The California State Bond Funding Freeze 

How Community Foundations can ensure the financial viability of affected Nonprofit Organizations in their communities and enable the continued environmental restoration of California’s natural resources.
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Executive Summary
The State’s recent budget crisis caused a major disruption to the State’s ability to sell General Obligation bonds on the open market.  In order to help the State conserve cash during the cash flow crisis, the Pooled Money Investment Board (PMIB) imposed a freeze on bond-funded projects on December 17, 2008.  The action halted or delayed 5,300 projects of all types throughout California with a combined value of $18.1 billion. 
The PMIB’s action was particularly hard on the environmental conservation community.  The unprecedented Stop Work Order was issued without warning, halting 3,800 resource projects, totaling $5.2 billion mid-stream and leaving $250 million of bills unpaid.   As a result, the funding freeze currently threatens the financial viability hundreds of California environmental nonprofit organizations, without whom critical environmental restoration and protection of California natural resources will cease.  
The affect of the funding freeze is felt in communities state-wide.  Projects were idled with stream banks destabilized, piles of sediment left uncovered in winter rains, and time-critical permits expiring.  Organizations have had to lay off personnel, to furlough staff, and in some cases to shut down operations altogether.  Failure to receive payment from the State meant that organizations could not pay outstanding invoices to subcontractors, who in turn face financial ruin and job layoffs.
Community Foundations provide philanthropic leadership that maintains and enhances the resources of the community through their support of nonprofit organizations.  Community Foundations are in the unique position to be able to provide three types of critically-needed support to affected nonprofits:

· purchase private placement bonds in support of specific projects, 
· facilitate the purchase of private placement bonds by philanthropic investors, and

· offer zero or low-interest loans to affected non-profits to carry them through until the State meets its outstanding obligations and re-starts projects.
By providing these types of support, Community Foundations have the opportunity to play a leading role in alleviating the State bond funding freeze’s affects on countless nonprofit organizations in their local areas, and in the process protect both the economic and environmental health of the broader communities they serve.   
I.  The State Bond Funding Freeze
The State of California funds projects of critical importance via the sale of General Obligation bonds.  The proceeds of those sales are managed by the Pooled Money Investment Board (consisting of the Treasurer’s Office, the State Controller, and the Department of Finance).  The funds are distributed to the appropriate state agencies, which in turn use the funds to finance projects within their jurisdiction through grant agreements.
The State’s budget crisis and the general weakening of the financial markets in 2008 combined to cause the State to suspend the sale of general obligation bonds.  The resulting scarcity of funds caused the Pooled Money Investment Board (PMIB) to issue a “Stop Work Order” to bond-funded projects state-wide and to freeze payment of outstanding project invoices on December 17, 2008.   The stop work order affected 5,300 projects of all types totaling $18.1 billion across the State and has caused hundreds of organizations to fail to meet payroll and other contractual obligations.   
In a Press Release on February 20, 2009, State Treasurer Bill Lockyer warned that even with the agreement on the State Budget, the restoration of bond-funded projects will take a long time.  “We’re still faced with a tight credit market.  And the State has incurred billions of dollars in un-reimbursed project costs since we were last able to access the market in June 2008.  We’ll have to start clearing that backlog with bond sales…”

Treasurer Lockyer recently was able to sell $6.5 billion in general obligation bonds, the first general obligations bonds sold since June of 2008.  The $6.5 billion proceeds create a false sense of relief, however.  While some of the proceeds will be used to pay outstanding invoices, which is a tremendous relief, none of the proceeds will be used to restart conservation projects.  Even after this sale and some taxable bond sales in April, over 4000 projects will remain frozen, and the Treasurer will not be able to go to market with more tax-free general obligation bonds until July at the earliest.
II.  The Effect of the Funding Freeze on the Conservation Community 
The funding freeze hit the conservation community particularly hard:  3,700 conservation projects across the state, totaling 5.2 billion dollars, were brought to a halt.  Projects were idled with stream banks destabilized, piles of sediment left uncovered in winter rains, and time-critical permits expiring.  Organizations have had to lay off personnel, to furlough staff, and in some cases to shut down operations altogether.  Failure to receive payment from the State meant that organizations cannot pay outstanding invoices to subcontractors, who in turn face financial ruin and job layoffs.

The funding freeze threatens the continued viability of the conservation community as an effective strata of our State’s economy, one that the State’s resources agencies depend on to carry out their mandate to protect and restore our environment. Of all the organizations funded by state grants, the conservation community is the least able to withstand a lengthy funding stoppage.  Conservation nonprofits often take on projects many times their operating budgets, and have few other revenue sources. It takes years to build staffs with the competencies that complex restoration and monitoring projects require.  The conservation community has expended tremendous effort over the past decade to create regional and resource-based alliances that provide the breadth of perspective and expertise necessary to make eco-system wide improvements.  

There is no statutory requirement for equitable distribution of the proceeds from the any general obligation bond sales.  The $6.5 billion will restart only a handful transportation infrastructure and flood control projects and cover a small percentage of the State’s outstanding bond-funded obligations.  Competition for the proceeds of future sales will be fierce.  Testimony given at a March 18 hearing of the Assembly Budget Sub-Committee on Natural Resources made it clear that hardly any of the proceeds from the early bond offerings will be directed toward natural resource-related grants.  Witnesses made it clear that the State’s priorities are to use bond sale proceeds to fund all education, transportation, corrections, and high-speed rail projects, the only environmental projects that will be funding priorities are flood control efforts. This despite the fact that the frozen conservation projects restore watersheds that millions of Californians depend on for their drinking water, clean up contaminated groundwater supplies, and protect our state’s critical habitats for endangered species.

III.  The Need for Community Foundation Support

Given the ongoing difficulties with the State’s ability to sell general obligation bonds and the continuing instability in the overall financial markets, the length of time that it will take the State to sell general obligation bonds in sufficient quantity to pay all its obligations under existing grant agreements is unpredictable at best, and environmental projects will be the last in line for receiving proceeds.  Yet every day organizations reach the limit of their financial resources and are forced to close their doors.  Environmental harm is being caused by projects halted before protective measures could be put in place.  Permits are expiring, which will cause delays of months or years even after funding is reinstated.  

Three interim solutions have been identified that Community Foundations are in the unique position to be able to provide: investing in private placement bonds, facilitating the purchase of private placement bonds by philanthropic investors, and providing low-interest lines of credit. 

A.  Invest in Private Placement Bonds 

In an attempt to find a viable interim solution to the difficulties caused by the funding freeze, the Treasurer’s Office has been working with representatives of affected organizations, including environmental advocacy groups, to structure an alternate funding mechanism.  As a result, the Pooled Money Investment Board passed a resolution on February 18, 2009 allowing the Treasurer’s Office to enter into Private Placement Bond Purchase Agreements.

The Bond Purchase Agreements will specify the project that is to receive the proceeds of the bond purchase.  Thus an investor is able to ensure the continued viability of organizations and projects that the investor recognizes as important, while receiving an attractive rate of return on a relatively short term investment.  Without this mechanism, many organizations with critical competencies may fail, and many projects of lasting importance to our state may never be completed. 

1. Details of the Private Placement Bonds
The Private Placement Bonds are un-rated and are tax-free.  The Bond term is negotiable, and can extend 18 to 36 months.  The interest rate is 75 to 100 basis points above the Thompson’s Financial CalGOScale Index.  The Index is based on the secondary market trades of California General Obligation Bonds.  Interest is paid semi-annually.  Two private placement bonds have recently been sold in support of transportation projects.  The Bay Area Toll Authority purchased a $194 million private placement bond. The BATA bonds carry a 3.34% annual percentage rate and have a mandatory tender date of November 2010.  The Los Angeles Metropolitan Transportation Authority recently purchased a $132 million private placement bond carrying a 3.76% annual percentage rate for a term of 36 months. 

2.  Method of Purchase

The bonds are purchased from the Treasurer’s Office, and investors enter into a Purchase Agreement that identifies the Project, Organization, and Grant-making agency to which the funds are committed.  The template for the Bond Purchase Agreement and supporting documents are included in the Appendix to this proposal. The State Natural Resources Agency will administer the funds received by the Treasurer’s Office and distribute them to the state agency that issued the original grant agreement being funded.  
3. Costs of Issuance
The legal, financial, and administrative costs associated with a bond purchase can be substantial.  The Treasurer’s Office and the Natural Resources Agency intend for these purchases to be “Cost Neutral” to the Bond Purchaser, i.e. the bond purchase costs are charged against the Bond Act under which the original grant was issued, and the costs are immediately paid when the private placement bond purchase transaction is completed.   The Purchaser receives semi-annual interest during the bond term, and upon the mandatory tender date, is repaid its full investment.  

For example, if an affected Nonprofit Organization has $1.0 million in grant funds frozen, and assuming that the costs associated with the bond purchase were $100,000, the purchaser would invest $1.1 million in a private placement bond with the Treasurer’s Office.  $1.0 million of that investment would flow through the Resources Agency to the affected Nonprofit Organization, and the Treasurer’s Office would immediately use $100,000 to pay both the purchaser’s and the State’s bond costs.  At redemption, the purchaser would receive their original $1.1 million investment plus any outstanding interest.  

4. Flow Chart of Private Placement Bond Purchase
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With the purchase of a Private Placement Bonds, Community Foundations can restart important environmental restoration projects throughout their County, protect County jobs, and ensure the continued existence of non-profit organizations critical to the future protection and restoration of the County’s environmental resources.  In exchange, Community Foundations will receive an attractive return on their relatively short-term investment.  

B. Facilitate the Purchase of Private Placement Bonds
The Treasurer’s Office has placed a minimum on each bond purchase of $5 million. However, the Treasurer’s Office will allow multiple buyers in support of multiple projects to be “bundled” into a single Purchase Agreement in order to meet the required minimum.  In addition, the Treasurer’s Office has expressed a preference that the purchase agreements be negotiated with nonprofit organizations rather than with individual investors or for-profit organizations.  Both of these requirements create significant hurdles for interested investors to overcome in order to support the projects of concern to them.  What is needed is an effective mechanism by which the various investors can be brought together in a “bundle” and an efficient means to assure compliance with the financial and administrative responsibilities.

For example, even if an affected nonprofit organization were able to locate an investor willing to support their project, if the value of the project were under $5 million, the investor or nonprofit organization would have to locate other investors/projects to “bundle” with for a combined bond purchase.  Even then, if all the investors were individuals, the Treasurer’s Office may not allow them to purchase a private placement bond without a nonprofit facilitator.

In the most practical sense, Private Placement Bond investments are only available to re-start critical environmental projects when there is an organization willing to take on the role of “facilitator”.   Community Foundations have the infrastructure to accept investments from multiple purchasers, the sophistication necessary to bundle the investments into a single private placement bond purchase with the Treasurer’s Office, and the administrative expertise necessary to distribute the interest and redemption proceeds to the investors as appropriate.  Without a facilitator, this highly-promising alternative funding mechanism is lost.
C.  Provide Low Interest Lines of Credit
The nonprofit organizations affected by the funding freeze had no warning that their source of income was about to be indefinitely suspended and cash flow severely disrupted.  When projects were idled, organizations had to lay off personnel, to furlough staff, and in some cases to shut down operations altogether.  Failure to receive payment from the State meant that organizations could not pay outstanding invoices to subcontractors, putting them at risk of claims for breach of contract.

Projects can restart if an organization has the internal funding sources to do so.  State agencies have given assurance that expenses incurred under the grant agreements will eventually be repaid, although timing of the repayment remains unpredictable.  The uncertainty of the timing of repayment makes commercial lines of credit unavailable to most affected nonprofit organizations.    

The affected nonprofits are currently not able to charge the interest on any type of bridge financing to their grant expenses.  In a memo dated February 23, 2009, the Treasurer’s Offices stated that “…grant funds may not be used to pay interest or other financing costs on any alternative non-state bridge financing. Given the financial harm that the funding freeze has already caused, repayment of market rate interest out of operating reserves would not be possible for most affected organizations. 

The State Legislature is contemplating legislation that would allow organizations to charge the interest paid on lines-of-credit or bridge financing to the bond funding their project. However, the rate of an acceptable loan interest would have to equal to or less than the interest rate the State currently pays during the PMIB process. Should that legislation be successful, the low-interest loan option will become a viable tool for organizations.

The provision of a low-interest line of credit by Community Foundations to these organizations would enable organizations to pay outstanding payroll and invoices, remain financially viable through the freeze, maintain staff competencies, and restart frozen projects.

V.  Conclusion

Community Foundations are uniquely qualified to alleviate the damage caused by the State Bond Funding Freeze, and Community Foundations have at least three opportunities available by which they can provide critically-needed support to affected nonprofit organizations.  By demonstrating philanthropic leadership in response to the funding freeze, Community Foundations will protect not only nonprofit organizations in their local areas, but also the economic and environmental health of the broader communities they serve.  

APPENDIX of Supporting Documentation

1.  Bond Purchase Agreement 

2.  Private Placement of GO Bonds Term Sheet dated March 9, 2009

3.  Budget Letters

4. California’s Cash and Debt Situation: Its Effect on Resources Projects dated 

    March 18, 2009
5. Resources Agency 97 page list of affected projects
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