Overture Center

‘ 201 State Street, Madison, Wl 53703
FOR THE ARTS

September 19, 2005

Dave Cieslewicz, Mayor
Mayo1’s Office

403 City-County Building
Madison, WI 53709

Re: Preparation for September 19, 2005 Meeting

Dear Mayor Cieslewicz:

The purpose of this letter is to provide responses to questions you posed in a letter to the
Board of Madison Cultural Arts District dated September 14, 2005. Each of you

questions is restated below, followed by our response.

1. Status of Proposal

According to a letter dated September 2, 2005 from Overture Development Corporation,
the $7.5 million backstop participation related to a refinancing of the Overture bonds
referenced in that letter expired on August 31. That letter further states that Overture
Development Corporation would entertain a request to pursue further discussions
regarding such refinancing In light of MCAD’s presentation to the Board of Estimates
on August 29, we would like to know whether MCAD has made such a request to ODC.
Without such a request, and consequently an offer to discuss, the Board of Estimates

meeting cannot be fruitful.

ANSWER: MCAD made a request on September 12 and received a response on
September 14, 2005 from Jerry Frautschi: Mr. Frautschi has offered the City and MCAD
a 4-year backstop for the Series B debt totaling $5 million, with a cap of $2 5 million in
any one year. This offer must be acted on by the City and MCAD no later than October
31, 2005, and the refinancing transaction must close no later than December 31, 2005.

See the attached letter.

2. Assumptions

‘What are the assumptions upon which the September 9, 2005 pro-forma provided by the
Overture Center are based with regard to wage and benefits increases? Also, the
September 9 pro-forma has revised revenues in the Artist Fees and Grants and Gifis lines.
What is the rationale and basis for such adjustments as compared to an earlier pro-forma
provided on August 117
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ANSWER: Both the September 9 and Angust 11 versions of our budget for 2006 assume
wage and salary increases of 2%, after taking into account step and longevity increases.
Benefit costs were computed using percentages of salary expense provided by the City.

The September 9 budget anticipates increases of 37% and 76% in natural gas and
electricity expenses, respectively. The August 11 version of our budget anticipated
smaller utility cost increases. The amounts budgeted for utilities in the September 9 pro-
forma are based on more recent and, we believe, more accurate projections

The September 9 budget anticipates revenue from ticket sales during 2006 of $5,071,000,
compared to $4,801,000 in the August 11 version, The September 9 estimate is based on
an event-by-event analysis of ticket sales as a percentage of total capacity during the
2004-2005 season in Overture Hall. We anticipate selling 78% of all available seats in
Overture Hall during 2006, compared to 81% during our 2004-2005 season. The
estimate of ticket sales we provided in the August 11 version of our budget was based on
expetience in the Civic Center. The September 9 estimate is more current and, in our
opinion, more accurate than the August 11 estimate.

3. Operating Subsidy

MCAD’s August 29 presentation to the Board of Estimates included the statement that
Overture Center does not require any additional operating subsidy in the foreseeable
future beyond the current sources of revenue, and in particular, that no additional city
subsidy is needed for the opetation of the facility. However, the August 11 pro-forma
received from the Overture Center reflected negative balances offset by the application of
cash reserves as follows:

Year Balance

2006 ($137,000)

2007 ($328,572)

2008 ($370,960)
Then, starting in 2009, there would be insufficient cash reserves to offset the following
negalive balances:

Year Balance

2009 ($347,350)

2010 (8266,217)

2011 ($217,729)

2012 ($176,088)

HoWever, the revised pro-forma received September 9th has a variety of 1evenue and
expenditure revisions that appear to resolve these deficits. What has changed between
August 11 and September 9 that provides a basis for such re-estimates?

ANSWER: As described in our response to Question 2, above, the September 9 version
of our budget updates our estimates of revenue from ticket sales and utility expenses for
2006. Revenue from ticket sales is assumed to increase at 4% per year over the period



2007 - 2012. Expenses are assumed to increase between 3% and 5% per year during the
same period.

Our September 9 budget projects small surpluses during 2006, 2007, and 2008, followed
by several vears of larger surpluses. Of course, these projected surpluses are estimates.
They will be affected by variances between budgeted and actual ticket sales, utility costs,
and many other factors. At this point, however, the amounts in our September 9 budget
reflect our best estimates of growth in ticket sale revenue and changes in operating costs.

The MCAD board and staff will do all that we can to achieve budgets during this period
that are balanced. We project that such supluses, if they occur, will be used to augment

our capital reserve.

4. Rents

Looking at various line items of rent increase projections in Overture’s pro-forma, we
notice that rents are projected to increase at a rather modest 1ate. What is the 1ationale for
such increases, and is there room for a more aggressive rate of growth?

ANSWER: Theater rents for Overture Center by commercial (non-resident) organizations
were $2.00 per seat in 2004 The MCAD board raised rental rates by 4% effective July 1,
2005. We anticipate another 4% rental 1ate increase effective July 1, 2006. Alternately,
commetcial promoters may pay a percentage of box office revenue in rent. The average
total rent received during the year July 1, 2004 — June 30, 2005 from the six largest
commercial renters was $3.11 per seat.

When our rental 1ate structure was developed in 2003, our rates were the highest charged
by any performing aris center in Wisconsin, Our 1ate increases since then have exceeded
the U S. CPI for all wban consumers as determined by the U S. Department of Laboi.
We would therefore be reluctant to raise our commercial rates to an even higher rate.

5. Outside Rentals

Rentals of Overture facilities to non-tenant entities show a rather modest 1ate of increase?
What is the plan for marketing these facilities, and might greater growth be generated
through aggressive marketing? '

ANSWER: Since opening one year ago, we have successfully marketed the non-theater
spaces in Overture Center to weddings and other private parties, and we will continue to
do so.

Our efforts to market theater spaces in Overture Center have been, and will continue to be
constrained by scheduling the needs of our resident tenants. Overture Hall had 24 open
dates (mostly Monday and Tuesday evenings) between September 18, 2004 and May 31,
2005, while there were 71 open dates between June 1 and August 31, 2005. Staff is



currently examining a revised 1ate schedule to generate additional summer/off-season
usage.

We anticipate a slight decrease in the usage of Overture Hall next year when the Capitol
Theater opens. The increase in available theater space will provide some potential for
additional rental to promoters. Our plans for marketing these spaces include working
with the Greater Madison Convention and Visitors Bureau to make spaces in the facility
available to a wider range of commercial uses during the summer months. This is a new
venture, and as the Civic Center had no experience with this kind of marketing, we
cannot now predict its success.

6. Fundraising

What assumptions have been made with regard to fundraising projections between now
and 20122 What is the detailed fundraising plan that will be utilized?

ANSWER: MCAD has undertaken corporate and individual sponsorship programs and
will continue to promote these opportunities. A full-time employee has been hired to
solicit sponsorships. Through its supporting organization 201 State Foundation, we have
begun soliciting major charitable gifts to Overture Center. So far during 2005, these
efforts have generated contributions of approximately $300,000. Finally, the Ovation
Fund seeks other contributions in support of Overture Center programming. We intend to
continue each of these development effoits in the coming years.

It should be noted that Ovation Fund and other charitable gifts are usually restricted by
contributors for use in specific programs and activities. These funds may not be available
to support general operations, or to pay debt service. In any case, only preliminary
fundraising plans can be developed until the refinancing and ownership issues are
resolved.

7. Capital Replacements

MCAD’s August 29th presentation at BOE indicated that the proceeds-of the proposed
refinancing would bz used to provide for needed future capital replacements.

What assumptions have been made with regard to capital replacements? Is there a
schedule or estimates of when certain capital assets will need to be replaced or will
require major repairs?

ANSWER: Because Qverture Center has not yet completely opened, we have no
historical basis for estimating this facility’s cost of major repaits and improvements.
However, the expetience of other public venues can serve as a guide. Prudent

management, as reflected in an examination of the capital budgets for Monona Terace,
suggests setting aside in ea:tly years an annual amount equal to 1% of total construction
costs to-cover major repaits and improvements in future years. In the case of Overture
Center, this reasoning implies that we should plan to set aside approximately $2 million
per year in a capital reserve.




8. Refinancing Model

Earlier discussions of this proposal have been supported by a financing proforma
prepared for ODC. Past versions of that model involved MCF and others. What is the

latest version of this model as proposed today?

ANSWER: The basic financial assumptions in the cash flow model 1eviewed by City
staff in April/May 2005 remain unchanged. The proposal to have the Madison
Community Foundation take over the endowment from MCAST will not occur. The
advantages of such a change did not prove to be valid. Therefore, the endowment will
continue to be the responsibility of the Madison Cultural Arts Support Trust. A copy of
the cash flow model is attached

9. Terms (Loan) and Structure

The City is being asked to backstop a $27,000,000 loan. What are the texms involved?
What corpus preservation requirements are there? Including, what are the terms of'the
proposed firewalls? In what form would the Frautschi guarantee be memorialized? How
will investments be managed? By whom? Will this be the same structure as that in place
since 20007 What are the costs associated with the investment structure?

ANSWER: The Series B loan amount is proposed at $27.7 million. The bank proposals
remain as presented in May 2005, which were developed with City staff, subject to the
following changes since that time: '
1. Series B loan term of six years.
2. A mortgage on the real estate of $40 million.
3. A sliding scale to be applied to the $§1.4 million operating subsidy payment to
allow MCAD to receive operating subsidy payments from MCAST on a sliding
scale when MCAST asset values are between $100 million and $104 million.

The other terms including corpus preservation remain unchanged from the earlier term
sheet.

The firewalls have been modified to reflect Jerry Frautschi’s proposed back-stop of $5.0
million over the first four years of the loan, with a cap equal to the City’s maximum -
obligation of $2 5 million in any one year The firewall diagram is attached.

Mr. Frautschi’s guarantee would be memorialized in the form of an enforceable pledge.

The endowment is owned by the Madison Cultural Arts Support Trust, a support trust of
the Madison Community Foundation, created to provide financial suppoit for the
Madison Cultaral Arts District with Jerry Frautschi’s gift. In accordance with the
lenders’ covenants, MCAST will adopt an investment strategy, to be approved by the
lenders, and will oversee the investment consultant(s) and individual money managers.
The investment costs will be determined based on the investment policy, asset allocation,
and the active/passive management philosophy adopted. The cash flow model has a



placeholder for those investment refated costs, but MCAST will seek to be as efficient as
possible in order to maximize the return on assets.

10. Growth Assumptions and Projections

What fund growth assumptions are being made as they 1elate to: (a) generating a
sufficient return to pay debt service on bonds; (b) generating a capital subsidy; (c)
generating an operating reserve and/or maintenance reserve? What happens if the
investment return o1 fund balance are insufficient to support the Series A ($85-90M?)

debt?

ANSWER: The cash flow model requires an 8.25% annual rate of return on the
endowment in MCAST to meet the debt service obligations on Series A and Series B
loans, and to provide an annual distribution to MCAD of $1.4 million through 2036. An
annual return that varies between approximately 6 85% and 8.25% would cover debt
service and a smaller distribution to MCAD. For example, an annual return of 7.55%
would permit an annual distiibution to MCAD of $700,000. An annual retuin of 6.85%
would cover debt service, but would provide no distributions to MCAD.

If the return is insufficient to meet Series A debt service, the bonds go into default. The
City is not a guarantor of the Series A debt. The lenders would then work with ODC to
develop a work-out agreement. Ultimately, the lenders would have the right to foreclose

on the property.
11. End of Term

What happens at the conclusion of the term of the proposed refinancing structure? What
is the projected balance owed? What are the fund growth needs to pay the bonds off at

the end of thai term? :

ANSWER: The purpose of the refinancing is to provide an important period of time for
the building construction to be completed and for MCAD, in cooperation with the City,
County and State, to prepare its strategic plan, siabilize the operations of the completed
facility and begin to build a facility endowment. The City is being asked to provide a
moral obligation pledge as collateral for the Series B bonds for the next six years. The
plan is not intended to pay the bonds off in 2011 at the end of the initial Series B term.
The terms of the Series B loan would be renegotiated at that point, and the extent of City
involvement, if any, determined at that time,

The remaining Series B principal will be approximately $24.2 million at the end of the
initial term and all of the Series A principal will remain. However, if the desire is to pay
the bonds off and eliminate the operating subsidy revenue stream in 2011, the endowment
fund balance will have to grow by approximately $3.5 million over the six year period,
which would mean an additional .5 to 75% interest earned on an annual basis in addition
to the return needed to meet the debt service and operating subsidy payment obligations.



12. Endowment’s Performance

What is the historic performance of the Overture endowment fund since inception? What
is the endowment’s current balance?

ANSWER: The MCAST endowment has increased approximately 7% over the past 5
years. The balance in the MCAST endowment as of September 1, 2005 is $107,108,000.

13. Interest Rates

What would be the impact on the refinancing of the market returning to historic interest
rates?

ANSWER: The cash flow model is based on historic interest i:ates‘.
We appreciate this opportunity to respond to your questions.

Sincerely,

N
\){4&. &V(/L']
Jim‘Ruhly, Chair

Madison Cultunal Arts District

cc: Michael May
Dean Brasser
Anne Zellhoefer
George Austin
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{2}

(3)

“FIREWALLS”

Under the current Operatfions
Grant Agreement, MCAST has
discrefion not to make MCAD's
Operations Grants when MCAST
reasonably believes that its
assels or earnings cannot
support them. This firewail
expressly recognizes MCAST's
ability to redirect is earnings to
LARA payments which covers
debt service on Series A and
Series B. These dacisions are
final and the funds cre
nonrecoverable

lerry Frautschi has promised to
provide a “backstop” of up fo $5
million for the first four years of
the Series B refinancing 1o be
calfed upon if necessary to
permit MCAD to make rental
payments to ODC. Withdrowals
are capped ot $2.5 millien in
any one year.

in 2005, MCAD will hold in a
confingency reserve accaunt all
of its $1 .4 million Operaticns
Grant received from MCAST,
Thereafter, MCAD would be
required fo set aside in that
confingency reserve a porfion of

if MCAST investment resulis fail to provide
sufficient funds to make both LARA payments
and Operations Granis:

i

[

{n

MCAST
redirects

Opergalions

Gtcmfs

J. Fravischi
Ba cksfop
Promise

f

3)

MCAD

Contingency Reserve
{temporary use of
Operations Granis)

AL

the funds in excess of $250,000
annuglly that it receives as
Operatfions Grants, uniil that
account reaches $2.5 million.
Those funds would be applied to
the payment of rent to ODC, if
LARA granis are insufficient,
When fully funded, the MCAD
contingency reserve should be
able to cover at least one year’s
rental payments

Civic Center

Endowment Fund

additional distributions

o
— -
e e s e

{subject to

appropriation)

(3)
An endowment of approximately DSRLC
$2.7 million is held by the (not to exceed
Madison Community Foundafion $2.5 million)
to support programming at the

Madison Civic Center The Fund
balance consists of $1.3 million
of contributions and $1 4 million
of undistributed earnings

MCF's policy is to distribute 5%
of the value of the Fund
annually. Additional
distributions are permitied, at
MCFs discretion.

(6)

City of Madison
Replenish
promise
(moral
ehbligation)

—

T——
~—

= |
J

(5)

[cont.} Distributions cannaot
reduce the Fund balance 1o less
than its cumulative
cortributions fcurrently 31 3
million}. In the event LARA
poyments and the MCAD
contingency reserve are
insufficient 1o maoke rental
paymenis, MCAD may apply
for a distribution by MCF from
this Fund

A Debt Service Reserve Line of
Credit would be established by
ODC in the amount of
approximately one year's
principal and inferest, plus the
annual loan fee, o secure the
Series B portion of the debt.
The Tine of credii could be
drawn by ODC as needsd fo
pay principal and interest on
the Series B debt.

The City of Madisan would
offer its promise, in the form of
a moral obligation, to include
in its next annual budget an
appropriation of the omount
necessary fo replenish a draw
on the DSRLC, plus interest, if
not repaid by ODC or from
other firewalis.



