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NEW MEXICO HOSPITAL EQUIPMENT LOAN COUNCIL 


COSTS ASSOCIATED WITH ISSUING TAX-EXEMPT BONDS

There are two broad categories of costs associated with issuing tax-exempt bonds.  These include the “underwriter’s discount”, which is comprised of four components outlined in greater detail below, and the “costs of issuance”, which can include bond counsel and other legal fees, financial advisory fees, rating agency fees, Council fees, trustee and paying agent fees, fees for accounting services, any applicable credit enhancement fees, printing and distribution costs for the preliminary and final official statements, and fees for special feasibility studies which are sometimes needed for the sale of new debt.  In a transaction where the Borrower is a non-profit corporation, these costs are paid from the tax-exempt bond proceeds to the extent that they do not exceed two percent of such proceeds.  The balance of such costs must come from a Borrower’s own internal sources.  There is no two percent cap on costs of issuance for public hospitals.

Many factors affect the level of fees and their components, including:

· Size of the financing,

· Structure of the issue, such as whether the bonds will be issued on a fixed or variable rate basis,

· Complexity and time involved in structuring the financing,

· Method of placement, such as whether the financing is a public offering or a private placement,

· Credit quality of the Borrower, and the bond rating assigned,

· Market conditions at the time of issuance, and

· Maturity of the bond issue.

The underwriting spread, or underwriter’s discount, consists of four components:  (a) a management fee, (b) sales compensation, known as “takedown”, (c) the underwriter’s expenses, and (d) underwriting risk.  The levels of takedown and underwriting risk have varied considerably in the recent past and are highly market-driven.  As a result, they are difficult to predict prior to the time of the marketing of the bonds.  The best measure of the all-inclusive costs of a financing is the true interest cost, which reflects the combination of interest rates, prices of the bonds, and the underwriter’s discount.  A slightly larger takedown can be a more cost-effective mechanism to adjust bond pricing in comparison to an increase in the yield.  

Components of the Underwriter’s Spread

Management Fee

The management fee is the fee paid to the managing underwriters (usually to the individual investment bankers directly involved with the day-to-day details of the bond issue) for their contribution in: (a) developing the financing plan, structuring legal documents, preparing the preliminary and final official statements, and determining the most effective method of bond distribution; (b) executing the market development program, including presentations to bond rating agencies, credit enhancement providers, and investors; (c) forming and managing the underwriting group; (d) recommending interest rates, re-offering prices, and redemption provisions; and (e) directing and monitoring the underwriting and distribution of the bonds.

Sales Compensation or Takedown

Takedown is the commission a member of the underwriting group (or individual broker employed by a member of the underwriting group) receives for selling the bonds.  The takedown compensation to an underwriter is realized only if the underwriter is able to resell the bonds at the initially established re-offering prices.  It is a sales incentive that must be competitive with other bond issues of similar security, size, and maturity.  The amount of the sales compensation will reflect the degree of difficulty in marketing the bonds.

Underwriter’s Expenses

The underwriter’s expenses are the aggregate out-of-pocket expenses incurred by the underwriter in the structuring, underwriting, and marketing of the bond issue.  These expenses include the fees and expenses of disclosure or underwriter’s counsel, travel and communications expenses, and clearance costs.  Also included in this category are costs incurred for printing underwriting documents, costs of funds, miscellaneous expenses, and expenses associated with syndicate processing.

Underwriting Risk

The underwriting risk is the compensation for the risks incurred by the underwriter in underwriting the bond issue.  The more volatile the market is and the more complex the financing is, the greater the underwriting risk component of the underwriter’s compensation.  Its magnitude reflects the amount of bonds yet to be resold, the amount of bonds taken down by account members but still available for sale, and the bond market conditions.  In some cases, the underwriting risk component can be entirely offset by losses that result from the inability to re-offer the bonds at the originally established prices.

Council Fees

The New Mexico Hospital Equipment Loan Council charges an origination fee, and an annual fee for issuing tax-exempt bonds or originating tax-exempt leases.  These fees are used to offset the on-going costs associated with the Council’s activities, including its program administration costs and fees paid to its General Counsel.
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