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Two Ideas To Discuss

B Refundings
— Advance vs. Current
— Crossover
— Forward
— Synthetic
B Tender Offers

v’ Both are methods of replacing outstanding bonds with new
bonds.

v/ This involves buying or calling outstanding bonds and
selling new bonds to generate the funds to do so.
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Buying and Selling

M Markets are for
trading.

B Capital markets
are for trading
securities.
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A Common Securities Violation

¥ Churning
— “Churning occurs when a broker engages in excessive
buying and selling of securities in a customer’s account
chiefly to generate commissions that benefit the
broker.”’
» U.S. Securities and Exchange Commission
— Why is churning wrong? >
» (zoal of an investment account is to earn a proﬁt
* Profit can be represented by growth in value or
income distribution
* Churning can:
—Reduce gains (or cause losses) due to
commissions (transactions costs)

AT
1T

—Nominal profits and losses are quantified by ¥ g
the alternative

’aﬂ [
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Churning as Defined by the MSRB

M “An improper practice in which an investment professional
effects an excessive number of securities transactions
chiefly for the purpose of maximizing the income (in
commissions, sales credits or mark-ups) derived from the
customer’s account for the investment professional’s

benefit.”
» Municipal Securities Rulemaking Board
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Inappropriate Refunding . ..

M ...can be a form of churning
B Refunding is buying and selling
— Buying back outstanding bonds and selling new

bonds

— Most refundings are decided on the basis that @
savings can be achieved without comparison to 3 !;g
alternatives o 5

» 1.e., the particular buy and sell (or “trades”)
will produce a savings, though not necessarily
that these are the optimal trades
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Rates Decrease & Refinancings Increase
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Calendar Year
School district GO bond refinancing information is an extract from CDIAC database provided by California State Treasurer's Office. Interest rate data is the Bond Buyer 20 Index rates
reported in the first week of January each year. The 20-Bond Index is the average yield on the 20th year maturity for 20 general obligation bonds with an average rating equivalent to
Moody's Investors Service's "Aa2" rating & Standard & Poor's Rating Service "AA." The Index is weekly as of each Thursday. Data through September 30, 2014.
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Refinancings: A Growing Business
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Figure |. State and local government annual aggregate bond issuance, new money
and refunding
Source: The Bond Buyer.
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Example Yield Curve for a G.O. Bond

Maturity Date Principal Coupon Reoffering Maturity Date Principal Coupon Reoffering

September 1 Amount Interest Rate Price or Yield September 1 Amount Interest Rate Price or Yield
2007 $ 415,000.00 10.000 % 3.000 %
2008 445,000.00 10.000 3.100 2019 $ 785,000.00 4.000 % 3950 %
2009 475,000.00 10.000 3.200 2020 820.000.00 4.000 4.000
2010 515,000.00 10.000 3.300 2021 855,000.00 4.000 4.000
2011 545,000.00 3.000 3.000 2022 895,000.00 4.000 4.000
2012 580,000.00 3.125 3.125 2023 935,000.00 4.125 4.125
2013 615,000.00 3.250 3.250 2024 980.000.00 4.200 4.200
2014 640,000.00 3.375 3.375 2025 1,030,000.00 4.250 4.250
2015 665,000.00 3.500 3.500 2026 1,080,000.00 4.250 4.250
2016 690,000.00 4.000 3.650 2027 1,130,000.00 4.300 4.300
2017 720,000.00 4.000 3.750 2028 1,190.,000.00 4.375 4.375
2018 750,000.00 4.000 3.850 2029 1,245.,000.00 4.375 4.375

M After a year, some of the bonds have already matured
— The bonds that have matured usually have lower interest

rates ( lower on the yield curve)

—The bonds that are still outstanding, and can be

refinanced, usually have higher interest rates

— The average callable coupon increases over time, even

though rates were fixed at the time of issuance
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Why Refinancing Saves Money

B A refinancing usually has a shorter life than the bonds that
were originally issued

—If 10 years have passed, the original final maturity of 25
years is now 15 years away
» The refinancing places the maximum term earlier on
the yield curve which means lower overall interest rates
» Due to negative arbitrage in a defeasance escrow
* Higher interest rates can improve savings
* Less time in escrow, or waiting, can improve savings

v Eventually a refi. will likely produce savings

—So, every transaction can be done twice, or more
» It is important to be thoughtful about reserving call
options in an original issue
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rofessionals Make the Math Work

THE BOND BUYER

Thursday, May 8,2014 | as of 1:41 PM ET

Refunding by Rule-of-Thumb: A County
Finance Fable

Andrew Kalotay
MAR 25,2011 5:42pm ET

Randall Saggs 3d, managing director of Ferris & Lardner, gave a little self-satisfied snaj
suspenders after he put down his laser pointer. For the past 15 minutes Saggs and his t
bankers had mesmerized the eight-person Rhineburg County Council. Never mind thaj
them fully understood the subject; Saggs’ arguments and the dollar signs were compe]

The topic: a $50 million 5%, 25-year general obligation bond callable in 10 years, u
by Ferris barely three years ago. The annual payments on the issue constituted 30%,
budget. Would the savings justify doing another deal?

Interest rates had dropped about a third of a percent since the bonds came out, an
back at them again to refund at a cheaper rate. The crux of his argument was that,
P t-value savings had ded the county’s 3% threshold for i

On the face of it, the deal made sense. It offered a net present-value savings of
rural county of 20,000 inhabitants, about $80 per citizen.

Greta Van Dorn, a 70-year-old pensioner and councilwoman, neatly dressed j dy; ce-r,
and tortoiseshell horn-rimmed glasses, kept squinting at the sheet of paper i nds Tef Unde,

k are - Undeg ,
d IHSuranf: Partjcy, ,a;"d thyg

. - - Prem;
She was busy celebrating her golden years by never minding whom she irri ;’ Hum bong, exirab]e
slickness of the bankers’ presentation irritated her. It was so persuasive, of] Shl?uld N
alternative but to come to the desired conclusion. DPrisjj

“Very true Mr. Saggs. Your numbers do point toward substantial savings,
the paper. “But what are we giving up?”

“Great question Greta, I couldn’t have put it better myself,” jabbed an
Abernathy, Rhineburg County accountant, as if to cheer her on.

Through the whole presentation Abernathy had sat listening, chair ti
yet looking like some big cat ready to pounce. Greta’s remark brou,

“What Randall isn’t really emphasizing is that we’re giving up the,
issue at a future date,” he said. “Financiers call it forfeited option
against the total interest savings we’re required to consider. It’s t
of analyzing a refunding that I heard at a presentation recently.”

Abernathy went on to explain how at last June’s Government F
conference in Fort Lauderdale one presenter had questioned tl

recon,
Poingg

© the tricy,,
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Current Bond Flavors To Be Wary Of

B Advance Refundings
— Sensitivity and volatility analyses are needed to avoid acting
too early
— Investing and borrowing is involved so increasing interest
rates can be beneficial - no need to rush just because
interest rates are low now
— Don’t use the one ‘“advance refunding” option on the wrong
transaction
» Particularly to be considered with partial refundings
* Further, costs for multiple transactions need to be
considered
M Tender Offers
— The bond market is not offering a bargain
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Framework for Prudent Refinancing™

M Intergenerational equity
— the incidence of a debt burden among different generations
of taxpayers, both present and future
B Economic efficiency
— the opportunity cost of refinancing the debt later at a
greater savings amount (‘‘time value option’)
B Measurability/certainty
— Certainty refers to the likelihood that a government will
have to forgo future resources
— Measurability assesses the feasibility of valuing the amount
of such foregone resources
B Management flexibility
— the degree that a refinancing has constrained or freed a
government entity’s future financial decision making

*From ‘“Not All Refinancings Are Created Equal: A Framework for Assessing State and Local Government Debt Refinancing
Measures’ by Martin J. Luby
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Portfolio Perspective

B Think about outstanding debt as a portfolio of liabilities for
which we want to reduce the interest and perhaps the term

M Refinancing involves buying and selling bonds, and therefore
affects the portfolio value

— Portfolio performance is not evaluated according to
whether today’s value is better than yesterday’s

» Portfolio performance is evaluated according to
whether it was managed well compared to a
benchmark, which represents the alternative
management decisions which could have been made
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Expectations Are Relative

B CaTHY By CATHY GUISEWITE

" OUR COMPANY HAS T0 1V~ OUR CLIENTS ARE SEE 7 WHY ARE WE CONNECTED NOW THAT
CUT BACK BECAUSE OUR CUTTING BACK. BECAUSE WE ARE ONE' | | EVERVONE'S HEADED DOWN THE DRAIN ?

CLIENTS ARE CUTIING BACK| | THEIR CUSTOMERS ARE WERE ALL WHEN EVERYONE WAS BECOMING A

CUTIING BACK BECAUSE | | CONNECTED! | | MILLONAIRE, T WAS ALL BY MNSELF !!

THEIR COMPANIES ARE
\K CUTTING BACK... I/ﬁ
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