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January 21, 2009


MEMORANDUM

To:  Ken Guy, Director, King County Finance and Business Operations Division

From: Rob Shelley, Senior Vice President, Seattle-Northwest Securities

Re: Issuance of variable rate LTGO bonds


As we’ve discussed in the past, I believe that including some amount of variable rate debt as a component of the County’s Current Expense Fund-backed LTGO bonds would be prudent.  The main reasons for this are two-fold; first, it allows the County to achieve a borrowing cost that historically has been quite a bit lower than traditional fixed rate debt and second, it provides the County with a natural hedge against any fluctuation in the earnings on short-term investments within the Current Expense Fund.

Lower Borrowing Cost
As indicated in the graph below, interest rates on variable rate tax-exempt bonds (represented by the SIFMA index) have historically been significantly below corresponding fixed rate tax-exempt bonds.  This is primarily due to the fact that in almost all situations the tax-exempt yield curve is positively sloped, meaning that investors demand a higher return the longer they lend an issuer their money.  An investor can sell its variable rate bonds back with just a week’s notice so this type of investment is at the very short end of the yield curve and therefore warrants the lowest borrowing cost in any given interest rate environment. 
 
[image: ]

Additionally, the fifteen-year average for variable rate resets has averaged just under 3.00% which is more than 150 basis points below where the County could sell a 20-year fixed rate bond issue in today’s market.  While the past performance of this sector of the market is no guarantee that the County will experience similar results on its upcoming issue, it is reasonable to assume that the County will realize some level of interest rate savings through this approach.

Asset/Liability Hedge
Historically, the Current Expense Fund has carried significant fund balances.  Due to cash flow requirements over the course of the year, these balances must remain liquid and therefore are invested in short-term investments through the King County Investment Pool.  The earnings rates on these funds have fluctuated dramatically over the last several years.  In mid-2007, the rate on the KCIP was over 5.00% but as short-term investment rates have plummeted over the last 18 months the Pool rate has fallen below 3.00%.  This drop in investment rates has reduced revenues available to the Current Expense Fund.  By issuing variable rate debt, the County establishes a liability, the cost of which will fluctuate similarly to the rates on short-term investments held by the KCIP.  This creates an asset/liability hedge where investment revenues and debt service expense should generally move in tandem.  Due to this offsetting effect, the County would be indifferent regarding the level of short-term interest rates for the portion of the investment portfolio that is hedged and this helps provide more certainty on the budget front.  The average balance in the Current Expense Fund is over $100 million so the $50 million issuance currently contemplated would be well within the amount that could be hedged utilizing this strategy.

The rationale detailed above for utilizing variable rate debt would apply for the current or any future County LTGO issue.  That being said, the upcoming bond issue is primarily for projects associated with the Current Expense Fund.  This is not always the case so this issue may be the best opportunity to target the projected benefits associated with issuing variable debt to the Current Expense Fund.  For this reason, along with those discussed above, I recommend that the County consider issuing its upcoming $50 million LTGO bond issue as variable rate debt.

Please call me if you should have any questions.

Cc: Nigel Lewis, King County Finance and Business Operations Division
       Bill Starkey, Seattle-Northwest Securities Corporation
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