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Metropolitan King County Council
Budget and Fiscal Management Committee

STAFF REPORT

	Agenda Item:
	9
	Name:
	Mike Reed

	Proposed No.:
	2019-0049
	Date:
	April 23, 2019



SUBJECT

Authorizing the issuance of variable rate junior lien sewer revenue refunding bonds and multi-modal limited tax general obligation refunding bonds, and revising the responsibility of the Finance Director in the refunding of variable rate bonds.  

SUMMARY

The Council has authorized the sale of variable rate debt for the Wastewater Treatment Division capital program. Those authorizations typically provide for a 30-year maturity for the debt, by which full payment of principal and interest must occur.  The sale of variable rate debt utilizes a variety of instruments, such as Variable Rate Demand Bonds (VRDBs), commercial paper, or bank loans that typically provide for terms of three years, after which the debt package is either extended or “refunded”. The authorizing legislation includes a variety of sale conditions under which the sales may occur.  The Executive indicates that some of those conditions are appropriate for updating, and has recommended allowing greater flexibility for the Finance Director (Director of the Finance and Business Operations Division) in the management of those sales. 

Proposed Ordinance 2019-0049 would 1) authorize the “refunding” of existing or new variable rate debt; and 2) increase the authority of the Finance Director in completing such refunding, delegating the authority to replace a “credit facility”, a “liquidity facility”, and bondholder agreements to the Finance Director.  Currently, those parameters are specified in the authorizing ordinance, requiring new legislation when they are changed.  

BACKGROUND 

Context
Proposed Ordinance 2019-0049 effects certain revisions in conditions for the sale of specific types of debt.  In describing the effect of these revisions, this staff report will discuss the types of debt, the purpose of the debt, proposed revisions in bond sale conditions, and policy implications.  

The Wastewater Treatment Division manages a capital budget of over $1.2 billion biennially (including debt service), among the largest in county government.  The asset value of the Division’s capital plant, including treatment plants, pumping and regulator stations, interceptors, combined sewer overflow facilities, and other facilities, is over $4 billion according to the Moss Adams Independent Audit[footnoteRef:1]   [1:  Report of Independent Auditors and Financial Statements, Moss Adams; Water Quality Enterprise Fund 2017 and 2016 https://www.kingcounty.gov/~/media/depts/dnrp/wtd/about/Finances/AnnualStatements/2017_FinancialStatements_KingCountyWTD.ashx?la=en] 


The agency’s capital program has historically been funded primarily by the sale of bonds, consistent with Wastewater Financial Policies provided for in King County Code:

28.86.160 Financial policies FP-13:  The wastewater system’s capital program shall be financed predominantly by annual staged issues of long-term general obligation or sewer revenue bonds, provided that… (requirements for utilization of available grant funding, use of available excess operating and reserve funds, and competing demands for debt capacity and the overall level of debt financing are addressed)

The agency currently carries an outstanding principal of approximately $3.5 billion of bonded indebtedness, based on the long term capital program described above.  Table 1 provides a breakdown of the bonds by the type of debt instrument. 

Table 1. Summary of Outstanding Wastewater Debt Obligations Based on Original Principal
	Type of Instrument
	Dates of Issue
	Total of Original Principal
	Outstanding Principal

	Outstanding Parity Bonds
	2010-2018
	$3,492,485,000 
	$2,458,405,000

	Outstanding Parity Lien Obligations
	2008-2017
	$802,860,000 
	$559,480,000

	Outstanding Variable Rate Debt
	2001-2017
	$550,000,000 
	$547,410,000

	
	Total
	$4,845,345,000
	$3,565,295,000



Debt Instruments
The County has the option to use a range of debt tools.  For the purposes of this proposed legislation, Fixed Rate debt and Variable Rate debt are described:

· Fixed Rate Debt   By far, the largest part of the county’s municipal debt is in the form of “fixed rate” debt—for which the interest rate is established and held constant for the term of the debt.  The county issues wastewater debt, for example, in the form of 30-year bonds at a fixed interest rate. That interest rate is paid by the county to the bondholder, along with payments on the principal, for the full 30 year term of the bonds until they are paid off.  The process for initiating the issuance of fixed rate debt involves 1) Council consideration of a proposed authorizing ordinance; and, following the receipt of responsive proposals from financial institutions, the evaluation and selection of a successful bidder, 2) Council consideration of a proposed motion approving the recommended proposal, including designation of the participating financial institution, the interest rate, the term, and other pertinent conditions.

· Variable Rate Debt   A much smaller proportion of the county’s debt is issued as variable rate debt.  Only the Wastewater Treatment Division currently has variable rate debt commitments outstanding.  The interest on variable rate debt rises and falls periodically—such as week to week or month to month.  Many of the rates are currently tied to a specific broadly utilized index such as LIBOR (London Interbank Offer Rate) (which is scheduled to be phased out over the next few years).  The county may issue variable rate debt in order to lower the cost of borrowing—interest rates for variable rate debt are usually substantially lower than fixed rated debt.  There are several different forms of variable rate debt, such as variable rate demand bonds, floating rate notes, put-bonds, and commercial paper (CP); in more recent years, a simple variable rate bank loan has become more common.  In determining which tool to utilize, the Finance Director will assess the comparative costs (both issuance and ongoing), trading differential, required administrative effort and the ability to achieve other financing goals. 

Management of variable rate debt is more management-intensive than for fixed rate debt. Because interest rates vary regularly, the county must continue to monitor and evaluate whether the debt tool utilized continues to be the best vehicle for the county. Purchase transactions of most variable rate debt are for significantly shorter periods than transactions for fixed rate debt; a variable rate bank loan may be for a period of three years.  These differences have led the county to follow a different process for variable rate debt issuance.  Rather than seeking competitive bids for interest rates, Council consideration of a proposed authorizing ordinance for variable debt issuance is structured to define which index the interest rate to be paid by the county will track to; which debt instrument (VRDB, commercial paper, bank loan) will be used, and which financial institution will purchase the debt.  Rather than having a follow-up motion specifying the interest rate, and a successful bidder, as with the fixed rate process—those matters are specified in the original authorizing ordinance, and the process does not include an “approval” motion. 

Refunding of Debt
· Fixed Rate Debt   For fixed debt, changing interest rates can create opportunities for savings in the management of the County’s fixed rate bond portfolio, through the redemption of selected existing bonds, and “refunding”—sometimes referred to as “refinancing”--those debts with the sale of bonds at lower interest rates.  

· Variable Rate Debt   Refunding variable rate debt is based on a different premise, noting that interest rates paid vary from week to week or month to month, so there’s little purpose to refunding based on changes in interest rates.  Refunding of variable rate debt is based on a change in the fiscal or legal environment from the circumstances at the time of the authorizing legislation.  For example, the original legislation may name a particular “liquidity facility”—a participating financial institution that would serve to purchase outstanding debt in case of a large-scale sell-off tied to an economic recession.  The original debt instrument—perhaps a VRDB or a bank loan, may be for a term of three years.  After that period, that liquidity facility may choose not to extend participation. In order to market the variable rate debt, new “refunding” legislation may be required naming a different liquidity facility (or granting the Finance Director the responsibility for naming such facility).  The Council adopted authorizing ordinance specifies a broad range of conditions; if a variable rate debt sale would be inconsistent with any provision of the existing ordinance, a “refunding” ordinance is required for Council approval. (If there is no change in the authorizing legislation required, the package may be either extended with the existing partners, or “remarketed” to new participants, within existing authority granted by the adopted ordinance). 

ANALYSIS

As noted, when circumstances associated with managing a variable rate debt package change, any required changes needed to facilitate a resale of the debt must be addressed through a new authorizing ordinance. 

Proposed Ordinance 2019-0049 results from an evaluation by the Finance Director (Director of the Finance and Business Operations Division) of challenges and limitations in the current process.  The legislation accomplishes two primary purposes:  First, it would authorize the “refunding” of any currently outstanding variable rate debt—which would be limited to the debt specified in Table 1 above--as well as authorize refunding of variable rate debt issued in the future.  Second, the legislation would also specify that certain conditions currently addressed in authorizing ordinances, would instead be delegated to the Finance Director. 

Summarized below are the changes proposed in Proposed Ordinance 2019-0049:

	Current Practice
	Change Proposed by PO 2019-0049


	Separate Council authorization is required each time an issue of variable rate debt is refunded
	This measure authorizes the “refunding” of any currently outstanding variable rate debt, as well as authorizing refunding of variable rate debt issued in the future.  This is a change from current practice, in the sense that, for future refunding authority, following current procedures the Finance Director would be expected to return to Council with proposed authorizing legislation.


	Council ordinances are sometimes required when replacing a letter of credit, liquidity facility or agreement with bondholders depending on the specific ordinance language. 

	Authority to replace credit, liquidity and bondholder agreements would be delegated to the Finance Director, for all series of variable rate debt paid from sewer revenues.


	WTD’s variable rate bonds are scheduled to reach maturity at dates that range from 2032 through 2048 (“final maturity” means that agreed principal and interest payments continue through that date, at which time the county would be required to pay off any remaining balance, or to refund the debt).  Those final maturity dates fall on January 1 of the respective years.  

	The Finance Director is recommending that, rather than a January 1 final maturity date, that the bonds have a final maturity date of the end of the fiscal year in which the current final maturity date falls.  This is proposed to allow some flexibility in the timing of final debt service payments.



Policy Considerations
The policy questions arising from this proposal may be stated as follows:

Is the range of conditions addressed in “refunding” a variable rate debt package—such as specification of the financial institution providing a letter of credit, liquidity facility or direct loan, the length of the agreement, the index used to define the rate variations, the remarketing agent—sufficiently ministerial such as to justify having them defined by the Finance Director?  Or should the Council continue to require that they be addressed through legislation?  

The Executive states that the increased authority for the Finance Director can facilitate and speed the process; however, the transparency that comes with a Council-based process, and the Council’s opportunity to intervene in the selection of key elements, may be diminished.  It is noted that, in recent years, there has been public controversy associated with certain institutions involved with bond sales, including participating financial institutions and selected interest rate indices.[footnoteRef:2]  [2:  According to “Wall Street on Parade, a Citizen Guide to Wall Street (2012)”,  “UBS, the global banking behemoth based in Switzerland, has agreed to settle charges over rigging the international interest rate benchmark known as LIBOR with U.K., U.S. and Swiss authorities.  The total settlement with all regulators will total approximately $1.5 billion… The U.K.’s Financial Services Authority (FSA) earlier today revealed the details of an expansive conspiracy to rig rates that involved traders, managers, chat rooms, standing orders, at least 2,000 documented efforts to rig rates, and bribes and payoffs to other brokers.” URL: http://wallstreetonparade.com/2012/12/libor-conspiracy-expands-ubs-reaches-1-5-billion-settlement-in-5-year-scheme-involving-bribes-and-payoffs/
] 

	
INVITED

· Ken Guy, Director, Finance and Business Operations Division
· Nigel Lewis, Senior Debt Analyst, Finance and Business Operations Division
· Rob Shelley, Managing Director, Piper Jaffray (Financial Advisor to the County)
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ATTACHMENTS

1. Proposed Ordinance 2019-0049 (and its attachments)
2. Transmittal Letter
3. Fiscal Note
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