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STAFF REPORT
SUBJECT:
Proposed Ordinances 2008-0596 and 2008-0598 would authorize the issuance of up to $94.5 million of new bonds for the purpose of refunding existing variable rate wastewater debt.  Proposed Motions 2008-0597 and 2008-0599 are placeholder bond sale motions.  
SUMMARY:  

The Wastewater utility has outstanding variable rate bonds in the total principal amount of just over $100 million.  Due to market conditions, there is an opportunity at this time to refund these bonds with new variable rate bonds at lower interest rates, saving substantial interest on bonds and benefiting the rate payers.
BACKGROUND:

Revenue Bonds

As the name implies, these bonds pledge future sewer revenues towards the repayment of the debt obligation.  Unlike Limited Tax General Obligation bonds, revenue bonds do not pledge the full faith and credit of the County.

It has been the practice of the Wastewater Utility to issue both fixed rate and variable rate bonds to finance the capital improvement program.  Fixed rate bonds issued for up to 40 years have the advantage of providing certainty of interest rates.  Variable rate bonds, on the other hand, can provide a hedge against changes in the financial markets.  In times when interest rates are falling, the Utility will earn less on its investment of idle cash.  The corresponding decline in interest on debt partially offsets the loss in interest earnings on investments.  When interest rates are rising, the higher interest earnings on investments is available to pay the higher debt rates.

When the bonds being considered for refunding were issued in 2006, they were insured by MBIA.  The collapse of the credit markets also included a collapse in the bond insurance market.  The financial stability and ability of insurers such as MBIA led to a lack of confidence in the insurance market.  This has resulted in a significant increase in the interest rates the Utility is paying on these bonds at a time when the interest being earned on investments has also tumbled.

To rectify this situation, the Executive proposes to refund the 2006 bonds with new variable rate bonds.  In place of insurance by MBIA, the County has secured a commitment from KBC Bank to provide a letter of credit that provide security to the bond holders.

While the Utility is now paying between 4% and 6% on the current bonds, the Executive believes the new bonds can be issued at an effective rate closer to 2.25%.   
ANALYSIS:
The issuance of variable rate debt is in accordance with adopted financial policies for the Wastewater Utility.  Refunding of outstanding debt in circumstances that will provide a financial benefit is in accordance with the adopted debt policies of King County.
The circumstances now being encountered by King County and other issuers of municipal debt are nearly unprecedented.  The collapse of the credit markets resulting from the sub-prime mortgage practices of banks and financial institutions is well documented.  The wide-spread financial difficulties of financial institutions have led to serious questions about the survival of those institutions and the survival of bond insurers who provided credit enhancements to large numbers of bonds.

Because of the lack of confidence in the insurer, MBIA, bond holders wishing to sell the current bonds must discount them.  The Finance and Business Operations Division (FBOD) reports that the bonds are typically being discounted to yield an average of 8.75%.  This does not directly impact the Utility’s interest expense on the bonds.  However, the rate the Utility is paying has risen as the result of the variable rate feature to between 4% and 6%, as previously noted.

The Finance and Business Operations Division has estimated that issuance of the refunding bonds will result in annual interest expense savings of $300,000.  timing is of the essence with regard to these refunding bonds.  The longer it takes to issue the bonds, the more in interest expense the Wastewater Utility will incur.  FBOD hopes to issue the refunding bonds in early December so timely action by the Council will facilitate that timeline.
REASONABLENESS:

Approval of Proposed Ordinances 2008-0596 and 2008-0598 would be a prudent policy and financial decision by the Council.  Approval without recommendation of Proposed Motions 2008-0597 and 2008-0599 would provide the legislative vehicles to carry out the intent of the ordinances and would therefore be reasonable as well.
INVITED:

Ken Guy, Director, Finance and Business Operations Division
ATTACHMENTS:
1.  Proposed Ordinance 2008-0596

2.  Proposed Motion 2008-0597

3.  Proposed Ordinance 2008-0598
4.  Proposed Motion 2008-0599
5.  Transmittal Letter dated October 23, 2008

6.  Fiscal Note
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