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CITY OF LOS ANGELES
INTER-DEPARTMENTAL CORRESPONDENCE

Date: February 16, 2021

Honorable Members of the Personnel, Audits, and Animal Welfare Committee 
Councilmember Paul Koretz, Chair 
Councilmember Marqueece Harris-Dawson 
Councilmember Mike Bonin i

To:

From: Richard H. Llewellyn, Jr., City Administrative Officer

PROPOSITION HHH CONTROLLER’S PROGRAM REVIEW FISCAL YEARSubject:
2018

At its meeting on Wednesday, February 3, 2021, the Personnel, Audits, and Animal Welfare 
Committee, discussed Council Files, 20-1145 and 17-0090-S1, and raised a question related to 
a statement in the Controller’s Review of Proposition HHH (Prop HHH), included in the Fiscal 
Year 2018 Prop HHH Financial Audit, on issuing the second round of bonds before the funds 
were needed.

As was stated by my Office during the Committee discussion, we disagree with the Controller’s 
position on this issue and responded directly to this matter on April 5, 2019 (See Attachment).

Thank you in advance for your attention to this information.

Attachment
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Date: April 5, 2019

Ron Galperin, City Controller 
Office of the Controller

To:

Attn: Bob Wingenroth, Director of Auditing 
Office of the Controller

Richard H. Llewellyn, Jr.jSity Administrative Officer 
Office of the City Administrative Officer V

From:

RE: DRAFT AUDIT RELATING TO THE GENERAL OBLIGATION BOND 
PROGRAM

Subject:

This memorandum is in response to the draft audit report relating to the City's General Obligation 
Bond Program. Certain findings in the draft audit generated concerns that we would like to address 
with your Office.

Appropriate Spending Period for Proposition HHH Bond Proceeds

The draft audit states, "In 2018, the City does it again, issuing one quarter billion in HHH bonds 
before the money is needed,"

We recognize bond proceeds in the Project Funds relating to General Obligation Bonds, Series 
2017-A and Series 2018-A have not been fully expended; however, there were no expectations 
that all bond proceeds will be spent in less than one or two years from the time of issuance. 
Though the bonds issued under Proposition HHH (Prop. HHH) are taxable, my Office followed 
the regulations established in the Internal Revenue Code for tax-exempt bonds to determine the 
appropriate amount of bonds to issue. These regulations were created to discourage the following:

• Issuing more bonds than needed;
• Issuing bonds sooner than needed; and
• Leaving bonds outstanding longer than needed.

One requirement of these tax rules is that the City must reasonably expect to spend 85 percent 
of the bond proceeds within three years of the bond issuance date. Prior to a bond issuance, 
project expenditure plans meeting this requirement are prepared and approved by City Council 
and the Mayor For example, the bond issuance in 2018 financed 24 permanent supportive 
housing (PSH) projects that anticipated construction loan closing dates within the first year of the 
bond issuance and construction completion dates within three years of the bond issuance. Under 
the PSH Loan Program, project sponsors must have demonstrated experience constructing and 
operating PSH projects, They must also demonstrate site control and the ability to obtain financing 
and entitlements within two years of the loan commitment.



-2-

As of today, the City issued bonds for 33 PSH projects (the "original finanoed projects") totaling 
$311.1 million. This month, we expect to commit an additional 27 PSH projects ($281.3 million) 
for Prop. HHH funding, bringing the grand total to $592.4 million. When original financed projects 
experience spending delays, my Office and the Housing Community Investment Department will 
conduct an assessment of all PSH projects approved for bond funding and make any necessary 
adjustments to reprogram funds to "ready-to-go” projects so that bond proceeds are spent within 
the time limits established by federal tax rules. Thus, an audit review of the Proposition HHH 
General Obligation Bond Program is premature at this time as the City is still within its “spending 
period" and the current information available cannot fully determine if the City issued the bonds 
“before the money is needed."

Negative Arbitrage Calculation

The draft audit states, "bonds [were] issued too early, $3.5 million wasted."

The use of negative arbitrage as a measurement to determine if bonds were issued too early is 
not appropriate as it does not evaluate timeliness of spending. My Office requested the City’s 
municipal advisor, Omnicap Group LLC, to review the accuracy of the statements made in the 
draft audit surrounding the notion that“$3.5 million [were] wasted." Omnicap Group LLC states:

The calculation method used in this comparison is misleading. To come up with the $3.5 
million figure, the report compares the difference between gross interest paid on the 
$276.24 million bond par amount to interest earned on the $256,658 million bond proceed 
balance as of March 1, 2019. The balance of bond proceeds declined during the period in 
which interest was earned and, therefore, even if the interest rate earned on the proceeds 
equaled the interest rate paid on the bonds, the result would be less earnings received 
than debt service interest paid. Please note, due to the shape and steepness of the yield 
curve over the past 10 years, virtually every project fund has incurred negative arbitrage.

Attached is a copy of the analysis and discussion prepared by Omnicap Group, LLC, an 
independent municipal advisor, relating to the negative arbitrage calculation and timing of bond 
issuances.

Recommendation

My Office recommends the audit focus on the follow-up on the City’s corrective actions relating to 
the Proposition O Clean Water General Obligation Bond Program as this was the original intent.

A financial audit of the General Obligation Bonds issued under Proposition HHH is currently being 
conducted by your external auditor, Macias, Gini, & O’Connell, LLP. This will include, among other 
things, information on the amount of bond proceeds expended for Fiscal Year 2017-18. We 
believe a financial audit is more appropriate at this time than an audit about the timing of the bond 
issuances relating to Prop. HHH as it is too soon to determine if bonds were issued sooner than 
needed.

Attachment 
RHL:NRB:HTT:09190174
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OMNICAP
Memorandum

Richard H. Llewellyn, Jr., City Administrative OfficerTo:

Eddie McRoberts, Omnicap Group LLCFrom:

April 4,2019Date:

Proposition HHH Draft Report From LA ControllerRe:

Overview
At your request, we have reviewed the DRAFT report from the LA Controller titled "City of Los Angeles, 
Proposition HHH - Bonds issued too early, $3.5 million wasted" (the "Report"), which suggested that the 
City issued it's 2018 HHH bonds too early resulting in $3.5 million of negative arbitrage which they 
categorized as "wasted". Following is our review of the findings in the Report including supporting 
information, such as industry standards on the timing of debt issuance, determining the size of the 
financing, and an overview of accurately measuring investment earnings generated by a project fund 
compared to negative arbitrage on the entire financing.

f u’i P-ales, Regbtetfom and Industry Uartdards
The federal rules, IRS regulations and Industry standards surrounding the Issuance of tax-exempt bonds 
are more robust and specific than for taxable bonds and, in certain cases, can serve as a conservative 
best practice for the issuance of taxable bonds issued by a municipality. In general, tax-exempt bonds 
are more regulated since the tax-exemption is a subsidy provided by the federal government. The laws 
and regulations, including Section 148 and 149 of the Internal Revenue Code ("IRC"), were established 
to discourage the following perceived abuses:

• Issuing more bonds than needed;
• Issuing bonds sooner than needed; and
• Leaving bonds outstanding longer than needed.

The "Hedge Bond" rules in IRC Section 149(g) were enacted to make sure that bond issues were 
reasonably sized and timely issued. Prior to the establishment of the Hedge Bond rules, municipalities 
could issue bonds when interest rates were low, even though there was not an immediate need for the 
financing, "hedging" against the risk of rising interest rates. In order to avoid being categorized as a 
Hedge Bond, an issuer must reasonable expect to spend 85 percent of the spendable proceeds for the 
governmental purpose of the issue within 3 years of the issue date. In addition, as described in IRC 
Section 149(g)(2), there are certain circumstances where this 3-year test is expanded to 5 years, 
requiring the issuer to reasonably expect to spend 85 percent of the spendable proceeds within 5 years 
of the issue date.

In addition to the Hedge Bond rules, Treasury Regulations include temporary periods when an issuer can 
invest tax-exempt bond proceeds without regard to yield limitation. A standard temporary period is the 
3-year temporary period. To be eligible for the 3-year temporary period, an issuer must reasonably 
expect to spend 85 percent of the net sale proceeds of the issue on capital projects within 3 years.

Disclaimer: This memorandum ►vox preparedfor the City of Los Angeles to assist with internal discussions at the 
City and is not to be quoted or referred to without our prior written consent
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Similar to the Hedge Bond rules, there are circumstances which allow an issuer to establish and apply a 
5-year temporary period.

While the above rules were designed for tax-exempt bonds, they also can serve as a conservative 
guideline for the 2018 HHH bonds, as well as for other taxable municipal transactions issued for project 
financings. These rules are also an expectations test, meaning that actual facts that differ after issuance 
do not necessarily violate the rules, even if proceeds are in fact spent slower than originally expected 
which can occur due to unforeseen circumstances such as delayed contracts, etc.

In any event, more important to determining If the 2018 HHH bonds were issued sooner than needed is 
to examine expectations afissuance and whether 85% of the bond proceeds were expected to be spent 
within a three or five-year period. As documented in Exhibit A, in the CAO's Staff Report for the 2018 
HHH Bonds, all of the 2018 HHH monies had an estimated construction loan closing date that was within 
1 year of closing. In addition, 100% of the monies were expected to be spent on projects within 3 years 
of closing. As such, the HHH bonds meet the IRS's more stringent test for tax-exempt bonds of not 
having been issued soonerthan needed.

Negative Aibiiiege and Investment Eatninp

The Report states the 2018 HHH Bonds have resulted in an estimated $3.5 million of negative arbitrage 
through March 1, 2019. There are three misleading aspects of the analysis. First, it seems early in the 
construction phase to scrutinize the amount of expenditures of the 2013 HHH bonds. As previously 
mentioned and as provided in Exhibit A, all of the 2018 HHH monies had an estimated construction loan 
closing date that was projected to occur within one year of the bond dosing and 100% of the proceeds 
were expected to be spent on projects within three years of dosing.

Second, the calculation method used in this comparison is misleading. To come up with the $3.5 million 
figure, the report compares the difference between gross interest paid on the $276.24 million bond par 
amount to interest earned on the $256,658 million bond proceed balance as of March 1, 2019. The 
balance of bond proceeds declined during the period in which interest was earned and, therefore, even 
if the interest rate earned on the proceeds equaled the interest rate paid on the bonds, the result would 
be less earnings received than debt service interest paid. Please note, due to the shape and steepness 
of the yield curve over the past 10 years, virtually every project fund has incurred negative arbitrage.

Third, the Report notes the City is "currently" earning 1.59% on bond proceeds. However, per the 
monthly reports posted on: htlP5://finance.lacity.org/monthlv-investmerit-reports-coundl. the effective 
yield on the total Investment pool was 1.83% for the month of July 2018 (when the 2018A HHH bonds 
were issued) and has climbed to 2.1% for the Month of January 2019. Proceeds of the 2018 HHH bonds 
are invested in the pool and actual earnings are expected to produce a return higher than the 1.59% 
used as an assumption in the report.

Conclusion

Ever though the 2018 Prop HHH bonds were issued as taxable bonds, they appear to have been 
structured in a manner that satisfies the specific and conservative federal rules and regulations designed 
to ensure that tax-exempt bonds are not issued "sooner than needed". These rules and regulations 
have been in place for over 30 years and can serve as a conservative best-practice measuring stick for 
evaluating the timing of the HHH bonds.

Disclaimer; This memorandum was preparedfor the City of Los Angeles to assist with internal discussions at the 
City and is not to be quoted or referred to without our prior written consent.



Exhibit A

HHH FY 2018-19 Project Expenditure Plan
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Const ruction
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Dec 2918 
Dec 2918 
Dec 201B 
Jun 2019 
Dec 2018 
Jul 2D19 

Dec 2016 
Dec 2016 
Now 2010 
Now 2016 
Sep 2010 
May 2019 
Mar 2019 
Dec 201&
Dec 2018 
May 2016 
May 2018 
May 2018 
May 2018 
Aug 2018 
Dec 2018 
Dec 2018 
Mar 2019 
Jan 2019
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239.515,511

Depot at HydB Park 

Adams Terrace
McCsdden Campus Senior Housing 
PATH Villas Hollywood 
Grsmercy Place Apts 
Casa da Rosas Campus 
Cambria Apts 
Missouri & Bundy Housing 
1s!a de Los Angeles 
Firmin Court 
Hartford Villa Apts 
PATH Villas Montclair 
433 Vermont Apts 
Residences on Main 
Summit View Apts 
West Third Apts Preservation 
Western Aw Apts 
Building 205 
Building 208 
Broadway Apts 
BBth & Main St 
Metamorphosie on Foothill 
Melrose Apts
Rosa De Castilla Apts
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7.200.000
12,000,000
5.500.000

11.700.000
9.920.000
7.920.000

12,000,000
11.520.000
11.660.000
11.940.000
12,000,000
9.900.000
7.200.000

10.780.000
10.560.000 
10.291,998 

4,660,033 
12,000,000
11.660.000 
4,443,480

12.000,000
10,340.000
9,240,000

12.000,000

Dec 2020 
Dec 2020 
Jul 2020 

Dec 2020 
Jul 2020 
Jut 2020 
Jul 2920 

Sap 2020 
Sep 2020 
Nov 2020 
Jun 2020 
Nov 2020 
Mar 2021 
Sep 2020 
Nov 2020 
Jan 2020 
Jan 2020 
Jan 2021 
Jan 2021 
Feb 2020 
Sep 2020 
Sep 2020 
Nov 2020 
Sep 2020

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

From th e City A/frtilairattre Officer Staff Report

Exhibit A'l


