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50 years of service

The Legislature has authorized $6.4 billion in lease-payment bonds
since 1983 and the Governor's Budget proposes $3.3 billion in
new authorizations for 1995-96. Annual debt service costs on
lease-payment bonds have increased by almost $200 million over
the last three years. For several reasons, total debt service costs
for lease-payment bonds are significantly higher than general
obligation bonds. We therefore recommend that the Legislature
(1) minimize the use of lease-payment bonds in the future and
{(2) establish a multiyear plan to address its highest priority capital
outlay needs using less costly financing alternatives—either direct
appropriations or general obligation bonds. We also recommend
a course of action for the budget year.

“Lease-revenue” bonds were first authorized by the Legislature in
1983-84. Unlike true revenue bonds, which are used to finance
revenue-producing projects such as toll bridges, the state has used
lease-revenue bonds to finance projects that do not generate revenue
which can pay off the bonds. Instead, the annual debt service
payments on these bonds is made from “lease” payments, which are
appropriations (usually from the General Fund) to the state agency
using the facilities constructed with the bonds. We therefore refer
to these bonds as lease-payment bonds.

To date, the Legislature has authorized $6.4 billion in lease-payment
bonds for (1) prisons, higher education facilities, and state building
projects, (2) state office buildings developed by state/local joint powers
authorities, and {3) energy conservation projects in existing state
facilities. The authorizations are outlined in Figure 1 (following page).
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Authorized Lease-Payment Bonds®

1983 Through 1994

(In Millions)

Department of Corrections

Higher Education
University of California
California State University
Community Colleges

Subtotal

State Buildings
Franchise Tax Board, Phase 1
Franchise Tax Board, Phase 2
Secretary of State/State Archives
State Library Annex
Department of Health Services
Department of Food and Agriculiure
Department of Veterans Affairs
Department of Justice
Riverside/San Bernardino
tong Beach
Museum of Science and Industry

Subtotal

Joint Powers Authorities

San Francisco
PUC Building
350 McAllister/455 Golden Gate

Los Angeles
Ronald Reagan Building

East Bay
Caltrans District 4 Building
Oakland State Building

Subtotal
Energy Conservation Bonds

Totals

2 Does not include finaneing costs of bonds.

b Reflects actual capital cost of completed prisons, which
in some cases is significantly less than authorized

amount.

© Total does not inctude $25 million and $17 million for
UG and CSU deferred maintenance, respectively, that

will not be used.

$940
581
542

$37
40
100
25

($625)

$61
250

187

126
130

{($754)
$500

$6,441

In addition to the amounts previ-
ously authorized, the Governor's
Budget proposes $3.3 billion in new
authorizations—$525 million in the
Budget Bill for various departments
{mainly higher education) and
$2.7 billion to be proposed in legis-
lation other than the Budget Bill,
including:

= $2 billion for six new state prisons.

= $181 million to add 1,950 beds
for the Gatlifornia Youth Authority.

= $580 million for five new state
office buildings.

At the time this Status Check was
written, the following legislation had
been introduced: (1) SB 1679, Costa
(six prisons and the Youth Authority
beds), (2) SB 482, Calderon (De-
partment of Corrections headquar-
ters building), (3) SB 565, Johnston
(Franchise Tax Board Phase 3
building), (4) SB 1277, Killea (San
Diego office consolidation), and
(5) AB 1771, Bowler (Teale Data
Center).

The budget proposal would continue
arecent trend of increased reliance
on lease-payment bonds to finance
state capital outlay programs. An-
nual lease-payment bond authoriza-
tions for state capital outlay have
exceeded appropriations of general
obligation bonds each year since
1989-90. From 1989-9C through
1994-95, $4.1 billion in lease-pay-
meni bonds have been authorized
while $2.1 billion in general obliga-
tion bonds have been appropriated.
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“. .. if the
$3.3 billion in
new authoriza-
tions proposed
by the Governor
are approved,
lease-payment
debt service
would increase
to $950 million
by 2000-01.”

DEBT SERVICE COSTS
HAVE INCREASED
CORRESPONDINGLY

About $5.7 billion of the $6.4 billion
in authorized lease-payment bonds
have been sold to date. As more
bonds have been sold over time,
the annual debt service—ihe “lease-
payments"—for principal and interest
also have increased. As shown in
Figure 2, debt service has grown
from $125 million in 1991-92 to
about $310 million in the current
fiscal year. As more of the projects

funded with these bonds are com-
pleted, we estimate that the debt
service will increase to $600 million
in 2000-01.

Figure 2 also shows that if the
$3.3 billion in new authorizations
proposed by the Governor are
approved, lease-payment debt
service would increase to
$950 million by 2000-01. This debt
combined with debt service cosis
for currently approved general
cbligation bonds would result in a
total debt service cost of about
$2.8 billion in 2000-01.

1990-91 Through 2004-05

Lease-Payment Bond Debt Service

(In Millions)

$1,200

Proposed Bonds®
Il Previously Authorized

900

600+

3001

91 93 95

a7

433.3 billion proposed in 1995-96 Governor's Budget.
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“. .. we esti-
mate that total
debt service on
lease-payment
bonds is 15 to
20 percent
higher than for
general obliga-
tion bonds.”

COMPARING LEASE-
PAYMENT BONDS WITH
GENERAL OBLIGATION
BoNDS

Figure 3 lists the major differences
between lease-payment bonds and
general obligation bonds. As shown
at the bottom of Figure 3, we esti-
maie that total debt service on
lease-payment bonds is 15 fo
20 percent higher than for general
obligation bonds. (Adjusted for
infiation, this difference is about 7
to 10 percent.) Thus, for every
$1 billion in capital projects financed
with lease-payment bonds instead
of general obligation bonds (25-year
maturity), the state pays around
$275 million to $370 miflion more
in General Fund debt service costs
over the life of the bonds.

There are three principal reasons
why lease-payment bonds are more
costly:

Upsizing of Bonds. The major
factor is the need to upsize lease-
payment bonds {o cover noncapital
outlay costs associated with this
type of financing. The result of this
upsizing is that, compared to gen-
eral obligation bonds, the state must
sell more lease-payment bonds to
pay for these noncapital outlay
costs. The additional bonds that
must be sold under lease-payment
financing include amounts sufficient
for:

= Bond underwriting charges.

= Semiannual interest payments on
the bonds until the project is
completed. The bonds are usually
sold while the project is under
construction, but the state cannot
begin making “lease” payments
(usually from the General Fund)
until the facility is occupied. The
state, therefore, sells additional
bonds and uses the proceeds to
make semiannual interest pay-
ments until the facility is occupied
{about two years).

= A reserve fund in case annual
lease payments are not appropri-
ated. This reserve is maintained
until the bonds are retired.

Because of these factors, lease-
payment bonds sold over the last
two calendar years have totaled, on
average, about 16 percent more
than the actual costs of the bond-
funded projects.

Higher Interest Rates. General
obligation bonds are backed by the
full faith and credit of the state.
Consequently, these bonds are
raied higher by the bond-rating
agencies than lease-payment
bonds. For example, recent general
obligation bonds have been sold
with an “A” rating from Standardand -
Poors, while recent lease-payment
bond sales have carried an “A-"
rating. The rating differential is one
reason why lease-payment bonds
typically sell at higher interest rates
than general obligation bonds and
are therefore more costly.
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Comparison Between General Obligation Bonds
And Lease-Payment Bonds

General Obligation Bond Lease-Payment Bond
o .
Two-thirds of Legistature and Governor
{except initiatives) and majority voter
approval

Amount approved by voters ' Arhouﬁt authorized by Legislature (plus any
{administrative augmentations and administrative augmentations and bond
other costs must be within this amount)  upsizing)

[ e

Full faith and credit of the state Annual debt-service appropriations required

{entire taxing power) for “lease” payments
'@\ 4 S 5

S .
Lowest possible (actual sales at Up to 0.5 percentage points above general
4.8 percent to 7 percent between obligation bond rate; average about 0.4 percent
1990-94) (actual sales at 5.1 percent to 7.3 percent
between 1990-94)

. “Coﬁ'lpetilive bidding not‘réqmred
to date have been negotiated

Based on project costs, plus less than Bond volume upsize over project costs
1 percent for issuance costs pius such costs as underwriting fees, debt-
service during construction period, issuance
costs, insurance, and reserve fund

15 to 20 percent higher than general
obligation bonds over life of the bonds

A direct comparison of interest rates affected by various market condi-
is not possible because bonds are tions at the time of the sale. Our
sold at different times and are review indicates, however, that
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“. .. we recom-
mend that the
Legislature un-
dertake a com-
prehensive
review of the
state’s capital
outlay needs, set
priorities, and
establish a
financing plan
to fund these
priorities over a
multiyear
period.”

lease-payment bonds sell at interest
rates that are, on average, about
0.4 percent higher than general
obligation bonds. This interest rate
differential accounts for about
3 percent of the higher debt service
cost for lease-payment bonds
compared to general obligation
bonds.

Other Costs. In addition to the
higher debt service costs, annual
administrative costs associated with
lease-payment bonds are higher
than for general obligation bonds.
Furthermare, property and liability
insurance must be purchased for
projects funded with lease-payment
bonds.

USE OF LEASE-PAYMENT
BoNDS SHoULD BE LIMITED

As discussed in our Analysis of the
1995-96 Budget Bill (Addressing
State Capital Outlay Needs, page
1-13), state departments (excluding
transportation programs} have
identified five-year capital outlay
needs totaling $25 billion. The state,
however, also has a relatively high
debt burden (5.2 percent of General
Fund revenues), and less than
$500 million in previously authorized
general obligation bonds available
to finance the identified capitai
outlay “need.” Additional authoriza-
tions of more expensive lease-
payment bonds will increase debt
service cosis beyond what they
otherwise would be if the state
instead relied on general obligation
bonds.

To minimize future debt service
costs, the Legislature should mini-
mize future authorizations of lease-
payment bonds when addressing
the state's capital outlay needs.
Given the situation described above,
we recommend that the Legislature
undertake a comprehensive review
of the state's capital outlay needs,
set priorities, and establish a financ-
ing plan to fund these priorities over
a multiyear period. With such a plan
in hand, we believe the state could
prudently authorize and issue more
debt and fund the state's capital
outlay needs in the most cost-effec-
tive manner—through either direct
pay-as-you-go appropriations or
general obligation bonds. Effective
implementation of a comprehensive
multiyear plan might also increase
the confidence of voters that any
general obligation bond measures
placed on the ballot are intended
to address the state's highest prior-
ity capital outlay needs as identified
through the Legislature's planning
process.

Budget-Year Proposals. With
respect to the $3.3 billion in new
lease-payment bond authorizations
proposed for 1995-96, we recom-
mend that the Legislature assess
whether the projects proposed to
be funded with these bonds are so
critical that they must proceed this
year. For example, based on the
most recent inmate population
projections and absent any mea-
sures that would significantly
change population growth, the
Department of Corrections wili need
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funding authorization this year for
four new prisons as well as emer-
gency housing.

We believe that initial funding for
certain other projects could be made
with direct appropriations in lieu of
lease-payment bonds. In our Analy-
sis of the 1995-96 Budget Bill, we
have recommended funding from
the General Fund for the planning
and design of projects proposed for

the Office of Emergency Services
and the Department of Forestry and
Fire Protection. Finally, the Legisla-
ture could defer projects that are not
critical for the budget year and
consider including them in any
general obligation bond package for
the 1996 ballots. The proposals for
state office buildings; Youth Author-
ity beds, and some higher education
projects would fall into this category.

This report was prepared by Chuck Nicol, under the supervision of Gerald Beavers. For additional
copies, contact the Legislative Analyst's Office, State of California, 925 L Street, Suite 1000,
Sacramento, CA 95814, {916) 322-8402.
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