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An Advance Refunding Case Study
By John Franklin, Managing Director, Head of Senior Living Finance team

A QUICK REFRESHER
An “advance refunding” occurs when debt is refinanced before
its stated optional redemption date (“call date”). The biggest
cost associated with an advance refunding is often “negative
arbitrage.” Negative arbitrage is created because the refunding
escrow needs to pay interest on the refunded issue (“old bonds”)
to the call date of the old bonds, but the refunding escrow earns
a much lower rate of return during that period. This is why
executing an advance refunding can significantly increase
the amount of debt on a borrower’s balance sheet.
THE ANALYSIS YOU WILL SEE
Advance refundings are often analyzed purely from a Net
Present Value Savings (“NPV Savings”) perspective. The NPV
approach has become the industry standard for quickly measuring
the effectiveness of a refunding. However, it is not a perfect
or all-encompassing analysis, nor is it the only way to analyze
whether or not a borrower should pursue an advance refunding.
One major assumption under the NPV method is that the new
bonds will be outstanding to maturity, which history has proven
almost never happens. Please refer to BB&T Capital Markets’
A Primer on Advance Refundings for an in-depth discussion.
THE ANALYSIS YOU MAY NOT SEE
Another way to measure the effectiveness of an advance
refunding is referred to as the “Payback Analysis,” which seeks
to account for some of the deficiencies in the NPV approach.
The Payback Analysis acknowledges the benefit of the NPV
savings, but also introduces probability.
Think of your home mortgage. Refinancing a home mortgage
often leads to a larger mortgage due to the associated refinancing
costs. If you plan to keep the house for the length of the mortgage,
you come out ahead financially because you have locked in a
lower payment through the life of the loan, which will more than
offset the additional debt incurred. But what if you sell the house?
Or refinance again? Because of that uncertainty, most people
estimate how long they are going to stay in the house to determine
whether the cost (additional debt) that is required to complete the
refinancing is recaptured with lower monthly payments. The time

it takes to recapture that cost is referred to as the “payback period”
and the date all costs are recaptured is the “payback date.”
The payback date represents a point in the life of the new
mortgage where you could sell or refinance and feel comfortable
that you made the right decision to refinance. Consider a
situation where your mortgage was $300,000 prior to refinancing
and due to the refinancing, it becomes $320,000, a difference
of $20,000. Let’s assume you save $2,000 annually. Five years
forward from the refinancing date, you will have accumulated
$10,000 savings from your lower mortgage payments. Let’s also
assume that due to the lower rate, the new loan is being paid
down more quickly so the original $20,000 difference is now
$18,000. Therefore, if you sell the house and pay the mortgage
off after five years, you are theoretically $8,000 worse off than if
you had not refinanced ($18,000 larger mortgage less $10,000
in accumulated savings from lower payment). The key takeaway
here is that it behooves you to consider the likelihood that
you might refinance or otherwise pay off the debt early and its
relationship with the payback date.
THE TRANSACTION IN QUESTION (ACTUAL CASE STUDY)
In late 2016, with interest rates at near all-time lows, a Life Plan
Community in Texas was approached by an investment bank to
refinance approximately $54 million of debt that had been issued
three years earlier. As a result, the organization hired a municipal
advisor to provide additional advice and under the supervision
of both the investment banker and municipal advisor, decided to
pursue an advance refunding.
The old debt carried high interest rates (up to 7%) with the new
debt carrying interest rates below 5%. Therefore, on the surface,
the refinancing appeared as if it had huge potential for savings.
However, the debt being refinanced had been issued three years
prior (2013) and was more than six years from its stated call
date of 2023, at which time it could be paid off. Therefore, the
only way to lock in the lower rates was to pursue an advance
refunding. Therefore, approximately $67 million of bonds were
issued to advance refund approximately $54 million of debt. A
fair question is why would an organization put an additional $13
million of debt on the balance sheet to effect a refinancing?

Let’s recreate the analysis that was performed and the analysis that
probably was not performed. Total cash flow savings during the life
of the loan totaled almost $5 million (approximately $160,000
per year) and the net present value savings was approximately
$3.3 million, which was just over 6% as a percentage of the
refunded bonds. As we indicate in our article, A Primer on Advance
Refundings, we advocate at least a 5% NPV savings as a percentage
of the debt being refinanced before an advance refunding should be
pursued. Although the transaction meets the minimum threshold,
the annual savings are fairly modest.
Let’s revisit negative arbitrage and its impact on the amount
of debt that needs to be incurred to complete the transaction.
Because the existing bonds cannot be paid off until 2023, a sixyear escrow is required to pay debt service on the old bonds until
2023. Remember that the interest rate on that old debt is 7%,
but the escrow earns less than 1.5%, creating more than $19
million in negative arbitrage during that six-year period, which
has to be funded with new debt. Add to the negative arbitrage an
additional $1.2 million in financing fees for industry professionals,
and you have a refunding “cost” of more than $20 million (on an
original $54 million issue). Because the new bonds were issued
as premium bonds, the net amount of debt added to the balance
sheet gets reduced to $13 million.
However, that is an increase of
almost 25% in additional debt on
the balance sheet. In summary,
this borrower used its IRS restricted
“one-time free pass” to execute
an advance refunding of a bond
issue that added $13 million of
debt to its balance sheet to
achieve modest annual savings.

the payback period is slightly longer than the call date on the new
bonds if the NPV savings is well above 5%.)
In this particular transaction, the payback date on the advance
refunding does not occur until year 20 (of a 32-year bond issue).
The payback analysis shows that on the first call date (year
9) of the new debt, the borrower would have recaptured only
$6 million of the $13 million of the additional debt that was
incurred to do the deal! Please refer to the table below for the
payback calculation. Based on the payback analysis, we would
not have recommended moving forward with this deal because
it would have taken too long to recapture the costs of the
transaction.
Because there is a strong possibility that the new debt (2016
bonds) could be refinanced well before 2036, the “payback
date,” the borrower should not have completed this transaction.
We believe that if the payback analysis had been shared with
the borrower’s finance committee, the transaction would not
have been pursued. This transaction demonstrates the need for
clear communication and transparency when explaining all of
the advantages and disadvantages of advance refundings, even
when a municipal advisor is involved.

Because of the modest annual
savings, it is important to do a
payback analysis. We stress to
our clients that the payback date
should occur on or before the
first call date on the new debt.
The reasoning is that it is very
possible that this new debt may be
refinanced on its call date or slightly
after that date. Therefore, just like
the home mortgage example, you
want to make sure you recapture
the cost to do the deal before the
possibility or likelihood of paying
off or refinancing the new debt.
(On certain transactions, we have
pursued advance refundings where
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