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SUBJECT:    
This item is a proviso response from the 2011 budget and updates the County’s debt limit for the general fund. This item also rescinds the prior debt policy motion. 
SUMMARY:  
During the 2011 budget deliberations, council staff identified a potential issue regarding the County’s policy for limiting debt in the general fund to 5% of general fund revenues. With the expected issuance of emergency debt related to the green river flooding, it appeared that the County would exceed its debt limit by 2012. The County Council adopted 2011 budget included a proviso requiring the Executive to update the debt policy for the general fund. This item is in response to that proviso requirement. 


Note: it was later determined that the existing policy allowed for exemptions to the 5% limit in the event of emergency projects. The Courthouse Seismic Retrofit and Green River Flooding projects would meet those criteria. Therefore, there was no actual risk of exceeding the limit. The Executive has recommended an update to the policy which will be detailed throughout the staff report. 
BACKGROUND:  

In 1984, the County passed its first broad set of financial policies. Motion 5888 adopted several broad policies such as: 

1. A requirement to maintain 6% - 8% of annual revenues as undesignated fund balance. 

2. Non-general funds should also have policies regarding appropriate levels of undesignated fund balances. 

3. General fund transfers to other funds should be for specific programs. 

4. When contracting with other governments for specific services, the County should achieve full cost recovery. 

Motion 5888, while setting requirements for maintenance of fund balances in the general fund, did not establish policies for how much general fund debt the County could incur. This debt limit was not set by policy until 2001 when the Council adopted Motion 11196 which capped the amount of general fund debt the County could incur at 5% of general fund revenues as described in Motion 5888. 
Debt Limit: 

Proposed Motion 2011-0150 calls for increasing the allowable debt from 5% to 6% but also makes changes in the way the calculation is undertaken. The result is that there are slight differences in the debt calculation, but the new formula is simplified and provides a more clear understanding of the general fund’s overall debt position. 

Motion 11196 also included a number of other policy decisions: 

Ratings Goal/Credit Objective: 

This motion highlighted that the County should “seek to maintain its rating of Aa1.” While this motion was appropriate at the time of passage, this language is now incomplete. This rating goal would really only be appropriate as a goal from Moody’s Investors Services (Moodys). Moodys uses this scale and this is our current rating and the highest rating that Moodys would give to a Limited Tax General Obligation (LTGO) bond issue. However, the County also regularly seeks ratings from two other rating agencies; 1) Standard & Poors (S&P) and 2) Fitch Ratings (Fitch). The Executive’s proposed revision to the policy adds language stating the County’s goals for ratings from these agencies as AA+ from Fitch and AAA from S&P, both of these represent the highest ratings that the agencies would give to a LTGO bond issue. 
If approved the new policy would be that the county would seek to maintain the highest possible LTGO rating from each of the agencies. The County’s current ratings achieve this policy goal. 

Advisory Panel: 
Motion 11196 called for the appointment of a 5-member panel to “review our general fund debt policies, review for compliance with our general fund debt policies, examine trends in the general fund LTGO debt service financial plan, and make recommendations to the Council and Executive in each of these areas.” 

This group was intended to meet in every even numbered year. The group has not yet met, however, nor have appointments ever been made. Proposed Motion 2011-0150 would eliminate the requirement for this group and instead assign that responsibility to the Executive Finance Committee (EFC). 
Rescinding of Motion 11196: 

Because the policies contained within Motion 11196 are updated as part of 2011-0150, the motion rescinds the prior action as it would now be superseded by the revised policies. 
ANALYSIS: 
The most substantive change recommended by the Executive in this motion is the increase in the allowable debt for the general fund from the current cap of 5% to a proposed new cap of 6%. During the annual budget process, one of the tasks undertaken by Council staff each year is to review the projected debt service for the upcoming 3-year financial plan. During the 2011 budget process, staff noticed that with the addition of borrowing for the Green River Flood Mitigation project, as well as revenue decreases in the general fund led to a projection that the cap would be exceeded for several years starting in 2012. 

To put this in perspective, the general fund revenue has decreased by about $20 million in the time period between 2009 and 2011. Since the debt policy is expressed as an allowable percentage of general fund revenue, this decreased the County’s ability to borrow under the current policy. Additionally, the Council approved $24 million in borrowing for Green River Flood Mitigation. This emergency appropriation also reduced the County’s ability to borrow for other planned activities. These two events combined led to the projected exceeding of the policy limit. 

It should be noted, however, that both the current policy and the revised policy allow for “emergency projects” to be excluded from the calculation of the debt limit. Historically, the Courthouse Seismic Project has been included as part of the debt calculation and has not been counted as an “emergency”, nor has the planned borrowing for Green River. This led to confusion regarding the exceeding of the debt limit. 

In addition, the current calculation is more complicated than the proposed revision. The current policy excludes more than $130 million in general fund revenue, primarily derived from contracts and interfund charges and then calculates the debt ratio based upon this adjusted revenue. This leads to an unrealistic picture of the general fund’s debt as a share of general fund revenue. The proposed revision, while not dramatically changing the debt ratio, or the amount of allowed borrowing, provides a more simple explanation and a more realistic picture of overall debt. Table 1 shows a comparison of the current methodology and the proposed revised methodology. 

Table 1: Comparison of Calculations
 

	 
	2011 Adopted

	
	Existing Policy
	Revised Policy

	Existing and Forecast Debt Service
	$24,579,471
	$24,579,471

	Additional Debt Service

	 
	$5,519,222

	Total GF Debt Obligations
	 
	$31,054,396

	Total GF Revenue (Forecast, 4/1/11) 
	$657,983,005
	$657,983,005

	Less Adjustments

	$139,094,333
	 

	Adjusted Revenues
	$518,888,672
	 

	Ratio (Existing)
	4.74%
	4.72%

	Amount that is Emergency Debt
	$6,382,618
	$6,382,618

	Ratio (excl. emergencies)
	3.51%
	3.75%


Highlights of the Calculation Change: 

There are a number of important changes in the methodology for calculating the debt ratio: 

· Total GF Debt Obligations: the current policy allows for the exclusion of debts which truly are owed by the general fund, but are not considered “debt”. This would include lease payments at the Earlington Center which are paid out of Elections Department operating funds. This would also include debt that is recovered through internal service charges such as future debt payments for the ABT program. This leads to a presentation of GF debt being significantly lower than the actual obligation of the general fund. The revised policy would include these other debt obligations. 

· Adjusted General Fund Revenue: the current policy calls for the exclusion of certain general fund revenues such as contracts and interfund transfers to the general fund such as the recovery of GF overhead charges. These adjustments total in excess of $139 million in 2011. This dramatically lowers the general fund revenues used for calculation of the debt ratio. The new proposed policy would simply use the total general fund revenue for purposes of calculating the debt ratio. 

· Effect of the Changes: the Executive’s proposal would move from the current system where only part of the actual debt obligations and part of the projected revenue are used in calculation of the ratio, to a process where all of the debt obligations and all of the general fund revenue are used in the calculations. Of note, because the revenue and debt obligations are both increasing under the executive’s proposal there is little difference in the actual calculation of the debt ratio (4.74% compared to 4.72%). This trend continues over the next several years as the comparison between the two methodologies stays very closely correlate with the maximum difference being 0.37%. Table 2 shows the projection over the next 4 years. 
· Exceeding Current Limit: under either calculation, the County will exceed a 5% debt limit beginning in 2012 if all debt is considered part of the debt obligations. As discussed earlier, the emergency projects could be excluded from this calculation. The Executive cites this as one of the reasons for pursuing an increase above 5%. If the County is able to include all debt obligations and not exceed the new policy limit, the explanation of our debt calculation would be more direct and easier to understand. The Executive notes that the peak of the debt ratio will be 5.8% in 2013 and then begin declining from there. 
· With Emergency Appropriations Excluded: In all of the projected years, the County will be below 5% if you exclude the emergency projects. The key difference is that beginning to exclude these projects would be a change in the way the County presents its debt calculations. 
Table 2: Comparison Projected Thru 2015
	Comparison of Existing GF Debt Limit Calculation to Proposed
	 

	 
	
	
	
	
	
	 

	 
	2010
	2011 Adopted
	2012
	2013
	2014
	2015

	Existing Procedure
	 
	 
	 
	 
	 
	 

	Existing Debt Service
	$19,743,398
	$23,622,149
	$23,533,525
	$22,784,955
	$20,513,825
	$20,521,625

	Existing and Forecast Debt Service
	$19,743,398
	$24,579,471
	$29,463,525
	$32,589,955
	$31,193,825
	$32,201,625

	 
	
	
	
	
	
	 

	Total GF Revenue (Forecast, 4/1/11) 
	$657,307,458
	$657,983,005
	$664,406,210
	$675,621,480
	$688,894,762
	$704,889,301

	Less Adjustments1
	$132,432,541
	$139,094,333
	$135,843,009
	$141,628,926
	$142,958,770
	$146,347,260

	Adjusted Revenues
	$524,874,917
	$518,888,672
	$528,563,201
	$533,992,554
	$545,935,992
	$558,542,041

	Ratio (Existing)
	3.76%
	4.74%
	5.57%
	6.10%
	5.71%
	5.77%

	Amount that is Emergency Debt
	$0
	$6,382,618
	$9,755,928
	$9,742,875
	$9,730,334
	$9,730,334

	Ratio (excl. emergencies)
	3.76%
	3.51%
	3.73%
	4.28%
	3.93%
	4.02%

	 
	
	
	
	
	
	 

	New Procedure
	 
	 
	 
	 
	 
	 

	Existing and Forecast Debt Service
	$19,743,398
	$24,579,471
	$29,463,525
	$32,589,955
	$31,193,825
	$32,201,625

	Additional Debt Service2
	$0
	$6,474,925
	$5,519,222
	$6,564,847
	$5,611,841
	$6,660,245

	Total Adjusted GF Debt Obligations
	$19,743,398
	$31,054,396
	$34,982,747
	$39,154,802
	$36,805,667
	$38,861,871

	 
	
	
	
	
	
	 

	GF Revenues
	$657,307,458
	$657,983,005
	$664,406,210
	$675,621,480
	$688,894,762
	$704,889,301

	Ratio (Proposed)
	3.00%
	4.72%
	5.27%
	5.80%
	5.34%
	5.51%

	Emergency Portion
	$0
	$6,382,618
	$9,755,928
	$9,742,875
	$9,730,334
	$9,730,334

	Ratio (excl. Emergencies)
	3.00%
	3.75%
	3.80%
	4.35%
	3.93%
	4.13%


King County has a long history of using very conservative financial management. This is evidenced by our current high bond ratings and the County’s history of preferring budget reductions to excessive use of general fund reserves when adopting budgets. When considering the change from a 5% limit to a 6% limit, executive staff compared the County’s debt policy to those of other peer organizations to determine whether there was opportunity to increase the County’s limit without using a new policy limit that was excessive compared to other public agencies. Table 3 shows the findings of that review. 

The County’s current and proposed revised policy both would still appear to be on the more conservative end of the possible spectrum of potential debt policies. The Executive has also reviewed the debt policies of a more extensive list of municipal corporations. That review is provided as Attachment 6 to this staff report. 
Table 3: Peer Agency Debt Policies
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Broward County, FL

Total annual debt service of less than 20% of 

annual budget

Wayne County, MI

Debt service must be less than 10% of GF 

revenue

Dallas County, TX

Debt service less than 25% of total operating 

expenditures

City of Houston, TX

GF debt less than 20% of revenues excluding 

state and federal grants

City of Pittsburg, PA

Total GO debt less than 15% of annual 

operating budget.

Maricopa County

No policy found, legal debt limit is LTGO debt 

less than 6% of AV and total GO debt less 

than 15% of AV

Debt Policies for Other Jurisdictions


In reviewing these peer agency limits, all the other organizations have set limits of at least 10% and some are dramatically higher at 20% or more. It does not appear that the revised debt limit of 6% would put the County at a less conservative or more risky range of the spectrum in terms of debt limits. 
The County’s financial advisor has reviewed the revised policies and believes that they provide further clarification and modernize the policy. Further, he does not believe that these changes will negatively impact the County’s credit rating. 
Debt Policy v. Legal Debt Limit
It is important to note that when discussing the County’s general fund debt limit, what is really being discussed is a self-imposed limitation on the amount of debt that the County Council is willing to take on that is payable from general fund revenues. The County also has a legal debt limit that is set by statute and the state constitution. This motion does not impact either of those limits. 

As of the writing of this staff report, the County has a legal debt capacity of approximately $2.8 billion for LTGO debt. This means that legally, the County could issue an additional $2.8 billion in debt without a vote of the people. As of the writing of this staff report, the County also has almost $7 billion in debt capacity available for GO debt. This means that, legally, the County could issue an additional $7 billion in debt with voter approval. These legal debt limitations help to illustrate the difference between legal debt capacity and the self-imposed policy on limiting the issuance of debt to amounts where the debt service payments can be made without dramatically impacting service levels. Table 4 shows a summary of our legal debt limits compared to our current outstanding debt. 
Table 4: Debt Margin Estimates
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LTGO Debt Capacity for 

Metropolitan Functions 3/4 of 1% of Assessed Value (AV) $2,478,112,490 $1,039,622,292

LTGO Debt Capacity for County 

Purposes and Metropolitan 

Functions 1-1/2% of AV $4,956,224,979 $2,188,879,544

Total General Obligation Debt for 

Metropolitan Functions 2-1/2% of AV $8,260,374,965 $1,039,622,292

Total General Obligation Debt 

Capacity for County Purposes 2-1/2% of AV $8,260,374,965 $1,325,302,666

2010 Assessed Value                      

(2011 Tax Year) $330,414,998,614 

Debt Margin Estimate as of February, 2011.


Ratings Goal/Credit Objective: 

Motion 11196 highlighted that the County should “seek to maintain its rating of Aa1.” While this motion was appropriate at the time of passage, this language is now incomplete. This rating goal is only currently appropriate as a goal from Moody’s Investors Services (Moodys). Moodys uses a scale that has Aa1 as second only to a Aaa rating and Aa1 is our current rating and the highest rating that Moodys would give to a Limited Tax General Obligation (LTGO) bond issue. However, the County also regularly seeks ratings from two other rating agencies; 1) Standard & Poors (S&P) and 2) Fitch Ratings (Fitch). The Executive’s proposed revision to the current policy adds language stating the County’s goals for ratings from these agencies as AA+ from Fitch and AAA from S&P, both of these represent the highest ratings that the agencies would give to a LTGO bond issue. 

If approved the new policy would be that the county would seek to maintain the highest possible LTGO rating from each of the agencies. The County’s current rating achieves this policy goal. This appears to be a reasonable request, as the current policy is incomplete. 
Debt Advisory Panel: 

Motion 11196 called for the creation of a 5-member panel to periodically review the debt management policies of the County. This panel was to meet every 2 years. This panel has not yet met, nor have appointments ever been made. Proposed Motion 2011-0150 proposes to assign this responsibility for periodically reviewing the debt policies to the Executive Finance Committee. This appears to be a reasonable request. 

Additional Changes:
· Interim Financing: the motion proposes to continue the debt management practice of allowing for interim financing, provided that the short-term debt does not exceed a period of 2 years. The County has used interim financing through its Bond Anticipation Note (BAN) program. These BANs are typically issued for one year durations, which complies with the policy. However, staff have expressed a concern that we have “rolled” BANs for many years, prior to converting to permanent debt. 
At the direction of the Chair, Council staff and Office of Performance, Strategy and Budget and Department of Finance staff met last week to discuss this issue. The Executive also expressed concern with the potential for using interim financing as a means to delay or avoid debt service payments in the short-term. The Executive concurred that it would be a reasonable policy to limit the duration of interim financing to no more than 2 years for any project. This would allow for the completion of most projects and eliminate any potential incentive to continue interim financing after project completion. 

Amendment 1, sponsored by Councilmember Patterson would: 

· Limit interim financing to 2 years unless there was an exception approved by the Executive Finance Committee. 
· Require departments and funds to pay the interest on interim financing on a pay-as-you-go basis. This will eliminate any financial incentive to defer payments. 

· The Executive concurs with this amendment. 

· Duration of Policy: Councilmember Lambert asked whether the increase from 5% to 6% could be temporary in nature. The short-answer to that question is no, since the County will not be consistently below 5% again until 2020 or beyond, depending on the County’s borrowing needs in the interim. However, in discussing the issue with Executive staff it became clear that regularly reviewing the debt policies and ratings goals was actually a fruitful work-product as evidenced by the other changes in this motion unrelated to the debt limit. 
Amendment 2, sponsored by Councilmember Lambert would: 

· Require transmittal of a new debt policy by June of 2020. 

· Add an expiration date for Proposed Motion 2011-0150 of the earlier of adoption of the June 2020 transmittal or January 1, 2021. 
· The Executive also concurs with this amendment. 
REASONABLENESS: 

Council staff review is complete, adoption of the proposed motion, with the amendment, would reflect the business needs of the county and would likely not negatively impact the County’s credit rating. As such, its adoption would constitute a reasonable business and policy decision. 
INVITED:
Dwight Dively, Director, Office of Performance Strategy & Budget
Rob Shelley, Financial Advisor, Seattle Northwest Securities

Dave Reich, Economist, Office of Performance Strategy & Budget

ATTACHED: 
1. Amendment 1

2. Amendment 2

3. Proposed Motion 2011-0150

4. Transmittal Letter dated March 30, 2011

5. Motion 11196

6. Municipal Debt Policies
� Source: King County Office of Performance Strategy & Budget


� Represents debt not paid from property taxes, but still owed by the general fund, such as the Earlington Building, GF share of Chinook and debt recoverable through central rates charges. 


� Intergovernmental receipts (contracts for service), interfund transfers, and existing debt service





