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STAFF REPORT
SUBJECT:   
One ordinance revising a financial policy in the Regional Wastewater Services Plan regarding short-term, variable rate debt and a motion providing policy guidance on reserves and short-term, variable rate debt for the water quality fund.  
SUMMARY: 

Proposed Substitute Ordinance 2012-0442 (Attachment 1) revises a financial policy of the Regional Wastewater Services Plan addressing debt financing and borrowing: and amends Ordinance 13680, Section 16 as amended, and K.C.C. 28.86.160.   It revises FP-14 to raise the limit on outstanding short-term, variable-rate debt so that it comprises no more than twenty percent (versus fifteen percent in current policy) of total outstanding revenue bonds and general obligation bonds.

Proposed Substitute Motion 2012-0444 (Attachment 2) adopts water quality fund financial policies regarding reserves and debt.  It defines short-term, variable-rate debt.  It provides policy guidance for maintaining a liquidity reserve of at least ten percent of operating expenses plus $5 million in the construction fund. It also provides policy guidance for an emergency capital reserve of $15 million.  It also directs that if these reserves are utilized that subsequent financial plans for the water quality fund will show how the reserves will be restored within five years. And, with regard to short-term, variable-rate debt, the motion affirms that the limit of variable rate debt should be no more than 20 percent of the total wastewater treatment division debt.  The motion also lists the factors that shall be considered, analyzed and reported to the Council at the time any increase in variable-rate debt is proposed by the Executive.

BACKGROUND:

The Financial Policies Work Group (‘FPWG’), chartered by the Regional Water Quality Committee, was a staff based group charged with reviewing the financial policies of the Regional Wastewater Services Plan (which are codified in KCC 28.86.160).  FPWG recommended memorializing policies with regard to “liquidity” and emergency reserves as a component of the Wastewater Treatment Division’s annual financial plan and operating budget based on the decade-long practice of the division that had resulted in strong bond ratings.  FPWG also recommended raising the codified limit on short-term, variable-rate debt (as a proportion of overall debt) as stipulated in policy FP-14 of the Regional Wastewater Services Plan policies.  Additionally, FPWG recommended that these policies be reviewed when the review and update of the RWSP occurs every 5 – 7 years.  The RWQC concurred with the recommendations and requested legislation to implement the changes and provide the policy guidance.
The committee was briefed on a white paper from FPWG (Attachment 3) on ‘Recommendations on Guiding Principles for Reserves and Short-term Debt’ in October 2010 and again in October 2012.   The white paper provides some background (or history) of the financial issue, a discussion of the issue and then the recommendation of the FPWG.  The recommendations were worded as proposed amendments to existing financial policies in the Regional Wastewater Services Plan (RWSP) as currently codified in King County Code.   
Regional Water Quality Committee members concurred with the FPWG recommendations.  But, as committee staff began to develop legislation, legal counsel and other staff provided guidance to adopt financial policies by motion, rather than by ordinance.  Although, the maximum amount of short-term, variable rate debt is limited by a policy and code provision in KCC 28.86.160, and therefore requires an ordinance. 
PO 2012-0442 and PM 2012-0444 were developed, and reviewed and acted on by RWQC in October and November 2012.   They were amended to contain consistent terminology regarding short-term, variable-rate debt throughout the documents. 
ANALYSIS:

Reserve Policies
Current RWSP policy FP-6  requires that King County maintain “a prudent minimum cash balance for reserves, including but not limited to, cash flow and potential future liabilities.  The cash balance shall be approved by the council in the annual sewer rate ordinance”.    The FPWG recommended that the financial policy guidance should be more specific with regard to the amount of ‘liquidity reserves’ and capital reserves in the event of an emergency.   The recommendations and proposed legislation aligns with protocols and practices maintained by the Wastewater Treatment Division for over 10 years now, but have not been previously memorialized.   
Liquidity Reserve for Operating Expenses

The King County Wastewater Treatment Division (WTD) has consistently maintained a liquidity reserve equal to ten percent of operating expenses plus a $5 million minimum balance in the construction fund.  For example, in the financial plan for 2013, the required reserve in accordance with this policy will be $12.2 million equaling 10 percent of projected operating expenses and $5.3 million in the construction fund balance for a total of $17.5 million.

The policies in Proposed Motion 2012-0444 provide guidance that  the minimum cash balance (i.e. reserves)  be sufficient for cash flow and potential future liabilities in an amount equal to ten percent or more of operating expenses plus $5 million (per the current practice).  Furthermore , if the cash balance is drawn down below the minimum  -- steps to replenish the reserve should be taken during the next rate-setting cycle and reflected in the financial plan for the Wastewater Treatment Division.  
Emergency Reserves for Capital Projects

In 2001 an ‘asset management reserve’ was created or established, in part, as a response to the Nisqually earthquake that occurred that year.  There was no specific damage to wastewater facilities, but it was felt that a reserve would be prudent in the case of unexpected facilities failures due to a natural disaster or other emergency.  The intent was to have funds designated that could be accessed and used quickly to make repairs or purchase replacement parts or equipment to restore facilities. It was first referred to in the Official Statement for the 2001A and 2001B Sewer Revenue Bonds as a “disaster reserve”.  This reserve replaced the old ‘betterment reserve’ maintained by Metro. Since 2001, WTD has maintained this reserve at a maximum of $15 million.  

So, in addition to the ‘liquidity reserve’ recommended above, Proposed Motion 2012-0444 also addresses an Emergency Capital Reserve and recommends that it is set at a minimum of $15 million, with interest earnings on the this reserve available for operations, as recommended by FPWG.  If the reserve is drawn down, a replenishment plan should return the reserve to the minimum ($15M) within five years starting with the next rate setting cycle.  
Based on another recommendation from FPWG, Proposed Ordinance 2012-0443,  companion legislation that was referred to RWQC and TrEE amends the ‘reporting’ policies (specified in K.C.C. 28.86.165) to verify, as a part of the periodic reviews of the RWSP, that the specified reserve amounts are applicable in future years.   
FINANCING AND DEBT POLICIES

The financial policies for the Wastewater Treatment Division and Water Quality Fund were/are intended to be for the long-term.  The policies have essentially remained unchanged since adopted in 2001, while financial instruments and practices have matured and changed.   The FPWG review presented an opportunity ensure that the short-term, variable-rate debt policy is relevant to today as well as being viable for the longer term.  The primary advantage of short-term, variable-rate debt is that it can, when properly managed, result in savings for the utility and ratepayers.  

Variable Rate Demand (‘Short Term’) Bond Limits
When the financial policies for WTD were adopted in 2001, the use of short-term debt was limited to “no more than fifteen percent of total outstanding revenue bonds and general obligation bonds” (K.C.C. 28.86.160 FP-14).  The County’s financial advisor notes that this is a “conservative policy in that it is a percentage of fixed rate debt instead of overall debt of the utility and it doesn’t net out any short-term assets (reserves, ongoing fund balances) that the utility has on its books.”  He believes it “was seen as an initial conservative step that would be revisited once the utility had established a track record with variable rate debt.”

WTD now has a track record of successful use of short-term debt that has resulted in savings to the utility and to ratepayers.  The primary advantages of the use of short-term variable-rate debt are to lower the overall cost of capital to the utility and to act as a hedge against investment rates on any of the utility’s short-term investments.

With fifteen years of successful use of short-term debt WTD and King County’s financial advisers have posited that increasing the limit to 20 percent would provide greater flexibility to the utility in the long-term to utilize this method of financing when opportunities arise and certain conditions are met.

Proposed Ordinance 2012-0442 revises K.C.C. 28.86.160 FP-14 to allow outstanding short-term debt to comprise no more than twenty percent of total outstanding revenue bonds and general obligation bonds (Attachment 1).  
The preamble of the Proposed Ordinance 2012-0442 and the policy guidance in Proposed Motion 2012-0444 notes that the following factors should be considered, analyzed and reported to the Council any time King County considers increasing the percentage of short-term debt:
1. The difference in yields of variable rate bonds compared to fixed rate bonds;

2. An estimate of potential risk and ability to manage the variable rate debt, including monitoring market conditions;

3. The total costs of issuing variable rate debt; 

4. The need for an externally provided liquidity facility; and

5. Strategies for long-term financing and debt management. 
This guidance for review is intended to ensure that utilizing additional variable-rate debt has been well considered within the over debt profile of the agency.

Related Legislation
Proposed Motion 2012-0263 (Motion 13764), adopted by the Council in November, 2012 sets fund balance policies for the management of county funds.    The new general reserve policies established by this motion call for all King County operating funds to aim to establish an ending fund balance of zero unless stipulated elsewhere, such as would be accomplished by this legislation.  “Fund-specific financial policies identify various funds that have policies on maintaining reserves, set-asides and other fund balances” (such as the water quality fund) – and approved motions and code requirements shall determine acceptable reserve levels if conflicting with the general reserve policies.  Per Motion 13764, the Office of Performance, Strategy and Budget, in consultation with departments and Council shall periodically review fund balance accumulations and the uses thereof.  
REASONABLENESS

It is a reasonable and prudent business decision for the committee to take action on Proposed Substitute Ordinance 2012-0442 and Proposed Substitute Motion 2012-0444 at this time.
ATTACHMENTS:
1. Proposed Ordinance 2012-0442.2
2. Proposed Motion 2012-0444.2
3. Financial Policies Work Group Recommendations on Guiding Principles for Reserves and Short-term Debt

