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Key Questions to Address in Any Long-Term Debt Financing

IS IT LEGAL?

WHAT IS THE SOURCE OF REPYAMENT FOR THE DEBT? 

IS IT MARKETABLE?
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Legal issues
 State law is a huge driver, and the key to understanding financing types

 California Constitutional Debt Limitation – Article XVI, Section 18 of the California Constitution –
 Prohibits cities, counties and school districts from entering into indebtedness or liability exceeding in any year 

the income and revenue provided in such year

 “Indebtedness” requires:
 2/3 vote, generally, or 55% vote for schools

 Levy of additional property tax to pay debt service

Everything that is not a general obligation bond is a product of case law establishing 
exceptions to the debt limit
 State indebtedness requires majority vote approval and no special tax

 Special districts exempted from constitutional restrictions because historically they did not levy ad 
valorem taxes 

The Legal Framework
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The Legal Framework

Exceptions to debt limits

“Offner-Dean” Ruling helped to clarify what financings do not fall into Article XVI, Section 
18

Lease financings do not fall under debt limitations if:
 Payment is for “beneficial use and occupancy” of leased facilities in that year

 Payment is abated with loss of use and occupancy

 No acceleration of future rent in the case of a payment failure

 Rent cannot exceed “fair rental value” of leased assets

Special fund exceptions to debt limits
 Debt limitation does not apply to debt that is paid for out of special revenues to finance an asset which is part of a 

project or system generating such revenues

 Enterprise fund revenue debt, paid out of service fees and other user charges

 Special taxes, fees, assessments or "conduit" finance with private parties

 In the event that special fund revenues are insufficient, there can be no obligation of local agency to pay debt 
service

Note exception
 Obligations paid out of current revenues – e.g., short-term revenue anticipation notes 

Obligations imposed by law
 Judgment Obligation Bonds

 Pension Obligation Bonds

 Certain Teeter Financings
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Tax-Backed Bonds
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Local General Obligation (GO) Bonds

Satisfies State Constitutional debt limit 

Must be approved by a 2/3 majority vote 

 Proposition 39 school bonds (55%) 

Secured by special levy of ad valorem 

(value based) taxes (unlimited)

Procedural Issues

 Conform to election law

 Use of proceeds

 Tax rate statement

Stronger credit results in lower cost of 

borrowing 
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Proposition 46 and 39 Authorization Summary

 Majority of Governing Board must call the bond election
 2/3 Voter Approval
 Less options for use of proceeds
 No Citizens Oversight Committee required
 Not limited to a particular tax rate

Proposition 46 Bonds

Proposition 39 Bonds

 Limited to school and community college districts
 2/3 of Governing Board must call the bond election
 55% voter approval
 More flexible for use of proceeds, however a project list required
 Citizens Oversight Committee required to perform annual audits of bond 

proceed expenditures
 Tax rate limitations apply for issuance (not security): 

 Limitations
 Unified school district: $60/$100,000 of AV
 Community college district $60/$100,000 of AV
 High school district: $30/$100,000 of AV
 Elementary school district: $30/$100,000 of AV
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Local General Obligation Bonds – Market Considerations

Security  Unlimited ad valorem property tax

Credit Factors

 Regional economic and demographic factors

 Profile and composition of tax base

 Governance and management

 Debt structuring

Other Factors

 Annual operating and budgetary performance

 Financial leverage

 Contingent obligations such as pension liabilities and post-employment benefits

Risk Factors

 Downturn in real estate values

 Tax delinquencies

 Natural disasters (wildfires, earthquakes)
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Limited Tax Obligation Bonds

Special Tax Bonds

Redevelopment 
Bonds

 Secured by tax increment revenues
 Creates project area in “blighted” area
 Tax increment revenue generated from incremental value from base year assessed values

 Approximately 1% of incremental value, net of pass-through payments
 20% of tax-increment revenues set aside for housing

 Special purpose districts established by local governments
 Public hearing & voter election required
 Bonds are secured by lien on property
 Debt is paid with annual assessments or special taxes on district property
 Two primary types

 Assessment District
 Community Facility District (“CFD”)/or Mello Roos

Sales Tax Bonds

 Levy or local sales tax approved by voters 
 Passive tax with no rate covenant
 Typically used for:

 Transportation & transit
 Local capital projects
 Deficit financing
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Sales Tax Revenue Bonds

Levy of local sales tax approved by voters

Typically used for:

 Transportation and transit projects

 SANDAG  “Transnet”

 OCTA  “Measure M”

 LAMTA  “Proposition A and C”

 Local capital projects

 Deficit financing

Passive tax with no rate covenant

Coverage can range from 1.10 – 2.00

times 
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Sales Tax Revenue Bonds – Market Considerations

Security  Sales Tax

Credit Factors

 Size and depth of economic base

 Stability, diversity and magnitude of the sales tax revenue stream

 Breadth of tax base

 Level of debt service coverage

 Debt structure

Risk Factors

 Cyclical factors such as tourism

 Economic recession

 Ability to issue parity debt
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Assessment District and Community Facilities District Bonds

Special purpose districts established by local government
 Establish district boundaries, eligible projects, cost estimates and allocation of annual assessments or 

special taxes among property owners

Two primary types:
 Assessment District (1915 Act)

 Requires 50%+ approval and proportional allocation of “special benefit”

 Community Facilities District or “CFD”  (Mello Roos)
 Requires 2/3rds approval and simply “reasonable” allocation 

Public hearing and voter election required
 Landowner vote for undeveloped land

 Vote by district electorate in CFD with >12 registered voters

Bonds are secured by lien on property
 Repaid with annual assessments or special taxes on district property

 Property is subject to foreclosure if taxes aren’t paid

 Sometimes referred to as “land secured” bonds
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Assessment District and Community Facility District –
Market Considerations

Security
 Tax usually levied on a per dwelling unit or per acre basis (tax can not be levied on ad valorem 
basis)

Credit Factors

 Development status

 Economic diversity of district

 Tax-to-property value relationships

 Overlapping districts

Risk Factors

 Probability of development not occurring

 Concentration of taxpayer base

 Ability to issue additional parity debt

 Developer’s track record
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Redevelopment Agency – Tax Allocation Bonds

Redevelopment agencies are creatures of State 
law

Project area:  created in “blighted” area 

Base year:  assessed value for ad valorem 
property tax when the project area is formed

Incremental value:  increases in assessed value 
above base year thereafter

Tax increment revenues:  
 Flow to redevelopment agency 

 Approximately 1% of incremental value, net of pass 
through payments

 20% set-aside for housing

Tax Allocation Bonds are secured by tax 
increment revenues
 Typical coverage requirement is 1.25 to 2.00 times annual 

debt service
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Redevelopment Agency – Tax Allocation Bond 
Market Considerations

Security
 Taxes generated from the increase in property value after a redevelopment project begins

 No additional tax burden is created for taxpayers

Credit Factors

 Municipality demographics

 Number of project area acres

 Development status of project area

 Type of development

 Tax collection rates

 Concentration of top tax payers

Risk Factors

 Economic recession

 Assessment appeals

 Tax rates and private development are not controlled by redevelopment agency

 Legislative changes
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Revenue Bonds
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Enterprise Revenue Bonds

Payable out of project or system revenue

Municipal enterprises include:

Revenue bond features
 Typical coverage ratios range from 1.10 to 

1.50

 Rate covenants

 Additional bonds test

 Often revenue “bonds” are issued as 
Certificates of Participation (COPs)

 Electric  Solid Waste

 Water  Airports

 Sewer  Ports

 Wastewater  Bridges
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Enterprise Revenue Bonds (continued)

Revenue bond market requires debt service coverage

 Cash cushion from “net revenues”

 “Gross revenues” minus operating and maintenance cash expenses (depreciation excluded)

GROSS REVENUES

Less: Operating Expenses

NET REVENUES

Senior Debt Service

Subordinate Debt Service

Replenish Debt Reserves

Issuer Equity/Reserves

Sample Coverage Ratio Calculation

Revenues: $100

Operating Expenses: (55)

Net Revenues: 45

Debt Service: 30

Debt Service Coverage: = $45/30 = 1.50 x Coverage

Flow of Funds or “Waterfall”
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Enterprise Revenue Bond – Market Considerations

Security  Revenues generated from services provided

Credit Factors

 Essentiality of service generating revenue

 Diversity of economic base

 Stability of employment patterns

 Rate setting practices and ability to implement rate changes

Risk Factors

 Operating capacity

 Useful life of infrastructure

 Need for additional capital spending

 Patterns of irregular rate increases
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Lease Financing

Types of lease debt
 Lease revenue bonds

 Certificates of Participation 
(“certificates” or “COPs”)

Not a debt under State law purposes 

A municipal obligation under federal tax 
law 

Often used as supplement or bridge 
financing for General Obligation Bonds

Payable from general fund revenues

Exempt from debt limitations

No voter approval required

“Dean-Offner” Rules
 Abatement

 Fair market rental value

 Lease purchase okay



21

Lease Financing (continued)

Typical Structure of Lease Financings

Project to be financedIssuer:
Public Agency/TrusteeInvestor

Bond 
Proceed

s

Obligor:
Government Entity                       

Rental Payments

The Lessor
 Non-profit corporations
 Joint-powers authorities (JPA)

Structuring as a Lease
 Fair rental value test
 “Essentiality” of assets
 Insurance coverage
 Overcoming abatement risk

Real property & equipment are commonly 
financed using lease financing, including:
 Administrative buildings
 Parking facilities
 Vehicles
 Remodeling & renovating

Rental 
Payment

s

Bond 
Proceeds
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Lease Financing – Market Considerations

Security  General fund rental payments secured from leased asset

Credit Factors

 Willingness of government to appropriate funds for the leased asset

 Essentiality and necessity of leased asset

 Government obligor’s general creditworthiness

Risk Factors

 Useful life of leased asset

 Abatement risk if leased property is not available for use

 Deterioration of leased property
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Comparison of Types of Financing

Different Types of Financing may have different approval requirements, use of funds, and 
credit considerations

Types of Financing

< Higher Grade Lower Grade >

General 
Obligation

Enterprise 
Revenue

Lease Revenue 
(COP)

Redevelopment 
Agency          

(Tax Increment)
Special 

Tax/Assessment

Revenue Pledge  “Full faith and 
credit” of issuer

 Secured by 
property taxes

 Net revenue of 
system, with rate 
covenant (water or 
sewer services, 
tolls, tuition, 
parking, fees, rent 
etc.)

 Lease payments for 
use of an asset 
(leased back from 
third party) from 
annual general fund 
appropriations

 Captures roughly 
1% of increased 
assessed value in a 
defined 
redevelopment 
project area

 Special tax or 
assessment on 
property tax bill 

 Backed by land 
value through 
foreclosure

Vote 
Requirements

 2/3rds vote 
threshold

 Schools may be 
55%

 No public vote 
usually required. 
Approved by 
Agency Board

 No public vote 
required. Approved 
by Agency Board

 Board approval
 Public process to 

establish project 
area

 Property owners 
must consent or 
vote on tax formula
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California Bond Issuance 2006-2008 (in $000s)

Type of Issuer 2006 2007 2008

State Government $4,584,000 $12,202,400 $8,179,100 

State Agencies 8,917,900 15,540,900 13,492,200 

Counties 694,000 1,255,500 1,737,800 

Cities & Towns 2,450,200 3,918,900 4,058,700 

Districts 14,255,600 15,567,700 10,570,800 

Local Authorities 16,255,300 16,468,200 13,772,200 

Colleges & Universities 1,365,500 1,531,300 972,100 

Direct Issuers 56,000 67,300 111,200 

Tribal Governments 96,100 45,000 155,800 

Source:  Bond Buyer.
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Interest Rate Structuring Considerations
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Fixed Rate vs. Variable Rate

Variable Rate Debt

 Issuer pays a series of fixed rates of interest for the life of the bonds until they mature 

 Rate is fixed on the day of pricing

 Issuer achieves budgetary certainty and committed funding as to interest and principal

 Costs associated with the bonds are paid up front: underwriter’s fee, printing, legal, credit 
enhancement (if any)

 Issuers with ratings below AA generally need to secure credit enhancement

 Issuer pays a rate of interest that is reset periodically at predetermined intervals

 Coupon is reset by a remarketing agent based upon an index such as SIFMA (tax-exempt) or 
LIBOR (taxable)

 Bondholder may have the right to “put back” the bond to the remarketing agent

 Issuer may have to secure a liquidity facility prior to initial sale in order to ensure bondholders will 
have liquidity if this happens

 Interest is usually paid on a monthly basis

Fixed Rate Debt
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Credit Enhancement Typically Required for VRDOs

Issuer pays ongoing support costs over the life of the bonds (remarketing and liquidity), in 
addition to up-front costs (placement fee, legal, insurance, etc.)

Variable Rate Bond Considerations
 Yield curve/market risk

 From issuer’s perspective: a long-term loan with adjusting interest rates 

 From investor’s perspective: a short-term investment that rolls 

 Remarketing agent

Letter of Credit (LOC)
 A form of supplement or, in some cases, direct security for a municipal bond under which a 

commercial bank or private corporation guarantees payment on the bond under certain specified 
conditions 

 A LOC is needed for issues rated below Aa/AA

Liquidity
 Provides access to cash in cases of failed remarketing

 Issued by local or national bank for 1, 2, 3 or 5 year terms
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Variable Rate Bonds

Fixed Rate Bonds

Fixed Rate vs. Variable Rate

Advantages Disadvantages

 Issuers can lock-in low cost long-term 
funding in a relatively low yield environment

 Committed funding; known cost of capital 
until maturity with no investor put features

 Higher cost of capital in a positive yield 
curve environment

 Usually non-callable for ten years

 Limited to one advance refunding

 Historically, on average, significantly lower 
cost of capital

 More optimal asset/liability matching

 Accommodates pooled financings, multi-
mode features, and flexibility to 
expand/contract program

 Callable at any time, and able to convert (or 
current refund) to fixed rate

 Uncertain total expense

 Investor put feature

 Credit enhancement/liquidity cost and 
access is uncertain going forward
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Types of Documents

Opinions

Continuing 
Disclosure 
Agreement

Credit Facility 
Documents

Offering/
Sale 

Agreements

Financing 
Documents

Authorizing
Documents

Authority  Statute
 Resolution

 General resolution
 Series resolution
 Trust agreement/indenture

 Loan agreement
 Lease agreement
 Installment sale agreement
 Trust agreement

 Official statement
 Bond purchase contract
 Letters of representation
 Agreed upon procedures letter
 Consent letter
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Disclaimer

The opinions expressed here are those of the presenter and not necessarily those of Piper Jaffray & 
Co. or its affiliates. The information provided, while not guaranteed as to its accuracy or 
completeness, has been obtained from sources believed to be reliable. Opinions expressed herein 
are current opinions only as of the date indicated. Any historical price(s) or value(s) are also only as 
of the date indicated. We are under no obligation to update opinions or other information. The 
information contained herein has been prepared solely for informational purposes and is not an offer 
to buy or sell or a solicitation of an offer to buy or sell any security. Piper Jaffray & Co. does not 
provide accounting, tax or legal advice and these matters should be discussed with your advisors 
and or counsel.  Because of individual customer circumstances, it should not be construed as a 
recommendation that you enter into or maintain a particular transaction or position nor a 
representation that any transaction is suitable or appropriate for you. 
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