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RECOMMENDATION
Note and file this report, inasmuch as it is provided for informational purposes only.
SUMMARY

The Office of the City Administrative Officer (CAQO) was instructed to report back to your Committee
on the current process utilized by the City for financing infrastructure projects, with a particular focus
on ways in which the City can do so more cost effectively and reduce reliance on private banks. This
report provides a general overview of the City’s financing processes, policies, programs, and
possible alternatives to pay for the City's infrastructure needs. This report is intended to initiate
discussions about possible options, further research and analysis would be needed to fully develop
these options for future consideration.

BACKGROUND

On July 26, 2017, Council approved a motion jointly presented by Council President Wesson and
Councilmember Krekorian regarding the potential establishment of a municipal bank serving the
residents of the City of Los Angeles (C.F. 17-0831). The motion was referred to the Ad Hoc
Committee on Comprehensive Job Creation Plan (Committee) and meetings have occurred on
October 4, 2017 and December 13, 2017. Initial discussions contemplated the establishment of a
municipal bank in orderto address various public policy goals, including the possibility of addressing
the unmet banking needs of the cannabis industry. Despite the recent legalization of cannabis by the
State of California, cannabis-related businesses will continue to face many operational challenges as
long as cannabis remains classified as a Schedule | drug by Federal law. For purposes ofthis report,
discussions regarding a potential municipal bank assume no association with the cannabis industry.
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DEBT FINANCING OVERVIEW

State and local governments frequently borrow money to pay for public infrastructure. There are
many reasons why public agencies choose to debt finance public infrastructure: a critical project may
exceed available cash; financial markets can offer attractive financing options allowing agencies to
address deferred capital maintenance when resources are scarce; as a cash managementtool; orto
spread capital costs over the life of the asset, a concept also known in public finance as
intergenerational equity. Tax-exempt bonds, wherein the interest earned by the bond holder is
excluded from their taxable income, are the most common form of debt finance. Agencies also issue
taxable bonds, usually at a higher interest rate, to finance certain projects that may require flexibility
not available with tax-exempt financings pursuant to Federal regulations. In addition to deciding
between tax-exempt or taxable bonds, other factors such as long-term, short-term, maturity, fixed
rate, variable rate, credit enhancement, and method of sale (competitive or negotiated) must be
determined when using debt financing as a tool.

Debt Policies

The City issues debt to finance capital projects, fund major capital equipment acquisition and to
manage cash flow in accordance with financial policies intended to maintain the City’s high credit
ratings so that access to borrowed funds is provided at the lowest possible interest rates. The Debt
Management Group ofthis Office administers the City’'s debt program. The Departments of Airports,
Harbor, Water and Power and Housing and Community investment Department (HCID) issue debt
supported by their revenues separately and are not addressed in this report. The City’'s debt policies
provide the parameters for issuing debt and address factors such as: determining the method of
sale, debt capacity, rating agency strategy, refinancing outstanding debt, and structure of debt
instruments. For example, the City’s debt policies specify that total voter and non-voter approved
debt service cannot exceed 15 percent of General Fund revenues and non-voter approved debt
service cannot exceed six percent of General Fund revenues. As of November of 2017, the City’s
debt portfolio currently stands at 5.47 percent and 3.79 percent, respectively. In addition to the City's
Charter and financial policies, debt financings are subject to a multitude of Federal and State rules
and regulations.

Debt Programs
The City’s long-term debt program can be organized by the underlying source of payment as follows:

e Tax - General Obligation Bonds such as Propositions F, Q, O, HHH

e General Fund - Municipal Improvement Corporation of Los Angeles (MICLA), Judgment
Obligation Bonds

* Revenue Supported - Wasterwater System, Solid Waste

e Special Tax - Community Facilities Districts, Assessment Districts

In addition, the City uses short-term financing vehicles to efficiently and effectively meet cash flow
needs. Tax and Revenue Anticipation Notes (TRAN) are issued each yearto pay the City's annual
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pension contributions and to address the City's short-term cash flow needs due to the timing of
certain revenue receipts. Also, the City has created three commercial paper programs; two are
secured by lease agreements payable from the General Fund (MICLA and Convention Center), one
is secured by revenues from the Sewer Construction and Maintenance Fund. Commercial paperis a
short-term debt obligation that matures in 270 days or less and requires liquidity, typically in the form
of a direct-pay letter of credit. Interest rates for commercial paper are low and having this type of
financing tool available allows the City to draw down funds as needed. This reduces the overall cost
of construction, compared to the option of issuing long-term debt for the full cost at project initiation.
Once the project is complete, these short-term notes are converted into long-term debt.

Currently, the City has budgeted $2.78 billion outstanding in its Wastewater System Program, $1.1
billion issued though MICLA, and $700 million in its General Obligation Bond program used to
finance the City’s infrastructure. In addition, the City has budgeted $74.6 million in General Fund
revenues to cash finance infrastructure on a pay-go basis. More detailed information about the City's
bonded indebtedness and capital infrastructure expenditure program is available on the CAQ’s Debt
Management website and in the Adopted Budget.

The sale of bonds is subject to Charter Sections 371 and 372 regarding the award of contracts
based on a competitive process, The Charter provides for certain exceptions to the competitive
bidding process in cases where there is a finding that it is not practicable or advantageous. The
City’'s Debt Management Policies provide parameters for issuing debt and the criteria to be
considered in determining the method of sale.

Once a decision is made to debt finance a project, the CAO conducts an analysis based on the
criteria to determine the best method of sale. In the case of a competitive sale, banks submit sealed
bids and the bidder with lowest True Interest Cost is awarded the sale. For a negotiated sale, the
CAO selects a financing team through the Request for Proposals (RFP) process. Interest rates and
fees are negotiated priorto the sale, based on market conditions. The CAO reports to the Mayor and
Council about the proposed transaction and requests approval to execute documents. Transactions
are then managed through final sale by the CAO and subsequent ongoing administrative
requirements are handled pursuant to state and Federal regulations.

INFRASTRUCTURE FINANCING ALTERNATIVES

Public agencies have a few options to pay for capital infrastructure and may elect to do so using a
combination of alternatives to maximize resources. Since the 2008 financial crisis, long-term and
short-term rates have remained favorable to the City and financial products have evolved that
provide greater flexibility in accessing capital which reduces overall costs. However, the City does
proactively analyze individual projects for alternative financing opportunities. The following is a brief
discussion of a few potential alternatives, including the possibility of a municipal bank.

Cash

Cash is typically the lowest cost option to pay for infrastructure. Interest and issuance costs such as
consultant costs, bank fees and rating agency fees are avoided when cash is used to pay for
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infrastructure. There is greater flexibility as to the use ofthe asset because it would not be subject to
tax-exempt restrictions. However, there are opportunity costs such as foregone interest earnings and
reduced reserve funds available for potential emergencies. The City has a policy of setting aside one
percent of General Fund revenues annually to pay for routine maintenance projects with cash on a
pay-go basis. It is challenging forthe City to pay for major capital projects with cash because of the
size ofthe City’s infrastructure program and the competing demands on limited resources. However,
the City’'s one percent of General Fund capital policy acknowledges the City’s commitment to
dedicating some level of cash to fund a portion of the capital program.

Alternative Financing

The 2008 financial crisis profoundly impacted the debt markets and financing options available to
public agencies. There was a significant loss of liquidity that negatively impacted the municipal bond
market. Public agencies were forced to seek alternative arrangements to refinance existing bonds
and explore different methods to finance critical new infrastructure with limited funding and
increasing constraints.

There are various project delivery methods available to public agencies that allocate risks and
benefits in different ways. Design-Build, Construction Management at Risk and Design-Build-
Operate-Maintain are examples of project procurement methods intended to streamline the process
to improve efficiency and reduce costs. Under these scenarios, the public agency is responsible for
financing the project.

Alternatively, there are other project delivery methods wherein the private partner bears the
responsibility for financing the project. Design-Build-Finance-Operate-Maintain, Design-Build-
Operate-Transfer, Concessions, and Lease/Purchase are examples that generally fall under the
Public-Private Partnership (P3) umbrella. These methods lend themselves to certain projects where
the public agency’s goals are compatible with the private sector’s desired financial outcomes.
Generally, the private sector participants involved in P3s range from large construction firms and
experienced operators to major investment funds, pension funds and commercial banks.

The City has explored, utilized and continues to review alternative financing and delivery methods on
a case-by-case basis. For certain capital projects, the City has entered into direct financings with
commercial banks which are akin to a direct loan, instead of issuing bonds through traditional debt
financing methods. The City has privately placed eight transactions with various financial institutions,
including: the energy retrofit of 52 City facilities ($11.92 million); streetlights light-emitting diode (LED)
and high voltage conversion programs ($105.5 million); and acquisition of capital equipment ($152.9
million). In July 2017, as part of its Tax and Revenue Anticipation Notes Program, the City completed
a $500 million direct purchase for its short-term borrowing needs.

In the recent past, the City has reviewed P3 opportunities for its parking assets (C.F. 09-0728), the
Convention Center (C.F. 14-1383) and the Downtown Streetcar project (C.F. 11-0329-S13). The
proposed new Civic Center project may also be analyzed as a potential P3 project (C.F. 14-1604).
Los Angeles World Airports is in the midst of the largest P3 project in the City's history with its
Landside Access Modernization Project (LAMP; C.F. 16-0353,16-1267). The City reviews the use of
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P3 methods on a case-by-case basis when feasible, as not all projects lend themselves to a P3
arrangement. It is noted that P3 arrangements typically involve a syndicate of private sector firms,
including major national and international commercial banks because they are often the only entities
that have available the financial resources required based on the size of the projects. Further, where
a private infrastructure fund or pension fund may have the financial resources available, commercial
banks are often involved in order to handle some aspects of the transaction because of Federal
requirements. Therefore, while a commercial bank may or may not be a direct partner, it is unlikely
that no bank involvement would occur ifthe City were to pursue alternative financing arrangements.

Municipal Bank

The various legal and policy implications of a potential municipal bank are being addressed
separately by the Office of the City Attorney and the Chief Legislative Office. For purposes of this
report, it is assumed that there is a path to establishing a municipal bank, appropriate governance
and oversight is established, and that the most likely source of capitalization is the General Fund.

The two primary issues to consider are the Charter requirements to use a competitive process and
the implications of committing the General Fund to capitalize a municipal bank.

Charter Sections 371 and 372 require the use of a competitive process which applies to the issuance
of debt. To be awarded a contract for bond issuance for either method of sale (competitive bid or
negotiated sale), a municipal bank would need to offer competitive pricing comparable in every
respect as commercial banks and underwriters and be part of the Federal Reserve System to satisfy
legal and market requirements. It is unclear at this time if a municipal bank would be able to meet
these requirements to compete successfully or if the City would benefit from reduced costs by using
a municipal bank to debt finance infrastructure.

It may be possible for a municipal bank to offer the City direct financing in the form of a private
placement. This type of transaction would be subject to the applicable findings specified in the City's
financial policies and would need to be the most cost effective solution when compared to all
financial products available to the City. It is unclear at this time if a municipal bank would be able to
offer the City a product with the best terms compared to commercial banks and underwriters.

The General Fund is a key measure of the City’s overall financial health, the basis for MICLA, the
City’s primary debt issuance mechanism, and indirectly linked to several other debt programs. Rating
agencies and investors carefully review the City’s fiscal health when evaluating risk. Potential or
actual obligations of the General Fund are scrutinized when it comes to the City’s credit ratings or
buying bonds. The commitment of General Fund revenues to capitalize a municipal bank could
negatively impact the City’s credit ratings and cause investors to either demand higher interest rates
based on increased risk of default or decide against purchasing the City’s bonds in the future. The
use of the General Fund to capitalize a municipal bank, which the City would then use to debt
finance capital infrastructure, would result in the City paying interest and administrative costs to the
municipal bank which would be avoided if projects were paid for with cash. Linderthis scenario, the
most cost effective approach would be to increase the amount of General Fund dedicated to capital
infrastructure and use the pay-go method for more projects.
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The City is currently benefiting from aggressive municipal bond rates relative to market performance
ten years ago. As previously mentioned, financial products are available that provide the City with
flexibility to manage debt and keep costs as low as possible. If there is an interest in using a
municipal bank to finance the City’s infrastructure, and issues regarding capitalization are resolved,
additional legal research would be needed to ensure that the institution is established so that it could
meet all Federal requirements in order to underwrite and trade municipal debt.

FISCAL IMPACT STATEMENT
This report is provided for informational purposes only. There is no fiscal impact.

Attachment: Debt Management Policies

RHL:PJH:SMB:10180067



SECTION 6
DEBT MANAGEMENT POLICY
(As amended on April 19, 2005)

INTRODUCTION

The Debt Management Policy has been developed to provide guidelines
for the issuance of bonds and other forms of indebtedness to finance capital
improvements, equipment acquisition and other items for the City. Over the past five
years, the City has approved several new debt policies in response to the issuance of a
variety of debt instruments. This amended Policy incorporates the original Debt
Management Policy approved by the Mayor and City Council in 1998, the Municipal
Improvement Corporation of Los Angeles (the “MICLA") Departmental Operating
Policies approved by the Mayor and City Council in 2000 and the Variable Rate and
Swap Policies approved by the Mayor and Council in 2003. Although the Mello-Roos
Policies and Procedures, adopted in 1994, remain as separate policies based on the
unique nature of this debt structure, they are incorporated and attached for reference.

While the issuance of debt is frequently an appropriate method of
financing capital projects and major equipment acquisition, careful monitoring of such
issuances is required to preserve the City's credit strength and budget flexibility. These
guidelines will assist the City in determining the appropriate uses for debt financing,
structuring debt financings and establishing certain debt management goals.

The City Administrative Officer, Debt Management Group (the “CAQO”), as
part of its ongoing responsibility to manage the City’'s Debt Program, will use these
policies in determining the appropriate uses for fixed-rate, long-term rate, variable rate
debt, commercial paper and interest rate risk reduction products and establishing
parameters for their use, when recommending their use to the Mayor and City Council.
In evaluating a particular transaction involving the use of any of these financing
products, the CAO will review the long-term implications, including costs of borrowing,
historical interest rate trends, variable rate capacity, credit enhancement capacity,
opportunities to refund related debt obligations and other similar considerations. This
analysis will be included in the CAO report recommending a transaction to the Mayor
and City Council. In addition, the CAO will report on revenue bonds issued by the
propriety departments.

This policy describes the circumstances and methods with which certain
types of financing products can be used, the guidelines that will be imposed on them,
and who in the City is responsible for implementing these policies. A Glossary of Key
Terms is provided at the end of this Policy.

OBJECTIVES

The City of Los Angeles has earned some of the highest credit ratings of
any major urban area in the nation. These high credit ratings reduce the interest costs
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paid by the City on the amounts borrowed. Lower interest costs result in lower tax rates
and a reduced burden on the General Fund. This Policy is intended to help in
maintaining the City's high credit ratings so that access to borrowed funds is provided at
the lowest possible interest rates. Additionally, these policies are intended to set forth
selection criteria for certain financial consultants and attorneys that will ensure a fair and
open selection process, provide opportunities for all firms, including minority, women
and other business enterprise firms, to participate in City contracts, and result in the
selection of the best qualified professionals.

GENERAL POLICIES
Designated Managers of City Debt

The City Administrative Officer, Debt Management Group structures debt
issuances and oversees the ongoing management of all the General Fund and
certain special fund debt programs. These include General Obligation Bonds,
lease purchase obligations, revenue obligations, Judgment Obligation Bonds,
special tax obligations, and Mello-Roos and special assessment obligations. Other
programs are added from time to time as new debt instruments are developed.

The Departments of Airports, Harbor, Water and Power, the Housing and Industrial
Development Authorities (IDAs) through the Housing and Community Development
Departments, and the Community Redevelopment Agency, are responsible for
issuing and administering their own debt due to the specialized aspects of the debt
issued by these agencies and the integral ties between the debt that is issued and
the programs these agencies administer. Charter Section 291 (i) instructs the CAO
to provide information or recommendations to the Mayor and City Council. As part
of this duty, the CAO reviews and monitors the proprietary departments debt
programs. In accordance with Charter Section 609(a), the CAO makes
recommendations to the Mayor and City Council on the proposed issuance of
revenue bonds by these departments. Although the IDAs issue separately, they
are still Council-controlled departments and are expected to adhere to the
guidelines set forth in these Policies. As such, the City Council is the final issuer of
all City debt and awards all contracts for the purchase of bonds.

Method of Sale

There are two methods of issuing debt obligations, a competitive sale and a
negotiated sale, In a competitive sale, underwriters submit sealed bids and the
underwriter or underwriting syndicate with the lowest True Interest Cost (TIC) is
awarded the sale. In a negotiated sale, the underwriter or underwriting syndicate is
selected through a Request for Proposal (RFP) process. The interest rate and
underwriter’s fee are negotiated prior to the sale, based on market conditions.

It shall be the policy of the City to issue debt through a competitive sale whenever
feasible, as a competitive sale usually results in the lowest cost of borrowing to a
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high rated issuer like the City. This policy follows the City Charter and a City
Attorney Opinion, dated November 27, 1985 (R85-1129), which stipulates that the
sale of bonds is subject to Charter provisions relative to the award of contracts
through a competitive process.

Charter Sections 371 and 372 describe the process that requires the use of
competitive bidding with some exceptions. One of the exceptions, under Section
371(e)(2) states "(2) Contracts, as determined by the contracting authority, for the
performance of professional ... or other special services . . . finds that competitive
bidding is not practicable or advantageous.” Any finding that a negotiated bond
sale is appropriate will be based on advice by an independent financial advisor
and the City Attorney.

It is usually not feasible to issue bonds through a competitive sale for certain types
of financings, such as variable rate debt, commercial paper and specialized
financings like Mello-Roos. Still, a competitive process should be used to choose
the appropriate underwriter and financing team to ensure the most qualified firms
are used for a specific financing.

When determining whether to use a competitive or negotiated sale, the following
criteria shall be used by the CAO:

A. Issuer Characteristics

1 Market Familiarity. A frequent issuer can generally sell most issues
through a competitive sale since investors and underwriters are familiar
with its credit quality. A successful sale does not require as much pre-
marketing from frequent issuers. A negotiated sale may be appropriate if
extensive pre-marketing to investors is advantageous.

2. Credit Strength. The higher the credit quality of the issuer, the less likely
the need for a negotiated sale due to the demand for high quality
municipal bonds. Strong issuers fare well in competitive bidding compared
to issuers with credit ratings below “A.”

3. Policy Goals. The competitive sale does not provide the issuer influence
over choosing the underwriting syndicate. If the issuer finds that
influencing the composition of the syndicate and the distribution of bonds
are worthwhile policy objectives for a particular financing, then the issuer
may have a negotiated sale. If the issuer chooses a negotiated sale for
this policy reason, the issuer should then clearly specify the rationale and
criteria for the selection of the underwriters to avoid the appearance of
favoritism.
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B. Financing Characteristics

1 Type of Debt Instrument. The market responds well to familiar debt
instruments and is often leery of innovations. New types of instruments
may require an education process that is more conducive to the
negotiated sale. Thus, as the market becomes more familiar with the
issuer’'s debt instrument, the need to educate the market diminishes. All
things being equal, familiar debt instruments would be better suited to
competitive sales.

2. Issue Size. The bond size influences both investor interest and the
market's ability to absorb the bonds. In general, if the bond amount is too
small or too large, then the issuer should consider a negotiated sale. A
small bond sale may not attract market attention without a sales effort
while a large sale may be difficult for the market to absorb without the pre-
sale activity offered by the negotiated sale process.

3. Market Conditions. When the market has interest rate stability, flexibility in
the timing of the sale is not critical. However, the timing of the sale is
critical when there is a volatile market. If this is the case, then a negotiated
sale could be more appropriate.

4. Story Bonds. When bonds are unique or have a “story” associated with
them, then the pre-marketing process is essential. These bonds require
additional explanation and are called “story” bonds because to develop
sufficient market interest, the issuer has to “tell a story” and explain why
the bonds are a solid investment.

111 Debt Capacity

A. Debt Affordability. The determination of how much indebtedness the City
should incur will be based on a Capital Financing Plan (the "Plan"), which
analyzes the long-term borrowing needs of the City and the impact of planned
debt issuances on the long-term affordability of all outstanding debt. The Plan
will incorporate the City's current five-year capital plan and will include all
presently known City financings to be repaid from the General Fund and
relevant special funds. The affordability of the incurrence of debt will be
determined by calculating various debt ratios (itemized below) that would result
after issuance of the debt and analyzing the trends over time.

B. Ceilings for Debt Affordability. One of the strengths behind the City's high credit
ratings is its moderate debt level relative to other cities and as compared to the
resources available to repay the debt. The issuance of debt must be carefully
monitored to maintain a balance between debt and resources. Ceilings have
been developed as guidelines in evaluating the affordability of future debt.
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Table | provides the various debt ratios that are measured and the maximum
levels for those ratios.

1. Debt Ratios.

Table |
Ratio Ceiling
Total Direct Debt Service as Percent of 15%"
General Fund Revenues
Non-voted Direct Debt Service as Percent of 6%02

General Fund Revenues

Direct debt includes all debt that is repaid from the General Fund or from
any tax revenues deposited into special funds not supporting revenue
bonds, such as General Obligation bonds and City-wide parcel tax bonds.
“General Revenues” consist primarily of the General Fund, as well as the
revenues to the special funds supporting direct debt.

2. Rapidity of Debt Repayment To provide additional debt capacity through
relatively rapid retirement of outstanding debt, debt issuances will be
structured to reach a target of 50% of all outstanding direct debt being
repaid within 10 years.

3. Pay-As-You-Go Financing. Except in extenuating circumstances, the City
will fund routine maintenance projects in each year's capita!l program with
pay-as-you-go financing. Extenuating circumstances may include unusually
large and non-recurring budgeted expenditures, or when depleted reserves
and weak revenues would require the delay or deletion of necessary capital
projects.

C. Plan Revision: The CAO will revise the Plan on an annual basis or as part of
the annual budget process. The Debt Affordability Chart will be updated at
least annually. In addition, each time the CAO recommends the issuance of
debt, the Debt Affordability Chart will be included in the CAO report in
conjunction with the Debt Impact Statement and Fiscal Impact Statement
required by Charter.

I The ratio of debt service payments to General Fund revenues for voter-approved
debt shall be no more than 15% including the percent for non-voter approved debt.

2 The 6% ceiling may be exceeded only in the following situation: (1) if there is a
guaranteed new revenue stream for the debt payments and the additional debt will
not cause the ratio to exceed 7.5% or, (2) there is not a guaranteed revenue stream
but the 6% ceiling will only be exceeded for one year.
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D. Monitor Impact on City Taxpayer of All Fees and Taxes: In addition to the
analysis of the City's debt affordability, the Plan will review the impact of debt
issuance on City taxpayers. This analysis will incorporate the City's tax levy,
other jurisdictions' tax levies, additional taxes for voter-approved debt, and
assessments and fees used by the City or related agencies to service revenue
bonds.

E. Update Specific Revenue Sources: If the financing plan for a project
incorporates assumptions that identified revenue sources sufficient to repay the
debt, the CAO will annually prepare an analysis of whether the identified
revenues are performing as expected.

IV. Rating Agency Strategy

A. Communication. The CAO will continue its practice of meeting regularly with
credit analysts from the rating agencies to keep them informed of the City’s
borrowing plans and financial condition. Face-to-face meetings will generally
occur at least once annually with each agency and, at a minimum, conference
calls will be offered to credit analysts in connection with each issuance of debt.

B. Strategic Plan: The CAO will prepare an annual report to the Mayor and City
Council detailing the City's credit strengths and weaknesses as perceived by
credit analysts. The CAO will include recommended actions to address any
weaknesses identified by the rating agencies. This report may occur as part of
the annual budget deliberations. The annual report recommendations will take
into consideration potential credit impacts of budget balancing options.

V. Refinancing Outstanding Debt

A. Monitor Potential Savings: The CAO, with the assistance of City’s general
financial advisors, will monitor on an ongoing basis potential savings available
by refinancing outstanding debt of the City. Savings will be analyzed on a
present value basis by using either a percent of maximum call option value or a
percentage of the refunded par amount. All costs and benefits of the
refinancing will be taken into account.

B. Target Savings Amounts: A present value analysis must be prepared to identify
the economic effect of any proposed refunding. To proceed with a refinancing,
either of two methodologies may be used to analyze the targeted savings. The
first is that a minimum of 90% of the maximum call option value, as calculated
by the City's general financial advisors, should generally be achieved. The
CAO will have the final discretion to recommend individual refunding
candidates above or below the target to optimize the City’s financial objectives.
Alternatively, the second method that may be used is the more traditional
methodology of measuring the net present value savings as a percentage of
the refunded par amount with a minimum average savings of 3% for any one
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refunding transaction. It is at the discretion of the CAO to utilize either method
for recommendation to the Mayor and City Council.

C. Other Considerations: Some refundings may be executed for other than
economic purposes, such as to restructure debt, to change the type of debt
instrument, or to retire a bond issue and indenture for more desirable
covenants. The CAO may recommend this type of refunding. In addition, if the
benefits outweigh the costs and the refunding opportunity would otherwise be
lost, the CAO may recommend a refunding that has economic benefit but does
not meet the criteria stated above in the Target Savings Amount paragraph
above. In either case, the CAO must inform the Mayor and City Council that
this refunding does not meet the criteria set forth in the Target Savings Amount
paragraph above.

VI.  Structure of City Debt Instruments

A. General Obligation Bonds: The final maturity of General Obligation bonds will
be limited to the shorter of the average useful life of the asset financed or 20
years. Principal will be amortized in equal annual amounts or faster to meet the
rapidity of debt repayment goals. The bonds should be callable in no later than
10 years. General Obligation Bond issues will generally be sized to the amount
reasonably expected to be required for one year's commitments. General
obligation bonds issued for new money purposes will be sold at a minimum
price equal to the par amount of the bonds offered for sale. Any premium
above par received from the sale of the bonds will first be used to pay costs of
issuance of the bonds. Any premium in excess of the costs of issuance of the
bonds will either be deposited into the construction fund and used for voter
approved project costs or into the debt service account.

B. Municipal Improvement Corporation of Los Angeles (MICLA) Lease
Obligations. MICLA is a non-profit corporation established by the City of Los
Angeles in 1984 to serve as the lessor in lease-purchase transactions involving
the City. MICLA was organized for social welfare purposes within the meaning
of Section 501(c)(4) of the Internal Revenue Code. MICLA plays no active role
in either the procurement of funds or equipment, but must review and approve
the projects proposed by the City for financing through MICLA. Board members
were originally appointed by the Mayor and concurred by the City Council.
Appointments to subsequent vacancies are made by the Board with the
concurrence of the City Council. Representatives of the Board of Directors
must execute documents assigning responsibility to other parties, including the
City of Los Angeles and trustees.

In 2000, the Mayor and City Council adopted the MICLA departmental
operating policies including:
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1 MICLA funding shall only be provided for those vehicles, equipment, and
capital projects for which final plans and/or design have been completed,
which have been competitively bid, and which are ready for bid award.
Equipment deviation requests (CAO Rule 11) shall not be approved beyond
the date of MICLA funding availability, except for safety or regulatory
reasons. Any other exceptions shall require Mayor and City Council
approval. The General Services Department (GSD) has been instructed to
only approve departmental purchase order changes that result from safety
or regulatory reasons that occur during the ordering period. GSD and user
departments have also been instructed to custom order vehicles only in
instances when manufacturers do not have standard models that will
reasonably meet the City’s operational requirements.

2. Any existing and new MICLA funds that remain unspent for a period longer
than three years from the date of availability shall be subject to reversion to
pay debt service and/or to offset new MICLA projects. The City Controller
and the CAO are authorized to implement this Policy and to ensure funds
are closed at the appropriate time. Any exceptions shall require Mayor and
City Council approval.

3. Any new MICLA funds remaining unencumbered after 18 months from the
availability of the bond proceeds shall be subject to reversion and such
funds may be reallocated for other capital projects with similar useful lives
or to pay debt service. The City Controller and the CAO are authorized to
implement this Policy and to ensure funds are either reappropriated or
transferred to the Trustee with the necessary administrative approvals. Any
exceptions shall require Mayor and City Council approval.

4. MICLA funding approved in the Adopted Budget will be made available to
departments as early in the fiscal year as practicable, unless a
determination is made by the City Council that an alternate financing
method can efficiently meet the City’s needs.

C. Other Lease-Purchase Obligations: The final maturity of equipment obligations
will be limited to the average useful life of the equipment to be financed. The
final maturity of real property obligations will be determined by the size of the
financing, 10 to 15 years for small issues, 20 to 25 years for large issues and
30 years for exceptional projects or those with a direct revenue component
such as a special tax. Principal will generally be amortized to result in level
annual lease payments; however, more rapid principal amortization may occur
where permissible to meet debt repayment goals. The obligations should be
callable in no later than 10 years.

D. Revenue Obligations: The final maturity of bonds or other debt obligations

secured by enterprise or other special revenues will be determined by the
expected useful life of the financed project and the revenues available to repay
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the debt. Principal amortization will be appropriate for the project, based on the
useful life of the project and other revenue bonds outstanding. The obligations
should be callable in no later than 10 years. These include the Parking
Revenue Bond Program, the Sanitation Equipment Charge Revenue Bond
Program and the Wastewater System Revenue Bond Program.

Judgment Obligation Bonds: The final maturity of any bonds issued as a result
of obligations arising from unusual and non-recurring court judgments will be
limited to 10 years to demonstrate the willingness of the City to repay such
obligations quickly. Principal amortization will be appropriate for the particular
transaction.

Special Tax Obligations: The final maturity of special tax obligations will be
limited to 20 years. Principal will be amortized as quickly as feasible, with a
preference for equal annual principal payments. The obligations should be
callable in no later than 10 years.

. Mello-Roos and Special Assessment Obligations: These obligations, although
repaid through additional taxes levied on a discrete group of taxpayers,
constitute overlapping indebtedness of the City and have an impact on the
overall level of debt affordability. The City has developed separate guidelines
for the issuance of Mello-Roos and Special Assessment Obligations. The City
of Los Angeles Policies and Procedures for Mello-Roos and Assessment
Districts, adopted by the City Council on November 1, 1994, and all
subsequent amendments, are hereby incorporated into the City's Financial
Policies, Debt Management Section. A copy of the Mello-Roos Policy is
attached.

. Section 108 Loans: Section 108 loans are administered by the Housing
Department. These loans will be structured to be sound loans to assist in
economic development projects. In addition, Section 108 loans will also be
structured to provide sufficient guarantees so that if the loan is in default, the
General Fund would be the payment of last resort. It is preferable, in
compliance with the Block Grant Investment Fund (BGIF) Policy, for block
grants to be used as first guarantor for payment. In addition, the Housing
Department will adhere to these Policies as feasible as it is a Council-
controlled department.

Use of Capitalized Interest Capitalized interest increases the amount of debt to
be issued and therefore will be avoided unless essential from a credit
standpoint, as in the case of lease-purchase obligations. Interest on General
Obligation Bonds will not be capitalized. Generally, interest on lease-purchase
obligations will be capitalized for a maximum of one year following a
conservatively based estimate of project completion to provide a cushion for
project slippage.
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VII. Continuing Disclosure

The City will comply with Rule 15(c)2-12 of the Securities and Exchange Commission
by filing an annual report with each Nationally Recognized Municipal Securities
Information Repository and State Repository, if any, that provides certain financial
information and operating data relevant to investors in City obligations. In addition, the
City will take additional efforts to make information available to investors through its web
site and other appropriate communication platforms. Below is a description of the City’s
Due Diligence process to be followed:

A. The City provides financial disclosure information in every bond issuance. The
summary of City information, known as Appendix A, contains all City financial
and municipal information and discloses the financial risks of the City.
Appendix A is updated every time the City issues debt. In addition, the City
Controller prepares the Basic Financial Statements of the City that are included
in all Official Statements, known as Appendix B.

B. For bond issuances that the CAO administers, prior to submission to the Mayor
and Council, staff from the CAO's Debt Management Group, Finance Group,
and Employee Relations Group, the Risk Management Group, at least two
Assistant CAOs and the CAO review the data included in Appendix A for
accuracy and completeness, and discuss other information that should be
considered for inclusion. Representatives from the Offices of the City Attorney,
the Treasurer, the Controller and the affected departments also review the
document.

C. To ensure that all disclosure information is available for Mayor and Council
review and approval, the CAO includes the final Preliminary Official Statement
in its bond issuance reports for Mayor and Council approval. The Mayor and
Council then authorize the CAO to finalize the Official Statement, to
disseminate the information to potential bond investors and to ensure that the
information is accurate and complete. The City Council is, however, the final
issuer of all City debt and awards all contracts for the purchase of bonds
regardless of the City issuing agency.

Departments and agencies that issue their own debt, the Departments of Airports,
Harbor, Water and Power, Housing and Community Development, the Community
Redevelopment Agency and the Housing and Industrial Development Authorities, also
use the general City information contained in Appendix A in their debt documents. To
ensure consistent City disclosure regardless of the issuing City agency, the other
agencies submit copies of their City information before disseminating the information.
These departments and agencies should also abide by these same policies and their
financial disclosure documents should be consistent with those of the rest of the City.
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LONG-TERM FIXED-RATE DEBT

Purposes

Debt should be used to finance essential capital assets such as facilities, real
property, and certain equipment where it is appropriate to spread the cost of the
asset over more than one budget year. In so doing, the City recognizes that future
taxpayers, who will benefit from the investment, will pay a share of its cost.
Projects that are not appropriate for spreading costs over future years will not be
debt financed. Under no circumstances will long-term debt be used to fund City
operations or maintenance.

Uses of Long-Term Debt

A. Equipment Financing. Lease obligations are a routine and appropriate means
of financing capital equipment. However, lease obligations also have the
greatest impact on debt capacity and budget flexibility. Therefore, efforts will be
made to fund capital equipment with pay-as-you-go financing where feasible,
and only the highest priority equipment purchases will be funded with lease
obligations. All equipment with a useful life of less than six (6) years shall be
funded on a pay-as-you-go basis unless the following conditions are met:

1. In connection with the Proposed Budget, the Mayor makes a finding that
there is an "economic necessity" based on a significant economic
downturn, earthquake or other natural disaster and there are no other
viable sources of funds to purchase the equipment.

2. The City Council concurs with the Mayor's finding in the adoption of the
budget.

3. The various debt ceilings, as discussed in the above paragraph on Debt
Capacity, are not exceeded except as provided in said paragraph.

B. Lease Financing of Real Property. Lease financing for facilities and real
property is appropriate if the City desires to finance them from existing revenue
sources, and not through voter-approved bonds secured by an increase in
property taxes. Such financings will be structured in accordance with the above
Other Lease Obligations paragraph.

C. Identified Repayment Source: The City will, when feasible, issue debt with a
defined revenue source to preserve the use of General Fund-supported debt
for projects with no stream of user-fee revenues. Examples of revenue sources
include voter-approved taxes (General Obligation or special tax bonds), user
fees (Sanitation Equipment Charge or the Sewer Construction and
Maintenance Fund) and other appropriate revenues.
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D. Use of General Obligation Bonds: Voter-approved General Obligation Bonds
provide the lowest cost of borrowing to finance the acquisition or improvement
of real property, and provide a new and dedicated revenue source in the form
of additional ad valorem taxes to pay debt service. In recognition of the
difficulty in achieving the required two-thirds voter-approval to issue General
Obligation Bonds, such bonds will be generally limited to facilities that provide
wide public benefit and that have generated broad public support.

E. Use of Revenue Bonds. Revenue bonds supported solely from fees are not
included when rating agencies calculate debt ratios. Such bonds include those
revenue bonds issued by the Wastewater System, Sanitation Equipment
Charge Special Revenue Fund and the Special Parking Revenue Fund.
Accordingly, to preserve General Fund debt capacity and budget flexibility,
revenue bonds will be preferred to General Fund-supported debt when a
distinct and identifiable revenue stream can be identified to support the
issuance of bonds.

F. Use of Asset Transfer Lease: The City will use "asset transfer" or “asset strip”
leases to finance capital needs when there are no other viable financing
options or to reduce the amount of interest that must be capitalized from
proceeds. Additionally, asset transfer leases may be used if significant savings
in financing costs can be generated compared to other financing alternatives.

G. Deep Discount Debt Deep discount debt is sold to investors at prices
significantly less than the face value of the debt. Under certain market
conditions, the use of deep discount debt may provide a lower cost of
borrowing. The CAO will review the use of deep discount debt, taking into
consideration the additional debt capacity that is utilized by the discount and
the impact on future refinancing flexibility of the lower than market rate interest
coupon.

. Arbitrage Requirements
The City agrees to comply with all of its tax certificates for tax-exempt financings
by monitoring the arbitrage earned on bond proceeds and by rebating all positive
arbitrage, pursuant to Internal Revenue Code Section 148. The CAO may choose
to hire an arbitrage consultant to prepare the calculations required by the Internal
Revenue Service. Contractor payments shall be made from either the General
Fund or from the special fund for which the calculation was made.

VARIABLE RATE AND SHORT TERM DEBT

Purposes

Variable interest rate debt instruments may be used for the following purposes:
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A. As a balance sheet management tool, offsetting the risks inherent in variable
rate assets. The maintenance of variable rate debt liabilities in an amount
equal to or less than the amount of variable rate assets prudently reduces the
City's risk of exposure to changes in interest rates. For example, the City
currently maintains significant exposure from variable rate assets in the form of
the short-term investment of available cash, while a large portion of its liabilities
are in the form of fixed-rated debt. When interest rates fall, the City's Budget
experiences reduced revenues. Offsetting this exposure with variable rate
liabilities would serve to hedge against such interest rate risk. The CAO, with
the assistance of the City Treasurer, will provide an analysis of asset and
liability balance on a fund-by-fund basis and include it in its report to the Mayor
and City Council when recommending variable rate debt.

B. To achieve an expected lower net cost of borrowing with respect to the City’s
debt bv accepting a limited level of interest rate risk. Since the inception of
municipal variable rate products in the early 1980s, variable interest rates have
borne an average rate that is substantially below the average for fixed rates.
For example, since 1990, the average rate on California variable rate bonds
has been 3.25%, substantially lower than the lowest 30-year rate experienced
over this same period (4.7%). Accordingly, issuers who have accepted variable
rate risk have experienced reduced costs of borrowing. One of the goals of this
Policy is to define a prudent range of risk exposure.

C. As a tool for interim financing. Since the expectations of variable-rate investors
are, by their nature, short-term, variable rate debt can be redeemed on short
notice without any penalty in the form of a call premium or higher initial interest
rates. This feature makes variable rate debt a preferred tool for financing
projects for which a prepayment or restructuring is a high probability. Certain
variable rate products, most notably commercial paper, can be issued
incrementally as funds are needed to finance current construction, and can
reduce the long-term cost of construction financing. Often, commercial paper
will be refunded with a long-term financing when the project is completed.

Uses of variable rate and short-term debt

A. Tax and Revenue Anticipation Notes: Borrowing for cash flow purposes
through the use of tax and revenue anticipation notes is often desirable to
manage the timing mismatch between revenues and expenditures over the
course of a fiscal year.

B. Bond Anticipation Financing: In certain circumstances, it may be appropriate

for the City to issue short-term obligations to finance a capital project, with this
obligation refunded with a more conventional long-term financing.
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C. Grant Anticipation Notes: The City may issue short-term notes to be repaid with
the proceeds of State or Federal grants if appropriate for the project and in the
best interest of the City. Generally, grant anticipation notes will only be issued if
there is no other viable source of up-front cash for the project.

D. Variable Rate Debt: It is often appropriate to issue variable rate debt to diversify
the debt portfolio and improve the match of assets to liabilities. Variable rate
debt may also provide interest cost savings. If variable rate debt is used, the
CAO will periodically, but at least annually, determine if it is appropriate to
convert the debt to fixed interest rate.

E. Commercial Paper. Commercial Paper (CP) is a short-term obligation with
maturities ranging from 1 to 270 days. It is often used as interim financing until
a project is completed to take advantage of lower interest rates. Once a project
is completed, the CAO may recommend to refund CP with a long-term
financing obligation, if appropriate.

Criteria for use of variable rate debt

Any staff recommendation for the use of variable rate debt must make findings
consistent with the following criteria:

A. Balance sheet risk mitigation: In determining the appropriate amount of
variable rate debt to be issued for risk mitigation purposes, the following factors
should be analyzed on the basis of the fund that will be repaying the debt:

The historic average of cash balances over the course of several prior fiscal
years.

Projected cash balances based on known demands on a given fund and on
City fund balance policies.

Any basis risk, such as the difference in the performance or duration of the
City’s investment vehicle compared to the variable rate debt instrument to
be used by the City.

B. Risk exposure: It may be appropriate for the City to accept a moderate
exposure to interest rate risk to benefit from what has been the historic out-
performance of the variable rate market. This Policy incorporates the rating
agencies guidelines that 20% to 25% of outstanding debt can be in a variable
rate mode without representing undue risk. In determining the amount of such
risk the City should take, the CAO should consider the specific fund exposed to
the risk, and the budgetary flexibility that fund has in accommodating such risk.
The analysis of risk exposure should be performed on the basis of “net” risk;
that is, variable rate liability exposure net of any interest rate hedge provided
by the availability of cash or risk mitigation tools such as interest rate swaps.
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VI.

C. Interim financing. The City should consider issuing commercial paper in
connection with its major debt-financed construction programs, especially when
interest earnings on construction and capitalized interest funds are at a rate
lower than the rate of long-term bonds, thereby increasing the amount of debt
that must be issued to fund a program. Variable rate debt should also be
considered in lieu of a long-term fixed rate financing when a refunding or
restructuring of the debt is likely due to potential changes in use of the project
or credit quality.

D. Synthetic fixed rate: In some markets, the City can simultaneously issue
variable rate debt and enter into corresponding swap agreements that have the
effect of creating a net fixed rate obligation at a significantly lower net interest
cost than the cost of issuing traditional fixed rate debt. The use of variable rate
debt should be considered in those instances where the issuance of synthetic
fixed rate debt is a viable and cost-effective alternative, subject to the
provisions of the Interest Rate Risk Mitigation Products section below.

Selection and Diversification of Remarketing Agents and Counterparties

In selecting remarketing agents for its various variable rate programs, the City
should choose remarketing agents that diversify its exposure and create
competition among the various remarketing agents. Similarly, in selecting
institutions to provide liquidity or credit enhancement, the City should seek to
diversify its exposure.

Budgeting

The CAO will analyze each variable rate bond program to determine the budgeted
amount for debt service. The factors to be analyzed will include historic interest
rates, projected interest rates, the effect of risk mitigation products such as interest
rate swaps or caps, and the availability of fund balances carried-forward from
savings in previous years. To protect against volatile interest rate surges, some
cushion will be includes in the budgeted amount. This analysis will be done in
conjunction with the formulation of the Mayor’s Proposed Budget.

Monitoring and Reporting

A. CAO Responsibilities: The CAO will manage the City’s variable rate programs,
including the performance of actual interest rates compared to the interest
rates assumed at the time of budget formulation. The CAO will recommend any
appropriate mid-year budget adjustments. The CAO will review and report on
the following on a periodic basis:

1. Whether balances remaining at the end of the fiscal year, accruing from
actual lower interest rates than those assumed in the budget process, will
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be reserved for future interest rate stabilization or otherwise applied for
interest rate management.

3. The performance of the individual remarketing agents as compared to other
remarketing agents, other similar programs and market indices.

4, The factual circumstances, such as balance sheet factors or the relative
amount of debt that supported the original issuance of the variable rate
debt.

C. Controller Responsibilities: The Controller will be responsible for monitoring the
City’s variable debt programs and will report as appropriate to the Mayor and
City Council in accordance with the Controller's Charter responsibilities. In
addition, the Controller is responsible for reflecting variable rate debt in
accordance with Generally Accepted Accounting Principles (GAAP) and with
rules promulgated by the General Accounting Standards Board (GASB).

INTEREST RATE RISK MITIGATION PRODUCTS

Purpose

The purposes for which the City will consider the use of these products are as
follows:

A. To prudently reduce exposure to changes in interest rates in the context of a
particular financing or the overall asset/liability management of the City; or

B. To achieve a lower net cost of borrowing with respect to the City’s debt.
Uses of Interest Rate Risk Mitigation Products

The purposes for which the City may use interest rate risk mitigation products are
specified in Section 5922(a) of the Government Code of the State of California.
The CAO will recommend the use of these products only in a manner consistent
with the Government Code and only if the Mayor and City Council can make the
requisite finding required therein.

As required by the Government Code, no local agency may enter into any
contracts or arrangements unless its governing body first determines that the
contract, arrangement or program of contracts is designed to reduce the amount or
duration of payment, currency, rate, spread, or similar risk or result in a lower cost
of borrowing when used in combination with the issuance of bonds or enhance the
relationship between risk and return with respect to the investment or program of
investment in connection with, or incident to, the contract or arrangement which is
to be entered into. When the CAO recommends the use of interest rate reduction
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products, the CAO will provide information to the Mayor and City Council
necessary to make the determinations required by the Government Code.

No Speculation
Interest rate risk mitigation products will not be used for speculative purposes.
Form of Swap Agreements

To the extent possible, the interest rate swap agreements entered into by the City
will contain the terms and conditions set forth in the International Swap and
Derivatives Association, Inc. (“ISDA”) Master Agreement, including any schedules
and confirmation. However, the City reserves the right to amend these terms and
conditions including the remedies and obligations as are appropriate to benefit the
City. The schedule may be modified to reflect specific legal requirements, business
terms and changes to the remedies and obligations as determined by the CAO.
The CAO will consider whether to include provisions that permit it to assign its
rights and obligations under interest rate swap agreements and to optionally
terminate the agreement at its market value at any time. The CAO will transmit the
proposed Form of Swap Agreements with negotiating parameters to the Mayor
and Council for approval. The CAO will then request authority from the Mayor and
City Council to negotiate and execute these agreements, within those parameters,
with the assistance of the City Treasurer and the City Attorney, and to modify
those agreements to achieve the best interests for the City.

Methods to solicit and procure Interest Rate Swaps:

The CAO will solicit and procure interest rate swap agreements by competitive bid
whenever feasible. The CAO will determine which parties are allowed to
participate in a competitive transaction but these parties must conform to the
minimum credit standards outlined in this Policy.

Notwithstanding the above, the CAO may procure interest rate swap agreements
by negotiated methods if it is determined that due to the size or complexity of a
particular interest rate swap competitive bidding is undesirable, impractical or
impossible and a negotiated transaction would result in the most favorable pricing.

Such finding will be based on advice by an independent financial advisory firm and
with the assistance of the City Attorney. In this situation, the CAO should attempt
to price the swap based upon an agreed-to methodology relying on available
pricing screens to obtain inputs to a mathematical model. If appropriate, the CAO
should use an independent financial advisory firm to assist in the price
negotiations.

Regardless of the method of procurement, the CAO will obtain a finding from an
independent financial advisory firm that the terms and conditions of the interest
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VI.

rate swap agreement reflect a fair market value of such agreement as of the date
of its execution.

Aspects of Risk Exposure

Before entering into an interest rate swap agreement, the CAO will evaluate the
risks inherent in the transaction. The risks to be evaluated could include
amortization risk, basis risk, credit risk, counterparty risk, interest rate risk, rollover
risk, tax event risk and termination risk. ldentification of the risks and discussion of
the means, if any, employed to mitigate the risks will be contained in the CAO
report recommending to the Mayor and City Council approval of the swap
agreement.

A. Amortization Risk: Amortization risk is defined as the mismatch of the
expiration of the underlying obligation and its hedge, the swap agreements.
Amortization risk is the possibility that as the result of early redemption of the
underlying variable rate bonds, the repayment schedule of the bonds differs
from the underlying notional amount of the swap agreement. This risk will only
arise if the City wants to redeem the variable rate bonds ahead of schedule,
which is not expected for most City bond financings. Before undertaking a
refunding of the bonds, the CAO will consider the implications on the related
swap agreement.

B. Basis Risk: Basis risk refers to the mismatch between the actual variable rate
debt service and variable rate index used to determine the swap payments.
The CAO will evaluate different swap indices as part of its analysis of the swap
agreement and identify the amount of basis risk that may result from various
indices.

C. Credit Risk: Credit risk refers to the occurrence of an event modifying the credit
rating of the counterparty. Certain interest rate risk mitigation products create a
continuing exposure to the creditworthiness of financial institutions that serve
as the City’s counterparties on such transactions. Setting credit standards that
must be met by the counterparty to participate in a transaction can minimize
this risk.

D. Counterparty Risk: Counterparty risk refers to the failure of the counterparty to
make its required payments. The CAO will attempt to minimize counterparty
risk by establishing strong minimum credit standards and diversifying the City’s
exposure to counterparties. To that end, before entering into a transaction, the
CAO will analyze the City's existing exposure to that counterparty and then
determine how the proposed transaction would affect the exposure. The
exposure should not be measured solely in terms of the amount, but rather
how changes in interest rates would affect the City’'s exposure (“Value at
Risk”). The Value at Risk should be based on all outstanding swap and interest
rate risk reduction agreements of the City.
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VIII.

E.

Rollover Risk: Rollover risk refers to the potential need to find a replacement
counterparty as part of the overall plan of finance if the interest rate swap does
not extend to the final maturity of the underlying variable rate bonds. Rollover
risk can be minimized through the initial plan of finance by not relying on the
execution of future swap agreements.

Tax Events Risk Tax events risk is defined as the risk created by potential
changes to Federal and State income tax codes on the interest rates to be paid
by the City on its variable rate bonds. Tax events risk is a form of basis risk.
The CAO will evaluate the potential impact of changes in marginal tax brackets
as part of its analysis of basis risk.

Termination Risk Termination risk refers to the possibility that, upon a default
by the counterparty, the City may be required to make a large payment to the
counterparty if the swap agreement is terminated prior to its scheduled maturity
pursuant to its terms. For certain types of swaps, a payment by the City may be
required if interest rates have fallen causing the market value of the remaining
payments to be in favor of the counterparty. The CAO will minimize termination
risk by recommending to the Mayor and City Council the selection of
counterparties with strong creditworthiness, the requirement for the
counterparty to post collateral in excess of the swap agreement’s market value,
the limitation of the circumstances where a payment may be required, and the
ability to assign the agreement to a creditworthy entity in lieu of termination.

Counterparty Credit Standards

To protect the City's interests in the event of a credit problem, the CAO will
recommend entering into a swap agreement with a counterparty only if it meets the
following standards:

A.

At least two of the counterparty’s credit ratings are rated at least “Aa3” or “AA-",
or equivalent, by any two of the nationally recognized rating agencies (i.e.
Moody’s, Standard and Poor’s, or Fitch); or

The payment obligations of the counterparty are unconditionally guaranteed by
an entity with such a credit rating.

Collateralization on Downgrade

The obligations of the counterparty will be collateralized at levels and with
securities acceptable to the CAO, as set forth in the swap agreement, should the
rating:

A. of the counterparty, if its payment obligations are not unconditionally

guaranteed by another entity, or
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XI.

B. of the entity that unconditionally guarantees its payment obligations, if so
secured.

Termination

A termination payment to or from the City may be required in the event of a
termination of a swap agreement due to a default of either the City or the
counterparty, certain additional termination events or optional termination by the
City. Prior to making any termination payment due to the default of a counterparty,
the CAO will evaluate whether it is financially advantageous for the City to obtain a
replacement counterparty to avoid making such termination payment.

Legality

The City Attorney must receive an opinion reasonably acceptable to the market
from a nationally recognized law firm that any interest rate risk mitigation product
contract that the City enters, is a legal, valid and binding obligation of the City.

Monitoring and Reporting

A. CAO Responsibilities: The CAO is responsible for determining the appropriate
uses for interest rate risk mitigation products in conjunction with the City’s debt
financing and programmatic needs, and making recommendations to the
Mayor and City Council.

The CAO may issue a quarterly report to the Mayor and City Council on the
month following the end of each quarter in which the City enters into or
continues to have an interest rate swap agreement. Alternatively, the CAO may
provide information on swaps in a subsequent Financial Status Report. The
report will include the following information, to the extent applicable:

=

Highlights of all material changes to interest rate swap agreements
including counterparty downgrades and/or terminations;

2. A summary of any new interest rate swap agreements entered into by the
City since the last report;

3. A summary of any planned interest rate swap transactions and the impact
of such transactions on the City;

4. A description of each outstanding interest rate swap agreement, including a
summary of its terms and conditions, the notional amount, rates, maturity,
the estimated market value of each agreement, the method of procurement
(competitive or negotiated), and the full name, description and credit ratings
of the agreement’s counterparty and, if applicable, its guarantor;
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5. Any amounts that were required to be paid and received, and any amounts
that were actually paid and received under each outstanding interest rate
swap agreement;

6. Any credit enhancement, liquidity facility or reserves associated with the
swap including an accounting of all costs and expenses incurred, whether
or not in conjunction with the procurement of credit enhancement or liquidity
facilities under each outstanding interest rate swap agreement;

7. An assessment of the counterparty risk, termination risk, and other risks
associated therewith, which will include the aggregate marked to market
value for each counterparty and relative exposure compared to other
counterparties and a calculation of the City’'s Value at Risk for each
counterparty; and,

8. A copy of this Policy in the quarter after it is adopted or subsequently
modified.

B, Controller Responsibilities: The City Controller is responsible for monitoring
and reporting on all City debt obligations and reporting on such debt to the
Mayor and City Council. In this capacity, the City Controller will review and
report on the activities and assumptions related to the various interest rate risk
mitigation transactions. In addition, the Controller is responsible for reflecting
the use of interest rate swap agreements and other financing transactions on
the City’s financial statements in accordance with Generally Accepted
Accounting Principles (GAAP) and with rules promulgated by the General
Accounting Standards Board (GASB).

MICLA COMMERCIAL PAPER POLICIES
Purpose

The Mayor and City Council approved the Lease Revenue Commercial Paper Note
Program (the “CP Program”) for the purpose of financing the acquisition of various
capital assets, including equipment and real property. This Program gives the City
tremendous flexibility in financing its capital program, including quicker
implementation and reduced costs. The CP Program is designed to be a form of
“bond anticipation note”, with lease revenue bonds being issued from time to time
refund the CP and provide permanent financing.

Administrative Procedures

The CAO has developed a set of administrative policies and procedures (the “CP
Policies”) and a computer model to assist in the management of this Program.
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These documents will be amended from time to time as appropriate to incorporate
staffs experience with the Program. The following are among the matters currently
discussed in the CP Policies:

A. Project approval process: Although the Mayor and City Council have approved
the establishment of a General Fund MICLA CP Program (currently $200
million), specific approval will be required for the funding of each project. From
time to time, the CAO will prepare a report to the Mayor and Council
recommending the allocation of a portion of this capacity and its appropriation
to specific projects.

B. CAO administrative responsibilities: The CAO will be responsible for the overall
management of this program and has been delegated to perform most MICLA
responsibilities. These responsibilities include requesting that the dealers issue
new CP as needed to fund approved projects; managing the roll-over of
maturing notes until there is a long-term take out financing; planning and
executing the take-out financing; and budgeting for debt service and on-going
administrative expenses.

C. Controller responsibilities: The Controller is responsible for creating and
maintaining the CP Fund, and approving demands in the same manner as
other City funds. The Controller will also provide such reports as necessary
and appropriate to show the financial condition of the CP Fund.

D. Departmental responsibilities: Each department is responsible for awarding
contracts, encumbering funds, processing payment for approved projects, and
providing the CAO sufficient information so that CP can been issued in a timely
as-needed basis.

[ll.  Debt Structure and Amortization
The City intends to pay interest on CP as it becomes due, and to begin
amortization of the principal associated with each project in the same manner as if
it were financed with long-term lease revenue obligations.

FINANCIAL MANAGEMENT GOALS
Multi-Year Budget
As part of its annual budget process, the CAO intends to prepare a multi-year
budget, which forecasts revenues and expenditures to evaluate the financial
condition of .the City for the subsequent five years. This forecast shall be

recognized through action of the Council along with the adoption of the budget for
the coming fiscal year.
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Fund Balance Policy

The City recognizes the importance of emergency reserves that can provide a
financial cushion in years of poor revenue receipts. A Reserve Fund Policy has
been developed and approved by the Mayor and Council. A copy of the Reserve
Fund Policy is part of these Financial Policies of which this is a section.

Annual Debt Report

The CAO will annually prepare a report to the Mayor and City Council, which
reviews the outstanding debt of the City. This may occur in conjunction with the
annual budget.

Work with Overlapping Jurisdictions

The City recognizes the impact that the borrowing of overlapping jurisdictions can
have on the City's own debt affordability. The CAO will maintain contact with the
major overlapping debt issuers to coordinate borrowing plans.

Applicability of Policies to Other City Issuers

The Departments of Airports, Harbor, and Water and Power, the Housing and
Industrial Development Authorities (IDAs) through the Community Development
and Housing Departments, the Community Redevelopment Agency, and the
Housing Authority issue debt on their own behalf. It is understood that various
requirements of State law and the City Charter, which apply to these programs as
well as unique aspects of these financing programs, make across the board
application of these Policies in their entirety to all City issuers not possible.
However, it is the intent of the Mayor and Council that where practicable, these
policies apply to all City issuers, especially the Conduit Financing Policies detailed
below to the Housing and Community Development Departments. Deviations from
the Policies should be fully explained to the Mayor and Council at the time
authority to enter into debt is requested.

FINANCIAL CONSULTANTS

Retention of Consultants

A. General All financial advisors, bond counsel and underwriters will be selected
through a Request for Proposals (RFP) or Request for Qualifications (RFQ)
process, whichever is most appropriate given the circumstances. In isolated
instances, such contracts may be awarded on a sole source basis if it is clear
that a RFP/RFQ process would not be feasible or in the City’s interests. The
City's contracting policies, including Affirmative Action, Child Care,
Minority/Women/Other Business Enterprise (MBEA/VBE/OBE) participation,
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Living Wage, and any other policies in effect at the time, will apply to all
contracts with finance professionals, as permitted by Federal and State law.
Generally, the terms of the contracts for financial advisor and bond counsel will
depend on each financing program. In the event that the City issues bonds
through a negotiated sale, the selection of underwriters will generally be for a
single transaction. Underwriters may be selected for multiple transactions if
multiple issuances are planned for the same project.

General Financial Advisor: The City will retain a general financial advisory team
to provide general advice on the City's debt management program, financial
condition, budget options and rating agency relations. Additionally, the general
financial advisors will structure the City's General Obligation Bond issuances
and may be used on an as-needed basis to structure bond issuances that do
not fall into the other categories of City debt obligations.

Financial Advisors: The City will retain financial advisors for each of the City’s
various bond financing programs. The CAO will issue either a RFP or RFQ
depending on the needs of the City. The CAO will recommend one or two
advisors for each financing depending on the size, complexity and timing of the
bond sale.

Bond Counsel Services: The City will select bond counsel teams for its current
bond programs. As-needed bond counsel teams will be selected for those
issuances that do not fall into any other categories of City debt obligations.
Firms chosen to serve on teams may be called upon to provide general legal
advice on a debt financing matter arising after the close of a transaction. A
Bond Council team will consist of Bond Counsel, Special Tax Counsel and
Disclosure Counsel depending on the specifics of the financing and may
involve up to three different firms.

City Financing Teams: Financial advisors, bond counsel, and underwriters,
where applicable, will be selected through a competitive process for the City's
General Fund lease financings, Wastewater System Revenue Bond Program,
Special Parking Revenue Fund Program, Sanitation Equipment Charge
Revenue Bond Program, Mello-Roos and special assessment bonds, and any
other bond program that may be created. Depending on particular expertise
and consultant availability, some firms may be used on more than one
program. However, efforts will be made to establish different teams to provide
a number of firms the opportunity to participate in City contracts.

Location of Consultants: Generally, financial advisors, bond counsel, and
underwriters who participate in City contracts must have an office in the City of
Los Angeles. Exceptions may be made for small firms serving as co-bond
counsel or co-financial advisor and who are seeking to expand their client base
and open new offices. Additionally, exceptions will be made when specialized
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expertise is required and such expertise is best provided by a firm located
outside of Los Angeles County.

Use of Independent Financial Advisors

A. Use of Independent Financial Advisors on Competitive Sales: The City will hire

financial advisors who are independent and do not participate in the
underwriting or trading of bonds or other securities. Under certain
circumstances, however, it may be in the City's interests to hire an investment
banking firm to act as co-financial advisor on a specific bond issue. In the event
that a financial advisor working for the City does underwrite, the firm will, under
no circumstances, be permitted to lead a syndicate that is bidding on the
project for which the firm is acting as financial advisor. In some circumstances,
such as very routine financings and financings for which the financial advisor
did not play a lead role in structuring the transaction and upon request of the
firm, the City may allow the firm to participate in a bidding syndicate in a non-
book running role.

Use of Independent Financial Advisors on Negotiated Sales: In recognition of
the fact that in a negotiated sale the goals of the underwriters and the issuer
are inherently in conflict, the City will hire financial advisors who do not
participate in the underwriting or trading of bonds or other securities to
represent the City. The only exception to this policy would be that all
independent financial advisory firms, which responded to the RFP, are found to
be unqualified. In this event, the City may hire an underwriter to act as financial
advisor to the City. However, the underwriter would be prevented from
participating in the underwriting of the transaction, and no firm that has any
profit sharing or other type of agreement with any member of the underwriting
team for the transaction in question or any other transaction for any issuer will
be allowed to serve as financial advisor.

. Use of Financial Advisors for Investment Advice: Although the City Treasurer

makes all investment decisions relative to temporary investments pending the
expenditure of bond proceeds, the financial advisor may provide investment
advice on refundings and other transactions with specialized investment needs.
Under no circumstances will the City enter into any investments for which the
financial advisor receives any fee or compensation from the investment
provider or any outside party.

Disclosure by Financing Team Members

All financing team members will be required to provide full and complete
disclosure, under penalty of perjury, relative to any and all agreements with other
financing team members and outside parties. The extent of the disclosure may
vary depending on the nature of the transaction. However, in general terms, no
agreements will be permitted that would compromise any firm's ability to provide
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independent advice that is solely in the best interests of the City, or that could
reasonably be perceived as a conflict of interest.

CONDUIT FINANCING POLICIES

General

A.

Federal Tax Law:. Federal tax law allows for state and local governments to
issue tax-exempt securities on behalf of nonprofit corporations exempt from
taxes under Section 501(C)(3) of the Internal Revenue Service (IRS) Code.

City Liability: While the City issues Certificates of Participation (COPs) on
behalf of these organizations, repayment of the debt is secured solely by the
nonprofit corporation. No City funds are pledged to support the COPs and no
appropriation will be made in the event of default. As such, these financings
are referred to as "conduit" financings.

Administration: Until Fiscal Year 1995-96, the CAO was the agency that
structured conduit financings and was responsible for ongoing administration.
The CAO will continue to administer conduit financings completed prior to
1995-96. However, beginning in 1995-96, the Industrial Development Authority
(IDA) assumed the responsibility for conduit financings for the City. All future
issuances will be structured and administered by the IDA. These policies will
apply generally to conduit financings through the IDA and will apply to all future
conduit issuances through the CAO, if any.

California Statewide Community Development Authority (CSCDA): The State
has established the CSCDA to, among other things, act as the conduit for
501(C)(3) financings. The City's only involvement when the CSCDA acts as the
conduit is to hold the public hearing as explained more fully below. These
policies, therefore, apply only to those financings for which the City acts as the
conduit.

Qualified Organizations

D.

Charter Provisions. The City's legal ability to participate in conduit financings is
derived primarily from Charter Section 102(b), which empowers the City to
"participate in the financing efforts...with...other governmental bodies."

Tax-Exemption: Organizations for which the City acts as a conduit must be
nonprofit corporations exempt from federal taxes under section 501(C)(3). The
types of projects that have been financed in the past include hospitals,
retirement facilities, museums and community centers.

41



Conduit Procedures

A. Pre-application Meetings: Early communication with Council Office staff and
the CAO is strongly encouraged. In most cases, a meeting of the applicant, the
CAO, and the Council district staff in which the project is located will be
required prior to submission of the formal application for funding.

B. Selection of Financing Team: The applicant will select its own financing team
(underwriters and bond counsel), subject to the approval of the City.

C. Form of Application: Applications will be in the form of a letter request, to be
submitted to the Council Office in which the project is located. The letter will
request that the matter be forwarded to the IDA or CAO for processing who will
report back to the Mayor and Council. A copy of this letter will be sent to the
City Administrative Officer, attention: Debt Management Group.

D. Application Information. The application letter should include the name,
address and telephone number of all principals, including underwriter and bond
counsel; a history of the applicant and its facilities; the population served by the
facilities, including, if applicable, the percentages that receive some form of
public assistance such as Medicare or MediCal and the percentages that are
residents of the City of Los Angeles; the population employed at the facilities; a
complete description of the proposed project(s) to be financed; the sources and
uses of funds; and, a complete statement of the public purpose served through
the financing.

E. Application Review: City staff will review the application and obtain other
information as required. A report will be made to the Mayor and Council
recommending whether or not the City should initiate financing activities. This
action may include inducement of the project for federal tax purposes.
Subsequently, assigned departmental staff will coordinate the completion of
documents with the applicant, which will be submitted to the Council for
approval.

F. Public Hearing: The Tax Code requires that a public hearing be held to allow
for the public to voice any objections to the project (the "TEFRA" hearing). If
the CSCDA or any entity other than the City is acting as the conduit, the City's
involvement begins and ends with the TEFRA hearing. In cases where the City
is acting as the conduit, the TEFRA hearing will be held in conjunction with
consideration of the resolution authorizing the sale of the bonds.

Conditions for Consideration
A. Minimum Credit Ratings: All conduit financings must have a minimum credit

rating of AA from Fitch, Aa from Moody's, or AA from Standard & Poor's, and
must be rated by two of the agencies. If the underlying rating of the borrower is
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not sufficient to provide the minimum rating, the financing must have credit
support that will result in the minimum rating.

Public Benefit The proposed financing must have a public benefit to the
residents of the City of Los Angeles that is sufficient to merit the City's
participation in the financing.

Non-Sectarian Nature: While religious ownership and sponsorship of a project
are acceptable, the project for which bond proceeds will be utilized cannot be
used for any sectarian purpose. In analyzing the sectarian nature of a project,
the City may rely on an opinion issued by the California State Attorney General
on this matter, which addressed both Federal and State constitutional
prohibitions against public support for religious institutions.

Fees: The City will charge a fee, payable from bond proceeds, to finance all of
its costs in undertaking a financing. The fee will vary depending on the
complexity of the project and will be determined prior to adoption of the
resolution authorizing the sale of the bonds.

Opinions of Counsel.: Bond Counsel, underwriters counsel and the borrower's
counsel will be required to provide the City with opinions as to the adequacy of
the official statement as specified in Securities and Exchange Commission
(SEC) Rule 10b-5 (a "10b-5 Opinion™).

Document Requirements: The following will be applicable to all documents
related to conduit financings:

1. All contracts to which the City is a party will comply with all City contracting
provisions in effect at the time the contracts are executed.

2. The transaction will be clearly structured as a limited obligation payable
strictly from revenues from the nonprofit organization, and the City will in no
way be obligated to make payments on the bonds or foreclose on any
organization as a result of default.

3. The nonprofit organization will fully indemnify the City.

4. The nonprofit corporation will provide annual financial statements to the
City and a statement that there has been no default or other material event
that requires disclosure. Additionally, the nonprofit corporation will covenant
to expeditiously provide additional information to the City and investors as
may reasonably be requested. The nonprofit corporation will covenant to
immediately inform the City of any event which materially affects the
organization and may require disclosure and be liable for any costs incurred
in connection with providing additional disclosure to investors, bond rating
agencies or other parties.
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In addition to monthly statements and other information provided for in the
indenture, the Trustee will covenant to provide information to the City and
investors as may reasonably be requested.

Closing documents will include a contract with an arbitrage consultant.

The nonprofit corporation will deem the preliminary official statement final
for SEC purposes and will sign the final official statement.

The name of the City of Los Angeles in the masthead of the official
statement will be in the smallest type size used in that location and the
name of the nonprofit corporation will be larger and more prominently
displayed than that of the City.

Throughout the official statement, the limited obligation of the City will be
clearly disclosed.
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