Homeowners Associations Use Bonds to Fund Improvements

As planned communities across the country enter their third or fourth decade in service, there is a growing need among homeowners associations to finance major building and facilities improvements to maintain the safety, desirability and resale value of the homes in their communities.  
The traditional practice of financing major capital projects with large special assessments is often very unpopular with homeowners.  Similarly, financing major capital projects with bank loans can be prohibitively expensive for homeowners associations, due to the high interest rates and the relatively short repayment terms required by most banks. 

Now however, homeowners associations have a new financing option:  bonds.  

What is a Bond?

A bond is a type of debt issued directly by a homeowners association.  The annual revenues of the association, primarily member dues, are used as collateral to secure the bond and to repay the debt over time.  With bonds, unlike other forms of debt, the “lender” is not a bank or finance company, but rather investors who buy the bonds.  The advantages of bonds are longer repayment terms (up to 30 years) and lower interest rates (6% to 7%).  This combination of longer repayment terms and lower interest rates significantly reduces the annual cost of debt repayment.  

For example, in June 2007, the Hawaiian Paradise Park Owners Association (HPPOA), a large homeowners association located on the Big Island of Hawaii, sold $12 million of 20-year bonds to finance road improvements.  The fixed interest rate on the bonds is 6.92 percent and the bonds are structured with annual loan payments that are lower in the first few years and then gradually increase over time to match the expected annual increase in member dues.  Another example of a successful bond financing is Highlands Ranch, a large homeowners association in the Denver metropolitan area.  An early leader in the use of long-term bonds by homeowners associations, Highlands Ranch sold $14.34 million of 20-year bonds in August 2004 to finance a new recreation center.  The interest rate on those bonds is only 5.95%.  

The Process of Issuing Bonds

From start to finish, the process for a homeowners association to issue bonds takes approximately eight to 12 weeks to complete and requires the following steps:  

1. Analyze Creditworthiness

A homeowners association must be creditworthy to issue bonds.  As with any other type of debt, the lender (bond investor) requires that the borrower (association) have the ability to repay the debt. In general, to be considered creditworthy, a homeowners association must have a history of good financial management, and the collection of annual member dues must be legally enforceable.

2. Determine Borrowing Capacity
The key to a successful financing is to borrow enough to finance the project, but not so much that the annual cost of loan repayment imposes an excessive burden on the association or its members.  Therefore, it is crucial to determine if an association has sufficient borrowing capacity to finance its project.  The amount that an association can prudently borrow will depend on factors unique to that association.  As a general rule, every $100,000 that is available for annual debt repayment can support a bond issue of approximately $1,000,000 to $1,500,000.  Homeowners associations should work closely with their investment banker to determine their true borrowing capacity.

3. Assemble the Financing Team
Most homeowners associations have no experience issuing bonds, so an investment banker is needed to manage the bond issuance process.  The investment banker will estimate the association’s borrowing capacity and suggest alternative financing options.  One option may be for 20-year bonds with equal annual loan payments every year.  Another option may be for 30-year bonds with graduated loan payments, which are lower during the first few years and increase over time.  A graduated payment schedule has the advantage of allowing an association to phase-in any necessary increases in members’ dues over time, rather than all at once. 

4. Prepare the Legal Documents

The services of a bond attorney are required to advise an association on legal matters related to the issuance of bonds.  The bond attorney will verify the association has the legal authority to incur debt, to levy and collect annual member dues and to enforce the collection of member dues through liens and foreclosure. The attorney also will ensure compliance with federal and state laws and with the association’s governing documents; draft legal documents related to the financing; and, write the “disclosure” document that describes for potential investors the association, its history, governance, management, finances and operations, the capital improvement project, the sources of bond repayment, risks of non-payment and any other pertinent information.  

5. Market the Bonds to Investors
After the bond structure is finalized and documented, the investment banker will market the bonds to potential investors.  The goal of the marketing effort is to identify which investors are willing to buy the bonds in return for the lowest possible interest rate.  

6. Negotiate Terms and Conditions

The investment banker will then negotiate final terms and conditions with the likely investors, subject to the approval of the association.  After the association and investors agree to final terms and conditions, then the bonds can be priced.  

7. Pricing the Bonds

Pricing bonds means finalizing the interest rate and contracting to sell the bonds at the agreed-upon rates and terms.  Depending on the bond size and structure, one investor may buy the entire issue, or several investors may each buy a portion of the issue.  

8. Closing on the Bonds
Bond closing is when all the legal documents are signed and authenticated, the bond certificates are “issued” to the investors, and bond proceeds are delivered to the association.  Additionally, the investment banking and legal professionals involved in the financing who work on a contingency basis are paid from bond proceeds at closing.  

How to Learn More

Homeowners associations that are considering capital improvement projects should explore the option of bond financing by contacting an investment banker.  

The author, Steven Gortler, is a public finance investment banker with Piper Jaffray.  

He specializes in homeowners association bonds and can be reached at 415 984-5163 or via email at Steven.J.Gortler@pjc.com.  
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