LEGAL FOUND ATIONS OF

LEASE FINANCING IN CALIFORNIA

CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION | CDIACNO. 22.06




CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION

The California Debt and Investment Advisory Commission (CDIAC) provides information, educa-
tion, and technical assistance on debt issuance and public funds investments to local public agencies
and other public finance professionals. CDIAC was created to serve as the state’s clearinghouse for
public debt issuance information and to assist state and local agencies with the monitoring, issuance,
and management of public debt.

COMMISSION MEMBERS

FIONA MA, CPA
California State Treasurer and Chair

GAVIN NEWSOM
Governor

BETTY T. YEE
State Controller

SABRINA CERVANTES
Assemblymember

COTTIE PETRIE-NORRIS
Assemblymember

PATRICIA C. BATES
Senator

STEVEN BRADFORD
Senator

SANDIE ARNOTT
Treasurer-Tax Collector, County of San Mateo

EXECUTIVE DIRECTOR

ROBERT BERRY

Additional information concerning this report or CDIAC programs may be obtained by contacting
CDIAC ditectly via phone (916) 653-3269, fax (916) 654-7440, e-mail (cdiac@treasuret.ca.gov) ot by
visiting CDIAC’s website: www.treasurer.ca.gov/cdiac.

All rights reserved. No part of Legal Foundations of Lease Financing in California may be reproduced without
written credit given to CDIAC. Permission to reprint with written credit given to CDIAC is hereby
granted.


mailto:(cdiac@treasurer.ca.gov
http://www.treasurer.ca.gov/cdiac

INTRODUCTION

Lease financing by California municipalities has
grown in popularity over the past several decades,
and almost 9,000 lease financings have been re-
ported in California between 1985 and 2021.!
This may be due in part to lease financing, in-
cluding lease revenue bonds and certificates of
participation (COPs), being the only means by
which many public agencies can borrow money
without first obtaining voter approval and rais-
ing taxes. The California Constitution generally
prohibits cities, counties, school districts, and
community college districts from incurring in-
debtedness or liabilities that exceed the agency’s
income and revenue for the fiscal year without
voter approval. California courts have recognized
that lease financing transactions, when properly
structured, fall within a specific exception to this
Constitutional “debt limit.”

Lease financing in California evolved mostly from
a series of major court cases in the mid-20th centu-
ry, in which the California Supreme Court recog-
nized an exception from the debt limit for leases.
This has become known as the “lease exception”
to the debt limit, which has also been called the
“Offner-Dean” exception after the foundational
court cases governing the legality of leases in 1942
and 1950. Based on this legal precedent, the lease
exception has served as the basis of lease financing
for public agencies subject to the debt limit that
repay borrowed funds through rental payments of
a leased asset. The use of lease financing has con-
tinued to grow and mature over the past several
decades, especially after limitations were placed on
public revenues due to the passage of Proposition
13 in 1978.> While the original court rulings that
defined the lease exception were issued several de-
cades ago, the California Supreme Court reviewed

and upheld the use of the lease exception for mu-
nicipal lease financing in 1998 in the Rider v. City
of San Diego case.

Although the legal precedent for lease financing
has been upheld — and expanded — by the courts,
that legal precedent has laid down only a few
general principles, leaving some room for varying
applications and practices in public finance. This
report examines the legal foundations of lease
financing and maps important takeaways from
those cases to the structuring of successful lease
tinancings, including the following:

* Lease terminology and common lease structures

The debt limit in the California Constitution

* The lease exception to the debt limit and foun-
dational court cases

* Key takeaways from the legal precedent
* Critical features of lease financings

* Common challenges for lease financing

The general guidance shared in this report is not
meant as a substitute for actual legal advice. The
California Debt and Investment Advisory Com-
mission (CDIAC) encourages municipalities to
consult with a bond counsel experienced in Cali-
fornia municipal lease finance for legal recom-
mendations specific to their unique situation.

FOUNDATIONAL LEASE
TERMINOLOGY AND COMMON
LEASE STRUCTURES

In the context of the municipal market, a financ-
ing lease — as opposed to an operating lease,’ in
which the lessee never owns the leased asset —
acts as an important mechanism by which cities,
counties, school districts, and community college

! Data reported to CDIAC by California municipal issuers, as of February 2, 2022.

* David Brodsly, Nikolai Sklaroff, Robert Tucker, Kathy McManus, et al., Moody’s on Leases: The Fundamentals of Credit
Analysis for 1ease Revenue Bonds and Certificates of Participation, Moody’s Investors Service, 3, Published 1995.

? For more information about operating leases, refer to guidance from the Financial Accounting Standards Board.
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districts may finance capital projects through
their general fund and/or other legally available
funds. Public agencies enter into municipal lease
agreements and repay financed funds through
rental payments of a leased asset over time. Lease
financings often are used to construct or renovate
public facilities, such as office buildings, correc-
tional facilities, courthouses, and fire facilities.*
For public agencies subject to the debt limit, a
municipal lease financing may be the only practi-
cal way to finance some projects because it uses a
key exception crafted by the California Supreme
Coutt to the debt limit in the California Consti-
tution, and thus does not requite voter approval.

Today, the most common lease structure used in
municipal financing is known as a “lease-lease-
back.”” This type of transaction can be issued in
the public securities markets either in the form of
lease revenue bonds or as certificates of participa-
tion (COPs), both of which are common security
structures for financing an acquisition of build-
ings or equipment.® This report focuses on lease
financings used to finance new capital projects;
however, most of the concepts discussed here also
apply more generally to lease financings that refi-
nance previously issued obligations.

The typical lease financing to finance the con-
struction of capital improvements involves a
public agency and a finance entity — typically a
joint powers agency (JPA) or non-profit corpora-
tion — acting as both the “lessee” and “lessor” for
different steps of this lease transaction:

* A public agency undertakes a project where it
intends to acquire, construct, improve, or re-
habilitate an asset and chooses to finance the
project with a lease transaction.

WHAT IS A FINANCING LEASE?

LEASE: A conveyance of property from one party to an-
other for use and occupancy for a specified period of
time in return for compensation made in the form of
rental payments.

FINANCING LEASE: A method in which a lease is used
as a vehicle to borrow money.

MUNICIPAL LEASE FINANCING: A financing lease that
is used to borrow money through application of the
lease exception to the debt limit in the State Constitu-
tion. The municipality leases property to a financing
issuer and then leases that property back so that it can
make rental payments that repay bonds or pay holders
of certificates of participation.

LESSEE: An entity that leases an asset from another
entity and pays rental payments for the right to use the
asset. In the context of municipal lease financing, the
typical lessee is a public agency, such as a city, county,
or school district.

LESSOR: An entity that leases an asset to a lessee and
collects rental payments from the lessee for use of the
leased asset. The lessor issues and sells lease revenue
bonds to investors and is responsible for repayment
of the debt through amounts it receives as lease pay-
ments, or the lessor assigns its right to receive lease
payments to a trust, with certificates of participation
representing the right to receive portions of the lease
payments sold to investors. In the context of lease rev-
enue bonds and certificates of participation, the typi-
cal lessor is a financing entity such as a joint powers
authority (JPA) or non-profit corporation that is also
often created and/or controlled by the public agency
that is acting as lessee for the lease transaction.

LEASED ASSET: In the context of municipal lease fi-
nancing, leased assets are typically facilities or proper-
ties for which the right to use and occupy such facilities
or properties is transferred from a lessor to a lessee.

* “California Bonds 101: A Citizen’s Guide to State Revenue Bonds,” California State Treasurer’s Office, 2, Published 2017,
Accessed February 2, 2022, www.treasurer.ca.gov/publications/bonds101_revenue.pdf.

® California Debt and Investment Advisory Commission, California Debt Financing Guide, 3-7, (Sactamento: 2019), Ac-
cessed February 2, 2022, www.treasurer.ca.gov/cdiac/debtpubs/financing-guide.pdf.

¢ Brodsly, Sklaroff, Tucker, McManus, et al., Moody’s on Leases: The Fundamentals of Credit Analysis for Lease Revenue Bonds

and Certificates of Participation, 3.
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FINANCE
ENTITY

LEASEBACK

* In the lease transaction, the public agency identi-

investors and executed and delivered by a trustee.

fies an asset it owns, such as a facility or other
valuable asset that can be leased. The agency must
have ownership of the asset without any material
legal encumbrances, such as liens, easements, etc.
that may affect the right to use and occupy the
facility. The leased asset does not, however, need
to be the asset that the agency intends to improve
with the proceeds of the financing. In this case,
the lease financing is known as an “asset transfer,”
where one asset is leased in the transaction while
a different asset is constructed or acquired.

The public agency leases that facility to a fi-
nance entity, and the finance entity simultane-
ously leases the facility back to the public agen-
cy through a sublease (see Figure 1). Although
the right to use and occupy the leased asset is
technically transferred to the finance entity
acting as lessor in the transaction, because the
lease and leaseback occur simultaneously, use
and occupancy of the leased asset is always
maintained by the public agency lessee.

The finance entity issues lease revenue bonds, or
in the case of COPs, the certificates are sold to

The funds from the sale of the bonds or COPs
are then transferred to the public agency lessee
(or to a trustee that acts as its agent) in a lump
sum payment, which the agency uses to pay for
its capital project. This transfer acts as compensa-
tion for the initial lease of the asset to the finance
entity in the lease-leaseback arrangement.

The public agency pays scheduled rental pay-
ments under the sublease that are sufficient to
pay the annual debt service on the lease rev-
enue bonds or COPs.

“‘Local governments have taken
advantage of this principle

to enter into lease-purchase
agreements without obtaining
the approval of two-thirds of the
electorate, and we have upheld
these arrangements. "’

Rider v. City of San Diego (1998)

" Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)

L egal Foundations of Lease Financing in California



* After the lease revenue bonds or COPs are
retired, the lease agreement terminates, and the
public agency’s pre-transaction ownership
rights are restored.

The “Lease Construction”

This financing structure is considered by many to
be a synthetic “lease construction,” because the
lease is — in the words used in the Rider case — a
“financing mechanism’”® that the public agency can
use to effectively borrow funds without being sub-
ject to the debt limit in the California Constitu-
tion. By leasing the facility to a finance entity only
to lease the facility back to itself, the public agency’s
use and occupancy of the facility does not change.
However, from a legal perspective, the public agen-
cy pays rental payments to the finance entity that
are used to repay the lease revenue bonds or COPs.
Public agencies use this type of transaction because
California courts recognize leases as an exception
to the debt limit, which allows the public agency
to borrow for capital projects without the borrow-
ing being labeled as “debt issuance” subject to the
debt limit, which would require voter approval to
increase indebtedness and taxes.

CALIFORNIA “DEBT LIMIT” IN
STATE CONSTITUTION

Section 18 of Article XVI of the California Con-
stitution (or what is referred to in California
public finance as the “debt limit”) states that no
city, county, or school district may “incur any
indebtedness or liability in any manner or for any
purpose exceeding in any year the income and
revenue provided for such year without the
assent of two-thirds of the voters of the public
entity voting at an election to be held for that
purpose.”” In other words, none of these public
agencies may incur charges that require revenues

““We are not naive about the
character of this transaction. If the
City had issued bonds to pay for
the Convention Center expansion,
the two-thirds vote requirement
would have applied. Here, the City
and the Port District have created
a financing mechanism that
matches as closely as possible (in
practical effect, if not in form) a
City-financed project, but avoids
the two-thirds vote requirement.
Nevertheless, the law permits
what the City and the Port District
have done. Plaintiffs are correct
that this conclusion allows local
governments to burden taxpayers
with potentially high costs that
voters have not approved, but
local governments impose similar
burdens on taxpayers every time
they enter into long-term leases
involving property of substantial
value. We have long held that the
two-thirds vote requirement does
not apply to these leases so long
as the obligation to pay rent is
contingent on continued use of
the leased pr'operty.”9

Rider v. City of San Diego (1998)

¢ TIbid.
? Ibid.

10 California Const. att. XVI, § 18, https://leginfo.legislature.ca.gov/faces/codes displaySection.xhtml?lawCode=CONS&secti

onNum=SEC.%201 8.&article=XVI.
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from a future fiscal year without two-thirds voter
approval.!' The State of California is subject to a
similar limit specified in Article XVI of Section 1
of the California Constitution, while special dis-
tricts and JPAs are not subject to the debt limit."

Based on Section 18 of Article XVI, one would
think that the debt limit would prohibit cities,
counties, and school districts from issuing any
long-term bonds or other forms of debt without
voter approval. But the actual and substantive im-
pact of the debt limit is determined through the

CALIFORNIA’S UNIQUE
LEGAL CONTEXT

Although most state constitutions contain
limitations on the issuance of debt, the
debt limit in the California Constitution
is one of the most restrictive in the coun-
try,' requiring general obligation bond
authority for many public agencies to be
approved by two-thirds of voters.'" These
stringent restrictions have, in part, led to
the increased prevalence of lease financ-
ing in the state. CDIAC’s understanding is
that the lease revenue bond structure is
predominantly used in California because
of the unique legal context in the state
that facilitates the use of lease financ-
ing for capital projects without the public
agency being subject to the debt limit.

legal interpretation of court cases that have applied
the debt limit to actual transactions. Court cases
have fashioned several key exceptions to the debt
limit, such as a special revenue exception (where
the debt is not an obligation of the general fund
secured by taxes and other requirements are met),
an exception for obligations imposed on the public
agency (such as judgments), and cases that have
not applied the debt limit to employee compensa-
tion as well as the lease exception. In the case of
municipal lease transactions, the lease exception is
used by public agencies to incur obligations that al-
low the agency to finance capital projects without
being subject to the debt limit in the California
Constitution. Public agencies in California have
increasingly used the lease exception to serve as the
basis of their debt financings, especially since the
passage and adoption of Proposition 13 in 1978.

THE LEASE (“OFFNER-DEAN”)
EXCEPTION TO THE DEBT LIMIT AND
FOUNDATIONAL COURT CASES

What is now known as the lease exception to the
debt limit (also known as the “Offner-Dean” ex-
ception) derives mostly from two separate Califor-
nia Supreme Court decisions, which determined
that in cases where a lease involves rental payments
that do not exceed the fair rental value for an asset
and “each year’s payment is for the consideration
actually furnished that year,” the lease does not vi-
olate the debt limit."” The Offner and Dean court
cases were regarding leases and do not explicitly

Since the passage of Proposition 39 in 2000, school and community college districts have had the option to obtain authority
to issue general obligation bonds with approval from 55% of voters. General obligation authority obtained through Propo-
sition 39 also comes with other requirements, including additional transparency about the project being financed, citizen
oversight, etc. For more information about the differences issuing general obligation debt through Proposition 39, refer to
CDIAC’s report “K-14 Voter Approved General Obligation Bonds: Authorized but Unissued — 2022 Update.”

CDIAC, California Debt Financing Guide, 1-5.

Brodsly, Sklaroff, Tucker, McManus, et al., Moody’s on Leases: The Fundamentals of Credit Analysis for 1ease Revenune Bonds
and Certificates of Participation, 3.

Since the passage of Proposition 39 in 2000, school and community college districts have had the option to obtain authority
to issue general obligation bonds with approval from 55% of voters with some additional requirements. For more infor-
mation about the differences issuing general obligation debt through Proposition 39, refer to CDIAC’s report “K-14 Voter
Approved General Obligation Bonds: Authorized but Unissued — 2022 Update.”

' City of Los Angeles v. Offner 19 Cal. 2d 483 (1942); Dean v. Kuchel 35 Cal. 2d 444 (1950).
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deal with lease financings; however, the Offirer and
Dean cases form the core precedent used to evalu-
ate any lease of a public agency that secures a lease
financing. These cases both built off of precedent
set in the McBean v. City of Fresno case, which clar-
ified that charges for services do not fall under the
definition of public “debt.”

In 1998, several decades after the Offner and Dean
cases, the ruling in Rider v. City of San Diego ex-
plicitly addressed lease financings and whether the
lease exception embraced in Offner and Dean ex-
tended to lease financings (where the sole purpose
of the lease arrangement is to borrow funds). Rider
clarified the validity of lease financings by public
agencies without first obtaining voter approval.

McBean v. City of Fresno

In the McBean case, a five-year sewer disposal
contract that the City of Fresno had entered into
was challenged on the basis that it had not

““We base our views upon the
conviction that, at the time of
entering into the contract, no
debt or liability is created for
the aggregate amount of the
installments to be paid under
the contract, but that the sole
debt or liability created is that
which arises from year to year
in separate amounts as the
work is performed.”|7

McBean v. City of Fresno
(1896)

first been approved by voters.'® The California
Supreme Court found that the contract was valid
and that the City of Fresno could enter into the
contract without violating  the
State
Constitution. The rationale behind the deci- sion
was that the court distinguished between “debt”

issued by a municipality and contracts where the

long-term

limitations on indebtedness in the

payment is contingent on the receipt of a service
or other benefit. This precedent, defining what
constituted a “debt,” was applied and expanded
upon in the later Offner, Dean, and Rider

decisions.

City of Los Angeles v. Offner

In the Offirer case, a lease contract between the
City of Los Angeles and one of its contractors
was challenged. The arrangement was for the City
to lease land to the contractor for ten years at a
negligible price, and the contractor would in turn
construct an incinerator for the City.”® In a
separate lease agreement, the contractor leased
the completed incinerator to the City while hold-
ing the official ownership of the incinerator for
the same period of time."” At various times dur-
ing the lease, the City had the option — but not
the obligation — to purchase the incinerator for
its then-appraised value. The court ruled that the
arrangement did not constitute debt and was not
subject to the debt limit for public agencies
specified in the California Constitution for sev-
eral reasons: the lease payments were for rent for
the use of the incinerator, the rental payments did
not exceed its fair rental value, the City was not
obligated to purchase the incinerator, and, if
purchased, the cost of the incinerator would not
exceed its value. Overall, the court found that the
arrangement did not violate the California Con-

¢ McBean v. City of Fresno, 112 Cal. 159 (Cal. 1896)
"7 Ibid.

'® Robin Harris, “California Constitutional Debt Limits and Municipal Lease Financing,” Richards, Watson & Gershon, 4,

Published 2002, Accessed January 27, 2022, www.cacities.org/UploadedFiles/Leaguelnternet/08/08d8e6e0-6fb6-48b0-

9b36-9f3dfaf6e3b4.pdf.

1 Hattis, “California Constitutional Debt Limits and Municipal Lease Financing,” Richards, Watson & Gershon, 4.
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“[T]he petition alleges that while
the aggregate of the rentals that
might accrue under the lease,
together with other municipal
debts and liabilities incurred
during the fiscal year when

the leases and contract will be
entered into, will exceed the
income and revenue for that year,
the amount of rentals that the
city may be required to pay in any
single fiscal year, together with its
other debts and liabilities, will not
exceed the income and revenue
provided for such year.”z'

City of Los Angeles v. Offner (1942)

““‘We find no logical distinction
between the Offner case and the
one at bar. It is true that there
was an option to purchase in the
former rather than a vesting of
title at the end of the term in the
instant case, but as far as liability
is concerned, the state under
the instrument here is in a better
position, for it gets title without
the payment of anything other
than the rental.”’*

Dean v. Kuchel (1950)

stitution because each year’s rent was in consider-
ation for value provided to the City in that year.”

Dean v. Kuchel

In the Dean case, another lease arrangement was
challenged, this time involving the State of Cali-
fornia, which is subject to a similar limitation on
issuing debt without voter approval. The chal-
lenged contract had a similar structure as in the
Offner case, but with one important difference: of-
ficial ownership and title of the assets in the lease
agreement were transferred to the State after the
end of the lease period.” The court ruled that the
conditions in the challenged lease agreement were
still valid and were not subject to the debt limit,
as was the case in Offner. As the court stated, “the
rentals also must be paid but the state need not pay
any more.”* Since the Dean case, the lease excep-
tion to the debt limit — referred to now by many as
the Offner-Dean exception — has been applied to
lease financing transactions in California.

Rider v. City of San Diego

In the Rider case, the City of San Diego and
the San Diego Unified Port District created
a JPA to act as lessor in a lease financing to
expand the San Diego Convention Center.”
The court ruled that the JPA was a separate le-
gal entity from the city that could legally en-
ter into a lease agreement with the City, and that
the financing was not subject to the debt limit
requiring two-thirds voter approval.®* In short,
the court held that as long as the lease satisfied
the elements set forth in the Offner- Dean
exception, the mere fact that the lease

0 Ibid.
! City of Los Angeles v. Offner, 19 Cal.2d 483 (1942)

** Harris, “California Constitutional Debt Limits and Municipal Lease Financing,” Richards, Watson & Gershon, 4.

» Dean v. Kuchel, 35 Cal. 2d 444 (1950)

** Ibid.

» Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)
% Ibid.
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““In this case, we consider the
validity of a financing plan
under which a joint powers
agency will issue bonds, use
the bond proceeds to construct
a capital improvement, and
lease that improvement to

a city. We conclude that the
voter approval requirements
that would apply if the city
issued the bonds do not, by
their terms, apply to the debts
of a joint powers agency, and
the city’s obligation to make
rent payments to the joint
powers agency does not itself
constitute a debt requiring
voter approval.”27

Rider v. City of San Diego (1998)

“[T]he agreement would have
satisfied the Constitution so long
as liability for each installment
of the purchase price was
contingent on receipt of some
additional, contemporaneous
consideration, such as the
buyer’s ongoing ‘use and

occupancy of the ... building”29

Rider v. City of San Diego (1998)

was used as a part of the financing did not af- fect
its treatment under the debt limit. Rider was
helpful to the development of municipal lease
financing because both the Offnerand Dean cases
were decided based on actual leases and not lease-
based financing transactions. Af- ter Rider, the
court clarified that the lease ex- ception espoused
by Offner and Dean could be used to further a lease
financing — including asset transfers — even
though it was essentially a legal fiction used
merely to borrow money without being subject
to the debt limit.

KEY TAKEAWAYS FROM
LEGAL PRECEDENT

The legal precedent set by these court cases have
framed several fundamental takeaways about how
to successfully apply the lease exception to lease
financing transactions in the municipal market.
According to judgments in these cases, all lease fi-
nancings that intend to qualify for the lease excep-
tion to the debt limit must satisfy multiple criteria:

I. The rental obligation under the lease
agreement must be contingent upon
“beneficial use and occupancy of
the leased premises”?® over the
period covered by the lease.

A leaseback agreement must be clear that no rent
is due at any time when and to the extent that the
public agency does not have use and occupancy
of the leased facility. This is often referred to as
the “abatement” of rental payments for the pub-
lic agency lessee. This includes cases of physical
damage to the leased asset that prevent use and
occupancy by the lessee, eminent domain, and
any other event that physically or legally inter-
feres with the ability of the public agency to use
and occupy the facility.

7 Ibid.
*» CDIAC, California Debt Financing Guide, 1-8.
¥ Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)
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““It has been held generally

in the numerous cases

that have come before this
court involving leases and
agreements containing options
to purchase that if the lease

or other agreement is entered
into in good faith and creates
no immediate indebtedness
for the aggregate installments
therein provided for but, on the
contrary, confines liability to
each installment as it falls due
and each year’s payment is

for the consideration actually
furnished that year, no violence
is done to’t’he constitutional
provision. "

City of Los Angeles v. Offner (1942)

““The rental payments are
intended to represent the fair
rental value of the incinerator
and the option purchase price
is intended to represent the
then fair value of the incinerator
itself. The city after learning the
appraised value may decline to
purchase under the option and
continue with the lease.””*

City of Los Angeles v. Offner (1942)

2. All installments of rent that come
due in any year must be in exchange
for use and occupancy of the
leased facility in that fiscal year.

One of the key elements in the Offner and Dean
cases is that the courts evaluated each year’s in-
stallment and ensured that it was not a rental
obligation that could all become due at once re-
gardless of use and occupancy. Accordingly, leases
cannot accelerate rent, even in cases where the
public agency has failed to pay rent when due or
has otherwise defaulted under the lease.

3. Rental payments cannot exceed
the fair rental value of the
leased facility in any year.

While the court does not provide details about
how fair rental value is determined, the court is
clear that rental payments cannot exceed the fair
rental value of the leased facility. It is not suffi-
cient for the average rental payment over the du-
ration of the lease to not exceed the fair rental
value. Given that the debt limit itself prohibits
the incurrence of obligations outside of a fiscal
year, the fair value of rent (while evaluated at the
time of entering the lease) is evaluated indepen-
dently for each fiscal year.

4. The lease cannot be a subterfuge
for some larger obligation.

Although lease financings are constructed in a way
that allows agencies to borrow money notwith-
standing the debt limit, the financial obligation of
the public agency in that fiscal year needs to be
confined to rent in exchange for use and occu-
pancy during that fiscal year. This serves as a con-
straint on the lessee’s obligations. Most payment
obligations besides rent, such as the requirements
for insurance, maintenance, and trustee fees, are
construed as “additional rent.” Language from the

% City of Los Angeles v. Offner, 19 Cal.2d 483 (1942)
! Tbid.

L egal Foundations of Lease Financing in California
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“If, however, the instrument
creates a full and complete
liability upon its execution, or if
its designation as a “lease” is

a subterfuge and it is actually

a conditional sales contract

in which the “rentals’ are
installment payments on the
purchase price for the aggregate
of which an immediate and
present indebtedness or liability
exceeding the constitutional
limitation arises against the public
entity, the contract is void.”’®

City of Los Angeles v. Offner (1942)

court cases suggests that provisions that stray out-
side of “rent” are problematic. For example, any
provision that assigns casualty risks for the asset to
the public agency can be problematic and may po-
tentially threaten the validity and enforceability of
the lease financing. For example, in the Offiner case,
the determination of the court’s discussion was
that, although the option to purchase the underly-
ing leased asset did not cause the lease to violate
the debt limit, the determination would have been
different if the option had only been structured in
a way meant to circumvent the debt limit while
also maintaining responsibility for risk to the asset.

CRITICAL FEATURES OF
LEASE FINANCING

These takeaways from the legal precedent for
lease financing form the basis for fundamental
characteristics of the content and structure of

municipal lease agreements in California. In or-
der to be deemed exempt from the debt limit
in California, the lease must satisfy the afore-
mentioned criteria for the lease exception estab-
lished through the Offner-Dean line of cases.”
Because of this, the transaction documents for
lease financings in the state have developed a set
of common provisions to address these criteria,
which include provisions addressing abatement,
fair rental value, contract enforcement, and in-
surance, among others. Below is a more detailed
description of those provisions.

Abatement

Once the public agency lessee begins beneficial
use and occupancy of the facility, the lessee is ex-
pected to pay rental payments for the leased asset
through the term of the lease agreement, as long
as the municipality maintains use and occupancy
of the asset. In typical lease financings in Califor-
nia, there is a specific provision that abates rental
payments during any time that, and to the extent
that, use and occupancy of the leased asset is not
available to the public agency.

LEGAL VS. PRACTICAL ABATEMENT RISK. The use
of the abatement provision is a real, substantive

““The City is required to pay
each year only for its use of the
Convention Center during that
year; the City’s obligation to pay
rent abates if, for any reason, it
loses use of the property...*

Rider v. City of San Diego (1998)

2 Tbid.

¥ Use of the special fund and annual appropriation exceptions to the debt limit are also possible for some deals, but they are
much less commonly used in California than in other states, in part because they represent less risk to investors. See section
1.2.4 of the CDIAC Debt Guide for more information about all the different exceptions to the debt limit specified in the

California Constitution.

* Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)
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risk to investors; however, the actual risk of abate-
ment resulting in nonpayment of debt service is
thought to be relatively rare and is not generally
considered to be as significant in practice. Abate-
ment risk stems from the legal requirement that
the public agency cannot be forced to pay rental
payments in the case of a loss of use and occupancy
of aleased asset; however, the public agency is not
precluded from making rental payments in the
case of an abatement event. Actual abatement risk
stems from multiple considerations, including the
likelihood of an abatement event for the leased as-
set (including casualty risk, etc.), and whether the
public agency would decide not to exercise its right
to abatement and continue rental payments in the
case of an abatement event. Abatement risk is also

ABATEMENT LEASES
COMPARED TO

APPROPRIATION LEASES

Lease financing in California relies on
legal precedent that centers around the
condition of abatement in the case of
loss of use and occupancy of the leased
asset. In most other states, debt limita-
tions are avoided using a clause in the
lease where the obligations of a public
agency are subject to annual appropria-
tion, which makes the lease subject to
renewal or termination during the an-
nual budgeting process for the agency.
In these cases, the lease financing con-
sists of independent contracts for each
fiscal year that can be extended into
future years over the term of the lease.
This contrasts with the abatement-based
method used in California, where the
lease agreement can span the full term
of the lease without being considered
‘“‘indebtedness’ under the State Consti-
tution as long as the other fundamental
lease criteria hold.

further mitigated when the leased asset is consid-
ered to be critical to a public agency’s operations
— often referred to as an “essential” asset — because
essential assets are expected to be restored quickly
and voluntarily by the agency in the event of loss
of use and occupancy.

Fair Rental Value

Rental payments of no more than the fair rental
value of the leased property is one of the corner-
stones of the legal precedent of lease financings in
the municipal market, which was set directly in
the ruling of the Offirer case in 1942 and marked
the origin of the lease exception to the debt limit.

CALCULATIONS OF FAIR RENTAL VALUE. There

are a variety of methods for determining the “fair
rental value” of a leased asset. In the com-
mercial rental markets, it is common to assess the
fair rental value of an asset by comparing the
rental costs of similar assets. However, that
approach is not usually practical for municipal
assets, because there are few — if any — compara-
ble assets. Partly due to this lack of comparable
assets, the municipal market has adopted a prac-
tice of using the full value of the leased asset as
the basis for determining the fair rental value of
the asset for the purposes of the lease agreement.
For example, public agencies frequently use the
replacement cost of those facilities — the value
against which fire and other property insurance is
written — to evaluate the underlying value of
the asset. To determine the replacement cost,
public agencies can use the construction cost for
newer facilities. For an existing asset, pub- lic
agencies frequently use ecither internal or ex-
ternal appraisals or insured values to determine
the replacement cost of the facility, often while
considering and accounting for the depreciation
of the asset. When converting to an annual fair
rental value, it is also important to confirm that
the rent paid in any year represents a reasonable
petcentage of the value of the asset.”

» CDIAC, California Debt Financing Guide, 3-46.
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IMPLICATIONS OF FAIR RENTAL VALUE REQUIRE-
MENTS. In order to meet the fair rental value
condition for rental payments, a lease financing
needs to be structured to have either a fixed in-
terest rate or one that is capped. Without a cap,
rental payments for a lease transaction with a vari-
able interest rate could potentially increase above
the fair rental value threshold for the leased asset
if interest rates rise and become too high. This is
because the rental payments for the lease financ-
ing must be large enough to pay the debt service
— including the interest payments — for the lease
financing, but also remain no greater than the fair
rental value for the asset.

In addition, the fair rental value condition has
also come up for municipalities interested in ei-
ther paying more of the borrowed funds at the
beginning or end of the contract period. This
practice of “front-loading” or “back-loading”
payments can be done in other types of debt
transactions (and can even be fiscally prudent in
some cases); however, doing so in a lease financ-
ing may threaten the prerequisite that the mu-
nicipality does not pay more than the fair rental
value for the leased property in any given year. If
repayment of borrowed funds in a lease financ-
ing requires the municipality to pay more than the
fair rental value of an asset in any given year, the
lease agreement is not consistent with the lease
exception to the debt limit, and the lease may be
unenforceable.

Another implication of the fair rental value re-
quirement is that the repayment period must be
long enough to ensure that the municipality never
pays more than the fair rental value in any given
fiscal period. Lease periods that are too short may
make it more difficult to pay back all of the bor-
rowed funds while also keeping rental payments
below the fair rental value of the leased asset.

Appropriate Enforcement Provisions

Enforcement provisions in a financing contract
outline the remedies available to investors in  the
event of a default, including nonpayment of
rental payments. Some typical enforcement
provisions in bond financings are notably inap-
propriate — if not clearly unenforceable — in lease
financings that rely upon the lease exception to
the debt limit. Furthermore, the lessee’s failure to
pay rent during any abatement period is not a
default, and therefore not subject to remedies.

NON-ACCELERATION OF RENTAL PAYMENTS.
Acceleration of rental payments for future years
in a lease requires a pre-payment of rent,” which
runs afoul of the conditions for lease financings
determined in California legal precedent. For this
reason, rental payments cannot be accelerated in
legally valid lease financings.

In the private sector, acceleration of payments is
sometimes requested by lenders in borrowing ar-
rangements when a borrower is in default under
the terms of the borrowing, such as a failure to
make payments. In a California municipal lease
financing transaction, however, acceleration of
rental payments violates the fundamental crite-
tia to qualify for the lease exception.”” California
leases with abatement clauses require the rental
obligation of the municipality to be for the use

“[T]he Financing Authority has
waived any right to accelerated

payment (;f’rent in the event of
breach...

Rider v. City of San Diego (1998)

* CDIAC, California Debt Financing Guide, 3-47.

7 “An Introduction to Municipal Lease Financing: Answers to Frequently Asked Questions,” Association for Governmental

Leasing and Finance, 23.
* Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)
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and occupancy of the leased property in each of
the fiscal years in the rental period,” and chang-
ing that for any reason — even due to a failure to
make payments — renders the lease poten- tially
invalid. Due to these required stipulations, it
should be explicit in the lease agreement that
there can be no acceleration of rental payments
under any circumstances.

RIGHT TO RE-LET. A “right to re-let” is where a
lessor reserves the right to revoke occupancy of the
property to the lessee if the lessee defaults under
the lease (such as in cases of nonpayment), so that
the lessor can use or lease the building to another
party. “Right to re-let” provisions are typical in
lease deals in the private sector in residential and
commercial real estate. However, for lease financ-
ings with a public agency lessee, a provision stipu-
lating a right to re-let may be impractical, might
not provide investors with much additional secu-
rity in cases of nonpayment, and could result in
the public agency losing use and occupancy of es-
sential public assets. For example, if a county sub-
leases a jail in a municipal lease and then defaults
on rental payments, the right to re-let provision
could technically allow investors to obtain use and
occupancy of the jail. However, revoking use and
occupancy of the jail by the county in this example
may be highly impractical and is likely to be very
costly without adequately restoring the lost initial
investment. Furthermore, if somehow this remedy
were enforced, it could create a considerable hard-
ship on the public agency. In addition, given the
significant adverse impact on the general welfare of
the public, there are some questions as to whether
a court would actually enforce this remedy with
essential public assets like jails.

While a right to re-let in cases of nonpayment
may seem like an impractical remedy in public
sector situations, leases still regularly include such
a provision. That said, there have been cases
where lease financings have been brought to mar-

ket without a right to re-let provision, and those
transactions did not seem to experience a nega-
tive impact on ratings or pricing for the lease fi-
nancing. In cases where a right to re-let provision
is not required and there are no negative financial
consequences to omitting the provision, it may
be in a public agency’s best interest to not include
a right to re-let provision in the lease agreement.

Where a right to re-let provision is not included
in a lease, the investors’ sole remedy would be to
bring a lawsuit for failure to pay rent for the
leased asset. This remedy can also be complicated,
however, as investors need to sue for annual rent
due at the time of the legal action, and inves- tors
cannot sue for rental payments due in future years
where the public agency’s use and occupan- cy of
the leased asset has yet to be established. This can
result in multiple court actions to seek unpaid
rent as the annual payment becomes due.

DISTINCT SEPARATION FROM THE PUBLIC AGENCY.
The Coutt’s ruling in the Rider case* makes it clear
that the finance entity lessor is technically — and
legally — responsible for the issuance and ultimate
repayment of debt incurred through a lease financ-
ing. The public agency lessee is only responsible
for the rental payments that the lessor uses to pay
debt service for the financing obligation. This re-
lationship needs to be reflected in the lease agree-
ment to stay consistent with the legal requirements
for the lease exception for the debt limit, including
in provisions that outline enforcement remedies in
cases of nonpayment. If, for example, a lease agree-
ment states that the public agency will replenish
the reserve fund for the financing entity if/when
needed, the public agency is essentially guarantee-
ing a debt, which therefore may render the financ-
ing subject to the debt limit. The public agency
cannot assume any undue financial responsibility
from the finance issuer in the lease agreement or
corresponding bond transaction if the intention is
to qualify for the lease exception.

¥ Ibid.
* Rider v. City of San Diego, 18 Cal. 4th 1035 (1998)
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““Plaintiffs once again urge us

to look at the substance of the
transaction at issue here, not

its form. They argue that, in
substance, the City is issuing
the bonds and the City will
make payments on the bonds.
We agree that the City and the
Port District are the motivating
forces behind the transaction
here, but we do not agree that in
substance the City is issuing the
bonds. Here, as in many complex
financial transactions, the form
of the transaction is critical. In
both form and substance, the
Financing Authority is issuing
the bonds, and the City is paying
rent. As we discussed in detail
above, the City’s obligation to pay
rent is not an immediate liability
for the aggregate of all rent
payments, and it does not cause
the Financing Authority’s debt to
become the City’s debt.”’

Rider v. City of San Diego (1998)

ASSUMPTION OF CASUALTY RISK. Investors wary
of abatement risk might be tempted to include a
provision in the lease agreement that provides
that the public agency lessee assumes risk of the
asset in case of physical damage or destruction.
However, the ruling in the Offner case suggests
that the lessee has no rental obligations if it can-
not use and occupy the facility. An obligation for
the public agency to rebuild a facility in which it
has lost use and occupancy may undermine this
core principle. Leases should therefore avoid hav-

ing covenants on the part of the public agency to
rebuild the lease facility in the event of damage
ot destruction. This casualty risk to investors is
mitigated by insurance coverage, which is a com-
mon requirement of leases in both the municipal
and private sectors.

Insurance Provisions

Because a public agency’s rental payments are
abated during any period that it does not have use
and occupancy of the facility, sufficient in-
surance coverage throughout the term of the
lease to address potential abatement circum-
stances are common provisions in lease financ-
ings. This includes insurance requirements to
obtain casualty insurance that cover physical
damage (i.e. fire and flood insurance) as well as
rental interruption insurance.*” Rental interrup-
tion insurance is especially important to inves-
tors for lease financings due to the inability to
compel rental payments for any period in which
the lessee does not have use and occupancy of
the asset. For example, in cases where a leased
asset is damaged in a natural disaster covered by
insurance, insurance coverage may pay for the
repairs of the facility itself, but the public agen-
cy cannot be obligated to pay rental payments
while it does not have use and occupancy of the
facility because of the physical damage. Rental
interruption insurance pays the rental payments
for the leased asset (which pays for debt service)
until the physical condition of the leased asset is
restored and the public agency is once again able
to use and occupy the property or facility. Some
lease financings also require earthquake insur-
ance; however, insurance coverage for seismic
events is typically written in lease provisions to
only be required if such insurance is available at a
reasonable cost. As a practical matter there- fore,
insurance for damage from earthquakes is not
required — and not obtained — in most

4 Ibid.

# “An Introduction to Municipal Lease Financing: Answers to Frequently Asked Questions,” Association for Governmental

Leasing and Finance, 20.
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cases, because earthquake insurance may not be
available to the public agency at a commercially
reasonable cost. In many instances, the legal
documents may permit casualty insurance to be
provided on a self-insurance basis, although
requirements for rental interruption insurance,
which is typically a rider to a casualty policy, can
make such self-insurance impractical.

Important General Considerations

In addition to requirements and provisions that
are more specific to lease financings, there atre
some other, more general requirements that are
important to consider when structuring lease
agreements, including the ownership of the
leased asset, disclosure, and tax exemption.

OWNERSHIP OF THE LEASED ASSET. At its most
basic level, the public agency needs to have
ownership of the leased asset free of any material
encumbrances, such as (but not limited to) liens
or easements that could reasonably be expected
to impair the fair rental value of the asset. The
leased asset also needs to be one that is leasable,
such as land and/or property.* This includes a
large range of possible assets that can be leased
by a municipality, including schools, libraties, city
halls, office buildings, police and fire sta- tions,
and many other possible facilities. This may not
apply to public thoroughfares where ownership
is not held exclusively by the pub- lic agency.*
There is an ongoing debate in the municipal
market legal community regarding whether
property such as streets can be used as a leased
asset in a lease financing,

TAX-EXEMPT STATUS. All tax-exempt municipal
bond obligations, including tax-exempt lease
revenue bonds and COPs, are subject to federal
regulations governing the tax status of the inter-

est payments on the obligation. The tax-exempt
status of an obligation can be revoked if specific
criteria are not met, including limits on leasing or
use by a private entity. Although the criteria for
tax exemption is not particular to lease financing,
some requirements for tax exemption may be es-
pecially relevant, including limitations on private
use of the financed facility. For example, leasing
the ground floor of a public building to a pri- vate
business or federal government entity could
threaten tax-exempt status for the lease financing,
In addition, when the public agency is planning a
tax-exempt lease obligation, federal security
regulations require the lease to be considered as
a “debt” under federal tax rules that require sepa-
rately calculated interest charges to be explicitly
set forth in the documents.”” More information
about requirements and regulations for tax-ex-
empt municipal obligations can be found in Sec-
tion 1.4.5 in the CDIAC Debt Financing Guide.

DISCLOSURE OBLIGATIONS. Although broader
legal precedent governing securities is outside the
scope of this issue brief, it is important to note
that issuers of lease revenue bonds and COPs
need to include material concerns related to their
leased assets in their disclosure documents.* This
includes any problem that could threaten use and
occupancy and potentially lead to an abate- ment
event. For example, if a leased asset is more
susceptible to a casualty event (e.g., located in a
high-risk wildfire area or high-risk flood area),
then that may be important context to disclose to
investors so that they are able to make an in-
formed investment decision about a potentially
heightened abatement risk.

Some additional concerns that may merit addi-
tional disclosure include any concerns with the
integrity of the asset, such as a building built be-
fore modern seismic standards, a building with

¥ CDIAC, California Debt Financing Guide, 3-45.
* CDIAC, California Debt Financing Guide, 3-45.
* CDIAC, California Debt Financing Guide, 3-48.
¥ CDIAC, California Debt Financing Guide, 3-48.
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significant deferred maintenance, etc. In the case
of technology or equipment, a risk of the leased
asset becoming obsolete and shortening the
useful life of the asset is an issue that could be
additional

disclosure. More information about disclosure

considered material and merit
and federal anti-fraud requirements for munici-
pal securities can be found in Chapter 6 of the
CDIAC Debt Financing Guide.

COMMON CHALLENGES
IN LEASE FINANCING

Some common challenges that issuers have had
difficulty navigating when crafting lease financ-
ings include selecting the leased asset, substitut-
ability of assets, direct financing of new construc-
tion, addressing legal uncertainties, and fiscal
accounting of lease financings. These common
challenges are discussed in more detail below to
provide additional clarity about these topics.

Selecting the Leased Asset

Selecting the leased asset is one of the first and
most important steps when constructing a lease
financing. Besides implications for marketability
and pricing of the financing obligation, asset se-
lection has significant implications on the legal
soundness of the lease agreement and the use of
the asset by the public agency.

ASSET VALUE. The value of the leased asset is fun-
damentally important in determining the amount
of funds that can be raised and the annual cost
for a lease financing. The value of the leased as-
set will lead to an upper bound, or “ceiling,” on
the amount raised by the lease financing based on
the underlying value of the asset, because the fair
rental value will be derived from the value of the
leased asset.

OVERCOLLATERALIZATION. It may be possible
for an asset to have much more value for the pro-
posed lease financing, which is sometimes referred
to as “overcollateralization.” Overcollateralization
might concern some financing teams, because

California Debt and Investment Advisory Commission

where the value of the leased asset is far in excess of
what is necessary to support the rental payments,
it can call into question whether the transaction
appears as a commercially reasonable lease. If that
is the case, the lease may be unenforceable, espe-
cially in a case where the lease contains a provision
with a right to re-let the leased asset.

The most certain consequence of overcollater-
alization is that the public agency will have an
inefficient amount of value locked in one trans-
action and have fewer options for leasable assets
that can be used for other future lease financings.
That said, this latter issue can be mitigated sim-
ply by using a multiple bond indenture, which
allows the leased asset to be used in future lease fi-
nancings. In some instances, public agencies have
mitigated this issue by maintaining a master lease
structure where the lease revenue bond program
uses one lease that pools all available assets so that
the public agency can maximize the full value of
available assets.

USE OF EQUIPMENT. Some public agencies choose
to lease equipment instead of real property. In ad-
dition to the other requirements for lease financ-
ings, equipment-based lease financings are more
likely to need to address “useful life” consider-
ations so that the leased assets are not leased be-
yond the time when the equipment has become
commercially obsolete or violate limits under fed-
eral tax regulations related to the final maturity of
the lease financing. Although useful life consider-
ations are important in all lease financings, the use
of equipment as the leased asset makes this even
more important given shorter expected lifespans
for equipment than facilities, for example. In ad-
dition, lease financings using equipment as the
leased asset might also need to address other ques-
tions unique to equipment, such as theft or loss of
the equipment.

Substitution

It is common for public agencies to build in ad-
ditional flexibility in leases by including leased as-
set substitution provisions in the lease agreement,


https://www.treasurer.ca.gov/cdiac/debtpubs/financing-guide.pdf

which provide the option to substitute different
assets for the original leased asset in the future.
Public agencies have used these provisions for
a variety of reasons, including freeing up asset
value in circumstances where the leased asset has
appreciated in value and the public agency has
other assets that can support the necessary fair
rental value of the leased asset.

New Construction — When a Public
Agency Uses New Construction
as the Leased Asset

Some agencies use the project being construct-
ed with the proceeds of a lease financing as the
leased asset securing the financing, as opposed to
the now more-common practice of using an
existing asset. This may be an issuet’s only op-
tion if it simply does not have unencumbered
assets with sufficient value to support the fi-
nancing. The primary challenge with using lease
financings for new construction (where the as-
set to be constructed is the leased asset) is that
the public agency cannot become obligated to
pay rent until construction is complete and the
lessee has beneficial use and occupancy of the
facility. This in turn means that if construction is
delayed or if casualty events occur during con-
struction, the agency does not have beneficial use
and occupancy of the leased asset, and rental
payments may be unavailable to pay debt service
on the financing,

CAPITALIZED INTEREST. When public agencies
use new construction as the sole leased asset and
will not have use and occupancy of the asset until
the project is completed, the public agency may
borrow additional funds to capitalize interest
from the proceeds of the lease financing so that
the public agency has resources dedicated to pay
interest during the period that it is not obligated
to pay rent under the lease. Typically, the interest
will be capitalized for a period beyond the con-
struction period to provide some additional time
to address the risk of construction delay and/or
other delays that may occur between construc-
tion completion and the lessee obtaining use and

occupancy of the constructed asset. Capitalized
interest increases the borrowing cost of a lease fi-
nancing, which is why many public agencies use
existing facilities as the leased asset in an asset
transfer to avoid that additional cost. Since the
public agency has use and occupancy of its exist-
ing facilities, there is no risk to investors if con-
struction of the new facility is not completed and
the public agency can pay rent under the lease
when the lease financing is completed. It is worth
noting that there are also potential advantages to
capitalizing interest in some cases. For example,
from a budget perspective, not capitalizing inter-
est means that the debt service will affect the bud-
get of the public agency sooner.

ADDITIONAL CONSTRUCTION PROVISIONS. When
the leased asset is still to be constructed, the inves-
tors are exposed to construction tisk to the extent
capitalized interest is not available, so such a lease
financing will be subject to additional scrutiny on
any of the arrangements that address construction
risk. Thus, the public agency is usually required to
disclose to investors the construction contractual
arrangements to know what price risk and other
risk transfers the contractor is assuming. In addi-
tion, the lease agreement typically requires pro-
curement of insurance that address casualty events
during the construction period.

Addressing Legal Uncertainties

Given the principled nature of the cases under-
pinning lease financings, if material doubts con-
cerning a lease financing arise, public agencies
may avail themselves of the legal certainty afford-
ed to public agencies by California law. Under
Section 860 et seq of the California Code of Civil
Procedure, a public agency can bring a validation
action to validate bonds, which allows the public
agency to have a court adjudicate the matter af-
firmatively. There are a wide variety of statutes
that authorize public agencies to bring validation
actions with bonds and financings, which usually
grant public agencies the right to bring a vali-
dation action. In circumstances where a public
agency brings a successful validation action, then
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the matters addressed in the validation judgment
of the court cannot be challenged in the future.
More commonly, any uncertainties are resolved
under Section 863 of the California Code of Civ-
il Procedure, under which any interested party
must, within 60 days of the public agency bring-
ing a validation action (usually when the govern-
ing body approves the resolution authorizing the
transaction), bring a suit to challenge an action a
public agency may validate. If no interested party
does so, then the action cannot be later chal-
lenged by any person other than the public agen-
cy itself.*” This is sometimes referred to as a “re-
verse” or “passive” validation action since a public
agency can sometimes effectively validate a lease
financing by simply waiting until the time period
for interested parties to bring suit has lapsed. In
practice, it is rare for public agencies to pursue an
active validation under Section 860, but it is not
uncommon for agencies to passively validate
bond transactions under Section 863.

Accounting for Lease Financing Liabilities

Although accounting for lease financings is out-
side of the scope of this issue brief, recent policy
changes related to the financial accounting and
reporting of lease obligations warrant discus-
sion. For several decades, financing leases were
treated sepatately from other long-term liabili-
ties in financial reports by public agencies, and
there were inconsistencies in how payments on
debt service and outstanding liabilities for lease

revenue bonds and COPs were disclosed. For
example, many public agencies would account
for lease financings similarly to operating leases,
and rental payments for the lease would count as
expenditures by those agencies.®® In June 2017,
the Governmental Accounting Standards Board
(GASB) published extensive new guidance about
its standards for public agencies to report ongo-
ing liabilities for lease financings,* which requires
public agency lessees to recognize lease liabilities
and include these liabilities in their financial
statements.”’ This is expected to directly affect
how some public agencies account for their lease
liabilities as well as their general debt portfolio.

Although many agencies have already adopted
the new guidance from GASB, public agencies
are technically expected to comply with the
new reporting requirements beginning in fis-
cal year 2022.5' For more detailed information
about the recent changes to reporting expecta-
tions for lease financings, refer to the text of
GASB Statement No. 87.%

CONCLUSION

Legal precedent established since the mid-20th
century has shaped the emergence and continued
development of municipal lease financing prac-
tices in California. Over the past several decades,
lease financing has become an integral part of
municipal borrowing. However, practices differ
and have evolved over time.

47 See Section 869 of the California Code of Civil Procedure.
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https://sco.ca.gov/Files-ARD/CAFR/GASB_87_Leases_Implementation_PART_I_GASB_87__Overview.pdf
https://sco.ca.gov/Files-ARD/CAFR/GASB_87_Leases_Implementation_PART_I_GASB_87__Overview.pdf
https://news.csmfo.org/2022/06/15/gasb-87-keys-to-a-successful-transition-to-the-new-lease-standard/
https://news.csmfo.org/2022/06/15/gasb-87-keys-to-a-successful-transition-to-the-new-lease-standard/
http://www.gasb.org/page/pageContent?pageId=/standards-guidance/pronouncements/status-of-statement-no-87.ht
https://gasb.org/page/PageContent?pageId=/standards-guidance/pronouncements/summary--statement-no-87
https://gasb.org/page/PageContent?pageId=/standards-guidance/pronouncements/summary--statement-no-87

This report has explained foundational concepts
of lease financing, the lease exception to the debt
limit in the California Constitution, fun-
damental legal precedent for lease financing in
California, critical components of legally sound
lease agreements, and common challenges faced
by municipalities when crafting lease financing
transactions.

CDIAC intends to continue exploration and
analysis of municipal leasing by providing addi-
tional guidance on applications of lease financing
in future publications.
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