
Agenda Report 

TO: PASADENA PUBLIC FINANCING AUTHORITY June 23,2008 

FROM: EXECUTIVE DIRECTOR 

SUBJECT: ADOPTION OF A RESOLUTION OF THE PASADENA PUBLIC 
FINANCING AUTHORITY APPROVING THE FORM OF AND 
AUTHORIZING THE EXECUTION AND DELIVERY OF A FIFTH 
SUPPLEMENTAL TRUST AGREEMENT, A SUPPLEMENT NO. 5 
TO LEASE, A SUPPLEMENT NO. 5 TO SUBLEASE, A 
CERTIFICATE PURCHASE AGREEMENT AND APPROVING 
OTHER RELATED DOCUMENTS AND ACTIONS IN 
CONNECTION THEREWITH. 

RECOMMENDATION: 

It is recommended that the Pasadena Public Financing Authority adopt a 
Resolution approving the form of and authorizing the execution and delivery of a 
fifth supplemental trust agreement, a supplement to No. 5 to lease, a supplement 
No. 5 to sublease, a certificate purchase agreement, and approving other related 
documents and actions in connection therewith. 

BACKGROUND 

In 2003 the City issued $73.79 million Variable Rate Demand Certificates of 
Participation (City Hall and Park Improvement Project) in order to finance the 
City Hall seismic improvement and rehabilitation project. The Certificates of 
Participation (COPs) were issued with a AAA municipal bond insurance policy 
provided by Ambac. 

The City simultaneously entered into a cost of funds swap agreement with 
Ambac when it issued the series 2003 COPs. The swap requires the City to pay 
a fixed rate of 4.12% to Ambac in exchange for variable rate payments. Unlike in 
the case of a London Interbank Offered Rate (LIBOR) based swap or Bond 
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Market Association (BMA) Index based swap, the variable rate leg in the cost of 
funds swap is actually the interest rate paid on the City's variable rate COPS and 
therefore represents a perfect hedge. In this case, if the variable interest rate, 
which rests weekly, on the City's bonds is set below the 4.12% rate, the City 
makes up the difference by making a payment to Ambac and when the interest 
rate on the City's bonds exceed the 4.12% rate, Ambac pays the difference to the 
City. A Cost of Funds swap represents a perfect hedge but generally includes 
provisions converting the swap to an index under certain circumstances and 
gives the swap provider significant control over factors that may influence the 
City's cost of financing. Some of these factors include disruptions in the variable 
rate bond market and decline in the credit quality of the agency or the provider. 

Impact of Sub-prime Mortaaqe crisis 
The sub-prime mortgage crisis has had a far reaching impact in the capital 
markets. The increasing rate of defaults on sub-prime mortgages, which serves 
as collateral for asset-backed securities and collateralized debt obligations 
(CDOs), has created a chain reaction in the capital markets. Investment banks 
have written off billions in losses for the unsold inventories of such securities that 
continue to decline in value, while bond insurers have experienced downgrades 
due to insufficient capital reserves to cover mounting defaults on the loans they 
have guaranteed. This has resulted in a liquidity crisis in the financial markets 
that has severely impacted the auction rate market as well as the insured taxable 
and tax exempt variable rate bond market. 

In the past months there has been wide-spread interest rate dislocation in the 
insured variable rate tax exempt market which gave rise to concerns of Ambac 
converting the City's 2003 cost of funds swap to an alternative floating rate swap, 
as is its right under the swap agreement. Should Ambac exercise its right to 
convert the swap, the City's cost of financing City Hall could increase 
significantly by as much as 2.50% rate as of June 2008 or approximately over 
$1.8 million annually based on current interest rates. 

Staff has negotiated an agreement with Ambac whereby Ambac has agreed to 
value the swap at BMA plus 32 basis points instead of market value. This 
formula will be in favor of the City by approximately $2.3 million as of June 12, 
2008. In other words, Ambac will write off $2.3 million in return for terminating 
the swap. Ambac is willing to do this in order to reduce its financial exposure as it 
struggles to regain its position. 

The market value of the swap fluctuates with changes in Treasury interest rates. 
Given the recent high interest rate volatility, the timing of the termination 
becomes of critical importance. Staff recommends termination of the swap when 
interest rates reach the break even point for the City at BMA plus 32 basis points 
or more. In other words, when the value of the swap results in a termination 
value of zero Dollar exchange or a gain to the City, then the City will terminate 
the swap. 



Terminating the swap would leave the City with un-hedged variable rate bonds. 
Staff proposes to refinance these Variable Rate Demand Certificates of 
Participation with fixed rate bonds with the final maturity in 2038, five years 
beyond the original maturity. Given the level of current interest rates, it is 
anticipated that the all in true interest cost on a thirty year fixed rate bond will be 
approximately 4.85% to 5.0%. This will eliminate the City's exposure to 
fluctuations in interest rates and the risks associated with the existing Ambac 
swap associated with the COPs. Currently, the cost of the financing is 4.5% 
comprised of 4.12% for the fixed rate on the swap, 0.30% liquidity facility fee and 
0.075% remarketing fee. 

Prior to concluding the recommended refunding, staff has evaluated other 
proposals from investment bankers and advisors as well as evaluated alternative 
financing solutions which include issuing fixed rate bonds, variable rate bonds 
with a synthetic fixed rate by entering into a new LlBOR based swap, and 
amendments to the existing standby purchase agreement (liquidity facility) to 
ease investors' concerns. 

The following are the advantages and disadvantages of the proposed financing: 

Advantages: 
Refunding the Variable Rate COPs with fixed rate bonds permanently 
fixes the current problem; 
The proposed refunding eliminates the City's exposure to abnormal 
market rates and risks associated with the swap; 
The true interest rate on the new bonds is expected to be 4.85 -5.0%. 
Ambac will write off approximately $2.3 million of the swap market value 
currently in its favor. The City would otherwise have to pay this amount in 
order to terminate the swap agreement. 

Disadvantages: 
The City will lose the insurance from Ambac. The insurance premiums 
were paid in lump sum in 2003. The unamortized portion of the premium in 
the amount of $514,988 is considered sunk cost; 
There is an estimated $560,000 additional cost to cover the issuance cost 
and the underwriter's fee. 

FISCAL IMPACT: 

The refunding COPs will have a maximum term of 30 years with a final maturity 
in 2038. The certificates will be issued as fixed rate bonds with level debt 
service. The average annual debt service is estimated at $4.65 million as 
compared to the current debt service of $4.85 million. The level debt service 
structure will generate the lowest true interest cost on the financing at an 



estimated rate of 4.85%- 5.0% range. The following represents the estimated 
sources and uses of funds: 

Sources: 
Bond proceeds 
Existing Reserve Fund 
Total Sources 

Uses: 
Refunding escrow deposit 
Reserve Fund 
Cost of issuance 
Underwriter's discount 
Rounding 
Total uses 
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