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PRrEFACE

Public agency officials and staff are faced with decisions on a daily basis regarding how to pay
for needed capital improvements, facilities, and equipment. In addition, cash flow and working
capital borrowings may need to be considered by certain public agencies. Private and nonprofit
entities also face decisions about whether or not to avail themselves of opportunities to use
public financing to acquire, construct, and renovate facilities for their purposes. The California
Debt Issuance Primer (Primer) is intended to provide information concerning public debt
financing options to public agency officials and potential private and nonprofit borrowers
charged with shaping these crucial financial decisions.

OVERVIEW OF THE CALIFORNIA DEBT ISSUANCE PRIMER

The decision to use public debt financing rather than available cash (so-called pay-as-you-go
financing) or, in the case of private and nonprofit borrowers, private financing, is a threshold
issue that the Primer does not address. However, if public debt financing is the preferred option,
the Primer will provide the reader with a comprehensive overview of the debt financing
alternatives available to California public agencies, and through them, to eligible private and
nonprofit borrowers. The Primer discusses the principal participants in a debt financing,
identifies the steps involved in completing a financing, and describes all the major types of debt
instruments. In addition, the Primer summarizes major state constitutional provisions affecting
public finance (including initiatives limiting local revenues and expenditures), outlines
disclosure responsibilities and practices, discusses debt structuring, provides a framework for
considering investment alternatives for bond proceeds, and provides guidance on working with
state agencies.

Most of the original Primer was developed by the law firm of Orrick, Herrington & Sutcliffe,
LLP, under a contract with the California Debt and Investment Advisory Commission (CDIAC).
Additional sections provided in this version were drafted by members of CDIAC’s Debt
Technical Advisory Committee (TAC), comprised of state and local government policy makers
and practitioners, investment and commercial bankers, bond counsel, financial advisors and
consultants, and others. The review by CDIAC’s Debt TAC helped ensure that the Primer was
technically accurate and understandable.

CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION

CDIAC provides information, education, and technical assistance on public debt, investments,
and economic development financing tools to local public agencies and other public finance
professionals.
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In order to carry out its mission of assisting state and local agencies on matters related to debt
issuance and management, the investment of public funds, and economic development financing
tools, the Commission engages in a wide range of activities and functions.

In compliance with its statutory requirements, CDIAC maintains a debt issuance database. The
debt issuance repository is considered the most comprehensive and accessible database of
California debt issuance in existence. Depending on the needs of state and local governments
and market conditions, the volume of data processing may range from 2,500 to 4,000 individual
debt issuance reports received each year. Data from these reports are the basis for debt statistics
and analysis released by CDIAC.

CDIAC’s mandated duties include some that are intended to improve the market for, and indeed
the marketability of, public debt issued in California. Such functions include efforts to maintain
contact with participants in the municipal debt industry, to undertake or commission studies of
various aspects of the market in order to provide guidance to state and local debt issuers, and to
recommend legislative changes in matters affecting public debt issuers. Research staff prepares
their findings and recommendations in the form of Issue Briefs, technical reports, and articles for
the Debt Line monthly newsletter.

CDIAC offers seminars throughout the year at various locations in the state. These seminars are
designed to introduce public officials who are new to the field of public finance to the debt
issuance and investment process and to strengthen the expertise of public officials who are
familiar with the municipal debt issuance process and the investment of public funds. CDIAC
also offers a series of seminars that provide public officials with information on state financing
programs available to local governments to assist in revitalizing their communities. In addition
to the educational seminars, CDIAC has acted as co-sponsor of public finance-related
conferences, symposia, and seminars conducted by private companies and statewide
associations.

Information regarding CDIAC’s seminar programs, research reports, and debt issuance data
collection can be found at CDIAC’s Internet site, www.treasurer.ca.gov/cdiac or may be
obtained by contacting CDIAC at (916) 653-32609.

WHO SHoULD USE THE CALIFORNIA DEBT ISSUANCE PRIMER

Within local government, the individuals faced with public financing questions may have full or
partial responsibility for:

e Developing capital improvement plans and budgets
e Utilizing a variety of tools to finance their budgets

e Coordinating, developing, and implementing goals for community and economic
development
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e Understanding the financial tools and arrangements necessary to implement these
types of projects

Within state government, public finance staff may assist in policy making in the California
Legislature, oversee the preparation and implementation of the state budget, administer the
expenditure of monies raised through state debt financings, or be responsible for structuring and
selling debt financing instruments for state agencies and programs.

The Primer is a helpful tool for local elected and appointed officials and staff, state officials and
their staff, private and nonprofit borrowers who may be eligible for public debt financing, and
anyone else who needs a basic overview of California public finance.

The statements in the Primer regarding legal and financial principles and rules are, by necessity,
summaries of the principles and rules and may have exceptions and nuances not described in
detail in this publication. It is therefore imperative that the reader of the Primer check with legal
counsel regarding any legal provisions relating to debt issuance and consult with competent
financial professionals when considering the financial implications of any borrowing program.
The goal of the Primer is not to provide detailed and complete explanations of all the legal or
financial issues involved, but instead to provide interested readers with the tools to ask
appropriate questions of professionals and understand the answers they receive.

BOND ISSUANCE: DEFINITION AND PURPOSE

To issue a bond is to borrow money. A bond is simply the evidence of the debt, in the same way
that a promissory note is evidence of the obligation to repay an ordinary loan. The issuance of
bonds in connection with a borrowing results in the creation of securities evidencing the loan that
can be bought and sold, i.e. “traded.” The buyers of bonds are thus investors, both individual
and institutional, who loan money to the public agency issuer (or through the public agency
issuer to conduit borrowers) through the purchase of bonds.

A bond typically specifies an obligation to pay a stated amount (the “principal”) at a given time
(the “maturity””) with interest at a stated rate.

There are many variations on the structure and security for bonds. These include bonds which
are general obligations (payable from all general funds of the issuer) and those which are limited
obligations (payable from only a specified source of funds), bonds which have one maturity date
and those with multiple maturity dates, and bonds with fixed interest rates and those with
variable interest rates.

The legal requirements for the issuance of public debt can be visualized as a three-legged stool,
with each “leg” representing the following:

e The state law that authorizes the issuance of the debt
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e The federal and state tax laws that govern the eligibility of the debt for “tax-exempt”
status

e The federal and state securities laws that govern disclosure, sale, and trading of the
debt

Public agencies considering the issuance of public debt should be aware that each of these three
legs is critical to the integrity of the process and the valid issuance and maintenance of the debt.
Moreover, each of these legal areas is in a constant state of change. Notable “watershed”
changes in recent years include the complete rewriting of the federal tax law with respect to
public finance in 1986, major additions to the federal securities laws imposing continuing
disclosure obligations in 1995, and the adoption of important state constitutional changes, such
as Proposition 218, enacted by California voters in 1996.

CONSIDERATIONS IN USING BONDS

A primary consideration in any financing plan is the relationship between the term of the
financing and the life of the asset being financed. For example, short-term operating needs are
generally financed with cash or short-term borrowing, such as a “tax and revenue anticipation
note” (TRAN), while a capital asset, such as a library building, is typically financed with a debt
instrument having a longer maturity, such as a general obligation bond (GO). While some types
of debt can be issued for periods of up to 40 years or longer, most “long-term” assets, such as
public buildings and major infrastructure, are financed over terms of 25 or 30 years. On the
other hand, equipment, which typically has a much shorter economic useful life, is usually
financed over an intermediate term of 3 to 15 years. In addition, certain kinds of bonds can be
used for noncapital purposes. Examples include pension obligation bonds (POBs) which fund
unfunded pension liabilities, prepaid service contract bonds, used for funding long-term service
contracts such as for telephone service, and Teeter Financings, used for funding property tax
receivables. Federal tax law contains important limitations on the term of debt, which are
described in Chapter 3, General Federal Tax Requirements. In addition, special tax
considerations applicable to each type of financing are described in the respective sections of
Chapter 6, Types of Financing Obligations.

Interest rates, terms, and the costs of issuance are factors that can influence the financing
decision. In deciding how to proceed, the issuer and/or borrower should consider the following:

e Costs of financing versus the benefit to be gained from the financing
e Relevant public support for the project
e The possibility that political controversy or litigation may arise from the financing

Issuers also must consider the needs of investors for different structural features of a bond issue.
To be successful, a bond-financing program must meet the financial needs and limitations of the
issuer and at the same time provide an attractive opportunity to potential investors who have
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many choices of investment vehicles. Finally, it cannot be overemphasized that careful and
thorough preparation is a critical factor in a successful bond issue. This preparation includes:

e Establishment and consideration of policies to guide the issuer’s financing
e Careful review of federal, state, and local laws

e Constant attention and supervision of the debt financing from initiation of the
financing, through sale and delivery of the bonds to the final maturity of the bonds,
which may require the issuing agency’s officials and staff may to assume
responsibility for resolving any problems that arise

e Advance preparation and education of the governing board of the issuer and, if
appropriate, the community at large

e Capital planning to identify funding needs well in advance so that financing can be
arranged in an orderly and timely manner

e A comprehensive communications plan to allow for the accurate and timely flow of
information to current and prospective investors

The issuing entity’s officials should always remember that, although the selection and use of
competent professionals is essential to a successful financing, ultimate responsibility for
oversight and decision-making cannot be delegated to these professionals. Any debt that is
issued (regardless of the source of repayment) has the name of the issuing entity on the issue. In
recent years, defaults and repayment problems on some bond transactions have caused added
expense and workload for issuers and may have interfered with the ability of the agencies
involved to undertake further financings. It is therefore imperative that public agency officials
and staff exercise prudence and care in undertaking each financing and ensure that public policy
criteria are satisfied—and especially that there is a clearly-defined public purpose for the issue.

DEBT AFFORDABILITY STANDARDS AND DEBT POLICIES

Debt financing through the issuance of bonds should generally not be considered an additional
source of revenue. Debt is merely a way of spreading out the cost of a capital improvement or
public program over time. In some cases (as with general obligation bonds or land-secured
financings), the statutes permitting the issuance of debt also permit the levying of taxes or
assessments to pay debt service. Given the significant restrictions in California on local agency
revenue sources, especially those imposed under Proposition 218, issuers should be careful to
gauge the effect of ongoing debt service on their budgets and fiscal priorities over time.

Issuers should consider adopting debt affordability standards in order to help them evaluate
when, why, and how much debt should be issued. These standards can lead to a debt
affordability plan that keeps debt levels within acceptable ranges. A debt affordability plan will
typically include a set of target ratios for debt, which might be based upon assessed valuation of
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property, revenues, population, system users, or other factors relevant to specific types of issues.
These ratios may be varied depending on factors such as volatility of revenue streams,
concentration of tax or revenue base, overall community policies, and preferences regarding debt
and the overall need for capital investment.

In addition to debt affordability standards, issuers should consider adopting a formal debt policy.
A debt policy:

e Establishes parameters for issuing and managing debt

e Provides guidance to decision makers so as not to exceed the debt affordability
standards

e Directs staff on objectives to be achieved both pre- and post-issuance
e Promotes objectivity in decision-making and limits the role of political influence

e Facilitates the process by considering and making important policy decisions in
advance of an actual financing

Debt policies can be helpful in maintaining and improving an issuer's general credit rating and
worthiness. The elements of a debt policy will vary for each issuer, and should reflect the scope
of activities the issuer is likely to undertake in the debt financing arena. In addition, it is
important that the debt policy reflect community standards and attitudes about debt. Debt
policies should address such issues as:

e The types of debt that will be issued
e Structural features with respect to the debt

e Method(s) of sale of debt (i.e. circumstances under which negotiated or competitive
sales will be used)

e Refundings

e Selection of consultants

e Disclosure practices

e Arbitrage rebate and continuing disclosure compliance
e Investment of bond proceeds

Strategic planning for debt issuance, in light of the issuer’s capital outlay program, also should
be addressed with a view to giving the issuer the ability to access the market when it expects to
need funds while avoiding an unnecessarily high number of issuances in a short period of time.
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Planning should take advantage of opportunities to pool financings, where appropriate, to save
on costs of issuance as well as building in flexibility in scheduling to avoid being forced to issue
in a high interest rate environment.

While a detailed description of how to create and implement debt affordability standards and a
debt policy is beyond the scope of this work, readers may wish to refer to the publications and
additional information on recommended practices on the Government Finance Officers
Association (GFOA) website at www.gfoa.org.

ORGANIZATION OF THE PRIMER

Chapter 1, Overview of a Debt Financing outlines the roles and responsibilities of the
major participants in a debt offering and the problems that may arise in connection with the
financing. Primary among the roles is that of the issuer. Also included in this chapter is a
discussion of the roles of bond counsel, financial advisors, underwriters and their counsel,
disclosure counsel, and more. Chapter 1 also summarizes the steps involved in developing a
request for proposals to hire members of the financing team and considerations applicable to
workouts and troubled transactions. The chapter concludes with a description of most of the
basic legal documents encountered in public finance transactions.

Chapter 2, Checklist of Steps in a Debt Financing contains a list of steps, with
timeframes and responsibilities, that may be used as a general guideline in undertaking a
financing.

Chapter 3, General Federal Tax Requirements is a concise overview of the basic
federal tax concepts and rules applicable to public finance. Cross-references to this section are
found in Chapter 6, Types of Financing Obligations and other chapters where appropriate.
Federal tax concepts and rates that relate in a unique way or are only applicable to a particular
type of financing instrument are discussed in the section on that type of adjustment.

Chapter 4, State Constitutional Limitations discusses certain important concepts of
state constitutional law applicable to debt issuance, including the constitutional debt limitation,
the prohibition on gifts of public funds and lending of public credit, initiatives and referenda, and
the Jarvis Family of Initiatives (discussing the relevant provisions of Propositions 13, 4, 62, and
218).

Chapter 5, Environmental Issues provides a brief overview of the applicability of
environmental law to public finance.

Chapter 6, Types of Financing Obligations provides a detailed description of the
principal types of debt financing obligations. Each section describes a particular type of
financing vehicle, its legal authority, process for approval and sale, important limitations, method
of repayment, and policy considerations. Also included for each type is a discussion of special
federal tax issues that need to be considered, as well as appropriate cross-references to sections
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within Chapter 10, Continuing Disclosure and Investor Relations Programs, Chapter 4,
State Constitutional Limitations, and Chapter 3, General Federal Tax Requirements.

Chapter 7, General Debt Structure Issues discusses the structuring options for bond
issues, including maturity schedules, redemption provisions, interest rates and the yield curve,
types of bonds, security for bonds, refundings, and related topics.

Chapter 8, Fixed and Variable Interest Rate Structures discusses additional
structuring options, specifically the inherent differences between fixed rate and variable rate
bond structures. It includes detailed a discussion of the types of variable rate structures,
including auction rate securities, commercial paper, variable-rate demand obligations, and other
unique structures.

Chapter 9, Synthetic Interest Rate Structures discusses more complex, alternative
structuring options. It focuses primarily on interest rate swap structures, although other types of
swaps and hedges (including swaptions and interest rate caps, floors, and collars) are briefly
discussed.

Chapter 10, Continuing Disclosure and Investor Relations Programs provides an
overview of the disclosure roles and responsibilities of public agencies. In addition to a
discussion of initial disclosure issues with respect to a new bond issue, this section discusses
investor relations programs and ongoing disclosure obligations.

Chapter 11, Investment of Bond Proceeds contains a discussion of factors and issues
relevant to decisions concerning the investment of the monies obtained from issuing bonds prior
to their expenditure. Topics include investment objectives, the types of bond proceeds that may
be invested and the considerations for each, investment policies, evaluation of investment
alternatives, and federal tax limitations on the investment.

The Index contains a listing of key terms, phrases, and their associated page in the
Primer, which the reader may find helpful for reference purposes.

In addition, the following appendices are provided:
Appendix A — Working with State Agencies
Appendix B — Resources and Contacts

Appendix C — Debt Financing Terms and Concepts. Most of the technical terms that
appear in the Primer are described in this appendix.

Appendix D — Legal References. Contains statutory and constitutional citations for the
various issue types.
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Appendix E — Summary of Financial Obligations. This appendix provides a quick
summary of the various financing obligations found in Chapter 6, Types of Financing
Obligations.
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Chapter 1

OVERVIEW OF A DEBT FINANCING

This chapter provides an overview of a debt financing, outlines the roles and responsibilities of
the major participants, and describes the various problems that may arise in connection with the
financing.

As one might imagine, the issuer is the key figure and major focus of most debt financings.* In
addition to the role of the issuer, this chapter covers the roles of bond counsel, financial advisors,
underwriters and their counsel, disclosure counsel, credit rating agencies, investment advisors
and investors, among others. It also summarizes the steps involved in developing a request for
proposals to hire members of the financing team and the considerations applicable to workouts
and troubled transactions. Finally, this chapter contains a description of most of the basic legal
documents encountered in public finance transactions.

The process of issuing bonds is the process of borrowing money. A bond is simply evidence of
the issuer's debt, i.e. its obligation to pay—either from its funds generally or from specified
resources—a stated amount of money (principal) at a given time (maturity) with interest, payable
either periodically or at maturity.

Conceptually, the initial buyer of a bond is “lending” money to the issuer in return for the
issuer's obligation to pay (repay) money in the future with interest. Customarily, the owner of a
bond may freely sell it to another buyer in the secondary market, resulting in the issuer being
obligated to pay the new owner. Building over the years in many ways on each of these simple
themes has resulted in today's highly sophisticated municipal bond market, with a myriad of
financing techniques available to provide capital to issuers in amounts up to billions of dollars.

The purpose of this chapter of the California Debt Issuance Primer (Primer) is to provide an
introduction to the process of issuing bonds by describing the functions of each of the principal
participants in the process and discussing one of the ways of selecting them—the request for
proposal. Also, because the incidence of bond defaults and challenges from government
regulators has increased over the past several years, this part of the Primer explains the roles of
the various participants in resolving problems that may arise in the issuance and repayment of
bonds. In addition, the chapter provides a brief discussion of the legal documents encountered in
a typical financing. It defines and describes the most common documents generated during debt
issuance, who drafts the documents, the most critical sections of the documents, and the
documents’ purposes.

! In the case of a conduit financing, the borrower is often the main player, although the issuer still retains most of its
functions and responsibilities.
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The authors have made an attempt to describe the principal participants without using too much
undefined jargon. For example, “bonds” is used to mean all types of debt obligations, including
long-term bonds, short-term notes, certificates of participation, commercial paper, etc. The
reader will find unfamiliar terms explained below or in Appendix C — Debt Financing Terms
and Concepts. Additional participants are also described in Appendix C—for example,
remarketing agent, yield verification consultant, special tax counsel, escrow agent and feasibility
consultant—and in Appendix A — Working with State Agencies—for example, the California
Debt and Investment Advisory Commission (CDIAC), the California Debt Limit Allocation
Committee (CDLAC), and the California Industrial Development Financing Advisory
Committee. Finally, Appendix B — Resources and Contacts contains listings of agencies and
associations that may be useful to the reader.

ROLES AND RESPONSIBILITIES OF PRINCIPAL PARTICIPANTS
ISSUER

Types of Issuers. The tax-exempt status of municipal issuers distinguishes them from
other issuers of debt. A municipal debt issuer can be any entity authorized by the Internal
Revenue Service (IRS) to issue tax-exempt securities. IRS code subtitle 18, part Il1, section
103(a) states that "interest on the obligations of a State, a Territory, or a possession of the United
States, or any political jurisdiction of any of the foregoing, or of the District of Columbia™ is
exempt from tax. IRS code defines tax-exempt municipal issuers in a variety of ways, but the
main types of municipal issuers are states, counties, cities, and school districts. In addition to
these typical government units, there is a category of entities classified as “special districts.” A
special district is a limited-purpose government unit with legal authority to tax. California has a
myriad of special districts authorized to levy tax assessments. Special districts range from fire
and flood districts to financing districts. These special districts are identified, along with the
authorizing statute, in Appendix D — Legal References — Table D-1-2 of this Primer.

In some instances the issuer may be controlled by another governmental entity, usually called a
statutory authority or agency. These authorities or agencies act as a “conduit” for issuing tax-
exempt debt. For example, redevelopment agencies, housing authorities, joint powers
authorities, and industrial development authorities may be formed by cities and counties, and the
city council or board of supervisors may sit as the governing body of the agency or authority.
Similarly, nonprofit corporations have been created by governmental entities to issue bonds on
behalf of the governmental entities to accomplish financings that may not be specifically
authorized for governmental entities. These governmental entities borrow as a tax-exempt issuer
and then pass through the funding and the liability to a private entity borrower. The private
entity borrower is obligated to make the debt payments associated with the bonds or notes
though a legal agreement. The issuer uses a trustee to transact between the bondholders and the
private entity. Other sections of this Primer will clearly distinguish between the issuer and any
entity that controls the issuer, but in this more general discussion, the two will be treated as “the
issuer.”

Legal Authorization. Issuers are authorized by state law to borrow money, i.e. issue
bonds for many different specific purposes, and in some cases for their “general corporate
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purposes.” For the most part, these purposes are limited to those that in one respect or another
benefit the public welfare—so-called public purposes. In the case of chartered cities, debt may
be issued for purposes that constitute “municipal affairs.” (See Chapter 4, State Constitutional
Limitations — The 1879 Constitution — Charter Cities and “Home Rule” for a discussion of
the municipal affairs doctrine.) Within these statutory and constitutional guidelines, an issuer
determines its own capital improvement program (including the parameters of any lending
program), determines the resources that it has available for the payment of capital expenditures
(including the repayment of any debt), and is in ultimate control of the process of issuing bonds
as a part of that capital improvement program. In addition, in certain limited circumstances, an
issuer may determine to issue debt to finance noncapital items. Chapter 6, Types of Financing
Obligations contains a discussion of the constitutional and statutory authorization for a variety
of different types of debt financing programs.

Issuer’s Responsibilities. One of the first decisions to be made by an issuer is the
selection of the initial members of its debt financing team, including bond counsel (and perhaps
disclosure counsel) and either a financial advisor or underwriter, or both. Team members may
be selected on the basis of a request for proposals, long-standing relationship with the issuer,
reputation, or recommendation by others (see Using a Request for Proposals to Select
Financing Team Members in this chapter).

The nature of the financing team members may depend upon several factors including:

e The type of debt being issued
e Procedural requirements for that type of debt
e The level of in-house sophistication of the issuer

For example, in a situation in which bonds are to be sold at competitive (or “public”) sale (the
opening of bids from prospective underwriters at a time and place specified in a published notice
of sale), an issuer will typically hire a financial advisor. On the other hand, in cases in which
bonds are to be sold in a negotiated (or “private”) sale, an issuer will customarily select an
underwriter or an underwriting team and also may select a financial advisor (see sections in this
chapter on Financial Advisor and Underwriter/Placement Agent/Purchaser).

Having selected a team, an issuer then works with the team to issue debt to finance the capital
improvement or working capital program. Subject to legal constraints and considering the
recommendations of the team members, an issuer retains ultimate control and responsibility of
the overall financing plan and the details of the financing structure. The issuer's staff must
consider itself responsible for reviewing all aspects of the financing plan, including all
documents that determine or describe aspects of the financing. The issuer's staff (including its
general counsel) is in the best position to be aware of the impact of the financing on other areas
of the issuer's finances and operations.

In addition, the issuer will be involved in any legal action that may arise with respect to issuance
of the bonds. In circumstances where there may be legal uncertainty about some aspect of a
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proposed bond transaction, the issuer may pursue a validation action to obtain judicial approval
before the bonds are issued. If a bond transaction is controversial and gives rise to a reverse
validation action, the issuer will find itself a party to that litigation. Furthermore, after the bonds
are issued, the issuer will be ultimately responsible for long-term management and
troubleshooting. Such issues may include:

e Supervising, investing, and administering the expenditure of bond proceeds
e Collecting, or monitoring the collection of, revenues

e Use of revenues to pay operating expenses and debt service

e Compliance with all undertakings, covenants, and agreements

e Management of any enterprise funded by the debt

e Filing of any required reports with various governmental regulators, a bond insurer or
other credit enhancement provider, if any, and credit rating agencies

e Addressing any problem that may arise with respect to the bonds, such as a shortfall
in revenues, a tax audit, or a regulatory issue

e Preparing, reviewing, and filing Annual Reports and Listed Event Notices under SEC
Rule 15c2-12

The degree to which members of the issuer's debt financing team are capable of looking out for
the issuer's long-term interests, or are motivated to do so, will vary, depending on the
relationship that each team member has with the issuer. Ultimately, the issuer must bear
responsibility for its own interests. For this reason, the issuer must be an active participant in the
debt financing process and not leave it all to the consultants. Even if the issuer selects its
consultants with an eye toward providing services that cannot be provided in-house, the issuer
must be prepared to examine the consultant’s work and ask the questions necessary to assure that
the end result is appropriate given the issuer's objectives.

Workouts. The issuer needs to be aware of its responsibilities in the event that a
problem arises with respect to the bonds, such as a shortfall in revenues needed to repay the
bonds, a tax audit that reveals irregularities, or an investigation by a regulatory agency. The
issuer is the participant most likely to be called upon to provide information and coordinate a
workout strategy. Because of this, throughout the debt financing process the issuer should
remain alert to potential problems, as prompt remedial efforts may avoid a larger problem later
on.

Issuers should be aware that there can be substantial costs involved in dealing with a troubled
bond transaction. Such costs could include legal fees and litigation expenses, appraisal fees, and
the cost of hiring financial advisors and other consultants. In addition, significant staff time can
be spent on these matters. Finally, political fallout can result if a transaction goes bad in a way
that reflects poorly on elected officials. Although a thorough discussion of defaults and workout
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situations is beyond the scope of this Primer, issuers are encouraged to be aware of the potential
for such events and structure their debt issues prudently so as to avoid problems.

BoND COUNSEL

Bond Counsel Opinion. Bond counsel is the attorney or firm of attorneys that gives the
legal opinion delivered with the bonds confirming that the bonds are valid and binding
obligations of the issuer and, customarily, that interest on the bonds is exempt from federal and
state income taxes. In relatively rare cases, bonds designed to be taxable for federal income tax
purposes are issued. In these cases, the tax opinion may be nonexistent, or may run only to
exemption for state income tax purposes.

Source of Need for Bond Counsel. Historically, the requirement for the bond counsel’s
legal opinion began in the second half of the 19th century when a number of issuers of railroad
bonds disclaimed liability on their bonds on the basis of their own errors made in the process of
issuing the bonds. Buyers of bonds began to require that an independent lawyer or law firm
render an opinion that the bonds were validly issued and binding. The issuer of that legal
opinion, the bond counsel, was (and is) required by market standards to be nationally recognized
for expertise in municipal finance.

Independence of Bond Counsel. Originally, bond counsel rendered their legal opinion
very late in the process, sometimes even after the bonds had been issued. Over time, however, to
minimize the risk of a negative opinion, bond counsel was hired earlier and earlier in the issuing
process. One result of this earlier engagement of bond counsel has been a shift in their role and
independence. Originally, bond counsel was required to be “independent” of the issuer and
sometimes was actually hired by the bond buyers (a practice occasionally seen even today).

The bond counsel final opinion thus meets a much more rigorous standard than is customary for
most legal opinions. Under certain circumstances, where the law on a point is not entirely free
from doubt, counsel may render an opinion to the effect that, if the matter were properly briefed
and argued to a court of competent jurisdiction, the court “should” or “would” hold as described
in the opinion. This is the standard against which many non-bond legal opinions are measured.
It requires the reader to understand and appreciate the limitations of the authorities cited in the
opinion and to understand that counsel is making some assumptions about the way a court would
interpret these authorities if presented with the facts described in the opinion. While these
“should” or “would hold” opinions may be used in a municipal finance transaction to address
collateral matters from time to time, it would not generally be possible to successfully issue and
sell bonds, the validity or tax exemption of which was covered only by an opinion couched in
such terms.

Responsibilities of Bond Counsel. Originally, the bond opinion covered only the
concept that the bonds were legal, valid, and binding, and were issued in accordance with the
law. In the last 30 to 40 years the statement that interest on the bonds is exempt from federal and
state income taxes has become a very crucial part of the bond opinion. The legal work that goes
into many bond issues is dominated by tax issues, in part because of the constant change in the
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tax laws relating to tax-exempt bonds. The bond opinion also may cover the validity of one or
more of the legal documents under which revenues are made available to pay the bonds, such as
a lease or loan agreement.

Disclosure. The bond opinion does not make financial recommendations or represent a
financial judgment as to the acceptability of the bond for the investor. The bond opinion is not
intended to be a disclosure document as it does not, in and of itself, represent a judgment that the
disclosure available with respect to the bond is adequate under federal or state securities laws.
However, as part of its expanding role, bond counsel sometimes agrees to a separate component
of responsibility for advising the issuer concerning compliance with federal and state securities
laws in the course of the debt issuance process. This is often stated as a separate item in the
issuer's agreement with bond counsel for legal services or is stated to be the primary
responsibility of some other lawyer (e.g. disclosure counsel) participating in the transaction.

Legal Team. The legal team for a bond issue sold on a negotiated basis generally will
include bond counsel, issuer’s counsel, underwriter's counsel and/or disclosure counsel, counsel
for the company or other nongovernmental borrower, if any, and trustee's counsel. Bond
counsel's role in these cases will customarily be as special counsel to the issuer for the financing
and not as counsel to the investor. In a negotiated sale, the interests of the investor are indirectly
represented by the underwriter and underwriter’s counsel.

A listing of bond counsels utilized by the State Treasurer’s Office are available on its website at
www.treasurer.ca.gov/bonds.

Bond Counsel May NOT be Underwriter’s Counsel. Historically, when an issue was
to be sold on a negotiated basis and was too small to afford several attorneys, with the consent of
the issuer and the underwriter, bond counsel occasionally also acted as underwriter’s counsel.

In 1985, Section 53593 was added to the Government Code. This new code section prohibited
bond counsel (in the case of a bond issue) from also being counsel to the underwriter or other
initial purchaser of the bonds. Bond counsel may render opinions to the underwriter or
purchaser, but only as bond counsel and not as counsel to the underwriter or purchaser. As
described later in this chapter in Underwriter’s Counsel, a recent development is the increasing
use of disclosure counsel, or counsel to the issuer with respect to disclosure and bond sale
matters. This type of relationship is not prohibited by Government Code Section 53593.

In the case of bonds sold at competitive sale, no underwriter or underwriter’s counsel is involved
in the transaction until the financial structure has been determined, the proceedings are basically
final, and the bonds are offered at the sale. In that situation, bond counsel and the financial
advisor work with the issuer to design a bond issue that will be acceptable to investors. The
format of these transactions is usually standard.

Whether the bonds are sold at negotiated or competitive sale, bond counsel is customarily
responsible for preparation and review of the legal proceedings for the issuance of the bonds,
including election proceedings if an election is required, resolutions of the governing body of the
issuer authorizing the issuance of the bonds and otherwise relating to the bond issue, and the
documents under which the bonds will be issued and secured. In the case of certain types of
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lending programs, bond counsel also may prepare loan agreements, origination and servicing
agreements, lease agreements, deeds of trust, and other similar documents relating to the sources
of revenues with which the issuer will pay debt service on the bonds.

Finally, bond counsel may address a wide variety of legal issues relating to the financing. In
circumstances where there may be legal uncertainty about some aspect of a proposed bond
transaction, bond counsel may pursue a validation action to obtain judicial approval before the
bonds are issued. If a bond transaction is controversial and gives rise to a reverse validation
action, bond counsel will likely be asked to represent the issuer in the litigation or to assist the
issuer’s general counsel or outside litigation counsel.

Bond counsel is not ordinarily general counsel to the issuer. However, in some cases (especially
where the issuer’s general counsel is hired on a contract basis rather than as a regular employee),
if the issuer’s counsel has the requisite expertise, he or she may serve as bond counsel as well.

When the issuer’s regular counsel also serves as bond counsel, special attention should be paid to
conflicts of interest, particularly where a contingent fee for the bond counsel services is involved.

If the issuer’s regular counsel is not bond counsel, the issuer’s counsel (e.g. the City Attorney)
will nevertheless play an important role, typically with respect to conforming the procedures and
documents to the special needs of the issuer. In addition, issuer’s counsel will often be required
to render an opinion with respect to the issue. This opinion is typically limited to the
organization and existence of the issuer, the due approval, execution and delivery of documents,
the absence of litigation, and other related matters.

Because of the complexities of bond financing, there are several roles that bond counsel may
play. Itis very important that a clear relationship between the issuer and bond counsel be
established early in the transaction and that the issuer establish who bond counsel represents and
the purposes for which bond counsel is engaged.

Bond counsel may be compensated in a variety of ways, including an hourly rate proportional to
the size of the issue (customarily on a sliding scale representing a smaller percentage of larger
issues), a fixed dollar amount, and others. Bond counsel's fee may be payable whether or not the
bonds are issued or it may be contingent upon issuance of the bonds. In addition, even if the fee
is contingent, bond counsel may be reimbursed for out-of-pocket expenses, whether the bonds
are issued or not.

Workouts. Bond counsel is often called upon to resolve any problem that arises after the
bonds are issued. Problems may include:

e A shortfall in revenues needed to repay the bonds
e Irregularities revealed by a tax audit

e Regulatory concerns such as a disclosure issue
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Where the problem is serious, such as a payment or significant covenant default, the issuer may
wish to hire new counsel to provide a fresh perspective.

FINANCIAL ADVISOR

Scope of the Financial Advisory Relationship. A financial advisor is a professional
consultant retained (customarily by the issuer) to advise and assist the issuer in formulating
and/or executing a debt financing plan to accomplish the public purposes chosen by the issuer.
A financial advisor may be a consulting firm, an investment banking firm, or a commercial bank.
Some financial advisors identify themselves as “independent financial advisors,” being entities
that do not engage in underwriting or trading of municipal securities.

In some cases, issuers have retained financial advisors for the sole purpose of assessing bond
market conditions at the time of sale of the bonds to determine the appropriateness of the interest
rate and other terms of the underwriter’s offer to buy the bonds. A financial advisor also may be
retained to perform a broad variety of functions for the issuer, including surveying the issuer's
existing debt structure and capital financing program and designing and assisting in the
execution of a total financing plan for the issuer.

The role of or necessity for the financial advisor may depend upon the financial sophistication of
the issuer and its staff, the workload capacity of the issuer’s staff, and the division of labor
among the staff and other participants in the debt financing. For example, in the case of a
negotiated sale of bonds, the underwriter is often selected by the issuer early in the process and
may be the issuer’s principal advisor as to the best manner of accomplishing the issuer's ultimate
financial objectives. In such cases, the issuer may not select any financial advisor or the role of
the financial advisor may be limited to assessing the appropriateness of the underwriter’s
recommendations. In other cases, a financial advisor may be selected initially, regardless of the
method of sale, and play a key role in assisting the issuer.

Issuers should be aware that if they hire and rely on the advice of an underwriter or a financial
advisor, that advice is subject to the biases inherent in the position of these participants. The
only true objectivity is that of the informed staff of the issuer who are committed to the
established goals and policies of their organization.

Traditional Services of a Financial Advisor. As an example, in a public facilities
capital improvement program to be financed by general obligation or revenue bonds required to
be sold at competitive sale, the financial advisor will customarily do each of the following:

e Review the financial feasibility of the capital projects

e Assess the available sources of revenue

e Recommend a financing structure (including the nature of the security for the bonds,
eXCess revenue coverage requirements, debt service reserve account requirements,

facilities insurance requirements, liability insurance requirements, and the need for
credit enhancement)

8 CHAPTER 1. OVERVIEW OF A DEBT FINANCING



e Recommend a maturity schedule, redemption terms, and other terms of the notice of
sale

e Prepare on the issuer’s behalf an Official Statement, for distribution to potential
underwriters and investors, describing the issuer, the bonds, the security for
repayment of the bonds, and any other matters that would be material to an investor

e Be the primary spokesperson on behalf of the issuer with the credit rating agencies
e Recommend the timing of sale of the bonds

e Arrange for and direct the mailing of the Official Statement and the official notice of
sale to potential underwriters and investors

e Contact and answer the questions of potential underwriters and investors
e Analyze bids received at the competitive sale
e Recommend whether to accept or reject such bids

e Assist bond counsel in organizing the closing (i.e. the delivery of the bonds in return
for payment for the bonds)

e Recommend appropriate investments for the proceeds of the bonds

Other possible responsibilities include recommending, when the options are available,
competitive sale, negotiated sale, or a private placement of the bonds and, in the case of a
negotiated sale or private placement, negotiating bond terms on behalf of the issuer.

Specialty Advisory Services — The Swap Advisor. An interest rate swap is a contractual
arrangement between two parties, often referred to as “counterparties.” The counterparties agree
to exchange interest payments based on a defined principal amount, for a fixed period of time.
Interest rate swaps have become a popular, yet complicated tool for municipal issuers to manage
interest rate risks and cash flow.

The swap advisor provides a review and analysis of swap alternatives and can assist in the
procurement of the swap, including conducting a competitive bid. The advisor provides ongoing
monitoring of swap market conditions, advice about rates and structure, and participates in
reviewing the closing documentation. The swap advisor also can assist in the development of a
swap policy and ongoing monitoring and swap valuation. Issuers should consider the need to
obtain a “fair market certificate” from their swap advisor in regard to pricing, and to fully discuss
how such certification will be defined.

Workouts. In the event that any problem arises with respect to the repayment of the
bonds, such as a shortfall in revenues, a financial advisor typically gets involved in the efforts to
resolve the problem. Issuers facing repayment and other problems sometimes turn to the
financial advisor who assisted with the original transaction, or bring in a new financial advisor to
provide a new perspective. Some financial advisors have acquired substantial expertise in
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restructuring bond transactions, negotiating with bondholders and trustees, and carrying out other
necessary or appropriate workout steps.

Conflicts of Interest. The relationship between the issuer and the financial advisor
should be one of confidence and trust, and is in the nature of a fiduciary relationship. The law
emphasizes this by prohibiting certain actions that might create a conflict of interest.

Section 53591 of the Government Code prohibits a financial advisor, with respect to an issue of
bonds, from acquiring the bonds from the issuer as principal, either alone or as a participant in a
syndicate or other similar account unless the issue is sold by the issuer at competitive public sale
and the issuer has, prior to the bid, expressly consented in writing. Section 53592 of the
Government Code requires each financial advisory relationship to be evidenced by a written
document executed prior to or promptly after the inception of the relationship, or promptly after
the creation or selection of the issuer if the issuer does not exist or has not been determined at the
time the relationship commences. The document must describe the basis of compensation for the
services to be rendered. With certain limited exceptions, the compensation must be on a basis
other than a percentage of the amount of the bonds to be issued. Section 1090 of the
Government Code also regulates conflict of interest. The full text of these Government Code
sections is set out in Appendix D — Legal References.

Rule G-23 of the Municipal Securities Rulemaking Board (MSRB) contains requirements that
are similar to, although not quite as stringent as, the requirements of Government Code Sections
53591 and 53592 relating to financial advisory relationships. Rule G-23 includes an express
additional requirement that prior to purchasing from an issuer bonds with respect to which a
financial advisor has provided advisory services, the financial advisor must terminate its
financial advisory relationship with the issuer with respect to that issue.

Neither state law nor the MSRB rules prohibit a financial advisor from purchasing bonds in the
secondary market, either for the financial advisor's own trading account or for the account of
customers, except to the extent that such purchase is made to contravene the purpose and intent
of the above-described requirements.

As these rules emphasize, the financial advisor's professional duty is to the issuer, and the
advisor must advance the financial interests of the issuer on the issuer's chosen course.

A listing of financial advisors utilized by the State Treasurer’s Office is available on its website
at www.treasurer.ca.gov/bonds.

UNDERWRITER/PLACEMENT AGENT/PURCHASER

Underwriter vs. Placement Agent. An underwriter purchases bonds from an issuer with
the intent to resell the bonds to investors. A placement agent acts as agent for the issuer in
selling bonds to a private placement purchaser, and, as such, does not purchase the bonds. The
responsibilities and functions of the underwriter will depend primarily on whether the bonds are
to be sold at competitive sale or at negotiated sale.

Services in a Negotiated Sale. In the case of a negotiated sale, the issuer will
customarily select the underwriter (or the underwriting team) early in the process and the
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underwriter may perform many of the services described above for financial advisors. If the
issuer has not retained a separate financial advisor, the underwriter may assist the issuer in
determining what is to be financed, the method of financing, and the financing structure. The
underwriting firm performing these functions is often called the “managing underwriter” or,
where there is more than one member of the initial underwriting team, the “lead managing
underwriter” or *“senior managing underwriter.” In such cases the underwriter will usually hire
its own counsel and the underwriter and underwriter’s counsel will take the lead in coordinating
preparation of the Official Statement for the bonds. Alternatively, as discussed above, the issuer
may elect to retain disclosure counsel for the purpose of preparing the Official Statement and
related sale documents. However, regardless of who takes on the primary drafting responsibility,
the issuer remains responsible for full disclosure in the Official Statement.

After the design of the financing and the preparation of the Official Statement, the underwriter in
a negotiated sale does the following:

e Mails the Official Statement to potential bond buyers and underwriting syndicate
members

e Assesses bond market conditions to recommend timing and pricing of the bond sale
e Forms an underwriting syndicate in the case of large issues

e Obtains agreement from the underwriting syndicate to the interest rates and terms of
sale for the bonds

e Signs a bond purchase agreement on behalf of itself or the underwriting syndicate, as
the case may be

e Ensures that appropriate continuing disclosure undertakings are entered into by the
issuer to show compliance with SEC Rule 15¢2-12

As an alternative to forming a syndicate, an underwriter may form a selling group. When a
syndicate is formed, each syndicate member has, through the Agreement Among Underwriters
and as part of the bond purchase agreement, a direct obligation to the issuer to buy the bonds. A
selling group member has no such obligation to buy the bonds, and in these cases only the
managing underwriter has a direct obligation to the issuer to buy the bonds. A selling group
member receives only the bonds the managing underwriter agrees to sell to it (in response to its
order for such bonds).

An issuer selling bonds at negotiated sale has the flexibility of advancing or delaying the sale
date to respond to market conditions in an effort to obtain the best possible financing terms. In
the case of complex or unusual debt financings, the negotiated sale process also permits direct
input from the buyer of the bonds as to the desirability of various financing structures or features.
Finally, in a negotiated sale, the underwriting syndicate can do a substantial amount of preselling
of bonds, thus lowering the underwriting risk and, presumably, lowering the need for
compensation for taking underwriting risk.
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Services in a Competitive Sale. In a competitive sale, at the time and place specified by
the official notice of sale, competing underwriters deliver sealed bids to the issuer, and the issuer
selects the underwriter (alone or as representative of an underwriting syndicate or selling group)
offering the best terms at that time and place. Bidders are permitted to specify, within the limits
specified by the notice of sale, the interest rate for each maturity of the bonds and the price
(including premium or discount) at which they will buy the bonds. The notice of sale also
specifies the method used to determine the best bid—either the Net Interest Cost method or the
net effective interest rate method (sometimes called the True Interest Cost method). (See
Appendix C — Debt Financing Terms and Concepts.) Because the underwriters in a
competitive sale have not been independently involved in the design of the financing structure
and only have available to them the Official Statement and other readily accessible information
concerning the issuer, bonds sold at competitive sale are relatively standard in design and
security. In addition, the potential investors in such bonds are relatively identifiable.

Legal requirements regarding published notice for a competitive sale may sometimes make it
difficult for an issuer to remain flexible concerning the timing, terms, and amount of the sale.
(See Chapter 6, Types of Financing Obligations for a discussion of requirements relating to
the process for sale for various debt obligations.) On the other hand, a properly conducted
competitive sale gives an issuer reasonable comfort that on the date of sale, given the financial
structure chosen, the issuer has received the best possible bid for its bonds. Issuers have begun
to include a provision in the notice of sale in a competitive offering that allows the issuer to
postpone the sale date for up to a limited number of days or weeks (usually on 24 hours notice by
Munifacts®™ wire service). This affords the issuer some flexibility to postpone a sale if the
market on the sale date does not appear favorable.

Compensation — The Underwriter’s Gross Spread. In both negotiated and competitive
sales, the underwriters are primarily compensated by the difference between the price they pay
the issuer for the bonds and the price at which they resell the bonds to investors (the “spread”).
When a managing underwriter and syndicate members determine the amount to be bid for the
bonds and the expected amount of the spread, they take into account a number of factors,
including:

e Management fee: a fee paid to the managing underwriter for handling the affairs of
the syndicate, including, in the case of a negotiated sale, structuring the issue and
negotiating with the issuer

e Expenses: any advertising and printing costs to the underwriter, fees and expenses of
underwriter’s counsel, Blue Sky fees and expenses, computer expenses, travel
expenses, MSRB fees, CDIAC fees, and other similar expenses

e Takedown: normally the largest component of the spread, similar to a commission,
which represents the income derived by the selling broker or dealer from the sale of
the bonds

- If bonds are sold by a member of a syndicate, the seller is entitled to the full
takedown (also called the “total takedown”)
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- If bonds are sold by a dealer which is not a member of the syndicate, such seller
receives only that portion of the takedown known as the concession or dealer’s
allowance, with the balance (often termed the “additional takedown”) retained by
the syndicate

e Risk: the amount of compensation for risks incurred by the underwriter in
underwriting the bond issue, relating to the difficulty of marketing the issue, bond
market conditions, and the amount of bonds remaining to be resold after the execution
of the bond purchase agreement. It is rare for there to be any risk component in the
spread

Underwriting spreads have tended to decline in recent years due to competition, market factors,
new mechanisms to limit risk (derivatives), and technology. It is difficult to state a rule of thumb
for what an underwriting spread should be or what the components should be relative to each
other, because of the variables, which can include the type of financing, the credit quality of the
debt, the scope of services to be provided by the underwriter, and other factors. In the process of
the final pricing of the bonds, the issuer should request information from the underwriter as to
the elements of the expected spread and data on comparable spreads from other recent pricings.
Issuers should remember that all of the elements of a spread are negotiable. If a financial advisor
is involved in the transaction, the advisor should be prepared to analyze the proposed spread and
ensure that it is reasonable under all of the circumstances.

Rules on Conflict of Interest Issues. MSRB Rule G-37 generally prohibits underwriters
that have made political contributions to elected officials of an agency from conducting any
underwriting business with that agency for a period of two years after the contribution is made.
In some cases, state law or local ordinances may impose similar limitations or exclusions.

The MSRB established Rule G-38 to address actual and perceived abuses associated with the
awarding of municipal securities business to brokers and dealers. The rule is intended to deter
and detect attempts by dealers to avoid the limitations placed on certain dealer activities. It also
seeks to provide information to issuers about the relationship between dealers and the persons
they have engaged to seek municipal securities business on their behalf.

Rule G-38 was adopted in 1996 and essentially requires dealers to disclose information about
consultant arrangements. It defined consultants as individuals used by dealers to obtain business
through direct or indirect communication with issuers, in exchange for payment. The rule
specifies that this definition does not include people who did “substantive work” on bond issues,
such as engineers or accountants.

In 2005, Rule G-38 was amended to bar municipal securities dealers from using anyone other
than their employees or affiliated persons to solicit municipal securities business on their behalf.
The rule change was adopted because of concern that an increasing number of municipal
securities dealers were hiring and paying independent consultants to obtain business for them
when the consultants were not subject to any of the same regulatory requirements as the dealers.
The change prohibits a municipal securities dealer from making any direct or indirect payment to
any person, other than an associated person of the dealer. Solicitation is defined as a direct or
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indirect communication with an issuer for the purpose of obtaining or retaining municipal
securities business.

Workout. The role of the underwriter varies in workout situations. If new bonds are
being issued as part of solving the problem, the original underwriter, or a new underwriter, may
be closely involved with the financial advisor and bond counsel in the workout effort.
Nonetheless, because many underwriters are concerned about the viability of bonds in which
they are involved, they will, if requested, attempt to identify the bondholders and help to
facilitate contact with them as part of the workout effort.

UNDERWRITER'S COUNSEL AND DISCLOSURE COUNSEL
Underwriter's Counsel

Selection and Need. Underwriter's counsel is customarily selected by the underwriter to
represent the underwriter and its interests in a negotiated sale. Competitive sales generally do
not require the retention of underwriter’s counsel. Underwriter’s counsel customarily review,
from the underwriter’s perspective, the documents prepared by bond counsel and negotiate
matters relating to those documents on behalf of the underwriter.

Disclosure and Securities Laws Compliance. Underwriter’s counsel often coordinate
preparation of the Official Statement with input provided by other financing team members,
including the issuer, issuer's general counsel, the underwriter, bond counsel, the financial advisor
(if any), the credit enhancement provider (if any), and the nongovernmental borrower (if any). In
addition, underwriter’s counsel often prepare the continuing disclosure agreement or certificate
to evidence the undertakings of the issuer and other obligated persons with respect to SEC Rule
15¢2-12. In so doing, underwriter’s counsel will make recommendations concerning the
disclosure requirements of federal and state securities laws. Upon the issuance of the bonds,
underwriter’s counsel give to the underwriters a “10b5 opinion” (named after SEC Rule 10b5)
concerning compliance with the disclosure requirements of federal law.

In order to give a “10b5 opinion,” underwriter’s counsel need to conduct “due diligence”
concerning the issuer, the securities, and their sources for repayment. Due diligence is the
inquiry made to reveal or confirm facts about the issuer, the issue, and the security for the issue
that would be material to a prudent investor in making a decision to purchase the issue. Due
diligence inquiries are made by underwriters and lawyers to determine, for example, whether the
issue follows the purpose and scope outlined by the enabling legislation, statutes, and resolutions
of the issuer and whether all material facts have been accurately disclosed in the Official
Statement. This exercise varies depending upon the type of debt being issued and the issuer
involved, but typically involves review of documents including financial statements, minutes of
meetings, major contracts, licenses, permits and real estate documents and other items relevant to
the credit involved. Counsel will typically start this process with a request that specific
documents be made available for inspection in the issuer’s offices on a particular day. After
review of the documents, counsel may need to follow up with interviews or requests for
additional information.
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Underwriter’s counsel also advise the underwriter concerning any registration requirements of
federal and state securities laws (so-called Blue-Sky Laws) for sale of the bonds in various
jurisdictions.

Compensation of Underwriter’s Counsel. Underwriter’s counsel is customarily paid
by the underwriter from the underwriting expense portion of the spread.

Disclosure Counsel

Disclosure Counsel. Disclosure counsel handles many of the tasks traditionally handled
by underwriter’s counsel, except when it is clear that the disclosure counsel’s client is the issuer
and not the underwriter. If underwriter’s counsel has been retained, it may be unnecessary to
retain disclosure counsel.

Disclosure counsel may prepare the draft Official Statement, the Bond Purchase Contract (or, in
the case of a competitive sale, the Official Notice of Sale), the Continuing Disclosure Agreement
and any Blue Sky Memoranda. In addition, disclosure counsel may render a “10b5 opinion” to
the underwriter for the transaction. In doing this work, the disclosure counsel is representing the
issuer and not the underwriter, and all parties must be aware of this role and of the duties
disclosure counsel owes to its client, the issuer. If structured in this way, disclosure counsel may
be the same lawyer or firm as bond counsel on a particular transaction since the client in both
cases is most likely the issuer. Occasionally where disclosure counsel is used, the underwriter
also will have its own counsel, but typically that counsel’s role is limited to advising the
underwriter on negotiation of the purchase contract and on regulatory compliance issues.

Compensation of Disclosure Counsel. Because disclosure counsel works for the issuer,
they are paid by the issuer from the proceeds of the bonds. As with bond counsel, compensation
arrangements may include hourly rates, fixed or percentage fees, or a combination of methods,
and may be contingent upon issuance of the bonds or payable regardless of the success of the
transaction.

CREDIT RATING AGENCIES

Credit rating agencies are firms that analyze the probability of the debt instrument returning all
of the principal to the investor. Municipal credit ratings are opinions of the investment quality of
issuers and issues in the municipal and tax-exempt markets. The municipal bond market has
slightly different rating criteria from the corporate debt market owing to the unique
characteristics inherent in public debt. Municipal debt ratings are viewed in relation to the
general state of the state and national economy, debt levels and mix, revenue and expense cash
flows, and the issuer’s management strategies.

The credit rating agencies (principally Moody's Investors Service, Inc., Standard & Poor's, and
Fitch Ratings) provide, for a fee customarily paid by the issuer, an independent appraisal of the
credit quality and likelihood of timely repayment of a bond issue. Normally, when the financing
structure is designed and the documents are close to final form, the financial advisor or
underwriter will provide all of the documents to the rating agency or agencies selected by the
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issuer (with advice from the financial advisor or underwriter) and will provide any other
additional information (such as cash flow data or other financial calculations) requested by the
rating agency. Rating agency representatives will discuss the financing directly with the issuer.
Representatives of the rating agency also may visit the issuer or the project being financed. In
the alternative, a financial advisor or underwriter may recommend that representatives of the
issuer meet with the rating agency in their offices in San Francisco or New York.

Underwriters and investors rely upon the credit quality judgment made by the rating agencies
(expressed as a credit rating). Some mutual funds, institutions, and investment trusts are
restricted by law or by the terms of their organizational documents to buying securities at or
above specified credit rating levels. Other investors may apply such criteria informally.
Investors generally demand higher interest rates with respect to lower-rated bonds. Generally
speaking, the credit rating is the most important factor in determining the interest rate on bonds
relative to other issues sold at the same time. Tables 1-1 and 1-2 below describe the various
credit ratings for Moody's, Standard & Poor's, and Fitch.

Bonds are generally not legally required to be rated. However, in most cases issuers find it to
their advantage to obtain bond ratings because of the difficulty of selling unrated bonds. One
important exception is land-secured financings, such as assessment or Mello-Roos Bonds, for
districts where development has not been substantially completed at the time of the issuance of
the bonds, which are commonly issued as unrated bonds. Some conduit issuers require a
minimum rating in order to issue bonds as a matter of policy. For example, California’s
Educational Facilities Authority and Health Facilities Financing Authority require a minimum
“A” rating—either through credit enhancement or on a “stand-alone” basis, although on a case-
by-case basis they will permit a “BBB” or “Baa” rating if additional collateral (such as a deed of
trust) is posted.

Each major rating agency maintains separate rating scales for long-term debt (generally debt
with a maturity of greater than one year) and short-term debt (generally debt with a maturity of
less than one year). It is possible for an issuer’s short-term rating to be of a different category
than its long-term rating.

Ratings are reviewed periodically by the rating agencies whether or not requested by the issuer.
A review may result in the up- or downgrading of an existing rating. To perform their reviews,
rating agencies expect periodic financial and other reports relating to the status of a bond issue.
In the absence of such reports, they may suspend the rating of an issue.

Finally, although ratings are generally assigned only in response to a request from the issuer, the
rating agencies reserve the right to assign a rating without such a request. The following tables
are condensed from the rating descriptions published by each rating agency. More detailed
descriptions of the ratings categories for each major rating agency are available on the rating
agencies’ websites. (See Appendix B — Resources and Contacts.)
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Table 1-1
Short-Term Tax-Exempt Debt Credit Rating Definitions

Rating | Moody’s Rating | S&P Rating | Fitch Ratings
. i i Strong capacity to pay
MIG-1 - Superior credit quality. SP-1 principal and interest. An
Excellent protection afforded by issue determined to possess
established cash flows, highly reliable a very strong capacity to
liquidity support, or demonstrated broad- pay debt service is given a Highest credit
based access to the market for plus (+) designation, quality. Indicates
MIG-1/ refinancing. F1 the strongest
VMIG-1 . . . capacity for timely
VMIG-1 - Superior credit quality. payment of financial
Excellent protection afforded by the Degree of safety regarding commitments
superior short-term credit strength of the timely payment is strong. '
liquidity provider and structural and A-1 Those issues determined to
legal protections that assure the timely possess extremely strong
payment of purchase price on demand. safety characteristics are
denoted by a plus (+) sign.
Satisfactory capacity to pay
MIG.2 -t dit quality. Marai principal and interest, with
-¢ -otrong creait quality. Mlargins some vulnerability to i i
of protection are ample although not as SP-2 adverse financial )z:md ii‘;?isfr;gg&uamy'
large as in the preceding group. economic changes over the capacity for timely
term of the notes. ; ;
MiG-2/ | VMIG-2 — Strong credit quality. Good C itv for timel | r2 Eﬁ?nm?:nzi]gnzz?al
VMIG-2 | protection afforded by the strong short- apactty for hm;}e_ y paymen " . f’ fet
term credit strength of the liquidity ggslissr?;t?ovxl}s statlissfactor is?wg'zzgsg mr;atsaas ?ny
provider and structural and legal A-2 Hovgever the relative g the case gf the
p;ot:qztri]ct)r;s%thljlrtcir;zgrertirgz g;n Sgnan d degree of’ safety is not as higher ratings.
pay P P ' high as for issues designated
INE
MIG-3 - Acceptable credit quality. sp-3 Speculative capacity to pay
Liquidity and cash flow protection may principal and interest. Fair credit quality.
be narrow, and market access for The capacity for
refinancing is likely to be less well- Issues carrying this timely payment of
established. designation have an financial
MIG-3/ _ _ adequate capacity for timely commitments is
vMic-3 | VMIG-3 — Acceptable credit quality. payment. However, they F3 adequate; however,
Adequate protection is afforded by the A-3 are more vulnerable to the near-term adverse

satisfactory short-term credit strength of
the liquidity provider and structural and
legal protections that ensure the timely
payment of purchase price on demand.

adverse effects of changes
in circumstances than
obligations carrying the
higher designations.

changes could result
in a reduction to
noninvestment
grade.

(Table 1-1 continued on next page)
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Table 1-1

Short-Term Tax-Exempt Debt Credit Rating Definitions (continued)

Speculative
Grade (SG)

MIG-SG Speculative grade credit
quality. May lack sufficient margins of
protection.

VMIG-SG Speculative grade credit
quality. Demand features rated in this

category may be supported by a B

liquidity provider that does not have an
investment grade short-term rating or
may lack the structural and/or legal
protections necessary to ensure the
timely payment of purchase price upon
demand.

Only speculative capacity
for timely payment.

Speculative.
Minimal capacity for
timely payment of
financial
commitments, plus
vulnerability to near-
term adverse
changes in financial
and economic
conditions.

Doubtful capacity for
payment.

High default risk.
Default is a real
possibility. Capacity
for meeting financial
commitments is
solely reliant upon a
sustained, favorable
business and
economic
environment.

Default.

Default. Denotes
actual or imminent
payment default.
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Table 1-2

Long-Term Tax-Exempt Debt Credit Rating Definitions?

Rating | Moody’s Rating S&P Rating Fitch Ratings
Demonstrates the Highest credit quality. Assigned
strongest Highest rating. The only in case of exceptionally
creditworthiness obligor’s capacity to meet strong capacity for timely
Aaa relative to other U.S. AAA its financial commitment AAA payment of financial
municipal or tax- on the obligation is commitments. This capacity is
exempt issuers or extremely strong. highly unlikely to be adversely
issues. affected by foreseeable events.
Demonstrates very Differs fr_om_the h|gh(_ast Very high credit quality. Very
- . rated obligation only in . .
strong creditworthiness strong capacity for timely
. small degree. The . .
relative to other U.S. . . payment of financial
Aa - AA obligor’s capacity to meet | AA ; - -
municipal or tax- oo . ; commitments. This capacity is
; its financial commitment L
exempt issuers or S not significantly vulnerable to
. on the obligation is very
issues. foreseeable events.
strong.
Somewhat more
susceptible to the gdverse High credit quality. The capacity
effects of change in : ) :
Present above-average . for timely payment of financial
: . circumstances and : . X
creditworthiness economic conditions than commitments is considered
A relat!v_e to other U.S. A obligations in higher-rated | A strong. This capacity may,
municipal or tax- - nevertheless, be more vulnerable
; categories. However, the > .
exempt issuers or 2 - to changes in circumstances or in
: obligor’s capacity to meet . . :
issues. g . . economic conditions than is the
its financial commitment case for higher ratings
on the obligation is still g gs.
strong.
Adequate protection
parameters. However, Good credit quality. The capacity
Demonstrates average adverse economic for timely payment of financial
creditworthiness conditions or changing commitments is considered
Baa relative to other U.S. BBB circumstances are more BBB adequate, but adverse changes in

municipal or tax-
exempt issuers or
issues.

likely to lead to a
weakened capacity of the
obligor to meet its
financial commitment on
the obligation.

circumstances and in economic
conditions are more likely to
impair this capacity. This is the
lowest investment-grade category.

(Table 1-2 continued on next page)

2 Moody’s appends the numerical modifiers 1,2, and 3 to each generic rating category from Aa through Caa. Modifier 1
indicates that the issuer or obligation ranks in the higher end of its generic rating category; modifier 2 indicates a mid-range
ranking; and modifier 3 indicates a ranking in the lower end of that generic rating category. Standard & Poor’s and Fitch
use a +/- or no modifier much in the same way.
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Table 1-2

Long-Term Tax-Exempt Debt Credit Rating Definitions (continued)

Rating | Moody’s Rating S&P Rating Fitch Ratings
More vulnerable to
nonpayment than
obllgat_lons rated “BB,” but Highly speculative. Indicates
the obligor currently has Lo A
. . significant credit risk is present,
Demonstrates weak the capacity to meet its - .
. . . : . but a limited margin of safety
creditworthiness financial commitment on . . . .
. I remains. Financial commitments
relative to other U.S. the obligation. Adverse . i
B . B ) . . B are currently being met; however,
municipal or tax- business, financial, or capacity for continued pavment is
exempt issuers or economic conditions will coﬁtin )(/ent ubon a sustapinzd
Issues. likely impair the obligor’s favora%le buginess and econbmic
capacity or willingness to .
7 . environment.
meet its financial
commitment on the
obligation.
Currently vulnerable to
nonpayment and is
dependent upon favorable
business, financial, and
Demonstrates very economic conditions for
weak creditworthiness the ob!lgor to m'eet its ngh_defa_ult rls_k. Capa(_:lty for _
relative to other U.S fmanmgl C(_)mmltment on meeting f_|nanC|aI comm_ltments is
Caa municipal or tax- e CCC the obligation. In the CcC solely reliant upon sustained,
p_ event of adverse business, favorable business or economic
exempt issuers or : : .
; financial, or economic developments.
issues. L L
conditions, the obligor is
not likely to have the
capacity to meet its
financial commitment on
the obligation.
Demonstrates
extremely weak
creditworthiness Currently highly
Ca relat!v_e to other U.S. cC vulnerable to nonpayment. cC Default is probable.
municipal or tax-
exempt issuers or
issues.
Demonstrates the Subordinated debt that is
weakest highly vulnerable to
creditworthiness nogn Z ment. Bankruptc
C relative to other U.S. C 1pay ' Pley 1 ¢ Imminent default.
L petition may have been
municipal or tax- .
X filed, but payments are
exempt issuers or ; :
. being continued.
issues.
Default. The ratings of
obligations in this category are
DDD based on their prospects for
D Default. DD - .
D achieving partial or full recovery

in a reorganization or liquidation
of the obligor.
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TRUSTEE/FISCAL AGENT/PAYING AGENT/REGISTRAR/AUTHENTICATING AGENT

An issuer customarily selects one or more commercial banks or trust companies to perform one
or more of several administrative duties relating to a bond issue. Historically, an issuer may
have received, held, and disbursed the bond proceeds itself, and collected, held, and paid debt
service on the bonds with the revenues pledged as security for the bonds. However, today,
relatively few issuers have the banking capabilities and relationships necessary to perform those
services themselves. In addition, investors are comforted by the involvement of a fiduciary
acting on their behalf and holding the funds and accounts relating to the bond issue.

As a result, many bond resolutions and indentures appoint a trustee or fiscal agent to perform a
number of duties relating to the bond issue. In performing those duties, a trustee acts in a
fiduciary relationship to both the issuer and the bondholders, since both are beneficiaries of the
trust established by the bond indenture. By contrast, a fiscal agent or paying agent is not a
trustee, but merely acts as an agent of the issuer to perform functions necessary to comply with
the requirements of the documents.

A trustee or fiscal agent may perform one or more of the following duties:

e As trustee—establishing and holding the funds and accounts relating to the bond
issue, including accounts for bond proceeds and revenues, determining that the
conditions for disbursement of proceeds and revenues have been met, and, in some
cases, collecting revenues and executing investments

e As bond registrar—maintaining a list of the names and addresses of all registered
owners of the bonds and recording transfers and exchanges of the bonds

e As authenticating agent—authenticating bonds upon initial issuance or upon transfer
or exchange

e As paying agent—paying interest on the bonds by check or wire to the respective
registered owners, and paying principal of the bonds to the registered owners upon
surrender of the bonds at maturity or upon earlier redemption

e As trustee—protecting the interests of bondholders by monitoring compliance with
covenants and acting on behalf of bondholders in the event of default

e As escrow agent—holding the investments acquired with the proceeds of an advance
refunding and using payments on those investments to pay debt service on the re-
funded bonds

e As dissemination agent—acting on behalf of the issuer or other obligated person to
disseminate annual reports and event notices to repositories under SEC Rule 15¢2-12

e In several of the above capacities—mailing required notices to bondholders

e Acting as a liaison to bondholder committees (in the event of a default or workout
situation)
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These functions are not necessarily always performed by the same bank or trust company and, in
some instances, may be performed by more than one such entity.

Workout. In the event that any problem arises with respect to the bonds, such as a
shortfall in revenues needed to make the payments, the trustee is usually called upon to play a
key role. In particular, because the trustee acts as fiduciary for the bondholders, the trustee must
decide the nature, extent, and timing of information to be provided to bondholders concerning
the problem. Also, the trustee generally acts as the liaison to the bondholders, particularly when
a decision needs to be made about restructuring the debt or making only a partial repayment.
Issuers should be aware that trustees have contractual duties to bondholders in the event of a
problem and are prepared to act pursuant to the terms of the documents if and when a problem
arises.

CREDIT ENHANCEMENT PROVIDER

“Credit enhancement provider” and “credit provider” describe any entity that guarantees or
insures in one form or another the sufficiency of revenues to pay the bonds. A credit
enhancement provider may be a bank providing a letter of credit, or a bond insurer providing a
bond insurance policy or, in the case of certain types of bonds to finance lending programs, the
credit enhancement provider may be a savings and loan association, a mortgage insurer, a federal
agency, or a private guarantor. In each case the purpose of the credit enhancement is to provide,
for a fee, additional security for the bonds that improves the credit rating of the bonds and
thereby lowers the borrowing costs to the issuer. In essence, the higher rating of the provider is
relied on by investors rather than the underlying rating of the issuer, so that the investors will
demand a lower interest rate, more than compensating for the cost of the credit enhancement.
Normally, credit enhancement only makes sense where the savings from the credit enhancement
exceed the cost of the credit enhancement or where the credit enhancement facilitates the sale of
a bond issue that would not otherwise be possible. Normally, the credit enhancement provider is
selected by the issuer with advice from the underwriter or financial advisor.

Common types of credit enhancement include:

Bond Insurance. Bond insurance is represented by a bond insurance policy that insures
the timely payment of scheduled principal and interest on the bonds. The policy is customarily
not subject to cancellation for the entire term of the bonds. The premium for bond insurance is
payable at the time the bonds are issued, but also may be payable as an annual fee. Bond
insurance often results in a AAA rating for the issue.

Municipal bonds are typically insured by “mono-line providers” or companies that specialize in
insuring only investment grade debt securities (as opposed to companies that provide property
and casualty or automobile insurance). These companies carry the highest credit ratings because
of their financial strength and liquidity. Four long-established guaranty companies—Ambac,
FGIC, FSA, and MBIA—control the majority of the market, along with XL Capital Assurance,
CDC IXIS Financial Guaranty, ACE Guaranty Corp., and Radian Asset Assurance Inc.
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Almost half of the outstanding municipal bond issues in the United States, both fixed and
variable, currently have bond insurance. Bond insurance also is utilized in connection with swap
and other derivative transactions.

Letter of Credit. A letter of credit issued by a bank will customarily provide that the
trustee or fiscal agent may draw on the letter of credit when necessary to make payments of
principal and/or interest on the bonds. The issuer (or, in the case of some bond issues for lending
programs, the nongovernmental borrower) agrees to reimburse the bank for each such draw.
Generally, the letter of credit will be irrevocable for a specified term, which may or may not be
the entire term of the bonds. Ordinarily, there is both an initial fee and an annual fee for the
letter of credit. In some cases letters of credit are issued by nonbank financial institutions, such
as the State Teachers’ Retirement System.

Line of Credit. A line of credit is a standby obligation of a bank to make payments with
respect to debt service on bonds if the issuer (or borrower in a conduit financing) fails to do so.
It is not as secure from a bankruptcy point of view as a letter of credit and therefore is used
infrequently except as a liquidity facility (see below) where the issuer or borrower has an
underlying investment grade rating.

Mortgage Insurance. An alternative form of credit enhancement in the case of lending
programs is mortgage insurance provided by a federal or state agency or a private mortgage
insurance company. Mortgage insurance insures payment of principal and interest by the
borrowers in a lending program, such as a single-family or multifamily loan program.

Private Guarantor. Similarly, a private guarantor may guarantee payment of principal
and interest on a loan agreement under which the principal borrower agrees to pay to the issuer
amounts sufficient to pay principal and interest on the bonds. For example, the parent company
of a corporate borrower might agree to guarantee the borrower's loan agreement payments.

Liquidity Facility. Finally, credit enhancement should be distinguished from the
provision of liquidity. The holders of certain types of variable rate bonds have the option, after a
specified notice period, to “put” the bonds (that is, to sell the bonds) back to the issuer or to
another specified entity. Often, the issuer will arrange for a bank or other guarantor to provide a
liquidity facility, to provide to the issuer the amounts necessary to purchase bonds which are put
in this fashion and not able to be resold to another investor. A liquidity facility can take the form
of a “standby bond purchase agreement” under which the bank agrees to purchase any bonds that
are put by investors but cannot be remarketed.

NONGOVERNMENTAL BORROWER

In California, various issuers are authorized to issue bonds and lend the proceeds to one or more
nongovernmental borrowers to finance facilities the development of which is deemed to be a
public purpose. Such facilities include, among others:

e Single-family housing
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e Multifamily housing

e Student loan programs

e Hospitals and other health care facilities

e Educational facilities

e Pollution control facilities

e Solid waste facilities

e Power facilities

e Airports, seaports, and marinas

e Certain kinds of sports facilities

e Certain other types of industrial or commercial facilities

In each case, the criteria for qualification as a borrower are derived from state constitutional and
statutory criteria, the issuer's own policy requirements, and, in the case of federally tax-exempt
bonds, federal tax requirements. Such financings are often called conduit financings and the
nongovernmental borrowers are often called conduit beneficiaries. Generally, the
nongovernmental borrower and any credit enhancement provided by or on its behalf, are the only
sources of revenues for repayment of the bonds.

In some cases, the nongovernmental borrower will take a very active role in designing and
negotiating the terms of the bonds. In others, for example in the case of single-family lending
programs, nongovernmental borrowers are not directly represented, but establish a market in
which the lending program must operate. However, in all cases, the issuer is the central figure in
a financing.

INVESTORS

A bond financing structure must meet not only the needs of the issuer, but also the needs of the
investor. Target investors in a bond financing have considerable influence in determining the
features and structure of the bonds.

Over five million households own municipal bonds either directly or through institutional
portfolios, including mutual funds, unit investment trusts, and bank trust accounts. The
investment market for municipal bonds is one of the world's largest securities markets with
approximately $2 trillion worth of municipal bonds in the hands of investors. There are more
than 50,000 state and local entities that issue municipal securities, and two million separate bond
issues outstanding. Generally, however, investors in tax-exempt bonds have one characteristic in
common—the ability to take advantage of the exemption from federal income taxes customarily
applicable to interest on municipal bonds.
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Retail Investors. Retail investors typically are individuals with high net worth who
achieve the tax exemption from federal and, in some cases, state income taxes. These retail
investors tend to be highly sophisticated clients of the organizations involved in the underwriting
and remarketing of tax-exempt issues.

Institutional Investors. Institutional investors, such as tax-exempt bond and money
market funds, also are major players in the market for municipal securities. National municipal
bond funds invest primarily in the bonds of various municipal issuers in the United States. These
funds seek interest income free from federal tax. State municipal bond funds invest primarily in
municipal bonds issued by a particular state. These funds seek high after-tax income for
residents of individual states. Tax-exempt money market funds invest in short-term municipal
securities and must have average maturities of 90 days or less. These funds seek the highest
level of income—free from federal and, in some cases, state and local taxes—consistent with
preservation of capital.

As of 2003, there were 527 state municipal bond funds, 251 national municipal bond funds, and
312 tax-exempt money market funds.

Both retail and institutional buyers may have slightly different investment objectives in the
purchase of municipal securities. Thus it is important for the issuer and underwriter to recognize
these market nuances when pricing and marketing the bond issue.

Major changes in the composition of the municipal bond market are the result, in large part, of
changes in federal tax law which made tax-exempt interest less attractive to certain segments of
the market. For example, banks historically constituted a large segment of the market for
municipal bonds but they are now denied a federal tax deduction for the portion of interest paid
on their own obligations (such as deposits) attributable to the carrying of tax-exempt bonds.
Similarly, changes in federal tax law may adversely affect the attractiveness of municipal bonds
to property and casualty insurance companies and to corporations and individuals with
alternative minimum tax liability. Other entities such as pension funds and certain other
tax-exempt entities have never been attracted to municipal bonds because of the inability to take
advantage of the tax exemption (since their income is already tax-exempt). Conversely, the
segment of the municipal bond market represented by bond funds and bond trusts is growing, as
more and more investors take advantage of the ability to invest through mutual funds, including
tax-exempt money market funds.

Suitability. In addition to the tax exemption, other criteria that serve as primary
determinants of the suitability of a particular bond for a particular investor include the credit
quality of the bond (credit rating), its term to maturity, its risk of redemption, and its potential for
sale in the secondary market. It is critical that broker dealers offering bonds to investors match
up the sophistication, risk tolerance, and economic situation of a potential investor with the
structural features, liquidity, and credit quality of the bonds being offered. The securities laws
require that broker dealers take these factors into account when offering and selling bonds. It is
important for issuers to know what suitability considerations a broker dealer will use in selling
the issuer’s bonds.
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The relative demand by investors for bonds having different characteristics may influence the
financial advisor’s or the underwriter’s recommendations concerning the structure of a financing.
For example, in a market where short-term, high credit quality bonds are in great demand, it may
be advantageous for an issuer to issue variable rate put bonds rather than long-term fixed rate
bonds. Or, in periods of relatively high interest rates, investors may demand that bonds not be
redeemable prior to maturity (or be redeemable only after an extended period of time) to assure
investors that they will have the benefit of the high interest rate and not run the risk of having to
reinvest at a time when the market offers lower interest rates.

Suitability rules play a role in determining what securities a broker-dealer or underwriter may
recommend to an investor. Historically the SEC has deferred to self-regulatory organizations to
regulate this conduct. Under suitability rules used by the NASD (National Association of
Securities Dealers), the NYSE (New York Stock Exchange), and the MSRB the members or the
securities dealer must have some basis for believing that any particular security that they
recommend is suitable for the customer on the basis of facts disclosed by the customer. The
MSRB suitability rule (Rule G-19) is considerably more stringent than those of the NASD and
the NYSE and imposes on the municipal securities dealer an affirmative duty to have knowledge
or inquire about the “customer’s financial background, tax status, and investment objectives and
any other similar information.”

As a result, in each financing, the issuer and its financing team members must design the
financing structure to meet the needs of the issuer in the context of the investor market for the
issuer’s debt. See Chapter 10, Continuing Disclosure and Investor Relations Programs for
more information.

INVESTMENT ADVISOR

In many cases, issuers will wish to retain an investment advisor to assist them in investing bond
proceeds. (See Chapter 11, Investment of Bond Proceeds for more information on the
considerations that should be taken into account in determining appropriate investments.) Often
the financial advisor or underwriter will act as an investment advisor with respect to the bond
proceeds, but the issuer also may use a separate advisor. In some cases, the members of the
issuer’s staff have substantial investment experience and will handle this task “in-house.”

REBATE COMPLIANCE CONSULTANT

Arbitrage Yield Restriction. The tax code generally prohibits municipalities from
issuing tax-exempt bonds if the issuer reasonably expects to use the proceeds of such bonds,
directly or indirectly, to acquire securities or obligations with a yield materially higher than the
yield on such bonds, or to replace funds used to acquire such higher yielding securities or
obligations. Thus, the tax code generally restricts the rate of return on investments purchased
with gross proceeds to a yield that is not materially higher than the yield on the bonds.

As described in Chapter 3, General Federal Tax Requirements, exceeding the arbitrage yield
restriction requires the issuer to rebate the difference to the IRS. The rebate requirement applies
to most tax-exempt bond financings. Depending on the attributes of the financing, computing
the correct amount of rebate to be paid to the Internal Revenue Service (or confirming that
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nothing needs to be paid) can be very complicated and time-consuming. Issuers should consider
and discuss with members of the financing team the most cost-effective way of satisfying the
rebate requirement. Complying with the rebate requirement is a post-closing responsibility of
the issuer (or possibly the nongovernmental borrower) and not the responsibility of other
members of the financing team. In general, the best economic decision will be to maximize the
investment earnings on the proceeds of the bond financing and engage a qualified rebate
compliance consultant to perform periodic calculations. In addition, a qualified rebate
compliance consultant may be able to suggest ways to avoid paying a rebate while maximizing
the investment earnings on bond proceeds, subject to the issuer’s investment policies. For more
information on arbitrage restrictions and rebate requirements, see CDIAC’s California Public
Fund Investment Primer, Chapter 4: Other (Non-Surplus) Fund Investment.

USING A REQUEST FOR PROPOSALS TO SELECT FINANCING TEAM MEMBERS
DEFINITION AND PURPOSES

A request for proposals (RFP) is a formalized method of soliciting information concerning the
qualifications, experience, and proposed compensation arrangements of the various potential
participants in a debt financing. This information is then used by the issuer to select the
financing team member for the position under consideration.

RFPs are used for a variety of formal and informal reasons, including:

e Obtaining comparative information on qualifications, experience, and price

e Obtaining information about the availability of particular professionals to participate
in the financing

e Providing a selection process that is perceived as fair
e Obtaining new ideas concerning potential financing structures

e Providing a formalized transition from existing consulting relationships to new
relationships

Whether an RFP is necessary or not in any given case may be determined by statute, ordinance,
or local practice or may be entirely subject to issuer discretion. As discussed below, use of an
RFP may in some cases be viewed as unnecessary or inappropriate.

REQUEST FOR PROPOSAL PROCESS

The steps in the RFP process include:

e Preparation of the RFP so that it solicits information relevant to the selection and
financing process

e Advertisement of the RFP in a manner designed to produce responses from the target
market
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e Response by potential respondents consisting of proposals submitted to the issuer
e Evaluation of the written responses
e Interviews of finalists, if necessary
e Negotiation of the final arrangements with the participant selected
COMPONENTS OF AN RFP

The objective of an RFP is to produce responses that will provide the basis for selecting a
financing team member. To achieve that objective an RFP should contain at least the following
components:

e Scope of work description of the services for which proposals are being solicited and
the approximate size of the financing

e Experience of the issuer with similar projects, and the nature of the funding available
for the project

e Information submissions from each respondent to enable the issuer to evaluate the
respondent's qualifications

e Procedural rules governing responses

e Required contract terms to which the successful respondent will have to agree
e Criteria to be used in evaluating responses

e Evaluation procedure to be used by the issuer

Scope of Work. The description of the services to be provided may be either general or
quite specific. If general (for example, “the services customarily provided by an underwriter in a
negotiated offering of municipal bonds”), the RFP should ask each respondent to provide a more
detailed description of the services to be provided under the proposal. If the description in the
RFP is more detailed, the issuer may ask respondents to suggest any modifications in the
description of services that the respondents might deem necessary or appropriate. If the services
desired vary from what might be called customary, that variance should be clearly specified.
The approximate size of the financing provides potential respondents with an idea of the
magnitude of the proposed project or program.

Request for Information on Qualifications. This component often contains three
subparts:

e Respondents should be requested to provide information concerning the experience
and expertise of the firm and the individuals who would be responsible for the work
on the financing.
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e The issuer may want to formulate a series of specific questions designed to elicit from
respondents proposed solutions to unusual (or common, for that matter) problems
posed by the financing, or to elicit, more generally, proposed structures for the
financing.

e Respondents should be requested to provide proposed compensation arrangements.
Issuers may want to specify that certain parameters must be included within such
arrangements. For example, must compensation be contingent upon the issuance of
the debt? Are certain types of compensation arrangements not considered appropriate
by the issuer?

Procedural Rules for Responses. The RFP should specify any requirements concerning
the format of each proposal. These requirements might include:

e The number of copies to be submitted

e Whether pricing information should be submitted separately from other aspects of the
proposal

e A contact person at the issuer to whom questions concerning the RFP should be
directed, a cutoff date for such inquiries, and whether answers will be generally
available

e Any published rules by which the RFP process will be conducted

e Limitations on communications between respondents and officials or staff of the
issuer during the period prior to completion of the process

Required Contract Terms. The RFP should specify any contract terms required by the
issuer, for example, nondiscrimination or affirmative action clauses, conflict of interest
covenants, labor certifications, and any standard form contract requirements.

Criteria for Evaluation of Responses. The RFP should specify the criteria to be used to
select the winning respondent and should indicate, at least in general terms, the relative
weighting to be given to each criterion. The dimensions for evaluation may include the
following:

e Qualifications and experience of the proposing firm
e Qualifications and experience of the individuals responsible for the financing

e Quality of responses to questions concerning financing structure or unusual problems
posed by the financing

e Responsiveness of the proposal to the unique circumstances and needs of the issuer
and the requirements of the financing

e Proposed pricing arrangements
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e Results of interviews (if any) of finalists

Description of Procedure for Evaluation of Proposals. The RFP should describe the
process by which the issuer will make its selection, include a timetable for selection of finalists
(if any), the general period in which interviews will be held (if any), the officials of the issuer
responsible for evaluating responses and making the decision, and any period for protest of the
intent to award.

SELECTING TEAM MEMBERS WITHOUT AN RFP

Many of the objectives of using an RFP can be accomplished without resorting to the use of an
RFP. For example, the issuer can obtain comparative price data by informally asking for it, by
calling other issuers who are using other professionals, by asking a financial advisor for a
breakdown of underwriting compensation in comparable cases, and so on. Price control can then
be achieved by direct negotiation with the professionals with whom the issuer has established
relationships, rather than by competition through the use of an RFP. As another example,
comparative data concerning experience can be obtained by reviewing CDIAC’s calendar of
financings published in Debt Line, or by reviewing the data published in periodicals, such as the
Bond Buyer, or by consulting with participants already selected.

The RFP process should not be perceived as a perfect solution to the problem of selecting
qualified participants in a debt financing. The information obtained in the course of the RFP
process may be incomplete or imperfect in many respects. Respondents may portray themselves
in the best possible light and often gloss over their own inadequacies. Not all of the costs of
selecting and using a particular participant may be described by that participant when responding
to an RFP. For example, the interest costs of an inefficiently designed financial structure may
dwarf any savings resulting from differences in the quoted management fee or total underwriting
spread. Issuers should be aware that costs associated with any delay resulting from inattention or
lack of responsiveness, that in turn results from inadequate compensation, may far outweigh the
savings from the lowered compensation if the lowest proposed compensation is the primary
selection criterion. Unlike a professional with an established relationship with the issuer,
consultants may have a “short-timer’s view,” which results in a lack of loyalty to the issuer; they
may also be short on knowledge of the issuer’s circumstances, historical financing programs, and
needs.

Finally, the RFP process takes time and, for whatever reason, it may not fit within the issuer’s
financing timetable.

PERFORMANCE EVALUATION

Evaluation of the performance of members of the financing team is a necessary part of the
epilogue to any financing—not just a financing for which team members were selected by an
RFP. The ultimate criterion is, of course, the end result. Did the financing accomplish the
objective of providing monies for a project or program, with cost and risk appropriately balanced
and minimized under the circumstances, taking into account whether the financing was for a
governmental purpose or was a conduit issue? The end result necessarily is a product of all of
the team members, including the issuer. Individualized criteria need to be used to assess the
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contributions of each team member to the financing. Generally, those criteria will be, at least in
part, the same criteria that would have been used to evaluate responses to an RFP for that team
member. Did the participant demonstrate and apply the expertise and experience necessary to
accomplish the tasks at hand?

Certain criteria are, however, generally applicable to each financing team member:

e Was input (documents, information, ideas and so on) timely and responsive to the
needs of the situation?

e Were any problems resolved in a timely, cost effective, and appropriate way?

e Was the staff of the issuer kept advised of and involved in the proceedings?

e Were the issuer’s interests advanced appropriately?

e Did participants keep the promises they made?

e Was the working group effective, professional, and cooperative?

e Did the appropriate team members demonstrate leadership at appropriate times?

e Was the price of the services provided within the range promised by the participant or
was there adequate explanation for any deviation?

e Finally, would the issuer engage the participant again for the same purpose?

The evaluation process can be as formal or informal as the issuer desires (or as may be required
by any applicable procedures). Feedback to the participants is important, however, particularly
with respect to an established relationship in which problems are encountered. An early mention
of any such problems may go a long way toward resolving them. Of course, positive feedback is
as warranted as negative. The individuals involved in providing financial and legal services
operate in a competitive environment and greatly appreciate (when deserved) an expression of
appreciation for a job well done.

BASIC LEGAL DOCUMENTS

Listed in this section of the Primer are the basic legal documents found in most public finance
transactions, together with an explanation of their purpose, the party who typically drafts the
documents, and the most critical sections (from the issuer’s perspective) of the documents. The
reader should be aware that the wide variety of types of transactions currently undertaken in the
public finance arena makes it impossible to describe every possible configuration of legal
documentation. In addition, while the roles of the various team members, as discussed above,
fall into identifiable patterns, the roles are not inflexible and often change to fit the particular
circumstances of the transaction. Accordingly, the following should be viewed as a general
guide to the typical documentation, but variations, even substantial ones, are not uncommon nor
do they necessarily pose any cause for concern.

CHAPTER 1. OVERVIEW OF A DEBT FINANCING 31



Under each type of document, there is a list of the substitute documents that may be employed in
a given transaction, the definition and purpose of the document, the principal drafter, the parties,
and the critical provisions for issuer review. This last category is included but with a cautionary
note, as it is important for each party to a document to carefully review all sections of each
document they sign. Moreover, in different financings, different sections may be more or less
critical. Therefore, this discussion should only be used as a starting point for issuer review, and
not as a shortcut to enable the responsible staff person to skip any section of a document being
signed by his or her principals. Parties should always consult with their counsel and bond
counsel concerning the effect of provisions in the documents and should not be satisfied unless
they completely understand the answers they are given.

INDENTURE

Substitutes: Trust Agreement, Fiscal Agent Agreement, Bond Resolution, or Bond
Ordinance

Definition and Purpose: The indenture is the basic security document of a bond
transaction. It provides the terms of the bonds, including payment dates, maturities, redemption
provisions, registration, transfer, exchange, etc. The indenture creates the legal structure for the
security for the bonds, including:

e Creation and granting of the trust estate

e Pledge of revenues and other collateral

e Affirmative negative covenants (e.g. covenant to maintain facilities)

e Negative covenants (e.g. covenant not to pledge facilities/revenues to other debt)
e Default and remedy provisions

e Flow of funds (establishing the priority for uses of pledged revenues)

e Parity debt provisions (for issuance of additional bonds in the future)

e Defeasance provisions (to allow for refunding of the bonds)

e Trustee-related provisions—providing for removal of the trustee and appointment of a
new trustee, compensation, indemnification, and rights and obligations of the trustee

Principal Drafter: Bond counsel
Parties: Issuer, trustee

Critical Provisions for Issuer Review: Definitions of permitted investments and
revenues; scope of trust estate and pledged collateral; payment and redemption terms of bonds
(e.g. interest payment dates, maturities, redemption restrictions); additional bonds test; flow of
funds with special consideration to retaining the flexibility needed to use funds not otherwise
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needed for debt service; reserve fund provisions; covenants; default and remedy provisions;
defeasance provisions.

LOAN AGREEMENT
Substitutes: Installment Sale Agreement, Facilities or Project Lease

Definition and Purpose: The loan agreement is the document under which the bond
proceeds are lent or otherwise provided for the project being financed and the user of the
proceeds agrees to repay the amount of the bonds, plus interest. Used in certificate of
participation (COP) financings (typically an installment sale agreement or lease) or in bond
financings where the issuer is not the source of repayment on the debt. Provides for payment of
loan, installment sale, or lease payments sufficient in time and amount to pay debt service on the
bonds. Contains representations and warranties, covenants, and default and remedy provisions.
May contain pledge of revenues and/or other collateral. For installment sale agreements and
leases, provides for vesting of title to property.

Principal Drafter: Bond counsel
Parties: Conduit borrower/obligor, issuer

Critical Provisions for Issuer Review: Representations and warranties; covenants
(especially financial covenants and insurance coverage covenants); prepayment provisions;
pledge provisions; title provisions; abatement provisions (in leases).

AUTHORIZING RESOLUTION(S)
Substitute: Authorizing Ordinance

Definition and Purpose: Authorizes issuance and sale of bonds, authorizes execution
and delivery of documents, and directs staff to take other actions necessary to complete
financing.

Principal Drafter: Bond counsel or issuer’s counsel
Party: Issuer

Critical Provisions for Issuer Review: Parameters for delegation of authority to sell
bonds (i.e. maximum interest rate, discount, etc.); maximum par amount and term of bonds.
Conformance to issuer’s standard form of resolution.

BoOND PURCHASE AGREEMENT

Substitutes: Official Notice of Sale and Bid Form (competitive sales), Placement
Agreement (private placements)

Definition and Purpose: Provides for the sale of the bonds to the underwriter; specifies
discount, interest rates, and terms for payment of purchase price; contains representations and
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warranties of the issuer; contains conditions precedent to underwriter’s obligation to purchase the
bonds at closing; specifies documents to be delivered at closing; specifies who will pay
expenses.

Principal Drafter: Underwriter’s counsel or disclosure counsel
Parties: Underwriter, issuer, conduit borrower

Critical Provisions for Issuer Review: All those listed under definition and purpose
above.

OFFICIAL STATEMENT
Substitutes: Offering Memorandum, Limited Offering Memorandum

Definition and Purpose: The Official Statement is the document that provides
disclosure to investors and potential investors. Under federal securities laws, the issuer (and the
borrower, if there is one) are obligated to disclose in this document all information that a
"reasonable investor" would consider important in deciding whether to purchase a bond. This
would include terms of bonds, security, risk factors, financial and operating information
concerning issuer, and background information. Most financings are required to have Official
Statements under SEC Rule 15¢2-12 and must comply with the Rule 10b-5 standard. The
Official Statement is dated as of the date the bonds are sold and contains the final terms of the
bonds. A Preliminary Official Statement, complete except for interest rates and maturities, is
used to presell the bonds.

Principal Drafter: Underwriter’s counsel or disclosure counsel
Party: Issuer

Critical Sections for Review: It is very important for the issuer to read the entire
Official Statement as the issuer has liability for material misstatements and omissions in this
document and, unlike the underwriter, does not have a “due diligence” defense. The most
critical sections for issuer review are: security and sources of payment for the bonds; risk factors;
financial and operating data regarding the entity responsible for payment; litigation; and general
information (background) about the issuer.

CONTINUING DISCLOSURE AGREEMENT
Substitute: Continuing Disclosure Certificate

Definition and Purpose: The continuing disclosure agreement contains the undertakings
of the issuer (and any obligated persons) to provide ongoing disclosure in the form of annual
reports and event notices pursuant to SEC Rule 15¢2-12. The undertakings must be made for the
benefit of and be enforceable by the holders of the bonds. The undertakings must remain in
place for the life of the issue, with certain exceptions for pool bonds.

Principal Drafter: Underwriter’s counsel, disclosure counsel, or bond counsel
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Parties: Issuer, obligated persons, trustee

Critical Provisions for Issuer Review: Contents of annual reports; deadline for filing
annual reports; listed event notices; amendment provisions.

REIMBURSEMENT AGREEMENT

Substitute: Financial Guaranty Agreement (used for Bond Reserve Surety Policies)

Definition and Purpose: The reimbursement agreement appears in transactions
involving a letter of credit or surety policy guaranteeing payment on the bonds or draws against
the reserve fund, respectively. The reimbursement agreement contains the obligation to repay
the letter of credit bank (or surety provider) amounts drawn on the credit facility. Terms and
conditions vary depending upon the type of transaction involved.

Principal Drafter: Bank counsel, surety provider counsel
Parties: Issuer, bank (or surety provider), and trustee in some cases

Critical Provisions for Issuer Review: Representations and warranties; fees payable to
bank (including “increased costs” provisions); ability of bank to “participate” the credit facility
to other banks; renewals and extensions of the credit facility; default and remedy provisions,
including any “term-out” provisions; collateral provisions; choice of law provisions.

TAX CERTIFICATE

Substitutes: Tax Agreement, Arbitrage or Non-arbitrage Certificate

Definition and Purpose: The tax certificate contains certifications required to be made
by the issuer, and in case of a conduit issue, the borrower, in order to satisfy the requirements of
the Internal Revenue Code and the regulations issued thereunder for the bonds to be tax-exempt.
It also may contain certain elections required to be made under the Internal Revenue Code at the
time of bond issuance. Tax certificates also describe the rules applicable to the investment of
bond proceeds under federal tax law, as well as the agreements of the issuer and obligors as to
rebate compliance and investment and use of funds. For a more detailed analysis of these rules,
see the chapter entitled Chapter 3, General Federal Tax Requirements.

Principal Drafter: Bond counsel
Parties: Issuer, borrower

Critical Sections for Review: Varies greatly depending on type of issue, but always
should review “use of proceeds” section. Consult bond counsel.
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CLOSING DOCUMENTS

Substitutes: None

Definition and Purpose: Closing documents is the term generally used to describe the
certificates, receipts, written directions and requests, requisitions, and similar documents that are
delivered at the closing of an issue. These documents generally accomplish the following:

e Document the factual representations required by the purchase contract (generally,
these are contained in certificates and letters of representation) and the accuracy and
completeness of portions of the disclosure (such as feasibility reports or appraisals)

e Document compliance with the requirements of law and contract for the issuance of
the bonds (including effectiveness of resolutions, due execution of documents, etc.)

e Document the flow of funds at closing, i.e. the deposit and receipt of bond proceeds,
investments of funds, payment of costs, defeasance of prior bonds (in the case of
refundings)

e Instruct parties to take certain actions upon closing, i.e. deposit funds in accounts,
record documents, file reports, release security (in the case of refundings), etc.

The closing documentation is designed to document all of the factual issues required in order to
allow bond counsel to deliver its opinion.

Principal Drafter: Bond counsel
Parties: All parties to transaction

Critical Provisions for Issuer Review: Accuracy of all amounts for receipt and deposit
of funds; accuracy of representations, warranties, and certifications. All requisitions should be
reviewed to determine correctness of payments, deposits, and transfers.
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Chapter 2

CHECKLIST OF STEPS IN A DEBT
FINANCING

This chapter describes the five steps, along with their timeframes and responsibilities, that may
be used as a general guideline when undertaking a financing.

The legally required procedural steps vary widely among the different types of public debt
financing. For example, some types of debt require voter approval, some require approval by
ordinance subject to referendum, while others may be approved by simple resolution of the
governing body of the issuer. Some types of debt require action (such as the granting of a
Volume Allocation under federal tax rules) by official bodies other than the issuer and others
need only be approved by the issuer.

Nevertheless, much of the process is common to virtually all types of public debt. Broadly
speaking, the issuer must undertake the following steps:

Determine that a project or program to be financed is necessary or desirable

Select the financing team

Structure the financing

Obtain formal approval by the governing body of the issuer and, in applicable,
conduit borrower

Market and close the issue

The issuer also must live with the issue after the closing. The post-closing issuer responsibilities
include:

e Ensuring that continuing disclosure undertakings are fulfilled

Responding to investor inquiries

Calculating and filing arbitrage rebate returns

Administering any assessments or special taxes securing the issue

Administering any construction or acquisition programs
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e Complying with ongoing covenants
e Dealing with any workout-related issues

These steps are not independent and are not entirely sequential. For example, the legal and
financial feasibility of a particular method of securing the bond issue under a proposed financing
structure may determine whether the proposed project is feasible, and, therefore, whether the
project and financing will be undertaken. The possibility of political controversy or legal action
also may play into the feasibility analysis. As a result, a preliminary analysis of the feasibility of
each step may be necessary prior to undertaking any of the steps in the proposed financing, and
that preliminary analysis may involve informal consultation with experts prior to selection of the
project team.

This chapter outlines many of the common steps in a public debt issue. Because of the variables
which may be present in different financings, the reader should be aware that steps may be
accomplished in a different order and, in some cases, the time required may be more or less than
indicated.

The chronology outlined in this section is broadly applicable to financings that are public
offerings (not private placements) of debt being issued to finance a project (either governmental
or nongovernmental) or a lending program (such as a single-family mortgage program).
Although the process for a private placement or for tax and revenue anticipation notes is similar,
this discussion does not cover steps that may be unique to those types of financings. In general,
the word “project” is used rather than “program” to describe the purpose of the issue.

The description below of each step indicates the members of the team commonly responsible for
completing the step by using the abbreviations described in the following table.

Table 2-1
Responsible Team Members

| Issuer

FA Financial Advisor

SA Swap Advisor

BC Bond Counsel

uw Underwriter

uc Underwriter's Counsel

NB Nongovernmental Borrower

T Trustee/Fiscal Agent

RC Rebate Compliance Consultant
1A Investment Advisor

The team members that actually perform the steps in any given financing may vary. For
example, if the debt is to be sold at negotiated sale and no financial advisor is engaged by the
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issuer, the tasks indicated as being performed by the financial advisor will generally be
performed by the underwriter. Conversely, in a competitive sale, the tasks performed by the
underwriter (except for the actual purchase and distribution of the bonds) will normally be
performed by the financial advisor. Also, if disclosure counsel is employed, they may perform
many or all of the tasks indicated as being performed by underwriter’s counsel. A
nongovernmental borrower will only be present for certain types of conduit financings.
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STEP 1

DETERMINATION THAT A PROJECT (OR PROGRAM) TO BE FINANCED
IS NECESSARY OR DESIRABLE

(Time: one week to three years)

This initial step in the financing process is potentially the most time-consuming because this
when the basic business decisions regarding the project—its scope, cost, and the approach to
financing—are made. Issuers 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 issue, these policy decisions are firmly in place. It may be appropriate for the issuer to
inquire of other agencies that have financed similar projects to get ideas and obtain the benefit of
their experience. Similarly, this is the time at which any constituent input—for example,
citizen’s advisory committees or neighborhood groups—should be consulted to help shape the
decisions being made. Although listed before Step 2, Selection of the Financing Team, it may be
necessary or desirable to identify and retain bond counsel, a financial advisor, and/or underwriter
to assist with this first step as these team members may be useful in accomplishing the tasks

identified below.

Governmental Projects
and Programs

Nongovernmental Projects and
Programs (Conduit Financings)

Defining the nature and scope of the
projects.

Technological feasibility. (1)
Financeability. (I, FA, UW)

Statutory authorization. (BC)

Project and size of debt issue. (I, FA, UW)

Available revenues or other security for
repayment. (I, FA, UW, BC, SA)

Feasibility study. (I, FA, UW)
Credit support. (I, FA, UW)
Are other approvals necessary?
Voter approval. (I, BC)

Federal permits or grants. (1)

If the financing is proposed by the
nongovernmental borrower, is it the kind of
project that the issuer wants to encourage and
support? (1)

Public purpose (practical as well as legal). (1)
Technological feasibility. (I, NB)
Financeability. (I, FA, UW, NB)

Statutory authorization. (BC)

Does issuer need to be created? (I, BC)

Size of debt issue. (I, FA, UW, NB)

Available revenues or other security for
repayment. (I, NB, BC)

Feasibility study. (I, FA, UW)

Credit support. (I, FA, UW, NB)
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Governmental Projects
and Programs

Nongovernmental Projects and
Programs (Conduit Financings)

State permits, allocations or grants. (I, BC)
Local land use permits. (I)

Analyze the likelihood of political
controversy or litigation in opposition to the
financing. (I, BC)

Environmental impact evaluation. (1)

Should the issuer actively market its ability to
finance certain types of projects? (I, FA, UW)

Analyze the likelihood of political controversy or
litigation in opposition to the financing. (I, NB,
BC)

Environmental impact evaluation. (I, NB)

Private activity bond volume cap (if necessary).
(B, FA, UW, BC)

State (CIDFAC) approval (if necessary). (I, BC,
NB)
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STEP 2
SELECTION OF THE FINANCING TEAM

(Time: one week to three months)

The second step in the financing process is critical to the ultimate success of the project and
should be undertaken carefully. At this stage (unless previously done as discussed above), the
issuer should decide whether to hire a financial advisor (whether or not a negotiated sale is
expected) or rely on an underwriter to help with the initial structuring of the issue, which may
depend upon the decision to sell the bonds through a competitive or negotiated sale. In some
cases, issuers who have worked with a particular underwriter on prior projects may work with
that underwriter at the earliest stages in shaping the transaction. Similarly, a financial advisor is
often called upon very early in the process to help anticipate the financing options available. It
also may be advantageous to consult with bond counsel early on in the process to determine the
legal avenues available for the project and the financing.

O Determination of the positions to be filled (1)

Will a financial advisor or underwriter be initially retained to assist in structuring the
issue? (1)

Is the debt to be sold at competitive or negotiated sale? (I, FA, BC)

If negotiated, will the underwriter adequately perform the advisory role, or will the
separate advice of a financial advisor be necessary or desirable? (I)

If negotiated, should a single underwriter be selected or a team of managing
underwriters? (I, FA)

Will the issuer hire a separate disclosure counsel? (1)
Is there a need for varying types of banking expertise? (I, FA, UW)

Will a feasibility consultant be necessary to demonstrate the financeability of the
project or program? (I, FA, UW)

If an interest rate swap is used, will a Swap Advisor be utilized? (I, FA, UW)
Will special tax counsel be necessary or desirable? (I, UW, BC)
Will a credit enhancement provider be necessary? (I, FA,UW, SA)

Will a trustee, fiscal agent or paying agent be used? (I, FA, UW, BC)
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O Procedural alternatives for selecting each position on the financing team (1)
e Does a statute or local ordinance require competitive selection?
e Reliance upon previously established relationships
e Use of a request for proposals
e Appointment of the firm(s) that proposed the financing
e Recommendations from other issuers or from other team members
e Competitive sale of bonds (for selecting underwriter)
O Determination of method of compensation of each team member (1)
O Determination and selection of post-issuance team members
e Continuing disclosure
e Administration (for assessment and special tax issues)

e Arbitrage rebate compliance services
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STEP 3
STRUCTURING THE FINANCING
(Time: one week to three months)

At the third stage in the process, the consultants that have been retained will bring their expertise
to bear on the financial and legal structuring issues. Typically, this stage will include several all-
hands meetings and discussions as the documentation for the financing takes shape. Issuers need
to remain keenly involved in this process so that the structuring alternatives being chosen are
well understood and match up as closely as possible with the issuer’s goals and objectives.
Issuers should understand why each decision is being made and pay particular attention to the
covenants, agreements, security features, and other obligations they are undertaking. Similarly,
the issuer should be fully involved in reviewing and evaluating the disclosure being developed.
Issuers may not rely entirely on the professionals they hire to ensure that adequate disclosure is
provided. Similarly, “boilerplate” provisions in the documents, while often needed and
appropriate, should not be glossed over by the issuer. If the issuer has concerns over any part of
the documents, adequate explanations should be forthcoming from bond counsel and the other
team members with respect to the inclusion of each provision being included.

O Initial organizational meeting (All)

e ldentify security structure alternatives and either select from among them or
determine the criteria for selection (All)

e Determine the approximate size of the issue, taking into account amounts needed for
costs of issuance, reserve accounts, and capitalized interest, as well as the project or
program being financed

- Is credit enhancement necessary? (I, FA, UW)
- Are supplemental revenue sources necessary or available? (I, FA, UW, BC)

- What should be the terms of any underlying arrangements, including covenants
of, and/or security provided by, any governmental entity using the project or any
nongovernmental borrower? (I, FA, UW, NB)

- Is debt service coverage necessary? If so, how much? (I, FA, UW)
- Is casualty insurance necessary? If so, how much? (I, FA, UW)

- Are other covenants of issuer necessary or desirable? (I, FA, UW, BC)
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e Evaluate legal, political, and regulatory constraints (All)

How do federal tax laws affect any or all of above? (BC)
How do federal and state securities laws affect any or all of the above? (BC, UC)

Avre there state statutory constraints and what legal proceedings will be required?
(BC)

Has an environmental review been satisfactorily completed? If not, will one be
completed before an “approval” takes place? (I, BC, UW)

What financial and operating data will be included in the issuer’s annual report
under SEC Rule 15¢2-12? (BC, UC, UW)

Will any additional types of listed event notices be required (other than the 11
categories specified in SEC Rule 15¢2-12)? (I, UC, UW, FA)

Should any steps be taken to resolve or reduce political controversy, or to forestall
a possible reverse validation action? (I, BC)

Is there a debt policy in place that establishes goals/restrictions for the financing?
(1, BC, FA)

e Develop timetable for accomplishing remaining tasks (All)

Are any specific filings required? (I, BC, UC, NB)

Are approvals necessary other than by issuer (such as private activity bond
volume cap)? (BC)

Other time constraints (All)

Construction constraints

Negotiations with other parties, e.g. credit enhancement provider
Refunding date

Agree upon allocation of responsibilities for tasks to be accomplished (All)

O Prepare major legal documents relating to the financing, including indenture (or bond
resolution), agreements defining any underlying arrangement (such as loan agreements,
lease, or credit enhancement agreement), Official Statement, notice of sale or bond
purchase agreement, and Continuing Disclosure Agreement (BC, UC, FA, UW, I)

O Meeting(s) or conference calls to review and negotiate terms of the major legal
documents (All)
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Due diligence review of all facts material to the investor's decision to buy the bonds (All,
but especially UC)

Consideration of investment alternatives for bond proceeds. Will a guaranteed
investment contract be used? If the issue includes refunding, will the escrow be funded
with open market securities or SLGS? (I, IA, FA, UW, BC)

Credit rating agency review of the major legal documents and other relevant information
(1, FA, UW)

Adoption by the governing body of the necessary resolutions or ordinances authorizing
issuance of the bonds and execution of the legal documents either approving the notice of
competitive sale or authorizing execution of the bond purchase agreement (I, BC)

File a validation action if such is determined to be necessary or appropriate (I, BC, or
other counsel)

Advise CDIAC of proposed sale 30 days in advance of proposed sale date (I, BC)
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STEP 4

MARKETING AND CLOSING

(Time: one week to three months)

At this point, the financing should be completely structured and all parties should be in
agreement as to the ultimate terms of the financing (except the pricing terms themselves). It is
important to have worked out any major structuring issues or document provisions necessary to
obtain a satisfactory rating or credit enhancement in advance of this stage, so that the final
approvals by rating agencies and credit enhancers can go smoothly. Nevertheless, it is possible
that as a result of the first few steps outlined below, an issue will surface which requires the team
to reassess some of the decisions made in Step 3. Once the rating and/or credit enhancement is
in place, it is time to go out into the market and price the issue. At this stage, the final interest
rates, sizing, and other financial terms of the borrowing will be determined.

O Preparing for marketing

e Obtain the credit rating (I, FA, BC, UW)

- Provide final information to credit
rating agencies

- Meet with rating analysts (if necessary
or appropriate)

- Site visit by rating analysts (if
necessary or appropriate)

e Obtain final commitments from credit
enhancement provider (if necessary) (I,
FA, UW, NB)

e Obtain commitment for investment of bond
proceeds (See text box at right and
Chapter 11, Investment of Bond
Proceeds) (I, IA, FA, UW, T)

e Design the proposed maturity structure and

Investment of Bond Proceeds

The process of investing bond proceeds can
vary tremendously depending upon the type of
investments used. In the case of a simple
investment of funds in a money market fund or
in a pooled investment vehicle such as LAIF
(the Local Agency Investment Fund of the State
of California), this step can easily be
accomplished at or shortly after the closing of
the issue. On the other hand, if open market
treasury securities (especially for a refunding
escrow) or a guaranteed investment contract
will be used, a bidding procedure like the one
outlined below for GICs will be required. This
should be done in advance of the closing of the
issue.

v Determine appropriate investment
vehicles (I, IA, FA, UW, BC)

v Prepare and circulate for review a request
for bids for investments (I1A)

v' Evaluate responses (IA)

v" Negotiate final terms of investment
agreement with winning bidder (I, BC, T)

redemption terms of the bonds (I, FA, UW, NB)

e Final review and approval of Preliminary Official Statement (All)
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e |f competitive sale, determine rules for selecting winning bidders (I, FA, BC)

e |f negotiated sale, determine whether syndicate or selling group is appropriate and

who should be members (I, UW)

O Marketing

e Mail Preliminary Official Statement to syndicate or selling group members (or
potential bidders) and potential investors (if competitive sale, include notice of sale)

e Hold information meetings with investors and dealers, if necessary or appropriate
(usually reserved for very large issues)

Competitive Sale

Negotiated Sale

Answer any additional questions from analysts
for potential bidders. (I, FA, BC)

Open bids at time and place specified in Notice
of Sale. (I, FA, BC)

Determine winning bidder by applying rules
specified in Notice of Sale. (I, FA, BC)

If winning bid is acceptable, award bonds to
winning bidder, creating, in effect, a Bond
Purchase Agreement between the issuer and
the winning bidder. (1)

Preliminary pricing discussion. (I, UW, FA,
NB)

Look at comparable sales for rates and prices.
Timing of sale.

What is the supply in the near future of issues
that would compete for sales?

Which direction is market moving?
Avre certain types of investors noncommittal?
Finalize proposed pricing scale.

Send out pricing wire to solicit orders from
target markets. (UW)

Reprice if too many or too few orders. (I, UW,
FA, NB)

Agree upon the final rates and prices. (I, UW,
FA, NB)

Sign Bond Purchase Agreement. (I, UW, NB)
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0O Finalize and print Official Statement, describing final maturity schedule, interest rates,
and reoffering prices to the public, as well as conforming descriptions of bonds and
project to final design (All)

O Prepare to close the bond issue (deliver the bonds for payment)

Arrange for printing of the bonds (not necessary if book-entry-only issue) (I, BC, T)

Prepare closing documents, review (usually by phone), and arrange for execution
(All, but especially 1 and BC)

- Various certificates, opinions, and other letters
- Final forms of major legal documents

- Tax-related filings

Execute and/or authenticate bonds (I, T)

Inspect executed and authenticated bonds (not applicable for book-entry-only issues)
(uw)

O Pre-close the day before the bonds are delivered and paid for (All)

Final meeting to execute documents and ensure that all required documents are
present and in the agreed-upon form

O Close (All)

Receipt for bond proceeds

Receipt for bonds

Execute investment of bond proceeds

Payment of necessary fees

Recordation of real estate deeds, leases and encumbrances

Transmittal of tax roll information to tax-collecting entity (for land-secured
financings)

Compliance with MSRB requirements for delivery of final Official Statement, escrow
agreements (for refundings), and any other post-issuance filings (UW)

Notice of final sale to CDIAC
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STEP S

LivVING WITH THE ISSUE AFTER CLOSING

During the busy time of preparing for a bond issue, marketing, and closing, it is easy to forget
that the bond issue will usually be in existence for a long period of time. After closing, the issuer
and nongovernmental borrower will have to perform many tasks to assure that the financing is
ultimately successful. It is important that staff members of the issuer/borrower be designated to
take responsibility for the ongoing compliance and monitoring functions described below.
During the initial structuring phases described in the previous steps, the post-issuance
compliance issues should be kept in mind. Ideally, the people who will be responsible for post-
issuance compliance on behalf of the issuer/borrower should be involved in the early phases of
the project as well. The issuer/borrower will need to determine what consultants it will hire to
perform these tasks and which tasks it will take on itself. Even when consultants (such as rebate
compliance providers, continuing disclosure consultants or counsel, investment advisors, and
others) are retained, issuers will need to monitor their performance and work product.
Ultimately, it is the issuer/borrower who is responsible for adhering to these compliance
requirements.

O Evaluate performance of financing team (I, NB)
O Monitor the progress of the construction project or lending program (I, NB)
e Administrative duties of issuer
e Monitor compliance with tax rules for expenditures and use of project
e Monitor compliance with program rules for expenditures and use of project.
e Provide financial and project reports to investors
O Monitor the trustee's performance (I, NB)
e Collection of revenues
e Maintenance of accounts
e Investment of monies
e Paying agent functions

0 Comply with ongoing covenants (I, NB)
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Monitor interest rates and value of swap (if any) (I, NB, SA)
Annual financial statements (I, NB)

Annual report filed with Central Post Office and NRMSIRs (I, NB)
Monitor need for listed event notices (I, NB)

Other annual reports, such as CDIAC, Mello-Roos, and Marks-Roos Bonds Yearly Fiscal
Status Report (1)

Ensure arbitrage rebate compliance (I, RC)
Interpret financing documents (I, BC)

e Covenants, e.g. concerning use of project
e Additional bonds tests

e Subordinate financing tests

Refinancing or refunding (if needed or appropriate) (I, FA, UW)

Engage in a workout if necessary to resolve any problems in connection with pending or
actual default (I, BC, others)

Respond to any inquiries or audits by the Internal Revenue Service or the Securities and
Exchange Commission (I, BC, others)

CHAPTER 2. CHECKLIST OF STEPS IN A DEBT FINANCING 51



52 CHAPTER 2. CHECKLIST OF STEPS IN A DEBT FINANCING



Chapter 3

GENERAL FEDERAL TAX REQUIREMENTS

INTRODUCTION

This chapter provides an overview of the basic federal tax concepts and rules applicable to public
finance. Federal tax concepts that relate in a unique way or are only applicable to a particular
type of bond are discussed in Chapter 6, Types of Financing Obligations in the applicable
section.

Under the Internal Revenue Code of 1986, as amended (the “tax code”), bonds issued by states
and local governmental units generally bear interest that is excluded from gross income for
federal income tax purposes. The term “bond” includes any evidence of indebtedness, and
covers notes, installment sale agreements, or financing leases. Although exempt from federal
income tax, interest on bonds may be taken into account in determining other federal income tax
consequences, such as personal or corporate alternative minimum tax, interest expense
deductions, taxation of Social Security benefits, and the like.

In general, interest on bonds is taxable if:

e The bonds are not treated as obligations of a state or political subdivision of a state
(see below)

e The bonds are arbitrage bonds
e The bonds are hedge bonds
e The bonds violate various other prohibitions contained in the tax code

Furthermore, nongovernmental bonds such as private activity bonds used to finance projects that
substantially benefit private businesses, generally are not tax-exempt. Certain qualified private
activity bonds can 