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Issue 14 Update 8  
Proposed refunding and defeasance 
 

                                                                                       October 17, 2012 
 

Overview 

The Administration of the Cleveland Metropolitan School District proposes to 
refinance approximately $16.5 million of the $125 million in Issue 14 bonds sold in 2004. 
It wants to defease or retire early the debt using proceeds of a bond refunding and 
available cash in the District’s Bond Retirement Fund. As in the District’s previous 
refunding/defeasance endeavors, the immediate goal is to reduce future interest payments 
on the debt that the District incurred to fund its construction and renovation program.  

The Board of Education is being asked to authorize the current refunding effort at 
its meeting on October 22, 2013. 

The refunding and defeasance could improve the District’s ability, pending voter 
approval, to issue enough bonds to complete the construction program without raising the 
annual tax burden on District taxpayers beyond the target rate of 5.25 to 5.45 mills levied 
to pay off Issue 14 bonds. 

The effect of the refunding is similar to that achieved when a homeowner 
refinances a mortgage that was obtained when home loan rates were higher. The targeted 
bonds carry an average interest rate of 5.06 percent and if the refunding bonds were sold 
on Oct. 14, the estimated interest rate would be about 1.35 percent, according to the 
District. (One reason for the big differential is that the 2004 bonds were long-term, 
whereas the refunding bonds will have maturities of only two years. According to today’s 
news reports, investor yields on two-year AA-rated municipal bonds are about 0.59 
percent.)   

The District’s December 2011 refunding and defeasance of $28.6 million in bonds 
issued in 2002 saved District taxpayers the then-current equivalent of about $2.3 million 
in interest payments, according to the District. The District’s January 2013 refunding and 
defeasance of $59.02 million in 2004 bonds saved interest payments totaling the then-
current equivalent of $8.22 million, according to lead underwriter J.P. Morgan. The 
proposed deal is much smaller; the District estimates a net-present-value savings to 
taxpayers of $697,000, or 4.2% of the amount being refunded. 

According to a “Best Practice” recommendation of the Government Finance Officers 
Association (GFOA): 

“One test often used by issuers to assess the appropriateness of a refunding is 
the requirement specifying the achievement of a minimum net present value 
(NPV) savings. A common threshold is that the savings (net of all issuance 
costs and any cash contribution to the refunding), as a percentage of the 
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refunding bonds, should be at least 3-5 percent. ...  In certain circumstances, 
lower savings thresholds may be justified. For example, when ...  interest rates 
are at historically low levels or the time remaining to maturity is limited, and 
as such, future opportunities to achieve greater savings are not likely to occur.” 
 

Refunding and defeasance 
 

 Refundings involve issuance of new debt, the proceeds of which are used to 
repay previously issued debt either immediately or later by placing the new issue’s 
proceeds into escrow and investing them until they are used to pay principal and interest 
on the old debt at a future time, which could be at full maturity or at the call date, which 
is the earliest date on which a bond can be redeemed. 

 Most advance refundings result in defeasance of old debt, which means that the 
debt is no longer reported as a liability on the balance sheet; only the new debt is.  

The District anticipates using about $6.7 million in existing cash on hand in its 
Bond Retirement Fund in the refunding or defeasance. 

Under the District’s current plan, the refunding-bond proceeds and available cash 
in its Bond Retirement Fund would be used to buy U.S. Treasury securities to be held in 
escrow until the selected 2004 bonds may be redeemed. The District would pay the 
interest on the refunding bonds, which is lower than the interest on the existing bonds.  

Defeasance can also be accomplished without a refunding. In 2010, the District 
reported that it used excess cash in its Bond Retirement Fund for defeasance of $14.675 
million in bonds from the 2002 issue. This resulted in a net present value savings to 
taxpayers of $4.044 million.  

 

Method of sale 
 
Unlike the case with its previous bond issues, the District says that it intends to 

execute a competitive – rather than negotiated – sale of refunding bonds, in which the 
underwriter submitting the lowest rate bid gets the bonds. The District said the shift in 
sale method stems from the relatively small dollar amount and the very short, two-year 
maturity of the bonds. 

In a negotiated sale, a group of underwriters are solicited and selected according 
to the District's criteria before the securities are structured. The selected underwriters 
participate in the structuring efforts and they are able to engage in pre-marketing efforts 
because they have confidence that they will be able to purchase and resell the securities. 

 In a competitively bid deal, securities are structured by the issuer, its financial 
advisers, and its bond counsel, and the sale occurs through a bidding process in which the 
District advertises the sale, provides an official statement (prospectus) and other 
information, and solicits bids by underwriting firms.  

The BAC’s consultants have recommended that the District use competitive sales 
because they provide the best opportunity for getting the lowest interest rate. The 
resolution before the Board still specifically authorizes a negotiated sale. 
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Evaluation of results 
 

BAC reports have consistently recommended that the District commission post-
sale analyses of each of its negotiated bond issues to see how the interest rates received 
compared with those received by issuers of comparable securities at the time.   

The GFOA’s Best Practice statement “Selecting and Managing the Method of 
Sale of State and Local Government Bonds” says (emphasis added): 

“If an issuer, in consultation with its financial advisor, determines that a 
negotiated sale is more likely to result in the lowest cost of borrowing, the 
issuer should undertake the following steps and policies to increase the 
likelihood of a successful and fully documented negotiated sale process: ... 
Prepare a post-sale summary and analysis that documents the pricing of the 

bonds relative to other similar transactions priced at or near the time of the 

issuer’s bond sale. ...” 
The District has not commissioned such evaluations, but it recently provided a 

comparison of the rates received on its bond issues with those of Aaa-rated tax-exempt 
municipal bonds. However, the District’s refunding bonds have not been rated AAA, but 
rather Aa2, making a comparison of the rate differential speculative without a benchmark 
of how other, similarly rated municipal debt issues fared at the time. 

 The District says it compares its performance vs. Aaa bonds on each deal and 
then compares that with its performance in the previous ones. A better analysis would 
require comparing the District’s performance with that of someone besides itself. 

 

‘No additional taxes’ 
 
The $335 million in bonds authorized by voters under Issue 14 in May 2001 was 

not nearly enough money to execute the entire construction program. Indeed, the amount 
would have needed to be in excess of $500 million in 2002 dollars. 

 Now, with many schools cut from the construction plan due to declining 
enrollment, it appears the District will need about $178 million to complete currently 
planned construction. 

The window for a “no additional taxes” bond-authorization vote in the future has  
been opened by the District's previous aggressive bond-retirement strategy. A somewhat 
outdated illustration of this window is on Page 111 of the report Issue 14 Bond Issues by 
the BAC’s consultants. See: 

http://www.clevelandmetroschools.org/cms/lib05/OH01915844/Centricity/Domai
n/278/Issue%2014%20Bond%20Issues%20REPORT51410%201.pdf 

 

Conclusion 
 
The anticipated savings to taxpayers of $675,000 is small in comparison to that of 

previous refinancing deals but still worth pursuing if market rates remain as expected. 
According to the BAC’s consultants, a competitively bid sale provides the best chance of 
maximizing savings. 


