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CITY OF SANTA BARBARA



SANTA BARBARA FINANCING AUTHORITY

AGENDA REPORT

AGENDA DATE:
December 10, 2013
TO:
Mayor and Councilmembers; Chairperson and Boardmembers
FROM:
Administration Division, Finance Department
SUBJECT:
2014 Waterfront Refunding Revenue Bonds 
RECOMMENDATION:  
A. That the Board adopt, by reading of title only, A Resolution of the Board of Directors of the Santa Barbara Financing Authority Authorizing the Execution and Delivery by the Authority of an Installment Sale Agreement, a Trust Agreement and a Letter Agreement for Purchase in Connection With the Execution and Delivery of Santa Barbara Financing Authority Waterfront Refunding Revenue Bonds, Series 2014, Authorizing the Execution and Delivery of Such Bonds in an Aggregate Amount Not to Exceed $14,000,000, and Authorizing Related Actions; 

B. That Council introduce and subsequently adopt, by reading of title only, An Ordinance of the Council of the City of Santa Barbara Authorizing the Execution and Delivery by the City of an Installment Sale Agreement and a Letter Agreement for Purchase, and Approving the Execution of a Trust Agreement by the Authority in Connection with the Execution and Delivery of Santa Barbara Financing Authority Waterfront Refunding Revenue Bonds, Series 2014, and Authorizing Related Actions; and

C. That Council approve and authorize the City Administrator to execute a Commitment Letter between the City and Compass Bank.
EXECUTIVE SUMMARY:
While the decline in interest rates has had a material impact on the City’s earnings on its investment portfolio, the current interest rate environment offers the City an opportunity to refinance existing long-term debt sold prior to the recession, thereby reducing its interest costs. Refinancing existing debt would generate substantial savings over the remaining life of the debt.  
Staff has recently completed a refinancing of the 2002 Water Refunding Certificates of Participation (COPs), as well as one of the Water department’s State Revolving Fund loans under the Safe Drinking Water program. That refunding resulted in combined present value savings of over $2.2 million (or over 8.5% of the refunded amount) over the remaining life of the obligations, or cash flow savings of over $180,000 per year.  Staff is now proposing refinancing the 2002 Waterfront COPs.

In addition, staff is recommending a private placement of the bonds, which would substantially reduce the time and effort typically associated with a traditional refinancing transaction as well as reducing transaction and interest costs. 
DISCUSSION:
Proposed Financing Structure

To facilitate the refinancing of the 2002 Waterfront Refunding COPs, the Santa Barbara Financing Authority will issue the 2014 Waterfront Refunding Revenue Bonds, which will be secured by installment payments to be made by the City’s Waterfront Fund to the Santa Barbara Financing Authority pursuant to an Installment Sale Agreement. 

The detailed financing structure is as follows: 

a. The original debt issued in the 1980’s, which was refinanced in 1992 and again in 2002 with the issuance of the 2002 Waterfront Refunding COPs, was used to finance improvements to Waterfront facilities.   

b. The City of Santa Barbara (Waterfront Fund) will sell those improvements, hereafter referred to as the “Project”, to the Santa Barbara Financing Authority (Authority) for an amount not to exceed $14 million. The proceeds of this sale will be used by the City to prepay the 2002 Waterfront Refunding COPs.
c. The Authority will concurrently sell back to the City the Project pursuant to an Installment Sale Agreement.  In accordance with that Agreement, the Waterfront Fund will make semi-annual installment payments to the Authority in amounts corresponding to the debt service requirements on the new 2014 Waterfront  Refunding Revenue Bonds. 

d. The Authority will make the debt service payments funded from the installment payments received from the City to the purchaser of the bonds, in this case, as discussed below, a bank.
This type of financing structure is very common, particularly for enterprise-type operations.  A similar financing structure was used in connection with the recent sale of the 2013 Water Refunding COPs. 
Authorizing Documents

Authority Resolution

The accompanying resolution to be adopted by the Board of the Santa Barbara Financing Authority will accomplish the following:
· Approve and authorize the execution of the Installment Sale Agreement between the City and the Authority. The Installment Sale Agreement provides for installment payments to be made by the Waterfront Fund from its operating revenues to the Santa Barbara Financing Authority in amounts corresponding to the debt service requirements of the 2014 Refunding Bonds.
· Approve and authorize the execution of the Trust Agreement between the Authority and U.S. Bank National Association. The trustee will hold and invest the debt service reserve fund to be established in connection with this transaction and required by the investor; and will perform administrative and fiduciary duties.  

· Approve and authorize the issuance of Bonds by the Authority in amount not to exceed $14,000,000.

· Approve and authorize the execution of the Letter Agreement for Purchase between the Authority and Compass Mortgage Bank.
City Ordinance

The accompanying ordinance, subject to adoption on December 17, 2013 by the City Council of the City of Santa Barbara, will accomplish the following:
· Approve and authorize the execution of the Installment Sale Agreement between the City (Waterfront Fund) and the Santa Barbara Financing Authority.

· Approve the execution of the Trust Agreement by the Financing Authority and authorizing the Authority to deliver the bonds.
· Approve and authorize the execution of the Letter Agreement for Purchase.
Letter of Commitment
The Letter of Commitment provides assurances to Compass Bank that the City will follow through with the proposed sale of the Authority’s Bonds to Compass Bank. If approved, the City also agrees to pay legal costs associated with the transaction incurred by Compass Bank, estimated to be $15,000.
Proposed Private Placement Strategy

Normally, when a government agency sells bonds, COPs or other types of long-term indebtedness, the underlying debt instruments are sold to an investment bank and are subsequently made available and sold to private individuals and institutional investors. This type of sale is defined as “public offerings.” 
Alternatively, staff is proposing the issuance of refunding revenue bonds that would be sold in their entirety to a qualified institutional buyer. This type of approach is referred to as a “private placement” since the underlying debt instruments would not be available for purchase by general investors. In the past several years, such direct lending to municipalities has increased as banks seek new ways to put their capital to work. 
While not as common, there is nothing substantively different between a private placement issuance versus a traditional public issuance of bonds or other securities from a legal perspective. However, one of the benefits of a private placement is that it requires significantly less time and effort by City staff to prepare disclosure documents that meet federal securities laws. 
Specifically, with a public offering, the City would be required to prepare an “official statement.”  The official statement, which is prepared by disclosure counsel, contains a large amount of information about the City and the specific fund issuing the debt (in this case, the Waterfront Fund). The information that goes into the official statement is compiled and/or prepared by City staff and is intended to present a clear picture of the City’s and Waterfront Fund’s financial condition so that prospective investors can make an informed investment decision.

With a private placement offering, the City would not have to prepare an official statement. This is expected to save the City approximately $45,000 in consultant fees as well as save City staff many hours of work that would otherwise be necessary to prepare an official statement. 
Similarly, unlike a public offering, a private placement wouldn’t require obtaining a rating on the refunding obligations.  Even a single rating would cost $15,000-$18,000 at a minimum, as well as further staff time and effort.
Another potential advantage of a private placement is that banks will sometimes accept credit structures that would not be welcomed in the public bond markets. The current Waterfront COPs are an obligation of the Waterfront Fund. In the current market, a refunding COP offered publically would have to be secured by a lease and leaseback of an unrelated City facility, and secured by the General Fund (although it would be paid back from Waterfront revenues). This restructuring, required by changes in the bond market, would add additional complexity to a refunding. 
From a cost perspective, while transaction costs are typically lower with a private placement, the interest rates are typically higher than securities sold in “public offerings”, reflecting the fact that private placement investments lack the liquidity in the secondary market that bonds offer. However, some banks are now offering aggressive interest rates that rival the interest rates on publicly offered bonds. The bid received by the City from Compass Bank (Compass) comes with a lower interest rate than what would likely be secured through a public offering transaction.  
Potential Risks Associated With a Private Placement 

There is some risk associated with a private placement that differs from the typical risk assumed through a public COP offering.  The bid received from Compass includes a provision indicating that in the event that the bonds become taxable (lose their tax exempt status) for reasons other than a change in federal tax law, the tax exempt rate would be subject to “gross-up” so that the investor’s after-tax return would not be affected by the loss of tax exemption.  This would only occur in the unlikely event that the City violated its tax covenants. In that event, like a public offering, the City would have to remedy the issue and in the context of a private offering, the City would be subject to increased interest rates.  

Another minor risk associated with the Compass offer is the requirement that the City pay the bank’s legal fees in an amount not to exceed $15,000 whether or not the transaction is executed. 
Staff and the City’s financial and legal advisors do not believe either of the concerns outlined above pose significant risks. 
Selection Process

Compass Mortgage Bank was selected through a formal request for bids (RFB) process. The RFB was sent to thirteen qualified institutional banks and three brokers, and only two proposals were received. Given that Compass’ bid represented the lowest cost of funds and is within a reasonable range of what would be expected through a publicly offered deal (and likely lower), the bid is considered responsive and responsible. 

As typical in such circumstances, the interest rate in Compass’ bid is indicative and subject to change pursuant to an index-based formula specified in their submittal. The City has the option to lock in the interest rate (subject to a breakage fee) and will consider this option based on discussions with the City’s financial advisors.. 

Based on the bid received from Compass and current market conditions, the Waterfront Fund would realize annual savings of approximately $80,000, which equates to approximately $1.2 million in total savings over the remaining fourteen years of the bonds and represents approximately $1 million in savings in today’s dollars (i.e., on a present value basis).
Next Steps

Staff is working with the State Department of Boating and Waterways to seek their consent to retain a subordinate position of their loans which financed certain Waterfront improvements. Once the State’s consent is obtained, a minor amendment of the loan documents will be circulated. 

The proposed ordinance will require a second reading on December 17 related to Installment Sale Agreement, which will become effective thirty days later, on January 17, 2014. Shortly thereafter, the transaction will be fully executed and will close. 
BUDGETARY/FISCAL IMPACT

The proposed refunding of the 2002 waterfront COPs would generate overall savings to the Waterfront Fund of approximately $1.2 million and annual debt service savings of approximately $80,000 through the remaining term of the bonds which have a final maturity date in Fiscal Year 2028.
NOTE: Due to their size, a copy of the following documents will be made available to the public for review in the City Clerk’s Office and to the City Council in the Council reading file:

1. Trust Agreement

2. Installment Sale Agreement

3. Letter Agreement for Purchase

ATTACHMENT:
Letter of Commitment Dated December 2, 2013 from Compass Bank
PREPARED BY: 
Robert Samario, Finance Director

Sarah Knecht, Assistant City Attorney
SUBMITTED BY:
Robert Samario, Finance Director
APPROVED BY:
City Administrator's Office

�








