obligations. 
BACKGROUND:

Limited Tax General Obligation Bonds:
LTGO bonds (also known as council manic bonds) are the 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.
Bond Anticipation Notes: 
Bond Anticipation Notes (BANs) are issued by the County to serve as a “line of credit” or short-term loan, pending the issuance of bonds to cover long-term debt financing. The use of BANs during the construction process allows the County to be more precise with the aggregate amounts issued when the projects are converted to long-term financing. This short-term financing could also be provided by way of interfund loans.  However, BANs are preferred in lieu of interfund borrowing due to lower interest rates.

BANs are typically issued with a one-year maturity. If the short-term financing is needed for longer than one year, the initial series of BANs are retired through a subsequent issuance of BANs. This process can be repeated until the capital project is complete and the limited tax general obligation (LTGO) bonds for permanent financing are sold.  

Fixed Interest Rate Debt:
The County typically issues bonds with a fixed interest rate whereby the bonds are issued for an extended period of time (usually 20-30 years) at an interest rate that is fixed at the time of the sale. The clearest comparison is to that of a home mortgage where the homeowner pays equal installments over the life of the loan. 

Variable Rate Debt: 
An alternative type of bonds is known as variable rate bonds. These are bonds in which the interest rate charged to the county as the issuer is tied to an index of other variable rate municipal bond issues. These bonds have an interest rate that can reset weekly, but may offer substantially reduced interest payments. Use of some amount of variable rate debt, especially in times of very low short-term interest rates, is considered an effective tool to reduce the overall costs of borrowing. 
Refunding Bonds
When bonds are issued, they include a “call date” or a date on which the county can pay off the bond early. With most County bonds this is after ten years. The County can also use a process called advanced refunding to take full advantage of good market conditions. When advanced refunding occurs, refunding bonds are sold. The sale is structured so that bond proceeds of the new bonds, including interest to be earned on investment of the proceeds, are sufficient to pay off the “old” bonds at the call date. The proceeds are placed into an escrow account.  When the call date is reached the original bonds are paid off from the escrow account and the county is left with a smaller debt service payment. The County’s current financial policies dictate that a minimum of 5% present value savings be achieved before an advance refunding can occur. There is no such requirement for current refunding (refunding of a bond which has already reached its call date). This ordinance includes authority to refund some remaining outstanding bonds associated with construction of the Issaquah Courthouse. If our financial goals cannot be met, the County would simply not refund these bonds. 

SUMMARY:


Proposed Ordinance 2009-0055 increases the amount of authorized bonded indebtedness under the Bond Anticipation Note (BAN) program from $170 million to $210 million. This will enable permanent financing for completed projects and allow the county to end our current BAN program that has been used for several years to provide for interim financing while projects are under construction. This additional $40 million of debt capacity plus replacement of a $50 million of expiring BAN in March will lead to the issuance of $90 million of additional debt for the County. Currently the Executive intends to meet those needs through a $50 million variable rate bond sale and a $40 million fixed rate bond sale. 
Proposed Motions 2009-0056 and 2009-0057, which accompanied the proposed ordinance, are drafts of a typical motion that would 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. Currently the Executive intends to use one of the motions for the variable rate bond sale and the other for the fixed rate bond sale. 
ANALYSIS: 

The County began its BAN program after the Nisqually earthquake when major repairs to the Courthouse and the construction of the Kent Pullen RCECC were needed. Over the years, the County has expanded the BAN Program to provide interim financing for major general fund obligation capital improvement projects. This ordinance effectively ends the BAN program by providing permanent financing for all the currently authorized projects covered by the BAN. The projects contained within the BAN program are included in Table 1. 
Table 1: Projects in the BAN Program

	Previously Bonded
	Cost in $m

	Kent Pullen RCECC
	29.4

	North Rehab Facility
	1.5

	Courthouse Seismic
	83.3

	Courthouse Lobby Improvements
	1.0

	Orcas Building Acquisition & TIs
	3.5

	PAO 4th Floor Courthouse Move
	1.5

	Pedestrian Tunnel
	3.8

	Skybridge Feasibility Study
	0.1

	 
	 

	Currently BAN-financed
	 

	Jail Health & ISP
	43.5

	Chinook Furnishings
	5.2

	 
	 

	New Projects
	 

	Elections Building Acq & TIs
	26.4

	Courthouse South Entry Analysis
	0.4

	NCOB LEED Certification
	0.2

	Admin Building Replacement
	0.6

	Work Source Relocation
	0.2

	Chinook Building Technology
	1.3

	Passage Point
	4.1

	 
	 

	Refunding
	 

	Issaquah Court House COPs
	4.0

	 
	 

	TOTAL
	210.0


To Finance these projects the county has used BANs and has also issued permanent financing to cover much of the costs. The previous bond issues are included in Table 2. 

Table 2: Previous Permanent Bonds

	Issue Date
	Total in $m

	2003
	27.6

	2004
	82.4

	2007
	10.7

	 Proposed for Feb 2009

	50.0

	Proposed for Apr 2009

	40.0

	Total
	210.7


Proposed Ordinance 2009-0055 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. 

The ordinance also adds the projects listed as “new projects” in Table 1 to the list of authorized projects to be covered by the BAN Program and authorizes permanent debt to be issued to support their costs. 

Authorization for issue of $90 million

The Executive’s current plan is to issue this $90 million in two series. The first, in February, would be a $50 million variable rate bond sale. The second series would be a $40 million fixed rate sale in April. 

While this is currently the Executive’s plan, the ordinance effectively authorizes the finance director to issue $90 million in any mix of variable or fixed rate debt. To restrict the amount of variable rate debt that could be issued would require an amendment. 
Recommendation from the County’s Financial Advisor
The County’s financial advisor, Seattle Northwest Securities, has recommended that some amount of variable rate debt exposure is a prudent step. His recommendations are included as Attachment 6 and are summarized below. 

· Lower Borrowing Costs: the interest rates on variable rate debt have historically been significantly below those of fixed rate debt. 

· Asset/Liability Hedge: this bond issue is primarily backed by the county’s general fund. This issue can be used to hedge the reduced interest earnings from the investment pool. 

To expand on these points, currently the Executive is estimating that the variable rate debt issue may be sold at as low as 1% interest. Currently, the Executive is also estimating that the fixed rate portion of this sale will be sold in the 4.75% range. This essentially means that the spread between the two issues will be between 300 and 400 basis points. It is unlikely, at least in the short-term, that interest rates would spike that high and “catch-up” to the long-term rates. 
In the event that they do start to increase, the county’s investment pool would likely also begin to see higher earning on its investments, effectively reestablishing what had been a fairly reliable revenue source for the general fund. While it is true that the county would earn those higher interest rates regardless of whether we had outstanding variable rate debt issues, the fact that there is an existing and invested cash balance effectively allows the county to save on interest earning while rates are very low. 

Variable rate bonds mature and are re-priced each week. If an environment of increasing interest rates becomes a reality, the county always has the option of ending the variable rate bond program and converting these bonds to fixed rate debt. 

Inclusion in the Debt Management Policy
The County’s debt management authorizes the County to issue variable rate debt. This policy was adopted by Motion 12660 in December of 2007. The specific language in the debt management policy is included below: 

“The county may issue variable rate debt in order to lower the cost of borrowing and, in accordance with the principles of asset-liability management, to reduce the county’s exposure to changes in interest rates.”
The debt management policy does not specify an appropriate level of variable rate debt. However, the Executive is currently estimating that the first-year debt service payments on the variable rate debt would be approximately $2 million (if a 1% interest rate is achieved). By adding this amount to the existing debt service payments and including the $40 million of fixed rate debt, the annual debt service payments for 2010 would be approximately $24 million leaving King County’s 2010 exposure to variable rate debt at approximately 8.5%. This does not appear to “over-expose” the general fund to variable-rate debt. This calculation is shown in Table 3.  

Table 3: General Fund Exposure to VR Debt

	Debt Service Payment
	 

	Annual Debt Service Payments

	24,192,359

	Estimated variable rate debt service
	2,052,523

	as a % of total
	8.5%


Potential First Year Savings

As noted previously, the greatest advantage to issuing variable rate debt is the potential for interest savings. Currently, if the county followed past-practice and just issued the full $90 million as 20-year fixed rate bonds the annual debt service payments would be approximately $7 million per year, this is shown in Table 4. 

Table 4: Fixed Rate Debt Service Estimate
	Interest Rate
	Debt Service on $90m

	5.25%
	$7,375,705

	5.00%
	$7,221,833

	4.75%

	$7,069,542

	4.50%
	$6,918,853


However, by mixing the $90 million between variable rate and fixed rate, the County may be able to achieve significant savings, especially in the initial years of the bond issue. Table 5 shows the potential savings achieved by using variable rate debt at two variable interest rates. At the time of transmittal the interest estimate was 2.25%
 for the variable rate debt, so that calculation is included in Table 5. Also included is the current estimate of 1.00% interest. You will note that the savings could be as high as $1.875 million or as low as $1.250 million depending on the actual interest rates on the day of the sale. 

Table 5: Potential Savings from VR Debt

	VR %
	FR Payment
	VR Payment
	Total DS
	Savings

	2.25
	3,142,019
	2,677,523
	5,819,542
	$1,250,000

	1.00
	3,142,019
	2,052,523
	5,194,542
	$1,875,000


Timing
As noted earlier, there is a $50 million BAN which expires March 1st.  In order for the County to be in receipt of enough cash to retire this BAN, a bond sale is necessary in February. The Executive has requested action on this item prior to the end of January in order to meet those timelines. 
REASONABLENESS: 

Proposed Ordinance 2009-0055 provides financing for projects previously approved for construction by the County Council. The introduction of variable rate debt into the county’s portfolio is consistent with the adopted debt management policy and recommended by the County’s financial advisor. For these reasons, adoption of this ordinance appears to be a prudent business decision.  

Proposed Motion 2009-0056 and 2009-0057 are draft sale motions typical of what will be brought to the Council for final approval on the day of the bond sale. The Committee should pass these motions without recommendation because the final details of the sale are not yet known. 

INVITED:


Ken Guy, Director, Finance & Business Operations Division

Nigel Lewis, Senior Debt Analyst, Finance Division

Bob Cowan, Director, Office of Management and Budget

Rob Shelley, Financial Advisor, Seattle Northwest

ATTACHMENTS:
1. Proposed Ordinance 2009-0055
2. Proposed Motion 2009-0056

3. Proposed Motion 2009-0057

4. Transmittal Letter Dated January 15, 2009
5. Fiscal Note
6. Letter from Rob Shelley, Seattle Northwest Securities
� Ordinance 2009-0055 proposes that this amount be issued as variable rate debt. 


� Ordinance 2009-0056 proposes that this amount 


� Per Current Expense Fund Debt Service Scheduled provided by OMB as part of the 2008 budget process. 


� This is the current interest rate estimate. 


� There was significant lag-time between when the 2.25% interest was estimated in September and when the Council received the legislation on January 15th. 





PAGE  
4

