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GAO 
IJnited States 
General Accounting Of&e 
Washington, D.C. 20548 

General Government Division 

July 24, 1986 

The Honorable Fortney H. (Pete) Stark 
House of Kepresentatives 

Dear Mr. Stark: 

In your January 9, 1986, letter you asked us to obtain information on the 
use of tax-exempt bonds by Oakland, California, for various purposes, 
including transactions to sell and leaseback city assets. You also asked 
that we pay close attention to recent allegations that Oakland planned to 
use bond proceeds to give the Oakland Athletics baseball team a loan. 

The data we gathered show that between January 1, 1983, and May 31, l!&.lb, 
Oakland sold Id tax-exempt bond issues totalling $589 million. We 
estimate that over their life these bonds, in present value terms, will 
cost the U.S. Treasury $91 million and the state of California $lY 
million in foregone Income tax revenues. While we did not quantify bond 
benefits, we did visit selected facilities, some completed and some under 
construction, that were financed by bond proceeds. These facilities, and 
other benefits which Oakland officials attribute to tne bonds, are 
described in this report. 

In reviewing tne loan transaction Oakland is considering for the baseball 
team, we found the tax law to be unclear. The key issue is how far the 
statute goes in defining the coucept of indirect financing. Generally, 
the law prohibits the use of bond proceeds for private purpose loans. In 
the instance of the proposed loan, however, It is difficult to determine 
the source of funds that will be loaned due to the series of accounting 
entries that Oakland proposes. Given this, the Congress may want to 
clarify its intent on the use of tax-exempt financing to support private 
purpose loans. 

We obtained our information prlmarrly from city officials and city 
records. We also discussed current provisions of the tax code with 
attorneys at the Internal Revenue Service (IRS) and followed a 
methodology which is used by the Treasury to estimate the federal 
government's foregone income tax revenue. 

As directed by your office, we did not obtain official comments on a 
draft of this report. Hle did, however,, discuss our report with the 
Oakland City kanager, who agreed with the facts presented. We also 
discussed sections of this report with IKS attorneys, who agreed that we 
had accurately presented their unofficial views. 

As arranged with your office, we are sending copies of this report to 
Oakland city officials and organizations which furnished us with data. 
tie also are sending copies to the Secretary of the Treasury, the Acting 
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Commissioner of IRS, and congressional committees which oversee the tax 
area. Copies will be made avail able to others who request them. If you 
or your staff have questions regarding the information, please contact 
Mr. Johnny Finch at 275-6407. 

Sincerely yours, 

William J. Anderson 
Director 
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SECTION 1 

THE MUNICIPAL BOND MARKET 

AND OAKLAND'S USE OF THIS MARKET 

State and local governments, faced with federal cutbacks and 
taxing constraints, have devised a number of innovative ways to 
fund public goods and services. One way, which is attractive 
both to investors and these governments, has been to expand the 
use of tax-exempt financing instruments. States and localities 
find these instruments attractive because they can borrow money 
at lower interest rates than on taxable financial instruments, 
and investors find these attractive because the Interest income 
they receive-- although lower than what they might obtain else- 
where-- is exempt from taxati0n.l Between 1980 and 1985, volume 
in the municipal bond market2 increased 218 percent, from $76 
billion to $242 billion.3 While these instruments benefit state 
and local governments and investors, the federal government 
foregoes tax revenue because the interest paid on these bonds is 
exempt from the federal income tax. 

The municipal bond market covers numerous types of tax- 
exempt financing Instruments,4 including (1) bonds, (2) certifi- 
cates of participation, and (3) notes. Bonds are used to finance 
various types of endeavors, such as roads, sewers, industrial 
development, and low-income housing, including both multifamily 
rental housing and single-family mortgages. Certificates of 
participation --which are used in some states--are like bonds and 
are issued in conjunction with a lease or purchase of property by 
the municipality. They entitle the certificate holders to a 
share in the lease or installment payments. Notes are short-term 

lSince the enactment of the United States income tax in 1913, 
the interest paid on obligations issued by state and local 
governments has generally been deemed to be free from federal 
income taxation. 

2The municipal bond market includes obligations, whether for 
public or private purposes, issued by states, counties, cities, 
school districts, and other jurisdictions such as water and 
sewer authorities. 

3Source: Public Securities Association. These figures include 
both long-term and short-term debt. Long-term debt totaled $49 
billion in 1980 and $219 billion in 1985. 

4We use the terms tax-exempt financing instruments, tax-exempt 
transactions, and tax-exempt bond issues interchangeably 
throughout the report. 

5 



debts customarily used to smooth out cash flows when expenditures 
exceed revenues. 

Tax-exempt financing instruments are secured as either 
"general obligation" debt or "limited liability" debt. To issue 
general obligation debt, the government entity promises uncondi- 
tionally to pay the interest and principal, based on its power to 
levy taxes.5 In contrast, the issuer pays limited liability debt 
from specific revenues such as rents, user fees, or special 
taxes. Should these revenues prove inadequate, the issuer is not 
responsible for repayment. In issuing limited liability debt 
(for example, industrial development bonds) the government entity 
may function as a conduit; that is, it borrows funds from inves- 
tors and lends them to a developer to build a privately owned 
project, such as a parking garage. Revenues from the project are 
used to pay off the debt's principal and interest. 

Until the late 197Os, tax-exempt bonds were predominantly 
used to finance traditional governmental initiatives, such as 
constructing educational facilities and public infrastructure 
including roads and bridges. In recent years, however, tax- 
exempt bonds have increasingly been used for nontraditional or 
"nongovernmental" purposes, such as industrial development, 
private hospitals, and housing. 

Before 1968 the Congress encouraged broad use of tax-exempt 
financing by exemptinq interest on all state and local government 
bonds from federal income taxes-- 
locality used the bond proceeds.6 

regardless of how the state or 
In 1968, it narrowed this 

concept in deciding that the interest on revenue bonds would be 
taxable unless issued for specific purposes such as constructing 
sewage facilities. In 1969, 1980, 1982, and 1984 the Congress 
further restricted the use of tax-exempt bonds through a series 
of actions. 

--In 1969 it restricted "arbitrage"--i.e., the income that a 
municipality could earn by reinvesting tax-exempt proceeds 
in higher yielding assets. If reinvestment earninqs 
exceed a specified limit, the original bonds become 
taxable. 

SAccording to California Debt Advisory Commission statistics, few 
qeneral obliqation lonq-term debt instruments have been issued 
in California since 1982. In fact, few of these types of 
instruments have been issued since 1978 when "proposition 13" 
limited the ability of local governments to increase property tax 
rates, 

6Section 103 of the Internal Revenue Code governs the tax 
exemption of state and local government debt. 
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--In 1980 it required that tax-exempt bonds for single 
family mortgages and multifamily rental housing be used, 
at least in part, to help low- and moderate-income 
individuals. 

--In 1982 it (1) prohibited the use of the accelerated cost 
recovery system (ACRS) in favor of a less generous type of 
depreciation when financing the purchase or lease of 
property, (2) required that an elected official approve 
the bond issue after a public hearing or that voters 
approve it by referendum, and (3) tied the maturity of 
bonds to the economic life of the property financed. 

--In 1984 it limited the volume of nongovernmental bonds 
that a municipality could issue by imposing an annual per 
capita cap and enacted additional arbitrage restrictions. 

In December 1985 the House of Representatives passed a tax 
reform bill (H.R. 3838) that would further restrict the tax- 
exempt market. The bill would adopt a more restrictive defini- 
tion of a governmental municipal bond and it would expand the 
types of bonds subject to per state volume limitations. The bill 
would also establish a single volume limitation that would apply 
to all nongovernmental bonds (except certain airport facilities) 
and a portion of some governmental bond issues.' 

The Senate version of H.R. 3838, on the other hand, would 
retain present law for most provisions affecting tax-exempt 
financing. According to the Senate Committee on Finance's report 
on H.R. 3838, one reason why the Senate chose generally to retain 
present law was that state and local governments were already 
experiencing severe constraints on their ability to provide 
public services. One constraint has been the decline in direct 
federal spending and the corresponding increase in state and 
local responsibilities in those areas where the federal govern- 
ment has reduced its involvement (for example, housing and 
education). Another reason why the Senate chose to retain most 
of the present law was that Its bill, unlike the House bill, 
would not allow individual taxpayers to deduct state and local 
sales taxes. Both bills would thus reduce the tax subsidy to the 
state-local government sector by the federal government, but they 
would achieve that objective differently. 

asked 
Within this context of tax reform debate, Congressman Stark 

us to undertake a case study of Oakland's use of tax-exempt 
financing. 

7For a more detailed discussion of the proposed restrictions, see 
Aaron S. Gurwitz, "HR-3838 and the Municipal Bond Market: 
Proposed Changes and Potential Impacts," Salomon Brothers, Inc., 
January 1986. 



OAKLAND HAS ISSUED 18 TAX-EXEMPT 
INSTRUMENTS SINCE 1983 

Between January 1, 1983, and May 31, 1986, the city of 
Oakland and the Oakland Redevelopment Agency8 issued 18 tax- 
exempt instruments (3 short-term and 15 long-term) totaling about 
$589 million.9 (See table 1.1.) The long-term debts are limited 
obligations; that is, none is backed by the full taxing power of 
the city. The short-term notes are general obligation debt 
secured by anticipated tax revenues. As of May 31, 1986, 16 of 
the 18 instruments-- 1 short-term and 15 long-term--worth $533 
million were outstanding. (See apps. I and II for comparative 
information on these transactions and apps, III to VIII for 
descriptions of each type of transaction.) 

8The city council created the Oakland Redevelopment Agency and 
sits as its governing body. We make no distinction between the 
Agency and the city except when the two bodies are involved in 
the same transaction, such as the sale and leaseback of the 
convention center. 

9In June 1986, the city refunded two long-term tax allocation 
bond issues-- the $50 million issue included in our review and a 
$33 million one issued in 1979. Our statistics do not reflect 
this refunding. 
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Table 1.1: Summary of Oakland's Tax-Exempt Issues 

Nwnber Amount 
of Tvpe of Purpose of Issue(s) 
Issues Issue of Issue (millions) 

Short-term tax and 
revenue anticipation 
notes 

Iong-term, small 
issue industrial 
development bonds 

l&rig-term mortgage 
subsidy bond 

Long-term multifamily 
rental housing bonds 

Iong-term, special- 
assessment district 
bond 

Long-term, tax 
allocation bond 

1 Iong-term 
certificate of 
participation 

Tb even out cash 
flows between 
expenditures and 
receipts. 

$ 91.5 

!tb help private 
parties and a 
government agency 
develop, build, or 
purchase ccmnnercial 
establishments or 
other facilities. 

$ 46.6 

Tb purchase $ 23.2 
~Walles r in part for 
lop and middle-in-e 
faanilies. 

!Do build rental $ 61.0 
housing, in part for 
low- and mcxlerate-income 
families and the 
elderly. 

%I build a parking $ 4.8 
garage within a 
hospital and medical 
complex. 

!Ib build and $ 50.0 
develop commercial 
and retail 
establishments in a 
redevelopment area. 

To enable the $221.5 
Mevelopnent I4gency to 
purchase 23 properties 
fran the city. 
The city used the 
sale proceeds to 
finance a pension 
liabilitv. 
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1 

1 

Long-ten 
certificate of 
participation 

To enable the $ 38.0 
Redevelopent &p3xy to 
purchase the convention 
center. 
The city uses the sale 
proceeds to fund 
capital immovements, 

Ux-kq-term To finance the $ 52.3 
certificate of construction of capital 
participation improvements. 

We did not attempt to determine if Oakland would be able to 
pay off its tax-exempt issues on time. However, officials at 
California Municipal Statistics, Inc., a nonprofit corporation 
which compiles data on the outstanding bonded debt of California 
local governments, are performing a study of Oakland's financial 
position which they expect to complete sometime this summer. In 
May 1986 these officials said that Oakland is in a more "exposed" 
financial position than other California cities of comparable 
size. They explained that the city's bonded debt service to 
qeneral fund ratio was substantially higher than the other 
cities. One reason the debt ratio was higher, according to these 
officials, is that these other cities have not funded pensions 
through bonded debt, though the localities may have unfunded 
pension liabilities. 

OAKLAND'S SOURCES OF REVENUES 

Oakland's sources of revenues have changed over the last 5 
years. Federal and state funding has declined, and local 
property tax rates are limited by the California constitution.10 
The city has come to rely on other funding means to provide 
services to its citizens and to develop the community. Figure 
1.1 compares the city's revenue by source for the fiscal years 
1981 and 1985. 

loOn June 3, 1986, California voters amended the constitution to 
allow local voters the right to increase the property tax rate 
to back general obligation bonds for specific purposes, if two- 
thirds of the local voters approve the increase. 

10 



Figure 1-I: 
Oakland's Revenues by Source 
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OBJECTIVES, SCOPE, AND METHODOLOGY 

Congressman Fortney Stark, in a January 9, 1986, letter, 
requested that we do "a case study of Oakland and its use of 
Federal tax provisions to fund . . . operations and capital 
projects." Specifically, Congressman Stark asked that we 
determine what tax-exempt transactions occurred after 1982, 
includinq (1) how much interest was due on these issues, (2) how 
much was paid in commissions and fees, such as sales commissions 
and legal fees, (3) how much tax revenue was foregone by the 
federal government, and (4) how the proceeds were used. He 
subsequently asked us to expand these objectives to include a 
determination of how much tax revenue California lost and the 
benefits or advantages of these issues. Congressman Stark also 
asked that we pay close attention to recent allegations that 
Oakland planned to use bond proceeds to give the Oakland Athle- 
tics (A's) a loan. 

We reviewed all tax-exempt financing transactions--bonds, 
certificates, and notes-- entered into by the city of Oakland and 
the Oakland Redevelopment Agency between January 1, 1983, and 
May 31, 1986.11 We did not attempt to determine (1) the legality 
of the transactions or (2) whether the city will be able to pay 
these debts on time. 

We reviewed (1) the closing documents for each instrument, 
including the purchase agreement, trust agreement, and bond 
counsel opinion; (2) the city's accounting records related to 
each instrument; (3) other city records and reports which 
concerned these instruments; and (4) the city’s and the 
Redevelopment Agency's audited financial statements for fiscal 
years 1981, 1982, 1983, 1984, and 1985, and the accompanying 
management letters. We did not audit the city's accounting 
records but we did test selected entries. However, we did not 
take a statistically valid sample and therefore cannot attest to 
the overall reliability of these accounting records. We did not 
review the records of the developers or financing intermediaries, 
except for those records contained in city files. 

In addition to reviewinq city records, we judgmentally 
selected and visited facilities, some completed and some under 
construction, that were financed by bond proceeds, We inter- 
viewed Oakland officials knowledgeable about each security. We 
also interviewed officials at the Government Finance Officers 
Association to obtain background information on municipal bonds, 
and we obtained data from California Municipal Statistics, Inc. 
We interviewed several Internal Revenue Service (IRS) officials 

"We did not review the tax-exempt issues of overlapping 
jurisdictions, such as the Port of Oakland, the Oakland Unified 
School District, or the county of Alameda. 
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to obtain data on how IRS treats various types of bonds. To 
understand the framework of Oakland's transactions, we also 
reviewed the Internal Revenue Code, 
regulations, 

Department of the Treasury 
and IRS revenue rulings that concern tax-exempt 

municipal bonds, certificates, and notes. 

Appendix IX details the methodology we used to estimate the 
U.S. revenue losses. The approach we used is similar to that 
used by the Treasury in developing its revenue estimates of 
federal tax losses from tax-exempt securities. To estimate the 
revenue loss to California from the issuance of tax-exempt bonds 
by Oakland we used assumptions supplied by the state as to the 
amount of each bond issue held by California households and the 
borrowing cost of the state. Because some of these bonds do not 
mature for up to 30 years, we calculated both interest expense 
and tax loss for each year of the life of the bonds and then 
discounted them to obtain the present value of these elements. 
(See app. IX.) 

We conducted our review between February and June 1986 in 
accordance with generally accepted government auditing standards. 

13 



SECTION 2 

COSTS OF OAKLAND'S 

TAX-EXEMPT FINANCING 

Oakland's 18 tax-exempt issues result in both costs and 
benefits to various groups. Costs are borne by the federal 
government, the state of California, and the city government,' 
while the beneficiaries, who will be discussed in the next 
section, include developers, financing intermediaries, the 
community, and the city government. We estimated the gross 
federal taxes foregone to be $110 million, net federal taxes 
foregone to be $91 million, and state taxes foregone to be $19 
million (all in present value terms). (See app. IX for the 
methodology we used.) We also estimated the city's interest 
payments on these securities to be $264 million (in present value 
terms), and commissions and fees over the life of the bonds to be 
$21 million.2 (See app. I for the costs of each issue.) 

These costs might be offset by (1) increased income tax 
revenues from commercial activities built with the debt proceeds3 
and (2) increased property tax revenues due to commercial devel- 
opment. However, our work provided no basis for estimating such 
offsetting revenues to the city, state, and federal governments. 

On nine of the bond financed projects, developers or other 
users of the proceeds, instead of the city, are responsible for 
paying commissions and fees and the interest. We did not 
quantify the commissions and fees that will be so paid because 
the data were not available in city files. However, we did 

'These costs also include those for the Redevelopment Agency. 

2Thouqh the city is responsible for paying the special-assessment 
district bond fees, commissions, principal, and interest, most of 
these costs are paid out of the special-assessment property tax 
aaid by the district. 
similar manner. 

The single-family mortgage bond works in a 
(See app. 171 and v.) 

3Federal income tax revenue would only increase to the extent 
that these commercial activities were expanded or truly new. If 
they were simply relocated activities with no expansion, then 
income tax revenue would not increase. 
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quantify the interest payments, These will total an estimated $61 
million (in present value terms). 

FEDERAL AND STATE TAX 
REVENUE FOREGONE 

Tax-exempt financing results in foregone federal tax 
revenue, primarily because holders of such securities--bonds, 
notes, and c&rtificates-- pay no federal income taxes on the 
interest earned. At the same time, gross tax loss is offset to 
the extent that beneficiariesI costs are lower, Table 2.1 
presents both gross and net estimates, showing that the federal 
government will forego net tax revenue of about $91 million (in 
present value terms) on securities that Oakland issued between 
January 1, 1983, and May 31, 1986. 

4For example, business borrowers will have higher taxable profits 
if tax-exempt bonds reduce their deductible interest expense. 
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We estimated California foregoes individual income tax 
revenue of $19 million (in present value terms) as a result of 
these transactions. The city does not forego income tax revenue 
because of these issues, for it levies no income tax. 

Our federal and state income tax loss estimate is based on 
an economic model that assumes that investors would have pur- 
chased comparable taxable securities if these tax-exempt securi- 
ties had not been available. (See app. IX for further details on 
our methodology.) 

COSTS TO THE CITY GOVERNMENT 

For 9 of the 18 issues, the city is responsible for paying 
fees and commissions to the intermediaries and interest to the 
investors. The costs for the other issues are the responsibility 
of the developer or whoever uses the bond proceeds. 

The nine issues for which the city assumes all costs are the 
three short-term anticipation notes, the tax allocation bond, the 
three certificates of participation, the single-family mortgage 
bond, and the special-assessment district bond. Total estimated 
commissions and fees over the life of these nine issues will cost 
Oakland $21 million, including $674,000 for bond counsel. The 
estimated interest costs on these nine issues will be $264 
million (in present value terms). The city is also responsible 
for paying back the principal ($481 million)5 on this limited 
liability debt. 

Oakland also incurs costs for staff time to develop and 
administer or monitor all the securities. We were unable to 
quantify these costs, because Oakland does not track staff time 
spent on a given security. 

COSTS TO THE DEVELOPERS AND OTHERS 

The nine issues for which the developers or other users of 
the bond proceeds are responsible for paying commissions and fees 
include the seven small-issue industrial development bond issues 
and the two rental-housing bond issues. Information needed to 
determine the total commissions and fees paid to the financing 
intermediaries for the sale and administration of these issues 
was not available. 

In addition to these intermediary commissions and fees, the 
users are responsible for paying issuance fees and annual 
administration fees to the city. We estimate Oakland will 

51n fact, the city has repaid the principal on two of the short- 
term notes, leaving an outstanding principal balance of $426 
million as of May 31, 1986. 

17 



receive fees over the life of eight of the nine issues totalling 
$2.0 million.6 

The revenues from the developments are supposed fo cover the 
costs for interest (as well as the principal) of the bonds. In 
addition the city has required that these users of the bond 
proceeds have some type of insurance for paying interest and 
principal if the user defaults. We estimated total interest on 
these nine issues at $61 million {in present value terms). 

6The bond issued for the regional planning agency did not include 
city fees. However, 
two other bonds-- 

the city received the same type of fees for 
the single-family mortgage bond and the special- 

assessment district bond. These fees total an estimated $97,000. 
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SECTION 3 

BENEFICIARIES OF OAKLAND'S 

TAX-EXEMPT FINANCING 

The principal beneficiaries of Oakland's tax-exempt 
financing are developers, financing intermediaries, the 
community, and the city government. Developers benefit from the 
tax exemption through lower project-financing costs. Financing 
intermediaries who structure and market the securities benefit 
through fees charged the developer or the city. The community, 
according to city officials, benefits from these issues insofar 
as 11) "urban blight" is reduced in the downtown Oakland area, 
(2) commercial activity is spurred, (3) housing stock is 
increased, (4) employment in the construction trades is 
increased, (5) homes become more affordable for low- and middle- 
income families, and (6) a nonprofit organization and a regional 
planning agency get new facilities. The city government 
benefits, according to city officials, insofar as these issues 
(1) allow the city to pay its bills in a timely manner, (2) 
increase the tax base and future tax revenues, and (3) reduce the 
city's unfunded police and fire fighter pension liability. 
Underlying these officials' descriptions of the benefits accruing 
to the city and the community is their assumption that the funds 
provided through these 18 tax-exempt transactions would otherwise 
not have been available. 

BENEFITS TO DEVELOPERS 

Developers benefit from the lower interest costs of the tax- 
exempt issues, which may enable them to earn a greater rate of 
return than would be available from alternative investments, such 
as conventionally financed construction or rehabilitation loans. 
This lower interest rate reduces the developers' costs to build 
these commercial or multifamily housing projects--increasing the 
likelihood that they will find this type of investment more 
profitable (after tax considerations and adjusting for risk) than 
others. 

We could not readily obtain data necessary to compare the 
profitability of alternative investments for Oakland developers. 
However, a previous GAO study noted that one developer said he 
saved about 23 percent of the project's gross annual revenue by 
using tax-exempt financing instead of conventional financing.' 

IRental Housing: Costs and Benefits of Financing With Tax-Exempt 
Bonds (GAO/RCED-86-2, Feb. 1986). 
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BENEFITS TO FINANCING INTERMEDIARIES 

Financing intermediaries--such as underwriters, trustees, 
and bond counsel --benefit from tax-exempt securities to the 
extent that this financing method creates additional demand for 
their services. While conventional financing also carries 
associated fees, certain fees collected by these parties are 
unique to bond financing. For example, a trustee is not usually 
used in conventional financing arrangements. We do not know how 
much additional income these intermediaries received because of 
Oakland's tax-exempt issues. For one thing, we do not know the 
amount of fees associated with conventional financing. However, 
we did determine that intermediary fees for the city's long-term 
issues averaged 5 percent of the total long-term debt issued. 

BENEFITS TO THE COMMUNITY 

The community benefits from the sale of these 18 tax-exempt 
securities, accordinq to city officials. One benefit is that 
urban blight has been and will continue to be reduced by the 
construction and rehabilitation of buildings in the downtown 
Oakland area. This bond-financed construction, according to city 
officials, also qenerates private construction and rehabilitation 
of buildings in the area. This further reduces the blight while 
increasinq the tax base. One example of a privately funded 
rehabilitation project stimulated by the tax-exempt construction 
of other buildings is a multistory building on Broadway Street, 
across from city hall. 

Oakland expects the two multifamily housing projects to add 
a total of 757 units to the city's housing stock, including 300 
units for the elderly and at least 158 units for low- and middle- 
income families. Also, some low- and middle-income families, 
according to Oakland's projections, will be able to purchase 
homes as a result of the single-family mortgage subsidy bond 
issue. The city had projected it would be able to purchase 
mortgages for about 200 families when the bonds were issued. 
However, a city housing official in May 1986 said he did not 
expect Oakland to purchase that many because conventional 
mortgage rates have dropped to a level comparable to the subsi- 
dized rate of 9-7/B percent. 

The city also expects the community to benefit from 
increased availability of medical services through two small bond 
issues and increased commercial, recreational, and public 
services from five other bond issues. 

Construction employment, according to Oakland officials, has 
increased because of these projects. Twelve tax-exempt issues 
involve construction or rehabilitation of buildings and city 
properties. Information on the amount of construction labor on 
these projects was not available from city records. 
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BENEFITS TO THE CITY GOVERNMENT 

According to city officials, the city has benefited and will 
continue to benefit from these 18 tax-exempt issues because (1) 
itshas been able to pay its bills on time, (2) its unfunded 
pension liability has decreased, and (3) its property tax base 
has increased. 

The tax and revenue anticipation notes have helped enable 
the city to pay its bills on time, thus avoiding interest costs 
and possible late charges, according to city officials. The note 
sales brought in needed cash early in the fiscal year and thus 
helped the city meet its obligations to its creditors, employees, 
and citizens. 

City officials said that the sale of the pension financing 
certificates has reduced the city's unfunded police and fire 
fighter pension liability. They pointed out that the sale of the 
small issue industrial development bonds, the tax allocation 
bond, the sale and leaseback of the Scotlan convention center, 
and the capital improvement financing certificate have increased 
the property tax base. They believe the base will continue to 
increase because of the commercial development and capital 
improvements that have been undertaken with the proceeds of these 
sales. This increase in the property tax base will mean an 
increase in the city's tax revenues. We were unable to quantify 
these increases in property tax revenues due to the construction 
or rehabilitation undertaken with these securities' proceeds 
because of the time constraints of our review, 

In addition, according to a city official, the city is 
receiving arbitrage profits on the Scotlan convention center sale 
proceeds while the city holds the proceeds for funding capital 
improvements to city property.2 We were unable to quantify these 
earnings because they are not segregated from the investment 
earnings of two other tax-exempt issues sold before January 1, 
1983. 

2while current law restricts arbitrage on bond proceeds, it does 
not restrict how the city can use sale proceeds. Thus, the city 
is able to invest this money in relatively high yielding securities. 
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SECTION 4 

LEGAL UNCERTAINTIES RAISED BY 

OAKLAND'S PROPOSED PRIVATE LOAN 

In January 1986 several newspapers reported that the city of 
Oakland planned to loan the Oakland Athletics (A's), a baseball 
team, $15 million. These newspapers reported that the plan was 
to issue a tax-exempt bond for capital improvements and 
equipment. The bond proceeds would allow the city to free up 
money in the general fund that had been dedicated to the purchase 
of police and fire equipment. This freed up money would then be 
used to make a loan to the A's. According to the newspapers, 
debate in the city council revolved around using general fund 
money for the A's when pressing community needs would go unmet. 
One City Councilman, according to a Bond Buyer article, while 
opposed to the use of general fund money for this purpose praised 
the City Manager "for 'leading the way' in efforts to circumvent 
federal restrictions on tax-exempt financing." 

In an attempt to clarify the issue, the City Manager 
prepared a memorandum on the proposed A's loan that was discussed 
before the council in April 1986. In it, he presented background 
information explaining that the current coliseum lease with the 
A's will expire in 1987, that the faltering financial condition 
of the team increased the possibility that the team could move to 
another city, but that with a $15 million loan and certain other 
conditions the A's would agree to remain in Oakland until the 
year 2000. The memorandum went on to explain that funding for 
this proposed loan would not come out of bond proceeds nor the 
general revenue fund. Instead, the memorandum proposed that the 
money for a loan to the A's be taken from "the City's cash 
management accounts which are offsetting assets in relation to 
the liabilities incurred" for capital improvements. 

funds 
The city's Finance Director explained that offstreet parking 

in three cash management accounts had been transferred to 
the unrestricted general fund' and the accounts closed in 
November or December 1985. To close these accounts, which were 
set up to assure bond holders of repayment and consisted of 

IThe specific account within the general fund was a multipurpose 
account, separate and distinct from the main general fund 
account. 
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revenues from parking fees and fines, Oakland had to defease2 two 
earlier bond issues used to fund offstreet parking. This action 
also eliminated certain restrictive covenants (that is, the 
parking fees and fines were dedicated to these accounts). It 
defeased these issues with funds from the August 1985 sale of 23 
properties. {See app. VIII.) 

By defeasing these bonds and canceling the outstanding 
parking projects, Oakland freed $12-13 million in parking 
revenues to be transferred to the unrestricted general fund, 
according to the Finance Director. He said that these revenues 
were spent on city operations, while $15 million in the 
unrestricted general fund was designated for a loan to the A's.~ 
Meanwhile, the parking projects were funded anew with 
certificates of participation in December 1985. (See fig. 4.1.) 

2Defeasing a bond is discharging the lien of an ordinance, 
resolution, or indenture relating to a bond issue and, in the 
process, rendering inoperative restrictions under which the 
issuer had been obliged to operate. To defease the bonds, 
Oakland set aside money with an escrow agent to pay off these 
bonds when they matured or could be redeemed. One bond issue 
matured December 1985, the other was redeemed January 1986. 

3The city council subsequently approved a $15 million loan to the 
A'S on July 15, 1986. 
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Whether money for the proposed loan comes out of the 
unrestricted general fund or another account, the series of 
transactions makes it difficult to determine if the proposed loan 
is,indeed bond financed. Two provisions in the tax code suggest 
that the federal government intended to limit the use of tax- 
exempt bonds. One deals with private loan bonds, the other with 
the concept of replacement. Section 103(o) of the Internal 
Revenue Code of 1954, as amended, provides that the interest on 
state and local government bonds is taxable if the bonds are 
private loan bonds, i.e., if 5 percent or more of the bond 
proceeds is to be used to finance (directly or indirectly) loans 
to persons other than state or local governments. Exceptions to 
this section include qualified student loan bonds, qualified 
mortgage bondsl and industrial development bonds. With respect 
to replacement, current law stipulates under section 103(c)(2)(B) 
that tax-exempt bonds the proceeds of which were used to replace 
funds to obtain a materially higher yield than the yield on the 
bonds are termed arbitrage bonds and would lose their tax 
exemption. Oakland's bond counsel told us that (1) he was aware 
of both provisions and (2) Oakland was in compliance with the law 
with respect to both of these provisions. 

We spoke with two attorneys at the IRS to obtain their 
unofficial views on how far the statute goes in defining the 
concept of indirect loans and how Oakland's proposed loan fits 
that definition. One attorney said that what Oakland has 
proposed is beyond any current IRS ruling. According to this 
attorney, it would be extremely difficult to determine whether 
the various transactions undertaken by Oakland resulted in an 
obligation that could be considered a private loan bond and thus 
subject to loss of tax-exempt status. 

Another IRS attorney explained that the legal concept of 
replacement is used to determine whether tax-exempt issues can be 
considered arbitrage bonds. He said that, if so, the interest 
earned by the bond holder is no longer tax exempt.4 

This IRS attorney told us that the law is fairly restrictive 
in its use of the replacement concept, and that both sections 
103(b) and 103(c) contain prohibitions on tax-exempt financing. 
Section 103(b) applies to industrial development bonds and 
section 103(c) to arbitrage bonds. While replacement is a 
prohibition on arbitrage bonds, it is not listed as a prohibition 
for industrial development bonds. His opinion was that, as long 
as Oakland is not investing in materially higher yielding 
securities, replacement under current law does not apply. 

4For more information on how the IRS has applied the replacement 
concept see Rev. Rul. 82-101. 
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CONCLUSIONS 

Because of the fungibility of money, it is unclear whether 
Oakland's proposed loan to the A's is bond financed. Some could 
argue that the bond issue and the proposed loan are two separate 
transactions. It could be viewed by others as a series of 
transactions having the same economic effect as if Oakland had 
issued an industrial development bond and then loaned the money 
from that bond to its baseball team. The difference is that if 
Oakland had attempted to obtain tax-exempt status for an indus- 
trial development bond in which 25 percent or more of the 
proceeds would have been used for a loan to the A'S, it might not 
have been able to comply with all of the restrictions under 
section 103(b). It appears, however, that Oakland may be able to 
obtain the same economic effect through a series of accounting 
transactions that place money into a fund that is not restricted 
in the same manner as the city's bond funds. 

MATTERS FOR CONSIDERATION 
BY THE CONGRESS 

Since it is unclear whether current tax law provisions apply 
to Oakland's proposed loan to the A's, the Congress may want to 
clarify its intent. The key issue is how far the statute goes in 
defining the concept of indirect financing. Should a clarifica- 
tion be warranted, there are at least two possible alternatives. 
One alternative is to change the language of current tax law 
provisions to clarify the restrictions on uses of tax-exempt 
financing. Another alternative is to direct IRS to determine the 
extent to which tax-exempt bonds are being used for private 
purposes and, if warranted, to determine what is needed to 
correct the situation. 
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APPENDIX I APPENDIX I 

OAKLAND'S 18 TAX-EXEMPT FINANCING 

TRANSACTIONS ISSUED BETWEEN 

JANUARY 1, 1983, AND MAY 31, 1986 
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APPENDIX III APPENDIX III 

TAX AND REVENUE ANTICIPATION NOTES 

Since January 1, 1983, the city of Oakland has issued three 
short-term tax and revenue anticipation notes totaling $91.5 
million. The city has paid off the first two issues, leaving 
$35.7 million outstanding as of May 31, 1986. The third issue is 
due to be retired July 30, 1986. The money from these three 
issues has been used to meet the city's general fund expendi- 
tures, including operating and capital expenses. 

PURPOSE 

Tax and revenue anticipation notes are short-term, general 
obligations which are usually under 1 year. The city issued them 
to maintain its cash flow in anticipation of taxes and other 
revenues to be received by the city's general fund later in a 
fiscal year. Although these are general obligation notes, they 
are payable only out of the taxes, revenues, and other moneys 
that are otherwise uncommitted. 

The city issued these notes to correct the imbalance in the 
city's receipts and expenditures, that is, the cash flow. City 
records show general fund expenditures tend to exceed the 
receipts early in the fiscal year primarily because of property 
tax installment payments. The city receives these taxes (an 
important source of revenue) from the county of Alameda in 
December and April of each year. However, the city's fiscal year 
begins July 1 and the projected cash in the city's coffers was 
not sufficient to cover the projected expenditures during the 
early part of fiscal years 1984, 1985, and 1986. 

COSTS 

The city will pay a total of $5.4 million in interest and 
$178,000 to sell and administer the three issues. The selling 
costs included $28,000 to bond counsel.1 These issues will cost 
the federal government an estimated $2,9 million in lost income 
tax revenues, and will cost California an estimated $221,000 
million in lost personal income tax revenues. 

1The bond counsel fees for the 1984 notes were $7,500, according 
to the city's Finance Director. 
on city records. 

The other years' fees were based 
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BENEFITS 

These notes have allowed Oakland to pay its bills on time, 
according to city officials. The community benefits, according 
to city officials, because the city continues to provide the 
services that citizens and visitors are accustomed to. Financing 
intermediaries benefit to the extent that this method of financ- 
ing creates additional demand for their services. Intermediaries 
received $178,000, less than 1 percent of the notes' proceeds. 
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APPENDIX IV APPENDIX IV 

SMALL ISSUE INDUSTRIAL DEVELOPMENT BONDS 

The city of Oakland has sold seven small issue industrial 
development bonds since January 1, 1983. The aggregate amount of 
these issues is $46.6 million. 

PURPOSE 

Small issue industrial development bonds are a type of tax- 
exempt revenue bond that state and local governments can issue to 
provide financing for private firms. The bonds are secured by 
revenues of the bond-financed property and are not an obligation 
of the city itself. 

Five of the seven bond issues were for loans to private 
firms to develop medical facilities and to rehabilitate histori- 
cal structures for commercial and retail use. The remaining two 
bonds were issued for the benefit of nonprofit organizations: one 
for a loan to the Young Men's Christian Association (YMCA) for 
construction of a new headquarters building and the other issue 
for the acquisition of office condominium space to be leased and 
subsequently owned by a regional planning agency. 

COSTS 

All costs associated with the bonds are paid or reimbursed 
by the private firms or nonprofit organizations benefiting from 
the bond proceeds. This includes bond application, contract 
compliance, and administration fees to Oakland of $370,700 from 
six of these entities to offset city staff time and services 
involved over the life of each issue. We could not determine 
from city records if the fees received were below, just met, or 
exceeded city costs. We estimate the interest costs to be $25.0 
million (in present value terms). 

We estimate the cost of tax-exempt financing to the U.S. 
Treasury at $7.4 million and to the state of California at $1.4 
million (in present value terms). 

BENEFITS 

Industrial development bonds have provided the city with a 
low or no cost financing method to develop and attract new 
businesses and services for the community. Also, the financing 
of private endeavors allows the city to control and place 
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requirements on private projects in areas such as hiring 
practices. For example, the city requires developers to hire 
construction workers from the Oakland area. 

Benefits to the community are derived from the increase in 
services and lobs provided by the new businesses and medical and 
recreational facilities financed with the bonds. The city also 
mandates and,monitors affirmative action, minority, and equal 
employment opportunity practices of the private firms benefiting 
from the use of city financing. For example, a goal of the 
Affirmative Action Employment Program is 50 percent minority 
employment in construction contracts. 

The private firms and nonprofit organizations using the bond 
proceeds benefit from the lower interest costs of tax-exempt 
financing. However, these entities also experience an increase 
in paperwork and requirements imposed by the city for use of 
these funds. 

All local taxing entities benefit from stimulation of the 
economy due to new business. Income is generated for these 
entities with an increase in jobs, licenses, and property values, 
as well as increased sales of goods or services, 

The transactions benefit financing intermediaries involved 
in the issue and administration of the bond to the extent that 
these issues increased the demand for their services. We did not 
attempt to estimate income received by these entities for 
issuance and ongoing administrative services since this data was 
not available in the city's files. 
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HOUSING BONDS 

APPENDIX V 

Since January 1, 1983, Oakland has sold three tax-exempt 
bond issues totaling $84 million to finance housing. These bonds 
were issued to increase the availability of housing, including 
housing for the elderly and for those with low to moderate 
income. 

PURPOSE 

The three issues are commonly referred to as Skyline Hills, 
Lake Point Towers, and Issue C. The first two are to finance the 
construction of multifamily rental housing; Issue C is to pur- 
chase mortgages for constructing, rehabilitating, or purchasing 
single-family homes. 

These three issues are revenue bonds. The bond principal 
and interest will be paid from rental receipts for Skyline Hills 
and Lake Point Towers and from the mortgage payments for Issue C. 
The only assets that have been pledged to repay the bonds are 
these revenues. 

On January 1, 1985, Oakland issued $23 million in Skyline 
Hills bonds to build 299 garden apartments in 45 two-story 
buildings. The city required that 66 of the 299 units (or 22 
percent) will be rented to individuals whose income is below 80 
percent of the median income level for Oakland. Ten of these 66 
units will be rented to tenants whose income is below 65 percent 
of the median income level. The project is scheduled to be 
finished in early fall 1986. 

On December 1, 1985, the Redevelopment Agency issued $38 
million in Lake Point Towers bonds to build 458 rental units, 
including 300 units for the elderly. The city has required that 
the developer rent at least 20 percent of the units to indivi- 
duals whose income does not exceed 80 percent of the median 
income for the area. The agency issued these bonds because the 
city had already issued the maximum annual total of housing bonds 
allowed by federal and state law. 

The agency plans to loan the bond proceeds to a developer 
who will construct the project. First, the developer must obtain 
a rating on the bonds and then either acquire a construction loan 
to begin the project or provide security for the loan in the form 
of insurance. As of June 5, 1986, the agency had not loaned the 
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bond proceeds to the developer because these conditions had not 
yet been met. 

The city sold $23 million in Issue C bonds on May 15, 1985. 
With the proceeds of the Issue C bonds the city originally 
intended to purchase about 200 mortgages for owners of single- 
family homes. However, in May 1986 a city housing official said 
the city will probably be able to purchase only about half the 
number of planned mortgages, because the 9-7/8-percent interest 
rate is not significantly lower than the current market rate. 
Furthermore, the city must purchase the mortgages before June 18, 
1988, when all bond proceeds not already used to purchase 
mortgages must be used to redeem the bonds. As of March 31, 
1986, 10 months after the bonds were issued, the city had 
purchased 34 mortgages for $2.3 million. 

COSTS 

The developers will pay the costs to sell and administer the 
Skyline Hills and Lake Point Towers issues. Over the lives of 
these two issues, the developers will reimburse the city an 
estimated $1.6 million for its administrative costs. The 
developers' interest cost for these two issues will be $13.7 
million for Skyline Hills and $22.3 million for Lake Point Towers 
(in present value terms), 

The city will pay an estimated $1.5 million to sell and 
administer Issue C. It incurred costs of $800,000 to sell the 
issue, including $56,000 for the bond counsel. In addition, it 
will pay an estimated $739,000 in administrative costs over the 
life of the issue. Administrative costs consist of 

--fees paid to the bank for such services as paying the 
interest to the bondholders, 

--fees paid to the financial institutions who will service 
the mortgage loans for the city, 

--premiums paid to insurance companies for mortgage insur- 
ance and Federal Housing Administration mortgage pool 
insurance, and 

--fees paid to cover the city's staff time to monitor and 
approve all mortgages purchased under the Issue C subsidy 
program. 

We estimate the city's interest cost for Issue c at $7.7 
million (in present value terms). This estimate is based on the 
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assumption that the city will use half the Issue C bond proceeds 
to purchase mortgages and the other half to redeem bonds on 
March 15, 1987. The city's principal and interest costs will be 
covered by payments from the mortgages. 

We estimate that these issues (in present value terms) will 
cost the federal Treasury $11.7 million in lost income tax 
revenues and the state $2.5 million. 

BENEFITS 

Skyline Hills and the Lake Point Towers bond issues have 
enabled the city government to meet its obligation as stated in 
the 1985/1986 adopted policy budget to "provide planning, program 
development, and administrative services for the development of 
low- and moderate-income housing projects." With the Issue C 
bonds, the city sought to (1) increase the supply of funds 
available for mortgages, (2) encourage residents to move into 
target areas, and (3) encourage new construction of homes. 

With the completion of Skyline Hills and Lake Point Towers, 
Oakland rental housing will be increased by 757 units. Of these, 
300 will be for elderly renters and at least 158 will be rented 
to low- and moderate-income individuals. 

Issue C bonds provide the community with a pool of funds for 
mortgages at 9-7/8 percent. As of March 31, 1986, 34 families 
had taken advantage of this mortgage subsidy program. 

The financing intermediaries received all the fees paid by 
the city to sell and administer the Issue C bonds--$1.5 million 
or 6.6 percent of the total bond sale proceeds, 

The developers of Skyline Hills and Lake Point Towers 
benefit from lower financing costs, which may enable them to earn 
a greater rate of return than is available from alternative 
investments, including conventionally financed construction or 
rehabilitation loans. 
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SPECIAL ASSESSMENT DISTRICT BOND 

Since January 1, 1983, Oakland has sold one issue of $4.8 
million tax-exempt special assessment district bonds to finance 
the construction of a parking garage for a hospital complex in 
Oakland. The city established a special tax district, comprising 
19 parcels of land owned by the hospital complex, and then levied 
a special property tax assessment on the district. 

PURPOSE 

The city is using the proceeds with $1.9 million from 
parking revenues to build a 5-level, 487-stall parking garage. 
The parking garage became fully operational in the spring of 
1986. The city owns and operates the garage through a parking 
commission. The garage is located on city-owned land across the 
street from a privately owned medical center. 

These bonds are limited liability debt; that is, they will 
be paid from the special assessment portion of the hospital 
complex's annual property tax payments. The only assets that 
have been pledged to repay the bonds are these assessment 
revenues. 

COSTS 

Oakland will pay an estimated $432,000 to sell and 
administer 'the bonds, including $64,000 for the bond counsel. 

To repay the bonds will cost the Merritt Peralta Medical 
Center $11.6 million over a 20-year period. This total comprises 

--the $4.8 million principal, 

--$6.8 million interest, and (or $2.8 million in present 
value terms) 

--$2,280 in collection fees. 

We estimate that the bonds will cost the U.S. Treasury $1.0 
million and California $176,000 in lost income tax revenues (in 
present value terms). 

BENEFITS 

The city now owns a parking garage which generates revenues. 
Revenues beyond those required to pay the garage's operating 
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costs will be used to redeem bonds early, or they will be 
credited to the city's general fund after the bonds have been 
retired. 

The community benefits from over 480 parking spaces provided 
at the hospital complex. The financing intermediaries received 
$432,000 (9 percent of the issue) or all the commissions and fees 
paid by the city. 
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TAX ALLOCATION BOND 

APPENDIX VII 

Since January 1, 1983, the Oakland Redevelopment Agency has 
issued one tax allocation bond series, the Central District 
Redevelopment Project Tax Allocation Bond, Series B, for $50 
million. In June 1986 the Agency refunded this bond to take 
advantage of lower interest rates available at that time. 

PURPOSE 

Tax allocation, or tax increment, bonds are a method of 
funding capital improvements in a redevelopment district. 
Redevelopment results in increased property values, which 
increases property tax revenues. The increase in property tax 
revenues over the pre-redevelopment base amount is known as the 
tax increment. The increment is pledged to repayment of bonds 
issued for redevelopment. After all bonds are repaid, the tax 
increment is paid to all of the local taxing entities within the 
project area. 

The proceeds of the Series B bond issue are being used to 
fund capital projects within a redevelopment area which consists 
of more than 200 blocks, including the entire central business 
district of Oakland. According to Agency records, as of June 5, 
1986, allocation of the bond proceeds among the central district 
projects had been made to 14 projects and actual expenditures had 
been made to 8 projects totaling $12.8 million. These expendi- 
tures paid for the following improvements: 

--Low- and moderate-income housing subsidies 
and public improvements. 

--Equipment acquisition, structural upgrading, and 
staff costs for a farmers' market. 

--Leasehold improvements, installment purchase payments, and 
equipment for a theater. 

--Restoration of commercial structures. 

--Partial reimbursements to the city for land acquisition, 
development, and construction of a parking structure. 
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--Staff cost for implementing foreign marketing strategies. 

In addition, $1.4 million was spent for planning, administration, 
and staff costs. 

The bond is expected to fund approximately 22 percent of the 
total costs estimated for the central district projects. Other 
projected sources of funding include additional tax allocation 
bonds, trust account earnings, advances from the city of Oakland, 
loan repayments, land sale proceeds, and developer contributions. 

COSTS 

The city incurred bond issuance costs of $2.7 million, 
including $25,000 for bond counsel. The city will pay an 
estimated $39.2 million (in present value terms) in interest 
costs. Estimated bank fees for administration and account 
maintenance over the life of the bond total $65,000. 

The bond interest costs incurred by the city are somewhat 
offset by the earnings on investment of the unexpended bond 
proceeds and tax increment which totaled approximately $5 million 
as of March 31, 1986. We did not attempt to project these 
investment earnings over the life of the bond issue. In addi- 
tion, the city projected that when the bond was refunded, 
interest rate savings of $3.5 million will be realized, assuming 
reduction in interest rates from 10.10 percent to 7.63 percent. 

We estimate the cost of this tax-exempt financing (in 
present value terms) to the U.S. Treasury at $5.9 million and to 
California at $2.5 million. 

BENEFITS 

The city and overlapping taxing jurisdictions benefit from 
increases in property tax revenue and other fees, licenses and 
taxes from new businesses. A 1984 report by the city's fiscal 
consultant projected that after fiscal year 1985, the revenues 
generated by development of the central district would annually 
exceed the service costs and reach over $800,000 in fiscal year 
1992. These projected revenues are based on the funding received 
from all the central district project sources. Therefore, the 
revenue share specific to the Series B tax allocation bond could 
not be determined. 
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We could not quantify the benefits to the community derived 
from the tax allocation bond; however, the bond proceeds should 
help the community by expanding the supply of low- and moderate- 
income housingt expanding employment opportunities for jobless, 
underemployed, and low-income persons; providing public improve- 
ments; and providing an environment for the social, economic, and 
psychological growth and well-being of all citizens. 

The transaction benefits financing intermediaries involved 
in the issue and administration of the bond to the extent that 
this issue increased the demand for their services. Income 
received by these entities as of March 31, 1986, for issuance and 
ongoing administrative services totaled $2.7 million. 
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CERTIFICATES OF PARTICIPATION 

APPENDIX VI II 

Since January 1, 1983, Oakland and its agencies have issued 
certificates of participation on three occasions: 

--One involved the sale and leaseback of the Oakland 
Convention Center. The proceeds were used to finance 
capital improvements. 

--A second involved the sale and leaseback of 23 properties. 
The proceeds were used to fund the city's police and fire 
fighter pension system. 

--A third involved the construction and lease of various 
capital improvements. 

DESCRIPTION AND PURPOSE 

The certificates were issued through the Bank of America as 
trustee and entitle the investors to a share of either the lease 
payments or the installment purchase payments. The trustee holds 
the bond or sale proceeds in the city's account, which the city 
draws on as needed. For the convention center and pension 
transactions, the city makes semiannual lease payments from its 
general fund to the purchaser's account which is held by the 
trustee. Thq trustee then makes interest payments from the 
purchaser's account to the investors, who are repaid their 
principal when the certificates mature. If the lease or purchase 
payments are not adequate to cover the principal and interest, 
the trustee draws upon a letter of credit, reserve fund or 
insurance to cover the shortfall. 

Certificates of participation were chosen instead of revenue 
bonds or general obligation bonds because, according to bond 
counsel, 

--No revenue stream was available to repaf construction of 
capital improvements. 

--Using revenue bonds for the pension fund would have 
required establishing a tax-exempt entity to issue the 
bonds. 

--The use of revenue bonds might have hampered the city from 
using a general credit lease. The city wanted to use such 
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a lease for the convention center and the capital 
improvements, because it would help to secure the 
investors' funds. 

--State law requires the approval of two-thirds of the 
city's voters for a general obligation bond, and this is 
time consuming. 

Scotlan Sale and Leaseback 

In December 1983, the city sold the Oakland Convention 
Center, also called the George P. Scotlan Memorial, through the 
trustee, to the Oakland Redevelopment Agency for $39.4 million to 
finance various capital improvements, including street resurfac- 
ing and sewer modernization. The Agency, through the trustee, 
issued $38 million in tax-exempt certificates of participation to 
finance the purchase of Scotlan from the city. These certifi- 
cates qive the investors the right to share in the Agency's 
purchase payments. The city has an option to buy back the 
convention center at the end of the 30-year lease. 

The sale and leaseback and the issuance of the certificates 
involved several simultaneous transactions. (See fig. VIII.l.) 
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--The city sold Scotlan to the Bank of America National 
Trust for $39.4 million. 

--The Bank of America, as trustee, issued, on behalf of the 
Agency, $38 million in certificates of participation. 

--Bank of America sold Scotlan to the Agency for 
$39.4 million. 

--The Agency sold Scotlan to the Occen Corporation for 
$39.5 million. 

--The Occen Corporation leased Scotlan to the Oakmar Leasing 
Corporation, which then subleased it to the city. 

--Occen deposited a letter of credit with the trustee to 
cover any difference between what was due to the Agency 
and what would be received as lease payments, thereby 
protecting the certificate holders, 

--Required payments by all parties were assigned to the 
trustee to be used to repay the certificate holders. 

Pension Fund Financing 

On August 1, 1985, the city government sold 23 city-owned 
properties to the Oakland Redevelopment Agency, which then leased 
them back to the city. To finance its purchase of the proper- 
ties, the Agency, through the trustee, issued $221.5 million in 
tax-exempt certificates of participation. These certificates 
give the investors the right to a share of the purchase payments 
made by the Agency. The city used the sale proceeds to fund a 
portion of its police and fire fighter pension system. 

The sale-leaseback and the issuance of the certificates 
involved a number of simultaneous transactions, depicted in 
figure VIII.2: 
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FIGURE VIII.2 
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--The city sold 23 properties to the Agency for 
$216.2 million. 

--The city sold its rights to the sale agreement with the 
Agency to the trustee for a lump sum of $216.2 million and 
used the proceeds of that sale to purchase annuities for 
the pension plan. 

--The trustee issued $221,5 million in certificates of 
participation on behalf of the Agency. The trustee paid 
$216.2 million to the city to purchase its rights to the 
sale agreement and $5.3 million to the underwriters. 

--The Agency leased the 23 properties to the city, giving it 
an option to purchase each property for $100 at the end of 
the 31-year lease. 

--The Agency assigned the trustee its rights to the lease 
payments. 

Capital Improvements 

In December 1985, the Civic Improvement Corporation, a 
nonprofit corporation, through the Bank of America as trustee 
issued variable-rate certificates of participation totaling 
$52.3 million to finance the acquisition and construction of 
capital improvements on city property, such as traffic control 
devices, street resurfacing, parking lots, and garages. These 
certificates give investors the right to a share in the city's 
payments to the Corporation to lease the improvements. 
The lease and the issuance of certificates involved several 
simultaneous transactions. 

--The Corporation agreed to lease the capital improvements 
to the city from the time they are completed until the 
year 2015. 

--The Corporation assigned to the trustee its rights to the 
city's lease payments. 

--The trustee issued $52.3 million in variable-rate certifi- 
cates of participation on behalf of the Corporation. 

--The city deposited a letter of credit with the trustee for 
payment of the principal and interest due on the certifi- 
cates. 
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According to bond counsel, the certificates were issued to 
fund future capital improvements. A city official said that the 
issuance of these certificates of participation allowed the city 
to take advantage of the arbitrage earnings being realized on the 
sale proceeds from ScotIan and the Kaiser Convention Center.' 
The sale proceeds, according to the city's bond counsel, are not 
subject to arbitrage restrictions as are the certificate 
proceeds. Therefore, the city official said the certificate 
proceeds would be used for capital improvements before the sale 
proceeds so that a higher investment yield could be obtained. 

COSTS 

The city's costs to sell the three issues are estimated at 
$16 million, including $501,000 for bond counsel. The city will 
pay an estimated $208 million in interest costs (in present value 
terms) and $3.8 million in recurring administrative fees. 

These costs will be partially offset by the investment 
earnings on the unexpended certificate proceeds. For two issues, 
we were unable to obtain estimates of the investment earnings. 
However, for the pension fund the trustee estimated that earnings 
over the life of the issue will be $98.8 million. The costs of 
this issue will also be offset by payments, made by the Parking 
Authority to the city for retiring its two revenue bonds. The 
trustee estimated that these payments will total $4.3 million. 

We estimate the income tax loss (in present value terms) to 
the U.S. Treasury at $62.0 million and to California at $12.1 
million. 

BENEFITS 

The city has benefited by being able to structure a pension 
plan that will be fully funded by the year 2016. Secondly, the 
monthly annuity payments reduced the city's contributions to the 
pension plan by that amount. According to a city official, the 
purchase of the annuities made the plan more financially sound 
and reduced the total cost of the pension plan to the city. At a 
cost of $186.5 million, the city purchased annuities that will 
provide benefits totaling $661.4 million by 2077, according to 
insurance company estimates. According to the same city offi- 
cial, the retirees benefit by being part of a plan whose 

'The Kaiser Convention Center sale and leaseback occurred in 
1982, and thus was not included in our review. 
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financial soundness has increased and which will be fully funded 
by the year 2016. 

The other two issues provide benefits in the form of capit'al 
improvements. The community and local businesses benefit from 
street improvements, modernization of the city's infrastructure, 
and the construction of parking facilities. These improvements 
also stimulate the local economy. According to a city official, 
over 90 percent of the capital improvements are performed by 
private contractors. 

According to this same official, the city benefits from the 
capital lease issue by an increase in funds from which capital 
improvements can be performed. The use of these certificate 
proceeds for capital improvements instead of the Scotlan or 
Kaiser sale proceeds allows the city to earn a higher rate of 
interest on investment of these unrestricted funds. The Scotlan 
certificates were issued at 10-l/4 percent, and the Kaiser 
certificates, at 9-7/8 and 10 percent, Both Scotlan and Kaiser 
sale proceeds are presently earning interest at 11-l/2 percent. 

The financing intermediaries that have provided their 
services in the issuance of the certificates have benefited by 
the payments made to them by the city of Oakland to the extent 
that this transaction increased the demand for their services. 
Those payments totaled $16 million or 5.1 percent of the certifi- 
cates issued. 
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METHODOLOGY USED TO ESTIMATE TAX 

REVENUE FOREGONE FROM TAX-EXEMPT BONDS 

Our estimates use an economic model that describes how, in 
aggregate, investors adjust their portfolios to accommodate an 
increased supply of tax-exempt bonds.1 The results derived from 
the model are based on three key assumptions: (1) investors are 
free to move their capital among different investment opportuni- 
ties to obtain the highest after-tax rate of return; (2) the 
total pool of savings available for investment is fixed and 
therefore not affected by an increase in the volume of tax- 
exempt bonds; and (3) each new issue of tax-exempt bonds is a net 
addition to the outstanding total of tax-exempt assets including 
bonds. 

The first assumption implies that if competition among 
borrowers to obtain funds exists, those offering the highest 
after-tax return (adjusted for risk) will obtain the funds. The 
second assumption implies that if, at interest rates prevailing 
before a new tax-exempt issue, all borrowers were able to obtain 
funds, then an increase in the demand for funds (supply of bonds) 
will cause interest rates to rise. This increase, which may be 
quite small, will be necessary td ration a fixed pool of savings 
for investment among borrowers. As interest rates rise, some 
borrowers are no longer willing to pay the market rate to obtain 
investors' savings. Interest rates will stop rising when the new 
rate is high enough that the available savings from investors is 
sufficient to allow all borrowers willing to pay that rate to 
obtain funds. 

The key to determining the revenue loss lies in the third 
assumption. The implication of this assumption is that as 
interest rates rise to accommodate the increased demand for 
investor savings, borrowers who become unwilling to pay the 
market rate are not other municipal and state governments. This 
is because since no profit motive is involved, government 
borrowers can be assumed to be less interest-rate-sensitive than 

'For a more complete description of the methodology, see Eric 
Toder and Thomas S. Neubig, "Revenue Cost Estimates of Tax 
Expenditures: The Case of Tax Exempt Bonds," National Tax Journal 
38 (September 1985): 395-414. 
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corporations. If this assumption holds, then investments paying 
income that is taxable will be replaced in some investors' 
portfolios by newly issued tax-exempt bonds.2 

Given these assumptions we applied the following three-step 
formula to estimate the federal tax loss for each tax-exempt bond 
issued by the city of Oakland from January 1983 through May 1986. 
The face value of each new bond was 

--multiplied by the interest rate of a comparable taxable 
corporate bond and then 

--multiplied by the percentage difference between the yields 
of the tax-exempt and taxable bonds, expressed as the 
following ratio: 

taxable yield - tax-exempt yield, 

taxable yield 

2Although it is generally believed that the demand of municipal 
borrowers for funds is less sensitive to interest rate increases 
than the demand of other borrowers, it is possible that our third 
assumption will not strictly hold. That is, in aggregate, some 
of the newly issued tax-exempt bonds might replace other tax- 
exempt assets in investors' portfolios. If this were to happen, 
then the reduction in taxable income and, therefore, the reduc- 
tion in tax revenues would be less. 

The reduction in tax revenues would also be less if the second 
assumption does not strictly hold and, instead, the rise in 
interest rates resulting from the increased demand for funds 
(supply of bonds) stimulated saving. If this were to happen, 
then more savings would be available to ration among borrowers. 
Therefore, investors would be willing to hold additional tax- 
exempt bonds without an equivalent reduction in their holding of 
investments paying taxable income. This implies that the 
reduction in taxable income and, therefore, the reduction in tax 
revenues would be less. 
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--and then adjusted by subtracting the product of the face 
value of the bond and the difference between the taxable 
and tax-exempt yields times the marginal tax rate of the 
beneficiaries of the tax exempt bond.3 

The first step computes the amount of previously taxable income 
no longer subject to tax by multiplying the amount of newly 
issued tax-exempt bonds by the current interest rate for compara- 
ble taxable securities, Step two converts this amount into an 
unadjusted tax loss by estimating the marginal tax rate of those 
investors who replace their investments that pay taxable income 
with tax-exempt bonds.4 These investors are not necessarily the 
actual purchasers of the new tax-exempt bonds, some of whom, 
particularly those with very high marginal tax rates, might have 
bought the bonds to replace other investments paying tax-exempt 
income. Instead, they are likely to be investors in an income 
tax bracket for which the after-tax yield from a taxable security 
is the same as the yield from a tax-exempt bond. For example, 
assume an investor is in the 30-percent income tax bracket and 
purchases $10,000 of taxable securities paying an interest rate 
of 10 percent, This investor would earn interest income of 
$1,000 ($10,000 x 10 percent) and receive an after-tax yield of 
$700 ($1,000 minus $300 paid in taxes). Had this same investor 
purchased comparable tax-exempt bonds paying an interest rate of 
7 percent, the yield would also be $700 {$lO,OOO x 7 percent), 
thus making the investor indifferent as to which type of security 
to purchase. Step three assumes tax provisions that reduce 
borrowing costs produce an offset to the loss of taxable income 
by an amount equal to the reduced borrowing costs.5 For example, 
for private purpose bonds, business borrowers will have higher 
taxable profits as tax-exempt bonds reduce their deductible 

3The beneficiaries here are different than the investors. This 
point and the reason for the adjustment are discussed in more 
detail below. 

4The marginal tax rate, or tax bracket, equals the above ratio 
and represents the percentage of additional taxable income that 
would go toward taxes. 

50ther factors which we have not taken into account because of 
the difficulty in quantifying them would also influence the 
calculation of the revenue loss, e.g. accelerated cost recovery 
system (ACRS) and reinvestment of bond proceeds would increase 
the revenue loss estimate. 
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interest expenses.6 Continuing the example and assuming the 
beneficiaries of the tax-exempt bonds are in the 40-percent tax 
bracket, the federal revenue loss of $300 ($10,000 x 10 percent x 
30 percent) would be offset by $120 ($10,000 x [lo percent - 7 
percent] x 40 percent) for a net revenue loss from this $10,000 
bond of $180.7 Also, for public purpose bonds, reduced borrowing 
costs reduce taxes paid to state and local governments, some of 
which are deductible.8 

In making our actual calculations of the federal revenue 
loss from the tax-exempt bonds issued by Oakland from January 
1983 through May 1986, we used the actual interest rate paid on 
each bond and the interest rate paid on corporate bonds of 
comparable risk and maturity. We used the difference in interest 

6We assumed that the same project would have been undertaken 
without tax-exempt financing. To the extent that different 
projects with greater after-tax profits would have been under- 
taken had the tax-exempt financing not been available, the offset 
would be lower. Thus our offset estimate represents an upper bound. 

7The offset estimate for private purpose bonds is sensitive to 
the marginal tax rate. We assumed a 50 percent marginal tax rate 
for private purpose bonds in that the beneficiaries are mainly 
businesses. In addition we assumed that all of the estimated 
offset would be reflected in lower interest deductions on firms' 
federal tax returns, which means that all of the estimated offset 
to revenues lost would be realized by the federal government. To 
the extent that the marginal tax rate and proportion of revenue 
losses recouped are on the high side, the offset estimates 
represent an upper limit. 

8Because of data limitations we were not able to estimate an 
adjustment to revenue losses for Oakland's public purpose tax- 
exempt bonds. For example, we would need to know the average 
marginal tax rate of the taxpayers, individual and corporate, in 
Oakland and the proportion of local taxes paid which they 
deducted on their federal tax returns. 
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rates on these to calculate the appropriate marginal tax rate 
that we used to compute the revenue loss on each individual 
bond.9 

Because these bonds generate income over many years, we 
calculated the tax loss in each year throughout the life of the 
bond. We then discounted the future tax losses and totaled these 
discounted values to express the present value of the total 
revenue loss during the life of the bonds. We used as a discount 
rate, the rate on a Treasury security of comparable maturity that 
was sold in the same week as the tax-exempt bond was issued.10 

Using the method we have described, we estimate that the 
approximately $589 million of tax-exempt bonds issued by Oakland 
from January 1983 through May 1986 will result in gross tax 
revenues foregone of $110 million and net tax revenues foregone 
of $91 million (in present value terms). 

We also estimated the revenue loss to the state from the 
issuance of the tax-exempt bonds by Oakland using assumptions 
supplied by the state as to the amount of each bond issue held by 
California households and the borrowing cost of the state. This 
estimate was $19 million (in present value terms). 

9The tax loss could be less if the supply of new tax-exempt bonds 
is sufficiently large relative to the existing stock of all 
assets. We have not changed any results due to this considera- 
tion because, in practice, the amount of tax-exempt bonds issued 
by Oakland has been very small relative to the stock of assets in 
the economy. 

l8We used this procedure because it conforms to GAO guidelines on 
choosing a discount rate that reflects the government's borrowing 
costs. Had we used an 8-percent discount rate, as used by the 
Department of the Treasury, our estimate of the present value of 
the revenue loss would have been somewhat higher. 
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