FREQUENTLY ASKED QUESTIONS REGARDING REFUNDING BONDS
Q:
How does a refunding work?
A:
There are different kinds of refundings and refunding bonds can be issued for different purposes. However, in Massachusetts, most refunding bonds are issued for the purpose of achieving debt service savings. Similar to the refinancing of a mortgage, savings is achieved by lowering interest costs. Usually a 2% differential in interest rates is necessary to make the refunding worthwhile. It is essential that the bonds being refunded are callable; i.e., able to be prepaid. The savings is a result of being able to call in high interest rate debt and substitute it with lower interest rate debt. The savings can be taken up front or evenly distributed throughout the remaining term of the bonds, depending on how the refunding bond is structured. 

Q:
What is the difference between an advance refunding and a current refunding?

A:
Most bonds with terms longer than 10 years carry a call feature, which permits the issuer to call and prepay the bonds prior to maturity. The standard general obligation call feature is 10 years. In an advance refunding, the bonds being refunded are refunded more than 90 days in advance of being able to be called. In a current refunding, the refunded bonds are refunded within 90 days of the call date. 

Q:
Why are more principal amount of bonds required to be authorized to effect the refunding than there are principal amount of bonds to be refunded?

A:
The yield on the escrow in which the refunding bond proceeds are deposited is restricted to the average reoffering yield of the refunding bonds. The escrow is invested in specially issued government securities bearing the permissible yield and structured to mature to match the debt service on the refunded bonds as it matures, semi-annually, to the call date. In effect, it takes more principal, invested at the lower permissible yield, to mature to meet the old debt service. The escrow pays the refunded debt service and the issuer pays the refunding debt service. Even though the principal amount of the refunding bond is higher, the interest cost is less than the additional principal, hence the savings. 
Q:
Are the savings net of the costs of issue?

A:
Yes. All costs are built into the issue and savings is net of the costs. In today’s market, present value savings from an advance refunding bond issue should equal at least 2.5% of the principal amount of the bonds being refunded, as federal law only permits issuers to advance refund bonds once. There is no limit on the number of current refundings which can be done. 

Q:
Will a refunding affect the bond credit rating?

A:
In most cases refundings issued for savings purposes is viewed favorably by the rating agencies as it reduces debt service costs. The rating agencies do not double count the refunding and the refunded debt; rather they consider the refunded bonds to be provided for or defeased if the escrow fund is invested in direct obligations of the U.S. government. 

Q:
Do refunding bonds count against the Massachusetts debt limits?

A:
Refunding bonds do to the extent the refunded bonds did, but the refunded bonds no longer do once the refunding bond is issued. 
Q:
Are there any risks?

A:
No. The transaction is independently verified. The escrow is invested in the strongest investment available. All the rates and amounts are fixed. The savings are locked into place. 
