Bond Proceeds
Management and Arbitrage

May 4th, 2023
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Introductions

Matt Shipley, CSBO (Moderator) \"/ INDIAN

- Chief School Business Official, IPSD 204 PRAIRIE
SCHOOL DISTRICT 204

Audra Braski (Speaker)
- Senior Vice President, PMA Financial Network LLC ’ PMAM

Tim Flaherty, CSBO (Speaker)
- Vice President, PMA Financial Network LLC .
‘ PMA
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Objective

Provide a high-level view of the basic rules regarding arbitrage and
yield restriction and the steps a school district should take when
Investing bond proceeds.
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Agenda

* What Is arbitrage and yield restriction?
* Why Is It such an issue currently?

* IRS rules and regulations

* Managing bond proceeds
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What Is arbitrage?

* Arbitrage: Difference between (i) what would have been earned if tax-exempt bond
proceeds were invested at bond yield and (ii) the earnings on the investment of such
tax-exempt bond proceeds in higher yielding securities.

* Rebate: Issuer must pay (or rebate) arbitrage profits to federal government.

* Anything above bond yield gets paid to the US Treasury, unless you meet one or more

exceptions:
Small issuer exception
Spend-down exceptions
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What Is yield restriction?

In relation to bond proceeds, yield restriction limits the investment yield that may be
earned.

Three year temporary period is available if the proceeds are expected to be spent in 3
years. During a “temporary period,” the issuer may invest bond proceeds at an

unrestricted yield without causing the bonds to be arbitrage bonds under the yield
restriction rules.
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Why is arbitrage and yield
restriction relevant now?
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Current Market

Why Is arbitrage and yield restriction such a hot topic right

now?

* How quickly the Fed raised the Fed Funds rate in such a
short time

* Current inverted yield curve allows districts to borrow at
lower rates in the long term and earn higher rates in the
short term. 2
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Increase In Fed Funds Rate

* Rates near 0% following - Fed Funds Rate
pandemic b
 Global Central Banks .l
shift to fighting inflation '
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Source: Bloomberg
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Yield Curve
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WASHINGTON DC

IRS tax-exempt division will be
growing

By Kyle Glazier October 13,2022, 1:45p.m.EDT  2Min Read

a Issuers and bond lawyers should expect to notice an increased presence of revenue agents
m both in the near future and in the longer term, as the Internal Revenue Service's Tax-Exempt
= Bond office completes a current round of hiring and benefits from federal money authorized

earlier this year.

That news was delivered as part of a presentation delivered by TEB Manager Allyson Belsome.
The event was part of the National Association of Bond Lawyers' The Workshop conference,

which is being held this week both in person in Chicago and virtually.

"We're hiring revenue agents, we're hiring tax law specialists,’ Belsome told attendees.
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IRS Rules and Regulations
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Small Issuer Exception

If bond proceeds amount is less than limits, the issuer is exempt from having to invest
below arbitrage allowable yield

e Currently at $15 million for school districts; S10 million must be construction expenditures

 Based on all tax-free borrowing in a single calendar year

— Includes TAW proceeds
— Advanced refunding issues count, current refunding issues do not
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Spend Down Exception

* 6-Month Exception - no rebate payment required if all

proceeds of the issue are spent within 6 months of the issue
date.

* 18-Month Spend-down Exception

Spend-down

Period Requirement
6 months 15%
12 months 60%
18 months 100%
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Spend Down Exception

* Two-Year Construction Spend-down Exception

— At least 75% of the proceeds must be spent on
construction expenditures

Spend-down

Period Requirement
6 months 10%
12 months 45%
18 months 75%
24 months 100%
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Yield Restriction

* Borrowers receive a 3 year “temporary period” of unrestricted
investments if the issuer reasonably expects to:

* Within 6 months, incur a binding obligation to a third party to expend
at least 5% of the net sale proceeds on capital projects

* Spend at least 85% of the net sale proceeds on capital projects within
three years

* |f issuer meets these requirements, the issuer may invest its
proceeds in any investment that adheres to their investment

policy
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Rebate Payment

* Any excess interest that the issuer earns will be considered
arbitrage and must be rebated to the Federal Government
(IRS) unless the issuer meets one of a list of exceptions

* |Issuer must file a 8038-T Form; check payable to U.S.
Treasury

 |f the issuer is in positive arbitrage status at 5 year anniversary
dates — must make arbitrage rebate payment regardless if
spent bond proceeds or not

* Payments are then due every five years, as long as issuer is in
positive status

* 90% of rebate amount is due within 60 days of anniversary
date, with remaining 10% allowed to be paid at a later date
plus interest
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Managing Bond Proceeds
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Managing Bond Proceeds

1. Open a segregated account for proceeds to be directly deposited at

closing
* Helps track transfer of expenses against the spend down exceptions
* Ability to keep bond proceeds investments separate from operating investments

2. Project spend schedule
Can request from architect or construction manager

2
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Managing Bond Proceeds

3. Know what investments are allowable under the district’s investment policy and
lllinois State Statute

4. Determine comfortable liquidity level
* This amount may be different for each issuance but 10-15% is a good rule of thumb
to have in investments that are more liquid

5. Have your investment provider search all allowable markets and place investments

based on the expected spend schedule
y#iasboACQS
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http://www.ilga.gov/legislation/ilcs/ilcs3.asp?ActID=496&ChapterID=7

Managing Bond Proceeds

6. Continue to track expenses monthly and how they are lining up with the

spend down requirements
Track the specific expenses specifically tied to the project

7. Track the interest earned against the maximum allowable interest

amount to determine if an arbitrage rebate is necessary

This needs to be tracked regularly as it changes with expenditures and the interest
rate environment
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Managing Bond Proceeds

8. After the 3 year anniversary of the issuance begin to track for yield

restriction.
« The district will be limited in the types of investments that can be placed
and rate that can be earned

9. When bond proceeds have been fully spent, finalize your
calculations to determine if the district will owe an arbitrage rebate

or yield restriction payment

« This payment would be due at the 5 year anniversary mark (and every 5
years after that as long as there are still outstanding proceeds) 2
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Monthly Bond Proceeds Report

Investment Earnings Detail Investment Proceeds Information

$2,258,108.13 Current Portfolio Interest Income Estimate 09528122 Closing Date - Investment Proceeds Received
$1,197,876.17 Potential Interest Income on Balances (4.73%)
$3,455 984 29 Estimated Interest Income (Mot including Rebate) $60,002 244 65 Investment Proceeds Received

+ $2,951,470.78 Total Interest Income Net of Rebate

$62,953,715.43 Total Funding Available as of 04/07/23

4 268% Total Return for Arbitrage Purposes - $3,682935.26 Cumulative Expenses Through 04/07/23
3149 Weighted Avg Life of Future Projected Expenses $39,270,780.16 Outstanding P & | Net of Rebate after 04/07723

Portfolio Arbitrage Status

Yield Restriction: The bond proceeds currently fall under the three year temporary period and are therefore not yield restricted.

Arbitrage Rebate: The proceeds are subject to arbitrage rebate. The district has not met the two year exception and does expect to pay
arbitrage.

$3,455 984 20 Estimated Interest Income (Mot including Rebate  $3,455984.29 4 268% Current Interest Estimate for Arbitrage Purposes

5504 51352 Anticipated Arbitrage Rebate Liability $2.951 47078 3670% Maximum Interest Limited by Arbitrage Yield

$2,951,470.78 Total Interest Income Met of Rebate $504 51352 0.597% Potential Arbitrage Rebate Liability

Regulatory Requirement Actual/Projected Portfolio Status Regulatory Status as of 0407723 P
Estimated Spend-Down Requirements Cumulative Expenses $3,682,935.26 Expenses to Date: 5.80%
03728123 10% 36,000,224 47 5.80% $3,682 93526 Actual Expense Mot met regulatory requirement
0928423 45% $27,001,010.09 21.77% $13,814,577.26 Projected Expense Mot met regulatory requirement
03728124 T5% $45,001,683.49 21.35% $32,5584,194.26 Projected Expense Mot met regulatory requirement
Dar28:24 100% 63,458 2258 94 B6.7T3% $55,034,170.26 Projected Expense Mot met regulatory requirement
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Final Thoughts

* Arbitrage is not a bad thing if you are prepared!

* Generating arbitrage means that the district was able to maximize the
amount of interest that could be earned.

 How arbitrage becomes a bad word:

 When it is not properly tracked and the district is caught off guard with a
rebate payment.

* When there could have been an opportunity to meet one of the exceptions
that would allow the district to keep the additional interest. 2

* When the district is audited by the IRS and has to recreate tracking 23
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Questions and Answers

We thank you for your time!
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Resources

https://www.irs.gov/pub/irs-pdf/p5271.pdf
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https://www.irs.gov/pub/irs-pdf/p5271.pdf

Presenters:

MODERATOR INFO:

Matt Shipley, CSBO; IPSD 204
(630) 375-3070; matthew_shipley@ipsd.org

PANELISTS INFO:

Audra Braski, SVP;: PMA Financial Network LLC
(630) 657-6422 ; abraski@pmanetwork.com

Tim Flaherty, VP; PMA Financial Network LLC
(630) 657-6432 ; tflaherty@pmanetwork.com
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PMA Disclaimer

Securities, public finance services and institutional brokerage services are offered through PMA Securities, LLC. PMA Securities, LLC is a broker-
dealer and municipal advisor registered with the SEC and MSRB, and is a member of FINRA and SIPC. PMA Asset Management, LLC, an SEC
registered investment adviser, provides investment advisory services to local government investment pools. All other products and services are
provided by PMA Financial Network, LLC. PMA Financial Network, LLC, PMA Securities, LLC and PMA Asset Management, LLC (collectively “PMA”)
are under common ownership.

Securities and public finance services offered through PMA Securities, LLC are available in CA, CO, FL, IL, IN, IA, MI, MN, NY, MO, NE, OH, OK, PA,
SD, TX and WI. This document is not an offer of services available in any state other than those listed above, has been prepared for informational and
educational purposes and does not constitute a solicitation to purchase or sell securities, which may be done only after client suitability is reviewed and
determined. All investments mentioned herein may have varying levels of risk, and may not be suitable for every investor. PMA and its employees do
not offer tax or legal advice. Individuals and organizations should consult with their own tax and/or legal advisors before making any tax or legal related
investment decisions. Additional information is available upon request.
For more information visit www.pmanetwork.com

©2023 PMA Financial Network, LLC
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