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The Honorable Larry Gossett






September 9, 2011
Chair, King County Council

Room 1200

C O U R T H O U S E 

Dear Councilmember Gossett:

The attached proposed legislation would authorize the issuance and sale of $100 million of Junior Lien Variable Rate Demand Sewer Revenue Bonds (the Bonds) to provide continuing permanent funding for the capital improvement program (CIP) of the Wastewater Treatment Division (WTD).  This proposed ordinance is consistent with the financial stewardship goal in King County’s Strategic Plan and will help provide for the long-term sustainability of County services.
Consistent with the County’s debt management policy adopted by Motion 12660, WTD’s financial plan has long assumed that a portion of its debt will be issued in a variable rate mode.  There are two main benefits that result from the issuance of variable rate debt.  First, it allows WTD to achieve a borrowing cost that historically has been significantly lower than traditional fixed rate debt.  For example, the borrowing cost on WTDs variable rate demand bonds (VRDBs) that were issued in 2001 is currently running at approximately 1.10% as compared to the 4.89% interest rate on the most recent WTD long-term fixed rate debt issue.  While this past performance is not a guarantee for the future, it is reasonable to assume the County will realize some level of interest savings through this approach.  Second, it provides a natural hedge against changes in the investment income that WTD receives on its reserve holdings in the County’s investment pool as interest rates fluctuate.  When interest rates are declining, the resulting lower debt service payments provide an offsetting hedge against lower earnings rates.  With rising interest rates, there are increased investment earnings to offset the higher debt service payments.
WTD’s financial policy limits variable rate debt to 15% of all outstanding fixed rate obligations, and the recently adopted monthly sewer rate of $36.10 for 2012 assumes that a total of $200 million of new variable rate debt will be issued through the end of 2012 in order to maintain WTD’s exposure at approximately this 15% level.  The Bonds will comprise the first of two installments of such borrowing.
Based on the results of a solicitation of banks undertaken this spring, it has been decided that the Bonds should be issued for the initial three years as a direct loan from U.S. Bank, whereby the U.S. Bank will essentially act as the sole investor and take the Bonds into their own portfolio.
There are several significant advantages to this direct loan approach compared to issuing traditional variable rate demand bonds.  First, as proposed, the interest rate on the Bonds will be lower than the combination of the interest rate, the cost of liquidity and/or credit support, and the remarketing fees that the County would incur on a new issuance of traditional VRDBs.  Second, with traditional VRDBs, the County is exposed to the creditworthiness of the bank that provides the credit or liquidity support for the bonds, a deterioration of which can result in significantly higher interest costs.  In the case of this direct loan with U.S. Bank, the interest rate is set at a defined spread to a short-term index and the County is not exposed to such bank credit risk.  Third, the initial costs of issuance will be lower since the County will not need to incur underwriting and credit rating fees and other expenses.
We are not recommending that the Bonds be secured with a pledge of the County’s full faith and credit in addition to a pledge of WTD’s sewer revenues, i.e. double-barreled bonds.  In early 2010, it was advantageous for the County to issue double-barreled VRDBs on behalf of WTD when there was a much wider gap between interest rates on stand-alone sewer revenue bonds relative to interest rates on double-barreled bonds.  The proposals received from the banks this spring revealed a much narrower pricing differential between the stand-alone and double-barreled credits.  Accordingly, it is recommended that the Bonds be issued solely as junior lien sewer revenue bonds, thereby preserving the County’s general obligation debt capacity for a future issuance when credit spreads may again be wider.
If you have questions regarding this proposed legislation, please call Ken Guy, Director of the Finance and Business Operations Division, at 206-263-9254, or Nigel Lewis, Senior Debt Analyst in the Treasury Operations Section, at 206-296-1168.
Sincerely,

Dow Constantine
King County Executive
Enclosures 

cc:
King County Councilmembers




ATTN:  Acting Chief of Staff





        Anne Noris, Clerk of the Council



Carrie Cihak, Director of Policy and Strategic Initiatives, King County Executive 


    Office
Dwight Dively, Director, Office of Performance, Strategy and Budget 



Christie True, Director, Department of Natural Resources and Parks, (DNRP)



Pam Elardo, Director, Wastewater Treatment Division, DNRP



Caroline Whalen, County Administrative Officer, Department of Executive 

    Services (DES)



Ken Guy, Director, Finance and Business Operations Division, (FBOD), DES


Nigel Lewis, Senior Debt Analyst, Treasury Operations, FBOD, DES[image: image1.emf] 
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