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Editor’sNote: Periodically, CDIAC invites guestauthorsto contribute
articles on topical issues of interest to the public finance community.
CDIAC publishes these articles as an educational resource and does
not specifically endorse any of the tools or products described in them.

In its Mechanics of a Bond Sale and Living With An Issue:
On-going Debt Administration seminars, CDIAC provides
an educational session on arbitrage and arbitrage rebate. Ms.
Anne Pelej contributes the following article that discusses the
relevance of arbitrage rebate compliance to municipal issuers
and provides an overview of key decision points. Questions
regarding this article may be directed to annep@muni.com.

Governmental Purpose

No one knows how the Internal Revenue Service (IRS) got wind
of the fact that municipalities were making a tidy profit from
investing tax-exempt bond proceeds in the taxable market, but
in the summer of 1986 they got in on the action by enacting
Section 148 of the Internal Revenue Code. These regulations
require that 100 percent of the gain on investment, beyond the
cost of the bond, be paid back to the federal government. A
payment of 90 percent of the amount due is made every five
years until the final maturity date when 100 percent of the li-
ability becomes due.

It took until 1993 to have a final set of arbitrage rebate regula-
tions, but in the fifteen years since then, speculation, debate,
and practical application have laid the foundation for regulatory
interpretation as we see it today. As new investment products
and public financing strategies have developed, so has the com-
plexity of an arbitrage rebate computation. What started as a
simple time value of money analysis is now over 300 pages of
regulatory guidelines that can drive even the hardiest of finance
managers into early retirement.
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To complicate matters even further, portions of a tax-exempt
bond issue are also subject to various “yield restriction”
requirements. The application of a “spending exception”
can avoid a rebate payment, but election of the “penalty in
lieu of rebate” can backfire. The “small issuer” limits have
been changed three times for school districts and are not
retroactive. In addition the “yield optimization” computa-
tion for variable rate debt provides for numerous iterations
of matching earnings over time.

The IRS has addressed some of the regulations requiring
further definition in a set of proposed changes scheduled to
take effect in early 2008. Of note are changes to accom-
modate certain hedges, validation of electronic guaranteed
investment contract (GIC) bidding, permission to use yield
reduction payments for an advance refunding escrow, and
an increase in the annual computation credit from $1,000
to $1,400.

The need to dedicate staff to arbitrage compliance
management is rarely questioned anymore. Depending
upon the complexity of the tax-exempt financings, and
the funds available for initial and on-going staff training,
a municipality may choose to outsource this service.
Whether arbitrage rebate computations are outsourced or
performed internally, the most important issue is how to
apply the regulations and manage investments to achieve
advantageous outcome for the issuer.

(Continued on page 4)
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IN-BOX
A Synopsis of Current Events in Public Finance

State Treasurer Releases Debt Affordability Report
Pursuant to Government Code Section 12330, the State Trea-
surer is required to submit an annual debt affordability report
to the Governor and Legislature by October 1 of each year.
State Treasurer Bill Lockyer recently released the first debt
affordability report of his administration. The report entitled,
Looking Beyond the Horizon, Investment Planning for the 21st
Century, provides a long-range fiscal outlook of California’s
investment needs and the State’s financial capability for the
next 20 years.

The report provides an in-depth look at the state’s current and
future program and investment demands on the State’s Gen-
eral Fund. To provide a clearer long-term picture of Califor-
nia’s General Fund capacity, the report divides General Fund
spending between debt service payments and operating expen-
ditures to project both future investment and program needs.
Summarized below are the report’s General Fund revenue and
expenditure expectations and projected new debt issuance ac-
tivity for the next 20 years:

* The State’s total General Fund revenues are ex-
pected to increase from $107.1 billion in Fiscal Year
(FY) 2008-09 to $253.8 billion in FY 2027-28. The
General Fund budget for operating expenditures
(excluding debt service payments) is expected to
grow from $106.8 billion to $252.6 billion for the
same period.

* The State will issue $224 billion of new General
Fund-backed debt to finance infrastructure develop
ment through FY 2027-28; with annual debt service
costs to the General Fund expected to grow from
$5.3 billion in FY 2008-09 to $15.8 billion in FY
2027-28.

Part of the report’s General Fund analysis includes a review of
the chronic structural budget deficit. The report advocates for
policymakers to fix the existing structural budget deficit that
that is expected to be $14.6 billion by FY 2027-28. To close
this deficit, the report explores three choices policymakers
can pursue: 1) raise revenues; 2) cut expenditures; or 3) take
meaningful steps to make government operate more efficient-
ly. The supporting discussion contained in the report explores
various proposals that could assist in repairing the structural
budget deficit including previously offered proposals.

The report also features a discussion on ways to ease demand
on the General Fund. It suggests that if given additional pub-
lic finance tools, the State Treasurer’s Office could continue
to reduce and manage the costs of issuing debt as well as take
advantage of various debt structures that would give the State
and its taxpayers the best possible value in the public market.
The report also states that additional General Fund revenues

could be freed up by funding infrastructure development and
operation through user-pay financing. Lastly, the report recom-
mends the creation of the California Transportation Financing
Authority (CTFA) that would allow the issuance of revenue
bonds backed by a variety of revenue sources including tolls,
to support publicly-owned and operated highways. Under ex-
isting law, there is no authority to issue bonds for state high-
way construction that are secured by toll revenue.

This report can be viewed on-line at the State Treasurer’s web-
site, www.treasurer.ca.gov.

Treasurer Sells Bonds to Fund Stem Cell Research
The beginning of October marked the first General Obliga-
tion (GO) bond sale authorized under the California Stem Cell
Research and Cures Bond Act (Proposition 71), the $3 billion
stem cell research initiative approved by voters in 2004. The
State Treasurer’s Office sold $250 million of GO bonds that
will provide the nation’s largest-ever State investment in hu-
man embryonic stem cell research. Bond proceeds will be used
to fund more than $200 million in new research grants and pay
off $48 million in outstanding bond anticipation notes.

Of the $250 million sold, individual investors purchased ap-
proximately $102.8 million (41.1 percent). The remaining
bonds were purchased by institutional investors. The interest
rate on the federally taxable bonds is 5.168 percent. Moody’s
Investors Service assigned its Aaa global scale rating to bonds,
the first time a global scale rating has been assigned to a Cali-
fornia GO bond.!

According to the State Treasurer’s Office, this bond sale marks
the first time GO bonds have been used to directly finance
the development of intellectual capital. Additional informa-
tion on the Proposition 71 bond sale is available on the State
Treasurer’s website, www.treasurer.ca.gov.

SEC Reaffirms 15¢2-12 Filings with Texas Mac

In August 2007, the Municipal Advisory Council of Texas
(Texas Mac) requested the Securities and Exchange Commis-
sion (SEC) to reaffirm that the use of the Central Post Office
(CPO) would still satisfy reporting obligations incurred as a
result of Rule 15¢2- 12 under the Securities Exchange Act of
1934.2 In 2004, the SEC issued an interpretive letter to Texas
MAC which said underwriters and issuers could use the CPO
to meet Rule 15¢c2- 12 reporting requirements. As a result
of the recent settlement with Digital Assurance Corporation,
LLC (DAC), the Texas MAC had to modify certain aspects of

* The global scale rating is the rating system Moody’s uses for corporate
debt. Municipal issuers that are issuing taxable debt or entering an interest
rate swap with a corporate counterparty have the opportunity to receive a rat-
ing on the “global scale” for their credit. According to Moody’s global scale
criteria, California’s A1 GO credit correlates to a global scale rating of Aaa.

2 Texas MAC operates the CPO under the name Disclosure USA.

(See In-Box on page 8)
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INTERNAL DISCLOSURE PROGRAMS FOR ISSUERS: PART II

Robert Doty
President
American Governmental Financial Services Company

Editor’s Note: Periodically, CDIAC invites guest authors to
contribute articles on topical issues of interest to the public fi-
nance community. CDIAC publishes these articles as an educa-
tional resource for local governments and does not specifically
endorse any of the tools or products described in them. In this
month’s Debt Line, CDIAC publishes the second of a two-part
article on municipal disclosure concepts, prepared by Mr. Rob-
ert Doty. In this issue, Mr. Doty discusses disclosure concerns
for issuers and steps they can take to improve their disclosure
program. Mr. Doty also provided the Commission with a pro-
cedure checklist, as promulgated in an exposure draft from the
International Municipal Lawyers Association. The checklist
is available at www.treasurer.ca.gov/cdiac and www.IMLA.
org.

Costs for Issuers

It is important for issuers to realize that the fundamental pur-
poses of securities laws are to protect investors and enhance the
integrity of the financial markets, even if doing so may result in
costs to issuers. That is a consequence of having access to the
securities markets. Enforcement or private litigation on disclo-
sure matters also is extremely expensive and can severely dis-
rupt an issuer for many years. For example, the City of San Di-
ego has been unable to access the public debt market for several
years and has spent tens of millions of dollars investigating and
remedying its failures to disclose to investors and the market,
in official statements, continuing disclosure information, and
rating agency presentations, the unfunded status of the City’s
pension plan and health benefits for retirees.! According to an
independent report, city officials were warned about the need
for care in reviewing and making disclosures.

Over the years, the targets of SEC enforcement actions have
included not only the City of San Diego and Orange County in
California, but others including the City of Miami (FL), Neshan-
nock Township School District (PA) (which paid a monetary
remedy), Maricopa County (AZ), the City of Syracuse (NY),
Nevada County (CA), the City of lone (CA), Wasco Public
Financing Authority (CA), Massachusetts Turnpike Authority,
Utah Educational Savings Plan Trust, Dolphin County General
Authority (PA), 39 small Mississippi communities, numerous
assessment districts, and in reports, New York City (NY) and
Washington Public Power Supply System. A significant number
of issuer officials also have been enforcement targets.

Nevertheless, the argument has been advanced that issuers have
few risks because bond defaults rarely occur in the munici-
pal securities market, at least in the case of general obligation
bonds and securities issued for traditional established water
and wastewater systems. Arguments based on default statistics
evidence fundamental misunderstandings of the purposes of

! In the Matter of the City of San Diego, SEC Rel. Nos. 33-8751, 34-54745
(November 14, 2006).
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the securities laws to protect investors and the markets. In the
foregoing list of issuers that have experienced difficulties, the
vast majority of the issuers did not have bond defaults. Instead,
their problems arose with respect to tax misrepresentations,
stale financial information that affected bond prices, or other
problems. The appropriate focus for issuer diligence and disclo-
sure programs is material information (in very general terms,
information that is likely to affect investment judgments), not
whether defaults may occur.

The risks are not limited to the federal securities laws and are
likely to be greater in private litigation. In private litigation
under state law, the Holmes Harbor Sewer District, a special
district in Washington, and its Board members paid settlements
to investors in connection with a defaulted assessment bond
financing in which developer officials and other private per-
sons were convicted of crimes and the underwriter experienced
bankruptcy. Superstition Mountains Community Facilities Dis-
trict No. 1 (AZ) and its officials experienced litigation for years
relating to securities issued to finance a start-up wastewater
system.

While some may seek to minimize the risks to issuers, others
prefer to render sound, accurate and helpful advice to their is-
suer clients and to assist the issuers in discharging their respon-
sibilities in a careful manner.

In that vein, the following remarks express views of Securities
and Exchange Commission staff:

During my years in private practice, | have observed two
quite different approaches of lawyers towards disclosure
and the securities laws: that of the planner and that of
the litigator. The planner, who takes the long view and
recognizes the danger of liability and costliness of in-
vestigations and litigation, counsels his client to take
moderate positions, well within established legal prin-
ciples. The litigator is more aggressive, willing to take
more risk and to push the envelope for his client. As a
result, after bonds have been issued, issuers advised by
litigator-types may be faced with the challenge of back-
ing away from the precipice of disclosure fraud. Keep
in mind that liability is determined by courts, not law-
yers in private practice. An issuer being advised by an
aggressive litigator should recognize the potential risk.
Your lawyer may think you are close to, but not over,
the edge, but if a court sees it otherwise—and if you’ve
gone over the edge—you are the one who loses. If safety
is your concern, when in doubt, disclose.?

2 Remarks of Martha Mahan Haines, Office of Municipal Securities, Securi-
ties and Exchange Commission before the Michigan Municipal Finance
Officers Association (September 19, 2000).

(Continued on page 6)
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ARBITRAGE REBATE COMPLIANCE

(Continued from page 1)

Relevance in Today’s Planning Environment

It has been said that the best way to predict the future is to invent
it. Proactively managing tax-exempt debt provides numerous
advantages for the municipal manager. Just as infrastructure
projects serve the needs of the community and debt service pay-
ments serve the needs of investors, active management of bond
proceeds serve the needs of the public financing.

There are many options to choose from when structuring your
approach to arbitrage rebate compliance. Targeted outcomes,
such as meeting a spending exception, increasing available
construction proceeds, or redeeming bonds early, will give you
direction. A plan that covers the entire term of the financing will
provide continuity.

Approaching arbitrage rebate compliance with the intent to use
the regulations to your advantage will not only maximize the
financial potential of the debt you have incurred, but if managed
properly, can assist greatly in the event of an IRS or Securities
and Exchange Commission (SEC) investigation. Comprehensive
disclosure makes investors happy, and a well-managed compli-
ance program serves to facilitate good disclosure.

Continuing education for both management and staff is vital to the
understanding of new financing structures. Many organizations
such as CDIAC, GFOA, NABL and NFMA offer seminars and
news briefs on the changing economic environment. Although
it’s important not to jump on every “band wagon” that comes
along, thorough discussion and thoughtful consideration can lead
to a marketplace advantage. Understand what you are getting
into. Make sure your staff understands and is prepared to com-
ply with regulatory implications. And be sure your governing
board is aware of the structure and overall plan for the debt, for
ultimately they are the ones accountable.

Finally, leave a legacy that creates a tribute rather than a tribu-
nal. Consistent policies and procedures for all debt issued and
a records retention system that can be successfully accessed into
the future are two of the main ways you can be remembered as
the manager who did it right.

Managing Arbitrage Rebate Compliance

After the closing is no time to relax. Proceeds need to be
invested, construction projects started, and records properly
stored from day one. Critical transaction dates should be
discussed with your “gatekeepers” as well as any “red flags” that
may signal something is amiss. Establishing a comprehensive
and consistent set of policies and procedures for all bonded debt
is sure to aid staff turnover and satisfy auditors much more than
a haphazard structure.

Page 4 November 2007

The transcript documents needed to prepare an arbitrage rebate
report include:

Official Statement

Tax Certificate

8038G/8038

Trust Indenture

Escrow Verification Report (refundings only)
Cash Flow Transactions

Asset Statements

GIC Contracts (if applicable)

SWAP Agreements (if applicable)

VVVVYYVYVYY

These documents should be provided to you in either hardcopy
or electronic format shortly after the closing.

Understanding the representations made in the bond offering
and the covenants that have been undertaken is the next step in
the process of good compliance management. The temptation to
sign off on boilerplate language in the Tax Certificate is common
since this is usually one of the final transcript documents to be
drafted. But this habit should be avoided at all costs. As you
read the Tax Certificate, make sure you agree with any and all
special elections and that you and your staff are aware of the
compliance implications.

Maintaining an arbitrage rebate reporting schedule that allows
time for decisions at critical junctures is important if you plan to
maximize the opportunities afforded by the regulations. Consult-
ing with bond counsel before making critical decisions relating to
your tax-exempt debt, such as redeeming bonds early or changes
in the use of proceeds or bond financed facilities, can help avoid
trouble down the road.

Staying organized is key. There are advantages to be gained by
accounting for investments and expenditures in detail. Com-
mingling funds can disqualify a fund from a rebate exception as
well as add to the cost of the arbitrage computation. Trustees
can also make mistakes. Periodically verifying that funds are
being managed in accordance with the Trust Indenture is always
a good practice.

There is no need to maintain a similar reporting schedule
for all bond issues. Customizing the frequency of liability
computations to fit the critical stages of the financing can save
time and money. In general, the IRS regulations require an
arbitrage rebate liability payment every five years and on the
final maturity date of the bonds. The Governmental Accounting
Standards Board (GASB) recommends annual computations
so that material liabilities can be recorded. The decision to
calculate every year, every five years, or somewhere in between

(Continued on page 9)
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2007-08 STATE LEGISLATIVE STATUS UPDATE

In accordance with Article IV, Section 10 (b)(1) of the State Constitution, October 14, 2007, was the last day for the Governor to sign
or veto bills that were passed on or before September 14, 2007 by the Legislature. The following tables contain the status of bills
introduced that may affect state and local bond issuance and investment practices (those that were signed into law are in bold type).
Since this update does not include summaries of the bills, please refer to the State Legislative Counsel’s website at www.leginfo.
ca.gov (summaries of most of these bills are also available in the March 2007 and August 2007 issues of DEBT LINE; however these
summaries may not reflect recent changes). The information presented in this status update is provided by the Legislative Counsel’s
Office and are current as of October 15, 2007.

The following bill, which appeared in the previous legislative summary, has been amended and it no longer relates to bond issuance:

Bill Number:  SB 943

Author: Machado

Previous Title: Prisons: Construction
Current Title:  Prisons

General Obligation Bond Legislation
(Requires approval by voters in a statewide election)

Bill Number Author Title Status/Location

AB 10 De La Torre Children's Hospital Bond Act of 2008  Location: Senate Rules Committee
Education Facilities: Kindergarten-

AB 100 Mullin University Public Education Location: Assembly Education Committee

Facilities Bond Act of 2008
The Firefighters' Home Purchase Act =~ Location: Assembly Housing and Community

AB 677 Nakanishi of 2007 Development
Safe and Secure Court Facility Bond I . .

AB 1340 Jones Act of 2008 Location: Assembly Judiciary Committee

SB 59 Coadill Reliable Water Supply Bond Act of Location: Senate Natural Resources and Water

g 2008 Committee (failed passage in committee)
California Reading and Literacy
L Improvement and Public Library - ot :

SB 156 Simitian Construction and Renovation Bond Location: Senate Appropriations Committee
Act of 2008

SB 1052 Perata \é\]faztgcr)gupply Reliability Bond Act Location: Senate Rules Committee

SBX2 2 Perata Safe Drinking Water Act of 2008 Location: Senate Appropriations Committee
Water Supply Reliability Bond Act of ion:

SBX? 3 Cogdill upply Reliabtlity Locathn. Senate Natural Resources and Water
2008 Committee

Clean Drinking Water, Water Supply
SCA?2 Simitian Security, and Environmental
Improvement Bond Act of 2007

Location: Senate Natural Resources and Water
Committee

(Continued on page 7)
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INTERNAL DISCLOSURE

(Continued from page 3)

Relatively small additional financing costs and delays, if neces-
sary, may be justified in order to avoid seriously undesirable
consequences. Because securities law actions often are heav-
ily fact dependent, procedures followed by other jurisdictions
under different facts and circumstances may not protect your
jurisdiction in its own unique financing activities.

What Issuers Can Do
A number of steps may be taken by most issuers to improve
disclosure programs:

One key step is to assign responsibility to disclosure coordi-
nators or task forces—perhaps issuers’ internal legal counsel
and finance directors, and possibly also with a professional
experienced in disclosure matters—who are given authority to
obtain information from and to review and question disclosure
information provided by appropriate issuer staff (for example,
finance, pension, human relations, public works, and insurance
departments). A disclosure coordinator or task force should

be accessible to issuer staff who identify disclosure problems
and who are protected in coming forward with information.
The disclosure coordinator or task force might also have the
responsibility of certifying to the governing body the material
accuracy and completeness of disclosure documents submitted
to the governing body for approval.

Another very important step is for issuers to employ experi-
enced parties in direct contractual relationships with the issu-
ers to prepare the issuers’ official statements and to advise the
issuers on the creation of diligence and disclosure programs.
Underwriters’ counsels are not suited for those roles. They do
not represent the issuers, but rather represent the underwriters
as buyers of the issuers’ securities. Underwriters’ counsels do
not have contracts with issuers and do not render opinions to
the issuers.

It is very difficult to justify facts and circumstances in which
an issuer that is “primarily” responsible for its disclosure docu-
ments relies upon underwriter’s counsel to conduct the issuer’s
diligence and prepare the issuer’s disclosures without a contrac-
tual relationship with the issuer and without a duty to advise
the issuer. After problems arise, such an issuer will find that
the underwriter and underwriter’s counsel will assert that they
relied upon the issuer for material accuracy and completeness
of information, not the other way around.

A third step is careful review of the official statement by the is-
suer. This means that issuers’ coordinators or task forces should
read the entire disclosure documents carefully and review the
documents with senior administrative or executive officials, as
well as reviewing particular information with issuer officials
having more specific relevant responsibilities. Members of gov-
erning bodies should be informed that their careful review is
essential, and they should be given the time necessary to com-
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plete that review, usually at least a week. They also should be
afforded opportunities to ask questions and submit comments.

Fourth, issuer officials should read and understand the docu-
ments they sign. If they do not understand something, they
should ask questions until they do. That includes the infamous
and generally unintelligible tax certificates (as officials of the
39 Mississippi communities and Neshannock Township School
District (PA) learned the hard way).

To be very explicit, if something goes wrong, no one will un-
derstand if issuer officials have not read and understood the dis-
closure documents they approved and signed for use in offering
securities to investors—not citizens, not the press, not market
participants, not enforcement officials. It simply cannot be ex-
plained.

Special areas deserving of attention include expert work prod-
ucts (for example, appraisals and feasibility studies) and infor-
mation provided by private parties with a financial interest in
the bond issues. Those issues are more complex and beyond the
scope of this article.

The International Municipal Lawyers Association (IMLA) has
suggested a set of Financing Procedures Checklists in exposure
draft form that may provide helpful guidance. The Checklists
are available from IMLA at www.imla.org. They are also avail-
able on CDIAC’s website at www.treasurer.ca.gov/cdiac. @

California Debt and Investment Advisory Commission




LEGISLATIVE UPDATE

(Continued from page 5)

Bill Number
AB 125

AB 169

AB 371

AB 373

AB 574
AB 862

AB 929

AB 1063

AB 1272

SB 27

SB 46

SB 47

SB 99

SB 142

SB 143

SB 144

SB 188

SB 282

SB 491

SB 784

Author
Ma

Levine
Huffman

Wolk

Torrico
Wolk

Runner

Evans

Arambula

Simitian

Perata

Perata

Committee on
Budget and
Fiscal Review

Committee
on Local
Government

Committee
on Local
Government

Committee
on Local
Government

Negrete
McLeod

Cox
Alquist

Torlakson

Bond-Related Legislation

Title
School Facilities

Joint Powers Authorities: Indian
Tribes

Health Facilities

Local Government: Community
Facilities Improvement
High-Occupancy Toll (HOT) Lanes

Public Resources: Information

California Finance

Agency: Bonds

Housing

Local Agency Finance: Limited Tax
Bonds

General Obligation Bonds:
Administration and Oversight

Sacramento-San Joaquin River
Delta, Clean Drinking Water, Water
Supply Security, and Environmental
Improvement Act of 2008

Housing and Emergency Shelter
Trust Fund Act of 2006: Regional
Planning, Housing, and Infill
Incentive Account

Transportation Bonds

Prisons: Construction

Validations

Validations

Local Government Omnibus Act of
2007

Public Finance

State Fair Leasing Authority

The New Older Californians Act

State General Obligation Bond Law:
Reports

California Debt and Investment Advisory Commission

Status/Location
Location: Assembly Appropriations Committee

Location: Senate Local Government Committee

Location: Senate Appropriations Committee

Status: Approved by Governor (Chapter 670,
Statutes of 2007)

Status: Approved by Governor (Chapter 498,
Statutes of 2007)

Location: Assembly Appropriations Committee

Status: Approved by Governor (Chapter 274,
Statutes of 2007)

Status: Approved by Governor (Chapter 504,
Statutes of 2007)

Location: Assembly Appropriations Committee

Location: Assembly Water, Parks and Wildlife
Committee

Location: Assembly Appropriations Committee

Location: Senate Rules Committee

Status: Approved by the Governor (Chapter
245, Statutes of 2007)

Status: Approved by the Governor (Chapter
216, Statutes of 2007)

Status: Approved by the Governor (Chapter
217, Statutes of 2007)

Status: Approved by the Governor (Chapter
343, Statutes of 2007)

Location: Senate Appropriations Committee

Status: Approved by the Governor (Chapter
293, Statutes of 2007)

Location: Senate Appropriations Committee

Location: Assembly Appropriations Committee

(See Legislative Update on page 8)
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LEGISLATIVE UPDATE

(Continued from page 7)

Bond-Related Legislation

Bill Number  Author Title Status/Location
. California State University: State .
SB 855 Ridley- University Revenue Bond Act of Status: Approved by the Governor (Chapter
Thomas 1947 352, Statutes of 2007)
SCA 6 McClintock General Obligation Bonds: Proceeds Locatlc_)n: Senate Governmental Organization
of Sale Committee
— - Location: Senate Budget and Fiscal Review
SCA 8 Harman Appropriations Limit Committee
Investment-Related Legislation
Bill Number  Author Title Status/Location
Public Retirement Systems: Status: Approved by the Governor (Chapter
AB 221 Anderson Investments: Iran 671, Statutes of 2007)
. County Employees" Retirement: Status: Approved by the Governor (Chapter
AB 246 Torrico Retirement Boards 315, Statutes of 2007)
Committee on .
AB 1745 Revenue and Government Finance Status: Approved by the Governor (Chapter
. 340, Statutes of 2007)
Taxation
IN-BOX

(Continued from page 2)

its operations. Following this, it was required to fully disclose
to the SEC changes made to the CPO in order to determine if
any modifications or actions needed to be made to the SEC’s
2004 interpretive letter.

To satisfy the Texas MAC’s 2007 reaffirmation request, the SEC
review focused on the three technical features of the CPO site
that the Texas MAC changed: (1) disabling the “return receipt”
column appearing on the distribution status page, which collect-
ed or processed return receipts from the nationally recognized
municipal securities information repositories (NRMSIRs) and
state information depositories (SIDs); (2) discontinuing send-
ing a daily log file to the NRMSIRs and SIDs; and, (3) within a
year, eliminating the reminder e-mails sent to CPO customers
alerting them to their filing deadlines.

At the conclusion of the review, SEC reaffirmed that neither un-
derwriters nor issuers will run afoul of Rule 15¢2-12 on disclo-
sure if issuers file their secondary market disclosure documents
directly with the Texas MAC’s CPO instead of the NRMSIRs
and SIDs.

Additional information on the SEC reaffirmation of Texas
MAC’s CPO can be found on-line at www.sec.gov.

Rules for Banker “Broker” Exemptions Adopted
The Securities and Exchange Commission (SEC) and the Board
of Governors of the Federal Reserve System (Board) announced

3 Joint Press Release, Securities and Exchange Commission and Board of
Governors of the Federal Reserve System, September 24, 2007, www.feder-
alreserve.gov.

the adoption of the final joint rules to implement the “broker”
exceptions for banks under Section 3(a)(4) of the Securities Ex-
change Act of 1934 that was amended by the Gramm-Leach-
Bliley Act of 1999.

The new rules define the scope of securities activities that banks
may conduct without registering with the SEC as a securities
broker. Specifically, the rules implement the statutory excep-
tions that allow a bank, subject to certain conditions, to continue
to conduct securities transactions for its customers as part of the
bank’s trust, fiduciary, custodial and deposit “sweep” functions,
and to refer customers to a securities broker-dealer pursuant to
a networking arrangement with the broker-dealer.®

According to the SEC and the Board, the rules are designed
to accommodate the business practices of banks and to protect
investors. To develop these rules, both agencies consulted with
the Office of the Comptroller of the Currency, the Federal De-
posit Insurance Corporation and the Office of Thrift Supervi-
sion and considered all comments received on the proposed
rules issued in December 2006.

Banks have until the first day of their fiscal year commencing
after September 30, 2008 to begin complying with the new
rules. The final rules were published in the October 3, 2007
edition of the Federal Register.*

* Federal Register, Vol. 72, No. 191, Wednesday, October 3, 2007, Rules and
Regulations, Pg. 56514.
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ARBITRAGE REBATE COMPLIANCE

(Continued from page 4)

should be a managed decision rather than an old habit. No
matter what reporting schedule you choose, remember, rebate
compliance does not stop once all the proceeds have been spent.
Debt service funds must continue to meet the bona fide fund test
and replacement proceeds, if applicable, must be tracked for
rebate compliance.

Earning arbitrage is good. Paying a rebate is even better. What
few reasons existed in the early days of tax-exempt financing
regulation to avoid earning arbitrage hold little value today.
Paying a rebate liability means you maximized the investment
opportunity of the financing. Negative rebate means you left
money on the table. The additional funds you were able to
earn, and keep, most likely meant projects were enhanced or
bonds retired early. And, as you may well expect, an effective
arbitrage rebate compliance program will put you in line with
bond covenants and provide one more reason for investors to
sleep well at night. As a rule of thumb, earn as much as you can
and spend the proceeds as fast as you can.

Consequences of Non-Compliance

A small portion of tax-exempt financings will be selected for
audit each year at which point proof that no payment is due will
be required. Stiff penalties are imposed if arbitrage payments
are late or yield restrictions are violated. In the most severe
cases, non-payment of arbitrage rebate can cause the loss of the
tax-exempt status of the bonds.

The IRS reserves the right to audit any tax-exempt bond for
arbitrage rebate compliance even after the bonds have been
fully redeemed. This is why good record retention policies that
provide easy access to historical transactions are so important.
Adequate documentation of the decision-making process,

California Debt and Investment Advisory Commission

intended outcomes, and unexpected delays, will certainly help
twenty years down the road when the new finance manager is
asked to explain the financing’s history.

One example of how misunderstanding can lead to non-com-
pliance is the confusion many finance managers have over the
24-month spending exception versus the three-year unrestricted
investment period for a construction fund. When a tax-exempt
financing is issued, the agency makes a statement that the project
will be at least 85 percent completed within three years. If this
goal is not met, not only will the remaining construction proceeds
need to be yield restricted, the agency may be called upon to
document the cause of the delay and proceed with due diligence
to complete the project. There are many valid situations that
can delay a project: weather, toxic waste, endangered species, to
name a few. Over-issuance of bond proceeds, however, is not an
excuse and can lead to severe regulatory consequences.

Finally, the IRS recently announced plans to increase staff
levels to handle audit/compliance matters. They also have
released a copy of the questionnaire currently being sent to 200
tax-exempt organizations to gauge compliance. This document,
Form 13907, asks 27 multi-part questions, including whether
guidelines are in place to ensure compliance through the life
of the bond, who is responsible for monitoring the issues,
and how records are maintained. The data gathered will be
analyzed for the purpose of developing educational out-reach
and compliance initiatives.

If the past twenty years is any indication of what’s to come,
issuers can expect that arbitrage rebate compliance will continue
to be an art rather than an exact science.
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SEMINAR ANNOUNCEMENT

THE ABC’s OF SCHOOL DEBT FINANCING

CDIAC Offers School Debt Financing Seminar
To CASBO Members

The California Debt and Investment Advisory Commission (CDIAC) will provide a debt financing workshop, The
ABC'’s of Debt Financing, to California Association of School Business Official (CASBO) members. The workshop
will be offered on January 17, 2008 in Sacramento, California and on January 24, 2008 in Ontario, California. This
one-day seminar provides an overview of fiscal and management concepts relevant to school district debt finance. The
program will delve into the school debt issuance process, explaining the use of instruments such as general obligation
bonds, mello-roos financing, and certificates of participation. Moreover, CDIAC speakers will highlight essential steps
necessary to issue and manage public debt.

CDIAC is an MCLE approved provider. CDIAC’s educational programs are also accepted by many certification entities
as “certifiable”.

For more information on the curriculum, call CDIAC at (916) 653-3269. To register for the workshop on either date, visit
www.casbo.org.
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CDIAC Seminars & Conferences

January 17, 2008 Sacramento, CA

January 24, 2008 Ontario, CA

California Debt and Investment Advisory Commission

CDIAC and the California Association of School Business
Officials: ABCs of School Debt Financing

(916) 653-3269

www.treasurer.ca.gov/cdiac

www.casbo.org

February 2008 Ontario, CA
California Debt and Investment Advisory Commission
Fundamentals of Land Secured Financing

(916) 653-3269

www.treasurer.ca.gov/cdiac

March 2008 Northern CA
California Debt and Investment Advisory Commission
Mechanics of a Bond Sale

(916) 653-3269

www.treasurer.ca.gov/cdiac

April 2008 Northern CA
California Debt and Investment Advisory Commission
Living with an Issue: On-Going Debt Administration

(916) 653-3269

www.treasurer.ca.gov/cdiac

Other Organization Seminars & Conferences

November 29-December 1, 2007
California School Boards Association
Annual Education Conference and Trade Show
(800) 266-3382,

www.csba.org

San Diego, CA

March 4-7, 2008 Anaheim, CA
California Society of Municipal Finance Offcers

Annual Conference

www.csmfo.org

March 26-28, 2008 Las Vegas, NV
Government Investment Officers Association

4t Annual Conference

WWw.gioa.us

April 22-26, 2008 San Francisco, CA
California Municipal Treasurers Association

Annual Conference

www.cmta.org/events

Organizations wishing to submit information on future educational seminars, meetings, or conferences should contact CDIAC
at 915 Capitol Mall, Room 400, Sacramento, CA 95814, call (916) 653-3269, fax (916) 654-7440, or email cdiaceducation@
treasurer.ca.gov. Publication of announcements is subject to space limitations.

California Debt and Investment Advisory Commission
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