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The California Debt and Investment Advisory Commission (CDIAC) was creat-
ed in 1981 with the passage of Chapter 1088, Statutes of 1981 (AB 1192, Costa).
This legislation established CDIAC as the State’s clearinghouse for public debt
issuance information and required it to assist state and local agencies with the
monitoring, issuance, and management of public financings. To meet its statuto-
ry responsibilities, CDIAC divides its functions into four units: Data Collection
and Analysis, Policy Research, Education and Outreach, and Administration.

Since 1984, CDIAC has provided information, education, and technical assis-
tance on debt issuance and public funds investing to state and local public agency
officials and other public finance professionals. As a cornerstone of its educa-
tional program, CDIAC commissioned Orrick, Herrington & Sutcliffe LLP to
write an introduction to California public debt. Orrick worked with CDIAC to
develop the California Debt Issuance Primer (Primer), which has served as the go-
to reference guide for public finance professionals, policy makers, and students
on California debt since 1988.

The Primer has undergone subsequent revisions, including those done by Orrick
in 1990 and 1998 and by CDIAC staff in 2006. But these updates have failed
to keep pace with transformations in the market and the needs of a new genera-
tion of public finance professionals. To address these concerns CDIAC, again in
partnership with Orrick, Herrington & Sutcliffe LLP, has created the California
Debt Financing Guide (Guide)—a completely new educational tool and reference
for California public agencies and service providers.
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The Guide offers a new approach to understanding the responsibilities and obli-
gations of issuers and the elected and appointed officials who are ultimately ac-
countable for the use of debt financing by their agency. It also provides a compre-
hensive discussion of the legal and statutory requirements for debt issuance while
employing a framework that supports the deliberative process issuers undertake
before, during, and after issuing debt.

WHAT INFORMATION DOES THE GUIDE INCLUDE?

Public agencies have a number of options when financing capital improvements
and managing their cash flow, including relying on existing resources or operational
surpluses. In some cases and under certain conditions, debt financing is both the
most economical and sensible means of financing both short-term and long-term
purposes. But there are business, economic, legal, and practical concerns to be af-
firmatively considered and addressed in any decision to use debt financing.

The Introduction addresses the five principal responsibilities of public agencies
choosing debt financing: i.1 Understand Your Public Agency; i.2 Decide Whether

Debt Financing Is Appropriate For Your Agency; i.3 Apply the Appropriate Analysis

to the Decision to Use Debt Financing; i.4 Lead the Process of Issuing Your Debt;

.5 Manage Your Debt After It Is Issued. The discussion of each of these points

serves as an introduction to the process of debt financing. The Introduction, as
a result, is the starting point for those unfamiliar with debt financing by public
agencies as well as those seeking to better understand the scope of the process and
obligations that fall on public agencies using debt financing. If you are an elected
or appointed official, public agency staff new to debt financing, or member of
the public seeking to understand how public agencies finance projects or how
and why your agency has taken a particular approach to financing a project with
debt, you are encouraged to start with the Introduction before moving on to the
remainder of the Guide.

The Guide provides readers an understanding of the “legal and regulatory”
requirements of debt financing in California. It begins in Chapter 1 with
a discussion of the Constitutional and statutory authority given to public
agencies to issue debt and to receive revenues needed to repay the debt and
restrictions of that authority. Chapter 2 addresses the structural features of
debt, including the source of revenues for repayment, security, and the term
and interest rate mode. Chapter 3 provides a new approach to identifying
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debt “types” by categorizing them according to the security and source of
repayment, interest rate mode (fixed- or variable-rate), and tax treatment.
Chapter 4 covers the federal tax law requirements for issuing tax-exempt
debt. Chapter 5 discusses the process of selling public debt to investors.
Chapter 6 focuses on federal securities laws administered by the Securities
and Exchange Commission as well as rulemaking by the Municipal Securi-
ties Rulemaking Board. Chapter 7 covers the additional requirements issuers
of public debt must meet, including reports to CDIAC and the California
Environmental Quality Act. Chapter 8 explains the on-going administrative
responsibilities of issuers to investors, regulators, and the public. Chapter 9
introduces the options public agencies have to invest bond proceeds and the
limitations they must adhere to when investing these funds.

The Guide also includes six appendices. Appendix A is a listing of state laws per-
taining to the use of debt by California public agencies. Appendix B takes an
in-depth look at one financing common to the California bond market: K-12
school financing. Appendix C is a listing of additional resources and reference
materials. Appendix D is a discussion of the process public agencies must take
when seeking bankruptcy protection under the Chapter 9 of the U.S. Bank-
ruptcy Code. Appendix E is a glossary of terms. Appendix F is a subject index.

HOW TO USE THE GUIDE?

For those seeking an introduction to debt financing or an overview of the ob-
ligations of public agencies, the Introduction is required reading. Chapters 1
through 9 can be read in their entirety or used to research specific questions read-
ers might have. The Guide is published as an “electronic book” to improve access
to the materials and the reader’s management of the information. Readers may
pursue additional study using the Appendices and following links to materials

outside of the Guide.

ACKNOWLEDGEMENTS

The Guide was produced in collaboration with Orrick, Herrington & Sutcliffe
LLP. The Orrick team of attorneys was led by Steve Spitz.

The vision and, therefore, the responsibility for the outcome of the Guide was
CDIACs, led by Mark B. Campbell, Executive Director. He was supported in
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this by CDIAC’s excellent staff, including Angel Hernandez, Research Manager,
and researchers Joel Tokimitsu, Tara Dunn, and Nova Edwards.

No amount of recognition would provide fair compensation for the support,
guidance, and direct contribution of materials and text provided by an advisory
committee of public finance professionals. This group included David Brodsly,
Managing Director, KNN Public Finance LLC; Dan Deaton, Partner, Nixon
Peabody LLP; Steve Heaney, Managing Director, Stifel, Nicolaus & Company,
Incorporated; Lakshmi Kommi, Debt Management Director, City of San Diego;
and Megan Reilly, Chief Business Officer, Santa Clara Office of Education. Ad-
ditional support was provided by Heather White, Counsel, Nixon Peabody, LLP.
The quality of the materials and the format are the direct result of their insights
and thoughtful consideration of this project and process.

The Guide was reviewed by Mark Paxson, Chief Counsel, Office of the California
State Treasurer and Tim Schaefer, Deputy State Treasurer, Office of the California
State Treasurer. It was edited by Coral Cavanagh, Curalium Consulting.

The Guide was formatted and published under the direction of CDIAC’s graphic
designer, Megan Batty.

Nothing in the Guide should be construed or relied upon as legal or financial ad-
vice. The Guide is rather intended to serve as a general introduction to the subjects
discussed herein.

NOTE TO OUR READERS

The Guide has been published as an “e-book” to improve the reader’s access to the
materials. Because it exists in an electronic form it is a “living” document that can
be easily maintained and expanded. To help do so CDIAC is asking readers to
identify changes and improvements that will further CDIAC’s goal to educate and
inform. Please contact CDIAC with your suggestions at CDIAC@treasurer.ca.gov.

Xix
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In general, public agencies turn to the capital markets to finance capital improve-
ments and on occasion, working capital needs. When this financing is achieved
through the sale or “issuance” of debt, that debt may be issued as a municipal
security. “Debt” in a broad legal sense means an obligation one person is bound
to pay, provide, or perform for another. In the context of a public agency, “debt”
generally refers to a state or local government’s obligation to make payments with
respect to borrowed money. Defined in this way, debt has a principal amount
(the amount of money to be repaid) and a maturity date (the date on or by which
principal must be repaid) and it bears interest on the principal amount until the
debt is fully paid. The interest portion compensates the lender for the financial
and economic costs and risks that it assumes when entering into the transaction.
The repayment generally consists of a portion representing the principal amount
of the debt and a portion representing interest paid on the principal.

'The Municipal Securities Rulemaking Board (MSRB), a self-regulatory organiza-

tion that is subject to oversight by the Securities and Exchange Commission
(SEC), provides the following definition for “municipal securities:”

A general term referring to a bond, note, warrant, certificate of participation
or other obligation issued by a state or local government or their agencies
or authorities (such as cities, towns, villages, counties or special districts or
authorities). A prime feature of most municipal securities is that interest
or other investment earnings on them are generally excluded from gross
income of the bondholder for federal income tax purposes. Some mu-

1
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nicipal securities are subject to federal income tax, although the issuers
or bondholders may receive other federal tax advantages for certain types
of taxable municipal securities. Some examples include Build America
Bonds, municipal fund securities and direct pay subsidy bonds.'

Public agencies may also borrow funds through other arrangements that do not
constitute the issuance of a security. These transactions are usually structured as
leases, loans, or lines of credit and are based upon contractual agreements between
the public agency (as the borrower) and the lender (usually a financial institution
like a bank or other governmental entity). Debt that are not municipal securities
may also include public-private partnerships and build-lease agreements.

The California Code of Regulations Title 4, Division 9.6, Section 6000 defines debt
to mean “a contractual agreement through which a Creditor or Creditors transfers
assets or moneys of an agreed value or amount, or rights to beneficial use of assets,
to an Issuer in exchange for one or more non-cancelable payments, inclusive of an
interest component no matter whether it is paid, accrued, or imputed, over a speci-
fied period of time, the total present value of which is approximately equal to the
value of the assets or rights on or about the time the transfer occurred.”™

A public agency’s debt may be payable from its “general” revenues or “general fund”
or it may be payable from a specific source of revenues such as the proceeds of a
specific tax or assessment, revenues of a municipal enterprise, or payments made by
another agency, which includes leases.

This Introduction of the California Debt Financing Guide (Guide) provides a frame-
work for public agencies using debt financing to understand their responsibilities
to their constituents and to those who have invested in specific public projects. The
focus of the Introduction is on debt financing for capital projects, that is, physical
improvements including buildings and fixed assets required to provide governmen-
tal services such as libraries, schools, and water or wastewater management facili-
ties. Although considered to a lesser degree, the Introduction also applies to debt
issued for operating capital such as lines of credit or pension obligation bonds.

1

Municipal Securities Rulemaking Board. www.msrb.org/glossary/definition/municipal-
securities.aspx.

2 These regulations, applicable to the California Debt and Investment Advisory Commission,

became effective on April 1, 2017. They are available at www.treasurer.ca.gov/cdiac/requ-
lations/approved-text-requlations.pdf.
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The Introduction is organized around five recommendations the California Debt
and Investment Advisory Commission (CDIAC) makes to all public agencies
using debt financing:

1. Understand your public agency. (Section i.1)
2. Decide whether debt financing is appropriate for your agency. (Section i.2)

3. Apply the appropriate analysis to the decision to use debt financing.
(Section i.3)

4. Lead the process of issuing your debt. (Section i.4)

5. Manage your debt after it is issued. (Section i.5)

For each of these recommendations the Introduction provides materials that will
help readers—including elected officials, the public, students of public finance,
and experienced public finance professionals—understand the scope of a public
agency’s responsibilities before, during, and after issuing debt. Within the Intro-
duction readers will find specific references to additional materials contained in
the Guide. Chapters 1-9 of the Guide provide the legal and regulatory context
for the use of debt financing by public agencies in California. It is designed to an-
swer questions public agency staff and consultants may have regarding a project
or a financing that a public agency may be undertaking.

i1 UNDERSTAND YOUR PUBLIC AGENCY

The purpose, authority, and structure of state and local agencies are uniquely
designed to serve a specific constituency in order to promote its welfare.” One
way agencies do this is by financing, constructing, and maintaining capital
facilities. Cities provide public facilities, roads, and water, fire, and police
services. School districts provide educational programs at schools and col-
leges. Flood control districts protect homes and property during flood events
and prepare for these through the development and maintenance of flood

management systems.

Before diving into a public project, every public agency must address whether
the project is an appropriate use of its authority. That means answering ques-

> Among the purposes of government identified in the Preamble to the United States Consti-
tution is “to promote the general welfare.”
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tions such as, “Does the law allow the agency to build it, finance it, and operate
it?” Sometimes public agencies get confused about their responsibilities or mis-
sion. In their effort to be effective, agencies add on, expand, and diversify their
programs and services, and consequently, the types of facilities they operate. This
is known as “mission creep.” Imagine a school district that believes it can enhance
operations by building a sports stadium and charging gate or rental fees for its
use. With the best of intentions, the district may find that the challenge of staff-
ing, maintaining, and operating the stadium begins to compromise its ability
to meet its core mission of educating students. In an effort to be more effective,
the district may have undertaken a project based on a distorted sense of mission.
Mission creep such as this can over time make the agency less effective and cause

it to compromise its core mission.

Public officials are very likely to find themselves pressured to expand their agen-
cy’s mission. Some proposals may offer long-term benefits to the agency’s con-
stituents and may deserve consideration. Other proposals introduce risks and
systemic challenges. The agency must take the time to understand the difference
by considering four questions.

i.1.1 Who Are You and What Do You Want To Be?

Public agencies differ in the degree to which they administer the legal and per-
missive authorities provided by the State of California (State) Constitution. Some
agencies are “full-service” providers, directly or indirectly administering their po-
lice, tax, and land use powers, while others are “special districts” or single-purpose
agencies. Regardless of their roles, agencies are likely to undertake some form of
planning to define their missions and the means by which they will achieve them.
Review of their authorities, their capacities and resources, and their constituents’

needs is essential to defining this strategy.

I.1.2  What Is Mission Failure for Your Agency?

Because each agency has a mission, each is able to identify what constitutes “mis-
sion failure.” For some agencies mission failure is quantitative. For others it is
qualitative. Understanding the nature of mission failure allows an agency to de-
termine the causes and remedies and the effect financing, operating, and main-

taining facilities has upon the agency’s success.
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1.1.3  What Is the Agency’s Tolerance for Risk?

Risk tolerance for an investor is the degree to which that investor can absorb
volatility, or more specifically, a decline in asset value. It applies equally to in-
vestments made by public agencies in new programs, services, or facilities. For
a public agency, risk tolerance represents how much the agency and its elected
or appointed leaders are willing to risk NOT fully or effectively delivering pro-

grams, services, or facilities.

i.1.4 Do Projects Conform to the Agency’s
Mission and Risk Tolerance?

Before proceeding with any project, the agency must determine whether the
project conforms to its mission, that is, whether it has the authority to finance,
operate, and maintain the facility. If it pursues that project, the agency must as-
sess whether it assumes any risks that will threaten its ability to meet its mission.
Because each agency is unique, the process by which agencies make these deter-
minations will differ. At a minimum, however, the process should include (1) de-
veloping a strategic vision, (2) identifying the capital projects that are needed to
meet that vision, and (3) deciding how to finance and fund those capital projects.

i.1.4.1 STRATEGIC PLANNING

Most public agencies answer questions about their mission or vision through plan-
ning. The agency may call this a general plan or a strategic plan or something differ-
ent. Capital projects that carry out the plan are identified in a capital improvement
plan (CIP) or a facilities plan.* A CIP or facilities plan may lack the broad scope of a
strategic plan or be limited to a span of time that may be more tactical than strategic.

i.1.4.2  CAPITAL IMPROVEMENT PLANNING AND
CAPITAL IMPROVEMENT BUDGETING

CIPs include projects needed to maintain, replace, refurbish, enhance, and ex-
pand a public agency’s capital facilities. Capital improvement budgets (CIBs) are

4 This Guide does not consider the capital improvement planning or capital improvement

budgeting processes in detail. Extensive resources for developing both are available to public
agencies at the Government Finance Officers Association (GFOA) website. www.afoa.org/
materials/master-plans-and-capital-improvement-planning. See Appendix C - Additional
Sources of Information.
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systematic assessments of the improvements in a CIP that should be funded in
light of the resources available to the public agency. A CIP should contain the
projects necessary to achieve the agency’s strategic vision and to maintain and im-
prove the agency’s existing facilities. Decisions regarding what appears in the CIP
should include assessments of useful life, life cycle costs,” and estimated replace-
ment costs (both in nominal dollars and inflated dollars). This decision-making
is decidedly different from simply estimating replacement costs of the public
agency’s fixed assets in isolation.® For example, in 2010, the Government Finance
Officers Association (GFOA) adopted a “Best Practice” that recommends public
agencies adopt “a policy to require a complete inventory and periodic measure-
ment of the physical condition of all existing capital assets. The assessment should
document the established methods of condition assessment, including any that
are used to evaluate below-ground infrastructure. This physical condition inven-
tory and measures used should be kept current, with facility condition ratings
updated every one to two years.”’

CIPs are based on policy decisions: which components or systems of infrastruc-
ture the public agency needs over the short-, medium-, and long-term planning
period and which of those components or systems have priorities over others. A
public agency should be able to review its CIP and get a clear sense about the
condition of its capital assets, how long that condition should last, and what the
public agency needs to do, both in terms of capital projects and cost, to maintain
or improve the condition of its facilities.

> 'The term “life cycle costs” can be thought of as a methodical approach to assessing the total

cost of ownership of the capital asset. It takes into account all costs of acquiring, owning,
and disposing of the asset over the planned life of that asset. This approach is especially
useful when alternative projects are being considered and the alternatives will meet the
public agency’s objectives equally well, but with a different configuration or specific asset.
The alternatives may have different initial or operating costs. In order to establish the “best”
alternative, the analysts will measure whether higher initial costs will produce comparable
results, but at lower operating or maintenance costs. Life cycle costs analyses are often the
most straightforward and easy-to-interpret measure of economic evaluation, as opposed to
“internal rate of return” or “cost/benefit” analysis.

References to capital assets and capital facilities or improvement are intended be synony-
mous and refer in most cases to physical improvements or real property. Accounts require
that a capital facility be completed and providing benefit before being defined as an asset.

7 Excerpt from GFOA Best Practice - Asser Maintenance and Replacement, adopted by GFOA
Board, March 2010.
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The CIP process is incomplete, however, if it does not address what can be the
most challenging question in assessing the funding needs of the public agency:
what can the public agency afford and what, therefore, should it fund? A public
agency rarely has the resources to do all that a CIP contemplates. That means that
there is likely to be a gap between what the agency can fund and what it will have
to finance. This introduces the distinction between funding and financing.

i.1.4.3 UNDERSTAND THE DIFFERENCE BETWEEN FUNDING AND FINANCING

Financing decisions are different than funding decisions. “Funding” refers to the
stream of public agency revenue that pays for or offsets the cost of an asset or
service or supports repayment of debt that finances the asset. In contrast, “financ-
ing” refers to the method of paying for an asset or service, including debt financ-
ing. For example, a public agency may borrow money (the financing) to pay the
cost of an asset and repay that loan from a recurring tax (the funding). The tax or
source of repayment is referred to as the security for the borrowing,.

A CIB should systematically identify potential funding sources and financing
options and match those resources to the capital needs identified in the CIP. It
should also make the difficult decisions regarding which capital needs the public
agency will fund, when it will fund them, and from what resource. By its nature,
the CIB may cover a shorter time horizon than the CIP and may specifically omit
or ignore funding sources, financing sources, or both for certain projects that are

embodied in the CIP.

1.2 DECIDE WHETHER DEBT FINANCING IS
APPROPRIATE FOR YOUR AGENCY

A decision to issue debt to finance capital facilities should be part of a process that
ensures that the type of debt issued aligns with the agency’s program and financial
goals. This process entails three decisions:

1. What is the right source of funding? (Sectioni.2.1)
2. What is the right source of financing? (Section i.2.2)

3. Can the municipal market help the public agency meet its capital financ-
ing needs? (Section i.2.3)
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1.2.1 Decision #1 - What is the right source of funding?

When considering how to fund a capital project, the agency must consider
whether the primary users of a capital asset should pay the cost of construction
or improvement or whether other stakeholders should contribute. This raises the
question of “taxpayer equity.”

Figure i-1 illustrates how various types of projects align with possible sources of
payment and benefits to taxpayers. The concept of equity comes from the balance
between who pays for and who benefits from a project. The improvements at the
bottom of the pyramid are generally viewed to be of broad use, providing broad
benefit to users regardless of the level or frequency of use. It may be appropriate,
depending upon the project, to assign the repayment obligation to “everyone.”
By contrast, the improvements at the top of the pyramid are much narrower in
their use and it is both easier and more logical to have the primary users that di-
rectly benefit from the improvements pay for their costs.

Figure i-1
TAXPAYER EQUITY

WHO BENEFITS? USE OF FUNDS WHO SHOULD PAY?

Specific use Primary users
Neighborhood Primary users
Semi-specific use parking, collector and some

streets, drainage secondary users

Primary, secondary
(and sometimes,
general) users

Parks, environmental assets,

Semi-general use
d arterials; many "off-sights"

City hall, fire stations, community centers
& other public facilities

Broad use Everyone

Another important consideration in deciding who pays is timing. For a facil-
ity with an extended useful life, such as a school building, the agency must
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decide how to allocate the repayment obligation over time. Assigning some
repayment obligation to future generations creates what is known as “inter-
generational equity.”

The public agency must decide, within the scope of its authority, who should pay
for capital projects to produce taxpayer equity and intergenerational equity.

I.2.2 Decision #2 - What is the right source of financing?

Once the public agency has developed a CIP listing essential capital projects, it
must determine how to finance them in the CIB. Paying for a capital improve-
ment as the financial resources are available is called “pay-as-you-go” funding
(PAYGO). If the agency lacks the financial resources to use this approach it
may consider borrowing the funds needed to construct the capital improve-
ment and repay those funds over time. This is called “pay-as-you-use” funding,
or debt financing.?

The decision to use PAYGO or debt financing is a function of many factors
including those described below.

* How quickly is the project or facility needed?

The construction or acquisition timeline is essential in deciding whether to use
PAYGO or debt. If the facility is needed immediately and the agency lacks sufhi-
cient resources to construct or acquire it, debt is the most reasonable alternative.
Some projects may be driven by legal or regulatory mandates or court judge-
ments; these are likely to move sooner than other discretionary projects.

* Will the public agency have enough funds on hand when it needs them to
pay for a capital improvement on a PAYGO basis?

Is paying for a capital improvement on a PAYGO basis feasible? The public
agency must consider when it will need funds to construct or acquire the
capital improvement as set forth in the CIP and whether the needed funds
will be available at that time. Special care should be taken to avoid unrealistic

assumption about growth in revenue and interest earnings.

$ Public agencies may finance operations with debt, but without voter approval, the State

Constitution requires many public agencies to repay such debt from current year revenues.
(See Section 1.2.4.1)
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Does the public agency have access to the capital markets to fund a capital
improvement using debt?

In order to pay for a capital improvement using debt, an agency must be
able to raise sufficient money from investors to pay for the capital asset
and provide reasonable assurances to these investors that the debt will be
repaid as promised.’ This typically depends on sound financial operations
and effective reporting.

Does the public agency have enough ongoing funding to pay debt service
without jeopardizing services?

In order to pay for a capital improvement using debt, an agency must pro-
vide reasonable assurances to investors that borrowed money can be repaid as
promised. Similarly, the agency must assure its stakeholders that it can con-
tinue to deliver promised services and still allocate necessary resources to debt

repayment in the foreseeable future, even during economic downturns.

Given the nature of the asset, will available funding cover the total cost
of ownership?

Every capital improvement has a life cycle cost. This is better understood
as the “total cost of ownership,” which includes periodic costs such as
maintenance, major renovation, or replacement of component parts of the
financed improvement during the life of the asset, especially during the
term of the indebtedness. If the agency is using most of its available fund-
ing to repay the debt used to finance a capital improvement, there is a risk
that the agency will be unable to maintain or operate the improvement

over time.

Does funding for the project pose any intergenerational equity implications?

Intergenerational equity attempts to align the useful life of the capital im-
provement with the period during which those benefiting from the improve-
ment are paying for it. How much should one generation pay for public ser-
vices and facilities as opposed to future generations?

Debt financing may result in the issuance of a municipal security that is purchased by inves-
tors or it may involve a loan between the public agency and a lender. Where the discussion
applies to both forms of financing, we use the term investor to include both. When we use
only one term the discussion is not intended to apply to the other.

i-10
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i.2.2.1  WHEN SHOULD A PUBLIC AGENCY CONSIDER PAYGO?

Notwithstanding intergenerational equity, PAYGO has its advantages. It is often
less expensive and can be the simplest method of funding capital improvements.

But PAYGO also has its drawbacks:

It may not be financially feasible.

e The public agency may find a mismatch between when it receives revenues
and when it needs to pay for the facilities that generate them; for example,
this could occur for public utilities that generate the revenues to pay the cost
of facilities over time.

e PAYGO can deplete reserves to a level that affects the agency’s credit and
financial stability.

* Even if debt is more expensive, the agency’s stakeholders may value the ser-
vices that the asset offers now rather than forego services while they wait for
sufficient funds to accumulate to construct the project.

* And, of course, intergenerational equity. PAYGO can place an excessive bur-
den on current stakeholders.

If a public agency is going to consider using PAYGO for major projects, then
each of the following should be true:

* The public agency has accumulated sufficient financial resources to fully
address the need.

The public agency needs to be able to not only pay for the capital improve-
ment but also provide for its other capital and operating needs. The amount
that the public agency has on hand needs to be sufficient and readily available
(or reasonably certain to be received in time) and not committed to some

other purpose or vulnerable to diversion or attrition.

* The CIP identifies the capital improvement as a priority.

Using PAYGO runs the risk of using financial resources on capital improve-
ments of lower priority simply because the project is “ready to go” at the time
the public agency has the resources to pay for the need. This places the public
agency at risk of deferring more critical (or costly) improvements.

11
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* The public agency is not concerned that funding the capital improvement
on a PAYGO basis will create intergenerational inequity.

Using PAYGO calls on current taxpayers or ratepayers to pay the full cost of
major capital replacements that may benefit future generations. This runs the
risk that all of the cost for the capital improvement will be unfairly borne by
current stakeholders.

Accordingly, public agencies tend to use PAYGO to fund capital improvements
for the following situations:

* Capital improvements that are smaller or have shorter useful or economic
lives (such as equipment purchases of police cars or photocopiers) and do not
create intergenerational inequities.

e Larger capital improvements for new or growing communities when devel-
opment impact fees are measurable and available, and the use of those funds
does not inappropriately burden a stakeholder.

e When reserves or set-aside funds are sufhicient to fund a capital improvement
without jeopardizing the service-level solvency of the agency.

i.2.2.2 WHEN SHOULD A PUBLIC AGENCY CONSIDER DEBT?

Local agencies use debt to pay for capital improvements in the following
circumstances:

* The asset being acquired has a long useful and economic life and the public
agency wants to allocate or distribute the cost of the asset among both current
and future users.

* The asset is too expensive to be reasonably constructed or acquired with cur-
rently available resources.

* The local agency intends to undertake deferred maintenance on an existing
asset that has not been provided for in the past.

* The availability of significant, incremental and, typically discretionary, rev-
enues for the replacement of capital assets is limited or restricted.

* Borrowing rates compare favorably to the expected rate of acquisition cost
inflation and investment earnings.

 The asset fills an urgent need.

i-12
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1.2.3 Decision #3 - Can the municipal market help the

public agency meet its capital financing needs?

The final decision for public agencies in this process is to assess whether the mu-

nicipal market can help finance its capital needs. To this end, publicly-offered

debt exhibits distinct strengths and weaknesses.

STRENGTHS OF PUBLICLY-OFFERED DEBT

Debt can potentially finance 100% of the cost of the project.

Public agencies are routinely able to finance all of the cost of a particular capi-
tal project or acquisition through debt financing. This allows a public agency

to maintain cash reserves to deal with contingencies.

Publicly-offered debt is often the cheapest source of funds, especially when
interest payments to the lender are exempt from income taxation.

For most public projects, debt financing can be done on a tax-exempt basis,
which means that there is no income tax paid by the bondholder on the inter-
est income received on the bond. The benefit to some investors is significant
and results in a lower cost of financing for the public agency.

Fixed-rates over a long period are readily available.

Unlike many other areas of the capital markets and banking sectors, public
agencies frequently issue debt at a fixed-rate for 30 years or even longer. This
allows a public agency to establish a stable source of financing that can extend
over a long planning period without exposure to interest rate fluctuation. It
also allows an agency to better match the repayment period to the lifespan of
the facility itself.

WEAKNESSES OF PUBLICLY-OFFERED DEBT

Complicated Process

The process of debt financing can be lengthy and difficult and requires the
assistance of outside parties, attorneys, consultants, and financial firms. The
public agency needs to lead the process as well as assume significant ongoing

obligations to investors.

i-13
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Compliance with Securities Laws

Debt that constitutes a municipal security carries substantial obligations un-
der federal securities laws, including the preparation of offering documents
that explain to investors the terms and conditions of the bonds, risks associ-
ated with the investment, the finances and operations of the public agency,
and any other information that would be important to investors in decid-
ing to purchase the bonds. In addition, an offering of municipal securities
requires the public agency to maintain policies and procedures for ensuring
that any disclosure to the market is made on a timely basis and is correct and
complete, both at the time of the initial transaction and throughout the life
of the borrowing,.

Transaction Costs

Debt financing usually requires the involvement of consultants, including
lawyers, financial advisors, underwriters, trustees, and paying agents, who as-
sist the public agency in the process. For smaller transactions these costs may
render bond financing uneconomical.

Market Prefers “Standardized” Structures

Although this is not always the case, the municipal market tends to require
debt issued as a municipal security to conform to certain standardized norms.
This may force the public agency to adjust its practices. For example, interest
payments on long-term bonds are typically scheduled at 6-month intervals,
and principal is repaid once per year. Long-term bond issues generally require
a detailed security pledge and operating and financial covenants designed to
protect bondholders. These covenants likely will bind an issuer for the length
of time the bonds are outstanding.

Requires Ongoing Monitoring of Legal and Financial Commitments
Debt issued as a municipal security requires public agencies to perform certain
ongoing activities to ensure compliance with tax laws and bond covenants.

Debt Capacity

The total amount of debt a public agency may incur may be subject to legal
limitations and is subject to practical limitations. Overreliance on debt can be
a sign of financial weakness.

i-14
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1.3 APPLY THE APPROPRIATE ANALYSIS TO THE
DECISION TO USE DEBT FINANCING

1.3.1 Understanding the Work Each Public Agency
Must Commit to When Using Debt Financing

Public agencies that choose to debt finance a capital project with debt that is is-
sued as a municipal security assume legal and financial responsibilities imposed
by state and federal laws and regulations meant to protect the interests of market
participants and the public.'” Public agencies that issue debt in the private mar-
ket, including bank loans, are likewise subject to legal and financial requirements
imposed by the lender. Regardless of the type of debt, it is imperative that the
public agency, BEFORE undertaking a debt financing, understand what these
responsibilities are and what it takes to administer them.

Failure to adhere to the terms of a financial obligation may constitute a financial,
market, or legal default, resulting in substantial adverse consequences. These may

include rescheduling of payment obligations or escalating interest rates, denied
access to capital or the imposition of extraordinary restrictions on future borrow-
ing, or any costs associated with defending against civil actions brought by inves-
tors or other interested parties.

i.3.2 Legal Responsibilities of Issuers of Municipal Securities

COMPLIANCE WITH SECURITIES LAWS - ANTI-FRAUD - In 2012, the SEC issued a
report on the state of the public securities market recognizing its lack of transpar-
ency."’ The report highlighted the need for additional effort on the part of issuers
to comply with existing securities laws to protect investors and the public. To
ensure compliance, the SEC beginning in 2013 increased its surveillance of the
market through the newly established Public Finance Abuse Unit.

The Securities Act of 1933 Act (1933 Act) requires most issuers to register se-
curities with the SEC and to submit to a pre-issuance review of their offering

When choosing to debt finance a capital project, some public agencies have access to financ-
ing from both the municipal market and private lenders. Depending upon the agency there
may be advantages to each option. Our focus here is on debt issued as a municipal security
in the municipal market.

SEC, Report on the Municipal Securities Market, July 31, 2012, www.sec.gov/news/stud-
ies/2012/munireport073112.pdf.

i-15
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document.'” Public agencies are generally exempt from the registration and re-
porting requirements to which corporate securities must adhere; however, they
are subject to the anti-fraud provisions contained in securities laws. Specifically,
municipal issuers and officials (as well as other market participants) are subject
to the federal anti-fraud provisions contained in SEC Rule 10b-5 as adopted by
the SEC under Section 10(b) of the Securities Exchange Act of 1934 (1934 Act)
and Section 17(a)(1) of the 1933 Act.” In addition, they are subject to the anti-
fraud and anti-negligence provisions of Section 17(a)(2) and (3). Furthermore,
the Securities Acts Amendments of 1975 (1975 Amendment) defines “person” as
used in the 1934 Act to include government entities, thereby giving the SEC the
affirmative authority to pursue state and local governments and their officials. See
Chapter 6 - Securities Laws Pertaining to Municipal Debt.

i.3.2.1 COMPLIANCE WITH MUNICIPAL SECURITIES LAWS - DISCLOSURE

Public agencies subject to the anti-fraud provisions must protect against making
untrue statements of material facts or omissions of material facts in both primary
offering materials and when providing additional information after the debt has
been issued. SEC Rule 10b-5 applies to issuers when they are “speaking to the mar-
ket,” which includes publication of offering documents (Ofhcial Statements [OSs]),
annual reports and material events notices required under SEC Rule 15¢2-12 and
any voluntary disclosures, including financial information posted to the agency’s
website or to an investor relations website. The SEC, however, provides no defini-
tion of “materiality” in any rule or statute. As a result, issuers must determine wheth-
er there is a “substantial likelihood that a reasonable investor or prospective investor

would consider the information important in deciding whether or not to invest.”"*

SEC Rule 15¢2-12 applies directly to underwriters who act as “market mak-
ers” to purchase the municipal securities issued by the agency and resell them
to other investors. However, through an agreement between the underwriter
and the issuers, SEC Rule 15¢2-12 indirectly imposes requirements on issu-
ers. Specifically, SEC Rule 15¢2-12 requires that underwriters of municipal
securities, before bidding, purchasing, or selling a municipal security in the

12° www.sec.qgov/answers/about-lawsshtml.html.

% Ibid.

' As quoted in Supreme Court decision in Basic Inc. v. Levinson (1988), 485 U.S. 224, 108
S. Ct. 978,99 L. Ed. 2d 194 - Supreme Court (1988).
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primary market, must obtain and review the issuer’s preliminary and final OSs
and reasonably determine that the issuer has committed to provide continuing

disclosures to investors, including annual financial statements and notices of

specified material events."

i.3.2.2 LEGAL RESPONSIBILITIES UNDER THE INTERNAL REVENUE CODE

State and local governments receive direct and indirect benefits under Section 103
of the Internal Revenue Code of 1986 as amended (Tax Code) by being able to issue

debt that is tax-exempt. See Chapter 4 - Federal and State Tax Law Requirements.

This means that purchasers of the debt generally do not pay taxes on the income
received in the form of interest payments. California also exempts income earned
on California state and local bonds from state tax obligations. Because investors do
not pay taxes on the interest income from holding municipal debt they are willing
to accept a lower interest rate. A lower interest rate results in lower cost of funds for
the public agency. In compensation for state and federal governments relinquishing
some amount of tax revenues by providing public debt this tax advantage, the Tax
Code imposes requirements on issuers. These include the requirements imposed by
the Internal Revenue Service (IRS) on the issuance of debt, the investment of pro-
ceeds from the sale of debt, the time period during which the debt may be outstand-
ing and the proceeds unspent, and the use of property and facilities paid for with the
debt. State and local governments that issue tax-exempt debt must create procedures
to monitor compliance with these requirements throughout the life of the bonds.

State and local agencies may issue debt and direct part or all of the proceeds
to benefit a nongovernmental entity. Debt issued for this purpose is termed a
“private activity” bond and is subject to additional requirements. Issuers must de-
termine whether their debt is a private activity bond both at the time of issuance
and through the full term of the debt obligation. The determination, which is
discussed in more detail in Chapter 4 - Federal and State Tax Law Requirements,

is based on several tests concerning the nongovernmental entity’s benefit received
from the activities or facilities financed with the proceeds of the debrt.

Issuers who fail to comply with the Tax Code requirements may be subject to an
adverse ruling revoking the tax exemption of the bonds if examined by the IRS.
Barring the issuer’s ability to negotiate a settlement with the IRS that reinstates

> A full list of material events notices is provided at www.msrb.org/msrb1/pdfs/SECRu-
le15¢2-12.pdf.



http://www.msrb.org/msrb1/pdfs/SECRule15c2-12.pdf
http://www.msrb.org/msrb1/pdfs/SECRule15c2-12.pdf

BACK

or maintains the debt’s tax-exempt status, revoking the tax exemption will likely
incite investors to sue the issuer for damages suffered.'®

i.3.2.3 RESPONSIBILITIES OF ELECTED AND APPOINTED OFFICIALS

It is generally understood that elected officials have an ethical duty to the people
they serve. This duty arises whether the official is elected, appointed, or a member
of a governmental agency’s staff. This ethical duty has been refined by court rul-
ings with respect to elected officials to include the concept of fiduciary duty and
loyalty. In Noble v. City of Palo Alto the court ruled that an official is “bound to
exercise the powers conferred upon him with disinterested skill, zeal and diligence

and primarily for the benefit of the public.”'” The court’s wording conforms very
closely to the concept of a fiduciary as expressed in rules adopted by the SEC.
See, for example, MSRB Rule G-42 addressing the responsibilities of a municipal
advisor providing advice to a municipal client who “is subject to a fiduciary duty
that includes a duty of loyalty and a duty of care.”'® ' Elsewhere, the court has
characterized the duties of a fiduciary as an “affirmative duty of utmost good faith
and full and fair disclosure of all material facts” as well as an affirmative obliga-

tion “to employ reasonable care to avoid misleading.”*

The anti-fraud provisions and prohibitions against making untrue statements or
omissions contained in the 1933 Act and the 1934 Act apply to elected and
appointed officials as much as to the governmental agency they represent. As
discussed above, the SEC’s attention to municipal securities has resulted in 16 en-
forcement actions against individuals between 2013 and 2016.*! Many of these
have involved fines or prohibitions against officials participating in municipal

Issuers may wish to review the IRS's publications 4079 and 4078 for a basic understanding
of these requirements.

7" Noble v. City of Palo Alto, 89 Cal. App. 47, 51 (1928).

'8 The MSRB was established by Congress in the 1975 Amendment under the 1934 Act. The
MSRB is a self-regulatory organization charged by Congress with regulating the activities
of securities dealers that buy, sell, or trade municipal securities. Rules created by the MSRB
must be adopted by the SEC to become effective.

1 MSRB Rule G-42, Duties of Non-Solicitor Municipal Advisors, effective June 23, 2016.
20 SEC v. Capital Gains Research Bureau, 375 U.S. 180 (1963).

21

Robert Doty, Expanding Municipal Securities Enforcement: Profound Changes for Issuers and
Officials. International Municipal Lawyers Association, 2016, P. 20.
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transactions. In the City of Harvey, Illinois, for example, the SEC acted against
a sitting mayor with allegations that the mayor was a control person and that he
signed disclosure materials and bond closing certificates that misrepresented to
bondholders the actual use of the bond proceeds. The mayor was fined $10,000
and barred from participating in future bond sales. As a result of this ruling, pub-
lic agency ofhicials holding leadership positions may be expected to prove their
“good faith” and lack of “direct or indirect” inducement of actions of others that
violate securities laws.?? The SEC action against the Westlands Water District and
two of its managers focused on the misrepresentations and omissions of data in
its marketing materials for the sale of refunding bonds in 2012. The OS provided
misleading information on the district’s debt service coverage in prior years. It
was misleading because the district failed to disclose that it had performed some
“extraordinary accounting transactions” to achieve the coverage it had promised
to maintain in prior bond offerings. The SEC issued a cease and desist order
against the district, the district’s general manager, and its assistant general man-
ager from committing or causing any future violations of Section 17(a) of the
1933 Act. In addition the SEC fined the district $125,000, the general manager
$50,000, and the assistant general manager $20,000.%

1.3.3  Financial Responsibilities

HOW DOES DEBT FINANCING AFFECT THE AGENCY AND ITS MISSION? - Debt
financings attach specific obligations to the public agency to ensure that the
debt will be used for the intended purposes and will be repaid as promised. The
agency must generate sufficient funds to make scheduled payments to inves-
tors. While debt service may represent only a small percentage of the agency’s
budget it is a fixed obligation that cannot be ignored without substantial pen-
alty. This on-going commitment reduces operational flexibility that constrains
the agency and may force it to postpone delivery of services or facilities when
available funds decline.

FINANCIAL MANAGEMENT RESPONSIBILITIES - Due in part to the challenges
California public agencies face in generating revenues, each agency should
adopt a long-term financial plan to align financial capacities with the long-

2 Doty, ibid. P. 119.

2 SEC, Securities Act of 1933, Release No. 10053, March 9, 2016 (www.sec.gov/litigation/
admin/2016/33-10053.pdf).
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term service objectives. An agency’s long-term financial plan should include a
projection of its financial condition at the end of the period; projections of rev-
enues and expenditures; proposed changes in programming or capital financ-
ing; an assessment of economic conditions, service objectives, and financial
challenges; and financial policies regarding liquidity, debt capacity, or reserve
requirements. A well-developed long-term financial plan can help the agency
respond to long-term challenges and opportunities. This means integrating fi-
nancial considerations into the agency’s organizational and capital planning, or

“big picture” thinking.

I.3.4  Organizational Responsibilities

MAKE PRUDENT DECISIONS - For public agencies, the costs of making a bad deci-
sion with regard to the use of debt financing are significant. As a result, the agen-
cy and its elected and appointed officials must make prudent business decisions
when debt financing. A prudent decision is one that a prudent person would
make when considering the costs of the decision to the agency’s constituents, in-
cluding employees, customers, and financial partners. In other words, when seen
in hindsight, a prudent person would make the same decision given the same set
of facts and circumstances.

To make prudent decisions the agency must develop and administer an analytical
process to:

* Identify the agency’s program and financing goal(s).
* Gather the information required to make a prudent decision.

* Identify alternative decisions taking into account program and budgetary
outcomes.

* Select the alternative that achieves the agency’s goals. Review the decision
and establish outcome measures to track success or re-evaluate alternatives
in the future.

ADOPT THE RIGHT ORGANIZATIONAL APPROACH - Unfortunately, most public
agencies operate within the discrete silos created by the organization’s design.
This limits the open exchange of ideas and analyses. To avoid this, particularly
when making debt financing decisions, public agencies must develop an orga-
nizational approach that intends to break down siloed thinking. Forming work
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groups composed of multidisciplinary teams to develop goals, gather informa-
tion, and identify alternatives is one way to do this. When making debt financ-
ing decisions, the agency should build that team with representatives from legal,
financial, and facilities operations and engineering units.

LEARN ABOUT DEBT FINANCING - Elected and appointed public officials are
subject to securities law and are held to a fiduciary standard when acting in
an official capacity. Both of these requirements impose a standard of care and
expertise that can only be achieved through a deliberate, ongoing effort to ana-
lyze, understand, and evaluate alternative courses of action. Concerning the
use of debt financing, this implies that elected and appointed ofhicials will seek
to educate themselves, and when necessary, obtain the best, objective guidance
in order to make decisions that legally and fairly implement the mission of the
public agency. Before issuing debt, therefore, elected and appointed officials
should understand the agency’s financing needs, its alternative financing strat-
egies, the implication of each on the agency’s mission and its financial well-
being, and the agency’s capacity to meet its long-term financial and administra-
tive responsibilities if debt is the chosen alternative.

Appendix C of the Guide provides a comprehensive list of educational and infor-
mational resources for elected and appointed officials.

.4 LEAD THE PROCESS OF ISSUING YOUR DEBT

I.4.1 Financing Team

UNDERSTAND YOUR RESPONSIBILITIES AND THOSE OF YOUR FINANCING TEAM -
Once a public agency has determined that debt financing in the municipal
market is the right path, it must decide on the appropriate form of debt. This
will depend upon factors internal to the agency, including its financing needs,
the purpose of the financing, and its authority to both debt finance and to
collect revenues for debt repayment. The form of the debt also depends upon
factors external to the agency, including investor interest. Finding the path
often requires specialized knowledge and participation of professionals out-
side the agency.

Regardless of who is involved and in what capacity, however, the SEC has made
it clear that the issuer is “primarily responsible for the content of their disclo-
sure documents and may be held liable under securities laws for misleading
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disclosure.”* The reliance on work done by consultants, including those responsible
for the development of the offering document, does not exempt the issuer of its re-
sponsibility. That being said, some consultants (attorneys, for example), are subject
to both professional standards and regulations that define their level of service and
obligations to the issuer. See Chapter 6 - Securities Law Pertaining to Municipal Debt.

SELECT AND PROCURE TEAM MEMBERS - Public agencies often select members
of the financing team using a competitive solicitation process. In most cases, the
agency defines the scope and terms of service in a request for proposals and then

evaluates the proposals received before making a selection.

i.4.1.1 PRE-ISSUANCE PHASE

During this pre-issuance phase the public agency must make basic business deci-
sions regarding the project—its scope, cost, and the approach to financing. Issu-
ers should carefully consider their own policies and long-range objectives at this
early stage so that during the actual process of preparing, selling, and closing the
debt transaction, the goals of the agency are given weight. Consultants that may
support the agency’s pre-issuance work include the following:

* MUNICIPALADVISORS - The public agency may engage a professional to provide
financial and program advice on the debt type, purpose, and structure. Pursu-
ant to regulations emerging from the Dodd-Frank Act, “municipal advisors”
are fiduciaries to the public agency and must put the issuer’s interests first.
Pursuant to the rules adopted by the SEC, municipal advisors are fiduciaries
and they have a duty of care and a duty of loyalty to their client (See Section
6.2.1. Municipal Advisors and Underwriters). The municipal advisor may assist

the issuer in filling out the team with other professionals. The advisor may
work with the issuer to develop a plan of finance and financing schedule and
may assess alternative financing strategies. The advisor may advise on the sale
method and may conduct the bidding if the issuer chooses to use a competi-
tive process. The advisor may also prepare preliminary cash flows and analyze
opportunities to refund outstanding debt.

* LEGAL COUNSEL - The industry identifies different legal roles in a debt transac-
tion, including bond counsel, disclosure counsel, tax counsel, and underwriter
counsel. In cases involving one or more of these roles, the work may be per-

2 SEC Rel. No. 34-26985 n. 84, 54 ER. 28799, 28811 n. 84 (July 10, 1989).
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formed by different individuals and sometimes different firms. In at least the
case of underwriter counsel, the client is not the issuer but the underwriting
firm. Legal counsel may assist the issuer in complying with any administrative
tasks, including receiving the approval of the agency’s governing body to issue
debt. Legal counsel may also interpret tax law, contracts, or outstanding litiga-
tion on behalf of the issuer. Underwriter counsel is typically responsible for
drafting a purchase agreement and undertaking any due diligence required.

BANKER OR UNDERWRITER - Municipal securities may be purchased by a
middleman who ultimately redistributes them to end-market investors. This
financial intermediary is an underwriter responsible for buying partorall of the
initial debt. In a negotiated deal the underwriter may work with the borrower
to develop a finance plan and structure the debt. The underwriter may work on
developing a marketing memorandum or offering documents and may solicit
pricing from other members of the underwriting team. In a competitive sale,
the underwriter prepares a price bid and submits it to the issuer.

CREDIT RATING AGENCIES - Issuers of municipal securities may seek to im-
prove the marketability of their debt and thus lower their borrowing cost by
having the debt rated by a nationally recognized, independent rating agency.
Ratings agencies apply a set of criteria, sometimes unique to the agency, to assess
the borrower’s organization and financial composition to project the probability
that it will meet its repayment obligations over the term of the debt.

FEASIBILITY AND MARKET ANALYSTS - In most types of debt, particularly debt
supported by special revenues or taxes, the issuer may benefit from engaging
feasibility or market analysts to support the financing plan. Their analysis
may evaluate the financial and economic viability of the plan, particularly the
adequacy of the revenues to repay the debt.

i.4.1.2 ISSUANCE PHASE

During the issuance phase, a public agency may wish to retain the following mu-

nicipal market professionals as they ready their debt for the market:

MUNICIPAL ADVISORS - During the sale of the debt a municipal advisor may
help to evaluate the bids provided by underwriters, analyze cash flow calcula-
tions, and manage the bond closing process. Immediately following the sale
of the debt the municipal advisor may monitor how the debt is trading in the
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market to determine whether the bond was accurately priced in the initial sale

to underwriters.

UNDERWRITER - During the sales process the underwriter executes the bond
purchase agreement to sell the debt and settle the transaction.

LEGAL COUNSEL — Legal counsel generally prepares the indenture, loan
agreement, or other documents providing for the issuance or repayment of
the debt and works with the issuer to prepare appropriate disclosure docu-
ments. In the case of tax-exempt debt, legal counsel may draft a tax certificate
that confirms the issuer's expectations and affirms the issuer’s intent to use
the proceeds of the debt in compliance with federal and state tax laws. Legal
counsel may also submit other required reports, including a report to CDIAC

on the sale of the debt.

TRUSTEE - With many forms of debt, there is a need for a third party to receive
and distribute the proceeds of the debt sale and payments of principal and inter-
est to end-market investors. This role is performed by a trustee. The trustee acts
a fiduciary in the investors’ interests to enforce the terms of the agreements. The
trustee may also hold and invest funds associated with the debt, including re-
serves and unspent debt proceeds. The trustee also maintains records to identify
current investors. In some circumstances, these third parties may be called fiscal
agents or paying agents when they are performing similar but more limited du-
ties, particularly with regard to the investment of funds.

CREDIT ENHANCERS - In the case of lower-rated debt offerings, the interests of
end-market investors are secured against loss or default by credit enhancers. This
is a form of credit insurance that intends to (a) make principal and interest pay-

ments in the event the issuer cannot and (b) lower the issuer’s borrowing costs.

VERIFICATION AGENT AND ESCROW AGENT - In a refunding, the issuer replac-
es an outstanding debt with a new issue of debt. A verification agent validates
that cash flows from the new debt will be sufficient to repay the old debt. The
escrow agent serves as a custodian of funds and holds the old debt that sup-
ports repayment of the new debt.

i.4.1.3 POST-ISSUANCE PHASE

During the post-issuance phase, a public agency may wish to retain the following
municipal market professionals:
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PUBLIC AGENCY DEBT ADMINISTRATION - Issuers of public debt are respon-
sible for performing several administrative tasks, including tracking, monitor-
ing, and reporting on the proceeds of bond sales. Some of these tasks may be
supported by or performed by consultants. The public agency staff adminis-
ters the agency’s funds to ensure compliance with financial and administrative
policies and procedures. This work involves projecting revenues and expendi-
tures, establishing budgetary authority, and monitoring budgetary activities;
procuring and administering contracts; accounting for the financial activities

of the agency; and developing and administering internal control systems.

THIRD-PARTY ADMINISTRATORS AND CONSULTANTS - Many public agencies
contract with service providers to administer revenue collections, arbitrage
and tax reporting, auditing, and financial reporting. Issuers may rely on tax
consultants to interpret U.S. Treasury rules and their compliance with these
while allocating debt proceeds.

DISSEMINATION AGENTS - Issuers may on their own prepare and disseminate
the disclosures or engage third-party providers to act in their behalf to submit
information required under their continuing disclosure agreement or in com-
pliance with their SEC Rule 15¢2-12 undertakings. The work of a dissemina-
tion agency may be performed by a trustee or municipal advisor as well.

INVESTMENT ADVISORS - Issuers typically invest the proceeds of a bond sale to
increase project funding and to take advantage of economic opportunities in the
market. Issuers may rely on investment advisors to make recommendations that
achieve these goals and to purchase securities. If these recommendations include
the investment of bond proceeds, then the investment advisor is acting as a mu-
nicipal advisor and must meet the requirements of the Municipal Advisor Rule.
This includes registering with the SEC and MSRB and passing the Municipal
Advisor Representative Qualification Exam.” Issuers should consider the advice
offered by investment advisors as one of many options and evaluate potential
advisors to identify those that meet the issuer’s goals and policies.

REMARKETING AGENTS AND SWAPS DEALERS - In order to obtain lower in-
terest rates on their debt, some issuers may choose to issue variable-rate bonds
that may be reissued on a regular schedule. This “reissuing” achieves short-

» Rule G-3, Professional Qualifications Requirements, MSRB, www.msrb.org/Rules-and-

Interpretations/MSRB-Rules/General/Rule-G-3.aspx.

i-25


http://www.msrb.org/Rules-and-Interpretations/MSRB-Rules/General/Rule-G-3.aspx
http://www.msrb.org/Rules-and-Interpretations/MSRB-Rules/General/Rule-G-3.aspx

BACK

term borrowing rates even though the debt may be outstanding for many
years. Issuers engage a service provider called a remarketing agent to conduct
the rate setting and remarketing process. Alternatively, issuers of long-term,
fixed-rate bonds may swap the interest component to a variable-rate. They do
so by entering into an agreement with an intermediary or counterparty, to

receive a fixed-rate of interest while paying a variable-rate.

* MUNICIPAL ADVISOR - Municipal advisors may assist issuers with ongoing ob-
ligation under securities law to provide annual financial reports and to make
event notifications. A municipal advisor may evaluate opportunities to refund
outstanding debt to lower the cost of borrowing, to benefit from an alternative
debt structure, or to address restrictions imposed on the issuer by covenants
or others terms contained in the outstanding obligation. As noted above, mu-
nicipal advisors must register with the SEC and MSRB and comply with the
requirements of MSRB Rule G-3.

* LEGAL COUNSEL - Legal counsel advises the issuer with respect to the obliga-
tions it has undertaken; specifically, tax covenants and continuing disclosure.

I.4.2 Key Decisions Public Agencies Must Make
when Selecting the Appropriate Debt Option

When selecting an appropriate debt option, public agencies must make many
decisions, including those described in the sections below. These decisions focus
on the resources (or lack thereof) of the public agency, as well as the risks a pub-
lic agency may or may not be comfortable assuming. This list of decisions is not
intended to be prescriptive and the order is not always sequential. In fact, certain
decisions may overlap or be interdependent with other decisions.

i.4.2.1 DECISION #1 - CHOOSE THE FUNDING SOURCE

Depending upon their authorities, some public agencies have multiple revenue

sources from which they can repay borrowed money. See Chapter 1 - Legally
Incurring Debt - State Law Restrictions on Public Agency Debt and Revenues.

Most cities, for example, can choose to fund debt service from general taxes
(which typically include sales taxes and property taxes), revenue sources like
enterprise systems (such as a water system), or special taxes or assessments.
Determining which funding source should be used to pay debt service gener-
ally hinges on two questions:
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1. Is there a funding source that is most fair and appropriate given the need that
is being financed?

2. Isthe funding source vulnerable to interruption or adverse changes that would
unduly endanger the public agency’s ability to meet its service mission if it is
committed to repayment of debt?

A city seeking to finance the construction of a parking facility, for example, may
consider funding its debt service from its general fund or from the revenues of
the parking facility. On one hand, the parking revenues could be the best choice
because the debt will finance the construction of the parking facility, while us-
ing general fund revenues could jeopardize the use of those revenues for more
important priorities. On the other hand, the city may conclude that the parking
revenues are insufficient or are not reliable enough to pay debt service.

i.4.2.2 DECISION #2 - CHOOSE A SECURITY PACKAGE

Usually, the revenues that will serve as the funding source for debt service will also
serve as the revenues that will secure the debt. Sometimes, however, the source of
revenue used to fund debt service is different from the source of revenue used to
secure the debt. In the example of the city-financed parking facility, the city may
decide that it will use the parking revenues to repay the debt but may still opt to
use general fund revenues to secure the debt.

This decision hinges on the answers to three questions:

1. What sources of revenues are sufficiently creditworthy to serve as security

for the debrt?
2. What sources of revenues are legally permissible to serve as security for the debt?

3. What risks to the mission of the public agency or to the funding of higher-pri-
ority needs are implicated by using a source of revenue as security for the debt?

i.4.2.3 DECISION #3 - SELECT A TERM

The public agency also must decide the term of its debt, that is the length of time
the debt may be owed. The term may be short, medium, or long. This decision

hinges on the answers to three questions:
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1. How much debt service is the agency able to pay without limiting other pro-
grams or services?

2. Over what period does the public agency plan to repay the debt?

3. How does the term of the debt align with the useful life of the asset being
financed?

i.4.2.4 DECISION #4 - SELECT AN INTEREST RATE TYPE

The public agency must also choose an interest rate type. For municipal debt
obligations there are two principal interest rate modes: fixed and variable. See
Chapter 2 - Debt Structures - What Factors Drive Structuring Decisions? Most

public debt is issued as fixed-rate debt. Some public agencies, particularly those
with large cash reserves, may benefit from issuing variable-rate debt.

The interest payment on a fixed-rate obligation is calculated using a single rate
set at the time the debt is negotiated. The rate in a variable-rate obligation is set
based on market demand at the time the debt is repriced or rolled over.

Variable-rate debt products tend to have lower initial interest rates than fixed-
rate debt products. The market expresses this relationship of costs over time
through a “yield curve,” which is a representation of interest rates at different
moments in time. Generally, the farther one goes out on the yield curve (i.e.,
the longer the maturity of the debt), the higher the interest rate. This reflects
the exchange of risk between the issuer of debt and the investor: the longer the
maturity, the more the public agency has transferred to the investor the risk
that interest rates will increase and purchasing power will be eroded, and for
tax-exempt debt, the risk that tax laws will change. Figure i-2 offers an example
of a yield curve.

The decision to use a fixed or variable-rate hinges on two basic questions:

1. Do the potential interest rate savings of variable-interest-rate products out-
weigh the financial burden that substantially increased interest rates would
impose on the public agency?

2. Can the public agency bear the interest rate and market risk associated with
variable-rate debt?
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Figure i-2
SAMPLE YIELD CURVE, AAA ISSUES

5.00
4.50
4.00
3.50
3.00

2.50

YIELD %

2.00
1.50
1.00
0.50
0.00

12 3 45 6 7 8 91011121314 1516 17 18 19 20 21 22 23 24 25 26 27 28 29 30
YEARS TO MATURITY

Variable-rate options may provide advantages over current fixed-rates, but they
bear certain risks, namely, volatility risk. If interest rates increase substantially,
then the overall interest cost on the debt product can become a significant burden
to the public agency.

i.4.2.5 DECISION #5 - UNDERSTAND WHAT THE AGENCY
COMMITS TO DO IN THE FUTURE

As a part of the contractual agreement between the public agency and the inves-
tor, the agency agrees to perform certain tasks and maintain certain conditions
that intend to ensure repayment of the debt. These commitments are typically
contained in bond or debt covenants. Among them are commitments on the is-
suer’s part to procure insurance, ensure the priority of the debt against other ob-
ligations, set rates or levy taxes to pay debt service or maintain coverage (if legally
permitted),” and provide financial information to investors and lenders. Failure

% Coverage is typically understood as a ratio of revenues to debt service, but may be expressed
in different ways depending on the form of debt issued.
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to comply with some of these covenants may trigger a default. Penalties that may
result from a default include an increase in interest rates, an acceleration of the
debt, or cross-defaults to other debt.

i.4.2.6 DECISION #6 - DECIDE WHETHER THE DEBT WILL BE TAX-EXEMPT

Public agencies that issue debt on a tax-exempt basis generally enjoy lower inter-
est rates than they would if they issued taxable debt. The interest rate difference
between taxable and tax-exempt debt will vary depending on market conditions
and other particulars, but it can be significant to the total cost of the financing.
The federal tax exemption is conditioned on the satisfaction of certain require-
ments and limitations for the life of the debt. In addition to the federal tax ex-
emption, interest on debt of California public agencies is exempt from California
personal income taxes. California tax exemption only requires that the debt be
issued by a California political subdivision.

When a public agency issues debt on a tax-exempt basis, the public agency must
comply with certain limitations and requirements on the use of the financed
facilities and on the investment of the proceeds of the debt. Issuers must con-
tinue to monitor the use of bond financed properties and the investment of bond
funds throughout the life of the bonds. The public agency must evaluate whether
these limitations and requirements pose operational constraints that are unten-

able or problematic. See Chapter 4 - Federal and State Tax Law Requirements and
Chapter 8 - Post-Issuance Debt Management Requirements Including Tax Compli-

ance and Ongoing Disclosure Obligations.

i.4.2.7 DECISION #7 - EVALUATE MUNICIPAL MARKET
OPPORTUNITIES TO USE DEBT FINANCING

Debt products customarily issued in the municipal market tend to be struc-
tured to meet the investment preference of particular investors. The market
for debt products sold by state and local governments is highly stratified and
is arranged around three factors: (1) the term of the debt obligation, (2) the
inherent credit strength of its source of repayment, and (3) the strength of
the debt covenants. Debt products range from those with very short ma-
turities (such as commercial paper that can be issued with very short ma-
turities—as short as 1 day) to relatively long maturities (such as long-term,
fixed-rate bonds that can be generally issued with up to 30-year maturities or
longer). Some debt products inherently require support from a commercial
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bank (such as variable-rate demand bonds, which require a line of credit from
a commercial bank to cover bonds that investors tender, or essentially sell
back to the public agency), while some debt products have no support from
commercial banks (such as fixed-rate bonds). Some debt products have very
few or no financial and operating covenants (other than very basic covenants)
while other debt products contain extensive and complex financial and oper-

ating covenants that restrict the issuer.

The principal concern of all investors is whether or not the issuer will pay back the
debt but they may also seek out specific characteristics, including the following:

* FIXED-RATE OR VARIABLE-RATE - Some investors look for fixed-rate debt prod-
ucts. Retail investors, for example, want to purchase debt products that will
produce a predictable stream of income and that they can place in their invest-
ment portfolio for an intermediate-to-long term. Other investors look for vari-
able-rate debt products that may meet specific limitations imposed by policy or
financial goals, including liquidity or hedges against a fixed-rate position.

* LONG-TERM, MEDIUM-TERM, OR SHORT-TERM PRODUCTS - Some investors
look for long-term debt products that will likely remain outstanding for a
long period. Many bond funds generally fall into this category. Retail inves-
tors seek medium-term investments. Still other investors look for short-term
debt products. These include bond funds that concentrate on short-term vari-
able-rate debt.

* REDEMPTION PROVISIONS - If investors are looking for a long-term, fixed-
rate debt product, they tend to care about when and at what price the bonds
can be redeemed. If investors are looking for short-term variable-rate debt,
they tend not to care about whether the issuer can redeem the debt product
because they are less interested in how long the debt product is outstanding,.

* FINANCIAL COVENANT PACKAGE - Investors of all types consider the financial
covenants that may address the issuer’s right to issue additional debt or to

maintain a debt service reserve.

i.4.3 Steps Public Agencies Must Take to Use Debt Financing

THE AUTHORITY TO ISSUE DEBT - As a general rule, public agencies only have
the powers that are expressly granted to them, are fairly implied from the

i-31



BACK

powers expressly granted, or essential to the declared objectives and purposes
of the governmental entity.”” This means that for a public agency to issue debt
or generate revenues, state law must expressly authorize the public agency to
do so.

As described in Chapter 1 - Legally Incurring Debt - State Law Restrictions on

Public Agency Debt and Revenues, most public agencies must look to state stat-
ute for authorization to borrow or to generate revenues to repay debt. Under the
California Constitution, charter cities must look to their city charters for this
authorization. Charter cities are also subject to general state laws, and all public
agencies are subject to the California Constitution. In general, when a state stat-
ute authorizes a public agency to incur debt and that statute prescribes a method
by which the public agency may take the action, the agency may not take the
action using a different method. This fact is sometimes expressed as “the mode
is the measure of the power.” For example, the courts have ruled that if a statute
authorizes a public agency to incur debt and then provides that the public agency
is to sell that debt through competitive bidding, the public agency is required to
follow that approach.

The California Constitution sets limitations on the debt certain types of public
agencies can incur in any given year. Article XVI, Section 18 of the California
Constitution prohibits cities, counties, and school districts from entering into
indebtedness or liability in any year if it exceeds their income and revenue for
that year unless the local agency first obtains two-thirds voter approval for the ob-
ligation. This is commonly referred to as the debt limit. School districts have the
option to seek authority for indebtedness that requires only a 55% voter approval
for the construction or rehabilitation of school facilities (including furnishings
and equipment).

There are three main exceptions to the debt limit: (1) the Lease Exception, (2) the
Special Fund Exception, and (3) the Obligations Imposed by Law Exception. Cali-
fornia local agencies subject to the debt limit rely on these three exceptions to issue
the majority of their debt, with the Lease Exception being the most commonly
used exception. See Chapter 1 - Legally Incurring Debt - State Law Restrictions on

Public Agency Debt and Revenues.

%7 This is referred to as Dillon’s Rule (named for Judge John E Dillon of Iowa, who articulated
the rule in the late 1800s).
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LEASE EXCEPTION - The Lease Exception provides that a long-term lease obliga-

tion entered into by a city, county, or school district as lessee will not be con-
sidered an “indebtedness or liability” under the debt limit if the lease meets the
following criteria:

* The obligation to pay rent for any rental period is contingent upon the public
agency lessee having beneficial use and occupancy of the leased premises for
that rental period.

* If use and occupancy by the public agency is not available, there is abatement
of rent during the period the use and occupancy is not available.

 If the public agency lessee fails to pay rent when due, there can be no accelera-
tion of future rent due.

* 'The rent in each year does not exceed the fair rental value of the premises.

A city, county, or school district that is constrained by the debt limit from issuing
general obligation debt may choose to enter into a lease-based financing, such
as lease revenue bonds or certificates of participation in order to avoid the time,
expense, and political risk of seeking voter approval of the debt; however, lease-
based financing are paid out of the agency’s general revenues and, thus, directly
affect operating budgets.

SPECIAL FUND EXCEPTION - The Special Fund Exception permits long-term in-
debtedness or liabilities to be incurred without an election if the indebtedness
or liability is payable from a “special fund” and not the public agency’s general
revenues. Special funds are used to finance an activity related to the source of
revenues. Case law has affirmed that when debt is paid from revenues related
to the enterprise financed with the indebtedness, the indebtedness or liability is
not the public agency’s but is instead an indebtedness or liability of the special
fund and thus is not subject to the debt limit. There must be a connection be-
tween the project financed with the indebtedness and the special fund. For in-
stance, parking revenues deposited in a special fund cannot be used to finance
sewer repairs, because there is no relation between the use of proceeds and the
special fund.

OBLIGATIONS IMPOSED BY LAW EXCEPTION - The Obligations Imposed by Law
Exception is not frequently used, but has been used to support pension obligation
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bonds, borrowings used to satisfy legal judgments, and Teeter Plan®® financings
to advance delinquent property taxes. An indebtedness to finance an obligation
imposed on the public agency by law (e.g., a court order to make a payment that
is required by state law) is not subject to the debt limit. This debt limit exception
is based on the notion that the obligation is not discretionary, and thus it does

not make sense to request voter approval.

I.4.4  Additional Legal Requirements - Internal Boards,
Reporting to CDIAC, and Voter Approval

Even if the public agency has legal authority to issue the debt and the issuance
will not violate the debt limit, there are other steps that the public agency must
take in order to legally issue the debt. A short checklist of these steps includes
the following:

* OBTAIN VOTER APPROVAL TO ISSUE DEBT (IF REQUIRED).

* PURSUE A VALIDATION ACTION. Although not a typical part of the issuance
process, a public agency may pursue a validation action to obtain judicial ap-
proval before the bonds are issued, particularly if a bond transaction relies on
a legal conclusion for which there is no clear precedence in case law. A valida-
tion action will establish that a court has deemed the bonds “valid.” Public
agencies may use the validation process to preempt challenges as to the valid-
ity of the bonds that may be brought by other parties.

e ADOPT A GOVERNING BOARD RESOLUTION OR ORDINANCE APPROVING THE
DEBT AND LEGAL DOCUMENTS. The governing board adopts a resolution or
ordinance authorizing the issuance of debt and the execution of legal docu-
ments. Specific requirements, such as the timing of the approval, may be es-
tablished by state or local law.

e EXECUTE LEGAL DOCUMENTS. Once the governing board has authorized its
officers to execute the legal documents that will govern the transaction, the
financing team finalizes them.

% The Teeter Plan is a voluntary program administered by the county that redistributes tax
collections in order to guarantee member taxing agencies annually receive 100% of their
levied taxes. (See Section 3.3.5)
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* PROVIDE NOTICE TO CDIAC. State law requires public agencies to provide no-
tice to CDIAC of any proposed debt issuance 30 days before sale and a report
of final sale within 21 days after the sale.

I.4.5 Issuing Tax-Exempt Debt

The federal government through the Tax Code and related U.S. Treasury regula-
tions imposes rules that must be satisfied for interest on municipal debt to be
tax-exempt. See Chapter 4 - Federal and State Tax Law Requirements. These rules

include (1) a requirement that the debt be issued by a qualified issuer, (2) limita-
tions on the uses of the financed facilities, (3) limitations on a public agency’s
ability to take advantage of the “arbitrage” opportunities available given the lower
interest rates associated with tax-exempt bonds, and (4) administrative and pro-
cedural requirements. These are described below.

i.4.5.1 REQUIREMENT #1 - THE DEBT MUST BE
ISSUED BY A QUALIFIED ISSUER

The Tax Code and related regulations permit tax-exempt debt to be issued only by a
state or political subdivisions of the state. In limited cases where the recipients of the
subsidy are broader than state or local governments, such as an exempt private activi-
ty (e.g., a nonprofit hospital), the Tax Code nonetheless generally requires the debt to
be issued by a state or local government. A state or local government includes states,
territories, the District of Columbia, and any “political subdivision” thereof. A politi-
cal subdivision is any public agency that can independently exercise one or more of
the three substantial sovereign powers (taxing power, police power, and eminent do-
main). Many public agencies are clearly political subdivisions (e.g., cities, counties,
and school and other districts) because they clearly possess the requisite sovereign
powers, but others (e.g., joint powers authorities) require a detailed analysis.

Tax-exempt bonds may also be issued “on behalf of” a state or local government
by entities that are themselves not political subdivisions. For example, consti-
tuted authorities formed by a state, such as the California Educational Facilities
Authority, qualify as “on behalf of” issuers. In addition, “on behalf of” entities
include nonprofits that are formed and controlled by a state or local government.
Thus, obligations issued by a nonprofit corporation formed under the general
nonprofit corporation law for the purpose of stimulating industrial development
within a political subdivision of a state are also considered issued “on behalf of”
the political subdivision, provided they meet certain requirements.
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i.4.5.2 REQUIREMENT #2 - THE DEBT MUST FINANCE A QUALIFYING
PROJECT AND SATISFY ONGOING REQUIREMENTS AND
LIMITATIONS REGARDING THE USE OF THE PROJECT

The Tax Code requires the application of complex rules regarding private use.
Determining if there is to be any private use of the facility must be completed
before issuance and continuously monitored until the bonds are fully paid. “Pri-
vate use” generally means the use of a financed project in the trade or business of
any person other than a state or local government which differs from the use of
the project by the general public. Loans of bond proceeds to nongovernmental
persons (“private loans”) also will generally prevent debt from qualifying for tax
exemption. De minimis amounts of “private use” or “private loans” are permitted
but the application of complex rules is required to measure the amount of private
use or private loans. Thus, a project that is or will be subject to leases, contracts,
or other special arrangements regarding its use must be carefully analyzed to
determine whether it is eligible for tax-exempt financing. Projects eligible to be
financed on a tax-exempt basis generally include projects for governmental or
general public use (such as government buildings, roads, schools, libraries, and
parks). However, some projects the federal government seeks to encourage but
that are used by private persons may still be eligible to be financed on a tax-ex-
empt basis, such as airports, docks, and wharves, subject to a significant number
of special rules applicable to bonds issued for such projects. To analyze whether
the project a public agency might finance is a qualifying project, here are the key

questions to ask:

* Will any portion of the project be owned by a nongovernmental person?

e Will any portion of the project be leased or licensed to a nongovernmental
person?

* Will any portion of the project be subject to a management, service, or other
contract relating to the project (such as a food concession or naming rights
contract)? Contract arrangements that are purely incidental to the primary
governmental function of the project, such as a janitorial contract, generally

do not cause private use.

e Will any portion of the project be subject to and used in connection with

corporate, nongovernmental, or federally sponsored research?

» Will any portion of the proceeds of bonds be used to make “private loans?”

e Will any portion of the project be used by the federal government?
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If the answer to any of the above questions is yes, more analysis is required to
determine whether the debt can be issued on a tax-exempt basis.

On the date of issuance, the public agency must reasonably expect to not exceed
the de minimis limits for private use and private loans for the entire period over
which the debt will remain outstanding. Following issuance, the public agency
is responsible for ensuring that the limits are in fact not exceeded for the life
of the debt. If the limits are exceeded after issuance and before full repayment
of the debt, the debt could be determined to fail to qualify for tax exemption,
retroactively to the date of issuance. The IRS has been strongly encouraging
public agency issuers to adopt formal policies and procedures to ensure that
the rules and limits are and remain satisfied for the life of the debt, including
compiling and maintaining records of the specific assets financed, identifying
persons with primary responsibility for monitoring the use and disposition of
the assets, and requiring periodic checks to confirm compliance. See Chapter
8 - Post-Issuance Debt Management Requirements. Including Tax Compliance

and Ongoing Disclosure Obligations.

i.4.5.3 REQUIREMENT #3 - MANAGE THE ARBITRAGE RULES

The ability to issue tax-exempt debt and invest proceeds in the taxable market
is called earning “arbitrage.” If investments of bond proceeds earn more inter-
est income than the interest costs of the tax-exempt debt, there is “positive

arbitrage;” however, if interest income is less than the interest costs of the tax-

exempt debt, there is “negative arbitrage.” See Chapter 4 - Federal and State
Tax Law Requirements. The arbitrage provisions of the Tax Code are designed

to ensure that tax-exempt bonds are not issued too early, are not issued for an

amount more than is reasonably necessary, and are not outstanding too long.

In addition, the Tax Code also places strict limits on the funding of, and invest-
ment of monies held in, debt service reserve funds. A debt service reserve fund
is a common feature of bonds issued by public agencies. The thrust of the IRS
regulatory regime is to reduce or eliminate the opportunity for a public agency to
“borrow low” and “invest high.”

In order to prevent tax-exempt bonds from being outstanding too long, the Tax
Code requires that bonds be issued to finance capital expenditures for which the
average time of bond repayment matches up with, or is not much longer than,
the average time over which the financed assets are to be enjoyed. In limited
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circumstances, tax-exempt obligations may be used to finance working capital,
generally with limits on the term over which the bonds can remain outstanding.

Like the requirements and limitations relating to the use of the financed project,
the arbitrage requirements and limitations must be satisfied for the life of the
debt or the debt could fail to qualify for tax exemption, retroactive to the date of
issuance. As noted, the IRS encourages formal policies and procedures to ensure

ongoing compliance.

i.4.5.4 REQUIREMENT #4 - ADHERE TO PROCEDURAL AND OTHER RULES

Special tax law rules, requirements, and limitations may apply to financings in
specific contexts, such as financings for working capital or refunding transac-
tions. The ability to finance working capital with tax-exempt debt is very limited
and is subject to special rules. The most common working capital financings used
by public agencies are tax and revenue anticipation notes (TRANs). To qualify
for tax exemption, TRANs generally must be issued in an amount more than the
amount of the cash flow deficit anticipated by the public agency within 6 months
following the issue date.

Refunding bonds are issued by public agencies to replace outstanding bonds ei-
ther to achieve costs savings, to restructure the debt repayment, or to change
specific bond covenants. Refunding bonds are either advance refundings, that is
the refunding bonds are issued more than 90 days before the outstanding bonds
are redeemed, or current refundings, i.e. within the 90 day window. The Tax Cut
and Jobs Act (PL. 115-97) eliminated the tax exemption for advance refunding
bonds issued after December 31, 2017.

Qualification for tax exemption is also dependent upon satisfaction of certain
procedural rules, most notably the timely filing of IRS Form 8038: a form in-
tended to notify the IRS of each tax-exempt debt issue. IRS Form 8038 provides
the IRS certain information regarding the debt, such as amount, issue date, ex-
pected application of the proceeds, and contact information.

i.4.6  What Financing Options are Available?

The list below (and Chapter 3 - Types of Debt Obligations Issued by Public Agencies)

identifies the most common types of debt obligations that public agencies may use
to finance capital improvements and operating capital (marked with an asterisk).
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The list is organized by three essential characteristics of debt: (1) type of security and

source of repayment, (2) interest rate and payment term of the obligation, and (3)

tax status. This approach recognizes actual differences in the authority, security or

source of repayment that account for the risk and cost of different types of debt. It

also avoids creating artificial differences based on nomenclature.

DEBT TYPES BY SECURITY OR SOURCE OF REPAYMENT

* Local General Obligation Bonds (Section 3.3.1)

General Fund Obligations

1.
2.
3.

4.

Lease Revenue Bonds and Certificates of Participation (Section 3.3.2.1)

Pension Obligation Bonds* (Section 3.3.2.2)

Tax and Revenue Anticipation Notes (TRANs) and Revenue Anticipation
Notes (RANs)* (Section 3.3.4)

Teeter Bonds* (Section 3.3.5)

Enterprise Fund Debt Obligations (Section 3.3.6)

Special Assessments, Special Taxes, and Tax Increments

1.

Special Assessment Bonds (Section 3.3.7.1)

. Mello-Roos Bonds (Community Facility Bonds) (Section 3.3.7.2)

2
3. Redevelopment Agency Debt (Section 3.3.7.3)
4.
5

Sales Tax Revenue Bonds (Section 3.3.3)

. Enhanced Infrastructure Financing District Bonds and Infrastructure Fi-

nancing Bonds (Section 3.3.7.4)

Single-Family Mortgage Revenue Bonds (Section 3.3.8)

Conduit Revenue Bonds

1.

Exempt Facilities Revenue Bonds (Section 3.3.9.1)

2. Small-Issue Industrial Development Bonds (Section 3.3.9.2)
3.
4

. Education Conduit Bonds (Section 3.3.9.4)

Health Care Conduit Bonds (Section 3.3.9.3)
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5. Multifamily Housing Conduit Bonds
* State General Obligation Bonds
DEBT TYPES BY INTEREST RATE AND PAYMENT TERMS
e Long-Term, Fixed-Rate Bonds
* Long-Term, Variable-Rate Bonds
e Commercial Paper
DEBT TYPES BY TAX TREATMENT
e Taxable Bonds
e Alternative Minimum Tax (AMT) Bond
e Non-AMT Tax-Exempt Bonds
UNIQUE PUBLIC AGENCY FINANCINGS TO ADDRESS LEGAL CONSTRAINTS
* Financing Leases
* Installment Sales Agreements

* Certificates of Participation (typically used to securitize financing leases and

installment sales agreements)

* Joint Powers Authority Bonds (typically used to securitize financing leases and
installment sales agreements)

OTHER TYPES OF FINANCINGS

* Direct Loans

* Direct Leases

* Bond Anticipation Notes (BANs) and Grant Anticipation Notes (GANs)

e  Other Tax and Fee Secured Debt

e Asset Securitization
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e Refunding Bonds

* Pool Bonds

1.5 MANAGE YOUR DEBT AFTER IT IS ISSUED

Public agencies that issue debt are likely to benefit from good management prac-
tices, including efforts to establish and maintain policies and procedures that
produce accountability and transparency. Issuers that have developed strong ad-
ministrative systems to manage their debts are more likely to comply with their
securities and tax obligations and avoid the cost of having to make reparations to
investors, regulators, and the public if they fail to comply with these obligations.

Apart from the financial rewards, however, public agencies and the elected of-
ficials that lead them, should understand that debt financing is NOT a source of
unrestricted funds. The use of debt financing imparts a tremendous legal, finan-
cial, and administrative burden and must be used wisely, with a complete under-
standing of the responsibilities assumed.

1.5.1 Managing Your Agency’s Debt Financings

Securities laws are intended to provide a fair and efhicient market that ensures
access to capital for borrowers and the ability for investors to properly price risk.
The tax exemption that provides public agencies a lower cost of financing for
essential services and capital improvements also requires issuers to demonstrate
public benefit and compliance with rules on the use of proceeds. The public
agency, under the direction of its elected and administrative leadership, should
develop and follow procedures and policies that ensure compliance with all legal
and administrative requirements and guard against the negative consequences of
regulatory actions taken by the SEC and IRS or civil actions brought by inves-
tors, taxpayers, or others. The procedures should include certain key compo-
nents, among them the following:

* Clear delegation of duties and roles
* Staff training and technical support to designated ofhicials
* Due diligence reviews at regular intervals

* Centralized recordkeeping and retention policies
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* Procedures reasonably expected to identify noncompliance promptly

* Procedures ensuring that the issuer will take steps to correct noncompliance
promptly

The agency’s policies should define both the direction and outcome of the pro-
cedures, that is, the work conducted by staff and service providers to meet legal
and regulatory requirements. Often times, policies and procedures are combined
in a single document. The most common policies adopted by public agencies to
administer their debt are (1) debt management policies, (2) disclosure policies,

and (3) investor relations policies.

i.5.1.1 DEBT MANAGEMENT POLICIES

Public agencies develop and apply policies to ensure that debt is issued and man-
aged prudently. This practice is advocated by the GFOA, which published and sub-
sequently updated Best Practice guidelines for debt management policies in 1995,
2003, and 2012.%” The GFOA endorsed the use of a debt management policy to
improve the quality of decisions, articulate policy goals, provide guidelines for the
structure of debt issuance, and demonstrate a commitment to long-term capital

and financial planning.

A local agency’s debt management policy can assist its debt managers in making
decisions and supporting efforts to identify conflicts, inconsistencies, and gaps in a
local agency’s approach to project finance and debt management. A debt policy can
also be instrumental in setting a proper balance between limits on the use of debt fi-
nancing and providing sufhcient flexibility to respond to unforeseen circumstances
and opportunities. Potential benefits of a formal debt policy include the following:

 Supporting financial decisions that are transparent and consistent

* Establishing standard operating procedures to guide daily financial activities

* Providing performance measures and limits based on predetermined levels
and benchmarks

 Providing justification for decisions

* Providing an interface between capital planning, long-term financing objec-
tives, and daily operations

»¥ GFOA Best Practice - Debt Management Policies, www.afoa.org/materials/debt-man-

agement-policy.
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* Focusing on the overall financial plan in contrast to individual issues

* Proactively safeguarding public agencies from making unsuitable debt-
related decisions

* Providing consistency and instruction to new and transitioning staff

* Establishing an effective management mechanism for post-issuance compliance

Lacking a formal set of well-understood and well-communicated policies, issuers
may run into problems in both the issuance and administration of debt. In the ab-
sence of policies, issuers may fail to control the type, structure, and maturity of debt
being issued. They may enter into service contracts that are not well understood
and potentially harmful, and they may fail to meet federal disclosure and tax com-
pliance obligations. Failures such as these may result in adverse outcomes for public
agencies and their officials. To the extent that a lack of policies leads to the injudi-
cious use of debt, poorly structured debt or repayment schedules, or the failure to
meet disclosure or tax obligations, the issuer may be penalized by regulators, down-
graded by ratings agencies or, at minimum, lose investor and taxpayer confidence.

Equally painful are the implications of a poorly managed debt portfolio to the
agency’s fiscal conditions. Potential implications include cash shortfalls, missed
debt service payments, or the inability to call or refund debt to take advantage of
changing market conditions. Well-constructed and well-communicated policies
protect the interests of the public as well as the public servants who, acting in
good faith, seek to meet the needs of their constituents.

TOPICS ALL PUBLIC AGENCIES SHOULD ADDRESS
IN THEIR DEBT MANAGEMENT POLICIES

Assignment of Responsibilities - Issuers may depend upon professionals to provide
various services associated with debt issuance and administration. But in the end,
it is the issuer’s full responsibility to perform these tasks. Issuers are accountable
for the information contained in the Official Statement through which the debt
securities are sold and in all subsequent disclosures and financial reports and are
responsible to pay principal and interest in full when due. Issuers are responsible
to use the proceeds for the purposes represented to the investors and to tax- and
fee-payers. Issuers commit to comply with all laws and regulations regarding the
administration of the bonds in the contract they execute with the securities deal-
ers. But who is responsible to track whether they have complied with these prom-
ises and obligations?
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An issuer’s debt policies should assign responsibility for specific administrative
tasks to specific roles within the organization. The match between assignment
and task should make organizational sense. That means the person with the role
should have the authority to execute the responsibilities of the task, the knowl-
edge and resources to do so, and the supervision necessary to make the role ac-
countable. These assignments should be reviewed intermittently and changed
when either personnel within the agency change or the scope of responsibilities
changes. The agency should adopt procedures to monitor its performance, ques-
tioning both whether tasks were performed as required and within an acceptable
timeframe. Monitoring can be built into the agency’s internal control program as

discussed below.

Public agencies differ in size and staffing. When they lack sufficient expertise or
resources, they may contract with service providers to perform administrative
tasks related to debt. The agency must continue to dedicate resources to monitor-
ing contract performance and to ensuring compliance.

Identification of Refunding Opportunities - Issuers of fixed-rate debt may benefit
by refunding outstanding bond issues when interest rates fall. As with a home
mortgage, refunding debt allows the borrower to save money. Some state laws au-
thorizing California public agencies to issue refunding bonds include a require-
ment that the interest rate on the new debt result in debt service savings. The
agency’s debt policies should identify who is responsible for making the decision
and under what circumstances it is appropriate to refund.

Tax Compliance - In order to maintain the tax-exempt qualification, issuers must

ensure that the requirements of Section 103 of the Tax Code are met through the
life of the bonds:

* Filing of certain information at the time of issuance

* Proper use of bond-financed property

* Limitations on investment earnings and how the bond proceeds may be invested
* Calculation and rebate of any positive arbitrage

When circumstances arise unexpectedly and cause issuers to fail in their tax
compliance, U.S. Treasury regulations provide “self-help” remedies that issuers

can employ to maintain the tax exemption of the debt. For example, if due to
changed circumstances a public agency desires to sell a portion of the property
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acquired with the debt proceeds, the public agency could redeem or defease the
portion of the debt allocated to the property being sold.

Keeping Up with Bond Covenants - Issuers promise investors that certain condi-
tions or practices regarding the bonds will remain in place for the life of the
bonds. These may consider the use of the facility by a private business, the is-
suance of additional bonds in the future, insurance coverage on the financed
facility or system, maintenance of credit agreements or maximum tax rates of
taxpayers. Each of these, as conditions of issuance, are memorialized in one of
the key financing agreements, such as an indenture, lease, or installment purchase
agreement. Once agreed to, however, these conditions obligate the issuer to cre-
ate administrative procedures to test, monitor, and respond to deviations from
the agreed-upon conditions.

Investing Debt Proceeds - Because an issuer’s debt policies address the issuance and
administration of its debt program and compliance with any legal, contractual,
or regulatory obligations under it, its investment policies must address the invest-

ment of bond proceeds. See Chapter 9 - Investment of Bond Funds. Government
Code Section 53601 sets forth the allowable investments a public agency may use
when investing surplus funds. However, this section does provide that bond pro-
ceeds may be invested differently if invested in accordance with the bond docu-
ments. Issuers use this authority to maximize their investment earning, subject to
the Tax Code, to potentially increase the funds available for projects or to reduce
the size of their debt issuance.

i.5.1.2  DISCLOSURE POLICIES

Disclosure policies should provide specific guidance on who, how, and when the
issuer will provide ongoing disclosures as required by SEC Rule 15¢2-12.% These
disclosures fall into two groups: (1) updates, additions, and amendments to in-
formation originally presented in the OS and subject to the issuer’s continuing
disclosure agreement and (2) material event notices.

Disclosure policies are designed to ensure the accuracy of the issuer’s disclosures
and its compliance with all applicable federal and state securities laws, and to

3 Issuers are required to use the MSRB Electronic Municipal Marketplace Access (EMMA)
system to post required disclosures, including offering documents, annual financial reports,
and material event disclosures.
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promote best practices regarding disclosures. Disclosure policies and procedures
should address who, what, when, and how information is to be released to the
market with the intent to:

* Identify the information that must be disclosed on a continuing basis.
e Create a schedule for disclosures.
* Establish a full list of events that must be reported.

e Create procedures to gather the information, validate the information, and

approve its release.

* Designate roles and responsibilities that control the release of information.

The policies may also address the development and review of the policies, a time-
line for the review of the policies, a training program to inform key staff of the
procedures and their responsibilities under the policy, and measures to retain and
track documents.”!

i.5.1.3 INVESTOR RELATIONS POLICIES

In addition to making required disclosure in compliance with SEC Rule 15¢2-12,
an issuer is likely to have intermittent communications with investors, the mar-
ket, and the community about its debt. Policies that guide these communications
can help to ensure that valid and consistent information is shared. The policies
should identify the roles responsible for communicating, the procedures for the
review and approval of communications, and a system to track such communica-
tions. Staff responsible for these communications should be trained annually, if
not more often, on securities laws as they relate to public communications.

The MSRB Electronic Munipal Marketplace Access (EMMA) System offers issu-
ers the opportunity to set up an investor website. The GFOA maintains that an
investor website can make “disclosure information more accessible” and help to
“improve the efficiency of the municipal market” and “possibly lower borrowing
costs by improving access to information relevant to determining the credit qual-
ity of an issuer’s bonds.”™*

31 Additional information on primary and continuing disclosure is available through CDIAC,
the GFOA, and the National Federation of Municipal Analysts.

32 GFOA Best Practice - Using Technology for Disclosure, www.ofoa.ora/materials/using-
technology-for-disclosure.
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An investor website has several advantages, including offering:

e An efficient and low-cost means of distribution
¢ The simultaneous, controlled release of information

* Lower costs and broader reach as compared to traditional investor relations

programs used by most issuers to respond to investor inquiries.

The use of an investor website poses risks to issuers who fail to develop it properly
or keep it current. Disclosures that are incomplete, late, stale, or incorrect may
constitute violations of securities laws or commitments made to bondholders.
The GFOA has published its Best Practice recommendations to help issuers avoid
these pitfalls.?

i.5.2 California Review and Reporting Requirements on Debt

i.5.2.1  PROPOSITION 39 GENERAL OBLIGATION BONDS

School districts may issue general obligation bonds with 55% voter ap-
proval if they meet certain requirements with regard to expenditures, tax
rates, and oversight of the bonds.* Districts that issue these bonds must
establish an oversight committee “to inform the public concerning the ex-
penditure of bond revenues.” The committee’s duties will be to “actively
review and report on the proper expenditure of taxpayers’ money for school
construction.” Education Code also requires school districts to conduct
oversight and identifies penalties to be assessed against school or commu-
nity college districts that do not appoint an oversight committee. Districts
that avail themselves of the authority to issue these bonds must also com-
plete an annual independent financial and performance audit and provide
this to the oversight committee.*

3% Ibid, GFOA.

3 Article XIIIA, Section 1 of the California Constitution.

% (California Education Code, Section 15278(b).

36 Subparagraphs (C) and (D) of paragraph (3) of subdivision (b) of Section 1 of Article XIIT A

of the California Constitution.
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i.5.2.2 MARKS- AND MELLO-ROOS BONDS

Local agencies issuing bonds using the authority of the Marks-Roos Local Bond
Pooling Act (California Government Code Section 6584 et seq.) or the Mello-Roos
Community Facilities Act of 1982 (California Government Code Section 53313
et seq.) must submit to CDIAC an annual report on the debt they have issued.
These reports capture, among other points of data, the outstanding principal bal-
ance on the debt and the amount of funds in their reserve accounts.

i.5.2.3 CONDUIT ISSUER REPORTING

Conduit financing providers, defined as public agencies that are authorized to
issue conduit revenue bonds, must disclose certain information related to their
affairs (Government Code 5870). They must make available agendas and notices
of meetings, minutes of meetings, staff and audit reports, and annual financial
transaction reports on a website. In any audit of the provider’s financial records
required by law, the audit must include, for the period considered, a review of
fees imposed, disclosure of expenditures related to those fees, disclosure of the
amount of bonds issued, and a disclosure of the amount of bonds authorized but
unissued, among other things.

i.5.2.4 GRAND JURIES

California Penal Code Section 888, et seq. provides counties the authority to em-
panel a civil grand jury composed of volunteer citizens charged with the task of
investigating public offenses or, more commonly, public processes with the intent
of recommending improvements. A grand jury, by the nature of this authority,
may direct attention to a public agency’s use of debt financing.

i.5.2.5 REPORTS TO THE CALIFORNIA DEBT AND
INVESTMENT ADVISORY COMMISSION

Government Code Section 8855 requires California public agencies that issue
debt to provide certain reports to CDIAC. These include the following;:

REPORT OF PROPOSED DEBT ISSUANCE - Issuers must notify CDIAC of their
intent to issue debt at least 30 days before the sale of the debt, including a certi-
fication by the issuer that it has adopted local debt policies which shall include
the following information:
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* The purposes for which the debt proceeds may be used
* The types of debt that may be issued

* The relationship of the debt to, and integration with, the issuer’s CIP or CIB,
if applicable

* Policy goals related to the issuer’s planning goals and objectives

* The internal control procedures that the issuer has implemented, or will im-
plement, to ensure that the proceeds of the proposed debt issuance will be
directed to the intended use

REPORT OF FINAL SALE OF DEBT - No later than 21 days after the sale of the
debt, issuers must report to CDIAC and include the pricing on the bonds (in ad-
dition to the information provided in the Report of Proposed Debt Issuance).

ANNUAL DEBT TRANSPARENCY REPORT - Issuers who submit a report of final
sale to CDIAC on or after January 21, 2017, must provide an annual report to
CDIAC until the debt has been repaid and the proceeds have been fully spent.
The report captures for the reporting period beginning and end balances on prin-
cipal outstanding, authority remaining, and the use of bond proceeds. The re-
porting period is July 1 through June 30.

Data compiled from each of these reports is available on the CDIAC website at

www.treasurer.ca.gov/cdiac.
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Local public agencies' in California, like those in other states, have only the pow-
ers given to them by state law. The powers held by California public agencies vary.
The scope of these powers affects whether and how a particular public agency can
borrow, and on what terms, and the revenue sources available to it. This chapter
provides an overview of the statutory and legal framework within which Califor-
nia local public agencies may incur debt and obtain the funds needed to repay
it, including legal sources of authority to borrow (See Section 1.1), state consti-
tutional limits on that authority (See Section 1.2), exceptions to the state consti-
tutional debt and revenue limits (See Section 1.3), revenue sources available to

public agencies (See Section 1.4), the limits on those sources, and related matters.

The objective of this chapter is not to provide an exhaustive list of all the laws that
apply to a particular public agency and its issuance of debt or to provide all of the
details of applicable state law. Rather, the chapter is designed to provide sufhcient
understanding of these laws to allow public agency officials to consult with legal
counsel and other advisors. Different provisions affect public agency issuers in vary-
ing ways, depending in part upon the type of entity from a constitutional perspec-

! The terms “public agency” and “local public agency,” and “local government” are used synony-

mously to mean any city, county, city and county, public district, public corporation, author-
ity, agency, board, commission, or other public entity or any improvement district or zone
thereof. These terms as used herein do not include departments or agencies of the State itself.
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tive (such as a city, county, district or other agency or authority) and upon the
revenue source to be used for debt repayment (e.g., taxes vs. enterprise revenues).

1.1 A PUBLIC AGENCY’'S AUTHORITY TO BORROW

All public agencies are subject to the California Constitution, and as a general
rule, they have only the powers that are expressly granted to them, are fairly im-
plied from the powers expressly granted, or are essential to the declared objectives
and purposes of the governmental entity.’ This means that for a public agency
to issue debt or generate revenues, state law must expressly authorize the public
agency to do so. This authority may be contained in the statutes that form the
agency (“organic statutes”) (See Section 1.1.1) or they may be contained in stat-
utes that broadly apply to public agencies (“general bond statutes”) (See Section
1.1.2). Charter cities are provided the authority to borrow under their charters.
(See Section 1.1.3)

1.1.1  Statutory Authority to Borrow

California public agencies are formed by, or pursuant to, state statute. Sometimes
these statutes apply to only a single entity, while others apply to a category of enti-
ties (such as counties and school districts). In many cases, public agencies derive
their power to borrow from these organic statutes.

Whenever state statute authorizes a public agency to incur debt and prescribes
how the public agency may take the action, the agency must use that method.
This fact is sometimes expressed as “the mode is the measure of the power.” For
example, if a statute authorizes a public agency to incur debt and then says that
the public agency is to sell that debt through competitive bidding, the public
agency must follow that approach.*

As a general rule, public agencies cannot borrow outside of the powers provided
by these statutes.

Appendix A, Legal References contains the full text of the California Constitution provi-
sions and citations to statutes discussed in this chapter.

3 'This is referred to as Dillon’s Rule (named for Judge John E Dillon of Iowa, who articulated
the rule in the late 1800s).

4 Reams v. Cooley, 171 Cal. 150 (1915).
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1.1.2 General Bond Statutes

Numerous statutes spread across several California codes give public agencies
the power to borrow. As practices in the municipal bond market have evolved
over time, some of the provisions in these statutes have become outdated and
have made it dificult for public agencies to issue and sell bonds. Rather than
amending each individual statute, the State Legislature has addressed some of
the problems that have arisen through the adoption of statutes that apply to all
public agencies (and are sometimes referred to as the “general bond statutes”).
For example, after federal tax law was modified in the early 1980s to require that
bonds must be issued in registered form in order for the interest on the bonds to
be excluded from income for federal income tax purposes, the State Legislature
passed the Registered Public Obligations Act of California (California Government
Code Section 5050 et seq.) providing all public agencies in California the ability
to establish a system of registration and to issue reqistered bonds.

Over time, state general bond statutes have covered numerous aspects of the is-
suance of debt, ranging from issuance of refunding bonds, registration of bonds,
execution of bonds, pledges of security for bonds, interest payment dates, and

issuance of bonds using an indenture or trust agreement or another instrument.

1.1.3 Borrowing Authority of Charter Cities

A California city can be a “charter city,” with a voter-approved city charter, or a
[49 » . . .o . . . .
general law” city. Approximately one-quarter of the cities in California are char-

ter cities. The balance are general law cities.’

Article X1, Section 5 of the California Constitution provides that charter cities
(but not general law cities) may operate under separate charters that govern the
city with respect to all municipal affairs, subject only to the limitations in their
charters and the Constitution. Charter cities in California must look to their city
charters for the authorization to borrow. Charter cities are also subject to state
laws addressing issues of “statewide concern,” and like all public agencies, are
subject to the California Constitution. The scope of charter city powers related
to debt financing is discussed in Section 1.5. Charter Cities.

> 'The League of California Cities reports that there are 121 charter cities out of the 482 cities

in the State. See www.cacities.org/Resources/Learn-About-Cities.
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1.2 CONSTITUTIONAL DEBT LIMIT

The California Constitution places limits on the ability of certain public agencies
to incur debt, referred to as the debt limit. Case law has provided judicially rec-
ognized exceptions to the debt limit. While attention to the debt limit is impor-
tant and imposes real constraints on municipal debt offerings, nearly all public
finance transactions are either not subject to the debt limit or can be fit within
one of the exceptions to the debt limit.

1.2.1  Debt Limit

The debt limit provisions in the California Constitution require two-thirds voter
approval of certain forms of “indebtedness” and “liabilities” of certain public
agencies so as to limit their ability to incur unfunded, long-term obligations. Ar-
ticle XVI, Section 18 of the California Constitution reads as follows:

No county, city, town, township, board of education, or school district,
shall incur any indebtedness or liability in any manner or for any pur-
pose exceeding in any year the income and revenue provided for such
year, without the assent of two-thirds of the voters of the public entity
voting at an election to be held for that purpose.

The limitations of Article XVI, Section 18 cannot be overridden by statute.
Furthermore, these provisions are a limit on the exercise of power and do not
allow a public agency to incur obligations without independent constitutional
or statutory authority.

1.2.2 Purpose of Debt Limit

The purpose of the constitutional debt limit as described in an early California
Supreme Court case,® was to prevent “municipal extravagance” involving long-
term financial commitments that exceed the current means of the public agency
to repay. Each year’s income and revenue must pay each year’s indebtedness and
liability,” the court said, and “no indebtedness or liability incurred in any one
year shall be paid out of the income or revenue of any future year.” The debt limit
provisions also serve as indirect limits on tax increases (by preventing obligations

¢ San Francisco Gas Company v. Brickwedel, 62 Cal. 641 (1882).
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that would require them) and curb intergenerational transfers (current residents
enjoying benefits paid for by future years’ taxpayers).

Determining whether a proposed issuance violates the constitutional debt
limit based on the purpose of the issuance has had limited impact, and sub-
sequent judicial determinations regarding “debt” and its compliance with
Article XVI, Section 18 have relied on both the form and the substance of

the transaction.

1.2.3 Scope of Debt Limit - When Does the Debt Limit Apply?

THE DEBT LIMIT APPLIES ONLY TO SPECIFIED PUBLIC AGENCIES. Article XVI,
Section 18 of the California Constitution applies to cities (including charter cit-
ies), counties, and school districts (including community college districts). It
does not apply to other local agencies such as joint exercise of powers agencies
(JPAs), or special districts, although special district statutes may include their
own limitations. A similar constitutional provision, Article XVI, Section 1, ap-
plies to the State of California. Courts have viewed the governing principles of
the local agency and state debt limitations as the same, so cases interpreting one
are authority for the interpretation of the other.

THE DEBT LIMIT APPLIES TO SOME ARRANGEMENTS NOT ORDINARILY THOUGHT
OF AS DEBT. The actual terms used in Article XVI, Section 18, “indebtedness”
and “liability,” are quite broad and include many things not ordinarily thought of
as debt: employment, service, and construction contracts; purchase agreements;
performance guarantees; and letter of credit reimbursement obligations. In prac-
tice, therefore, the avoidance of debt limit constraints has been based primarily
on judicial determinations that under certain conditions the debt limit does not
apply (commonly, if not always accurately, referred to as “exceptions” or “judi-
cially created exceptions”).

PUBLIC AGENCIES MUST DETERMINE WHETHER THE CONSTITUTIONAL DEBT
LIMIT APPLIES. To determine whether the debt financing arrangement under
consideration might pose a problem under the debt limit for the public agency
involved in the transaction, ask the following:

1. Is the public agency subject to the debt limit?
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2. If so, does or may the transaction obligate the public agency to make pay-
ments out of the revenues of a future fiscal year?

3. If so, does the transaction fit into one of the “debt limit exceptions” de-
scribed below?

1.2.4 Exceptions to the Debt Limit

California courts recognize several exceptions to the constitutional debt limit.
The principal debt limit “exceptions” are the following:

1. Current Fiscal Year Exception
. Annual Appropriation Exception

. Lease Exception (Offner-Dean Lease Exception)

2

3

4. Special Fund Exception

5. Contingent Obligation Exception
6

. Obligations Imposed by Law Exception

The sections below describe each of these exceptions. Some exceptions are
well-established and their application to specific debt structures is clearly
established by case law. For other exceptions, however, the exception’s appli-
cability to a particular transaction may not be clear and it may be necessary
to pursue a validation judgment.” Validation is most likely to be necessary
for transactions under the Contingent Obligation Exception and the Obliga-
tions Imposed by Law Exception, which are less well defined than some of
the other exceptions.

7 California Code of Civil Procedures Section 860 et seq. permits a public agency to seck

a Superior Court judgment that particular contracts or debt instruments are valid. To do
so, the public entity files a validation action in court, in effect requiring those who would
contest the validity of the documents or instruments in question to come forward. If the
complaint is not answered, the Superior Court may enter a judgment as to the validity of
the documents before it; the judgment may not be subsequently challenged. If the com-
plaint is answered, the public agency must either litigate the issues to decision or drop the
case and pursue an alternative financing approach. See additionally the California Debt and
Investment Advisory Commission Off Print “Validation Actions and Public Finance,” July
2000 at www.treasurer.ca.gov/cdiac/debtpubs/2000/72000validation.pdf.
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1.2.41 CURRENT FISCAL YEAR EXCEPTION

PREMISE - A debt obligation may be eligible for this exception if the public agency
can pay the debt with funds it already has or will receive during the current fiscal year.

LEGAL REQUIREMENTS - A debt obligation must be payable solely from (1)
amounts currently available to be appropriated in the public agency’s current
year budget, or (2) revenues and income to be received in or for the fiscal year in
which the obligation is incurred.

CAVEATS AND QUALIFICATIONS - The terms of the obligation should be clear that
if the public agency’s income and revenues in the current fiscal year prove to be
insufhicient, the lender or debt holder has no further legal recourse.

COMMON APPLICATIONS IN THE PUBLIC FINANCE CONTEXT - This exception is
commonly applied to tax and revenue anticipation notes (TRANs) and revenue
anticipation notes (RANS). See Section 3.3.4. TRANs and RANs.

1.2.4.2 ANNUAL APPROPRIATION EXCEPTION

PREMISE - The premise of the Annual Appropriation Exception is similar to
the Current Fiscal Year Exception (See Section 1.2.4.1 above). A debt obligation

qualifies for this exception if the source of repayment is an annual appropriation
made by the public agency.

LEGAL REQUIREMENTS - The public agency’s payment obligation in each fis-
cal year must be limited to income or revenues that the public agency elects
in that fiscal year to appropriate for that purpose, or the public agency must
have the ability, in each fiscal year, to terminate the agreement without fur-
ther payment.

CAVEATS AND QUALIFICATIONS - If there is no legal consequence to the public
agency of a failure to appropriate, lenders or debt holders must rely on a public
agency’s “moral obligation” (expressed or implied) to appropriate or on the pub-
lic agency having a strong desire to preserve its reputation in the public capital
markets by making its payments. As a result, annual appropriate financings are
generally structured as leases with the public agency losing possession of the
facility if it fails to appropriate. Investors generally require the leased asset be
an “essential facility” that the public agency (the lessee) would find difficult to

replace if possession were given up and for which the lessee would therefore be
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inclined to appropriate rental payments. If, however, the consequences are so
severe that the public agency is essentially compelled to appropriate (e.g., loss
of the use of property, or other rights worth far more than the amount owed,
or some other “forfeiture”), the arguments justifying the use of this debt limit
exception may not hold.®

COMMON APPLICATION IN THE PUBLIC FINANCE CONTEXT - Although used fre-
quently outside of California, credit issues and the availability of the Contingent
Obligation Exception and the “Offner-Dean” Lease Exception described below
make reliance on the Annual Appropriation Exception in California infrequent.

1.2.4.3 LEASE EXCEPTION (THE “OFFNER-DEAN LEASE EXCEPTION”)

PREMISE - A debt obligation may be eligible for this exception if it is structured
as a lease financing and the public agency has to make payments only if it has use
of the leased facility that year.

LEGAL REQUIREMENTS - The Lease Exception is a well-defined subset of the
more general Contingent Obligation Exception (See Section 1.2.4.5). It is often
referred to as the “Offner-Dean” (or “Offner-Dean-Rider”) Lease Exception, ref-

erencing the leading cases.” The requirements for an Offner-Dean lease are mod-
eled on the characteristics of transactions approved by courts. The foundational
principle is that the lessee’s obligation to pay rent from the revenues of each fiscal
year is contingent upon the public agency having “beneficial use and occupancy”
of the leased premises during that fiscal year. The essential requirements flowing
from this are as follows:

1. The property subject to the lease must be a leasable asset (e.g., a building,
plant, or equipment, not window panes or paint).

8 See Garrett v. Swanton, 216 Cal. 220 (1932), in which the public agency had made a sig-
nificant initial payment and therefore was under a practical compulsion to protect its invest-
ment by making further payments from its general fund.

? In City of Los Angeles v. Offner, 19 Cal. 2d 483 (1942), the rental payments made by the

city were determined to be lease payments for use during the respective fiscal years in which

they were required to be made; they were not installment payments on a purchase price. In
Dean v. Kuchel, 35 Cal. 2d 444 (1950), the vesting of title in the state at the end of the lease
was not a logical difference from the city’s purchase option in Offner. In Rider v. City of
San Diego, 18 Cal. 4th 1035 (1998), the JPA created by the city to act as lessor was a legal

entity separate from the city so it could enter into the lease with the city.
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2. Rent in each fiscal year must not exceed the “fair rental value” of the leased

premises.

3. If the lessee fails to pay rent when due, there can be no acceleration of future

rent.

4. If effective use and occupancy is not available (e.g., because construction has
not been completed or because of a casualty loss), rent must be “abated” (not
legally required to be paid) to the extent and during the period use and oc-
cupancy is not available.

CAVEATS AND QUALIFICATIONS - A lease agreement that does not meet the Off-
ner-Dean requirements may be a “debt” even if it takes the form of a lease. Fur-
ther, matching “fair rental value” with lease payments based on variable interest
rates may be particularly challenging for certain types of facilities or lessees.

COMMON APPLICATION IN THE PUBLIC FINANCE CONTEXT - This exception is
used for long-term financing of governmental facilities to be paid for out of a
public agency’s general revenues, often involving certificates of participation or
JPA lease revenue bonds. See Section 3.6.1, Financing Leases.

1.2.4.4 SPECIAL FUND EXCEPTION

PREMISE - A debt obligation may be eligible for this exception to the constitu-
tional debt limit if debt service is payable solely from a special fund (including
future fiscal year revenues) without the need to spend the public agency’s general
fund or general revenues.

LEGAL REQUIREMENTS - The debt obligation must be payable out of a special fund
established by the public agency and there must be a “nexus” between the purpose
for the debt and the special fund from which the limited obligation is payable. For
example, debt incurred to finance water system improvements, payable solely from
the revenues of the water utility enterprise, would meet the “nexus” requirement.
In contrast, debt incurred to finance general city capital improvements or power
system improvements payable from water utility enterprise revenues would not. It
is not necessary, however, for the source of repayment to be limited to revenues gen-
erated by the financed facilities; all revenues of an enterprise may be dedicated to
the repayment of debt incurred for the benefit of the enterprise. The public agency
cannot be obligated to make any payments from future fiscal year general fund
income or revenues, and the exception may not apply if the special fund includes
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traditional general fund revenues (e.g., tax revenues) or if a newly established spe-
cial fund redirects revenues that would otherwise have flowed to the general fund.

CAVEATS AND QUALIFICATIONS - “Nexus” determinations are often challenging.
Further, if the enterprise is not self-sustaining such that any amounts paid from the
special fund would be back-filled from the general fund, an obligation payable from

the revenues of the enterprise may not qualify for treatment as a “special fund.”"

COMMON APPLICATIONS IN THE PUBLIC FINANCE CONTEXT - The Special Fund
Exception is available for revenue bonds payable out of the revenues of a mu-
nicipal enterprise. See Section 3.3.6. Enterprise Fund Debt Obligations. The ex-

ception is also available for project financings (financings where debt service is
payable solely from the revenues generated by financed facilities) and provides
the constitutional debt limit exception applicable to conduit revenue bond issues.
(See Section 3.3.9, Conduit Revenue Bonds)

1.2.4.5 CONTINGENT OBLIGATION EXCEPTION

PREMISE - An obligation such as a service contract or debt-related financial
product may be eligible for the exception if the public agency’s obligation to
make payments from the income and revenue of a future fiscal year is contin-
gent upon the public agency’s benefitting from the service or product during
that fiscal year.

LEGAL REQUIREMENTS - 'The public agency must have no payment obligation in
any fiscal year unless in that fiscal year the other party is providing benefits (e.g.,
services, use of property) or is at least able to perform required services or make
required payments. For example, one leading case found that a multiyear sewage

10 Leading cases include City of Oxnard v. Dale, 45 Cal. 2d 729 (1945) (revenue bonds to
finance sewer system improvements that were to be payable from “revenues of the entire
sewer system” were held to qualify for the Special Fund Exception); Palm Springs v. Ring-
wald, 52 Cal. 2d 620 (1959) (bonds to provide parking improvements that would be pay-
able from parking revenues and sales and use tax revenues did not qualify for the exception
because sales and use taxes constituted general funds of the city); and City of Redondo
Beach v. Taxpayers, Property Owners, et al., 54 Cal. 2d 126 (1960) (harbor revenues and
dedicated tidelands trust revenues were special fund revenues, but sales, use, and license
tax revenues “attributable to the construction of the harbor project” did not qualify for the

exception because sales, use, and license tax revenues are ordinarily general revenues of a city
the assertion of a nexus between the harbor improvements sought to be financed and the
general sales, use, and license tax revenues to be pledged was too speculative).
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disposal service contract with a private company fell within the exception because
the obligation to make payments in future years did not arise until the service was
provided to the city in those future years.!! The payment obligation in any fiscal
year may exceed the amount of the actual benefit received in that year.

CAVEAT AND QUALIFICATIONS - Because the case law is not well developed, Con-
tingent Obligation Exception structures generally require a validation proceeding
if the financing requires an unqualified opinion to proceed.

COMMON APPLICATIONS IN THE PUBLIC FINANCE CONTEXT - The Contingent
Obligation Exception is commonly applied to service contracts, interest rate
swaps (See Section 2.3.3, Interest Rate Swaps and Synthetic Structures) and

financial products.

1.2.4.6 OBLIGATIONS IMPOSED BY LAW EXCEPTION

PREMISE - The constitutional debt limit is designed to address only discretionary
actions and is not applicable to a public agency’s legal obligations. That is, voter
approval is not required for actions that a public agency is required by law to take.

LEGAL REQUIREMENTS - For this exception to apply, a payment of a liability
must be imposed or mandated by law. Examples that courts found to fall within
the exception include an obligation to pay the salary of a public officer whose of-
fice was created and whose salary was fixed by state statute'” and the obligation
to pay a tort judgment.’’

CAVEATS AND QUALIFICATIONS - Because the case law is not well developed, this
exception generally requires a validation proceeding.

McBean v. City of Fresno, 112 Cal. 159 (1896) (A multiyear sewage disposal service con-
tract with a private company did not create a present liability; rather, an obligation payable
from the revenues each future fiscal year did not arise until service was provided to the city
in such fiscal year); City and County of San Francisco v. Boyd, 17 Cal 2d 606 (1941) (It
was a fair presumption at the outset of the contract that performance under a multiyear
consulting contract would be carried out in the future).

2 Lewis v. Widber, 99 Cal. 2d 412 (1893) (City was obligated to pay the salary of a public

officer whose office was created and whose salary was fixed by state statute).

3 City of Long Beach v. Lisenby, 180 Cal. 2d 52 (1919) (A major tort judgment against the
city did not create a prohibited debt even though sufficient funds were not available in the
current fiscal year to pay it).
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COMMON APPLICATIONS IN THE PUBLIC FINANCE CONTEXT - The Obligations
Imposed by Law Exception is commonly applied to judgment bonds and pension

obligation bonds. See Section 3.3.2.2, Pension Obligation Bonds.

1.3 COMMON STRATEGIES FOR
AVOIDING THE DEBT LIMIT

Public agencies may consider various legally permitted financing strategies for is-
suing debt obligations that do not cause the agency to violate the constitutional
debt limit. The following discussion identifies a few of these and is presented only
to illustrate how the market has responded to the constraints imposed by the
state law to meet the financing needs of public agencies. A more detailed discus-
sion of debt instruments used in California is presented in Chapter 3. Types of

Debt Obligations Issued by Public Agencies.

1.3.1 Lease Revenue Bonds and Certificates of Participation

In lease revenue bond or certificates of participation (COPs) financing, a
public agency enters into a lease with a third party (which may be a govern-
ment, a nonprofit entity, or a for-profit entity). The public agency leases a
building or other asset from the third party and the rent paid by the public
agency is used to pay debt service on the bonds or certificates issued by that
third party and sold to investors. The transactions are structured so that the
rent is sufficient to pay debt service and so that the transactions fall within
the Lease Exception to the constitutional debt limit. Lease revenue bonds and

COPs are discussed in greater detail in Section 3.3.2.1, Lease Revenue Bonds
and Certificates of Participation.

1.3.2 Joint Powers Authorities

A joint exercise of powers agency or authority (JPA) is a separate governmen-
tal entity formed by two or more governmental entities. A JPA is created by
an agreement (generally called a “Joint Exercise of Powers Agreement” and
referred to as a “JPA agreement”) among the governmental entities forming
the JPA (generally referred to as “JPA members”). Once established, the JPA
is an independent governmental entity separate from the JPA members. JPAs
are not subject to the constitutional debt limit. JPAs are frequently used as
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the issuer of bonds in lease revenue bond transactions or as the issuer of other
bonds secured by local agency obligations. Although the JPA bonds are not
subject to the constitutional debt limit, a local agency obligation securing the
JPA bonds may be. For example, in a JPA lease revenue bond transaction for
a city, the lease between the JPA and the city must satisfy the requirements of
the Lease Exception to the debt limit. See Section 3.6.4. Joint Powers Agency

or Authority (JPA) Bonds and Other Issuances and Section 3.8, Joint Exercise

of Powers Agencies discusses JPAs in greater detail.

1.3.3 Revenue Bonds

Public agencies—particularly those with separate revenue streams such as air-
ports, water systems, sewer systems, and electricity systems—issue revenue
bonds. Cities frequently issue water revenue or sewer revenue bonds that are
supported by the revenues of the enterprise, allowing them to issue bonds for
those purposes that fall into the Special Fund Exception to the constitutional
debt limit.

1.4 LOCAL GOVERNMENT REVENUE SOURCES -
SECURITY FOR AND REPAYMENT OF DEBT

Public agencies may structure their debt with a security or repayment pledge
from a variety of taxes, assessments, fees, and charges (i.e., local government
revenue sources). Broadly speaking, debt may be payable from income and taxes
and/or from other, often limited, revenue sources.

Amendments to the California Constitution over the last several decades have
imposed substantive limitations and procedural requirements for the tax levies,
assessments, fees, and charges that comprise local government revenue. This in
turn has affected the ability of local governments to generate revenues to pay
debt service and has influenced the shape of the financing vehicles employed
by public agencies. These limitations, and relief from certain of these limita-
tions, have been enacted primarily through the people’s exercise of the initiative
power. See Section 1.6, The Initiative and Referendum Powers.

Public agency revenue sources fall, for purposes of the California Constitution,
into one of the categories described in Figure 1-1 and the sections below.



D Figure 1-1

BACK PUBLIC AGENCY REVENUE SOURCES BY CATEGORY

HISTORICAL TAXES

General tax levy on assessed value (AV) for general purposes, limited to 1%
of AV. Generally limited to taxes that existed upon passage of Proposition
13 in 1978."* May be used as a source of repayment for tax and revenue
anticipation notes (TRANs) and leases, including certificates of participa-
tion (COPs). See Section 1.4.3, Ad Valorem Real Property Taxes.

AD VALOREM REAL
PROPERTY TAXES

TAXES REQUIRING APPROVAL OF VOTERS

Tax levy on AV to repay voter-approved debt above the 1% limit established

AD VALOREM REAL by Proposition 13."® For public agencies, except school/community col-

PROPERTY TAXES lege districts (school districts), levies require approval by two-thirds of vot-

SECURING DEBT  ers. General obligation debt issued by school districts for facilities may be

OBLIGATIONS authorized with 55% voter approval. See Section 1.4.4. Ad Valorem Real
Property Taxes Securing Voter-Approved Obligations.

Tax levy levied by a city or county for a general purpose. New, extended or
increased general taxes require approval by a two-thirds vote of the taxing

GENERAL TAXES entity’'s governing board members and a majority of voters. May be used
as a source of repayment for general fund obligations such as TRANs and
leases. See Section 1.4.5. General Taxes.

Special tax levy (including parcel tax) for a specific purpose or by special
districts. Levies generally require approval by a majority of the taxing entity’s

SPECIAL TAXES governing board and two-thirds of voters. Typically used as a source of
repayment for Mello-Roos bonds or sales tax revenue bonds. See Section
1.4.6, Special Taxes.

CHARGES REQUIRING APPROVAL UNDER PROCEDURAL REQUIREMENTS

Levy of charges on real property assessed in proportion to a special benefit,
with burden of proof on the levying public agency. Procedural requirements
ASSESSMENTS for assessments include public hearings and approval by majority vote of gov-
erning board members and property owners. Typically used as a source of
repayment for assessment bonds. See Section 1.4.7, Assessments.

Typically used as a source of repayment for enterprise revenue bonds, in-
FEES AND cluding water, wastewater and solid waste utility revenue bonds. Can be a
CHARGES source of general fund revenue. “Property-related fees and charges” are

subject to additional requirements. See Section 1.4.8. Fees and Charges.

' Proposition 13 (officially named the People’s Initiative to Limit Property Taxation) added Ar-
ticle XIIIA to the California Constitution, limiting ad valorem property taxes to 1% of full
cash value (with exceptions to protect existing obligations) and required two-thirds voter
approval for “special taxes.”

5 Op cit.
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1.4.1 Determining the Category of Revenues

Different restrictions apply to “taxes,” “assessments,” and “fees and charges” un-

der the California Constitution; therefore, it is important to understand how the

different categories are defined. To determine the applicable category of a local

government revenue source, ask the following series of questions:

Is the revenue source a “levy, charge, or exaction of any kind?” 'This is intend-
ed to include virtually every type of revenue.

If so, is the levy, charge, or exaction a “tax?” For these purposes, “tax” is de-
VY. g purp
fined by exclusion: all levies, charges, and exactions are taxes unless an excep-
y g p
tion applies. See What Is a Tax? (Section 1.4.2) below.

If so, is the tax an ad valorem real property tax; that is, is the amount of the

tax a percentage of the assessed valuation of real property?

If the levy, charge, or exaction is a tax, but is not an ad valorem real property tax,
is the tax a general tax or a special tax; that is, is the tax imposed by a general-
purpose governmental entity for general revenue purposes or is it imposed for a
specific purpose or purposes or by a limited-purpose governmental entity?

If the levy, charge, or exaction is not a tax, is it an “assessment” or is it a “fee

or charge”?

If the levy, charge, or exaction is a fee or charge, is it a “property-related fee
or charge™?

1.4.2 What Is a Tax?

For purposes of Article XIIIC of the California Constitution, “any levy, charge, or

exaction of any kind imposed by a local government” is a tax, except the following:

a)

b)

“A charge imposed for a specific benefit conferred or privilege granted directly
to the payor that is not provided to those not charged, and which does not
exceed the reasonable costs to the local government of conferring the benefit
or granting the privilege.” Examples include neighborhood parking permits
and parade permits.

“A charge imposed for a specific government service or product directly to the
payor that is not provided to those not charged, and which does not exceed
the local government’s reasonable cost of service to the fee payor.” Examples
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include municipal utility charges for water, sewer, and electricity service, am-
bulance transportation fees, and public records copying fees.

c) “A charge imposed for the reasonable regulatory costs to a local government
for issuing licenses and permits; performing investigations, inspections, and
audits; enforcing agricultural orders, and the administrative enforcement and
adjudication thereof.” Examples include permitting and inspection of regu-

lated businesses, enforcement activities, and pet licenses.

d) “A charge imposed for entrance to or use of local government property or the
purchase, rental, or lease of local government property.” Examples include zoo
and museum admissions, golf course green fees, athletic field and equipment
rentals, and metered parking.

e) “A fine, penalty, or other monetary charge imposed by the judicial branch of
government or a local government, as a result of a violation of law.” Examples
include parking tickets and late payment fees.

f) “A charge imposed as a condition of property development.” Examples include
building permit fees, development impact fees, and environmental mitigation
cost recovery.

g) “Assessments and property-related fees imposed in accordance with [Cali-
fornia Constitution] Article XIIID.” These are discussed in Section 1.4.7.
Assessments and Section 1.4.9, Property-Related Fees and Charges.

Article XIIIC further provides, “The local government bears the burden of prov-
ing by a preponderance of evidence that a levy, charge, or other exaction is not a
tax, that the amount is no more than necessary to cover the reasonable costs of
the governmental activity, and that the manner in which those costs are allocated
to a payor bears a fair and reasonable relationship to the payor’s burdens on, or
benefits received from, the government activity.” Cost and benefit determina-
tions, therefore, need to be made and documented. These may be challenging
and a study by an independent expert is often advisable.

1.4.3 Ad Valorem Real Property Taxes

Ad valorem real property taxes are taxes levied on real property as a percentage of
the assessed valuation of that property. Ad valorem taxes are collected by counties
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and are allocated to the county and to cities, special districts, and school districts
within the county.

CONSTITUTIONAL LIMITATION'® - Subject to the exceptions described below,
ad valorem taxes assessed against a particular property may not exceed 1%
of “full cash value.” The full cash value of a property is, in turn, the full
cash value of the property in Fiscal Year 1975-76, increased by the lesser
of 2% annually or the rate of inflation as evidenced by the consumer price
index. Full cash value may, however, be redetermined in connection with
improvements to the property (with some exceptions) or damage to or con-
tamination of the property. Of greater significance, full cash value may also
be redetermined upon a “change of ownership” of the property, which is
defined to exclude a limited subset of transfers. In addition, property owners
may transfer the full cash value assessment on an existing property to a new
property under certain conditions.

EXCEPTIONS - Ad valorem real property taxes levied to pay obligations approved
by voters before July1978 and general obligation bonds approved by voters in
accordance with Proposition 46 or Proposition 39 are excepted from the 1%
of full cash value limitation. See Section 1.4.4. Ad Valorem Real Property Taxes

Securing Voter-Approved Obligations.

DEBT FINANCING IMPACT - For governmental entities receiving ad valorem real
property tax revenue before the passage of Proposition 13, ad valorem real prop-
erty tax revenues not securing voter-approved obligations (“general property
tax revenues’) are a revenue source available for general purposes, including
general fund obligations such as leases and TRANs. Because general property
tax revenues are a source for the payment of operation and maintenance ex-
penses as well, the greater the share of ad valorem revenues committed to repay
debt the less is available for operations. Since the amount of general property
tax revenues is a function of the aggregate full cost value of taxable property in
the jurisdiction and not the tax rate, a governmental entity receiving general
real property tax revenues has no control over the amount of ad valorem real
property tax revenues.

16 See California Constitution, Articles XIIT and XIIIA.
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1.4.4 Ad Valorem Real Property Taxes Securing
Voter-Approved Obligations

Ad valorem taxes assessed against property may exceed the 1% limitation de-
scribed above if the proceeds of the taxes are to be used to pay the following:

* Obligations approved by voters before July 1, 1978 (Pre-Proposition 13 Ob-
ligations, see Section 1.4.4.1);

* General obligation bonds approved in accordance with the provisions of
California Constitution Article XIITA, Section 1(b)(2) (See Section 1.4.4.2,
Proposition 46 General Obligation Bonds); or

* General obligation bonds approved in accordance with the provisions of
California Constitution, Article XIIIA, Section 1(b)(3) (See Section 1.4.4.3.
Proposition 39 General Obligation Bonds).!”

Voter-approved general obligation bonds are paid from a revenue source (unlim-
ited ad valorem real property taxes in excess of 1% of full cash value limit) that is
not otherwise available to the issuer. Although property tax obligations increase
the overall burden on the issuer’s constituents, general obligation bond debt ser-
vice payment obligations do not increase the amount payable from the issuer’s
general revenues.

1.4.41 PRE-PROPOSITION 13 OBLIGATIONS

Pre-Proposition 13 obligations consist principally of voter-approved bonds, but
can include obligations other than bonds, such as pension commitments. Voter
approval can be through adoption of a voter-approved city charter or charter
amendments or through bond elections. The analysis of Pre-Proposition 13 obli-

gations is fact-specific and requires case-by-case analysis.

1.4.4.2 PROPOSITION 46 GENERAL OBLIGATION BONDS

Local governments may issue general obligation bonds with two-thirds voter
approval.

17" See California Constitution Article XIITA.
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ELIGIBLE ISSUERS - Any local governmental entity with statutory authority and
the power to tax real property

ELIGIBLE PURPOSES - Acquisition or improvement of real property

GOVERNING BOARD APPROVAL REQUIREMENT - Varies: two-thirds vote for cit-
ies, and majority vote for counties and school districts

VOTER-APPROVAL REQUIREMENT - Two-thirds

1.4.4.3 PROPOSITION 39 GENERAL OBLIGATION BONDS

School districts and community college districts may issue general obligation
bonds with 55% voter approval, subject to accountability requirements.

ELIGIBLE ISSUERS - School districts and community college districts

ELIGIBLE PURPOSES - Construction, reconstruction, rehabilitation, or replace-
ment of school facilities, including the furnishing and equipping of school facili-
ties, or the acquisition or lease of real property for school facilities

GOVERNING BOARD APPROVAL REQUIREMENT - Majority vote
VOTER APPROVAL REQUIREMENT - 55%

Section 3.3.1, Local Agency General Obligation Bonds discusses Proposition 46

General Obligation Bonds and Proposition 39 General Obligation Bonds in detail.

1.4.5 General Taxes

General taxes are taxes levied by local governmental entities for general revenue
purposes. Although it may be possible for an advisory measure to indicate voter
desires with respect to how tax proceeds should be spent, a “general tax” may not
be imposed for a specific purpose or specific purposes. Only general-purpose gov-
ernmental entities (i.e., cities and counties) may levy general taxes and California
Constitution, Article XIIIA precludes the imposition of new ad valorem real prop-
erty taxes as “general taxes.” General taxes are addressed in Article XIIIC of the
California Constitution. Common types of general taxes include the following:

* Utility user taxes
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* 'Transient occupancy taxes

e Add-on sales taxes (See Section 3.3.3. Sales Tax Revenue Bonds)

* Business license taxes (including a “soda tax” and rental car taxes)

¢ Admissions or event entrance taxes

APPROVAL REQUIREMENTS FOR NEW, EXTENDED OR INCREASED GENERAL
TAXES - The imposition, extension, or increase of any general tax must be ap-
proved by the governing board of the taxing entity or placed on the ballot by
an initiative petition and must be approved by voters. A general tax is not “in-
creased” if imposed at a rate not higher than previously approved.

CITY COUNCIL OR COUNTY BOARD OF SUPERVISORS APPROVAL REQUIREMENT -
Two-thirds vote

VOTER APPROVAL REQUIREMENT - Majority

DEBT FINANCING IMPACT - Like a local governmental entity’s share of general prop-
erty tax revenues, general taxes are a source of revenue available for general purposes
and are a source of payment for general fund obligations such as leases and TRANE.

1.4.6 Special Taxes

Special taxes are taxes levied by local governmental entities for special purposes or are
taxes levied by local governmental entities that are not general-purpose governmental
entities (e.g., school districts and special districts). A tax levied for a special purpose
is a special tax even if tax proceeds are deposited in the governmental entity’s general
fund and special taxes may not be ad valorem real property taxes. The proceeds of
special taxes may be used solely for the voter-approved purpose or service for which
the tax was imposed. Common types of special taxes include the following:

* DParcel taxes

* Mello-Roos taxes for services

* Public library service taxes

Taxes that would be general taxes may be special taxes if the proceeds are to be

used for a specific purpose or specific purposes (e.g., a sales tax to be used solely
to finance transportation projects).
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APPROVAL REQUIREMENTS FOR NEW, EXTENDED OR INCREASED SPECIAL TAXES -
Special taxes must be approved by the governing body of the taxing entity or placed
on the ballot by an initiative petition and must be approved by voters. A special
tax is not “increased” if it is imposed at a rate not higher than previously approved.

GOVERNING BOARD APPROVAL REQUIREMENT - Majority vote (two-thirds vote

for add-on sales taxes)

VOTER APPROVAL REQUIREMENT - Two-thirds. A recent California Supreme Court
decision suggests that approval may be by majority vote in the case of a special tax pro-
posed by initiative.'® Certain Mello-Roos taxes may be approved by a landowner vote.

DEBT FINANCING IMPACT - Special taxes are pledged to secure debt and used
to pay debt service on bonds issued for the purpose for which the special tax is

imposed. See Section 3.3.7.2, Mello-Roos Bonds (Community Facilities Districts).

1.4.7 Assessments

Article XIIID of the California Constitution restricts the ability of public agencies
to levy assessments, which are defined to include “any levy or charge upon real
property by [any local government] for a special benefit conferred upon the real
property.” Article XIIID further defines “assessment” to include special assessments,
benefit assessments and maintenance assessments and special tax assessments and
requires that “standby charges” be treated as assessments."” Assessments are levied
against benefitted property and are secured by a lien on the property, with the
lien, as a matter of law, having a priority higher than deeds of trust or mortgages
imposed by private contract. Assessments are “non-recourse” in that their payment
is not an obligation of the property owner; if the property owner does not pay, the
local government may not seek a judgment for payment against the property owner
and its remedy is limited to foreclosing on the assessed property.

SUBSTANTIVE CONSTITUTIONAL LIMITATIONS - Assessments must comply with

constitutional requirements:

'8 City & County of San Francisco v. All Persons Interested in the Matter of Proposition C,

Dkt. A158645 (Cal. App., June 30, 2020) California Cannabis Coalition v. City of Upland,
3 Cal. 5th 1047 (2017)

1 California Tax Data defines a standby charge as “an assessment that is charged to unim-
proved properties to ensure that adequate water or sewer services will be available for that
parcel when needed.” www.californiataxdata.com/pdf/standby.pdf
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* Assessments may be levied only for a special benefit conferred upon the as-
sessed property. A “special benefit” is a particular and distinct benefit over and
above general benefits conferred on real property within the assessment area
or to the public at large. General enhancement of property value does not

constitute a “special benefit.”*

* Assessments may not be levied for general benefits conferred on real property
in the assessed area or to the public at large, and the local government must
separate general benefits from special benefits.

* The assessment imposed on any particular parcel may not exceed the reasonable
cost of the proportional special benefit conferred on that parcel, determined with
reference to the cost of the capital cost or operation and maintenance expense or
the cost of the property-related service to be financed with the assessment.

* Governmentally owned parcels may not be exempt from assessment unless
the parcels receive no special benefit.

e Benefit determinations must be supported by a detailed engineer’s report.
1% y g P

CONSTITUTIONAL PROCEDURAL REQUIREMENTS - In addition to satisfying stat-
utory requirements, the process for levying assessments must include notification
of the owners of the affected parcels, a public hearing, and balloting the owners
of the parcels. If more ballots oppose the assessment than are in favor, with ballots
weighted proportionally to the financial obligation of the affected property, then
the assessment may not be imposed.

DEBT FINANCING IMPACT - Assessment bonds (bonds on which the debrt service
is payable from assessments and which are secured by assessment liens) are a
major source of financing for public improvements, especially infrastructure
improvements necessary for new development. For built-out communities, the
constitutional requirements for assessments can be challenging to satisfy, but the
requirements are less difficult to meet if assessments are imposed while the sub-
ject property is held by a limited number of owners (e.g., before the property is
developed and homes or lots are sold).

Section 3.3.7.1, Assessment Bonds discusses assessment bonds in detail.

20" Silicon Valley Taxpayers Association, Inc. v. Santa Clara County Open Space Authority, 44
Cal. 4th 431 (2008), requires that courts determine special benefits independently; they
may not simply rely on a local agency’s determination.
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1.4.8 Fees and Charges

Fees and charges, for purposes of the California Constitution, are local govern-
ment charges or exactions that are not “taxes” or “assessments.” The first key
question is whether a particular fee or charge fits into one of the exceptions to
the definition of a tax. See Section 1.4.2. What Is a Tax? for the list of exceptions.

To do so, the local government must undertake a two-part analysis. First, it must
prove that the charge does not exceed its reasonable costs to provide the benefit,
privilege, or service and that the costs allocated to a particular payor bear a fair
and reasonable relationship to the burden on the local government entity or the
benefit that the payor receives from the government entity (i.e., that charges in the
aggregate do not exceed reasonable costs and are fair and reasonably allocated).
To meet this burden, public agencies often rely on independent cost-of-service
and benefit studies. Second, the local government must determine whether a fee
or charge is a “property-related fee or charge” subject to Article XIIID of the Cali-
fornia Constitution. Property-related fees and charges must satisty the additional
requirements described in Section 1.4.9. Property-Related Fees and Charges.

DEBT FINANCING IMPACT - The requirement that imposed fees and charges not
exceed the cost of service does allow some flexibility in recovering general over-
head or other indirect costs (e.g., the cost of city attorney time allocable to ser-
vice provided to a municipal utility), but effectively precludes the use of fees and
charges to support general local government operations. Further, the requirement
that the fees and charges be fairly and reasonably allocated may affect the ability
to offer “lifeline” rates or provide conservation incentives to particular categories
of payors. The validity of a local government’s rates and charges schedule is essen-
tial to making budgetary decisions, particularly when these charges are a source
of debt repayment.

1.4.9 Property-Related Fees and Charges

A property-related fee or charge is a fee or charge “imposed upon a parcel or
person as an incident of property ownership.” Article XIIID of the California
Constitution specifically excludes fees for the provision of electrical or gas ser-
vice or imposed “as a condition of property development,” from the scope of its
limitations on property-related fees and charges. This has been interpreted by the
courts to include connection and other charges imposed as a condition to con-
necting a property to a municipal water system. Case law interpreting the phrase
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“as an incident of property ownership” continues to evolve. Fees or charges pay-
able whether or not the property is used are imposed “as an incident of property
ownership.” Furthermore, fees and charges that cannot be avoided because they
are based on actions essential to the reasonable use of property (e.g., the con-
sumption of water) are also imposed “as an incident of property ownership.” In
contrast, fees or charges that could be avoided by use of the property for another
reasonable use (e.g., using the property for something other than residential rent-
al property) are not imposed as an incident of property ownership.*'

SUBSTANTIVE CONSTITUTIONAL LIMITATIONS - Property-related fees and charges
may not be extended, imposed or increased unless the following are true:

* Revenues derived from the fee or charge do not exceed the funds required to
provide the property-related service and are used for no purpose other than
that for which the fee or charge was imposed.

* The amount of the fee or charge imposed upon any parcel or person does not
exceed the proportional cost of the service attributable to the parcel.

* The service is actually used by or immediately available to the property owner
(no fees or charges for potential or future use).

 The fee or charge is not imposed for general governmental service where the
service is available to the public at large in substantially the same manner as it

is to property owners.

The local government agency bears the burden of demonstrating compliance and
determinations of revenue needs and estimations of revenue to be derived from
a fee or charge include large elements of uncertainty. Judgments with respect to

I In Apartment Association of Los Angeles County, Inc. v. City of Los Angeles, 24 Cal. 4th 830

(2001), the California Supreme Court determined that an inspection fee imposed on owners
of residential rental property is not a “levy ... as an incident of property ownership” subject
to Article XIIID because it would not be payable if the owner used the property for another
purpose. In Richmond v. Shasta Community Services District, 32 Cal. 4th 409 (2004), the
California Supreme Court determined that a capacity charge and fire suppression fee imposed
as a condition for making a new connection to a water system are neither “assessments” nor
“property-related fees and charges” for purposes of Article XIIID. In Bighorn—Desert View
Water Agency v. Verjil, 39 Cal. 4th 205 (20006), the California Supreme Court determined
that because the use of water was essential to the use of property, consumption-based water
charges are “fees and charges” for purposes of Articles XIIIC and XIIID.
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“proportional costs” across properties can be particularly difficult. At what point,
for example, does increased water usage in a water utility’s service area necessitate
seeking additional costly supply, and how should that cost be allocated between
homeowners who are using more water than their neighbors and homeowners
whose properties are newly connected to the system? Demonstrating the appro-
priateness of the allocation of general costs of a general-purpose entity like a city
to its utilities (to be borne by ratepayers) can be particularly diflicult and open to
criticism. Courts have not required mathematical certainty or fine distinctions,
but it is important that assumptions and categorizations be well-considered. It is
therefore common for public agencies to base their conclusions on studies done
by independent experts projecting revenue needs and costs of providing service

to various customer classes.

CONSTITUTIONAL PROCEDURAL REQUIREMENTS - Unless an exception applies,
property-related fees and charges must be approved by a majority vote of the
owners of the property subject to the fee or charge or by a two-thirds vote of the
electorate in the covered area. The exceptions to this voter requirement, including
fees and charges for sewer, water and refuse collection services, cover most but
not all property-related fees and charges. Stormwater drainage fees, for example,
which were determined to be neither “water” nor “sewer” related, are not except-
ed.” For the imposition or increase of a fee or charge in the excepted categories,
the local government agency must mail notice to the owners of the property to
be charged, hold a public hearing, and consider protests. The fee or charge may
not be imposed if the local government agency receives written protests from a

majority of owners of the affected parcels.

DEBT FINANCING IMPACT - Property-related fee and charge limitations are most
relevant in wastewater and solid waste enterprise revenue financings. The con-
straints on the ability to impose service charges can make compliance with rate
covenants associated with a debt financing more challenging. A greater concern
is that in an area where interpretation is still developing, an imposed fee or charge
or the process of its imposition may subsequently be found to be invalid, result-
ing in reduced revenues and vulnerability to refund claims.

22 Howard Jarvis Taxpayers Assn. v. City of Salinas, 98 Cal. App. 4th 1351 (2002).

# Unlike the assessment context, where affirmative favorable votes must at least equal negative
votes, for purposes of the imposition of property-related fees a “majority protest” requires a
majority of all property owners (i.e., failure to protest counts as approval). Consequently, a
“majority protest” is highly unlikely outside of small, highly engaged communities.
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1.5 CHARTER CITIES

A California city can be a “charter city,” with a voter-approved city charter, or
a “general law” city. City charters may be extensive, with complex governance
structures and processes and comprehensive local legislation, or may simply avail
a city of the powers available to charter cities under the California Constitution.
Roughly 25% of California cities are charter cities and larger and older cities are

more likely to be charter cities than smaller and newer cities.

1.5.1  Charter City Powers - Municipal Affairs
vs. Statewide Concerns

California is what is known as a Home Rule state. Article XI, Section 5 of the
California Constitution provides that charter cities “may make and enforce
all ordinances and regulations in respect to municipal affairs, subject only to
restrictions and limitations provided in their several charters and in respect
to other matters they [are] subject to general laws [of the state].” Charter city
power may also be limited by other provisions of the California Constitution.
In contrast, general law cities, like other local government agencies, have the
limited powers granted to them by state statute. A city charter does not grant
powers, it “accepts the privilege granted by the Constitution of complete
and autonomous rule with respect to municipal affairs.”?* To determine what
limitations apply to city-adopted legislation, the key question is whether the
issue addressed is a “municipal affair” or the term courts use for its opposite,

a “statewide concern.”

As a general proposition, a “municipal affair” is local in nature, does not affect per-
sons or property outside the jurisdiction of the city, and does not interfere with a
statewide regulatory scheme established by the Legislature. Article XI, Section 5 of
the California Constitution enumerates a few specific “municipal affairs:”

1. Constitution, regulation, and government of the city police force

2. Sub-government in all or part of the city

3. Conduct of city elections

% See West Coast Advertising Company v. City and County of San Francisco, 14 Cal. 2d 516
(1939)
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4. Provision for the election, appointment, and compensation of municipal of-
ficers and employees

The above list is not exhaustive. Other general areas that courts have determined
to concern “municipal affairs” include the following:

 Taxation for local purposes (apart from taxation of banks and insurance com-
panies and other areas for which the state has developed a comprehensive
taxation scheme). For example, see Weekes v. City of Oakland, 21 Cal. 3d
386 (1978), where the California Supreme Court determined that the levy by
a city of a tax on employee “gross receipts” for services performed in the city

was a municipal affair.

* Formation of assessment districts and assessment procedures (subject to con-
stitutional limitations)

e Land use and zoning (with certain exceptions)
e Budgeting and expenditure of tax receipts

 Public contracting requirements (with certain exceptions)

The concept of “municipal affair” is fluid as well as indefinite, as municipal and
state interests change over time. “Municipal affair” questions are particularly
challenging when addressing matters for which both a charter city and the State
have taken action. Although there is no concept of “preemption” of local ordi-
nances by state law in the manner that federal law preempts state law, and the
Legislature is not empowered to determine what is and what is not a “municipal
affair,” courts will take into account a manifest intent and purpose that a general
state law “occupy the field” to the exclusion of municipal regulation.” .

For determining whether a charter city ordinance controls over a general state
statute in a particular case, the California Supreme Court has developed a four-
pronged test:

1. Does the matter implicate a “municipal affair?”

2. Ifso, is there a genuine conflict between the municipal ordinance and state law?

3. If so, is there a “statewide concern” (a dimension demonstrably transcending
identifiable municipal interests)?

» Bishop v. City of San Jose, 1 Cal. 3d 56 (1969)
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4.

If so, is the statute “both reasonably related to the resolution of [the statewide] con-
cern and ‘narrowly tailored’ to limit incursion into legitimate municipal interests?”

Although “municipal affair” and “statewide concern” are mutually exclusive ulti-

mate conclusions, court cases®® use the terms in a pragmatic balancing between

municipal and state interests.

1

.5.2 Charter City Financing

The municipal affairs power of charter cities can affect charter city debt financing

in a number of ways:

Ability to issue debt in the absence of statutory authority. “Charter city financ-
ings” in the historical, narrow sense referred to debt financings that could be
done by charter cities but not by general law cities, especially in the conduit
financing arena. These situations have become rarer as state legislation has be-
come more comprehensive, but there can be areas in which statutory author-
ity is limited or the authority has expired and not been reinstated.

Control over the debt-approval process. City charters may provide for alter-
nate procedures for the formation of assessment districts and as long as they
are consistent with constitutional requirements, assessment procedures, and
may impose different standards and requirements for the approval of revenue
bonds and other obligations.

Greater revenue generation authority. The authority to levy taxes and impose
charges for local purposes may create additional revenues to secure debt obliga-
tions and/or allow the issuance of new debt obligations secured by the revenues.

Greater financial control. A charter city may have additional budgeting and expen-
diture flexibility and may be able to avoid certain state contracting requirements.

See California Savings and Loan Association v. City of Los Angeles, 54 Cal 3d 1 (1991),
where the California Supreme Court determined that the taxation of financial corporations

is a “statewide concern.” In Johnson v. Bradley, 4 Cal. 4th 389 (1992), the California Su-
preme Court determined that a State proposition precluding public funding of campaigns

was not reasonably related to the legitimate statewide concern of preserving the integrity

of the electoral process. Under State Building Construction Trades Council of California,
AFL-CIO v. City of Vista, 54 Cal. 4th 547 (2012), a city is not required to comply with

state prevailing wage laws in the construction of public projects.
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o Charter-imposed limitations. City charters often impose substantive limita-
tions on debt and on spending that are more restrictive than those of general
law cities. City charters may also impose approval requirements that are more
stringent than those applicable to general law city debt obligations.

Charter city debt financings require a multistep analytical approach:
1. Examine the general state statutes, the charter city’s authority to incur the

debt, and charter-imposed substantive and procedural requirements.

2. If the proposed financing involves the exercise of substantive or procedural
powers beyond the statutory powers of general law cities, determine whether
the exercise constitutes a “municipal affair”.

3. Consider state constitutional limitations such as those described above in Section
1.4, Local Government Revenue Sources - Security for and Repayment of Debt.

1.6 THE INITIATIVE AND REFERENDUM POWERS

Article II, Sections 8 and 9 of the California Constitution reserve the right of the
people to effect changes to the State Constitution or statutes through initiative
or to reject legislative actions through referendum. These powers are available to
the electorate of local agencies as well as to the state as a whole. City charters may

also reserve these powers.

1.6.1 Initiative Power and its Impact on Debt

Under the initiative power, the electorate in California may propose amend-
ments to the Constitution, statutes, and other legislation. Qualifying initia-
tive proposals, also called propositions, are frequently placed on the ballot
for enactment or rejection by voters. Initiatives generally become effective

upon adoption.

The impact of the initiative power on debt issuance can be major. Through con-
stitutional amendments, for example, the electorate may authorize or prohibit
particular types of debt or alter the procedures for approving debt. Further, the
electorate by initiative may impose substantive and procedural limitations on the
ability of governmental agencies to levy, charge, and collect the taxes, fees, and
charges, and assessments required to pay debt service.
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California Constitution, Article XIIIC, Section 3 provides that “the initiative
power shall not be prohibited or otherwise limited in matters of reducing
or repealing any local tax, assessment fee, or charge.” This provision has the
potential for a significant impact on both a public agency’s credit generally
and the security for particular obligations. It is, however, subject to two im-
portant limitations:

* 'The initiative power is an exercise—Dby the electorate rather than the govern-
ing board—of a municipal entity’s legislative power. The electorate’s initiative
power should not extend beyond the legislative power of the governing board.
Where statutes provide that legislative action cannot reduce or eliminate the
security for debt lawfully issued, such as assessment bonds, general obligation
bonds, Mello-Roos Bonds, and certain revenue bonds, the security (pledge of
repayment) may not be reduced through an initiative.

e The Contracts Clause in Article I, Section 10, of the United States Constitu-
tion, which prohibits states and local governments from impairing contrac-
tual obligations through legislative acts, offers a degree of protection. Because
Contract Clause impairment analysis is a balancing test, an initiative may
adversely affect a public agency’s revenue-raising capacity and weaken the se-
curity for its debt obligations. The initiative power cannot, however, be used
to impair a public agency’s payment obligation or deprive debt holders of
fundamental security.”

1.6.2 Referendum Power and its Impact on Debt

Under the referendum power, the electorate in California may reject and nullify
a legislative act. If a petition with the requisite number of signatures is submitted
to the legislative body within 30 days of the legislative act, the legislative body
may either repeal the legislation or submit the legislation to the electorate for
ratification. Legislative acts for which a qualifying referendum petition has been
submitted do not become effective until ratified.

% In United States Trust Co. v. New Jersey, 431 U.S. 1 (1977), the States of New York and
New Jersey repealed statutory covenants that were an important security provision protect-
ing holders of Port Authority of New York and New Jersey revenue bonds. The United
States Supreme Court determined that such repeal was an impairment of contract prohib-
ited by the United States Constitution.
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The referendum power may be applied to actions approving the issuance and
sale of debt, and the referendum power must be kept in mind in scheduling
the consummation of transactions for which a referendum petition is a realistic

concern. Referenda on actions approving debt issuances are, however, rare.

1.7 HISTORICAL OVERVIEW OF VOTER-APPROVED
LIMITATIONS ON LOCAL GOVERNMENT REVENUES

Commencing in the 1970s, California voters approved a series of state-level
initiatives directed at the fiscal affairs of California state and local government.
These initiatives, described below in Sections 1.7.1-1.7.7, have dramatically lim-
ited fiscal flexibility.

1.71 Proposition 13 (1978), Jarvis-Gann Initiative

PURPOSE OF INITIATIVE - Ofhcially named the People’s Initiative to Limit Property
Iaxation, Proposition 13 addressed the perceived problems of high property taxes
resulting from escalating property values. It also addressed the potential to offset
reduced property taxes through increases in other taxes.

PRINCIPAL PROVISIONS - Proposition 13 added Article XIIIA to the California
Constitution, limiting ad valorem property taxes to 1% of full cash value (with
exceptions to protect existing obligations). The proposition required two-
thirds voter approval for “special taxes.” Subsequent court rulings excluded
from “special taxes” taxes levied by entities without property taxing power,
taxes for general governmental purposes, assessments, user fees and charges,

and regulatory charges.

PRINCIPAL IMPACT - In lieu of lost revenues at the local government levels, the
State assumed greater responsibility for certain public services, especially pub-
lic school funding. Proposition 13 stopped the financing of public improve-
ments through general obligation bonds by eliminating the ability to impose
new property taxes, giving rise to increase in financing through assessments,
landowner-voted special taxes, special district sales taxes, revenue-supported
debt, and lease financing. The passage of Proposition 13 by California voters
has been the catalyst for the creation of many financing techniques discussed

in this Guide.
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1.7.2 Proposition 4 (1979), Gann Limit Initiative

PURPOSE OF INITIATIVE - Sometimes referred to as the “Spirit of 13 Initia-
tive,” Proposition 4 addressed the perceived problem of increasing levels of
government spending.

PRINCIPAL PROVISIONS - Proposition 4 added Article XIIIB to the California
Constitution, establishing an “appropriations limit” for each governmental unit,
limiting expenditures from “proceeds of taxes.” Appropriation limits may be

raised because of cost-of-living and population increases or with voter approval.

PRINCIPAL IMPACT — Proposition 4 led to greater use of user fees and charges,
fines, and assessments to fund improvements and services.

1.7.3 Proposition 46 (1986)

PURPOSE OF INITIATIVE - By allowing increases to local taxes for bond repay-
ment, Proposition 46 addressed the perceived problem caused by Proposition
13’ effective preclusion of new property tax-supported debrt.

PRINCIPAL PROVISIONS - Proposition 46 allowed, with two-thirds voter approv-
al, the issuance of general obligation bonds to finance the acquisition of and
improvements to real property.

PRINCIPAL IMPACT - Proposition 46 restored general obligation bonds as a financ-
ing vehicle, especially for school districts.

1.7.4 Proposition 62 (1986), Voter Approval of Taxes Act

PURPOSE OF INITIATIVE - Proposition 62 addressed the perceived problem caused
by court decisions that narrowed the scope of Proposition 13’s limitations.

PRINCIPAL PROVISIONS - New general taxes must be approved by a two-thirds
vote of the governing body of the taxing entity before they are put on the bal-
lot. In the event taxes are imposed in violation of Proposition 62, a mechanism
requires a dollar-for-dollar reduction in ad valorem property taxes as a “remedy”
for illegal taxation. Proposition 62 also included various provisions that were in-
validated by subsequent court decisions.
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PRINCIPAL IMPACT - Proposition 62 set the stage for Proposition 218. Many
Proposition 62 provisions are now embodied in Article XIIIC of the California
Constitution.

1.7.5 Proposition 218 (1996), Right to Vote on Taxes Act

PURPOSE OF INITIATIVE - Proposition 218 addressed the perceived problem
caused by user fees, charges, and assessments (so called “disguised taxes”) charged
and levied without voter approval and by limitations on the exercise of initiative

power in local fiscal matters.

PRINCIPAL PROVISIONS - Proposition 218 added Article XIIIC and Article
XIIID to the California Constitution, requiring majority voter approval of “gen-
eral taxes” and expanding the scope of “special taxes” requiring two-thirds voter
approval. The added articles also impose substantive and procedural limitations
on assessments and “property-related fees and charges” other than charges for
electricity and gas services and fees imposed as a condition of property develop-
ment. In addition, Proposition 218 extended the local agency initiative power to

taxes, assessments, fees and charges.

PRINCIPAL IMPACTS - Increased documentation and procedural requirements
have resulted in significant cost to local government agencies. New or increased
maintenance assessments and standby service charges have been effectively pre-
cluded. Pursuit of policy goals (e.g., water conservation) beyond recovery of the
cost of providing service has been more challenging. Voter approval requirements
have made tax increases more difficult.

1.7.6  Proposition 39 (2000), School Facilities
Local Vote Act of 2000

PURPOSE OF INITIATIVE - Proposition 39 addressed the perceived problem of lim-
its on the issuance of general obligation bonds for school facilities resulting from
the two-thirds voter approval requirement.

PRINCIPAL PROVISIONS - The proposition amended Article XIIIA, Section 1 and
Article XVI, Section 18 of the California Constitution to reduce the voter ap-
proval requirement for school district and community college district general
obligation bonds to 55%, subject to accountability requirements.
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PRINCIPAL IMPACT - Proposition 39 increased the ability of school districts and
community college districts to finance school facilities through the issuance of
general obligation bonds.

1.7.7 Proposition 26 (2010) Supermajority Vote
To Pass New Taxes And Fees Act Or
The Stop Hidden Taxes Initiative

PURPOSE OF INITIATIVE - Proposition 26 addressed the perceived problem caused
by the levy of “taxes” hidden as regulatory fees and assessed without voter approval.

PRINCIPAL PROVISIONS - The proposition amended Article XIIIC to define “tax”
as “any levy, charge, or exaction of any kind imposed by a local government” not
falling within one of the enumerated exceptions provided by Proposition 26. It
also limited the ability of public agencies to use electricity and gas fees to recover

the cost of providing service.

PRINCIPAL IMPACT - Proposition 26 restricted the ability of local governments
to make up for the differences between recoverable costs and the full social and
environmental costs of providing municipal services.
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Once a public agency has identified a project or financing need, undertaken a rigor-
ous assessment of its options to fund that need through available resources, and de-
termined that debt financing is the best alternative, the public agency must decide
how to structure the proposed debt obligation to best achieve project or financing
goals, taking into consideration cost and other critical policy matters. This chap-
ter provides a framework for exploring the different structural choices available to
public agencies choosing debt financing, including how the debt will be repaid and
secured and how it will attract investors and address market conditions.

2.1 OVERVIEW

Debt represents an obligation to pay a stated amount (the principal), at a given
time (the maturity) with interest at a stated rate (the interest rate), where inter-
est is the borrower’s cost of renting the principal from the lender for a period of
time. This basic structure is enhanced by additional conditions. These conditions
may modify or fine tune the means by which the debt will be repaid or by which
the lender (i.e., debt holder or investor) will be secured against different types of
risks. These conditions may also prescribe terms and conditions that the borrower
undertakes to meet for the benefit of investors.

The issuer and its financing team typically make decisions about which structural

elements to include iteratively, as they consider a number of different factors,
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beginning with the nature and scope of the project or financing objectives. Deci-
sions are often dictated by conditions such as the financial or market position of
the public agency or its authority to issue debt.

As the issuer and its financing team define the nature and scope of the project,
the source of repayment, current market activity, and investor interests in more
detail they begin to address preliminary questions that will help determine which
structure is the best fit:

e What is the source of revenue and security for repayment of the debt?

* Does the project to be financed allow the agency to spread repayment over a
short or long period?

* Should the interest rate be fixed through that term or vary in some deter-
mined way?

A funding source is often linked to the purpose of the public agency or the proj-
ect that needs to be financed. It is also linked to the statutory authority that the
public agency is using to issue the debt, which may include constitutional limita-
tions related to debt limit and revenue sources. The appropriate term and interest
rate method (basic structure) of debt are affected by the useful life of the capital
asset being financed and its cash flow requirements.

With respect to structural factors that address the underlying credit, including
the financial operations of the issuer or the form of the debt, the public agency
may ask the following:

e Which structural factors are determined by or should be determined by the
source of the revenues from which the debt will be repaid or by which it will
be secured?

 Are there project-specific requirements or considerations that may affect the

debt structure or investor interests?

e What are the general market conventions that affect investor preferences, such

as credit enhancements or provisions relating to redemptions?

The debt may be structured to mitigate bondholder risk. Investors may look at
the general credit strength of the issuer, the resiliency of the source of the funds
committed to debt repayment in the face of changes in financial markets (in-
cluding interest rates) or in the political environment, the reliability of income
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streams, and the tax treatment of interest on the debt. From the investor’s per-
spective, a project’s essentiality is often a critical factor in the assessment of its
risks of nonpayment (credit risk). The more that the project is seen as supporting
a critical function of the issuer, the less likely, investors believe, the issuer will
default on the financing. Investors may demand additional security features or
higher yields for projects that are perceived as less essential.

Other structural factors of interest to investors are the tax status of the bonds (i.e.,
taxable vs. tax-exempt), the credit quality of the bond (credit rating), its term to
maturity, the risk of redemption, and its potential for sale in the secondary market.
An issuer may rely upon members of its financing team to provide advice on how to
structure a debt obligation or make a recommendation on the type of debt to issue,
but, ultimately, it is the issuer’s responsibility to make these decisions.

The sections below provide additional detail regarding decisions about sources
of revenue and security (See Section 2.2.1) and terms and interest rates (See
Section 2.2.2).

2.2 STRUCTURAL FEATURES ADDRESSING
HOW DEBT WILL BE REPAID

2.2.1 Sources of Revenue and Security for Repayment

A public agency using debt to fund a project or financing must decide how the
debt should be repaid. Expressed differently, who, among the public agency’s
residents, businesses, property owners, and customers should bear the burden of
debt repayment? Although shaped in detail by legal constraints, structural char-
acteristics, and market conventions, the first general operating principle applied
by public agencies is that the payment of municipal debt should be linked to the
purpose for which the debt has been incurred.

First General Operating Principle of Municipal Debt—The funds to pay
debt should be derived from taxes, assessments, fees, and charges paid by
those who benefit from the financed facilities or services.

As there is a broad range of purposes for which municipal debt may be in-
curred, there is likewise a wide variety of repayment sources. Debt used to
fund an enterprise such as wastewater treatment may be paid off from fees and
charges assessed upon the users of this service. Many governmental services,

2-3



BACK

projects and programs, however, provide general community benefits and do

not generate revenues.

In determining the best type of debt obligation to issue, a public agency must
consider the revenue source and a means to secure those revenues (i.e., security
pledge) to repay the debt. Determining which funding source should be used to
pay debt service generally hinges on four questions:

1. What sources of revenues are legally permissible to serve as security and source
of payment for the debt?

2. Is there a funding source that is most fair and appropriate given the need that
is being financed?

3. Is the funding source sufficiently creditworthy to serve as security for the debt?
Is it vulnerable to interruption or adverse changes? Must the public agency
secure the debt in other ways?

4. Would the public agency be locked into a commitment that may affect its
ability to meet its service mission if it is pledged to repay debt? Is there a risk
that a draw on financial resources to meet its debt obligation will force cuts

to other services?

As an example, a city that wants to finance the construction of a parking facil-
ity must decide whether its source of revenues for repayment will come from
its general fund or from the parking facility revenues. Using parking revenues
makes sense because those who benefit from the project would be responsible for
funding it. Investors may not, however, be willing to bear the risk that parking
revenues will be insufficient to meet debt service in a given year. The city, in this
case, may decide to agree to use general fund revenues as security for the debrt,
but to reimburse the general fund from the parking facility revenues for any debt
service payments made from the general fund.

2.2.2 Term and Interest Rate Mode

Issuers must make decisions about the term of the debt (the period of time be-
tween issuance and the final payment) and the interest rate mode (a fixed interest
through the term of the obligation or a variable-rate, based on the market, tax-
law, and credit factors that may change over time). Although primarily driven by
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cash flow requirements and financial policies, the term and interest rate method
may also be limited by the state laws authorizing the debt issuance or by federal
tax law considerations. See Chapter 3. Types of Debt Obligations Issued by Public

Agencies and Chapter 4, Federal and State Tax Law Requirements.

With regard to term of the debt, public agencies apply a second general op-
erating principle:

Second General Operating Principle of Municipal Debt—Financed facili-
ties should be paid for over a substantial portion of the useful life of the

[Jacilities (intergenerational equity).!

Municipal debt obligations are generally structured to be payable over a term
corresponding to the purpose for which the debt is incurred. Long-term debt is
used to finance capital items with long useful lives and short-term debt is used to
finance capital items with short lives or for cash flow management. Long-term as-
sets are, however, occasionally financed on an interim basis, with the expectation
of securing and committing to provide “long-term, take-out financing.”* Match-
ing the term of the debt to the useful life of the asset does not necessarily imply a
chronological matching. For example, the useful life of many public buildings is
50 years or more, while the debt issued to finance the construction of the build-
ing is usually 30 years.

The choice of whether to use a fixed-rate or variable-rate approach may be more
difficult to make. Except under highly unusual market conditions, short-term
interest rates are lower than long-term rates. Although variable-rate and interim
financing can increase flexibility and reduce borrowing costs they come with sig-
nificant additional risks, are difficult to forecast, and do not mesh well or at all
with some sources of payment and security. This makes them impractical alterna-

tives for many local government borrowers.

' Consider an example of the two general principles working together: Group X (which may

include the entire community) is benefitting from a financed facility in Year Y. Debt service
payable in Year Y is paid from revenue generated from the membership of Group X (which
may be all community residents) in Year Y, and that corresponds to the benefits received by
the membership of Group X in Year Y. Put another way, “You get what you pay for and you
pay for what you get.”

Many capital projects use this approach often because the project has not yet been com-
pleted and the amount of financing needed cannot be determined.
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2.2.2.1 LONG-TERM, FIXED-RATE DEBT

Most municipal debt is issued as long-term, fixed-rate debt.> Long-term debt is
typically structured so that issuers can spread the cost of the project over time.
Principal is generally payable over 25 or 30 years, although bonds maturing over
longer periods have been issued. Long-term, fixed-rate bonds are generally sold
in denominations of $5,000 or integral multiples thereof and contain provisions
allowing the issuer to redeem the bonds before maturity (see Section 2.3.1. Re-

demption or Prepayment).

Long-term, fixed-rate bonds generally pay interest twice per year and the issuer is
required to make either twice-yearly or annual principal payments. Debt service
payments are scheduled to provide payment of all principal and interest on the
bond issue over the term of the issue. If the amount of debt service (principal
and interest) payable is to be relatively the same each year (level debt service), the
amount of interest payable each year will decline, and the amount of principal
payable will increase. If the amount of principal paid each year is the same (level
principal), debt service will decline over time. If revenues are subject to signifi-
cant uncertainty, all principal can be scheduled to mature at a later date with rev-

enues required to be applied to pay principal (through the redemption of bonds)
when available.

Long-term, fixed-rate bond issues typically include both serial bonds and term bonds.
The principal of a serial bond is payable on a specific date. Serial bonds generally
mature in a “series,” with a separate bond maturing on each consecutive annual or
twice-yearly principal payment date. Purchasers of bonds that mature during the
first 10 to 15 years after the issuance date, which tend to be retail investors, usually
value having a specific date on which the principal will be paid.

A term bond is a bond on which principal is payable by redemption through
“mandatory sinking fund payments” on consecutive principal payment dates lead-
ing up to and including the term bond’s maturity date. The principal amounts of
term bonds of a particular maturity to be redeemed are selected by lot. The inves-
tors in bonds maturing 15, 20, or 30 years after the issuance date, which tend
to be institutional investors, purchase bonds in large pieces that are more easily
resold when the institutions need cash (i.e., they are more liquid). As a result, the
secondary market demand for long-dated term bonds more than offsets any ben-

3 The term “bonds” in this section refers to bonds, notes, or certificates of participation.
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efit from a specific date of principal payment. A bond issue that includes a range
of maturities spread across the yield curve appeals to investors with varied needs
and thus tends to result in a lower overall interest cost than selling a long-term,
fixed-rate bond issue as a single bond maturity.

With a long-term, fixed-rate bond issue, the issuer pays a fixed-rate of interest on
a particular bond for the life of the bond. The market value of a particular fixed-
rate bond, however, changes over time, depending on a variety of factors, includ-
ing the credit of the issuer or its credit provider, the likelihood that the bond
will be redeemed before maturity, income tax rates, and the tax law treatment
of municipal debt. The most significant factors affecting the value of a fixed-rate
bond, however, are the rate of interest payable on the bond and the time remain-
ing to the bond’s maturity or, if the bond is likely to be redeemed early, to the first
date on which the bond can be redeemed. If market interest rates fall, the value
of a fixed-rate bond generally rises and if market interest rates rise, the value of a
fixed-rate bond generally falls. Bonds not maturing or expected to be redeemed
for many years may fluctuate significantly in value.

PAR, DISCOUNT, AND PREMIUM BONDS - When a fixed-rate bond is initially
offered, it may be sold at par (a price equal to 100% of its principal amount),
at a discount (a price lower than its principal amount) or at a premium (a price
higher than its principal amount). The expected yield to the investor on par
bonds matches the interest coupon (i.e., the stated rate), the expected yield on a
discount bond is higher than the interest coupon and the expected yield on a pre-
mium bond is lower than the interest coupon. The expected yield on premium
bonds is generally calculated with reference to the date on which the bond can
first be redeemed instead of or as well as with respect to its maturity date (such
bonds are referred to as “yield to call bonds”).

CAPITAL APPRECIATION BONDS - Capital appreciation bonds (CABs) are long-
term, fixed-rate bonds on which the interest is compounded on each interest
payment date rather than paid to bondholders. CABs are, from an economic
standpoint, the equivalent of bonds with a 0% interest rate sold at a deep dis-
count. They are sometimes referred to as zero coupon bonds for this reason. All
interest is paid when the principal on the bond is paid at maturity or prepaid.
Because they have an established reinvestment rate (compounded interest is in
essence reinvested at the yield on the bond), CABs fluctuate in value more than
conventional bonds of the same maturity. Moreover, because interest and prin-
cipal on CABs are only paid at maturity, the amount of debt service due in any
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particular year is more easily manipulated and public agencies can use CABs to
defer the payment of debt service.

2.2.2.2 SHORT-TERM DEBT

“Short-term debt” generally refers to either obligations maturing within 1 year of
issuance or obligations payable from the fiscal year revenues of the current fiscal
year, although the term is also often applied to debt maturing in the 1 to 5 year
range. Short-term debt is generally issued in the form of notes, which may bear
interest at a fixed-rate or at variable-rates. Interest is generally paid at note maturity,
although if the note term is greater than 1 year, an intermediate interest payment
date may be included. Short-term debt issues are primarily for the following:

1. Cash flow borrowing

2. Financing for capital assets with short useful lives (e.g., equipment with a use-
ful life of 1 to 5 years)

3. Interim financing for capital assets with long useful lives (e.g., a building with
a useful life of 40 years)

Cash flow borrowings (e.g., tax and revenue anticipation notes) are useful if pub-
lic agency revenues or expenses are uneven over the course of its fiscal year. See
Section 3.3.4. TRANs and RANs. A local government entity may receive substan-

tial property tax revenue twice per year, state or federal funding dates may be
uneven, water or power sales may be highly seasonal, or expenses may need to be
incurred in advance of the receipt of corresponding revenues. To better manage
cash flow variation over the course of a single fiscal year, the proceeds from the
sale of short-term debt can be applied to pay current expenses, with revenues re-
ceived later in the year applied to repay the debt. To provide noteholders security,
a mechanism is generally established to set aside revenues for the debt payment
as available revenues are received.

Financing for short-term capital assets, such as vehicles, should match the useful life
of the asset. In many cases this means a term of 1 to 5 years. “Interim financing”
with respect to long-lived capital assets, generally refers to debt obligations with a
significantly shorter term than the useful life of the asset. Interim debt is not expect-
ed to be paid (and quite often could not be paid) from current revenues when due,
either at maturity or by reason of a mandatory tender. Rather, the expected sources
for the repayment of interim debt can include the anticipated receipt of a grant
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from another governmental entity (interim financing notes are usually referred to
as grant anticipation notes (GANs)), a gift, or proceeds from the sale of assets. (See
Section 3.7.3, Grant Anticipation Notes and Bond Anticipation Notes).

Issuers using interim financing anticipate paying off the debt in whole or in
large part with new long-term debt. Long-term notes issued for this purpose
are usually referred to as bond anticipation notes (BANs). The cost of a new
building project may be divided into “construction phase” and “permanent” fi-
nancing, allowing the issuer to reduce costs during capital project construction
and achieve greater flexibility with respect to the amount and term of long-
term financing. This may be valuable if the total construction cost is uncertain.
When construction or other short-term risk is significant, interim financing
can be provided by lenders familiar with the risks and the long-term financing
can be done when that risk has passed.

Interim debt can bear interest at a fixed-rate or at variable-rates and interest may
be paid at maturity or on intermediate dates. Principal is not generally amortized.
Interim financing is commonly refunded or paid upon completion of the financed
project’s construction. Interim financing allows a capital project to commence in
advance of receipt of the funds that are the ultimate source of funding and is less
costly than debt payable over a longer term than is expected to be necessary.

The principal concern for the purchasers of interim debt is the timing and re-
ceipt of the funds expected for use as payment and/or the ability of the issuer to
refinance the debt. So the “credit” for interim debt is related less to the issuer’s
ability to pay the debt from current revenues and assets and more to the issuer’s
“market access” to refinance it to avoid a default. The issuer must access the
market even if long-term interest rates or liquidity and/or credit support costs
are higher than expected.

2.2.2.3 VARIABLE-RATE DEBT

The interest rate on variable-rate debt is periodically reset in accordance with
the terms under which the debt has been issued, and the rate of interest payable
on the outstanding debt will rise and fall over the term of the issue with the rise
and fall of interest rates generally. Variable-rate municipal debt is generally sold
to institutional investors in minimum denominations of $100,000 or more and
interest is payable more frequently than with fixed-rate debt, usually monthly.
There is generally no benefit providing for serial bonds, and variable-rate debt
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is generally issued as a single maturity with monthly, twice per year, or annual
mandatory sinking fund payments. Most variable-rate debt structures require ad-
ditional support in the form of liquidity providers or credit enhancements. See
Section 2.3.2, Credit Enhancement and Liquidity Support.

VARIABLE-RATE DEBT VS. FIXED-RATE DEBT - ADVANTAGES - The principal ad-

vantages of variable-rate debt are as follows:

*  Lower rates. Unless interest rates increase significantly, the interest payable on
variable-rate debt over the life of the issue (even including credit, liquidity, and
remarketing costs) will be less than the interest payable on fixed-rate debt.*

» Lower initial underwriting costs. Variable-rate debt is sold into the short-term
debt market and the “take down” (sales compensation to the underwriter) is
significantly lower for short-term debt than for long-term debt.

*  Redemption flexibility. Because the value of variable-rate debt is rarely more than
par (and with VRDOs [variable-rate demand obligations] the interest rate is set
to establish the value of the debt at par) investors do not require any or much call
protection and the issuer may have much greater flexibility to prepay or refinance
the debt. See Chapter 3, Types of Debt Obligations Issued by Public Agencies.

VARIABLE-RATE DEBT VS. FIXED-RATE DEBT DISADVANTAGES - The principal dis-
advantages with variable-rate debt are the additional risks described below:

o [nterest rate risk. An increase in the interest rate on variable-rate debt can arise

from these factors:
e General increase in market interest rates

* Changes affecting the value of tax-exempt debt versus taxable debt, in-

cluding changes in income tax rates

* Changes in the tax characterization of the particular variable-rate obliga-
tion, such as a questioning of the tax-exempt status of interest on that or
similar obligations

* Changes in the credit of either the issuer or of the provider of liquidity
support or credit enhancement for the obligations

* 'The fact that short-term rates are generally lower than long-term rates more than offsets any

rise in interest rate or credit, liquidity, or remarketing costs.
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Figure 2-1
BASIC CASH FLOW FOR A VARIABLE-RATE DEMAND OBLIGATION OR “VRDO"

VRDO security with variable
interest rate that is periodically
reset at a rate that would allow

a par remarketing

Proceeds via
Underwriter/
Remarketing Agent
BONDHOLDER/ PUBLIC
INVESTOR/ AGENCY
LENDER ISSUER
Debt Service Pledged
Payments Revenue
\ Letter of Credit
Issuance If necessary, issuer may use a credit
facility to purchase or redeem security if
Post-Issuance Repayment investor exercises tender/put option and
e e the VRDO security is not remarketed
Credit Liquidity

Renewal risk. Liquidity support and, apart from bond insurance, credit en-
hancement is generally not available for the entire term of the obligations and
must be periodically extended or replaced. At the time of renewal, liquidity
support or credit enhancement may not be available or may be significantly
more expensive, either because of changes in the liquidity support/credit en-
hancement market or because of changes to the issuer’s credit.

Default/acceleration risk. Liquidity support and credit enhancement providers
generally require the ability to require a tender of variable-rate obligations for
purchase upon the occurrence of a “default” with a lower threshold than for a
default that would trigger the acceleration of fixed-rate debt. See Section 2.4.8.

Events of Default and Remedies.

The risks associated with variable-rate debt may be mitigated somewhat if an is-

suer’s variable-rate debt is a limited portion of the issuer’s debt or if the issuer has

a large investment portfolio, with the short-term investment of assets providing

a natural hedge to a varjable-rate cost of debrt.

2-11



BACK

LIMITATIONS BASED ON PAYMENT SOURCE - Variable-rate debt is not generally a
practical alternative if an issuer has limited flexibility with respect to the revenues
to be used to repay the debt, such as with general obligation bonds, assessment
bonds, or tax allocation bonds. Although lease financings can be done as variable-
rate obligations, the “fair rental value” requirement of the Lease Exception to the
constitutional debt limit can add significant complexity. See Section 3.4. Interest

Rate and Payment Terms.

2.3 STRUCTURAL FACTORS ADDRESSING
RISK AND INVESTOR INTERESTS

Publicly issued, long-term debt comes in a variety of forms. The basic documen-
tation includes an indenture (between the public agency issuer and a trustee) or

another indenture-like document such as a trust agreement, a bond resolution
(adopted by public agency issuer), and a paying agent agreement (between public
agency issuer and paying agent). Bonds generally mature more than 1 year from
the date of issuance. The issuer typically makes debt service payments to a trustee
or paying agent who in turn makes payments to bondholders.

Bonds are structured to meet the needs of not only the issuer but also the
investors. “Market conventions” are provisions embedded in the structure of
the bonds to make a bond issue more acceptable to the market. Knowing the
common market conventions helps issuers determine the type of provisions
that they may need to include in the structure to reach specific investors or the
market in general.

2.3.1 Redemption or Prepayment

“Redemption” refers to the payment of all or a portion of the principal amount
of a bond before the bond’s nominal maturity date. Early principal payment of
obligations other than bonds, such as notes or an obligation to make lease or
installment purchase payments, is referred to as “prepayment.” The two achieve
the same functional outcome. In addition, the bond redemption is referred to
as a “bond call” or a call. The issuer’s right to cause a redemption is referred
to as the issuer’s “call right,” bonds subject to redemption are “callable,” bonds
not subject to redemption are “noncallable,” and the amount of time between
the issuance of a bond and the first date on which the bond can be redeemed
is referred to as “call protection.” For example, if the bonds have “10-year call
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protection,” they cannot be called for 10 years after their issue. Redemption
can be scheduled for a date or occasioned by an event outside of the issuer’s
discretion (mandatory redemption) or can be done at the issuer’s option (op-
tional redemption). The possibility that a bondholder may have its long-term,
fixed-rate bond redeemed very early because of a redemption may affect the

issue’s pricing.

Bond indentures generally require that bondholders be given notice of redemp-
tion at least 20 days in advance of the redemption date. The indenture may also
allow a redemption notice to be cancelled or provide that redemption is con-
ditioned upon the satisfaction of certain conditions, such as the bond trustee
having received funds sufficient to pay the redemption price. If the notice is
made conditional, the issuer can avoid a payment default if funds are not avail-
able. This may provide the issuer additional flexibility and allow it to avoid hav-
ing a period during which a large amount of funds (such as the proceeds from
a refunding) are uninvested. When an issuer redeems a bond, interest on the
bond stops accruing and the holder has no further rights apart from the right

to receive the redemption price.

2.3.1.1  MANDATORY REDEMPTION
Mandatory redemption events are generally one of the following types:

1. Mandatory sinking fund redemption of term bonds
2. Redemption from unexpended bond proceeds

3. Redemption required by a fundamental change in situation adverse or poten-
tially adverse to bondholders

Mandatory sinking fund redemption is the payment of scheduled principal in the
form of redemption payments on term bonds rather than as maturity payments.

An unexpended bond proceeds redemption may be necessary if the issuer was

unable to use bond proceeds to acquire or construct assets.

2.3.1.2 EXTRAORDINARY REDEMPTION

If bondholders believe a mandatory redemption (generally forcing the is-
suer to refinance to avoid the redemption turning into a payment default)
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is preferable to leaving debt outstanding, they may require an extraordinary
redemption. Although rare, extraordinary redemption circumstances include
the following:

* Loss by an eminent domain action taking property subject to a lease or critical
to generating revenue or an issuer decision to not repair or replace that type of

property following damage or destruction

* A dissolution of the issuer, a merger of the issuer with another governmental
entity, or a significant change in the issuer’s operations or service area beyond
the issuer’s control (generally, issuers will covenant to not take or allow such
actions if under its control)

* A change in the tax status of the bonds (e.g., interest on the bonds be-
comes taxable)

2.3.1.3 OPTIONAL REDEMPTION

The issuer’s ability to pay debt before its scheduled maturity can be valuable for
purposes including the following:

¢ Debt reduction

* Relief from covenants and release of assets (revenues, property, or reserve
funds) securing debt

* Debt restructuring

* Debt service savings

The issuer’s ability to reduce balance sheet debt is useful if unexpected or ex-
cess funds are available, if the repayment of debt may release the issuer from a
pledge of assets needed for other purposes or the issuer seeks to relieve itself of
financial or operating covenants that are unduly burdensome. Debt restructur-
ing can consist of a change in interest rate mode (e.g., fixed-rate to variable-
rate or variable-rate to fixed-rate) or a rescheduling of principal (e.g., deferring
principal payment to later dates to reduce short-term debt service or moving
principal payment dates to level out annual debt service). Each of these goals
can be achieved through a legal defeasance of the debt to its maturity date. See
Section 3.7.6. Refunding Bonds. The cost of a legal defeasance to maturity can,

however, be significant.
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Debt service savings on fixed-rate debt can be achieved by issuing new debt to
prepay outstanding debt if the interest cost of the new debt is sufficiently lower
than the cost of the outstanding debt. This may be because of improved issuer
credit, selling on the shorter end of the yield curve or, most often, because of
lower prevailing market interest rates. This savings must offset the cost of a de-
feasance and the cost of issuing and selling the new debt. A right of optional
redemption, with the optional redemption available early, enhances savings pros-
pects. See Section 3.7.6. Refunding Bonds.

From an investor’s perspective, the redemption of a bond for a price less than
what the bond’s value would have been had it been “noncallable” (required
to be left outstanding and bear interest to maturity) is an economic loss
against which the investor may demand compensation. For variable interest
rate bonds, on any date on which the interest rate on the bond is reset to the
rate that allows the bond to be marketed at par (or for VRDOs with a “daily”
or “weekly” rate adjusting the value to par at short intervals), the bond will
not be worth more than its principal amount plus accrued and unpaid inter-
est. In that case, the loss to an investor through a par redemption is minimal
and issuers generally have wide optional call flexibility. With respect to fixed-
rate debt and variable-rate debt for which the interest rate will not be reset
for some time, however, a decline in market interest rates could make a bond
worth considerably more than its principal amount plus accrued and unpaid
interest. In that case, investors desire protection against and/or compensation
for an optional redemption.

Investor protection or compensation may come in the form of “call protection”
and/or a “redemption premium.” A redemption premium can be expressed as a
percentage of the principal amount of the bond redeemed, generally declining to
par over time. Call protection precludes an optional redemption of a bond before
a particular date and a redemption premium is an amount that must be paid to
the bondholder to redeem a bond in addition to principal plus accrued and un-
paid interest. As a general matter, the shorter the call protection and the lower
the redemption premium, the higher the interest rate will be demanded by the
investor. The optimal optional redemption provisions vary from transaction to
transaction, depending upon the issuer’s need for flexibility and general market
conditions. A “10-year par call” (optional redemption with no premium allowed
from the date 10 years after issuance) is sometimes referred to as a “standard call
provision” for long-term, fixed-rate debt.
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EXAMPLE OF A PAR CALL

First 10 years after bond issuance - Bond not subject to optional re-
demption

More than 10 years after bond issuance - Bond subject to optional
redemption at a price of 100% of the principal amount thereof (plus
accrued interest)

EXAMPLE OF A PREMIUM CALL

First 10 years after bond issuance - Bond not subject to optional re-
demption

10—11 years after bond issuance - Bond subject to optional redemption
at a price of 102% of the principal amount thereof (plus accrued interest)

11-12 years after bond issuance - Bond subject to optional redemption
at a price of 101% of the principal amount thereof (plus accrued interest)

More than 12 years after bond issuance - Bond subject to optional
redemption at a price of 100% of the principal amount thereof (plus

accrued interest)

A redemption premium can also be a “make-whole” premium calculated accord-
ing to a formula. A make-whole premium is designed to pay the bondholder the
market value of its bond (if greater than the outstanding principal). Any make-
whole redemption calculation formula will be an imperfect measure of value, and
the formulas investors generally require tend to overvalue the bonds redeemed.
Tax-exempt bond issues rarely have make-whole redemption provisions. Taxable
bond issues may have either make-whole redemption provisions or redemption
provisions similar to those in tax-exempt bond issues. Often, taxable bonds will
provide for make-whole redemptions before the optional call date.

2.3.2 Credit Enhancement and Liquidity Support

Credit enhancement involves the provision of additional security for debt through
a credit facility that provides for the timely payment of debt service to investors
whether or not the amounts are paid by the issuer. With credit enhancement,
investors can look for payment to come from either the basic source of payment
for the debt or from the credit enhancement provider. The credit enhancement
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provider assumes the credit risk on the debt and steps into essentially the same
position as investors with respect to the need for covenants and remedies to pro-
tect its interests. The most common types of credit enhancement are letters of
credit (for variable-rate debt) and bond insurance (the fixed-rate debt).

Credit enhancement can be helpful in the sale of “story bonds” (bonds with un-
usual or complex credit characteristics), as the story may be more easily told to
or understood by a credit enhancement provider than to an investor. In a pool
financing, where the debt is secured by the obligations of a diverse mix of bor-
rowers, credit enhancement can “unify” or “homogenize” the credit in the minds
of investors. Further, credit providers may sometimes require security provisions
and issuer covenants that are less burdensome than would be required to sell the
debt without credit enhancement.

Credit enhancement can be used to allow debt that would not be investment
grade to achieve a higher rating or to allow good credits that are “un-ratable”
(e.g., based on the value of real property assets) to be rated. On rare occasions,
credit enhancement can be used to enhance debt that is not of investment-grade
quality, although in these cases the security provisions and covenants may be
much more stringent than if the debt were sold as unrated debt.

Issuers primarily use credit enhancement to achieve debt service savings. With
credit enhancement, an issuer’s debt can be rated based upon the credit rating
of the credit enhancement provider. For fixed-rate debt, although the underly-
ing credit of the issuer is still of interest to investors, credit-enhanced debt is
more secure and more highly rated and can therefore be sold to investors with a
lower interest rate. If, on a present-value basis, the interest cost saved with credit
enhancement is greater than the cost of obtaining the credit enhancement, the

issuer enjoys a debt service savings.

Liquidity support involves an obligation by a liquidity support provider to pro-
vide amounts for the purchase of variable-rate debt obligations that are tendered
for purchase and are not remarketed. With liquidity support, investors can rely
on the credit of the liquidity support provider for payment of the purchase price.
Because liquidity support would otherwise become credit support, a provider of
liquidity but not credit support is allowed to terminate its purchase obligation
upon the occurrence of an issuer bankruptcy, a payment default, or certain other
major adverse credit events. The most common type of liquidity support are let-
ters of credit, lines of credit, and standby bond-purchase agreements.
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Although certain issuers may be able to issue variable-rate debt without credit en-
hancement or liquidity support, liquidity support for variable-rate debt is still the
norm. Investors holding variable-rate debt require a high degree of certainty (a
highly rated “put”) and even issuers with large cash balances available to purchase
non-remarketed bonds rarely try to comply with the cash management restric-
tions necessary to avoid the need for liquidity support.

Reference:  California Government Code Section 5922(c) provides: “In con-
nection with, or incidental to, the issuance or carrying of bonds, ...
the state or a local government may enter into credit enhancement
or liquidity agreements, with payment, interest rate, currency, secu-
rity, default, remedy, and other terms and conditions as the state or

the local government determines.”

This Code section provides public agencies broad statutory authority to enter
into credit enhancement and liquidity agreements but does not relieve the issuer
from complying with constitutional limitations. Public agency payment obliga-
tions for credit enhancement and liquidity agreements must be structured in a
manner that does not violate state constitutional debt limits. See Section 1.2

Constitutional Debt Limit.

2.3.2.1 BOND INSURANCE

With bond insurance, an insurance company approved to insure municipal bonds
issues a policy insuring timely payment of principal and interest on the debt. The
bond insurer pays scheduled principal and interest on the debt in the event pay-
ments are not made by the issuer (or are recovered from holders by a bankruptcy
trustee). Following any such payment, the bond insurer steps into the shoes of the
debtholder with respect to rights to receive payments of principal and interest on
the obligation by the issuer. Bond insurance is not a liquidity facility. It does not
secure payment of the purchase price of variable-rate debt upon tender by holders.

To obtain a bond insurance policy, an issuer must pay a premium generally based
upon total debt service on the issue and determined in large measure by the un-
derlying credit rating, the bond insurer’s own analysis of the issuer’s credit, and
the security for the debt. Bond insurance premiums are paid when the insured
obligations are issued and are generally not refundable, even if the debt is re-
funded or otherwise prepaid. Because bond insurance can be obtained to cover
the full term to maturity of the debt, bond insurance is the usual form of credit
enhancement for fixed-rate issues.
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2.3.2.2 DEBT SERVICE RESERVE FUND SURETY BONDS

In place of a reserve account funded from bond proceeds and invested in per-
mitted securities, an issuer may obtain a debt service reserve fund surety bond
to provide additional security for one or more series of debt obligations. A debt
service reserve fund surety bond, generally issued by a bond insurance company
and usually available only if the bond insurance company is insuring at least a
substantial portion of the related debt, provides funds to pay debt service if the
bond trustee would otherwise use amounts on deposit in a reserve fund. The total
amount available under the surety bond is equal to the amount that otherwise
would be deposited in the reserve fund (e.g., maximum annual debt service). See
Section 2.4.4, Debt Service Reserve Fund.

Any draws on a debt service reserve fund surety bond must be repaid with inter-
est and the issuer must enter into a reimbursement agreement providing for the
repayment. Reimbursements are generally required to be made from the same
source of funds and with the same payment priority as an obligation to provide
funds to restore a cash-funded debt service reserve fund following a draw (i.e.,
from funds available after making ongoing debt service payments).

An issuer’s decision whether or not to use a surety bond in place of a cash-funded
reserve fund will depend on several factors:

* The cost of incurring additional debt to fund a reserve fund and the impact of
the additional debt on debt service coverage or debt capacity.

e The reinvestment environment (can cash in the debt service reserve fund be
invested at a yield equal to or even exceeding the interest cost of the debt?).

 The surety bond premium (including the fact that surety bond premiums, like
bond insurance premiums, are not refundable even if the debt is refunded).

* The risk that the surety will have a reduced value or be of no value if the surety
provider’s credit standing falls.

2.3.2.3 LETTERS OF CREDIT

Letters of credit are issued by most banks, but only highly rated banks are used to
secure municipal debt. Some highly rated financial institutions may issue facilities
that, although not “letters of credit,” operate like letters of credit and are referred to
generally as “credit facilities.” A letter of credit can be a standby letter of credit or
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a direct-pay letter of credit. With a standby letter of credit, the trustee for the debt
draws under the letter of credit only if the issuer fails to make a payment or files for
bankruptcy. With a direct-pay letter of credit, the trustee draws under the letter of
credit to make all payments on the debt, with amounts paid by the issuer as debt
service being used to reimburse the bank for those draws. Letters of credit can also
provide liquidity support to pay the purchase price of variable-rate bonds tendered
but not remarketed. Because they better address bankruptcy concerns, direct-pay
letters of credit are more common than standby letters of credit. Letters of credit
are often referred to as “LOCs,” but because “LOC?” is also an acronym for “line of
credit,” “LOC” should be used for “letter of credit” only when the context is clear.

A draw on a letter of credit to pay debt service is treated as an advance from the
bank to the issuer. If the advance by the bank is not immediately reimbursed, the
issuer must pay interest to the bank at an agreed rate (e.g., prime plus 2%) that
is usually higher than the interest rate on the debt. The issuer must enter into a
reimbursement agreement with the bank providing for the issuance of the letter
of credit and for the reimbursement. Reimbursement agreements also include
representations, warranties, covenants, and default and remedy and other provi-
sions common to credit agreements. Unlike bond insurance, issuers pay letter of
credit fees only partially up front and pay most fees over the term of the letter of
credit. Letters of credit are usually available only for a limited initial term, often
2 or 3 years and rarely more than 5 years.

2.3.2.4 LINES OF CREDIT AND STANDBY BOND
PURCHASE AGREEMENTS

For public agencies with a strong credit, an alternative is a line of credit or stand-
by bond purchase agreement, for which a liquidity provider advances funds to
purchase bonds tendered but not remarketed but does not provide funds to cover
payment defaults. Lines of credit are typically provided by commercial banks,
while standby bond purchase agreements are offered by other financial institu-
tions. The circumstances under which the liquidity provider can suspend or ter-
minate its obligation to purchase or advance funds (i.e., the provisions distin-
guishing liquidity support from credit support) are key provisions in liquidity
agreements and are given close scrutiny by investors and rating agencies as well as
by issuers. With a line of credit, the bonds are purchased or paid with proceeds
loaned to the issuer. The liquidity provider is repaid in a manner similar to the
reimbursement for a draw under a letter of credit. With a standby bond pur-
chase agreement, the bonds are purchased by the liquidity provider. The liquidity
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provider is paid as a bondholder, but bonds held by the liquidity provider pay
interest at a higher “bank” interest rate and principal may be required to be paid
more quickly. Credit agreements and standby bond purchase agreements contain
representations, warranties, covenants, and default provisions similar to those in

reimbursement agreements.

2.3.3 Interest Rate Swaps and Synthetic Structures

An interest rate swap is not a debt obligation but can be used to change the sub-
stantive financial terms of a debt from a fixed-rate obligation to a variable-rate
obligation or from a variable-rate obligation to a fixed-rate obligation or to create
a “synthetic fixed-rate obligation.” An interest rate swap is a contractual agree-
ment between two parties who agree to exchange (or swap) certain cash flows for
a defined period of time. In the case of a municipal swap, the two parties are a
governmental entity and a broker-dealer or financial institution as “counterparty.”
Generally, the cash flows to be swapped relate to interest to be paid or received
with respect to some asset or liability. If a public agency issues variable-rate debt
and enters into a swap where what it pays the counterparty is based on a fixed-
rate and what it receives from the counterparty is based on a variable-rate, the
obligation of the public agency under the debt and swap together is the synthetic
fixed-rate. Accordingly, the swap is designed to generate a net change in the inter-
est rate cash flow related to that asset or liability (typically investment securities
or bond indebtedness, respectively), but the swap neither affects the principal of
that asset or liability nor results in the creation of any new principal. As a result,
the “size” of a swap, for purposes of describing the computational base on which
the swapped payments are calculated, is referred to as the notional amount.

As part of any swap, both parties agree to the following:

¢ The notional amount.

* 'The rate or formula each party will use to compute the amounts to be paid to
the other on that notional amount.

 The dates on which cash flows will be exchanged.

e 'The term of the swap.

W

If a public agency issues variable-rate debt and enters into a swap where what it pays is based
on a fixed-rate and what it receives if based on a variable-rate the obligation of the public
agency under the debt and swap together is a “synthetic fixed-rate” obligation.
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Interest rate swaps typically do not generate new funding like a loan or bond sale,

although there are swap variations that are structured to achieve altogether differ-

ent financing goals, such as generating an up-front cash payment.

Public agencies can use interest rate swaps to achieve the following:

Provide better asset/liability matching. If a public agency has cash balances in-
vested in short-term obligations (variable-rate assets) and fixed-rate debt, a
swap in which the public agency pays at a variable-rate and receives at a fixed-
rate “hedges” the public agency’s balance sheet.

Lock in the benefit of current interest rates. If a public agency has fixed-rate debt
that cannot be refunded for several years, a forward-starting swap where the
public agency pays at a fixed-rate set at current rates and receives at a variable-
rate hedges against future rate increases that would reduce the savings from
the refunding.

Cap exposure. An interest rate “cap,” a swap structured to become effective
only if and when interest rates are significantly higher, can limit the interest
rate risk of variable-rate debt.

Generate cash. A swap can be structured so that the public agency receives an
upfront payment from the counterparty and pays at a higher rate (effectively,
a loan embedded in a swap).

Reduce net interest costs. Variable-rate debt combined with a swap where the pub-
lic agency pays a fixed-rate and receives a variable-rate designed to correspond to
the rate expected to be paid on the variable-rate debt can result in a “synthetic
fixed-rate” expected to be lower than the interest cost on fixed-rate bonds.

INTEREST RATE SWAP RISKS - Interest rate swap transactions pose significant

risks, including the following:

Counterparty credit risk. At any point a swap has a positive value to the public
agency, the public agency is extending credit to the counterparty.

Termination risk. If a swap terminates early and the swap has a negative value
to the public agency, the public agency could be required to make a significant
payment, even if the termination payment obligation results from a default by
the counterparty.
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Collateralization risk. Frequently, an issuer is required under an interest rate
swap agreement to post collateral in the form of cash or cash equivalents if the
negative value of the interest rate swap increases above a negotiated threshold.

Basis risk. 'The variable-rate on the swap may not match the actual variable-
rate on the hedged obligation (the interest rate payable by the public agency
may be higher than the variable-rate it receives on the swap). A change in
federal tax law is one example of an event that could create a mismatch.

Amortization risk. If the principal amount of the hedged bonds no longer
matches the notional amount of the swap (perhaps because of an early re-
demption of bonds), the swap is no longer an effective hedge.

Events that occurred during the financial crisis of 2008, including the Lehman Broth-

ers bankruptcy, the loss of “AAA” ratings by bond insurers on variable-rate debt that

had been associated with swaps, and the collapse of the auction-rate securities market,

underscored the reality of these risks. Because swaps generally terminate at market

value, these types of event risks could not be managed. As a consequence, municipal

interest rate swaps are less common and new synthetic fixed-rate transactions are rare.

California Government Code Sections 5922(a)(i) and 53534 provide clear statu-
tory authority for swaps applicable to all state or local governments.® However,

6

Government Code Section 5922(a)(i) states “In connection with, or incidental to, the issuance
or carrying of bonds, or acquisition or carrying of any investment or program of investment,
any state or local government may enter into any contracts which the state or local government
determines to be necessary or appropriate to place the obligations or investment of the state or
local government, as represented by the bonds, investment, or program of investment and the
contract or contracts, in whole or in part, on the interest rate, currency, cash flow, or other basis
desired by the state or local government, including, without limitation, contracts commonly
known as interest rate swap agreements, currency swap agreements, forward payment conver-
sion agreements, futures, or contracts providing for payments based on levels of, or changes
in, interest rates, currency exchange rates, stock or other indices, or contracts to exchange cash
flows or a series of payments, or contracts, including, without limitation, interest rate floors or
caps, options, puts or calls to hedge payment, currency, rate, spread, or similar exposure. These
contracts or arrangements also may be entered into by state or local governments in connec-
tion with, or incidental to, entering into or maintaining any agreement that secures bonds,
including bonds issued by private entities. These contracts and arrangements shall be entered
into with the parties, selected by the means, and contain the payment, security, default, rem-
edy, and other terms and conditions, determined by the state or local government, after giving
due consideration for the creditworthiness of the counterparties, where applicable, including
any rating by a nationally recognized rating agency or any other criteria as may be appropriate.”
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the state, a city, a county, or a school district may not enter into a swap if the
swap constitutes an “indebtedness” or “liability” within the meaning of Cali-
fornia Constitution Article XVI, Section 1 (applicable to the State), or Section
18 (applicable to cities, counties, and school districts). There is little case law in
California or other states analyzing how swaps are to be treated for such purposes;
however, counsel can generally render a qualified opinion to the effect that the
swap would/should not constitute an indebtedness or liability for purposes of
these constitutional debt limitations.

2.4 OTHER COMMON DOCUMENT PROVISIONS

Legal documents formalize the structure of a bond, providing the rights and

obligations of the involved parties for each financing. Chapter 3. Types of Debt
Obligations Issued by Public Agencies identifies the common forms of debt and

their associated legal documentation, such as resolutions, indentures, trust agree-
ments, leases, installment sale agreements, and other agreements. These docu-
ments provide for the issuance or incurrence and the payment and security of
public agency debt (generally referred to as “bond documents,” even if the debt
does not take the form of bonds) and are agreements entered into between public
agencies and other parties. Even if not a party to the bond documents, investors
are the intended beneficiaries of the agreements. The particular bond documents
used differ from transaction to transaction, and the contractual terms contained
in bond documents also vary considerably, depending upon the type of financ-
ing obligation and the debt payment terms. Bond documents generally contain
most, if not all, the standard provisions that in addition to term, interest rate, and
redemption features define the basic terms of the issue.

2.41 Application of Proceeds

Bond documents generally provide for the application of the proceeds of the sale
of the bonds or other debt securities. Proceeds may be held by the bond trustee
and deposited in accounts established by the bond documents, transferred to the
public agency or, in the case of a refunding, transferred to the trustee for the re-
funded obligations. Amounts to be held in a reserve fund are almost always held
by the bond trustee. The amounts to be used to pay project costs or issuance costs
are usually held by the trustee and disbursed upon a requisition by the public
agency. Sometimes, however, those amounts are transferred to the public agency
borrower and held by the public agency pending expenditure.
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2.4.2 Source of Payment; Pledge

Unless the debt is payable from all of the public agency’s general fund assets and
revenues, the bond documents generally specify the sources of funds available for
the payment of the debt. This will vary with the type of financing obligation. If
the public agency’s payment obligation is limited to a particular source, such as
revenues on an enterprise, assessments levied against particular properties, pay-
ments received from a conduit borrower or revenues of the current fiscal year,
specificity as to what is available is essential. Of even greater importance is a limi-
tation on the public agency’s payment obligation to make payment from such
sources. The bond documents may also provide for the pledge of revenues (such
as enterprise revenues or conduit borrower payments) or assets (such as funds
held by the trustee) to secure the debt.

2.4.3 Funds and Accounts; Flow of Funds

The bond documents generally provide for the establishment of various funds
and accounts to hold monies related to the debt. Funds and accounts may be held
by the public agency or the trustee or sometimes by another party. Funds and
accounts may include the following:

*  Project fund. A project fund holds debt proceeds before expenditure. This can
be held by the public agency or the trustee and can include a separate account

for payment of issuance costs.

* Revenue funds. This fund captures and retains the revenues to be used for the
payment of the debt, subject to use for permitted purposes.

* Debt service funds. These including interest, principal, and redemption ac-
counts, held by the trustee or paying agent pending application to pay debt
service.

* Reserve funds. Reserve funds are held by the trustee to provide security for the
timely payment of debt service.

Bond documents may also provide for a flow of funds establishing the priority of
the allocation of revenues. This is essential if other uses are allowed, such as the
payment of operation and maintenance expenses, or if different types of debt are
payable at different levels of priority (e.g., “senior lien” debt and “subordinate”
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debt). Flow of funds provisions are also important in project financings, where
funds must be prioritized between debt service retirement and project mainte-
nance, and in asset-backed debt providing for the application of principal recov-
eries and other “excess revenues” to the prepayment of debt.

2.4.4 Debt Service Reserve Fund

A debt service reserve fund is an economic tool used by issuers when structuring
their bonds. Depending on considerations related to general creditworthiness, the
type of issuer and/or the type of debt, a debt service reserve fund may be advanta-
geous or in some circumstances, required. Issuers may establish a debt service reserve
fund to achieve a particular rating or rating category by a rating agency or to target
specific investors.” With a debt service reserve fund, the bond trustee may draw
upon the debt service reserve fund if other funds are not available to pay debt ser-
vice. The amount required to be deposited in the debt service reserve fund (reserve
fund requirement) is set with reference to credit needs and federal tax law limita-

tions. See Section 4.8, Arbitrage Yield Restriction. The reserve fund requirement
may generally be recalculated if debt service requirements are reduced, for example if
a refunding of some of the secured debt occurs. If the amount on deposit in the debt
service reserve fund is less than the reserve fund requirement, because the debt ser-
vice reserve fund was drawn upon or because of a change in the market value of debt
service reserve fund investments, the issuer is generally obligated to “replenish” the
debt service reserve fund from amounts available after the payment of debt service.

When bond documents provide for the issuance of multiple series of bonds over
time, a debt service reserve fund may secure all of the bonds (a “common reserve
fund”) or a separate debt service reserve fund may secure each series. If there is a
common reserve fund, the reserve fund requirement is calculated with reference
to all outstanding bonds. In connection with each new issuance, the amount held
in the reserve fund must be increased if necessary to meet the new reserve fund
requirement. A common reserve fund generally results in a smaller overall reserve
fund because, with multiple series of bonds, maximum annual debt service on all
of the bonds is generally less than the sum of maximum annual debt on each series.
Separate reserve funds, however, provide the issuer the flexibility to have different
reserve fund sizes for different series. An alternative is to allow the issuer to elect,
upon the issuance of each new series, whether that series will be secured by the com-

7 These market preferences may change.
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mon reserve fund or a separate reserve fund. Bond documents may also allow a re-
serve fund requirement to be satisfied through the delivery of a debt service reserve
fund surety bond. See Section 2.3.2.2, Debt Service Reserve Fund Surety Bonds.

2.4.5 Covenants

A covenant is a promise or agreement made by a party for the benefit of another.
Covenants include “affirmative covenants,” agreements to take specified actions,
and “negative covenants,” agreements to not take specified actions or allow those
actions to occur. Most covenants are made by the public agency borrower for the
benefit of the debt holders or creditor liquidity facility providers. Issuer covenants
in bond documents fall into four broad categories:

1. Debt covenants relating specifically to the debt obligation

2 General financial covenants relating to the issuer’s general financial management

3. Property covenants relating to specific property securing or generating rev-
enues necessary to pay the debt

4. System covenants relating to the finances and operations of the issuer’s enter-

prise system

2.4.5.1 DEBT COVENANTS

Debt covenants are included to some degree in all bond documents. These may
include covenants to do the following:

* Day all debt service punctually and not extend the time for payment.

e Budget and appropriate funds for the payment of debt service.

* Levy and collect the taxes, fees, or assessments from which debt service is to

be paid.

e Comply with the terms of all of the bond documents, including any continu-
ing disclosure undertaking.

* Take actions necessary to preserve, and not take actions that will adversely af-
fect, the tax exemption of interest on the debt.

Bond documents also generally include a covenant of “further assurances,” an
agreement to adopt, deliver, execute, and make any and all further assurances, in-
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struments, and resolutions as may be reasonably necessary or proper to carry out
the intention or to facilitate the performance of the issuer of its obligations under
the bond documents and assuring and confirming to the bondholders the rights
and benefits provided to them in the bond documents. There is also the implied
covenant of good faith and fair dealing in every California contract.®

2.4.5.2 GENERAL FINANCIAL COVENANTS

General financial covenants are included unless the debt is payable from a specific
source. These may include covenants to do the following:

* Adopt budgets.

* Keep and maintain books and records and prepare financial statements in ac-
cordance with applicable accounting standards.

e Comply with applicable laws and material contractual requirements.

2.4.5.3 PROPERTY COVENANTS

Property covenants are important in lease financings (where the public agency’s
payment obligation is contingent upon having use and occupancy of the leased
property) and project finance transactions. These may include covenants to do
the following:

e Not sell or encumber the property.
e Maintain the property in good condition.
* Reconstruct, repair or replace the property in the event of damage or destruction.

* Maintain casualty and other property-related insurance.

2.4.5.4 SYSTEM COVENANTS

Covenants relating to the management of an issuer enterprise system are important
in revenue bond financings. See Section 3.3.6. Enterprise Fund Debt Obligations.

These may include covenants to do the following:

8

See Comunale v. Traders and General Insurance Company, 50 Cal. 2d 654 (1958) (There is

an implied covenant of good faith and fair dealing in every contract that neither party will
do anything that will injure the right of the other to receive the benefits of the agreement).
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* Charge and collect for services provided.

* Set rates at levels sufficient to produce net revenues with a minimum speci-
fied ratio to debt service (e.g., Net revenues must equal at least 1.25 times
debt service). This is known as a “rate covenant.”

* Not allow competing facilities.

* Keep system facilities in good working order and free of liens and pay operat-

ing expenses.
* Not sell property essential to the operation of the system.

* Maintain customary insurance coverage.

2.4.6 Additional Debt

Additional debt tests (often referred to as the additional bonds test or “ABT”)
balance investors’ interest in not having revenues and assets securing the debt
they hold be used to pay other debt and the public agency’s need to be able to
borrow on favorable terms to meet future needs. These ABTs are to provide
sufficient investor protection to allow the present issue to be sold on favor-
able terms without compromising the issuer’s ability to incur future debt on

favorable terms.

2.4.6.1 ADDITIONAL DEBT ISSUED UNDER EXISTING BOND DOCUMENTS

An additional debt test in a set of bond documents may impose conditions
upon the issuance of additional obligations under the bond documents (e.g.,
another series of bonds or certificates of participation secured by a common
debt service reserve fund or lease payments with respect to a specific property
or portfolio of properties). The bond documents may, in that case, require that
all debt secured thereby pay interest and principal on the same dates and re-
quire that additional assets (reserve fund deposits or properties) be added when
new debt is issued.

2.4.6.2 ADDITIONAL DEBT PAYABLE FROM THE SAME SOURCE

As an alternative or in addition to the above, bond documents may limit the
public agency’s ability to incur additional debt payable from a stream of tax, en-
terprise, or other revenues. The public agency must generally confirm that it is
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not in default on outstanding debt, and must satisfy various financial tests, apart
from limited circumstances such as refundings for savings or debt required to
complete a revenue-producing facility. Additional debt requirements generally
vary with the relative payment priority (senior, subordinate, or parity) of the pro-
posed new debt, with the public agency allowed significantly greater flexibility if
the new debt will be subordinate to the existing debt.

2.4.6.3 ADDITIONAL DEBT TEST CALCULATIONS

Additional debt tests may be based entirely on historical results but are generally
expressed in terms of projected future performance (e.g., an ability to meet the
issuer’s rate covenant over the following 5 fiscal years). For example, an issuer
may consider an additional debt test calculation based on net revenues over a
12-consecutive-month period, current enacted rates, and the new project and
related costs. A key element in any forward-looking test is the scope allowed to
the public agency in making assumptions, as follows:

e May planned but not adopted rate increases be included?

*  Must collection expectations with respect to highly variable revenue sources

(such as revenues derived from new development) be “discounted”
e What interest costs must be assumed with respect to variable-rate debt?
e May bullet principal maturities be assumed to be refunded?

* Must calculations reflect the terms of credit and liquidity support facilities
that are not expected to, but may, be drawn upon?

* Must the reasonableness of assumptions be supported by a report from an
independent consultant?

As is the case with redemption provisions and covenants, the optimal approach
with respect to additional debt test provisions will vary from public agency to
public agency and must be carefully considered.

2.4.7 Investments

The investment of proceeds and other monies relating to a debt issue is typically
governed by state law and by the indenture, trust agreement, or bond resolution.
The documents may prescribe the types of investments that may be acquired and
the maximum maturity of investments of certain funds. As a guiding principle,
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bond-related funds may not be invested with a maturity date later than the date
on which funds are expected to be needed. Even funds that are not expected to
be used on any particular date, such as funds held in a debt service reserve fund,
may be limited in term to avoid a risk of significant loss in market value if the
investment is liquidated. Investment agreements with highly rated providers that
allow for funds to be withdrawn at par when needed for bond purposes may al-
low access to longer-term yields. Chapter 9. Investment of Bond Funds discusses

the investment of debt-related funds more fully.

2.4.8 Events of Default and Remedies

Events of Default in bond documents are events that allow bondholders to take

action to protect their interests or, more often, allow or require the bond trustee
to take action to protect bondholders’ interests. “Remedies” refers to the actions
that may be taken in addition to the general rights exercisable against govern-
mental entities for breach of contract.

2.4.81 EVENTS OF DEFAULT
“Events of Default” may include the following:

»  Payment default. A failure by the public agency to make a scheduled debt ser-

vice payment

»  Covenant default. A failure by the public agency to comply with its covenants,
other than a payment default. The failure may be required to be material and

the public agency is generally allowed a period of time (e.g., 30 days) to cure
or remedy a default before it becomes an Event of Default.

*  Bankruptcy, insolvency, or other general financial failure by the public agency.

“Events of Default” may also include events that do not reflect “fault” on the
part of the public agency but for which it is important to bondholders to be able
to exercise remedies. These can include defaults by conduit borrowers, failures
of credit or liquidity providers (unless replaced), credit-changing events that
are “events of default” under credit agreements, changes in law, and changes in
organization. These events are often called “Mandatory Redemption Events.”
Under the terms of a lease, an abatement or non-appropriation of funds to pay
the lease may not be a legal default but would likely be considered a “default”
by the investor.
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2.4.8.2 REMEDIES

Remedies include the right to sue for payment, to pursue contractual damage
claims, and to seek performance by the public agency of its obligations through
judicial or administrative action. A key question is whether remedies include a right
of acceleration: the right to declare all principal (including principal not scheduled
to be paid until a future date) to be immediately due and payable. Acceleration is
not a permitted remedy under leases relying on the Lease Exception to the consti-
tutional debt limit. See Section 1.2.4.3, L ease Exception (the “Offner-Dean Lease

Exception”). For bonds such as general obligation bonds secured by annual prop-
erty tax levies, assessment bonds and sales tax bonds acceleration may not be of

practical value.

The impact of acceleration when available is to place all bondholders on the same
footing (bondholders whose principal is due currently do not have a claim greater
than those of bondholders whose bonds mature later). Because accelerated obli-
gations are effectively moved ahead of nonaccelerated obligations payable from
the same security (e.g., senior lien or enterprise revenues), if any parity or co-
secured obligations are subject to acceleration, all debt holders will want a right
to accelerate.

Remedies are generally exercised by the bond trustee on behalf of bondholders,
although bond documents generally allow the holders of a majority or superma-
jority of the principal amount of the bonds to direct the trustee’s actions. When
there is credit enhancement, the credit enhancement provider is generally al-
lowed to control the exercise of remedies and bond insurers require the ability to
prevent acceleration.

2.4.9 Fiduciary Rights and Duties

The fiduciaries in public agency debt transactions are independent parties such as
trustees, paying agents, tender agents, and remarketing agents, with duties run-
ning to the public agency and/or debt holders. The fiduciary provisions in bond
documents set forth the qualification requirements for fiduciaries and the terms
of their appointment.

Bond trustees are generally required to have trust powers and minimum amounts
of capitalization. They are generally appointed by the public agency issuer and
can be removed by the issuer as long as no event of default has occurred. The ef-
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fectiveness of any removal or resignation may be conditioned upon acceptance by
a new trustee. A bond trustee’s duties are generally as follows:

* Before an event of default occurs, the trustee is required to perform the express
duties set forth in the bond documents. These generally relate to (1) the re-
ceipt, holding, and disbursement of funds; (2) the investment of trustee-held
funds (usually as directed by the issuer); and (3) the evaluation and approval,

if warranted, of requested consents and amendments.

 After an event of default occurs, the trustee is generally required to act to pro-
tect the interests of bondholders under a prudent person standard of care.

Bond trustees are only responsible for their own negligence or willful miscon-
duct, are indemnified by the issuer or borrower, and are not required to risk their
own funds. Trustees are also generally entitled to rely on the advice of counsel and
on factual certifications made by the issuer.

Paying agents, tender agents and remarketing agents are required to perform
specified duties in accordance with professional standards.

2.4.10 Discharge and Defeasance

Discharge provisions spell out the requirements for the release of the security grant-
ed by the bond documents and the termination of the public agency’s obligation to
pay debt service, which generally include a requirement that all debt obligations is-
sued under the bond documents have been paid or defeased. Defeasance provisions
allow for the public agency’s payment obligation with respect to particular debt
securities to be discharged through an irrevocable deposit with the bond trustee of
cash or securities of a permitted type (defeasance securities) that, together with the
interest to be earned thereon, will be sufficient to pay principal and any redemption
premium on the defeased securities at maturity or upon prior redemption and to
pay interest on the defeased securities through that date. Upon defeasance, the se-
curities are payable solely from amounts held for that purpose by the bond trustee.

Defeasance securities must be noncallable and of sufficient credit quality to pro-
vide debtholders reasonable assurance of payment notwithstanding the discharge
of the public agency’s payment obligation. Direct, “full faith and credit” obliga-
tions of the United States of America (U.S. Treasury securities) are always permit-
ted. Beyond that, bond documents vary.
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2.4.11 Amendments

Amendment provisions establish the prerequisites for amendments to bond
documents and related debt security documents. Amendments fall into three

broad categories:

1. Amendments not requiring the consent of debt holders

2. Amendments requiring the consent of the holders of a percentage of the ag-
gregate principal amount of the debt

3. Amendments requiring the consent of each affected debt holder

If the debt is credit enhanced, most amendments also require the consent of the
credit enhancement provider. Bond documents also often require an opinion of
bond counsel to the effect that the proposed amendments are permitted by the
bond documents and will not adversely affect the tax exemption of interest on

the debt.

2.411.1 AMENDMENTS NOT REQUIRING DEBT HOLDER CONSENT

The bond documents may generally be amended without debt holder consent for
the following purposes:

* To add agreements and covenants required to be performed by the issuer or to
surrender any right or power reserved to or conferred on the issuer

 For the purpose of curing any ambiguity or of correcting, curing, or supple-
menting any defective provision in the bond documents or in regard to ques-
tions arising under the bond documents that the issuer deems necessary or
desirable and not inconsistent with the bond documents

* To add agreements and covenants as may be necessary to qualify the bond
documents under the 7rust Indenture Act of 1939

e To provide for the terms of additional debt obligations authorized by the
bond documents

* To make amendments effective only on a date on which all outstanding debt
obligations have been paid or have been subject to mandatory tender.
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Bond documents may also allow, without debt holder consent, amendments that
will not materially, adversely affect the interests of the debt holders.

2.4.11.2 AMENDMENTS REQUIRING DEBT HOLDER CONSENT

Amendments not permitted to be made without debt holder consent, and not
requiring the consent of each affected debt holder, may be made with the con-
sent of a percentage of the holders of debt, where the percentage is related to the
percentage of principal still outstanding, sometimes a simple majority, sometimes
60%, and sometimes two-thirds. Examples of such amendments include:

e Amendments to add additional authorized investments for bond funds (See
Section 9.3, Investment Authority and Controlling Documents)

* Amendments to definitions to “modernize” provisions to address matters like
the treatment of tax subsidy bonds (treating Build America Bond subsidy pay-
ments as an offset to debt service rather than as revenues)

* Amendments to reduce reserve fund amount requirements to reflect current
practices and security needs or to allow the use of surety bonds

e Amendments to remove a requirement to set aside moneys for debt service on

a monthly basis when debt service is payable semiannually

2.4.11.3 AMENDMENTS REQUIRING THE CONSENT
OF EACH AFFECTED DEBT HOLDER

Amendments that change the essential terms of the debt require the consent of
each affected debt holder. Examples of such amendments include:

e Change in the interest rate on a bond

e Extending the maturity of a bond

* Adding a right to redeem a bond that is not callable

* Fundamental changes to the security for a bond (e.g., releasing security in a
way that turns secured debt into unsecured debt)
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Chapter 3. Types of Debt Obligations
Issued by Public Agencies

This chapter of the California Debt Financing Guide is focused on the principal
types of financing obligations issued by California public agencies, including the
State of California, with a more detailed look at the most common.

3.1 INTRODUCTION: WHAT CONSTITUTES
A “TYPE” OF DEBT OBLIGATION

The types of debt obligation discussed in this chapter take their form and
substance from several core features: the security and source of payment, the
interest and payment characteristics, and the tax treatment. Debt obligations

can exhibit multiple features. A sales tax revenue bond, for example, may also
be a tax-exempt, long-term, fixed-rate bond. In addition, some unique Cali-
fornia debt obligations have been structured specifically to address restric-
tions imposed by California statutes.

The descriptions in this chapter include appropriate cross-references to Chapter
1, Legally Incurring Debt - State Law Restrictions on Public Agency Debt and Rev-

enues, Chapter 2, Debt Structures: What Factors Drive Structuring Decisions?,

and Chapter 4, Federal And State Tax Law Requirements.
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3.1.1  Security and Source of Payment

The most fundamental, critical features distinguishing debt obligations in the
municipal securities market is the source of funds that pay the debt obligations
and the security backing that source.

* 'The strengths, weaknesses, and security of the sources of payment may differ
significantly and are critical to investors in the municipal securities market.

* The security and source of payment determine which population will be respon-
sible for paying debt service on the debt obligation, which is critical to issuers.

* The security and source of payment often drive the structure of the debt obli-
gations, which is critical from a legal standpoint.

As a result, the first critical difference between debt obligations is the security and

source of payment.

3.1.2 Payment Term and Interest Rate

The second major distinction comprises the payment term and interest rate.
Debt can be short term (maturing within 1 to 5 years of issuance) or long term,
with long term divided from investor’s perspective between “intermediate” (6 to
15 years) and “long dated” (maturities or a serial jssue and term bonds typically
having maturities of more than 15 years from issuance). The accompanying inter-
est rates are either fixed or variable. Examples include long-term, fixed-rate debt
obligations and variable-rate demand bonds.

3.1.3 Tax Treatment

Municipal securities market participants also differentiate among debt obliga-
tions by tax treatment. In the municipal securities market, the most obvious dis-
tinction is between tax-exempt and taxable obligations. In addition, interest on
tax-exempt debt obligations may or may not be subject to the federal alternative
minimum tax (AMT). Debt obligations are commonly referred to as “tax-exempt”
or “taxable” and “AMT” or “non-AMT.”
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3.1.4 Unique Public Agency Financings that Address
Legal Constraints or Public Policy Issues

California public finance professionals have structured some types of debt to ad-
dress special legal constraints. These include lease revenue bonds and certificates
of participation (COPs), both of which are structured to allow public agencies to
use debt financing without violating state constitutional debt limits or to address
a lack of statutory authorization to issue debt obligations.

3.1.5 Purposes for Which Debt is Incurred
Public agencies may incur debt for a variety of purposes including the following:

e Long-term financing of governmental facilities
* Long-term financing of enterprise facilities

* Interim financing of capital improvements

* Cash flow and working capital financing

* Development financing

e Program financing

* Financing for private parties (conduit financing)

* Refunding of existing debt

In addition, some types of debt obligations do not fit into one or more of these
categories because of how the debt is issued, among other factors.

3.1.6 Types of Debt Instruments
Further, debt instruments may take a variety of forms.

BONDS - Bonds are debt instruments issued directly by the public agency issuer
(for example, a city). The basic documentation includes an indenture or trust agree-
ment (between the public agency issuer and a trustee) or a bond resolution (ad-

opted by public agency issuer) and a paying agent agreement (between the public
agency issuer and the paying agent). Bonds generally mature more than 1 year after

the date of issuance. The issuer makes debt service payments to a trustee or paying
agent who makes payments to bondholders.
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NOTES - Like bonds, notes are debt instruments executed and delivered by a public
agency. The basic documents include a trust agreement (between the public agency
and a trustee) or a note resolution (adopted by the public agency) and a paying agent
agreement (between the public agency and a paying agent). Notes generally have a
shorter term than bonds, often maturing in less than 1 year. The public agency makes
payments directly to the trustee or paying agent who makes payments to noteholders.

DIRECT LEASES - Simple examples of direct leases are equipment leases. The
public agency leases the property from the lender, which may be the vendor of
the property, a leasing company, or a bank. Lease payments made by the lessee
cover principal and interest. The lessor may transfer the lease to another party. See
Section 3.7.2, Direct Leases.

COPs - Certificates of Participation are financial instruments that provide ameans
to allow the rights to receive revenues under a lease or other agreement to be sold
to multiple investors. See Section 3.6.3. Certificates of Participation.

3.2 DIAGRAMS OF BASIC DEBT OBLIGATIONS

'The cash flows for three fundamental debt structures help to explain difference be-
tween debt types based upon the security and source of payments. These diagrams
do not account for all the parties involved in the financing. In particular, these
diagrams omit the role of the underwriter, who acts as an intermediary between the
issuer and the investor to create a market for the agency’s debt, and bond insurer or
credit enhancer, who provides security against payment defaults. While these roles
are essential, the diagrams are intended to represent only the flow of funds between
the public agency and the investor, lender, or purchaser of the debt.!

3.2.1 Direct Debt Obligation

In a direct debt obligation the issuer is both the recipient of the proceeds and
the source of repayment. Direct debt obligations (Figures 3-1 and 3-2) encompass

' Depending on the audience and the purpose of the diagram, the relationships between

parties to debt transactions can be drawn in many ways. The diagram may focus on cash
flows, controlling documents, or roles and responsibilities of the participating members of
the system. For each type of debt it is possible to imagine several variations based on minor
and, often inconsequential, differences in how cash flows, controlling documents, and par-
ticipating parties are named or administered.
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D most forms of bonds and notes as well as the more traditional, privately offered
and held, direct loan. The bondholder may be an investor in municipal securities,
BACK it may be leasing agent, or it may be a bank or non-bank financial institution. The
proceeds are transferred to the public agency (debt issuer), who is obligated by a
note or loan agreement to repay the debt. In the case of a municipal bond or note,
the public agency issuing the debt or taking on the loan makes a debt service pay-
ment to a trustee, paying agent, or other independent administrator. The trustee,
paying agent or administrator makes principal and interest payments (P&I) to the
bondholders, investors, or lenders. The trustee function may be performed by the
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treasury services of the public agency. With a direct bank loan (Figure 3-2) the debt
service payment is made directly to the lender or financing institution holding the
debt. There is no third-party trustee involved in direct bank loans.

3.2.2 Debt Obligations Issued on behalf of a Borrower

With debt issued on behalf of another borrower, the issuer is neither the recipient
of the proceeds nor, in most cases, the source of repayment. Debt issued on behalf
of another entity (Figure 3-3) includes debt issued by a public agency for the ben-
efit of a borrower, typically another public agency or an entity providing public
benefit, such as a nonprofit hospital. The debt may be sold in the form of bonds,
loans, or COPs. The proceeds are transferred to the borrower, who is obligated
under a loan or lease agreement to repay the debt. Borrowers are likely to repay the
debt with revenue earned from their activities. As a result, this structure is common
to public enterprises such as water and wastewater utilities. Private activity bonds
and exempt-facilities bonds use this structure as well.

Figure 3-3
DEBT OBLIGATIONS ISSUED ON BEHALF OF A BORROWER

Loan of
Proceeds

BONDHOLDER/ PUBLIC AGENCY CONDUIT
INVESTOR/ CONDUIT BORROWER/
LENDER ISSUER OBLIGOR

Proceeds Proceeds

Pledged
Revenue

TRUSTEE/

PAYMENT
[0 Issuance AGENT

[ Post-Issuance Repayment



BACK

3.2.3 Lease-Supported Debt

Lease-supported debt (Figure 3-4) represents a blend of direct debt and debt is-
sued on behalf of another entity. With lease-supported debt there is an issuer as
the lessee, the source of repayment, and a lessor as a third-party to the transac-

tion. The proceeds of the debt flow to the lessor who builds (or pays the lessee to
build) the facility. This structure constitutes the basis of the Lease Exception. (See
Section 1.2.4.3, Lease Exception (the “Offner-Dean Lease Exception”)). The les-

sor may be a joint powers authority (JPA) or another financing authority within
the public agency issuing the debt. Lease financing includes a structure known as
a lease-leaseback financing. In this arrangement the public agency leases a facility
to a lessor who leases it back to the public agency. The lease payments made by
the public agency lessee provide the source of funds to repay the debt. The debt

may be issued as a lease revenue bond or COPs promising investors a share in the
lease payments.

Figure 3-4
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3.3 TYPES OF DEBT OBLIGATIONS ORGANIZED
BY SECURITY AND SOURCE OF PAYMENT

As noted above, the security and source of payment are distinguishing factors
among debt obligations, and the types of debt obligations are frequently orga-
nized around them. For example, sales tax revenue bonds do not denote long- or
short-term obligations or even how the bonds are structured but simply denote
the security and source of payment for the obligation. The following is a listing
of common debt obligations with reference to security and source of payment.

3.3.1 Local Agency General Obligation Bonds

General obligation bonds (GO bonds) issued by California local government enti-
ties are payable from unlimited ad valorem taxes on real property within the public
agency’s jurisdiction, the payment of which is secured by liens on the taxed proper-
ties. Tax rates are established annually at levels necessary to generate amounts suf-
ficient to pay debt service and are collected with general property tax. Because they
are secured by the issuer’s taxing power, GO bonds are considered to be low-risk
obligations and are consequently a source of low-cost, long-term, fixed-rate financ-
ing. GO bonds may be aimed to satisfy the requirements of Article XIIIA, Section
1(b)(2) of the California Constitution (Proposition 46 General Obligation Bonds)
or the requirements of Article XIIIA, Section 1(b)(3) of the California Constitution
(Proposition 39 General Obligation Bonds). See Section 1.4.4. Ad Valorem Real
Property Taxes Securing Voter-Approved Obligations.

The principal challenge with GO bonds is obtaining the voter approval required
by the California Constitution. Election scheduling requires planning and fore-
sight and obtaining the requisite vote—two-thirds for Proposition 46 GO bonds
and 55% for Proposition 39 GO bonds—requires broad-based public support,
especially because public funds may not be expended to promote passage of a
bond measure.

PRINCIPAL USES - Proposition 46 GO bonds may be issued only to finance
“the acquisition or improvement of real property.” This phrase is subject to
interpretation but as a general matter includes rehabilitation, acquisition, in-
stallation of fixtures, and the payment of financing and other soft costs directly
connected to real property acquisition and improvement and excludes rou-
tine maintenance costs and the acquisition of equipment. Proposition 46 GO
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bonds are most commonly used to finance buildings for general governmental
use but are also issued to acquire property for open space or future public use.
The property acquired or improved is usually owned by the issuer of the bonds
but may be owned by others if in furtherance of public purposes (e.g., a GO,
bond-financed program to promote the development of affordable housing or
seismic safety improvements). The proceeds of Proposition 39 GO bonds may
be used to finance the construction, reconstruction, rehabilitation, or replace-
ment of school facilities, including the furnishing and equipping of school fa-
cilities, or the acquisition or lease of real property for school facilities, but may

not be used for salaries or other operating expenses.

PRINCIPAL ISSUERS - GO bonds may be issued only by public agencies with taxing
power. Proposition 46 GO bonds may be issued by cities, counties, and some spe-
cial districts. Proposition 39 GO bonds may be issued only by school districts and
community college districts. Proposition 39 GO bonds are the principal financing
tool for school districts and community college districts. School districts may form
school facility improvement districts to issue bonds payable from taxes levied on
property in an area constituting less than the entire jurisdiction of the district.

LEGAL AUTHORITY - GO bond issuance authority must generally be derived from
statute, as follows:

* C(ities - California Government Code Section 43600 et seq. Charter city au-
thority may also be derived from the city charter.

*  Counties - California Government Code Section 29900 et seq.

» School Districts and Community College Districts - California Education Code
Section 15100 et seq.

Most special districts created before the passage of Proposition 13 in 1978 are
authorized in their respective governing statutes to issue GO bonds. In addition,
local agencies may issue GO bonds in accordance with the provisions of Califor-
nia Government Code Section 53506 et seq.

APPROVAL PROCESS - An election to approve GO bonds must generally be called
by the issuer’s governing board. Statutes vary:

* The calling of a GO bond election by a general law city requires a two-thirds
vote of the city council (see California Government Code Section 43608).
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* The calling of a GO bond election by a county requires a majority vote of the
board of supervisors (see California Government Code Section 29901).

* A GO bond for a school district may be called by a majority vote of the school
board (see California Education Code Sections 15100 and 5304) or by a voter
petition (see California Education Code Sections 15100 and 5321).

The bond election must be called a specified number of days in advance of the
election date and voters must be provided a statement of the estimated tax rate re-
quired to pay debt service on the bonds. A Proposition 46 GO bond election may
be held on any Tuesday. A Proposition 39 GO bond election may be held only
on a statewide election date or the date of a regularly scheduled election for the
governing board of the issuer or of another governmental entity with a jurisdic-
tion completely overlapping that of the issuer. If approved by voters, GO bonds
may be issued in multiple series over time, so long as the total principal amount
issued does not exceed the amount authorized and bonding capacity limits and if
tax rates are under statutory tax rate limits.

Issuance of refunding bonds that result in debt service savings does not require
additional voter approval.

STRUCTURE AND DOCUMENTATION - GO bonds are generally issued as long-
term, fixed-rate bonds. Capital appreciation bonds can be used to defer debt ser-
vice, but generally at a higher interest cost, and school districts must comply with

the additional requirements of California Education Code Sections 15144.1,
15144.2, and 15146.

OTHER CONSIDERATIONS - Bond proceeds may be spent only for projects approved
in the bond election, so care must be taken to ensure that the approved projects are
described neither too loosely nor too specifically. Further, in seeking voter approval
for the issuance of GO bonds, a public agency is asking for approval of an increase
in ad valorem real property taxes. Establishing the amount for which approval will
be sought (“sizing the bond measure”) requires making assumptions about assessed

valuation growth, having awareness of the extent of public support for the acquisi-
tion and construction of the improvements on the project list, and anticipating the
degree to which voters are willing to pay for the projects through increased taxes.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - GO bond issues must es-
tablish procedures to ensure that bond proceeds are spent only for the specific
purposes approved in the bond measure. For Proposition 39 GO bonds, annual
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independent performance and financial audits must be conducted by a citizen’s
oversight committee. See Appendix B, Section B.1.3.1, Local General Obligation

Bonds - Proposition 39.

3.3.2 General Fund Obligations

The vast majority of debt obligations that are backed by a public agency’s general
fund are issued by cities, counties, or school districts. Most of the debt obligations
issued by other public agencies are connected to a specific revenue stream. A public
agency general fund is the agency’s basic operating fund and is used to account for
all revenues and expenditures necessary to carry out basic governmental activities of
the agency that are not accounted for through other funds. Typically, general fund
revenues include (but are not limited to) property taxes sales and use taxes, license
fees, permit fees, and charges for services. The general fund can be used to support

large infrastructure projects or to manage daily cash flow for operations.

3.3.2.1 LEASE REVENUE BONDS AND CERTIFICATES OF PARTICIPATION

Some long-term general fund obligations of cities, counties, and school districts
may be structured as leases in order to take advantage of the Lease Exception to
the debt limit in the California Constitution. See Section 3.6.1, Financing Leas-

es and Section 1.2.4.3, Lease Exception (the “Offner-Dean Lease Exception”). A

lease can be the source of repayment for revenue bonds issued by joint exercise of
powers agencies or authorities (See Section 3.6.4. Joint Powers Agency or Author-

ity (JPA) Bonds and Other Issuances) or interests in a lease can be sold as COPs

(See Section 3.6.3. Certificates of Participation). A lease may also be used to ac-

quire equipment from a vendor (See Section 3.7.2. Direct Leases).

3.3.2.2 PENSION OBLIGATION BONDS

While other public agencies can issue pension obligation bonds (POBs), most
POBs are obligations issued by and payable from the general fund of a city or
a county. Public agencies issue POBs to make a payment to the public agency’s
retirement system (a self-managed system, a group system, the California Public
Employees’ Retirement System (CalPERS) or the California State Teachers’ Re-
tirement System (CalSTRS) to satisfy an obligation to make payment to the sys-
tem. The pension obligation funded can be the public agency’s required payments
for the current fiscal year (its “normal annual contribution”), the public agency’s
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unfunded accrued actuarial liability (UAAL) or both. Financing the normal an-
nual contribution in effect defers payment and provides the public agency cash
flow relief in the current fiscal year. Financing the UAAL replaces a multi-year
pension funding obligation with a multi-year debt service payment obligation.
Although a variety of policy considerations are involved, from a pure payment
obligation standpoint, the public agency as a general matter will come out ahead
if the retirement system invests the proceeds of the POB and earns more than
the cost (debt service and issuance costs) of the POBs and will come out behind
if it does not. The retirement system can invest in a broad range of investments,

including equity securities.

Pension obligation financings are generally structured with an issuance by the
public agency of a note payable to the retirement system. The note is then re-

funded with POBs issued under a refunding bond law statute. See Section 3.7.6.
Refunding Bonds. Pension obligation bonds can qualify for the Obligations Im-

posed by Law Exception to the constitutional debt limit. However, a validation
action under California Code of Civil Procedure Section 860 et seq. is generally
required. See Section 1.2.4.6, Obligations Imposed by Law Exception.

POBs are generally payable from the same source as the financed pension obliga-
tions (e.g., the public agency’s general fund) and can be issued as either fixed-rate or
variable-rate obligations. There is generally no debt service reserve fund. Because of
limitations on the ability to fund working capital, POBs are generally issued as tax-
able debt for federal income tax purposes. See Section 4.5, Cash Flow Borrowings.

Public agencies have also explored ways of financing their other post-employment
benefit (OPEB) obligations. Because of complexities in the calculation of these
obligations and because public agency responsibilities with respect to OPEB ob-
ligations are less clearly defined than they are with respect to pension obligations,
financing OPEB obligations is challenging.

3.3.3 Sales Tax Revenue Bonds

Sales tax revenue bonds are bonds that are payable from and secured by revenues
from the imposition of a sales and use tax, or a transaction and use tax, on retail
transactions within the issuer’s boundaries. These revenues are collected by the
California State Board of Equalization and remitted to the issuer. The principal
challenge with sales tax revenue bonds is obtaining the voter approval required
for the imposition of the tax. Sales and use taxes are paid by all retail buyers
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within the issuer’s jurisdiction and obtaining the required vote requires broad-

based public support.

PRINCIPAL USES - While sales tax revenue bonds may be used for general pur-
poses, depending on the nature of the tax and public agency collecting them,
sales tax revenue bonds are particularly useful for financing projects that will not
generate revenues sufficient to cover the project’s operating costs and debt service.
Sales tax revenue bonds are often used to finance transportation facilities, espe-

cially highways and mass transit facilities.

PRINCIPAL ISSUERS - Only public agencies with the authority to impose a sales
tax may issue sales tax revenue bonds. Although cities and counties do issue
sales tax revenue bonds, most sales tax revenue bonds are issued by local trans-
portation authorities.

LEGAL AUTHORITY - A public agency’s authority to impose a sales tax is derived
from its governing statute and is subject to limitations imposed by that statute.
Sales tax imposition is also subject to the requirements and limitations of the
“Transactions and Use Tax Law” (California Government Code Sections 7251—
7279.6), including limitations on the combined sales tax rate that can be im-
posed in any county, and must comply with the requirements of Article XIIIC of
the California Constitution. Sales and use taxes imposed by cities and counties
that are not imposed for a specific purpose or purposes are general taxes, while
sales and use taxes imposed for a specific purpose or purposes or by a local gov-
ernment entity that is not a general governmental entity (e.g., a transit district
or a transportation authority) are special taxes. See Section 1.4.6, Special Taxes.

Bond issuance authority may be derived from a public agency’s governing statute.
California Public Utilities Code Section 180250 et seq., for example, provides
for the issuance of “limited tax bonds” payable from the proceeds of a retail
transaction and use taxes imposed by local transportation authorities created or
designated under the Local Transportation Authority and Improvement Act (Cali-
fornia Public Utilities Code Section 180000 et seq.). If the bonds are secured by
fare box or other revenues as well as sales tax revenues, bond issuance authority
may also be derived from the Revenue Bond Law of 1941 (California Government
Code Section 54300 et seq.) known as the “1941 Act.”

APPROVAL PROCESS - The imposition of general taxes and special taxes must
comply with the respective procedural requirements of California Constitution
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Article XIIIC (i.e., two-thirds vote of the governing body, majority voter ap-
proval for general taxes, and two-thirds voter approval for special taxes). Bond is-
suance must be approved by the issuer’s governing board, generally by ordinance,
and voter approval is also often required. Authorizing statutes may allow the tax

and bond approval measures to be combined.

STRUCTURE AND DOCUMENTATION - Sales tax revenue bonds are generally issued
as long-term, fixed-rate bonds. Once a tax rate is established, sales and use tax
revenue will, over time, vary with the level of transactional activity; revenue levels
are beyond the issuer’s control. Debt service “coverage,” the amount or multiple
by which annual tax revenues exceed annual debt service, provides protection
against fluctuations or declines in the amount of tax revenue. The provisions
respecting the issuance of additional bonds secured by a particular stream of tax
revenues are therefore a key structuring concern.

OTHER CONSIDERATIONS - The proceeds of bonds payable from special taxes
may be expended only for the purposes approved by voters, so care must be taken
in developing bond and tax measures. Local transportation authority bonds are
generally issued to finance capital items in the applicable county transportation
expenditure plan. Because the operating revenues of transportation agencies rare-
ly cover the agency’s operating costs there is little likelihood that these revenues
will be used to pay debt service on the bonds. Bond-financed projects may, as a
result, have significant “private use” without creating private activity bonds. See
Section 4.6, Governmental Bonds/Private Activity Bonds.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - As with GO bonds, it is
essential to establish procedures to ensure that bond proceeds are expended for
approved purposes.

3.3.4 TRANs and RANs

Public agencies use the proceeds of tax and revenue anticipation notes (TRAN)
and revenue anticipation notes (RANG) to finance their current fiscal year expens-
es. Although the notes may mature in the following fiscal year, they are payable
solely from revenue received or accrued during the fiscal year in which they are
issued. TRANs and RANs are secured by a pledge of and lien on the revenues of
the fiscal year of their issuance; should the revenues prove insufhicient, however,
the issuer is not obligated to pay debt service on the notes from any other source.
TRANs and RANGs are generally issued early in the issuer’s fiscal year.
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PRINCIPAL USES - The proceeds of TRANs and RANs may be expended for any
purpose for which the issuer may use and expend money, including for working
capital. TRANs and RANGs are used primarily as a cash management tool and are
of particular value if the public agency’s revenues and/or expenditures are uneven
over the course of a fiscal year, as is often the case for public agencies that derive
revenues from property taxes.” Expenses incurred early in the fiscal year can be
paid from note proceeds, and revenues received later in the fiscal year can be used
to pay the notes.

PRINCIPAL USERS - School districts and many general government agencies use
TRANs and RAN:Gs.

LEGAL AUTHORITY - TRANSs and RANSs are generally issued under the provisions
of California Government Code Sections 53850-53858. These provisions autho-
rize notes to be issued in an amount up to 85% of the issuer’s estimated taxes to
be collected, income, revenue, cash receipts, and other moneys available for mak-
ing note payments. These provisions allow the notes to mature up to 15 months
from the date of issuance (as long as they are payable solely from revenue received
or accrued during the current fiscal year). TRANs and RANs issued under the
California Government Code provisions satisfy the requirements of the Current

Fiscal Year Exception to the constitutional debt limit. See Section 1.2.4.1. Current
Fiscal Year Exception.

APPROVAL PROCESS - The issuer’s governing board generally approve TRANs
and RANs by adopting a resolution. Notes of a school district or community
college district that has not been accorded fiscal accountability status by the Cali-
fornia Education Code may be issued in the name of the school district or com-
munity college district by the board of supervisors of the applicable county.

STRUCTURE AND DOCUMENTATION - TRANs and RANs may be issued as fixed-
rate or as variable-rate obligations and may be made subject to optional prepayment,
although they are generally issued as non-callable, fixed-rate debt. If the notes are
issued with a term of 12 months or less, interest is generally paid at maturity; if the
notes have a longer term, an interim interest payment date is generally established.
To ensure that current fiscal year revenues needed to pay the notes remain un-
spent and available, the issuer is generally required to set aside revenues in specified
amounts for payment of the notes during the second half of the fiscal year.

> Property taxes are typically paid annually and due twice a year in December and April.
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TRANs and RANSs are generally issued under a note resolution adopted by the
issuer. To enhance noteholder security, a trustee or fiscal agent may be engaged to
receive and hold revenues set aside for note payment, in which case a trust agree-
ment or similar agreement may also be required. To spread financing costs and
enhance marketability, TRANs and RANs of multiple issuers are often combined
in a pooled financing. See Section 3.7.7. Pool Bonds.

OTHER CONSIDERATIONS - Depending upon market conditions, it may be pos-
sible to invest the proceeds of a TRAN or RAN issue before expenditure, at yields
higher than the yield on the notes. The extent to which TRANs and RANs can be
issued on a tax-exempt basis and the ability to retain “positive arbitrage” depend
upon satisfaction of the requirements of the Internal Revenue Code of 1986, as
amended, and applicable regulations. See Section 4.5. Cash Flow Borrowings.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - The issuer must manage its
annual cash flow to ensure that it will have revenues available to make required
set-asides for the payment of the notes at the times and in the amounts required
and must, upon the turn of a fiscal year, separate required revenues of the prior
fiscal year from revenues of the new fiscal year.

3.3.5 Teeter Bonds

A “Teeter Plan” is an alternative method for the distribution of secured property
taxes. Upon adoption and implementation of this method by a county board of su-
pervisors, local agencies for which the county acts as “bank” (including the county)
and certain other public agencies in the county receive annually the full amount
of their share of property taxes on the secured rolls regardless of the amount of tax
collection. Because a Teeter Plan creates a timing gap between the county’s advance
of funds and its collection of delinquent taxes the county bears the risk of delin-

quencies and losses and in return receives any interest and delinquency penalties it
collects. See California Revenue and Taxation Code Sections 4701-4717.

Most counties finance the distributions of “Teetered” delinquencies through loans
from their treasurers’ investment pools. These loans may run as long as 9 years
and are likely to run, on average, 3 to 3.5 years. As an alternative, a county may
finance distributions through the issuance of “Teeter bonds” (which may take the
form of commercial paper or other notes) under California Government Code
Sections 54773-54783. Teeter bonds may be issued in the amount of the cur-
rent fiscal year’s delinquencies and may have a maturity of up to 7 years. Teeter
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bonds are secured by a pledge of the delinquent property tax receivables and are
generally also payable from the county’s general fund. To be issued on a federally
tax-exempt basis, the bond issue must satisfy the requirements for a long-term
working capital borrowing. See Section 4.5, Cash Flow Borrowings.

Because Teeter bonds are multi-year obligations payable from tax revenues and
general county funds, an exception to the constitutional debt limit is necessary.
Teeter bond issuers generally rely upon the Obligations Imposed by Law Excep-
tion on the theory that once a county has established a Teeter Plan it is obli-
gated by law to make advances to the entities receiving tax revenues. See Section
1.2.4.6, Obligations Imposed by Law Exception. Teeter bonds generally require a

validation action.

3.3.6 Enterprise Fund Debt Obligations

Debt payable from and secured by enterprise revenues is the primary financ-
ing option used for local government entities with “proprietary” enterprises that
generate revenues sufficient to cover capital costs and operating expenses (to the
extent required to be paid from revenues as opposed to tax proceeds). The public
agency may be a department of a general-purpose governmental entity accounted
for separately from “general fund” activities, such as a city water utility, or it may
be a special district, such as an irrigation district. A particular public agency may
have multiple enterprises (e.g., a water enterprise and a power enterprise).

An enterprise may consist of an entire utility system such as a wastewater system,
a portion of a utility system such as a specified service area within the public
agency’s jurisdiction, or even a single revenue-generating facility such as a park-
ing garage or power generation facility. The security for revenue-secured debt is
generally limited to a pledge of enterprise revenues; debt holders have no security
interest in any physical assets. Because the debt is issued to finance facilities for an
enterprise and is payable solely from the revenues of the enterprise, public agen-
cies subject to the constitutional debt limit can rely on the Special Fund Excep-
tion. See Section 1.2.4.4, Special Fund Exception.

3.3.6.1 PUBLIC ENTERPRISE REVENUE BONDS

Public enterprise revenue bonds are issued directly by the public agency bor-
rower. Revenue bonds are the preferred financing vehicle for enterprise revenue
debt when revenue bonds can be issued without voter approval.
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PRINCIPAL USES - Public agencies use public enterprise revenue bonds to finance
facilities for revenue-generating municipal utility systems, including power, wa-
ter, wastewater and solid waste systems, proprietary operations such as airports
and parking, and other revenue-generating enterprises. These bonds are also used
for financing stand-alone, revenue-generating projects such as power generation
facilities and toll roads and bridges. The use of public enterprise revenue bonds
can be challenging for enterprises such as hospital systems that do not generate
positive cash flow. These bonds are also often a vehicle for refunding revenue-
secured debt.

PRINCIPAL ISSUERS - The principal issuers of public enterprise revenue bonds
are charter cities and special districts with the authority to issue revenue bonds
without voter approval and public agencies refunding revenue-secured debt.

LEGAL AUTHORITY - The issuance of revenue bonds requires city charter or statu-
tory authority. The governing statutes of public agencies operating municipal
enterprises generally authorize the issuance of revenue bonds, often expressed as
an authorization to issue revenue bonds in accordance with the Revenue Bond
Act of 1941. Local government agencies may issue revenue bonds under the lo-
cal agency revenue bond refunding law (California Government Code Section
53570 et seq.) to refund indebtedness payable from enterprise revenues, includ-
ing installment sale payments payable from enterprise revenues. California Gov-
ernment Code Sections 5450-5451 provide statutory authority for public agen-
cies to pledge revenues to secure debt and to give a perfected security interest in
pledged revenues.

APPROVAL PROCESS - The public agency’s governing board must approve the
bonds and the financing documents by resolution or, if required, by ordi-
nance. If voter approval is required, revenue bond statutes generally require
a simple majority.

STRUCTURE AND DOCUMENTATION - Revenue bonds are issued using a bond
structure. Because the amount of revenue can generally be controlled to a signifi-
cant extent through the public agency issuer’s ability to set rates, revenue bonds
can be either fixed-rate debt or variable-rate debt. Because decisions made in
structuring a revenue bond issue will affect the public agency’s flexibility in man-
aging the enterprise and will generally also apply to subsequent issues of parity
bonds, careful consideration must be given to the key documentation decisions.
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SCOPE OF THE “ENTERPRISE” - Although enterprise revenues are pledged and
available to pay debt service, enterprise expenses are paid from the revenues, and
debt service coverage is a function of net revenues of the enterprise and the debt
service payable from the revenues, the public agency has flexibility in defining
the enterprise. Agencies must decide whether the enterprise is an entire utility
system, a portion of a utility system (a specific service area or customer class), or

only the specific project financed. The following factors shape the decision:

1. Credit considerations. Should, for example, a stronger component and a weaker
component be combined, so that they support each other, or be defined as
separate enterprises? Combining the two could make revenue-secured financing
easier for the weaker enterprise but more difficult for the stronger enterprise.

2. Legal limitations on revenue generation. Enterprises may need to be defined
by their unique revenue authority. For example, it may be difficult to combine
a water utility and a power utility within on enterprise because water charges
must be for water service and power charges must be for power.

3. Accounting considerations. What, for example, are the accounting challenges
of maintaining separate revenue statements for separate services provided by
a single utility? Revenue bond documents generally do allow for a public
agency to exclude from the enterprise for revenue bond purposes financings
for “special facilities”—a financing to construct particular facilities with rev-
enues used to pay debt service derived solely from those facilities.

REVENUES, O&M, AND DEBT SERVICE - Three important terms associated with
enterprises are revenues, operation and maintenance (O&M) expenses, and debt
service. These terms are used to establish the source of repayment for revenue
debt (revenues less O&M) and the rate covenants and additional debt tests such
as debt service coverage (revenues less O&M divided by debt service). The defini-
tions are based on generally accepted accounting principles (GAAP), but are con-
sistent with the reality that debt service must be paid in cash when due, GAAP
definitions are modified to exclude non-cash items.

* Revenues. Revenues of an enterprise consist principally of the income from
rates and charges, connection fees and standby or availability charges and may
include investment earnings (if not used for construction). Revenues do not
generally include debt proceeds or amounts collected for dedicated purposes,
such as property taxes for GO bonds, assessments for assessment bonds,
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grants, and contributions in aid of construction or refundable deposits. Fur-
ther, although changes in the value of investments can create gains and losses
under GAAP, distortion can occur if asset values change and are included in

revenues before the value change is realized.

Operation and Maintenance Expenses. Generally, O&M expenses comprise the
ongoing costs of running an enterprise (other than non-cash items). These
include purchased power or water; repair costs; salaries and independent con-
tractor costs; administrative expenses allocable to the enterprise; insurance
premiums and debt carrying costs such as trustee, legal, and accounting fees.
O&M expenses exclude depreciation, replacement or obsolescence charges
and amortization of intangibles, premiums, and discounts. O&M expenses

can also exclude expenses paid from sources other than revenues (e.g., taxes).

Certain obligations may be O&M expenses under GAAP, but the obliga-
tions require large payments over time like debt (e.g., “take or pay” contracts).
Because these types of obligations are paid before debt service, there may in
some cases be a perceived risk to debt security. An approach to this concern is
to require, before these obligations can be treated as O&M, a determination
by the public agency that entering into the obligation will be beneficial to the
enterprise and will not adversely affect the public agency’s ability to comply
with its rate covenant (the contractual agreement to establish rates and charg-
es at levels that will generate revenues sufficient to achieve a stated minimum
ratio of net revenues to debt service).

Debt Service. Debt service consists primarily of principal and interest payable on
debt, broadly defined to include revenue bonds, installment sale agreements,
and similar obligations (without regard to whether the obligations are publicly
offered or privately held or whether the obligations are “debt” within the mean-
ing of constitutional or statutory restrictions). Debt service, however, generally
excludes interest that has been capitalized and debt not payable from revenues,
such as GO bonds, assessments, and conduit debt obligations paid by private
borrowers. Debt service may have multiple levels of payment priority (e.g., se-
nior lien debt and subordinate lien debt).

Because projecting debt service is necessary to set rates at levels sufficient to
meet a rate covenant and satisfy additional debt tests, it is critical to establish
appropriate assumptions about variable-rate debt and principal expected to
be refinanced. Variable-rate debt is generally assumed to bear interest at either
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current or recent variable-rates, at the current index rate, or at an assumed
fixed-rate. Bullet maturities can often be assumed to be refinanced over a lon-
ger term. Some public agencies will also find it important to specify the treat-
ment of interest rate swap revenues, obligations, and termination payments.

FLOW OF FUNDS, PLEDGE - The flow of funds for revenue bonds, and the timing
and priority of application of revenues to expenditures and deposits, follows a
basic pattern, although some flexibility is possible. Generally, enterprise revenue
is deposited in a “revenue fund.” Revenues are used first to pay O&M when due
and second to pay debt service and related costs. Revenues are then applied to
make required reserve fund deposits and to pay subordinate obligations. Any
remaining amounts are deposited in a fund separate from the revenue fund and
may be either expended for other purposes or retained. In the ordinary course,
revenues should be sufficient to fund all requirements. When an issuer’s source
of payment is limited to revenues, however, the flow of funds becomes critical if
revenues are insufficient to pay all obligations.

Revenue bonds may be secured by a pledge of gross revenues, with the public
agency nevertheless allowed to apply revenues to pay O&M, or by a pledge of
net revenues (revenues remaining after the payment of O&M). A pledge of gross
revenues provides greater clarity in the event of the public agency’s bankruptcy
and is therefore preferable. But because payment of O&M is essential to the con-
tinued generation of revenues, the practical difference between a pledge of gross
revenues and a pledge of net revenues is minimal.

RATE COVENANT - Because successful enterprise operation is essential to gener-
ate revenue, revenue bond issuers must make a variety of system covenants. See
Section 2.4.5, Covenants. The most central of these is a rate covenant in which

the issuer agrees to set rates and charges at levels that will produce enough rev-
enue to pay all amounts payable from revenues and result in net revenues each
year at least equal to a specified percentage of the debt service for that year (e.g.,
net revenues at least equal to 120% of debt service). A rate stabilization fund,
which allows the public agency to use deposits from excess debt service cover-
age to supplement coverage in later years, can allow a public agency the flex-
ibility to address debt service coverage requirements over a multi-year period
while maintaining a smooth rate increase trajectory. The rate covenant reflects,
of course, only the contractual minimum amount of debt service coverage.
Public agencies seeking strong credit ratings may select higher levels of savings.
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ADDITIONAL BONDS TEST - The ability to incur future debt payable from rev-
enues at the same priority level as existing debt is important to revenue bond is-
suers. Additional debt tests generally require projected satisfaction of the issuer’s
rate covenant in future years. See Section 2.4.6. Additional Debt.

OTHER CONSIDERATIONS - A particular enterprise may be the operations of a
single facility or a utility serving a large area and a variety of customer classes.
Enterprises also vary in the degree to which revenues can be controlled by the
public agency borrower through its status as a monopoly service provider versus
revenues that are dictated by competitive market forces. An understanding of the
credit is essential to the development of a successful approach to a revenue bond
financing. Investors must take into account how revenues, O&M, debt service,
and the rate covenant are defined as well as the assumptions used to project future
revenues, O&M, and debt service.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - Public agencies that oper-
ate enterprises tend to be regular borrowers. The issuer should have a long-term
financial plan that is used to anticipate and structure rate increases and meet debt
service coverage targets.

3.3.6.2 PUBLIC ENTERPRISE REVENUE
INSTALLMENT SALE AGREEMENTS

Public revenue enterprise obligations may also be in the form of installment sales
agreements. See Section 3.6.2, Installment Sale Agreements. Installment sale

agreements are used by public agencies to that do not have the authority to issue
revenue bonds without voter approval.

3.3.7 Special Assessments, Special
Taxes, and Tax Increments

Aside from general fund revenues or enterprise fund revenues, a public agency
has other options to secure debt obligations. To finance projects in specific areas,
a public agency can look to secure debt obligations with revenue streams such
as special assessments and special taxes with the approval of property owners or
voters that will benefit from the financed project. In addition, tax increment-
supported debt obligations generated by increased property values in designated
areas can be considered as well.
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3.3.71 ASSESSMENT BONDS

Local governmental entities issue assessment bonds to pay for public infrastruc-
ture that confers a special benefit upon real property and are payable from as-
sessments imposed on the real property. Assessments are imposed through the
formation of an assessment district and constitute a lien upon the assessed prop-
erty. Should a property owner fail to pay an assessment, the local governmental
entity may (and will typically be required to) foreclose upon the real property to
collect the assessment. Because assessment districts must be formed before assess-
ment bonds may be issued, the process for issuing assessment bonds often takes
6 months or more.

PRINCIPAL USES - Assessment bond proceeds may be used for a variety of public
works or improvements, typically streets, parks, water infrastructure, and sewer
infrastructure. Assessments (but not the proceeds of bonds) may also be used to
finance specified maintenance and services.

PRINCIPAL USERS - Many local governments use assessment districts and assess-
ment bonds to finance public infrastructure facilities.

LEGAL AUTHORITY - The vast majority of assessment bonds are issued under the
Improvement Bond Act of 1915 (California Streets and Highways Code Section
8500 et seq.), referred to as the “1915 Act.” 1915 Act bonds are most often se-
cured by assessments imposed under either the /mprovement Bond Act of 1911
(California Streets and Highways Code Section 5000 et seq.), referred to as the
“1911 Act,” or the Municipal Improvement Act of 1913 (California Streets and
Highways Code Section 10000 et seq.), referred to as the “1913 Act.” Article
XIIID of the California Constitution (added by Proposition 218) and the Propo-
sition 218 Omnibus Implementation Act (Government Code Section 53750 et
seq.) outline the legal framework for conducting assessment proceedings. See

Section 1.4.7. Assessments.

APPROVAL PROCESS - Although there are slight variations between the provi-
sions of the 1913 Act and the 1911 Act with respect to formation proceedings,
the following sequence applies generally to both types of assessment districts:

The local government entity forms an assessment district by adopting a resolu-
tion stating its intention to form an assessment district, specifying the proposed
improvements, the boundaries of the district, and the intent to levy an assess-
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ment, and providing for the issuance of bonds. The issuer then records the map
of the proposed boundaries of the assessment district and a report prepared by an
assessment engineer that describes the special benefit of the improvement to be
financed by the assessment. If the engineer’s report is preliminarily approved by
the issuer, a public hearing date is set and noticed, and ballots are delivered to the
property owners. If, following the hearing, there is no majority protest, the lo-
cal government entity moves forward with the assessment ballot proceedings. In
accordance with California Constitution Article XIIID, ballots are weighted ac-
cording to the proportional financial obligation of the affected parcel. If a majori-
ty of the ballots, as weighted, is in favor of imposing the assessments and forming
the assessment district, the public agency may then approve the engineer’s report
and impose the assessments. An assessment diagram and notice of assessment is

then recorded against the property subject to the assessment.

Once the assessment district is formed and the assessment proceedings are com-
pleted, the public agency may approve the bonds and the financing documents
by resolution adopted by its governing board.

STRUCTURE AND DOCUMENTATION - Bonds are issued in a principal amount
equal to the full cost of unpaid assessment on the property. Generally, the bonds
are issued as fixed-rate bonds to avoid fluctuations in the assessments due by
property owners in each year. The structure of 1915 Act bonds is very rigid and
set by statute, including interest payment dates of March 2 and September 2 in
each year, and matures only on September 2, a term of not greater than 39 years,
and a redemption premium of not less than 3%. The 1915 Act also outlines spe-
cific provisions for the redemption of bonds in connection with prepayments of
the assessments by property owners. Typically, bonds are structured with a reserve
fund because any assessment delinquencies will result in a shortfall in amounts
available to pay debt service.

OTHER CONSIDERATIONS

 Special Benefit. An assessment may only be imposed if there is a “special benefit”
to the property that is over and above the benefits conferred upon the general
public at large. General enhancement of property value, by itself, does not con-
stitute a special benefit. Any assessment must be proportional to the benefit
actually received by a parcel and the assessment may not exceed the propor-
tional benefit. As an example, property within a community may be assessed to

finance a roadway that services more than one community, but the assessment
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must be limited to the community’s share of the benefit received. This may
make it difficult to finance capital improvements in full from assessments. As
interpreted by the California Supreme Court, “a special benefit must affect the
assessed property in a way that is particular and distinct from its effect on other
parcels and that real property in general and the public at large do not share.”

»  Standard of Review for Legal Challenge. Since the passage of Proposition 218,
the validity of assessments has become a constitutional question, subject to
an independent judgment standard of review by the courts. The burden is on
the public agency imposing the assessment to prove that the assessment was
imposed in accordance with Proposition 218.4

POST-CLOSING ADMINISTRATION AND OVERSIGHT - The assessment engineer or
the local agency’s engineer must set the assessment levy annually in the amount
of the unpaid assessment plus an annual administrative add-on equal to the costs
of administering the assessment district. Typically, the assessment is collected
with the property taxes by the county and disbursed by the county together with
other property tax collections. The local government entity must keep careful
records of the amounts allocable to any assessment district and must not com-
ingle amounts. Some counties include assessment districts in a Teeter Plan, which
results in the local government entity receiving 100% of the assessments in each
year regardless of whether the assessments are paid by the property owners. The
local government entity must be aware of whether the county employs the Teeter
Plan and, if so, whether it applies to assessment districts. If the county does not
apply the Teeter Plan to assessment districts, the local government entity will be
responsible for conducting foreclosure proceedings in accordance with the fore-
closure covenant in the bond documents, typically within a certain period after
the tax installments are due. See Section 3.3.5. Teeter Bonds.

3.3.7.2 MELLO-ROOS BONDS (COMMUNITY FACILITIES DISTRICTS)

Mello-Roos bonds are payable from special taxes imposed on real property. The
types of improvements that may be financed through Mello-Roos are broader than

3 Silicon Valley Taxpayers” Association v. Santa Clara Open Space Authority, 44 Cal. 4th 431
(2008).

4 See CDIAC “Opportunities to Use Assessment Districts to Finance Facilities and Services

in California Today,” CDIAC No. 15-07, http://www.treasurer.ca.gov/cdiac/publi-
cations/opportunities.pdf.
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those that may be financed using assessment districts. The bonds are secured by a
pledge of the special taxes imposed according to the formation of a community
facilities district (CFD). The special tax is a lien upon the real property. Should a
property owner fail to pay the special tax, the local governmental entity may (and
will typically be required to) foreclose upon the real property to collect the special
tax. Because CFDs must be formed before community facilities bonds may be is-
sued, the process for issuing Mello-Roos bonds often take 6 months or more.

PRINCIPAL USES - Proceeds from Mello-Roos bonds may be used for a variety of
public works or improvements as specified in the Mello-Roos Community Facili-
ties Act of 1982 (Mello-Roos Act) (Government Code Section 53311 et. seq.).
Generally, bonds may be issued to finance real or other tangible property with an
estimated useful life of 5 years or longer and the financed property need not lie
physically within the CFD. Property and facilities that may be financed include
(but are not limited to) parks, schools, libraries, child care facilities, wet and dry
utilities, undergrounding of utilities, hazardous substance remediation, and seis-
mic remediation. Under the Mello-Roos Act, CFDs may be formed to collect a
special tax for certain public services and maintenance as well, including fire and
police services and maintenance of facilities. Bonds may not be issued to finance
services, but the special tax collected for services may be pledged to the payment
of debt service on bonds. The Mello-Roos Act may also be used to finance public
facilities and services provided by multiple local agencies if those agencies enter
into a joint community facilities agreement or a joint exercise of powers agree-
ment for this purpose.

PRINCIPAL USERS - A number of local government entities, including cities,
counties, and special districts, use Mello-Roos bond financing.

LEGAL AUTHORITY - The Mello-Roos Act authorizes the formation of CFDs to
finance the community facilities described above and authorizes the collection of
special taxes within those districts. The special taxes may be used to either finance
the facilities directly or to pay debt service on bonds issued to finance the facilities.

APPROVAL PROCESS - The formation process and authority to issue bonds in-
volves several steps that begins with the adoption of local goals and policies.
These goals and policies include certain provisions and limitations on the type of
public facilities, credit quality for issuance of bonds, notice to subsequent owners
of property, method for determining equity of tax allocation formulas, and for
school districts, priority attendance to students residing in a CFD.
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Once a local government entity has adopted local goals and policies, it may com-
mence formation proceedings. The first step of formation proceedings may also
be forced upon a local government entity if it receives a written request signed by
two members of the legislative body or a petition of 10% of the registered voters
or owners of 10% or more of the area of land proposed to be included within
the proposed CFD. The local government entity must then adopt a resolution
stating its intention to form a CFD, specifying the proposed improvements, the
boundaries of the district, and the intent to levy a special tax. The resolution
should also set an appropriations limit and direct preparation of a hearing report
and a resolution of necessity to incur debt. Included in the resolution of inten-
tion is approval of the rate and method of apportionment, which must provide
the detail to each landowner or resident within the proposed district to estimate
the maximum amount of their respective special tax obligations. Either a special
tax consultant or a civil engineer prepares the rate and method of apportionment.
Following adoption of the resolution of intention, the local government entity
records a map showing the proposed boundaries of the CFD.

A facilities report must then be prepared and filed with the legislative body of
the local government entity describing the facilities and services and the costs of
providing them. Typically, a special tax consultant or civil engineer prepares this
report. After a hearing on the report, which must be conducted at least 30 days
after adoption of the resolution of intention, if there is no majority protest (as
described in the Mello-Roos Act), the local government entity may adopt a reso-
lution forming the CFD and a resolution to incur bonded indebtedness.

Thereafter, the local government entity must conduct an election by the qualified
electors. Qualified electors are either landowners (if fewer than 12 persons were
registered to vote for each of the 90 days preceding the close of the public hear-
ing or if no special tax will be imposed on residential property) or the registered
voters in the proposed district. Time limits, forms of election materials, notice,
and ballot procedures are outlined in detail in the Mello-Roos Act and the Cali-
fornia Elections Code. In an uninhabited district where landowners make up the
qualified electors, waivers and consent are often obtained to waive the form and
timing of the election proceedings. In a landowner vote, votes are weighted by
the number of acres owned within the proposed CFD. In each case, the special
tax and the issuance of bonds is subject to two-thirds voter approval. A notice of
special tax lien must then be recorded and an ordinance levying the special tax
enacted for the special tax lien to attach to the property in the district.

3-27



BACK

Once the CFD is formed and the election completed favorably, the public
agency’s governing board may approve the bonds and the financing documents
by resolution.

STRUCTURE AND DOCUMENTATION - Generally, Mello-Roos bonds are structured
as fixed-rate bonds with debt service that escalates by approximately 2% annually
to take advantage of the ability to increase the special tax by the same amount
(if so specified in the rate and method of apportionment). The Mello-Roos Act
describes in detail the structure of bonds, including interest payment dates of
March 1 and September 1 in each year, with principal payable on September 1
in each year. The rate and method of apportionment may establish certain provi-
sions for prepayment of the special tax by property owners.

OTHER CONSIDERATIONS

o Special Benefit. The rate and method for the levy of special taxes may be based
on the benefit received or “some other reasonable basis as determined by the
legislative body.” The criteria are not as rigid as for assessments described
above. However, in a landowner vote, the special tax may only be imposed to
mitigate the effects of the new development. Specifically, a Mello-Roos spe-
cial tax may only finance services “to the extent they are in addition to those
provided within the area of the district before the district was created,” and
the “additional services may not supplant services already available within that
territory when the district was created.” A local agency may only conduct a
landowner vote if it determines “that any facilities financed by the district are
necessary to meet increased demands placed on local agencies as the result of
development or rehabilitation occurring in the district.”

* Risk of Repeal of Tax. A special tax is generally subject to reduction or repeal
using the local initiative power; however, federal contract impairment issues
may preclude the exercise of the local initiative power where the special tax is
pledged to pay debt service on bonds.

» Landowner Voting Concerns. A public agency’s ability to the number of quali-
fied voters may be limited. In City of San Diego v. Shapiro, 228 Cal. App. 4th

256 (2014), a California appellate court struck down a CFD-like creation by
the City of San Diego. The city had, by ordinance, created a convention center

facilities district based in large part on the Mello-Roos Act, which allowed the
city to impose a special tax on hotel property. The qualified electors for the con-
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vention center facilities district consisted only of the owners of real property on
which a hotel stood and the lessees of the hotel property. Although the appellate
court made it clear that it was not deciding the validity of landowner voting
under the city’s charter and ordinances, nor the Mello-Roos Act, the court con-
cluded that “[t]here is nothing in either the text or the constitutional history of
Proposition 13 that suggests that voters intended for local governments to be
able to exclude large numbers of registered voters from voting in a special tax
election by limiting who would be deemed ‘qualified electors’ for purposes of
the election.” Thus, though the Mello-Roos Act permits a landowner vote when
there are fewer than 12 persons registered to vote for each of the 90 days preced-
ing the close of the public hearing, most recent CFDs have been formed in areas
of undeveloped land with no registered voters.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - The special tax consultant
or the local agency’s civil engineer must set the special tax levy on an annual basis
in the amount specified in the rate and method of apportionment. Typically, the
special tax is collected with the property taxes by the county and disbursed by the
county together with other property tax collections. It is important for the local
governmental entity to keep careful records of the amounts allocable to any CFD
and not to comingle amounts. Some counties that participate in the Teeter Plan
include CFDs therein. See Section 3.3.7.1, Assessment Bonds.

3.3.7.3 REDEVELOPMENT AGENCIES

Created to assist in the redevelopment of blighted areas, redevelopment agencies
were dissolved in 2012. The remaining successor agencies are charged with wind-
ing down the administration of the redevelopment agencies, which in some cases
includes issuance of refunding bonds. Legal authority for the refunding of bonds
previously issued by a redevelopment agency is set forth in California Health and
Safety Code Sections 34161 et seq. and 34170 et seq. and Assembly Bill X1 26
(Chapter 5, Statutes of 2011); Assembly Bill No. 1484 (Chapter 25 Statutes of
2012); and Senate Bill 107 (Chapter 325, Statutes of 2015), together, the “Dissolu-
tion Act.” Bonds and refunding bonds issued by redevelopment agencies and their
successors are paid from tax increment, as calculated under the Dissolution Act.

The Dissolution Act sets forth a detailed and complex mechanism for approval
of refunding bonds. Typically, the successor agency’s oversight board directs the
successor agency to undertake the refunding, which allows for all consultants
to be paid from tax increment should the refunding fail to be approved. Once
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a pro forma set of numbers reflecting savings is prepared, the successor agency
may adopt a resolution to approve the financing and all associated documents
(including an indenture, purchase agreement, official statement, and continuing
disclosure agreement), and the oversight board may adopt a resolution approving
those actions of the successor agency and authorizing the refunding. Thereafter,
the California Department of Finance reviews the action of the oversight board
and approves the refunding. The Department of Finance has 5 days to request a
review and then may take 40 days from the date of that request to approve or to
return to the oversight board for reconsideration.

Many entities may have an interest in a former redevelopment agency’s tax incre-
ment. The successor agency must annually prepare a statement of its obligation
payment schedule for approval by the Department of Finance before it may pay
those obligations from tax increment. In structuring refunding bonds, it is im-
portant to review the recognized obligations payment schedule and determine
any necessary subordinations.

3.3.7.4 ENHANCED INFRASTRUCTURE FINANCING DISTRICTS

Approved by Senate Bill 628 (Chapter 785, Statutes of 2014) and modified by
Assembly Bill 313 (Chapter 320, Statutes of 2015), the “EIFD Act,” California
Government Code Section 53398.50 et seq., enhanced infrastructure financing
districts (EIFDs) build upon the existing infrastructure finance district law. Tra-
ditional public works such as transportation, transit, parks and libraries, water
and sewer facilities, solid waste disposal, and flood control and drainage may be
financed by EIFDs. The EIFDs may also be used for environmental mitigation,
low-income housing, transit priority projects, and projects intended to “imple-
ment a sustainable community’s strategy.” Establishing a district begins with
adoption of a resolution of intention by the legislative body of a city or county
describing boundaries (which need not be contiguous), the type of facilities and
development to be financed, the need for and goals of the district, the incremen-
tal property tax from the city or county, and some or all affected taxing entities in
the district (if approved by resolution), and fixing the date and time for a hearing.

The initial step in forming the district is for the preparation of an infrastructure
plan by the city or county engineer or another appropriate official. The plan must
describe boundaries, projects, financial assistance, and the maximum portion of
incremental tax of the city or county and each affected taxing entity proposed to
be committed to the district each year and propose a plan of finance. Copies are
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to be sent to each landowner, to each affected taxing entity (together with any
California Environmental Quality Act reports), and to the planning commis-
sion. After a public hearing, a resolution approving the plan must be adopted by
the governing body of each affected taxing entity (a portion of the tax increment
of which is to be allocated to the district), which must not include any school
district, county board of education, or community college district. The plan can
be amended to exclude any affected taxing entity that does not approve the plan.
No city or county that formed a redevelopment agency can participate until the
redevelopment agency has completed its winding up, either by receipt of a find-
ing of completion from the Department of Finance or after certain enumerated
steps have been taken. Bonds may be payable from tax increment but must be
approved by a vote of 55% of the electors.

The new EIFD is governed by a “public financing authority” consisting of mem-
bers of the legislative bodies of the participating taxing entities (comprising a ma-
jority) plus at least two members of the public chosen by their legislative bodies.

3.3.8 Single-Family Mortgage Revenue Bonds

Public agencies issue single-family mortgage revenue bonds to assist homeown-
ership. Local agency single-family mortgage revenue bonds are issued by cities,
counties, and JPAs under California Health and Safety Code Section 52000 et
seq. Bond proceeds are used to make mortgage loans to first-time homebuyers
who satisfy income requirements (generally family income of up of 100% of
area median income for one- and two-person families and 115% of area median
income for families of three or more) for the purchase of homes that satisfy pur-
chase limit requirements (generally 90% of the “average area purchase price”). In
federally designated targeted areas there is no first-time homebuyer requirement
and income and purchase price limits are higher.

Bond-financed mortgage loans are either pledged to secure the bonds or are used
to create Ginnie Mae, Fannie Mae, and/or Freddie Mac mortgage-backed secu-
rities that are pledged to secure the bonds. The public agency may also collect
participation fees from lenders, servicers, and developers. Because the bonds bear
interest at tax-exempt rates, the interest rate paid by participating home buyers
can be below rates available in the conventional market. As an alternative, a por-
tion of the bonds can be sold at a premium with the premium used to provide
down payment assistance.
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The timing of the receipt of revenue from a pool of mortgage loans is unpredict-
able because homeowners may prepay home mortgage loans at any time and gen-
erally must prepay a mortgage loan if they sell the home. Single-family mortgage
bonds must be structured and have redemption features that allow an adequate
matching of revenues and debt service under a variety of loan prepayment sce-
narios. Because bond credit requires a “spread” between the interest rates payable
on the bonds and the interest rate on the bond-financed loans and program ef-
fectiveness requires a spread between the interest rate on the bond-financed loans
and “market” rates, single-family mortgage revenue bonds are uncommon in low

interest rate environments.

3.3.9 Conduit Revenue Bonds

“Conduit financings” involve bonds issued by governmental entities to finance
projects for nongovernmental borrowers. Federal tax exemption requires issu-
ance of the bonds by a state or a political subdivision of a state. Bonds must
satisfy the requirements in the Internal Revenue Code for tax-exempt “private
activity bonds.” Although a number of local governmental entities may provide
conduit financing, most conduit revenue bonds are issued by JPAs or by State
financing authorities.

Conduit revenue bonds are issued primarily to finance the following:

* Infrastructure qualifying as exempt facilities

* Small manufacturing facilities

* Hospitals and other nonprofit health care facilities

* Educational facilities

e Multifamily housing developments serving low-income tenants

Conduit financing is also provided for cultural, recreational, and other non-
profit organizations. The specifics of what can be financed with conduit rev-

enue bonds and much of the process are dictated by the federal tax law re-
quirements. See Section 4.7, Qualified Private Activity Bonds. The benefits of

conduit financing are generally more pronounced in higher interest rate envi-
ronments, where the interest rate difference between taxable and tax-exempt
debt is greater.
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Conduit revenue bonds are generally issued by a public agency under an
indenture or trust agreement between the issuer and a trustee and the bond
proceeds are loaned to a private borrower. The private borrower makes loan
repayments that match the debt service on the bonds. The loan repayments
constitute the “revenues” securing the bonds and the public agency is obli-
gated to pay debt service on the bonds only to the extent it receives the pay-
ments. In theory, the private entity makes loan payments to the public agen-
cy, which in turn makes payments on the bonds to the trustee who makes
payments to bondholders. In practice, the private entity borrower makes pay-
ments directly to the trustee. Figure 3-5 diagrams the flow of funds in a typi-
cal Conduit Revenue Bond.

Figure 3-5
CONDUIT REVENUE BOND
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3.3.9.1 EXEMPT FACILITIES
Exempt financed facilities generally fall into one of three broad categories:

e Transportation facilities, such as airport, port, mass commuting, and inter-

city rail facilities

e “Utility” facilities, such as facilities for water supply, sewage, solid waste dis-
posal, and under limited circumstances, electricity and gas

* Multifamily housing bonds (discussed below)

Many private conduit borrowers are providing services to the public that are of-
ten provided directly by governmental entities.

ISSUERS - Exempt-facility bonds may be issued by some public agencies. Most,
however, are issued either by a joint exercise of powers agency (JPA) with a state-
wide geographic scope or by a state agency such as the California Pollution Con-
trol Financing Agency.

3.3.9.2 SMALL MANUFACTURING FACILITIES

TYPES OF FACILITIES FINANCED - Small-issue industrial development bonds
(“qualified small-issue bonds” under the Internal Revenue Code) may be is-
sued to finance manufacturing facilities and directly related and ancillary
facilities. California statutes may authorize the issuance of bonds to finance
commercial facilities, but federally tax-exempt bonds may no longer be issued
for this purpose.

ISSUERS - Small-issue industrial development bonds may be issued by charter
cities, industrial development authorities established by a city or a county, JPAs
with statewide geographic scope, or a state agency such as the California Pollu-
tion Control Financing Authority.

SPECIAL CONSIDERATIONS - Qualified small-issue bonds may be issued in an ag-
gregate face amount of not more than $1 million. The limitation on issue size may
be increased to $10 million if the sum of the following items do not exceed $10
million during the 6-year period beginning 3 years before the date of bond issu-
ance: (1) All capital expenditures made by the nongovernmental borrower or any
related person for any facilities within the same political jurisdiction as the project,
any other principal user of the facility being financed or any person (whether nor
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not a principal user) to benefit from the bond-financed facility, plus (2) the face
amount of the bonds to be issued, plus (3) the remaining principal amount of all
prior outstanding qualified small-issue bonds issued to finance facilities in the same
incorporated municipality (or in the same county but not in any incorporated mu-
nicipality) as the project being financed, in which the nongovernmental borrower
for the project being financed is the owner or a principal user.

Further, a nongovernmental borrower may not be the beneficiary of a qualified
small-issue bond financing if the total amount of all private activity bonds allo-
cated to that nongovernmental borrower, plus the amount of the proposed issue,
will exceed $40 million.

Small-issue industrial development bonds are generally either privately placed or
sold with credit enhancement.

3.3.9.3 HEALTH CARE

TYPES OF FACILITIES FINANCED - Facilities for private hospitals and other health
care facilities may be financed with tax-exempt qualified 501(c)(3) bonds if the
borrower is an organization exempt from taxation under Section 501(c)(3) of the
Internal Revenue Code of 1986, as amended (a “501(c)(3) organization”), and
if the financed facilities are owned by the 501(c)(3) organization and used for its
exempt purposes, not for an unrelated trade or business activity.

ISSUERS - Health care conduit financing issuers include charter cities, JPAs, and
the California Health Facilities Financing Authority.

SPECIAL CONSIDERATIONS - Conduit financings for private health care facili-
ties present issues distinct from those presented by debt issuances for health care
facilities owned and operated by a governmental enterprise such as a hospital dis-
trict (payable from operating or tax revenues) or health care facilities owned and
operated by a general-purpose government entity (like a county hospital payable
out of the general revenues of the government entity).

3.3.9.4 EDUCATION

TYPES OF FACILITIES FINANCED - Educational facilities for 501(c)(3) organiza-
tions may be financed with qualified 501(c)(3) bonds. Conduit borrowers include

private colleges and universities, private secondary schools, and charter schools.
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ISSUERS - Education conduit financing issuers include JPAs, the California Edu-
cational Facilities Authority (for private colleges and universities), and the Cali-
fornia School Finance Authority (for charter schools).

SPECIAL CONSIDERATIONS - The First Amendment to the United States Con-
stitution and Article I, Section 4 and Article XVI, Section 5 of the California
Constitution preclude public agencies from issuing bonds to finance facilities
that will be used for religious purposes.

3.3.9.5 MULTIFAMILY HOUSING

TYPES OF FACILITIES FINANCED - The construction and the acquisition and reha-
bilitation of residential rental properties (multifamily housing) may be financed
with tax-exempt “exempt facility” bonds if, among other things, 20% of the units
may be rented only to tenants with family income of 50% or less of area median
income or 40% of the units may be rented to only tenants with family income
of 60% or less of area median income. The acquisition, construction and/or re-

habilitation of multifamily housing projects by 501(c)(3) organizations may be
financed with qualified 501(c)(3) bonds.

ISSUERS - Multifamily housing conduit financing issuers include cities, counties,
housing authorities, JPAs, and the California Housing Finance Agency.

SPECIAL CONSIDERATIONS - Apart from certain financings for projects in high-
cost, urban areas, multifamily housing bonds are generally issued to finance proj-
ects that receive low-income housing tax credits, with the effect that all units
are rented to tenants with family income of 60% or less of area median income.
Most multifamily housing bonds are privately placed, and transactions are of-
ten structured without a trustee and/or as “drawdown bonds”—obligations for
which principal is advanced by the lender/bondholder as funds are needed. In
some cases, the party extending credit is characterized as a lender to the public
agency rather than as a purchaser of its bonds.

3.4 INTEREST RATE AND PAYMENT TERMS

The second major category of debt obligations is organized around the interest
rate and payment terms of the debt obligations.

3-36



BACK

3.4.1 Long-Term, Fixed-Rate Debt

Most municipal debt is issued as long-term, fixed-rate debt. Principal and in-
terest are generally payable over 25 or 30 years. Publicly offered long-term,
fixed-rate bonds are generally sold in denominations of $5,000 or integral mul-
tiples thereof and contain provisions allowing the issuer to redeem the bonds
before maturity. They may be issued as serial bonds or as term bonds. Serial
bonds involve the issuance of multiple bonds in a bond issue with the indi-
vidual serial bonds maturing in consecutive years. Structuring the bonds in this
way allows the issuer to extend the repayment period over time and to better
match it with the expected life of the asset financed or the source of revenues.
Serial bonds represent individual securities and are sold as such even though
they may be parts of a single issue. Term bonds have a single maturity date. A
bond issue may include both serial and term bonds. If so, the term bond typi-
cally matures after the final maturity of the serial bonds. See Section 2.2.2.1,

Long-Term, Fixed-Rate Debt.

3.4.2 Long-Term, Variable-Rate Debt

Variable-rate debt is a popular and important tool for many local public agency
issuers in providing additional flexibility to better manage their long-term debt
programs. Long-term, variable-rate bonds generally come in the form of in-
dexed bonds, variable-rate debt obligations (VRDO), and floating-rate notes.
See Section 2.2.2.3, Variable-Rate Debt.

The interest rate on variable-rate debt is periodically reset in accordance with
the terms under which the debt has been issued, and the rate of interest pay-
able on the outstanding debt will generally change over the term of the issue
with change in interest rates. Variable-rate municipal debt is generally sold
to institutional investors in minimum denominations of $100,000 or more
and interest is payable more frequently than with fixed-rate debt, usually
monthly. Variable-rate debt is generally issued with a single maturity and
with monthly, twice per year, or annual mandatory sinking fund payments.
There are four main types of long-term, variable-rate debt:

* |Index debt
e Tender or demand obligations

* Floating-rate notes
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* Auction-rate securities

Figure 2-1 provides an illustration of cash flows in a variable-rate debt structure.

3.4.21 INDEXDEBT

The interest rate payable on index debt is adjusted periodically in accordance
with a published formula modified to reflect the tax treatment of the interest
on the debt and the credit of the issuer. Longer-term index debt may bear a
higher interest rate than shorter-term index debt because the longer the term of
the transaction, the less precisely the benchmark index will “fit” relative to the
intended performance, and debt holders are exposed to greater credit risk. Com-
mon indices include the following:

e U.S. Treasury obligation indices of various types

e The Secured Overnight Financing Rate (SOFR), an index based on U.S. Trea-

sury repurchase agreement transactions.

e The London Interbank Offered Rate (LIBOR), a short-term taxable debt index>
 'The Securities Industry and Financial Markets Association (SIFMA) Municipal

Swap Index, a short-term tax-exempt debt index (formerly, the Bond Market
Association/PSA Municipal Swap Index)

If the holder of index debt is a bank, either because the bank acquires debt directly
in a private placement or because of a draw on a liquidity or credit facility, the index
used is often the bank’s “prime” or “reference” rate. The interest rate formula may
be subject to adjustment if the tax character of the debt changes (if the debt is no
long “tax-exempt”) or less frequently, if the issuer’s creditworthiness declines.

3.4.2.2 TENDER OR DEMAND OBLIGATIONS

Tender or demand obligations (referred to as “variable-rate demand obligations”
or “VRDOs”) are long-term obligations that achieve short-term interest rates

> 'The Financial Conduct Authority, regulator for the United Kingdom’s financial sector, has

announced that LIBOR will be discontinued 2021. Alternative indices have been identified
by the Alternative Reference Rates Committee formed by the Federal Reserve Board and
the Federal Reserve Bank of New York. See CDIAC Issue Brief — Preparing for the End of
LIBOR: A Look at LIBOR and the USD LIBOR Alternative, October 2018, https://www.

treasurer.ca.gov/cdiac/issuebriefs/201810.pdf
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by offering a “tender” or “put” feature. Bonds may be tendered (delivered to the
issuer or its agent for purchase) or may be subject to a mandatory tender when
certain events occur before maturity. The intervals at which the holder can tender
bonds for purchase can vary (daily, quarterly, or twice per year) but a right of a
holder to tender on any business day upon providing 7 days’ notice (obligations
known as “weekly floaters”) is the most common variable interest rate “mode.” A

tender can be occasioned by the following:

* An optional tender by the holder and demand for purchase by the issuer
* An election by the issuer (such as an interest rate mode conversion)

* The occurrence of a specified event (such as the expiration of a credit sup-
port or liquidity facility or a tender resulting from an issuer default under a
credit agreement)

* A specified date or at specified intervals

The interest rate following the tender of obligations tendered in whole is gener-
ally the rate at which the securities can be remarketed at par. The interest rate
on obligations subject to optional tender is generally the interest rate that the
remarketing agent, in its professional judgment, determines to be the rate at
which the securities could be remarketed at par, even if no obligations have
been tendered. The interest rate on obligations subject to tender by the holders
on 7 days’ notice is generally reset weekly. Issuers of tender bonds must engage
a broker-dealer firm to act as the remarketing agent for purposes of establishing
the interest rate and remarketing tendered bonds and because the purchasers
of variable-rate demand obligations require a high degree of certainty that pur-
chase obligations upon tender will be honored, issuers that do not have very
strong credit must obtain liquidity support for the purchase of obligations ten-
dered and not remarketed and credit support for the debt. See Section 2.3.2,

Credit Enhancement and Liquidity Support.

REMARKETING AND PURCHASE - Tendered bonds are remarketed by the remar-
keting agent at the interest rate (subject up to a maximum rate) that enables the
remarketing agent to sell the bonds to new investors at par. If all the bonds of a
series are remarketed, the remarketing may be “underwritten,” meaning that the
remarketing agent agrees to purchase the bonds whether or not it has identified
new purchasers. Generally, however, and always in the case of VRDOs tendered
by the holders, the remarketing agent’s obligation to remarket the bonds is a “best
efforts” undertaking,.
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If the remarketing agent is unable to remarket tendered bonds, the bonds are
generally purchased by the issuer’s liquidity provider or are purchased for the
account of the issuer with the proceeds of a draw on a line of credit or letter of
credit, in which case the issuer has a payment or reimbursement obligation to
the purchaser. Bonds held by a liquidity provider, or reimbursement obligations
resulting from draws on liquidity facilities, generally bear interest at relatively
high rates and the issuer may be obligated to pay principal more rapidly than the
scheduled principal on the purchased bonds. When conditions allow, tendered
bonds that are not remarketed and purchased by the liquidity provider or credit

provider may be remarketed to new investors in the future. See Section 2.3.2.
Credit Enhancement and Liquidity Support.

FLOATING-RATE NOTES - Floating-rate notes are obligations (which can be
bonds) that bear interest at an index rate but are subject to mandatory tender
for purchase on a future date, generally between 2 and 4 years from the offering
date. The notes are usually also subject to tender at the option of the issuer for
a 6-month window before the mandatory tender date. Because payment of the
purchase price on the tender date is dependent upon the issuer’s ability to refund
or remarket the notes (including remarketing for a new floating-rate note period),
floating-rate notes may only be issued by public agencies with strong credit rat-

ings and reasonably assured market access.

AUCTION-RATE SECURITIES - With auction-rate securities (ARS), debt holders
may offer to sell their holdings on periodically scheduled auction dates at inter-
est rates they specify to prospective purchasers, who offer to buy the securities
at interest rates they specify. The interest rate from that auction date to the next
auction date is the rate that “clears the market,” that is, the rate at which the ag-
gregate dollar amount of sell orders matches the aggregate dollar amount of buy
orders. The issuer of the debt has no obligation to purchase bonds offered for sale,
so no liquidity support is needed. Auction-rate securities were common in the
municipal market until the auction market failed to function during the financial
crisis of 2008.

INTEREST RATE MODE CONVERSION - Debt documents generally allow an issuer
of variable-rate debt to elect to convert the tender and interest rate period from one
mode to another (e.g., from weekly to twice per year, or from daily to weekly) or to
fix the rate interest on the debt to its maturity. An interest rate mode conversion may
be more efficient than a refunding and may be possible even if a change in law would
make a refunding impractical, either because of a change in tax law or new state
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law limitations. The debt securities are generally subject to mandatory tender for
purchase on the mode conversion date and then to be remarketed in the new mode.

DOCUMENTATION - The indentures, trust agreements, and leases providing for
variable-rate debt must address interest rate determination methods, tender
rights and requirements, and the remarketing of tendered bonds and are there-
fore more complex than fixed-rate debt documents. Further documentation is

also required if a liquidity or credit support facility is needed. See Section 2.3.2.
Credit Enhancement and Liquidity Support. A remarketing agreement between

the issuer and a remarketing agent is necessary to specify the rights, duties, and
compensation of the broker-dealer engaged to determine interest rates and re-
market tendered bonds.

3.4.3 Commercial Paper

A commercial paper program is a program for the issuance and marketing of
short-term notes. Commercial paper consists of notes of varying, short-term ma-
turities (no more than 270 days and generally 1 to 90 days) that are generally
rolled over (paid off with the proceeds of new notes) as they mature. Commer-
cial paper can be used as an alternative to variable-rate debt by issuing the full
authorized principal amount at the start of the program. More often, however,
commercial paper is used as a line of credit: money is borrowed (notes are issued)
when funds are needed and is repaid (notes are paid and not “rolled”) when funds
for this purpose are available.

Tax-exempt commercial paper is a useful financing vehicle for interim financing
for the construction of capital facilities eligible to be financed on a tax-exempt
basis. Commercial paper notes are issued as construction costs are incurred and
the notes are refunded with long-term debt when construction has been com-
pleted. Taxable commercial paper can be used as interim financing for capital
facilities for which tax-exempt financing is not available, or for working capital.
Some issuers actively engage in selecting the maturity dates of individual com-
mercial paper notes and some issuers rely on their commercial paper dealers to
manage the program to minimize interest expense.

A commercial paper program may be supported by a liquidity facility in
the form of a line of credit or standby bond purchase agreement, a credit
facility in the form of a letter of credit, or neither. See Section 2.3.2, Credit

Enhancement and Liquidity Support. Purchasers of commercial paper require
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that the notes be highly rated. Only issuers with significant cash available to
pay notes that cannot be “rolled” (replaced by newly issued paper) can avoid
the need for a liquidity facility. Issuers with very strong credit can maintain
a commercial paper program with liquidity support only. Those without very
strong credit must rely on both liquidity support and credit support. Extend-
able commercial paper is a specialized structure where notes that cannot be
rolled are extended to a 270-day maturity that is used only by a few issuers
with very strong credits.

A commercial paper program also requires scale (a minimum program size of
$50 million or more) and active program management. As a consequence, com-
mercial paper programs are generally established and maintained only by large
governmental entities.

3.5 TAX TREATMENT OF MUNICIPAL BONDS

A bondholder’s “after tax” return on a bond depends in part upon how interest
on the bond is treated in calculating the bondholder’s income for federal and
state income tax purposes. If interest is not taxed, a lower interest rate paid by the
public agency issuer will result in the same after-tax yield to the holder as interest
at a higher rate that is taxed. All other things being equal, a bond for which the
interest has more favorable tax treatment can be sold bearing interest at a lower
rate than the interest rate paid on another bond with less favorable tax treatment.

The federal income tax treatment of interest on bonds (commonly referred to as
the bond’s “tax status”) issued by public agencies generally falls into one of three
major categories:

1. Interest is included in the gross income of the holder (Taxable Bonds).

2. Interest is not included in the gross income of the holder but is treated as a
“specific preference item” in calculating the holder’s alternative minimum tax

(AMT) liability (if any). That is, it is added to income for AMT purposes and
effectively taxed at the AMT rate for holders subject to the AMT (AMT Bonds).

3. Interest is not included in the gross income of the holder and is not a “specific
g p

preference item” for purposes of the AMT (Non-AMT Bonds).

Most bonds issued by public agencies are Non-AMT Bonds.
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The tax status of a particular bond may depend on a number of factors, including
the date of issuance of the bond or any bond refunded by the bond. For example:

* Bonds that fail to meet the requirements for federal income tax exemption
described in Chapter 4, Federal and State Tax Law Requirements are tax-

able bonds.

e Tax-exempt private activity bonds (including the private activity bond por-
tion of airport and port bonds) other than single-family mortgage revenue
bonds, multifamily housing bonds, and qualified 501(c)(3) bonds are AMT
Bonds. See Section 4.7, Qualified Private Activity Bonds.

* Tax-exempt governmental bonds, single-family mortgage revenue bonds,
multifamily housing bonds, and qualified 501(c)(3) bonds are Non-AMT

Bonds. See Section 4.6, Governmental Bonds/Private Activity Bonds.

Bonds issued by California public agencies are also exempt from State of Cali-
fornia personal income taxes regardless of the federal income tax treatment. See

Section 4.1, California Tax Exemption. The benefit of California tax exemption to
California investors generally allows the federally tax-exempt bonds of California
public agencies to be sold at interest rates lower than the interest rate on compa-
rable federally tax-exempt bonds issued by public agencies in other states. Most
bonds issued by public agencies are Non-AMT Bonds.

Federal tax law may also affect the after-tax return to investors in other ways. Tax
credit bonds, for example, provide a tax credit to bondholders and bank qualified
bonds can be held by a bank without a reduction in the bank’s deduction for inter-
est cost. See Section 4.11, Bank Qualified Bonds. This benefit to bondholders allows
public agency issuers to reduce borrowing costs by increasing investor demand.

3.6 UNIQUE PUBLIC AGENCY FINANCING TO
ADDRESS LEGAL CONSTRAINTS

Certain debt obligations were created to address potential hurdles California
public agencies may face in issuing debt. As discussed below, financing leases,
installment sale agreements, COPs, and JPA bonds have the potential for use
when a public agency lacks statutory ability to issue debt. These legal struc-
tures also enable public agencies to work within statutory and constitutional
debt limitations.
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3.6.1 Financing Leases

Lease financing is the basic financing tool for “governmental” capital needs—ac-
quisition of or improvements to real property or acquisition of personal property
(e.g., equipment) for the payment of which no project, enterprise, or dedicated
tax revenues are available. The public agency obtains financing by entering into
a lease for which it makes rental payments from all lawfully available funds (i.e.,
from the lessee’s general fund). The public agency may lease the property to be
acquired or improved, with the lessor acquiring or improving the financed prop-
erty for lease to the public agency. In an alternative financing structure, known as
an “asset transfer” or “equity strip,” the public agency leases out and leases back
an existing unencumbered property. With an asset transfer, the lease out is for a
lump sum rental payment that the public agency uses to pay the costs of capital
improvements elsewhere. See Figure 3.4 Lease-Supported Debt.

With either approach, the public agency is generally permitted to substitute other
property of comparable value for the leased property, and it is common for the pub-
lic agency to substitute the new asset, upon its completion, for the initially leased
asset. Public agencies may also be allowed to remove properties from a lease upon
partial prepayment or if the remaining leased assets are of sufhicient value. Although
public agencies may select from a broad range of properties, lenders and investors
generally prefer that the properties subject to a financing lease constitute “essential
facilities”: facilities the public agency will have a strong incentive to retain, maintain

and, if necessary, repair.

When, as is generally the case, the obligation to make rental payments under a
financing lease is a general fund obligation of a local government entity subject to
the limitations on indebtedness in California Constitution Article XVI, Section

18. The lease must fit within one of the debt limit exceptions. See Section 1.2
Constitutional Debt Limit.

The Annual Appropriation Exception, where the lessee has an annual option
to terminate the lease, is a possible approach, but is not used much in Califor-
nia except for vendor direct-lease equipment programs, such as equipment. The
Offner-Dean Lease Exception exposes investors to less risk and is more common.
The Special Fund Exception is also not often used when available, because rev-
enue bond and installment sale agreements are preferable financing obligations.
The discussion in this section, therefore, is focused on financing leases relying on
the Offner-Dean Lease Exception (generally referred to as “abatement leases”).
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Satisfaction of the requirements of this exception, in particular the requirement
that the lessee’s payment obligation be abated if the lessee does not have use and
occupancy of the leased property, results in financing leases having a credit qual-
ity that is slightly below the public agency’s general credit standing.

PRINCIPAL USES - Lease financing is principally used for financing of non-reve-
nue-generating governmental facilities. Asset transfer leases may, in limited cir-

cumstances, be used to obtain funds for other purposes.

PRINCIPAL USERS - Local government entities subject to the constitutional debt
limit (cities, counties and school districts) are the principal users of lease financ-
ing, except with respect to financings for municipal enterprises such as water,

sewer, power, or solid waste.

LEGAL AUTHORITY - The general statutory and city charter authority of public
agencies to lease property covers lease financing. The leased property must be a
leasable asset, which generally means land and depreciable property. Unless part
of a larger project (e.g., a building or a parking lot), paint, windows and asphalt
do not satisfy this requirement; dedicated public thoroughfares (i.e., bridges,
highways, and streets) are questionable. The transaction must, absent another ex-
ception, be structured and documented in a manner satisfying the requirements
of the Lease Exception to the constitutional debt limit. See Section 1.2.4.3. Lease

Exception (the “Offner-Dean Lease Exception”).

APPROVAL PROCESS - The public agency’s governing board must approve the
lease and the financing documents by resolution or, if required, by ordinance.
Voter approval is generally not required and the procedural requirements for the
disposition of property need not generally be followed if the property is leased
back by the public agency.

STRUCTURES AND DOCUMENTATION - Documentation depends upon the an-

swer to three basic structural questions:
1. Will the leased property be the financed property, or will the transaction be an
asset transfer?

2. Will the vendor or other private lender provide financing, or will securities be

publicly offered?

3. If securities will be publicly offered, will the securities be lease COPs or JPA
lease revenue bonds?
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The key documentation issues for financing leases are shaped by the constitu-
tional requirements ensuring that the public agency’s rental payment obligation
in each fiscal year is in consideration for the “use and occupancy” of the leased
property in that year. See Section 1.2.4.3. Lease Exception (the “Offner-Dean

Lease Exception”).

FAIR RENTAL VALUE - Fair rental value may be determined at the time the public
agency enters into the lease, and the rent need not be reduced if the fair rental
value of the facility declines. Because governmental facilities are generally not
the type that are leased in a commercial context, fair rental value must usually
be determined indirectly by reference to the value of the property. If the leased
property is newly acquired or constructed, acquisition and construction cost can
provide a reasonable proxy for value. If the leased property is an existing facility,
however, value must be determined by a certification made by the public agency
or, in some cases, by an appraisal.

A practical consequence of the fair rental value requirement is that the amortiza-
tion period of leases for real property and improvements cannot be very short.
To be amortized quickly, the principal payments would likely be unreasonably
large and, thus, not reflective of fair rental values. In addition, variable-rate leases
pose two significant challenges to the fair rental requirement. First, either because
market rates rise, or because tendered securities cannot be remarketed and are
held by the credit or liquidity provider and bear interest at a “bank rate,” inter-
est rates can rise to levels which, if not limited, could cause rental payments for
a fiscal year to exceed fair rental value. Second, the limits imposed by the fair
rental value requirement may keep the public agency from being able to agree to
immediately reimburse the credit or liquidity provider following a default, the
inability to remarket a security, or the expiration of a credit or liquidity facility.
Although these issues can be addressed (for example, with rent caps subject to
carry-forward), they can cause complications in negotiations with credit and li-
quidity providers, particularly in high-interest-rate environments.

NO ACCELERATION - Because acceleration would require prepayment of rent
(paying during the current fiscal year for use and occupancy in future years) a
financing lease may not allow the lessor, as a default remedy, to declare future
rental payments immediately due and payable.

ABATEMENT - A public agency lessee may not have use and occupancy of a leased
property if construction of the leased property is not completed on schedule
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(construction risk), if the property is seized by eminent domain (takings risk),
or if the property suffers a casualty loss (casualty risk). In such cases, the lessee
would not be obligated to make lease payments under an abatement clause.

Construction risk can be addressed by capitalizing interest to a date (generally
6 months) past the expected completion date, and by performance bonds and
insurance. Construction risk can be avoided entirely by using an asset transfer
structure in which the asset leased is a built facility. Takings risk is not generally
a significant issue, as eminent domain proceedings against public property are
rare, and condemnation proceeds are a source to prepay lease obligations. Ca-
sualty risk can be addressed by insurance, including business interruption insur-
ance, but earthquake insurance is expensive and is not generally required. “Self-
insurance” in the sense of an independent and actuarially sound plan is generally
permissible; “self-insurance” in the sense of absorbing the risk of being uninsured
is not, because it undercuts the abatement requirement.

Debt service reserve funds address abatement as well as general lessee credit risk.
Debt service reserves are therefore very common in publicly offered financing
lease transactions and are more common in the financing lease context than for
other municipal debt offerings with issuers of comparable credit standing.

Additional factors that may determine the structure of a financing lease include
the following:

1. Will the trustee (acting on behalf of the bond or COP holders as assignee
of the lessor) have as a default remedy the right to terminate the lease and
take possession of the leased property? The alternative is to limit the trustee’s
remedy to bring suit for each year of unpaid rent. A termination right is an
encouragement to the lessee to make every effort to pay the rent. Repossession
may not, however, be practicable and the repossession claim may, depending
upon the circumstances, not be enforced if enforcement would have an ad-
verse impact on public health and safety. The “essentiality” of the facility, of
course, affects both the value of a termination remedy if enforceable and, in
contrast, the likelihood that it would be enforced.

2. What will the value of the leased property be in relation to the aggregate princi-
pal component of the rent? The value of the leased property must be sufficiently
high to support the rent level, but should/may it be significantly higher (often

referred to as “overcollateralization”)? If lease termination is a remedy, overcol-
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lateralization provides lenders and investors greater security. Overcollateralizing
the lease may alter the economics of the transaction in such a way as to compel
the lessee to meet the terms of the lease. The risk is that this may undermine the
debt limit exception provided to lease financings. Leasing more property than
necessary also reduces the amount of unencumbered property available to the
public agency for other asset transfer leases.

3. Will a master lease structure be used? Master leases allow the public agency
to add, in later transactions, additional properties and additional rent obliga-
tions. A master lease structure offers the public agency greater flexibility but
reduces the level of comfort lenders and investors may receive from knowing
what the leased property is. Liberal property substitution provisions in a lease

involve the same trade-off.

OTHER CONSIDERATIONS - When the lease itself is to be the tax-exempt obliga-
tion it must be “debt” (an installment payment obligation) for federal income tax
purposes and must have a separately stated interest component.

POST-CLOSING ADMINISTRATION AND OVERSIGHT - A ﬁnancing lease ties up
property. Either lease restrictions or title or federal tax law considerations may
limit to some extent the public agency’s flexibility in using the leased property or
to sublease it or allow encumbrances. The maintenance and use of the property
must therefore be monitored for the full term of the lease.

3.6.2 Installment Sale Agreements

Installment sale agreement financings are based on a public agency’s legal au-
thority to purchase property, including property used by its enterprises and to
appropriate annual funds to meet this obligation. To create a security marketable
to investors, the public agency must employ a COP structure or a JPA bond
structure, which are each more complex than a revenue bond structure. Install-
ment sale agreements are the preferred financing vehicle for enterprise revenue
debt when the issuance of revenue bonds requires voter approval.

PRINCIPAL USES - The principal uses of installment sale agreements are essentially
the same as described above in Section 3.3.6.1. Public Enterprise Revenue Bonds.

PRINCIPAL USERS - The principal users of installment sale agreements are public

agencies that may not issue enterprise revenue bonds without voter approval.
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LEGAL AUTHORITY - Virtually every public agency has the authority to purchase
property, and voter approval is rarely required.

STRUCTURE AND DOCUMENTATION - Unless the debt is placed with a single lend-
er, public agencies use either a COP structure or a JPA bond structure. Structure
and documentation considerations are otherwise the same as described above in
Section 3.3.6, Enterprise Fund Debt Obligations.

3.6.3 Certificates of Participation

In a lease COPs financing the governmental obligation is a lease entered into
between the public agency as lessee and a financing entity as lessor. The financ-
ing entity may be a governmental entity (such as a JPA), a nonprofit corporation,
or even a for-profit corporation. Public agencies often create a nonprofit cor-
poration to play this role. Under the lease, the public agency lessee is obligated
to make base rental payments, which are separated into principal and interest
components. The right to receive base rental payments is assigned by the financ-
ing entity to the trustee of a trust established under a trust agreement. The basic
documents are a lease (between the public agency and a lessor), an assignment
agreement (between the lessor and a trustee), and a trust agreement (among the
public agency, the lessor, and a trustee). The trustee executes and delivers CODPs
evidencing interests in the right to receive base rental payments and the COPs
are sold to investors. The public agency lessee makes base rental payments to the
trustee, who makes payments to COP holders.

In an installment sale agreement COPs financing the governmental obligation
is an installment sale agreement entered into between the public agency as pur-
chaser and a financing entity as seller. Under the installment sale agreement, the
public agency purchaser is obligated to make installment sale payments and in-
terest thereon and the right to receive the payments is assigned by the financing
entity to the trustee under a trust agreement. The basic documents are an install-
ment sale agreement (between the public agency and a seller), an assignment
agreement (between the seller and a trustee), and a trust agreement (among the
public agency, the seller, and a trustee). The trustee executes and delivers COPs
evidencing interests in the right to receive installment sale payments and interest
thereon and the COPs are sold to investors. The public agency purchaser makes
installment sale and interest payments to the trustee who makes payments to
COP holders. See Figure 3-4 for a cash flow diagram.
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The principal advantage offered by the COP structure is the flexibility it offers
with respect to the identity of the financing entity. For governmental entities
that are not able to establish a JPA with another governmental entity, the COP
structure may be an attractive alternative. In most other cases, however, the dis-
advantages inherent in COP structures outweigh any advantages they have over
JPA revenue bonds: public agencies that have or can easily form a financing JPA
tend to structure transactions as JPA lease revenue bonds or JPA installment sale
revenue bonds rather than as lease COPs or installment sale CODPs.

Other reasons the JPA lease or installment sale structure may be preferred to a
COP structure include:

 Although the lease or installment sale agreement, and consequently the secu-
rity and source of payment for the debt holder, would be the same whether
the transaction is structured as COPs or JPA bonds, publicized problems with
COP transactions—even if entirely unrelated or in another state—sometimes
make COPs less attractive to investors than bonds. This perception of prob-
lems may result in increased interest costs for COP transactions.

e COP structures are even more complex than JPA revenue bond structures and
therefore are more difficult to document and explain to non-experts.

3.6.4 Joint Powers Agency or Authority (JPA)
Bonds and Other Issuances

Due to the extensive bond issuance authority afforded JPAs under government
code, JPAs are a common vehicle for issuing bonds that are backed by either a lease
or installment sale agreement. JPA revenue bond structures (JPA bonds) are of two
principal types: lease revenue bonds issued by a JPA and installment sale revenue
bonds issued by a JPA. See Section 3.8, Joint Exercise of Powers Agencies. With a

lease revenue bond issue, the JPA as lessor enters into a lease with the public agency
as lessee and issues “revenue bonds.” The base rental payments made by the public
agency under the lease match the principal and interest on the bonds issued by the
JPA and constitute the “revenues” securing the JPA bonds. The basic documents are
a lease (between the public agency and the JPA) and a trust agreement and inden-
ture (between the JPA and a trustee). In theory, the public agency makes base rental
payments to the JPA, which in turn makes payments on the bonds to the trustee,
who makes payments to bondholders. In practice, the public agency makes its pay-
ments directly to the trustee, who makes payments to bondholders.
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With an installment sale revenue bond issue, the JPA as seller enters into an in-
stallment sale agreement with the public agency as purchaser and issues “revenue
bonds.” The installment payments and the interest payable thereon under the
installment sale agreement made by the public agency under the installment sale
agreement match the principal and interest on the bonds issued by the JPA and
constitute the “revenues” securing the JPA bonds. The basic documents are an
installment sale agreement (between the public agency and a JPA) and a trust
agreement or indenture (between the JPA and a trustee). In theory, the public
agency makes installment sale and interest payments to the JPA, which in turn
makes payments on the bonds to the trustee, who makes payments to bondhold-
ers. In practice, the public agency makes its payments directly to the trustee, who
makes payments to bondholders.

Rather than by a JPA, a nonprofit corporation can issue the bonds on behalf of
the public agency (referred to as “63-20 bonds” because of the applicable Internal
Revenue Service Revenue Procedure). See Section 4.2.3.2, 63-20 Corporations.

These 63-20 bond issues were once common but are now rare.

3.7 OTHER OBLIGATIONS

Municipal debt obligations do not always exhibit the typical features of debt,
because their features result from factors such as the manner of the issuance of
the debt, the kind of investor, or something else. Types of municipal debt not
conforming to one of the other groupings include direct loans, direct leases, bond
or grant anticipation notes, other tax and fee-secured debt, asset securitizations,

refunding bonds, and pool bonds, discussed in the sections below.

3.7.1 Direct Loans

A direct loan is an extension of credit by a bank or other financial institution
to a public agency borrower. The bank may advance all funds at closing or
advance funds over time as needed by the borrower, with interest paid only
on funds advanced (generally referred to as a “drawdown” loan). Direct loan

documents, like credit facility reimbursement agreements (See Section 2.3.2,
Credit Enhancement and Liquidity Support), include issuer representations,

warranties, covenants, and default provisions more extensive than those in a
public offering and tend to be negotiable.
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A public agency’s borrowing authorization generally covers issuing bonds or notes
rather than obtaining loans. To stay within the agency’s authorization, a direct
loan may be structured as a bond purchase issued by the public agency, or a loan
repayment obligation may be evidenced by a note executed and delivered by a
public agency. In this case, a separate agreement between the public agency and
the bank, often referred to as a “continuing covenants agreement,” may address
additional bank requirements. A direct loan may also be structured as a direct

lease or installment sale agreement.

3.7.2 Direct Leases

The direct lease (or lease-purchase) structure is most often used to finance the
acquisition of equipment such as fire trucks. In the usual transaction, the public
agency leases the property from the lender, which may be the vendor of the prop-
erty, a leasing company, or a bank. Under the financing lease, title to the property
is transferred to the public agency upon expiration of the lease term. A portion
of each lease payment made by the public agency is designated as interest, which
may qualify as tax-exempt income to the lender. The lender may then transfer
its interest in the lease to another party. The basic document is a financing lease
(between the lessor and the public agency), and rental payments are made by the
public agency directly to the lessor or to a party to whom the lessor has assigned
its right to receive the payments. An alternative to a direct lease is an installment
sale agreement in which the lessor is instead a seller and the public agency lessee is
a buyer, and the public agency makes installment payments rather than lease pay-
ments. See Figure 3-2 for a cash flow diagram of a direct lease (private placement).

3.7.3 Bond Anticipation Notes and Grant Anticipation Notes

Bond anticipation notes (BANs) are notes issued in advance, generally several
years in advance, of the expected date of long-term financing for a project. All
principal is payable at maturity and, although the notes may be payable from the
issuer’s general funds or from enterprise revenues, they are sold with the under-
standing that the issuer is unlikely to have funds sufficient to repay note principal
on the stated maturity date; the expected source of payment is long-term debt
issued to refund the notes. To avoid causing concern for other debt, bond an-
ticipation notes are generally structured as obligations subordinate to the issuer’s
long-term debt. Grant anticipation notes (GANS) are similar to bond anticipa-
tion notes, with the source of payment being a grant (e.g., a federal or state grant
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funded only upon the project’s completion) rather than the proceeds of long-
term debt.

BANs and GANs need not be in the form of notes. They can be bonds or in-
stallment payment obligations, although fair rental value constraints generally
preclude the use of lease financing. BANs and GANs may also be longer-term
obligations subject to mandatory tender for purchase.

BANs and GANS are useful interim financing vehicles if investors can be given
a high level of certainty that funds will be available for payment at maturity. For
BANS, the key is issuer market access. The issuer must have solid credit and there
can be no significant procedural obstacles, such as voter or third-party approval,
to the issuance of the long-term debt. For GANS, the key is near certainty of the
receipt of grant funding: grant amounts must have been (or are expected to be)
budgeted, and funding conditions must be within the issuer’s control.

3.7.4 Other Tax and Fee-Secured Debt

Public agency bonds and other debt obligations may also be secured by taxes and
fees levied by the public agency, such as parcel taxes, fines, concession fees, ad-
missions and event taxes, parking fees and taxes, utility user taxes, transient occu-
pancy taxes, and license fees. Because investors are generally unwilling to assume
significant risk that a key (or the sole) source for debt repayment may be subject
to legal challenge, it is often necessary to obtain a judicial determination that the
fee in question is not a “tax” or to have followed meticulously the requirements
for approval of a special tax, as applicable. See Section 1.4. Local Government

Revenue Sources - Security for and Repayment of Debt.

3.7.5 Asset Securitization

An asset securitization involves a public agency selling either assets expected to
generate future revenues, such as tax or other receivables, or the right to receive
a stream of payments, such as litigation settlement payments payable over time.
The assets are sold to a special-purpose entity that issues debt payable from and
secured by the assets and applies the proceeds of the debt to pay the purchase
price of the assets to the public agency. Asset securitizations are rare and highly
complex transactions.
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3.7.6 Refunding Bonds

Refunding obligations are any municipal debt obligations used to pay princi-
pal, interest and premium on other municipal debt (referred to in this section
as “refunded bonds”). Principal on refunded bonds may have become payable
for any reason, including maturity, mandatory redemption, or default accelera-
tion, but refunding bonds are generally issued to pay refunded bonds that have
been called for optional redemption. Further, refunded bonds may be redeemed
optionally for a number of purposes, including covenant relief, asset release, and
debt restructuring, but refunding bonds are generally issued and refunded bonds
redeemed to save money on the debt service. See Section 2.3.1. Redemption or

Prepayment. If current interest rates are significantly lower than those payable on
the refunded bonds, public agencies can reduce debt service costs by replacing
the refunded bonds with new, lower-interest, cost-refunded bonds. Public agen-
cies often refund only the portion of the refunded bonds on which significant

savings can be achieved.

Retirement of the refunded bonds generally occurs (1) shortly after the refund-
ing bonds’ issue date, or (2) on the first date that the issuer may redeem the
outstanding obligations. In a refunding transaction, the refunding bonds are is-
sued to pay all or a portion of the interest and principal of the prior obligations,
including redemption premium (if any). Bonds are advance refunding bonds if
their proceeds are expended to pay principal, interest, or redemption premiums
(if any) on the prior obligations more than 90 days after the refunding bonds’
issue date. Bonds are current refunding bonds if their proceeds are expended to
pay the principal or interest on the prior obligations within 90 days after the
refunding bonds’ issue date.

Since the Tax Cuts and Jobs Act of 2017 ended tax-exemption for municipal ad-
vanced refundings, issuers’ options regarding refundings of tax-exempt bonds are
limited. Issuers seeking to refund tax-exempt debt may consider other options,
with the assistance of their municipal advisor, including taxable refundings or other
debt structuring techniques to facilitate benefits similar to an advanced refunding.

LEGAL AUTHORITY - Statutes providing for bond issuance generally provide for
refunding bond issuance. In addition, several statutes (e.g., California Govern-
ment Code Sections 53500 et seq. and 53570 et seq.) provide general authority
to public agencies to refund outstanding debt, including installment payment
obligations under installment sale agreements, with refunding revenue bonds.

3-54



BACK

Issuing a refunding bond usually does not require voter approval, even if the is-

suance of the refunded bond did.

STRUCTURE AND DOCUMENTATION — Where an advance refunding is possible,
the proceeds of the refunding bonds are generally used to purchase obligations
(defeasance securities) of the type permitted by the terms of the outstanding debt
to be used to “defease” the outstanding debt. See Section 2.4.10. Discharge and

Defeasance. Defeasance securities generally are deposited in an escrow fund for
the refunded bonds. The principal, interest, and redemption premium (if any)
on the refunded bonds will then be paid from amounts derived from the defea-
sance securities on deposit in the escrow fund until the date on which the issuer
may redeem the refunded bonds. Although the refunded bonds are still held by
the bondholders until their call date and continue to be traded on the market,
the indenture or bond resolution is legally defeased with respect to the refunded
bonds, and the holders of the refunded bonds look to the escrow fund rather than
the issuer’s revenues or other collateral for payment.

In a current refunding transaction, the refunding bonds’ proceeds are used to pay
the principal of and interest on the refunded bonds on or shortly after the refund-
ing bonds’ issue date. The refunded bonds generally are legally defeased, and the
holders of the refunded bonds generally look to the escrow fund for payment.

A refunding escrow is generally established under an escrow agreement between
the issuer and the trustee for the refunded bonds or according to a letter of in-
structions from the issuer to the trustee. The escrow agreement or letter of in-
structions provides for the establishment of an escrow fund, the deposit of money
with the trustee, the purchase of the defeasance securities by the trustee and the
application of amounts received with respect to the defeasance securities and
other amounts in the escrow fund to the payment of the refunded bonds.

Defeasance securities may consist of U.S. Treasury Notes and Bonds - State and
Local Government Series (SLGS, pronounced “slugs”), a special series of U.S. Trea-
sury obligations designed to be used for refunding tax-exempt debt or securities
purchased on the open market (an “open market” escrow). In an “open market”
escrow, if defeasance securities maturing on the precise dates on which amounts are
needed to pay the refunded bonds are not available on the market, the escrow will
be “inefficient.” Inefficiency can be addressed through the substitution of more efhi-
cient securities for the defeasance securities in the escrow or through instructions to

the trustee to reinvest in other qualifying securities (if then available) between the
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date the original defeasance securities’ mature or pay interest and the date amounts
are needed to pay the refunded bonds. For example, if the defeasance securities
mature on May 15 and the refunded bonds are to be paid on July 1, the trustee can
be instructed to reinvest proceeds of the defeasance securities received on May 15
in new qualifying securities maturing on or before July 1. Alternatively, the issuer’s
right to reinvest can be sold (for money up front) under an arrangement commonly
known as a “forward supply contract.”

OTHER CONSIDERATIONS - The 7ax Cut and Jobs Act of 2017 amended the In-
ternal Revenue Code of 1986 to prohibit the issuance of tax-exempt advance
refunding bonds. Issuing taxable advance refunding bonds may, however, still
produce debt service savings. An issuer may issue current refunding bonds to
refund either governmental bonds or private activity bonds. There is no limit on

the amount of times a governmental bond issue or a private activity bond issue

may be currently refunded. See Section 4.12, Refunding Bonds.

3.7.7 Pool Bonds

Pool bonds are payable from payments made by governmental entities (partici-
pants) on two or more debt obligations. The pool bond issuer purchases each of
the participants’ debt obligations (or enters into leases or installment sale agree-
ments with the participants) and issues its own bonds secured by and paid from
payments received on the participant obligations (referred to as “underlying ob-
ligations”). The bond pool issuer may be a JPA or an entity created or authorized

to act in this role for other agencies.

This basic structure includes many different pool bond issue types. The principal
distinguishing features of pool bonds are the following:

e Pool bond issuer

e Number of participants

* Types of participant obligations
e Parity debt flexibility

* Credit risk sharing

POOL BOND ISSUERS - Under the Marks-Roos Local Bond Pooling Act of 1985
(the “Marks-Roos Act,” California Government Code Section 6584 et seq.), JPAs
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have broad authority to issue bonds to finance public capital improvements and
to acquire obligations of local government entities and to enter into leases and in-
stallment sale agreements with local government entities. A JPA can be established
by the pool participants to issue pool bonds for the participants or can be an es-
tablished JPA with a broad geographic scope operating a pool financing program.
(See Figure 3-6) A “captive” JPA (a JPA created by a public agency and having the
same governing board, for example a city and the city’s financing authority) allows
the participants greater control of the financing but tends to be impractical if there
is more than one pool participant. (See Figure 3-7) State agencies also issue pool
bonds in connection with financing programs for local government entities.

NUMBER OF PARTICIPANTS - Financing pools vary in size, from small to large.
The underlying obligations may also be obligations of a single public agency
payable from separate sources (e.g., one underlying obligation payable from the
revenues of a city’s water enterprise and another payable from the revenues of the
city’s wastewater enterprise).

TYPES OF PARTICIPANT OBLIGATIONS - Pool bonds are issued in connection with
a large variety of underlying obligations. For a given pool bond issue, however,
the underlying obligations are most commonly of the same type, such as TRANs
issued by school districts or water or wastewater enterprise revenue obligations.

Figure 3-6
MARKS-ROOS LARGE SCALE POOL

Revenue
Bonds

TRAN

School District School District School District School District
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Figure 3-7
MARKS-ROOS CAPTIVE POOL

PARITY DEBT FLEXIBILITY - Pool bonds may fund a “closed pool” or an “open
pool.” With a closed pool (also known as a "dedicated pool") all of the underly-
ing obligations are set at the time the pool bonds are issued. With an open pool
(also known as a "blind pool"), additional underlying obligations may be added,
and additional bonds issued, with the initial and subsequent bonds both secured
by the initial and subsequent underlying obligations. An open pool allows for the
creation of large pools and the associated diversification can improve the secu-
rity for the pool bonds. Because the ultimate source of payment of pool bonds
secured by an open pool is not known when the initial bonds are sold, an open
pool structure requires strict and well-articulated requirements for subsequent
underlying obligations.

CREDIT RISK SHARING - A pool bond issue can be structured so that each under-
lying obligation is a completely stand-alone obligation, meaning that no partici-
pant is required to incur any increased cost or risk any benefit because of a default
by another participant on another underlying obligation. The diversification of
underlying obligations may provide investors protection against a significant loss
on default where a payment default by any participant could result in a payment
default on the pool bonds. Pool bond issuers generally attempt to address this
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“weakest link” concern by unifying the credit through bond insurance or other
credit enhancement for the pool bonds.

A pool bond issue can also be structured so that the pool bond security is stronger
than the sum of the underlying obligations. This generally requires a degree of
credit risk sharing. If the pool bond issuer has “equity” to contribute or put at risk,
the risk of loss from a participant default can be borne by the issuer.® An issuer con-
tribution can take the form of a cash deposit, a pledge of a greater principal amount
of loans as security than the principal amount of the pool bonds or, if the pool has
been active for a while, the retention of excess in the pool bond indenture. Credit
sharing may also be done across pool participants through “step-up” provisions
that increase other participants’ obligations by amounts sufficient to cover non-
payment by a participant or with a common reserve fund funded by all participants
but available to be used in the event of a default on any underlying obligation.

ADVANTAGES - Possible advantages to a participant include the following:

e Marketing benefits in selling a large issue
* Spreading of issuance costs

* Access to the public market for smaller and/or less creditworthy public agencies
DISADVANTAGES - Possible disadvantages to a participant include the following:

* Loss of flexibility in timing, because the whole issue must move as one

* Loss of flexibility in debt structure because it is generally preferable for mar-
keting purposes for the underlying obligations to have similar terms

* Loss of control over the selection of bond counsel, trustee, and underwriters

* Exposure to the credit of other participants if there is credit sharing at the
participant level

In general, public agencies do not use pool bonds for debt issuances of sufhicient
creditworthiness to allow market access and of sufficient size to support the costs
of issuance of a stand-alone issue. Pool bond programs may, however, be of great
value to smaller public agencies with relatively small borrowing needs.

¢ A public agency may have a funding source such as federal grant money or may elect to
subsidize an activity from its own resources. These funds can often be used most effectively
as “leverage,” as a source of support for a large lending program.
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3.8 JOINT EXERCISE OF POWERS AGENCIES

A joint exercise of powers agency or authority (JPA) is a separate governmental
entity formed by two or more governmental entities. A JPA is created by an agree-
ment (generally called a “Joint Exercise of Powers Agreement” and referred to as a
“JPA agreement”) among the governmental entities forming the JPA (JPA mem-
bers). Once established, the JPA is an independent governmental entity separate
from the JPA members, with its own governing board, officers, bylaws, conflict
of interest code, and treasury, although the governing board, officers, and staff of
the JPA are usually representatives from the governing boards, officers, and staffs
of one or more of the JPA members. California JPAs have two sources of powers:
(1) those powers common to its members and assigned to the JPA, and (2) in-

dependent powers granted to JPAs such as the powers granted in the Marks-Roos
Local Bond Pooling Act of 1985 (the “Marks-Roos Act”).

The laws governing JPAs are quite flexible and JPAs can be used for a variety of pur-
poses. A single JPA can serve a variety of functions and can evolve over time. JPAs
generally, however, are of one of three types: (1) a truly independent governmental
entity, (2) a vehicle for joint action by JPA members, or (3) a financing vehicle.

An example of a truly independent JPA is one established to operate an enter-
prise serving a multi-jurisdictional area (e.g., a regional treatment facility). Such
a JPA generally has its own staff and employees and can often borrow on its own
credit (i.e., on the strength of the revenue-producing capability of the enterprise
it operates).

An example of a JPA serving as a vehicle for joint action by JPA members is a JPA
established to finance a project, the costs and benefits of which are to be shared by
participating JPA members (e.g., a shared power-generation facility). In this case,
the officers and staff of the various JPA members work in partnership to manage the
affairs of the JPA. Joint venture JPAs often need to rely on JPA member payments
to repay JPA debt. Financing can, in this case, be done by the members jointly, with
“step-up” or other provisions obligating other JPA members to cover debt service if
one JPA member cannot cover its share, or separately, with each JPA member bor-
rowing on its own credit and making contributions or advances to the JPA.

The ability to use a JPA as a financing vehicle is derived largely from the Marks-
Roos Act (California Government Code Section 6584 et seq.). Under the Marks-
Roos Act, JPAs have a variety of powers designed to enable them to assist in the
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financing of “public capital improvements” (a broadly defined term). These powers
include the power to buy, sell, and lease property, issue revenue bonds, and buy
and sell local agency bonds and other debt obligations. Several financing JPAs with
statewide scope have been established to assist borrowers by issuing bonds on a con-
duit basis. Financing JPAs are also often formed by a governmental entity to assist
in its financings through a JPA agreement between it and a separate entity governed
by its governing board, such as a JPA formed through a JPA agreement between a
city and its housing authority. This is referred to as a “captive JPA.”

One use of a financing JPA is to pool credits. If, for example, a governmental
agency was issuing debt payable from separate enterprises, the debt could be sold
to the JPA, which would issue bonds backed by an undivided interest in all of
the debt. JPAs can also be used for pool financings for multiple governmental
entities. See Section 3.7.7. Pool Bonds. A financing JPA can also issue lease or

installment sale revenue bonds instead of COPs. The governmental entity could,
for example, enter into a lease or installment sale agreement with the JPA, which
would issue bonds backed by the entity’s payments under the lease or installment
sale agreement. See Section 3.3.9, Conduit Revenue Bonds and Section 3.6.4,

Joint Powers Agency or Authority (JPA) Bonds and Other Issuances. Finally, a
financing JPA can be used to avoid limitations in bond statutes. Competitive sale
requirements, for example, can be avoided by selling bonds to the JPA for resale
to the underwriters at a negotiated sale.

3.9 STATE FINANCINGS

The State of California uses a variety of financing vehicles. These have included
financings as complex as warrant issuances and asset and tax revenue securiti-
zations but the most commonly used tools are State GO bonds, lease revenue
bonds issued by the State Public Works Board payable from lease payments made
by state departments and agencies, and revenue anticipation notes. State enter-
prise departments generally finance facilities and programs through the issuance
of obligations payable from enterprise and program revenues.

3.9.1 State General Obligation Bonds

State GO bonds are issued under a voter-approved bond act authorizing the
issuance of bonds up to a stated amount for described purposes adopted in ac-
cordance with California Constitution Article XVI, Sections 1 and 2, the State
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General Obligation Bond Law (California Government Code Section 16720 et
seq.), and a bond resolution. The timing of the bond sales is determined by the
State Treasurer. Each bond act provides that the State will collect annually in the
same manner and time that it collects other State revenue an amount sufficient

to pay principal of and interest on the related series of GO bonds in that year.

Each bond act further provides that the bonds issued under it “shall be and con-
stitute a valid and binding obligation of the State of California, and the full faith
and credit of the State is hereby pledged for the punctual payment of the princi-
pal of, and interest on, the bonds as the principal and interest become due and
payable.” The pledge of the full faith and credit of the State does not create a lien
on any particular moneys in the State General Fund or any other assets of the
State but is an undertaking by the State to be irrevocably obligated in good faith
to use its taxing powers as may be required for the full and prompt payment of
the principal of and interest on all State GO bonds as they come due. Only Cali-
fornia Constitution Article XVI, Section 8 (which says that the State will first set
aside money to support the public school system and public institutions of higher
education) creates a higher priority for any State fiscal obligation.

State GO bonds are issued for a wide variety of purposes and, because they
are supported by the financial resources and taxing power of the State, provide
low-cost, long-term, fixed-rate financing. State GO bonds differ from the local
government GO bonds described above in Section 3.3.1. Local Agency General

Obligation Bonds, in two critical respects: (1) State GO bonds are payable from
State general funds, not ad valorem property tax revenues; and (2) unlike the
authorization of an increase in ad valorem property tax rates inherent in voter
approval of local agency GO bonds, the authorization of State GO bonds does
not create an additional source of revenues. If the facilities or program financed
with State GO bonds generates revenues, however, the revenues may be applied
to the bond payments, making the State’s GO credit more a guarantee than a
primary source of payment.

3.9.2 State Public Works Board Lease Revenue Bonds

The California State Public Works Board issues lease revenue bonds under the
State Building and Construction Act of 1955 (California Government Code Section
15800 et seq.) to finance capital improvement projects for “state agencies,” defined
as state offices, officers, departments, divisions, bureaus, boards, commissions, or-
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ganizations, and agencies. State Public Works Board lease revenue bonds are pay-
able from base rental payments made by the state agencies for whom the financings
are done under leases of the financed facilities to the respective state agencies and
are additionally secured by a master debt service reserve fund. State agencies make
rental payments from funds authorized for that purpose in the state budget, so the
ultimate source for the payment of State Public Works Board lease revenue bonds is
the State’s general fund. The leases are structured to satisfy the requirements of the
Lease Exception to the constitutional debt limit, including rental abatement if the

state agency does not have use and occupancy of the leased facilities. See Section

1.2.4.3, Lease Exception (the “Offner-Dean Lease Exception”).

3.9.3 Revenue Anticipation Notes

The State issues revenue anticipation notes (RANs) to manage cash flow. The
RAN’s provide funds for expenditures early in a fiscal year and are paid from tax
and other revenues received by the State later in the fiscal year. RANs are issued
under California Government Code Section 17300 et seq. and a resolution ad-
opted by the State Treasurer, are approved by the State Controller and the State
Director of Finance, and may be issued as either fixed-rate or variable-rate obliga-
tions. RANs must mature within 120 days of the end of the fiscal year and they
satisfy the Current Fiscal Year Exception to the constitutional debt limit because
the State’s payment obligation is limited to unapplied money for the fiscal year
in which the notes are issued. See Section 1.2.4.1, Current Fiscal Year Exception.

“Unapplied money” means money in the State General Fund for which pay-
ment warrants have not been drawn, subject to a priority for amounts needed to
support the State’s school system and public institutions of higher education, to
pay the principal of and interest on State GO bonds and notes and to reimburse
internal borrowings for the General Fund from other State funds to the extent
required by law.

3.9.4 Financings for State Enterprises

State enterprises such as the California Department of Water Resources,
Housing Finance Agency, and Department of Veterans Affairs CalVet Home
Loan Program issue bonds and notes payable from enterprise revenues. These
obligations are not payable from the State’s general funds and satisfy the
requirements of the special fund debt limit exceptions. See Section 1.2.4.4,

Special Fund Exception.
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Under the Internal Revenue Code of 1986 (Tax Code) and regulations adopted
by the Internal Revenue Service (IRS) pursuant to the Tax Code (Regulations),
the interest on bonds issued by a state or local government is generally excluded
from gross income for federal income tax purposes. For purposes of the Tax Code
(and as used in this chapter), the term “bond” means any evidence of indebted-
ness, including notes or financing leases (which are treated as instaliment sale
agreements for federal income tax purposes). These bonds are often referred to
as being “tax exempt” or as bearing tax-exempt interest, which generally means
that investors in tax-exempt bonds will not pay federal income tax on the inter-
est they receive as a bondholder.! As a result, investors will purchase the bonds at
a lower interest rate than if interest on the bonds were taxable, reducing the cost
of borrowing for state or local governmental issuers. Although the interest on the
bonds is tax-exempt, the interest may be taken into account in determining other
federal income tax consequences, such as the alternative minimum tax, interest
expense deductions, and taxation of social security benefits. Further, bondholders
may experience a taxable gain upon the sale or disposition of a bond.

The federal income tax exemption for bonds is an indirect federal subsidy to state
and local governmental issuers. Federal subsidies of debt can take forms other
than tax exemption. For example, “tax credit” bonds allow the bondholders to take

' Investors as discussed here include lenders who may finance tax-exempt loans or leases.
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credits against their other tax liabilities, and “direct subsidy bonds” provide for pay-
ment of an amount equal to a percentage of the interest cost of the bonds directly
to the governmental issuer of these bonds (e.g., Build America Bonds). Although
such programs require satisfaction of additional or alternative conditions, most of
the requirements are similar to the requirements for tax-exempt bonds discussed
in this chapter. New issues of tax credit and direct subsidy bonds were, however,
eliminated by the 7ax Cuts and Jobs Act of 2017* enacted in December 2017.

Although Section 103 of the Tax Code provides a general rule that interest on
state or local bonds is excludable from gross income for federal tax purposes,
there are numerous specific requirements that must be met in order for bonds
issued by state or local governments to qualify as tax-exempt. These requirements
tend to fall into three broad categories, characterized by the following questions:

1. What will the proceeds of the bonds finance, and how will that bond-
financed project be used? Bonds that finance a capital project that will be
owned, leased, or otherwise used by a private business will generally be
private activity bonds that will not qualify as tax-exempt bonds, unless the
project and the bonds meet the specific requirements for gualified private

activity bonds.

2. How will the proceeds of the bonds be invested until spent on the project?
The purpose of these restrictions is to prevent state and local governments
from borrowing at a federally tax-exempt interest rate and investing the pro-
ceeds at a higher rate. There are several exceptions that allow proceeds to be
freely invested for a period of time after issuance, but if the restrictions are not
met, bonds will be classified as “arbitrage bonds” and will not be eligible for
tax exemption.

3. Do the bonds meet the other substantive and procedural federal income tax
requirements? Both the Tax Code and Regulations impose other requirements
for bonds to be qualified as tax-exempt bonds, including that debt service on

the bonds cannot be federally guaranteed and an information return (Form
8038 or 8038-G) must be filed for the bonds.

2

Although originally introduced as the Tax Cuts and Jobs Act of 2017, that title was not in-
cluded in the final enacted legislation but continues to be a colloquial reference. The official
title of the tax reform legislation (Public Law 115-97) is An Act to provide for reconciliation
pursuant to titles Il and V of the concurrent resolution on the budget for fiscal year 2018.
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covering the federal income tax requirements for issuance of tax-exempt bonds.
BACK
ROUTE TO FEDERAL INCOME TAX EXEMPTION

Bonds must be issued by a state or a political subdivision of a state. (See
Section 4.2)

Bonds must be “debt” under general federal tax law principles. (See
Section 4.3)

Bonds must finance capital expenditures or cash flow working capital
borrowings. (See Sections 4.4 and 4.5)

Bonds must not be an issue of private activity bonds unless qualified
private activity bonds. (See Sections 4.6 and 4.7)

Bonds must not be an issue of arbitrage bonds. (See Section 4.8)

Bonds must satisfy other Code requirements. (See Chapter 8, Post-Issu-
ance Debt Management Requirements, Including Tax Compliance and On-

going Disclosure Obligations and Chapter 9, Investment of Bond Funds)

Bond issuer must satisfy Code procedural requirements. (See Chapter
8. Post-lssuance Debt Management Requirements, Including Tax Compli-

ance and Ongoing Disclosure Obligations and Chapter 9, Investment of
Bond Funds)

41 CALIFORNIA TAX EXEMPTION

State statutes providing for the issuance of bonds generally provide for the
exemption of interest on the bonds from State of California personal income
taxes, regardless of the federal income tax status of the bonds. Article XIII, Sec-
tion 26(b) of the California Constitution, moreover, expressly provides, “Inter-
est on bonds issued by the State or a local government in the State is exempt
from taxes on income.” Although interest on bonds issued by California public
agencies is exempt from State of California personal income taxes, it is not ex-
empt from other taxes such as corporate taxes. In addition, bondholders may
experience other tax consequences, such as a taxable gain upon the sale or dis-
position of a bond.
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4.2 OBLIGATIONS OF A STATE OR A
POLITICAL SUBDIVISION

4.21 General

Generally, interest on obligations issued by a state (including the District of Co-
lumbia and any possession or territory of the United States) or political subdivi-
sion thereof (also referred to as a “state or local governmental unit”) is excluded
from gross income for federal income tax purposes subject to the satisfaction
of certain requirements under the Tax Code and Regulations. In addition, tax-
exempt obligations may be issued by certain other entities and will be treated as
tax-exempt obligations issued “on behalf of” a state or local governmental unit.

4.2.2 Political Subdivision - Sovereign Powers Requirement

For purposes of the Tax Code, a political subdivision is any division of a state
or local governmental unit that is a municipal corporation or that has been del-
egated the right to exercise part of the sovereign power of the unit. The three gen-
erally recognized sovereign powers are power to tax, power of eminent domain,
and police power. Although it is not necessary that all three sovereign powers
be delegated, possession of only an insubstantial amount of any or all sovereign
powers is not sufficient. When determining whether an entity is a division of a
state or local government, all of the facts and circumstances are relevant, includ-
ing the extent to which the entity is controlled by the state or local government
and motivated by a wholly public purpose.

4.2.3 “On Behalf of’ Issuers

An entity that is not itself a state or political subdivision may still issue tax-exempt
obligations if it is deemed to be issuing such obligations “on behalf of” a state or
local governmental unit. “On behalf of” issuers include constituted authorities,

“63-20 corporations,” and other issuers. The sections below described these “on
behalf of” issuers.

4.2.3.1 CONSTITUTED AUTHORITIES

A constituted authority is an entity that is formed under state law and is spe-
cifically authorized by state law to issue bonds on behalf of a state or a political
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subdivision of a state to further public purposes. In general, for an entity to be

treated as a constituted authority the following must be true:

1.

The entity must have been formed with the approval of the state or political
subdivision on behalf of which it is intending to issue bonds.

The governing board of the entity must be controlled by the governing body
of the applicable state or political subdivision.

. 'The entity must have the power to acquire, finance, lease, and sell property

and to issue bonds in furtherance of its purposes.

Debt service on bonds must be payable from revenues of the entity and the
applicable state or political subdivision must not be liable to bondholders for
payments of debt service (although the entity’s revenues may be entirely de-
rived from payments made by the applicable state or political subdivision).

. 'The entity is a nonprofit or state agency and earnings cannot benefit pri-

vate persons.

Upon dissolution, title to all bond-financed property must revert to the ap-
plicable state or political subdivision.

4.2.3.2 63-20 CORPORATIONS

A 63-20 corporation is an entity formed under general state nonprofit corpora-

tion law. It is typically used when state law does not specifically authorize the

formation of entities that would otherwise qualify as constituted authorities (as

described in Revenue Ruling 63-20). For an entity to qualify as a 63-20 corpora-

tion, certain criteria must be satisfied, including the following:

1.

2.

The corporation must engage in activities that are essentially public in nature.

The corporation must be organized under the applicable state’s general non-
profit corporation law.

. 'The corporate income must not benefit any private person.

The state or political subdivision thereof must have a beneficial interest in
the corporation while the debt is outstanding, which can be shown in various
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ways, including the state or political subdivision having exclusive possession
and use of the property financed by the obligations.

5. Once the debt is retired, the state or political subdivision must obtain legal
title to the property for which the indebtedness was incurred.

6. 'The state or political subdivision must approve both the corporation and the
specific obligations to be issued by the corporation.

4.2.4 Other Issuers

Other entities that are authorized to issue tax-exempt bonds for certain purposes
include Indian tribal governments, volunteer fire departments, and a corporation

issuing qualified scholarship funding bonds.

4.3 WHAT IS AN ISSUE OF DEBT?

For interest on a bond to be tax-exempt, the bond must be debt under general
federal tax law principles. Debt may take a variety of forms; generally, “debt”
means an obligation to make payments on borrowed money. For federal tax law
purposes, an obligation such as a lease may be treated as “debt.” even though it is
not a debt for purposes of the California Constitution. A separately stated inter-
est component, however, is generally a minimum requirement. Conversely, an
obligation in the form of debt (e.g., a subordinate note) may be treated for tax
purposes as equity and not debt if there is not a reasonable expectation that the
principal and interest on the debt instrument will be paid when scheduled.

In general, the various federal tax limitations and requirements apply in the ag-
gregate to an “issue” of bonds rather than separately to individual bonds. In
other words, to determine whether bonds meet the applicable federal income tax
requirements, one must first determine which bonds are part of the same issue in
order to evaluate the requirements for that issue. In general, bonds will be treated
as part of the same issue if the bonds are sold at substantially the same time (i.e.,
less than 15 days apart), are reasonably expected to be paid from substantially the
same source of funds, and are sold under the same plan of finance (which is based
on various factors including the purposes for the bonds and the structure of the
financing). These rules apply for federal income tax purposes and may result in
bonds issued as separate series or even under separate indentures being treated
as a single issue. A single issue can include bonds of different tax classifications.
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4.4 CAPITAL EXPENDITURE FINANCINGS

Proceeds of tax-exempt bonds are most commonly applied to finance capital costs
associated with the acquisition, construction, or improvement of a capital proj-
ect. For federal income tax purposes, except for cash flow borrowings (described
below) and certain other limited situations, proceeds of tax-exempt bonds will
only be treated as spent when used to finance or reimburse capital expenditures.
The federal income tax analysis is based on whether the costs would be treated as
capital expenditures (or would be treated as capital expenditures if a proper fed-
eral income tax election was made) under general federal income tax principles.
In general, costs incurred to acquire, construct, or improve land, buildings, and
equipment are capital expenditures. In certain cases, the federal income tax treat-
ment of costs as capital expenditures may differ from the state law or financial

accounting treatment Of COsSts.

4.41 Issue Sizing and Term

OVERBURDENING RESTRICTIONS - The Tax Code and the Regulations prohibit
the issuance of debt by public agencies that may “overburden” the tax-exempt
bond market. Prohibited practices include issuing more bonds or issuing
bonds earlier/allowing bonds to remain outstanding longer than is otherwise
reasonably necessary to accomplish the governmental purposes of the bonds.
When determining whether an action overburdens the tax-exempt bond mar-
ket, an important factor is whether that action would reasonably be taken
to accomplish the governmental purpose of the issue if interest on the issue
were not tax-exempt. Factors evidencing an over-issuance of bonds include
the issuance of bonds for which the proceeds are (1) reasonably expected to
exceed (by more than a minor portion) the amount necessary to accomplish
the governmental purposes of the issue or (2) in excess of the amount of
sale proceeds allocated to expenditures for the governmental purposes of
the issue. The fact that the bonds do not qualify for a “temporary period,” as
discussed in Section 4.8.4.1, Initial Temporary Period, may be evidence of an

early issuance. Bonds with a term that exceeds 120% of the average reason-
ably expected economic life of the financed capital projects may be evidenc-
ing of the fact that the bonds may remain outstanding longer than necessary.
These factors may be outweighed by other factors, however, such as bona fide
cost underruns and long-term financial distress.
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HEDGE BOND RESTRICTIONS - In general, a bond is not tax-exempt if it is a
hedge bond, which means any bond issued as part of an issue, unless the issuer
reasonably expects both of the following:

* To spend at least 85% of the proceeds of the bonds on the governmental proj-
ects for which the bonds were issued within 3 years

* To invest no more than 50% of the proceeds in “non-purpose” investments
(investment securities purchased with bond proceeds before expenditure of
the proceeds on their ultimate use) with a substantially guaranteed yield for 4
years or more

In the case of a refunding transaction, the hedge bond analysis for the refunding
bonds looks to the expectations at the time of issuance of the refunded bonds.

These expenditure requirements do not apply if 95% of the net proceeds of the
bonds are invested in other tax-exempt bonds that are not subject to the AMT
until such proceeds are expended. A hedge bond may still qualify as tax-exempt
if the following are true:

1. At the time of issuance of the bonds, the issuer reasonably expects that:
e 10% of the proceeds of the issue will be spent for the governmental pur-

poses of the issue within 1 year from the date of issuance; and

* 30% of the proceeds of the issue will be spent for the governmental pur-
poses within 2 years; and

e 60% of the proceeds of the issue will be spent for the governmental pur-
poses within 3 years; and

e 85% of the proceeds of the issue will be spent for such purposes within 5
years; and

2. At least 95% of the reasonably expected legal and underwriting costs of issu-
ance are paid no later than 180 days following the date of issuance, and the
payment of legal and underwriting costs are not contingent.

4.4.2 Costs of Issuance

Costs incurred in connection with issuing bonds, such as underwriters’ discounts
or fees, bond counsel and other legal fees, consultants’ fees, trustee’s fees, rating
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agency fees, and other similar fees and costs, may be financed with proceeds of
the bonds. However, most qualified private activity bonds (as described further
below) are subject to a restriction that no more than 2% of the proceeds may
be used to pay costs of issuance. Tax-exempt bond proceeds may also be used to
pay municipal bond insurance premiums, letter of credit fees, liquidity fees, and
certain fees associated with interest rate swaps or similar hedging instruments.

4.4.3 Capitalized Interest

For new money transactions, the issuer may use bond proceeds to pay interest
on the bonds starting on the issue date and ending on the later of 3 years from
that date or 1 year after the date on which the project is placed in service. This is
called capitalizing interest or interest costs. For qualified private activity bonds
(described further below), however, only interest that accrues before the date
the project is placed in service is treated as a qualifying cost for purposes of the
bonds, which may limit the amount of interest that can be financed.

4.4.4 Reserves

Tax-exempt bond proceeds can also be used to fund a debt service reserve fund
(DSRF) securing the payment of debt service on the bonds if it is a “reason-
ably required reserve or replacement fund.” A DSRF amount will generally be
considered to be a reasonably required reserve fund or replacement fund only if
the amount is limited to the lesser of (1) maximum annual principal and inter-
est requirements on the issue, (2) 10% of the principal amount of the issue, or
(3) 125% of the average annual principal and interest requirements on the issue.
Other reserves, such as an operating reserve, may be funded with bond proceeds
in limited situations.

4.4.5 Reimbursement of Prior Expenditures

An issuer may often initially finance costs associated with a project out of its
general fund or out of restricted funds in anticipation of being reimbursed
from proceeds of a future bond issue. For the proceeds of the bonds to be used
to reimburse costs paid before issuance of the bonds, (1) the issuer must adopt
a declaration of “official intent” for the original expenditure no later than 60
days after payment of the original expenditure, (2) the original expenditure
generally must be a capital expenditure (although certain other expenditures
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may be eligible for reimbursement), and (3) the reimbursement (i.e., issuance
of the bonds and allocation of the proceeds to the initial costs) generally must
be made not later than 18 months after the later of the date the original ex-
penditure is paid, or the date the project is placed in service or abandoned, but
in no event more than 3 years after the original expenditure is paid. However,
these timing requirements are modified such that (a) for certain small issu-
ers, the reimbursement must be made no later than 3 years after the date the
original expenditure is paid and (b) on projects for which both the issuer and
a licensed architect or engineer certify that at least 5 years are necessary to
complete construction, the issuer may reimburse expenditures for up to 5 years
after the original expenditure is paid.

An “official intent” is an issuer’s declaration of intent to reimburse an expenditure
(initially made from its own funds) with the proceeds of a debt obligation. The
official intent of an issuer to reimburse expenditures from bond proceeds may be
made in any reasonable form, including (1) a resolution of the issuer, (2) action
by an appropriate representative of the issuer (e.g., a person authorized or desig-
nated to declare official intent on behalf of the issuer), or (3) specific legislative
authorization for the issuance of obligations for a particular project.

The official intent must generally describe the project for which the original
expenditure was paid and must state the maximum principal amount of obli-
gations expected to be issued for the project. A project includes any property,
project, or program (e.g., highway capital improvement program, school build-
ing renovation, water facility capital improvement program, computer equip-
ment acquisition, or treatment plant construction). Deviations between the
project description in the official intent and the actual project financed with
the reimbursement bonds will not invalidate the official intent to the extent
that the actual project is reasonably related in function to the described proj-
ect. On the date of declaration of official intent, the issuer must have a reason-
able expectation that it will reimburse the original expenditure with proceeds
of a bond issue. Official intent declared as a matter of course or in amounts
substantially in excess of the amounts expected to be necessary for the project
(e.g., blanket declarations) are not reasonable. Similarly, a pattern of failure to
reimburse actual original expenditures covered by an official intent is evidence
of unreasonableness.

The official intent requirement and the reimbursement period requirement do
not apply to costs of issuing any bond or to an amount up to the lesser of
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$100,000 or 5% of the proceeds of the bond issue. In addition, the require-
ments do not apply to preliminary expenditures of up to 20% of the aggregate
issue price of the issue(s) that finance—or are reasonably expected by the issuer
to finance—the project accounting for the preliminary expenditures. Prelimi-
nary expenditures include architectural, engineering, surveying, soil testing,
reimbursement bond issuance costs, and similar costs that are incurred be-
fore commencement of acquisition, construction, or rehabilitation of a project,
other than land acquisition, site preparation, and similar costs incurred at the

start of construction.

If an issuer satisfies the reimbursement guidelines described above, the bond pro-
ceeds will be deemed expended for tax purposes upon requisition by the issuer
and the reimbursed funds will be no longer be treated as proceeds of the bonds,
and instead will be treated as revenues (or restricted funds, as the case may be)
of the issuer. If the reimbursement guidelines are not satisfied, bond proceeds
disbursed to the issuer for prior expenditures will not be treated as spent for tax
purposes and instead will still be treated as unspent proceeds, which may prevent
the bonds from qualifying as tax-exempt bonds.

4.5 CASH FLOW BORROWINGS

“Cash flow” is the movement of monies “in” (revenues) and “out” (expenditures)
of a fund. Public agencies may find themselves temporarily short of cash to fi-
nance operations and may need to address the shortfall with a short-term financ-
ing called a “cash flow borrowing.”

In general, proceeds of tax-exempt bonds may not be used to finance working
capital expenditures. Any cost that is not a capital expenditure is a working capi-
tal expenditure (e.g., current operating expenses). Proceeds of an issue of tax-
exempt bonds may, however, be allocated to working capital expenditures (and
therefore be deemed spent for tax purposes) as of any date that the issuer’s work-
ing capital expenditures exceed its “available amounts.” Available amounts mean
any amount that is available to an issuer for working capital purposes of the type
being financed by the bond issue. Available amounts may include cash, invest-
ments, and other amounts held in accounts or otherwise by the issuer or a related
party if those amounts may be used by the issuer for working capital expenditures
of the type being financed by the issue without legislative or judicial action and
without a legislative, judicial, or contractual requirement that those amounts be
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reimbursed. In general, an issuer will have no available amounts on a date on
which it has a cash flow deficit.

Public agencies may generally issue tax and revenue anticipation notes (TRANS)
or revenue anticipation notes (RANs) to finance working capital expenditures
during periodic cash flow deficits. Deficits may result from a temporary mis-
match of revenues and expenses within a fiscal period and the size of a TRAN or
RAN borrowing is generally limited to the amount of the anticipated deficit over
the course of the fiscal period. Issuers may keep any arbitrage earnings generated
by the investment of the TRAN or RAN proceeds provided that the issue is sized
so that all of the TRAN or RAN proceeds are reasonably expected to be expended
on working capital expenditures within 13 months of the issue date. See Section
3.3.4. TRANs and RANSs.

TRANs and RANSs are generally short-term cash flow borrowings. Long-term
working capital borrowings (long-term bonds issued to finance cash flow bor-
rowings or judgments) are more challenging to finance, but long-term working
capital financing may be available if the issuer’s general fund is expected to have
a persistent cash flow deficit.

4.6 GOVERNMENTAL BONDS/PRIVATE ACTIVITY BONDS

Public agencies commonly finance facilities owned, operated or used by them
through the issuance of governmental bonds. In general, governmental bonds
can finance any type of project—roads, schools, administrative buildings, water
systems, power plants, and similar—as long as the bonds and the financed project
do not satisfy the private activity bond tests described below (the “Private Activ-
ity Bond Tests”), either at the time of issuance of the bonds or at any time while
the bonds are outstanding. Bonds that meet the Private Activity Bond Tests will
be private activity bonds and will be taxable unless they meet the requirements
for qualified private activity bonds, such as qualified 501(c)(3) bonds or exempt
facility bonds. See Section 4.7, Qualified Private Activity Bonds. The private ac-

tivity bond tests are intended to limit the situations in which tax-exempt bonds
may be used to finance projects used in the trade or business of nongovernmental
persons, which would result in transferring the benefits of tax-exempt financing
to a nongovernmental person. Projects that are directly used by a state or local
government (and not by a nongovernmental person), or by the public generally,

. <« »
are referred to as having “governmental use.
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Bonds will NOT meet the Private Activity Bond Tests and therefore will consti-
tute governmental bonds if both of the following are true:

1. No more than 10% (or $15 million, if less) of the proceeds of the bond issue
or the bond-financed property are used directly or indirectly in trades or busi-
nesses carried on by persons other than a state and local governmental unit
(the “Private Business Use Test”).

2. The amount of revenues derived (directly or indirectly) from the trade or busi-
ness use and payments or property used in the trade or business that secure
the bond issue total no more than 10% (or $15 million, if less) of the debt
service on the bond issue (the “Private Security or Payment Security Test”).

Together the two above tests are called the “Private Business Tests.”

The Private Business Use Test threshold is reduced to 5% in the case of a private
business use that is (1) unrelated to any governmental use also being financed
with the issue, or (2) disproportionate to the related use being financed. Bonds
will also be treated as private activity bonds if the lesser of 5% or $5 million of the
proceeds of the issue are used to make loans to persons other than state or local
governmental units (the “Private Loan Test”).

Generally, the determination of whether an issue of bonds is an issue of private
activity bonds is based upon the issuer’s reasonable expectations as of the date
the bonds are issued. With certain limited exceptions, it is important that issuers
reasonably expect to own and use a bond-financed project for the shorter of the
following periods:

* 'The entire economic useful life of the financed project

¢ The term of the bonds

Notwithstanding an issuer’s reasonable expectations of governmental use, certain
deliberate actions taken after issuance by an issuer or independent actions by third
parties may cause the Private Business Use Tests or the Private Loan Test to be satis-

fied with respect to an issue. See Section 8.3.3. Monitoring Use of Bond-Financed

Property and Section 8.3.7, Changes in Use of Bond-Financed Property. It is also
important for the issuer to track and maintain records with respect to how bond
proceeds have been spent or allocated. See Section 8.3.2, Tracking and Allocating

Bond Proceeds.
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4.6.1 Private Business Use

Private business use is the direct or indirect use of bond proceeds or bond-financed
property in the trade or business of a nongovernmental person. Private business
use by a nongovernmental person may arise as a result of, among other things
(1) ownership (determined in accordance with federal income tax principles), (2)
actual or beneficial use of property under a lease (determined in accordance with
federal income tax principles), (3) management or services contracts, (4) output

contracts, or (5) research agreements.

In addition, other arrangements that convey similar special legal entitlements
to a nongovernmental person for the beneficial use of bond proceeds or bond-
financed property will result in private business use. For financed property that is
not available for use by the general public, private business use may result from a
special economic benefit to one or more nongovernmental persons, even if those
nongovernmental persons have no special legal entitlement to use the property.
In determining whether a special economic benefit exists, all of the facts and
circumstances must be considered, including whether (1) the financed property
is functionally related or physically near to the property used in the trade or busi-
ness of a nongovernmental person, (2) only a small number of nongovernmental
persons receive the actual benefit, and (3) the cost of the financed property is
treated as depreciable by any nongovernmental person.

Use by an employee of the issuer or an individual who is not carrying on a trade
or business is not private business use. Use of financed property as a member of
the general public is not treated as private business use. Use by a nongovernmen-
tal person of financed property in its trade or business will be treated as general
public use if the property is intended to be available and is in fact reasonably
available for use on the same basis by natural persons not engaged in a trade or
business. Arrangements that convey priority rights or other preferential benefits
are not use on the same basis as the general public. An arrangement providing for
use by the general public at no charge or at generally applicable and uniformly
applied rates does not convey priority rights or other preferential benefits, even
if different rates apply to different classes of users (such as volume purchasers) if
such differences are customary and reasonable, or a special rate arrangement is
negotiated, but only if the user is prohibited by federal law from paying the gen-
erally applicable rates, and the established rates are as comparable as reasonably
possible to the generally applicable rates.
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By way of example, if a bond-financed water system provides water to residenc-
es and private businesses and both the residences and the private businesses are
charged a uniform rate for water services, purchases of water by the residences
and businesses will be viewed as use by members of the general public and
therefore not private business use. Conversely, if an issuer provides water to pri-
vate businesses through “take or pay contracts” or similar output-type contracts
or on a basis other than the basis on which the service is provided to members
of the general public under contracts fixing quantity and price, the use and the
related payments will be private business use. A similar analysis would apply in
the case in which an issuer is seeking to supply water through its bond-financed
facility to several water wholesalers or retailers for distribution. If any of the
wholesalers or retailers (or any of the entities that purchase water from them)
are not state or local governmental units, the issuer must analyze the amount of
private trade or business use as well as any related payments generated by the

water sales.

4.6.1.1  DE MINIMIS PRIVATE BUSINESS USE EXCEPTIONS

Short-term arrangements for the use of bond-financed property by a nongovern-
mental user will not be considered private business use if the following require-
ments are satisfied:

*  100-Day Arrangements. (1) The term of use under the arrangement (including
all renewal options) is no longer than 100 days; (2) the arrangements would
be treated as general public use, except that it is not available for use on the
same basis by natural persons not engaged in a trade or business because gen-
erally applicable, uniformly applied rates are generally not available to those
persons; and (3) the property is not financed for the principal purpose of pro-
viding that property for use by that nongovernmental person. This exception
is available for facilities that are not available for general public use, such as
short-term housing of federal prisoners in a bond-financed facility.

*  50-Day Arrangements. (1) The term of use under the arrangement (including
all renewal options) is no longer than 50 days; (2) the arrangement is a ne-
gotiated arm’s-length transaction, with fair market value compensation; and
(3) the property is not financed for the principal purpose of providing that
property for use by that nongovernmental person. This exception allows for
negotiation of specific arrangements for short-term use.
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Use by Agents. Use of proceeds by nongovernmental persons solely in their

capacity as agents of a governmental person

Use Incidental to Financing Arrangements. Use by a nongovernmental person
that is solely incidental to a financing transaction or arrangement (e.g., bond
trustees, loan services)

Temporary Use by Developers. Temporary use during initial development by a de-
veloper of an improvement that carries out an essential governmental function,
if (1) the issuer and the developer reasonably expect on the issue date to proceed
with all reasonable speed to develop the improvement and the benefited property,
and to transfer the improvement to a governmental person; and (2) the improve-
ment is in fact transferred promptly after the benefitted property is developed

Incidental Use. Incidental use (e.g., pay telephones, vending machines, ad-
vertising displays, use for television cameras) up to 2.5% of the proceeds of
a bond issue used to finance the facility will be disregarded if (1) except for
vending machines, pay telephones, kiosks and similar uses, the use does not
involve the transfer of possession and control of spaces that is separated from
other areas of the facility by walls, partitions or other physical barriers; (2) the
non-possessory use is not functionally related to any other use of the facility
by the same nongovernmental person (other than a different non-possessory
use); and (3) all non-possessory uses of the facility do not, in the aggregate,
involve the use of more than 2.5% of the facility

Qualified Improvements. This exception applies to proceeds used for improve-
ments of existing governmentally owned buildings where the building already
has some private business use. Proceeds used for improvements of governmen-
tally owned buildings (including land functionally related and subordinate to
the building) will not be treated as having private business use if (1) the building
was placed in service more than 1 year before the construction or acquisition
of the improvement is begun, (2) the improvement is not exclusively for any
private business use, (3) no portion of the improved building or any payments
in respect of the improved building are taken into account under the private
security test, and (4) no more than 15% of the improved building is used for a
private business use. For example, this exception would apply to proceeds spent
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on seismic improvements to existing governmental buildings, where the build-
ings might have some amount (less than 15%) of current private business use.

4.6.1.2 MEASUREMENT OF PRIVATE BUSINESS USE

The Regulations provide a complex method for measuring the amount of private
business use of a bond-financed project. In general, however, the amount of pri-
vate business use is based on the average amount of private business use during
each 1-year period, averaged over the period beginning on the earlier of the bond
issue date or the date the project was placed in service and ending on the earlier
of the bond maturity date or the end of the expected economic life of the project.
The maturity date of the bonds is subject to adjustment if either the issuer expects
to refund the bonds with longer-term bonds or the issuer expects to redeem the
bonds before their scheduled maturity date.

If private business use is reasonably expected to have a greater fair market value
than the government use, the average amount of private business use must be de-
termined according to the relative (according to the facts and circumstances) rea-
sonably expected fair market values of use rather than another measure, such as
average time of use. The amount of private business use of common areas within
a bond-financed facility is based on a reasonable method that properly reflects the
proportionate benefit to be derived by the users of the facility, and neutral costs
paid with bond proceeds (costs of issuance, investments in reserve or replacement
fund, qualified guarantee, or qualified hedge fees), are allocated according to this
method among the other purposes for which bond proceeds are used.

4.6.1.3 MANAGEMENT, OPERATING, AND SERVICE CONTRACTS

Private business use can also arise through contracts allowing private parties to earn
fees through the management and operation of governmentally owned facilities.
Whether or not a management contract results in private business use depends on
all of the facts and circumstances, but the IRS has provided safe harbor guidance’
for “qualified management contracts” that will not be treated as resulting in private

business use.

3 The Municipal Securities Rulemaking Board — Glossary of Municipal Securities Terms defines
“safe harbor” as a “provision of a rule or regulation that outlines certain steps that, if fol-
lowed, will be viewed as compliant with the applicable portion of the rule or regulation.”
www.msrb.org/Glossary/Definition/SAFE-HARBOR.aspx
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A management contract will result in private use if compensation for servic-
es under the contract is based, in whole or in part, on a share of net profits
from the operation of the facility or will result in the service provider being
the lessee or owner of the bond-financed facility for federal income tax pur-
poses. Under new safe harbor guidance provided by the IRS in March 2017,
a management contract will not result in private business use if it complies

with the following requirements:

REASONABLE COMPENSATION - The fee paid to the service provider is reason-
able. Fees determined through a competitive process or fees within a normal

range for such services generally will be reasonable.

NO NET PROFITS - Compensation to the service provider cannot be based,
even in part, on the net profits of the financed project. This includes directly
sharing net profits, as well as designing incentives that are based on a com-
bination of gross revenues and expenses. Incentive compensation based on
performance metrics like quality of services or productivity is not necessarily
treated as a net profits incentive. Often, payments under management con-
tracts are split between (1) reimbursement for actual service provider costs, sub-
ject to the approval of annual budgets by the project owner, and (2) a separate
management fee. This type of structure can more easily qualify as a “qualified
management contract’ than an “all-in” compensation structure in which the
service provider is paid a comprehensive fee and is entirely responsible for pay-
ing all operating costs out of that fee. Even in the context of all-in contracts,
however, certain types of management fees (one or more of a capitation fee, a
periodic fixed fee, a per-unit fee, or a fee based on certain performance metrics)
are not considered to be net profits arrangements.

NO NET LOSSES - Compensation to the service provider cannot be based, even
in part, on the net losses of the financed project. The most common example of
a net losses problem is if the fee paid to the service provider is subordinate to the
payment of debt service and if the fee would never be paid if there were insuf-
ficient funds at the time the fee is due. Subject primarily to some timing limi-
tations, a solution can be for any unpaid fees to accrue with interest. A service
provider whose compensation is reduced by a stated dollar amount for failure to
keep the managed property’s expenses below a specified target will not be treated
as bearing a share of net losses as a result of this reduction. Like the net prof-
its prohibition, all-in contracts raise significant concerns, the reimbursement of
costs generally is ignored, and management fees that are capitation fees, periodic
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fixed fees, and per-unit fees are not considered to be net losses arrangements, even

in all-in management contracts.

TERM LIMITATION - The term of the management contract may not be longer than
the lesser of 30 years or 80% of the remaining useful life of the financed project.
The useful life of a newly constructed project that consists primarily of building

construction or improvements should support a 30-year management contract.

CONTROL - The owner of the financed project (generally the issuer, or for quali-
fied private activity 501(c)(3) bonds described below, the 501(c)(3) owner) must
exercise control over the project. This control requirement is met if the project
owner approves (1) the annual operating budget, (2) any capital expenditures, (3)
the disposition of property, (4) the rates charged for the use of the bond-financed
facility, and (5) the general nature and type of use of the project. For manage-
ment contracts with cost reimbursement plus a management fee, these control
requirements should be satisfied under typical practices.

RISK OF LOSS - The service provider cannot be responsible for replacing the fi-
nanced project if there is a catastrophic loss.

SERVICE PROVIDER TAX POSITION - The management contract must state that the
service provider will not claim any depreciation or amortization deduction, invest-

ment tax credit, or deduction for any payment as rent with respect to the project.

LIMITATION ON RIGHTS - Finally, the service provider must not have a role or
relationship with the project owner, such as the chief executive officer of the
service provider being in a similar position with the project owner that, as a
practical matter, would limit the project owner’s rights to take action under the

management contract.

Certain types of agreements are generally not treated as management agreements
that give rise to private business use, including (1) a contract for services solely inci-
dental to the primary governmental functions of financed facility (for example, for
janitorial services, office equipment repair, hospital billing services, or similar ser-
vices); (2) the mere granting of admitting privileges by a hospital to a doctor (even
if conditioned on providing de minimis services) if those privileges are available to
all qualified physicians in the area consistent with the size and nature of the hospi-
tal; (3) contracts for the operation of facilities consisting predominately of public
utility property if the only compensation is the reimbursement of actual and direct
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expenses and reasonable overhead expenses of the service provider; (4) contracts for
services if the only compensation is the reimbursement of the service provider for
actual and direct expenses paid by the service provider to third parties.

Under certain circumstances, a management contract may be more properly
characterized a lease, particularly when considering (1) the degree of control over
the property that is exercised by a nongovernmental person and (2) whether a
nongovernmental person bears risk of loss of the financed property. A manage-
ment contract that is characterized as a lease for tax purposes will not be eligible
for the safe harbor for management contracts described above and would gener-
ally result in private business use.

4.6.1.4 OUTPUT FACILITIES

Output facilities, such as power generation or transmission facilities, raise com-
plex private use issues, especially if output is sold to investor-owned utilities or
other private users. “Private use” of such facilities is, moreover, limited to $15
million per project, even if the 10% test would allow greater private use. In gen-
eral, output facilities that are used solely for a state or local governmental utility’s
retail load and that are provided to customers under standard rates and charges,
will be treated as used for general public use and not for private business use.

4.6.2 Private Security or Payment Test

The Private Security or Payment Test is the second part of the Private Activity
Bond Tests. Both the Private Business Use Test and Private Security or Payment
Test must be satisfied for a bond to be a private activity bond. In other words, a
bond can qualify as a tax-exempt governmental bond if the Private Business Use
Test is met, or if the Private Security or Payment Test is met, but not if both tests
are met. In certain bond structures, it is clear that one of the tests will be met,
and the tax analysis for the bonds will focus on ensuring that the other test is not
met. For example, as described below, tax assessment bonds will generally meet
the Private Security or Payment Test, and as a result, it is necessary to ensure that
these bonds do not meet the Private Business Use Test.

As its name implies, the Private Security or Payment Test looks at the source of
the monies paid toward debt service (directly or indirectly) and the security pro-
vided for the bonds by nongovernmental persons. The Private Security or Pay-
ment Test is met if the aggregate present value of the private payments and pri-
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vate security exceeds 10% of the present value of the debt service on the bonds,
with certain adjustments. Present values are computed using the yield on the
bonds as a discount rate.

For purposes of the Private Payment or Security Test, the Regulations provide
that generally applicable taxes imposed at a uniform rate and applied to all per-
sons of the same classification in the jurisdiction are not taken into account.
For example, ad valorem property taxes are generally applicable taxes, and will
not be treated as private payments or private security. In addition, it is possible
to structure certain arrangements with payments in lieu of taxes or “PILOTs”,
which will be treated as generally applicable taxes and therefore not as private
payments or private security. However, in general, real property assessments,
Mello-Roos special taxes, and other payments for a special privilege granted or
service rendered are not generally applicable taxes and instead would be treated
as private payments or private security. As a result, bonds secured by such assess-
ments, taxes, or payments generally must be used for projects that do not meet
the Private Business Use Test in order to be issued as tax-exempt bonds.

PRIVATE SECURITY - The Regulations provide only limited guidance in interpret-
ing the private security provisions of the Private Payment or Security Test. In
general, to the extent that property is pledged as security for the payment of debt
service on the bonds, and that property is either (1) financed with proceeds of the
bonds and used for any private business use, or (2) provided by a nongovernmen-
tal user of proceeds of the bonds (or assets financed by the bonds), the property
will result in private security. For purposes of valuing the property to determine
the amount of private security, property used by nongovernmental persons is to
be valued at its fair market value (rather than its historical cost) as of the date
when the property first secures the bonds.

PRIVATE PAYMENTS - In general, the Regulations consider all payments to the is-
suer or to any related entity by any nongovernmental person that uses the bond
proceeds or bond-financed facilities as private payments, even if the payments are
made by nongovernmental persons who use the property as members of the gen-
eral public, to the extent the payments either (1) are to be used, directly or indi-
rectly, to pay debt service on the bonds, or (2) are to be made for bond-financed
facilities that are subject to private business use.

This is a broad definition of private payments. For example, if a bond-financed
hospital is managed by a nongovernmental person according to a contract that
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results in private business use (i.e., it is not a qualified management contract that
fits within the safe harbor from private business use), all payments made by the
public with respect to use of that hospital will be treated as private payments. Be-
cause of this broad definition of private payments, the tax analysis for tax-exempt
bonds often focuses primarily on ensuring that the Private Business Use Test is
not met. There are some exclusions for amounts that might otherwise be treated
as private payments. The amount of the private payments is decreased by the al-
locable operating and maintenance expenses paid by the issuer with respect to the
financed facilities. In addition, the amount of private payments is limited by the
amount of private business use of a project, such that a small amount of private
business use within a larger bond-financed project might not require all revenues
of that facility to be treated as private payments, but instead only the portion of

the revenues allocable to that private business use.

4.6.3 Private Loan Test

The Private Loan Test is met if more than the lesser of 5% or $5 million of the
proceeds of the issue is used to make or finance loans to nongovernmental per-
sons. A loan is any transaction that is characterized as a loan under general federal
income tax principles, and this tax analysis will be based on the substance of the
transaction rather than the particular form. For example, a lease or a manage-
ment contract might be considered a loan if federal tax ownership of the facility
is transferred to the lessee or manager. Likewise, an output contract might be
considered a loan if the agreement shifts significant burdens and benefits of own-
ership to the output purchaser.

Real property assessments and certain Mello-Roos special taxes may be treated for
federal income tax purposes as loans to the property owners. However, such “tax
assessment loans” will not be treated as loans for purposes of the Private Loan Test
as long as the loans arise from the imposition of a mandatory tax or other assess-
ment of general application, are imposed for the purpose of financing essential
governmental functions, and are applied on an equal basis to owners of property
benefitting from the financed improvements. While tax assessment loans will not
be treated as loans for purposes of the Private Loan Test, the payments made by
property owners may cause the bonds to meet the Private Security or Payment
Test. As a result, most special tax and assessment bonds are limited to financing
projects that do not meet the Private Business Use Test (e.g., public infrastruc-
ture) in order to qualify as tax-exempt.
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4.7 QUALIFIED PRIVATE ACTIVITY BONDS
4.71 Categories of Qualified Private Activity Bonds

Bonds that meet the Private Activity Bonds Tests will not be treated as govern-
mental bonds, and instead will be private activity bonds. The interest on private
activity bonds will not be tax-exempt unless the bonds meet the requirements to
be issued as qualified private activity bonds. Each type of qualified private activity
bonds is based on the specific type of facility to be financed or manner in which
the proceeds of the bonds are used. The types of qualified private activity bonds
include the following:

e Exempt facility bonds

* Qualified mortgage bonds (single-family mortgage revenue bonds)
* Qualified veterans mortgage bonds

* Qualified student loan bonds

* Qualified small-issue bonds

* Qualified redevelopment bonds

* Qualified 501(c)(3) bonds

4.711 EXEMPT FACILITY BONDS

Exempt facility bonds are bonds for which at least 95% of the net proceeds are to
be used to finance capital costs of one of the following types of facilities:

* Airport facilities

* Docks and wharves

* Mass commuting facilities

e Facilities for the furnishing of water

* Sewage facilities

* Solid waste disposal facilities

* Qualified residential rental projects (i.e., multifamily housing)

e Facilities for the local furnishing of electric energy or gas
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* Local district heating or cooling facilities

* Qualified hazardous waste facilities

* High-speed intercity rail facilities

e Environmental enhancements of hydroelectric generating facilities

* Qualified public educational facilities (public schools owned by private enti-
ties in public-private partnership arrangements)

* Qualified green building and sustainable design products
* Qualified highway or surface freight transfer facilities

* Qualified broadband projects

* Qualified carbon dioxide capture facilities

Net proceeds comprise all proceeds of the bonds, less amounts in a DSRF and less
investment proceeds carned after completion of the project. The Code and Regu-
lations contain specific rules and definitions covering each of these exempt facility
categories. In the case of the exempt facility bonds issued for airports, docks, and
wharves, mass commuting facilities, and environmental enhancements for hydro-

electric facilities, the facilities must be owned by a governmental unit.

4.71.2 MULTIFAMILY HOUSING BONDS

Exempt-facility qualified residential rental property bonds are bonds issued to
finance affordable rental housing. Among other requirements, either 20% of the
units in a financed facility must be made available for rental to families earning
50% or less of area median income or 40% of the units in the financed facility
must be made available for rental to families earning 60% or less of area median
income. See Section 3.3.9.5, Multifamily Housing.

4.71.3 SINGLE-FAMILY MORTGAGE REVENUE BONDS

Single-family mortgage revenue bonds are bonds, the proceeds of which are loaned to
homebuyers as acquisition financing for an owner-occupied personal residence. Ex-
cept for homes in federally designated “targeted areas,” the homebuyers must be first-
time homebuyers. Borrower family income and the purchase price of the home must
satisfy the requirements of the Code. Single-family housing bonds are also subject
to special arbitrage restrictions. See Section 3.3.8. Single-Family Mortgage Revenue

Bonds. The Code also treats certain bonds that are issued by a state to provide home
mortgage financing for veterans to be treated as qualified private activity bonds.
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4.71.4 STUDENT LOAN BONDS

Student loan bonds are bonds for which at least 90% of the proceeds are used to
make loans to students for educational purposes. Detailed federal tax limitations
apply to student loan bonds.

4.71.5 QUALIFIED SMALL-ISSUE BONDS

Qualified small-issue bonds are also known as industrial development bonds
(IDBs). These are bonds issued in the aggregate face amount of $1 million or less
and at least 95% of the net proceeds are used to finance a manufacturing operation
and at least 75% of the net proceeds are used to acquire, construct, or improve land
or depreciable property or to redeem bonds previously used for such purposes and
provide the actual production facilities of the manufacturing operation, as opposed
to office and warehouse structures and equipment. The $1 million limitation on is-
sue size may be increased to $10 million if certain requirements are met. To qualify
for the $10 million limit, the sum of the following items may not exceed $10 mil-
lion during the 6-year period beginning 3 years before the date of issuance of the
bonds and ending 3 years after the date of issuance:

* All expenditures made by the following:
* 'The nongovernmental borrower or any related person for any facilities
within the political jurisdiction in which the project is to be sited
* Any other principal user of the facility being financed
e Any person (whether or not a principal user) to benefit from the bondfi-
nanced facility

e The face amount of the bonds to be issued

* The remaining principal amount of all prior outstanding qualified small-issue
bonds issued to finance facilities in the same incorporated municipality (or in
the same county but not in any incorporated municipality) as the project be-
ing financed, a principal user of which is the nongovernmental borrower for
the project being financed

If this capital expenditure limitation of $10 million is exceeded, the bonds will
lose their taxexempt status from the date the limit is exceeded. See Section 3.3.9.2,

Small Manufacturing Facilities.
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4.71.6 QUALIFIED REDEVELOPMENT BONDS

Qualified redevelopment bonds are bonds issued to finance certain costs of acquisi-
tion or rehabilitations (but not construction) of land or properties in blighted areas.

4.71.7 QUALIFIED 501(C)(3) BONDS

Qualified 501(c)(3) bonds are bonds the proceeds of which are used to finance
facilities owned by an exempt organization described in Section 501(c)(3) of the
Tax Code. The most common use of these bonds is to finance health care and
higher education facilities. Qualified 501(c)(3) bonds also are used to finance
low-income housing projects and various other charitable facilities. The primary
requirements for qualified 501(c)(3) bonds are that any financed facilities must
be owned by a public agency or a 501(c)(3) organization and the Private Business
Tests must not be satisfied. The following apply for purposes of the Private Busi-
ness Tests in connection with 501(c)(3) bonds:

* 501(c)(3) organizations are treated as governmental units to the extent their
use of the financed facilities is not an “unrelated trade or business” activity.

* 'The allowable amount of private business use or private payments or security
is limited to 5% rather than 10%.

See Section 3.3.9.3, Health Care and Section 3.3.9.4, Education.

4.7.2 Additional Requirements Applicable to
Qualified Private Activity Bonds

The following sections describe miscellaneous restrictions that apply to some or
all of the qualified private activity bond categories.

4.7.21 VOLUME CAP

In order to limit the amount of tax-exempt qualified private activity bonds that
can be issued, each state is allocated a “volume cap” for each year, which must
be allocated to the issuance of certain types of qualified private activity bonds.
In order to issue such tax-exempt qualified private activity bonds in California,
every issuer must apply to the California Debt Limit Allocation Committee to be
assigned the necessary amount of volume cap.
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The following types of qualified private activity bonds do not require a volume cap:

* Any qualified veteran’s mortgage bond
* Any qualified 501(c)(3) bond

* Bonds used for airports, docks and wharves, environmental enhancements to

hydroelectric generation facilities, and qualified educational facilities

* 100% of any high-speed intercity rail facility bonds, but only if owned by a
governmental unit (75% of any high-speed intercity rail facility bonds, if not
owned by a governmental unit)

* Any bond used for governmentally owned solid waste disposal facilities

* 100% of any qualified broadband project bonds, but only if owned by a gov-
ernmental unit (75% of any qualified braodband project bonds, if not owned
by a government unit)

* 100% of any qualified carbon capture facility bonds, but only if owned by a
governmental unit (75% of any qualified carbon capture facility bonds, if not
owned by a governmental unit

4.7.2.2 TEFRA PUBLIC REQUIREMENTS

Before the issuance of any qualified private activity bond, a public hearing must
be held by or on behalf of an applicable elected public official or elected legislative
body of the issuer and, if the project is outside the geographic jurisdiction of the
issuer, a governmental body with geographic jurisdiction over the project. Reason-
able public notice must be given in advance, containing certain basic informa-
tion regarding the nongovernmental borrower, the projects to be financed (such as
purpose and location), and the amount of bonds to be issued for each project. For
TEFRA (1ax Equity and Fiscal Responsibility Act of 1982) approvals on or after April
1, 2019, the notice is presumed reasonable published in a newspaper of general
circulation in the locality of the project or, upon satisfaction of certain require-
ments, posted on the issuer's website, at least 7 days before the scheduled hearing.
After the hearing, the “applicable elected representative” must formally approve the
bond issue. For local agencies, the elected legislative body (city council or board or
supervisors) typically gives the approval. A TEFRA hearing and governmental ap-
proval are not necessary for an issue of current refunding bonds unless the average
maturity date of the refunding issue is later than the average maturity date of the

bonds being refunded.
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4.7.2.3 USEFUL LIFE LIMITATIONS

The average maturity of an issue of qualified private activity bonds may not ex-
ceed 120% of the average reasonably expected economic life of the facilities be-
ing financed with such an issue. Note that, as described above, there is a similar
120% test applied for purposes of determining whether the bonds (including
governmental bonds) are outstanding longer than necessary.

4.7.2.4 LAND AND USED PROPERTY LIMITS

No more than 25% of the net proceeds of qualified private activity bonds may be
used directly or indirectly for the acquisition of land or any interest therein. This
restriction does not apply to qualified 501(c)(3) bonds, or to certain acquisitions of
land by a governmental unit in connection with an airport, dock, or wharf, mass
commuting facility, or high-speed intercity rail facility. No part of the net proceeds
of qualified private activity bonds may be used for the acquisition of previously
used property or any interest therein. This restriction does not apply, however, with
respect to any building (and equipment) if rehabilitation expenditures with respect
to the building (and equipment) are at least equal to 15% of the cost of acquiring
the building (and equipment) financed with the net proceeds of the issue.

4.7.2.5 COST OF ISSUANCE LIMIT

No more than 2% of the proceeds of any qualified private activity bond issue may
be used to finance the costs of issuance associated with the bonds (no more than
3.5% with respect to qualified mortgage bonds or qualified veterans mortgage
bonds if the proceeds do not exceed $20 million). Certain costs, such as letter of
credit fees or bond insurance premiums, are not treated as costs of issuance for
purposes of this limitation. This limitation is particularly important in the case
of smaller issues because the actual costs of issuance may often exceed the 2%
threshold. In these cases, the issuer or conduit borrower will have to pay the ex-

cess amount out of cash or a separate taxable borrowing.

4.7.2.6 CERTAIN PROHIBITED FACILITIES

None of the proceeds of qualified private activity bonds may be used to provide
any of the following:

* Airplanes
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» Skyboxes or other private luxury boxes
e Health club facilities
* Facilities primarily used for gambling

* Stores with the principal business of selling alcoholic beverages for consump-
tion off premises

The prohibition against financing health club facilities does not apply to qualified
501(c)(3) bonds.

4.7.2.7 SUBSTANTIAL USER RESTRICTION

Any private activity bond (other than a qualified 501(c)(3) bond) will cease to
be a qualified private activity bond and will lose its tax-exempt status during any
period in which the bond is owned by a “substantial user” of the financed facility
or by a “related person” of such substantial user. A substantial user includes an

owner or lessee of the financed facility.

4.8 ARBITRAGE YIELD RESTRICTION
4.81 General

The Tax Code provides that any bond will be a taxable “arbitrage bond” if the is-
suer reasonably expects to use the proceeds of the bond, directly or indirectly, either
(1) to acquire securities or obligations with a yield materially higher than the yield
on the bond, or (2) to replace funds used to acquire higher yielding securities or ob-
ligations. Thus, the Tax Code restricts the rate of return on investments made with
bond proceeds to a yield that is not materially higher than the yield on those bonds.
However, the Tax Code provides exceptions to yield restriction for the portion of the
bond proceeds held in a reasonably required reserve fund during the life of the bond
issue and for other proceeds of the bonds deposited during a “temporary period.”
Key for purposes of arbitrage analysis are determining what funds constitute “bond
proceeds” and the “yield” on the bonds and on investments of bond proceeds.

Compliance with arbitrage yield restrictions is an important post-issuance
compliance requirement. See Section 8.3.4, Monitoring Investment Income and

Arbitrage Compliance.

4.8.2 Bond Proceeds
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For tax purposes, different arbitrage rules apply to different categories of bond
proceeds. In general, the investment of proceeds must be tracked until the pro-
ceeds are spent for tax purposes, which may include a proper allocation to reim-
burse prior expenditures, as described in Section 4.4.5. Reimbursement of Prior

Expenditures. In addition, under certain circumstances, unspent proceeds may
be reallocated from one bond issue to another (for example, through a refund-
ing), or may be deallocated from a bond issue under specific tax rules based on
the amount of bonds outstanding.

4.8.21 CATEGORIES OF PROCEEDS
For tax purposes, bonds proceeds are categorized as follows:

SALE PROCEEDS - The amounts actually or constructively received by the issuer
from the sale of the bonds, including amounts used to pay underwriter’s discount or
other compensation and accrued interest, if any (other than pre-issuance accrued

interest, which was common historically, but has become much less common).

INVESTMENT PROCEEDS - The amounts actually or constructively received from
investing the proceeds of a bond issue.

TRANSFERRED PROCEEDS - When the proceeds of a refunding issue are used
to make payments of principal on refunded bonds, any unspent proceeds of the
refunded bonds “transfer over” to the refunding issue based on a formula set forth
in the Regulations, and the unspent proceeds become transferred proceeds of the
refunding issue.

REPLACEMENT PROCEEDS - Includes money held by the issuer or a “substantial
beneficiary” of the bonds if the amounts have a sufficiently direct relationship
to the bond issue or a governmental purpose of a bond issue and the amount
invested would be used for a governmental purpose. For example, amounts held
in a sinking fund or pledged fund for the bonds would generally be treated as
replacement proceeds of the bonds.

GROSS PROCEEDS - All proceeds (sale proceeds, investment proceeds, replace-
ment proceeds, and transferred proceeds) plus amounts that are reasonably ex-
pected to be used to repay the bonds, such as revenues deposited in a debt
service fund (DSF) and amounts that are pledged as security for the repayment
of the bonds (Gross Proceeds).
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DISPOSITION PROCEEDS - Amounts received from the sale of all or a portion of
a bond-financed facility, while the bonds are still outstanding. For arbitrage pur-
poses, disposition proceeds are treated as gross proceeds of the applicable bonds.

NET PROCEEDS - The proceeds (sale proceeds, investment proceeds, and trans-
ferred proceeds) of the bonds less the amount of a reasonably required reserve or
replacement fund.

4.8.2.2 EXPENDITURE OF GROSS PROCEEDS

Understanding whether funds remain “proceeds” at any given time requires an
understanding of when funds related to a bond issue will be treated as spent. The
following concepts are important to an understanding of expenditures:

EXPENDITURES RELATED TO PURPOSE OF ISSUE - Generally, proceeds may be
spent only on capital costs of facilities and costs of issuing the bonds. Once pro-
ceeds are actually allocated to a qualified expenditure for a facility, that facility
will be treated as financed with proceeds of the bonds. The proceeds will then
need to be tracked for purposes of ensuring that the bonds meet the private ac-
tivity bond or qualified private activity bond requirements, as applicable to the
particular type of bonds. If the purpose of the bonds is to finance working capi-
tal expenditures, the Regulations provide that proceeds are spent only at times
in which the issuer has no “available amounts” on hand available to cover those

working capital expenses.

INVESTMENTS - Gross proceeds are considered not spent if they are used to ac-
quire non-purpose investment securities (investments purchased before expen-
diture of the proceeds on their ultimate use). They are simply allocated to those
investments temporarily and return to the issuer for ultimate use or reinvestment

as the investment securities mature or are sold. During the time gross proceeds

are allocated to investment securities, they are tracked for arbitrage purposes, as

well as to determine the amounts of investment proceeds that have accumulated.

PAYMENT OF DEBT SERVICE - Generally, gross proceeds that are not sale, invest-
ment, or transferred proceeds are spent when they are used to pay debt service on

the bonds.

REIMBURSEMENTS - Issuers and conduit borrowers often wish to use bond
proceeds to reimburse themselves for costs paid before the issuance of the
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bonds. Bond proceeds allocated to “reimbursement costs” will be treat-

ed as “spent” only if certain requirements are satisfied. See Section 4.4.5,
Reimbursement of Prior Expenditures. If these requirements are not satisfied,

any bond proceeds that the issuer or conduit borrower attempts to allocate
to the reimbursement costs will not be treated as spent and will continue to
be subject to the arbitrage yield restriction rules and the rebate requirement

discussed in more detail below.

4.8.3 Yield

The yield on a bond issue is the discount rate or interest rate that allows all of
the payments of principal and interest on the bonds (net of payments or receipts
from certain interest rate hedging transactions such as swap agreements), plus any
payments for credit enhancement (such as letter of credit fees or bond insurance
premiums), to equal the aggregate issue price of the bonds, on a present value
basis and as of the date the bonds are issued. The issue price of bonds is measured
on a maturity-by-maturity basis (or by CUSIP* number if there are bonds of a
split maturity) and is generally the first price at which at least 10% of each matu-
rity (or CUSIP number) of bonds are sold to persons who are not underwriters.
An underwriter’s discount or fee does not affect the issue price of the bonds and,
therefore, does not affect the calculation of yield on the bonds. In other words,
although from the issuer’s perspective the payment of an underwriter’s discount

increases borrowing costs, it does not increase the yield on the bonds.

4.8.3.1 FAIR MARKET VALUE RULES

One fundamental requirement of all of the yield-related limitations (e.g., the ar-
bitrage yield restriction, the rebate requirement) is that non-purpose investments
must be purchased by issuers at a fair market value price. Without this fair market
value requirement, issuers could simply direct prohibited investment profits, or
profits that would otherwise be paid to the federa