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In response, the California Legislature adopted the Mello-Roos 
Community Facilities Act of 1982 (Government Code Section 53311 et 
seq.; the “Mello-Roos Act”), which today is the most commonly-used 
method of financing infrastructure for new development on the local 
government level in California.  

 
Whether under the ’15 Act or the Mello-Roos Act, the funding 

strategy is basically the same:  a local government agency, such as a city, 
county, or school district, responds to the interest of local property 
owners (typically, a single or handful of developer-landowners) and 
creates a community facilities district (in the case of the Mello-Roos 
Act) or an assessment district (in the case of the ’15 Act) for the 
purpose of financing needed infrastructure. In the case of school 
districts, the financing often follows from a legal obligation imposed on 
a developer — pursuant to a mitigation agreement or an SB 50 
agreement — to mitigate the impacts of new development on the 
school district.  Once the district is formed, the government entity 
issues bonds to pay for the infrastructure at interest rates that reflect the 
tax-exempt status of the interest under federal and state income tax laws 
(see “Legal issues applicable to California municipal finance” below).  

 
The government entity pays debt service on the bonds, but 

usually does so from only two sources of revenue: 
 
• Special taxes and assessments.  Special taxes (in the case of 

the Mello-Roos Act) or assessments (in the case of the ’15 
Act) paid by property owners in the district. 

• Foreclosure.  If the property owner is unable to pay its 
special tax or assessment obligation, the government entity 
may foreclose on the property owner’s land in the district. 

 
Because the obligation to pay special taxes and assessments is an 
obligation that attaches to the land rather than the owner of the 
land (see “The Mello-Roos Act” and “The ’15 Act” below), Mello-
Roos and assessment bonds are generically known as “land-
secured bonds”. 
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Land-secured bonds, primarily during the development process, 
present more risk to bondholders than most municipal bonds (see 
“Types of bonds” below).  If the regional or local economy experiences 
a downturn, or if the developer lacks the financial capacity or the 
experience to complete the project, the anticipated increase in property 
values and tax revenue may never materialize and could lead landowners 
into delinquency, land into foreclosure, and bonds into default. 
Furthermore, land-secured finance may pose risks to governmental 
issuers as well:  although local government will have no legal obligation 
to continue paying the bondowners from any funds other than special 
taxes/assessments or foreclosure proceeds (unless the issuer elects to 
assume such an obligation), a default could force the issuer, when 
accessing the public capital market for a more traditional governmental 
financing, to explain why the defaulted land-secured financing does not 
reflect badly on the issuer’s credit.  As a result, it is extremely important 
for the issuer and its team of attorneys and financial experts to 
understand the strength of the credit securing the bonds, and to 
structure the transaction accordingly.  If, despite such precautions, the 
bonds still end up in default, the issuer will need to choose from a 
variety of remedial options. 
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1.  Introduction to municipal finance2 
  
Local government is typically responsible for the development, 

construction, or acquisition of large, expensive public projects that will 
serve the immediate and future needs of residents and businesses within 
its borders, and it must landscape and maintain the projects over time.  
Because of the size and expense of these projects, and because the 
immediate need for the projects eliminates the local government’s “pay-
as-you-go” option, it must seek viable financing alternatives.   

 
Most commonly, local governments borrow the funds to 

construct or acquire the necessary improvements and pay them back 
over a period of time that roughly coincides with the useful life of the 
project. As a result, the taxpayers that use the project during its useful 
life are also the taxpayers who pay for it. While local government might 
be able to borrow the funds from private-sector lenders (and does so, in 
certain circumstances), often a less expensive alternative is to borrow 
funds from investors through the issuance of municipal bonds.   

 
Municipal bonds are a relatively less-expensive method of 

funding public improvements because federal and state governments 
indirectly subsidize the projects by exempting the interest paid by local 
governments to investors from state and federal income taxes, which 
results in a higher after-tax return to the investor than other 
investments subject to taxes. For example, a bondholder receives an 
effective interest rate that is 15 percent higher than the stated interest 
rate on a municipal bond if the taxpayer is in the 15 percent tax bracket, 
and a 50 percent earnings boost if the taxpayer pays 50 percent in tax 
on any earnings.   As a practical matter, this benefit is effectively split 
between the investor and the local government.  That is, the local 
government is able to pay a lower-than-private-sector borrowing rate, 
and the investor avoids taxes on investment earnings.  Municipal bonds 
may be more attractive than United States Treasury bonds to investors 
focused on higher after-tax returns because interest on “Treasuries”, 
although exempt from state income taxation, is not exempt from federal 
income tax. 

 

                                            
2 This section is a brief summary of a complex subject.  Appendix A (Suggested Reading) lists 
publications offering a more in-depth discussion of municipal finance and the various issues 
discussed in this Guide.  
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Whether to access the municipal finance market, however, is not 
an “all or nothing” decision. Municipal bonds may be only one of a 
number of financing sources for a project.  For instance, a community 
planning to purchase several small water systems and integrate them 
into a community-wide system might use one or more of the following 
revenue sources in addition to bond proceeds: 

 
• State appropriations and/or low-interest loans. 
• Federal grants. 
• Surplus on-hand cash.  
• Low-cost loans from private-sector lenders under the 

Community Reinvestment Act.  
 

 

REASONS A LOCAL GOVERNMENT MIGHT WANT 
TO USE BOND FINANCING 

 
• The project may be too expensive to pay for out of existing 

cash reserves. 
• The immediate need for a project may not allow the local 

government to pay for construction on a pay-as-you-go basis 
from annual tax revenues. 

• On-hand cash is usually attributable to tax payments by 
existing or past residents while the new project might serve 
only future residents, or the on-hand cash may be attributable 
to tax payments from the entire jurisdiction, while the new 
project might serve only a portion of the jurisdiction. 

• Available cash may be targeted for other purposes or 
programs, for example, reserve funds. 

• Paying for the project in relatively small, even payments over a 
long time period more closely replicates the distribution of 
benefits among existing and future residents. 
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2.  What is a bond and how does it work? 
 
Bonds, and their shorter-term counterparts called notes, are 

instruments of debt. Municipal bonds are issued by government entities 
(“issuers”), including cities, counties, school districts, and a variety of 
special districts (for example, water districts, housing authorities, and 
redevelopment agencies), for the purpose of borrowing money from 
investors (“bondholders”). Bonds represent a written agreement by the 
issuer to repay the amount borrowed (“principal”) plus interest on the 
unpaid principal at an agreed-upon rate, usually through semi-annual 
debt service payments. Bonds generally are sold in denominations of 
$5,000, each with a defined maturity date.  The unique feature of 
municipal bonds is that the interest on most municipal bonds, unlike 
the interest on corporate bonds, is exempt from federal and state 
income tax (see “Legal issues applicable to California municipal 
finance” below).  

 
Debt service on bonds can take a wide variety of forms, 

including:  
 
• Interest-only — with a balloon principal payment upon 

maturity; or  
• Amortizing — annual debt service payments comprised of a 

portion of principal and a portion of interest on the unpaid 
principal balance; and/or 

• Variable rate — in which the interest rate varies according 
to a pre-defined index or market demand, often with the 
principal amortizing over a period of years or due in a 
balloon payment; or 

• Fixed rate — in which the interest rate is fixed at the time 
the bonds are issued. 

 
There is a “secondary market” for most municipal bonds in 

which bondholders can sell their bonds to other investors.  The price of 
bonds in the secondary market reflects the present value of the stream 
of interest and principal payments still to be paid to the bondholder, the 
current interest rate environment, and the level of risk involved in the 
project, among other factors. The Securities and Exchange Commission 
has made significant efforts to regulate the quality of information  
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available to the secondary bond market by requiring issuers and certain 
other parties involved in a municipal finance transaction to make 
information material to the bonds publicly available on a continuing 
basis (see “Legal issues applicable to California municipal finance” 
below). 

 
Municipal bonds may be repaid from a variety of revenue 

sources, ranging from the broad (for example, general obligation bonds 
are secured by the “full faith and credit” of the issuer) to the narrow 
(for example, revenue bonds are payable from finite sources such as 
bridge tolls, wastewater fees, special taxes, or assessments), and may not 
necessarily be secured by a right to sell (or foreclose on) the financed 
project (see “Types of bonds” below). To help ensure repayment of the 
bonded indebtedness, a lien is placed on a “pledged” source of revenue.   

 
The revenue pledged to payment of interest and principal 

(referred to in this Guide as “debt service”) on the bonds typically flows 
first into a “debt service fund” out of which the debt service is paid, and 
then the surplus is released to the issuer, sometimes after the issuer has 
demonstrated that it meets a required excess coverage of revenues over 
debt service.   Debt service reserve funds are often established to 
provide additional security for repayment of the bonds, and generally 
are funded with bond proceeds at the time the bonds are issued, but 
also may be funded over time as pledged revenue is collected. 
Sometimes, bond proceeds are used to pay the fees on a letter of credit 
or municipal bond insurance policy to provide even greater security for 
repayment of the bonds. The costs of administering the bond issue also 
are typically paid from the revenue pledged to the bonds.   
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3.  Types of bonds 

 
Local government may choose from a variety of financing 

instruments to meet its capital needs.  The choices reflect differences in 
the nature of the financing requirements, the revenue available to repay 
the bonds, and the legal authority for the financing. 

 
GENERAL OBLIGATION BONDS   
 

General obligation bonds, or “G.O.s,” are secured by the “full 
faith and credit” and general taxing power of the issuing entity.  This 
means that the issuer must raise taxes if needed to pay debt service on 
the bonds. General obligation bonds must be authorized by an 
approving vote of the electorate:  in California, that typically means 
two-thirds (66-2/3%) of those voting on the bond measure, although 
certain school district bond measures require only a 55 percent 
approving vote. Because general obligation bonds are secured by the full 
faith and credit of the issuer, defaults on these bonds are extremely rare 
and, consequently, investors in general obligation bonds receive interest 
rates that are lower, commensurate with lower risk, than those borne by 
other types of municipal bonds.  

 
General obligation bonds must be distinguished from obligations payable 

from the general fund of an issuer, most commonly lease revenue bonds and certificates 
of participation (see “Lease Revenue Bonds and Certificates of Participation” below). 
 
ENTERPRISE REVENUE BONDS  

 
There are a number of municipal obligations that are secured by 

and payable from discrete, limited revenue sources.  Although these 
obligations are often generically labeled “revenue bonds”, they exhibit a 
variety of characteristics and are issued for a wide range of purposes. 

 
Enterprise revenue bonds are the prototypical revenue bonds. 

They are secured by a specifically-identified revenue stream. If the 
pledged revenue stream is insufficient to pay debt service on the bonds, 
the issuer has no obligation to cure the deficiency. Because the source 
of repayment is limited, the risk of default is greater and, as a result, the  
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interest rate demanded by the municipal bond market is higher for 
revenue bonds than for general obligation bonds.   

 
The most common types of enterprise revenue bonds are bonds 

issued to finance acquisition, construction, or improvement of water, 
wastewater, or solid waste facilities. The revenue bonds are typically 
secured by the revenues generated by the water, wastewater, or solid 
waste system, as appropriate, primarily through the bills paid by the 
system’s residential and commercial users. 
 
TAX INCREMENT BONDS  

 
Tax increment bonds are issued by California redevelopment 

agencies to finance development in “blighted” areas. A redevelopment 
agency’s obligation to repay tax increment bonds is secured by ad 
valorem tax revenues generated from increases in the assessed value of 
property within a specific redevelopment project area. 
 
LEASE REVENUE BONDS AND CERTIFICATES OF PARTICIPATION  

 
Lease revenue bonds are issued by a public entity, usually a joint 

powers authority formed by a local agency. The bond proceeds are used 
to finance capital improvements leased to the local agency. The bonds 
are payable solely from the lease payments appropriated on an annual 
basis from the local agency’s general fund and paid by the local agency 
to the issuing entity for use of the improvements. 

 
Although not technically bonds, certificates of participation, or 

“COPs”, are another municipal finance instrument used in California to 
finance long-term projects and acquisition of equipment and real 
property. Certificates of participation represent a right to receive a 
portion of payments, usually lease payments, made by a governmental 
entity for the lease of a public facility, frequently the facility financed 
with the proceeds of the sale of the COPs.  
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CONDUIT REVENUE BONDS  

 
In California, local government may be authorized to issue 

bonds and loan the sales proceeds to non-governmental entities for 
certain authorized purposes. For example, cities, counties, 
redevelopment agencies, and housing authorities are authorized to issue 
bonds and loan the proceeds to developers of low- and moderate-
income housing in their jurisdiction. The loans may be made to for-
profit entities as well as non-profit entities described in Section 
501(c)(3) of the Internal Revenue Code of 1986. These revenue bonds 
are typically secured by loan payments made by the borrower to the 
issuing entity.  

 
Bonds of this type are heavily regulated under state law (for 

example, California law imposes certain occupancy and rental 
restrictions on multi-family housing projects financed with bond 
proceeds) and federal law (for example, federal tax law demands that a 
specific percentage of bond proceeds be used for construction of the 
project, which may require simultaneous issuance of a taxable bond to 
pay for the costs of issuing the tax-exempt bonds). 
 
MARKS-ROOS BONDS  

 
The Marks-Roos Local Bond Pooling Act of 1985 (Gov. Code 

Section 6584 et seq.; the “Marks-Roos Act”) authorizes formation by 
local agencies of joint powers authorities (“JPAs”) with the power to 
issue revenue bonds for enumerated purposes, which can be as broad as 
“public capital improvements”. Bonds issued by a JPA are obligations 
of the JPA, not the local agencies that formed the JPA. The Marks-
Roos Act may be used by multiple local agencies or by a single local 
agency comprised of multiple financing districts to issue a single series 
of bonds. See “Structuring a land-secured finance transaction” below. 
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NOTES   
 

Notes are basically bonds with short terms, usually one to five 
years. They may be general obligations of the issuer, or secured by a 
finite stream of revenue. The most common forms of notes issued in 
California include: 

 
• Bond anticipation notes. “BANs” are a short-term 

borrowing to cover early-stage costs associated with a 
project for which a long-term bond will be issued. They 
may also be issued during a period of high interest rates 
as a way of avoiding long-term, high-interest-rate debt. 

• Grant anticipation notes.  “GANs” are a borrowing in 
anticipation of a grant, usually from the federal 
government. 

• Tax and revenue anticipation notes.  “TRANs” are a 
borrowing in advance of expected tax revenue. TRANs 
are exempt from California Constitutional debt limits 
(see “Legal issues applicable to California municipal 
finance”), even though the full faith and credit of the 
issuer are pledged to their repayment, because they are 
payable from currently-levied taxes, that is, funds 
received by the issuer in the same fiscal year as the year 
in which the notes are issued.  

 
MELLO-ROOS AND ASSESSMENT BONDS  

 
The Mello-Roos Act and the ’15 Act on which this Guide 

focuses authorize a form of revenue bond. Mello-Roos and assessment 
bonds are issued to finance construction or acquisition of certain 
authorized infrastructure projects, and the bonds are secured by (i) 
special taxes and assessments paid by property owners within a 
community facilities district or assessment district, and (ii) proceeds 
generated by foreclosure sales on delinquent properties. As with other 
types of revenue bonds, the local government issuer usually has no legal 
responsibility to pay debt service on the bonds except from the revenue 
stream pledged to their repayment. 
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4. Who’s who in a municipal bond transaction 

 
For some communities, a bond issue is an unusual event.  And 

even for governmental entities that issue bonds regularly, the process 
can be complex and time-consuming. The financing team, with its 
knowledge of the issuer’s needs, applicable laws, and the marketplace 
for the bonds, can assist in structuring a financing to balance the needs 
of all the participants, while at the same time providing required 
information to investors. 

 
Set forth below are descriptions of the participants in a typical 

municipal finance transaction, including: 
 
• Issuer 
• Bond purchasers or investors 
• Bond counsel 
• Disclosure counsel 
• Underwriter 
• Underwriter’s counsel 
• Financial advisor 
• Trustee/Fiscal Agent 
• Special tax/assessment consultant  

(land-secured financings only) 
• Appraiser 
• Absorption analyst 
 
The roles played by the financing team members, particularly 

the underwriter and the financial advisor, will vary depending upon 
whether the financing is a negotiated underwriting or a competitive sale.  
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COMPETITIVE SALES AND NEGOTIATED 
UNDERWRITINGS 

 
• Competitive sale. In a competitive sale, the issuer, 

usually with the assistance of a financial advisor, 
structures the bond issue and solicits bids from 
underwriters, on either a fully-competitive or invited-
bid basis.  After the bids are received, the bonds are 
awarded to the underwriter or a team of underwriters 
(called an underwriting syndicate) that submitted the 
best bid, which is typically the bid that offers the lowest 
true interest cost to the issuer.  

• Negotiated underwriting. In a negotiated underwriting, 
the underwriter acts as an intermediary to the bond 
market, buying the bonds from the issuer and re-selling 
them to investors.  The selection of an underwriter for 
a negotiated underwriting usually is based on factors 
such as the underwriter’s knowledge of the issuer’s 
needs (which is often based on a continuing 
relationship between the underwriter and the issuer), 
the underwriter’s special expertise with a particular type 
of transaction, the effectiveness of the underwriter’s 
sales team, and the nature of the anticipated marketing 
effort. 

 
 
ISSUER   

 
The governmental entity that issues the bonds is responsible for 

the following tasks (although other members of the financing team will 
help the issuer meet most of these obligations): 

 
• Selecting the financing team. 
• Complying with the state laws authorizing issuance and 

sale of the bonds, including authorizing — through its 
legislative body — the various financing documents. 
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• Complying with restrictive covenants imposed by the 

financing documents. 
• Meeting the requirements of federal tax laws to preserve 

the tax-exempt status of the interest on the bonds. 
• Meeting initial and continuing disclosure requirements 

imposed by federal securities laws. 
• Operating and maintaining the financed project. 
• Collecting and preserving revenues securing the bonds, 

or working with a bond trustee to do so. 
• Monitoring compliance with certain “arbitrage” rules to 

comply with federal tax law (see “Legal issues applicable 
to California municipal finance”). 

• Addressing issues as they arise after the bonds are sold, 
for example, declines in pledged revenue, audits by the 
Internal Revenue Service, or questions from 
bondholders.  

 
BOND PURCHASERS OR INVESTORS   

 
Two categories of investors buy municipal bonds: 

 
• Institutional buyers. These are typically mutual funds, 

corporations, pension funds, bank trust departments, casualty 
insurance companies, arbitrage funds, and other institutions.   

• Retail investors. Retail investors in municipal bonds are usually 
high net-worth individuals (who rely most on the tax benefits of 
owning tax-exempt debt), and cautious investors looking for 
fixed returns and understandable risk.  Investment advisors and 
bank trust departments buying bonds on behalf of individuals 
are considered retail investors.  
 
An underwriter’s ability to market bonds to retail investors 

benefits the issuer in several ways.  By increasing the field of 
prospective buyers beyond institutional accounts, the underwriter can 
reach a market with less price sensitivity and a greater variety of 
purchasing interests.  In addition, retail investors enable a larger portion 
of the bond issue to be serialized, taking advantage of the lower rates 
generally available in the early years of amortization. 
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The Municipal Securities Rulemaking Board (MSRB) requires 
municipal securities dealers and brokers to ensure that the bonds or 
securities they suggest to buyers are “suitable” for the investor’s risk 
profile and experience in the market.3   Underwriters generally evaluate 
and identify the risk profiles of their investor clients based on factors 
such as age, income, sophistication, income tax bracket, net worth, and 
investment objectives.  Most firms have a process for reviewing credit 
risk and determining what kinds of investors should be offered specific 
bonds.  For example, for particularly complex and risky transactions, 
distribution might be limited to “institutions only”; on other occasions, 
distribution might be limited to individual clients who have 
acknowledged in writing that they are willing and able to accept 
significant risk.  

 
Because of the limited revenue stream available for payment of 

debt service on land-secured bonds and the risk associated with project 
completion, Mello-Roos and assessment bonds without credit 
enhancement are often appropriate for only a subset of potential 
municipal bond investors, typically, high net-worth, “sophisticated” 
individuals and institutions with the capacity to undertake the 
appropriate credit analysis.   
 
BOND COUNSEL   

 
Bond counsel is usually a law firm experienced in municipal 

finance and recognized in such capacity by the municipal bond market. 
On behalf of the issuer, bond counsel typically: 

 
• Advises the issuer on state laws authorizing the bonds 

and the appropriate legal structure. Bond counsel usually 
drafts the authorizing resolutions adopted by the issuer’s 
legislative body. 

                                            
3  Rule G-19. The MSRB was established in 1975 by Congress to develop rules regulating 
securities firms and banks involved in underwriting, trading, and selling municipal securities. 
The MSRB, which is composed of 15 members from the municipal securities banking and 
dealer community and the public, establishes rules for all municipal securities dealers. Like the 
New York Stock Exchange and the National Association of Securities Dealers, Inc. (NASD), 
the MSRB is a self-regulatory organization that is subject to oversight by the Securities and 
Exchange Commission (SEC). 
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• Drafts the legal documents pursuant to which the bonds 

are issued and the stream of revenue securing the bonds 
is pledged.  

• Provides a legal opinion to the issuer that states: (1) the 
issuer has the authority to issue the bonds and to pledge 
the revenue stream securing the bonds; (2) the bonds 
have been properly authorized by the issuer, and are 
legal, valid, and binding obligations of the issuer; (3) the 
legal documents authorized by the issuer create a valid 
lien on the revenue stream pledged as security for the 
bonds; (4) the interest on the bonds is exempt from 
federal and state income tax, as applicable; (5) the bonds 
are exempt from registration under the federal securities 
laws; and (6) the summary of the legal documents in the 
Official Statement is accurate. 

 
Just as the municipal bond market expects bond counsel 
to be a law firm with which it is familiar, it expects the 
form of the bond counsel’s opinion to be consistent 
with the form generally accepted by bond counsel across 
the country.  Although bondholders rely on the bond 
counsel’s opinion, which is attached as an appendix to 
the Official Statement (the offering document), the 
issuer is normally the bond counsel’s client.  

 
DISCLOSURE COUNSEL 

 
 Disclosure counsel is a second attorney that represents the 

issuer. Disclosure counsel is responsible for performing due diligence 
on the security for the bonds and helps the issuer prepare the following 
documents:  

 
• Preliminary Official Statement and Final Official 

Statement. Federal securities laws governing issuance of 
municipal bonds (see “Legal issues applicable to 
California municipal finance” below) require the issuer 
to prepare an “official statement”, which is a document 
that sets forth all facts material to an evaluation of the 
bonds. The Preliminary Official Statement is identical to  



14 Stone & Youngberg LLC 

the final Official Statement, except that it omits 
information typically determined as part of the “pricing” 
of the bonds, including the interest rate, principal 
amount, and maturity dates.   The issuer and the 
underwriter use the Preliminary Official Statement to 
help market the bonds, and the underwriter is obligated 
to provide the final Official Statement on a timely basis 
to everyone who invests in the bonds. 

• Continuing Disclosure Agreement.  Federal securities 
laws require “obligated persons” to disclose certain 
information relevant to the bonds on an ongoing basis 
(see “Legal issues applicable to California municipal 
finance” below).  The issuer and the other obligated 
persons undertake to meet their continuing disclosure 
obligation by executing a Continuing Disclosure 
Agreement, which is attached as an appendix to the 
Official Statement.   

 
Finally, disclosure counsel provides an opinion to the issuer 

that, based upon its due diligence, the Official Statement meets the 
requirements of Rule 10b-5 (see “Legal issues applicable to California 
municipal finance” below).   

 
UNDERWRITER 

 
In a competitive sale, the underwriter is the investment bank 

that submits the most attractive bid for the purchase of the bonds, but 
otherwise plays a very limited role in the financing.  In a negotiated sale, 
the underwriter is hired early in the process and assists the other 
members of the financing team with the following: 

 
• Reviewing the capital needs of the issuer and the 

revenue available to finance those capital needs. 
• Structuring the bond financing, including the security 

features, debt service coverage, reserve accounts, and 
credit enhancement, among other things. 

• Interacting with credit enhancement providers and 
rating agencies. 
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• Scheduling the financing:  balancing the issuer’s need to 

receive bond proceeds by a particular date with the 
financing team’s need for time to properly perform their 
roles. 

• Helping to organize the Official Statement in a manner 
that addresses the information needs of the marketplace. 

• Working with disclosure counsel and the issuer to define 
the continuing disclosure undertaking of the issuer and 
the other obligated persons. See “Issues applicable to 
California municipal finance” below. 

• Marketing the issue.  
• Helping the issuer identify appropriate investments for 

bond proceeds.4 
• Maintaining a secondary market for the bonds following 

the initial bond sale, thereby providing investors with 
liquidity (the ability to sell their bonds) prior to maturity.   

 
 Marketing the bonds encompasses a broad variety of activities 

by the underwriter, including the following: 
 

• Pre-marketing.  Underwriters employ a wide range of 
advertising and promotional strategies, including 
advertisements in local area newspapers, to generate 
interest among local investors who are most familiar 
with the community for which the bonds are issued.  
Prior to the bond sale, the underwriter’s sales executives 
will make pre-marketing calls to determine which major 
investors might be interested in the bonds and what, if 
any, special conditions they might prefer to see (for 
example, call protection, or a par offering versus a 
discount or premium offering).  Based on this 
information, the underwriters develop an interest rate 
scale (fixed interest rates for each installment of 
principal maturities through time) that meets the needs 
of the various investors and offers the lowest cost to the 
issuer.  The issuer is presented with a proposed maturity  

                                            
4 Some issuers hire an investment advisor to assist in the investment of bond proceeds, 
particularly in the case of large amounts to be invested or complex timing issues, for example, 
multi-phase construction requiring timed proceed releases. 
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schedule and the interest rate scale to review.  If the 
proposed scale is acceptable, the issuer gives the 
underwriter permission to release the scale to the 
market.  

• Marketing or “Pricing”.   After approval of a preliminary 
offering scale, on the day of “pricing” the underwriter’s 
sales professionals market the bonds to a variety of 
institutional and retail investors to ensure that the bonds 
are sold at the lowest possible price.  If the issue is well-
received by the market and is oversubscribed by 
interested investors, the underwriter may be able to 
lower the interest rates (by raising the price) on the 
bonds. Conversely, if investor demand for the bonds is 
insufficient, the underwriter may have to raise interest 
rates on the bonds (by lowering the price).  The 
underwriter will usually have to spend more time 
explaining land-secured bonds, their security features, 
and the underlying district credit than it would for other 
types of municipal finance transactions. For this reason, 
land-secured bonds are often referred to as “story 
bonds”. In fact, the Official Statement describing the 
details of the project and the financing structure can 
exceed 200 pages in length, especially if it includes a 
property appraisal and, if there is one, an absorption 
study.   

 
Once the bonds have been pre-marketed and priced, the 

underwriter, either on behalf of itself or a syndicate, executes a Bond 
Purchase Agreement with the issuer, which sets forth the conditions 
under which the underwriter will buy the bonds from the issuer, 
including: 

 
• Pricing-related terms, including principal amount, 

interest rates, and underwriter’s compensation. The 
difference between the negotiated price at which the 
underwriter will buy the bonds from the issuer and the 
public offering price (known as the “spread”) represents 
the underwriter’s compensation. 

• Delivery of the legal documents. 
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• Delivery of the credit enhancement or rating letters, if 
any (see “Structuring a land-secured finance transaction” 
below). 

• Issuance of the various legal opinions. 
• Absence of material change in the nature of the security 

for the bonds.  
 

In order to assist issuers in understanding the underwriting 
process and the immediate market reaction to the offering of their 
bonds, Stone & Youngberg provides its issuer clients with a web-based, 
real-time window into the bond sale as it occurs. 
 

 

_________________________ 
Stone & Youngberg web site as of January 2004; subject to change. 
 
 

UNDERWRITER’S COUNSEL 
 
  The underwriter’s counsel conducts due diligence with regard 

to the issuer, the bonds, and the sources of debt repayment, and 
provides an opinion to the underwriter that, based upon its due 
diligence, the Official Statement meets the requirements of Rule 10b-5 
(see “Legal issues applicable to California municipal finance” below).  
The underwriter’s counsel drafts the Bond Purchase Agreement and, if 
the issuer does not hire a disclosure counsel, helps the issuer draft the 
Official Statement. 
 

 

Link to 
Official 

Statement 

Issuer 
clients are 
able to 
monitor 
bond order 
flow during 
the order 
period 

Individual 
investors are 
able to enter 
orders for  
new bond  
issues during  
the initial  
order period 
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FINANCIAL ADVISOR   
 
Many issuers hire a financial advisor to provide the issuer with 

independent financial advice in both competitive and negotiated 
offerings. A financial advisor will be responsible for the following tasks, 
many of which will require it to work closely with the underwriter in a 
negotiated sale: 

 
• Evaluating the capital needs of the issuer and the revenue 

available to finance those needs. 
• Structuring the financing. 
• Working with disclosure counsel to prepare the draft 

Official Statement. 
• Interacting with credit rating agencies and credit 

enhancement providers. 
• In a competitive sale, sending the Notice of Sale and 

Preliminary Official Statement to potential underwriters and 
investors. 

• In a competitive sale, analyzing and making 
recommendations on underwriting bids. 

• In a negotiated sale, providing a “pricing opinion” to the 
issuer. 

• Assisting the issuer identify appropriate investments for 
bond proceeds. 

 
TRUSTEE/FISCAL AGENT 
 

The trustee or fiscal agent is party to the legal document by 
which the bonds are issued — variously called a Bond Indenture, Trust 
Agreement, or Fiscal Agent Agreement — and in that capacity, assumes 
responsibility for the administrative elements of the bond issue, 
including: 

 
• Administering accounts holding bond proceeds and pledged 

revenue, which typically includes ensuring that conditions 
for release of pledged revenue to the issuer have been met. 
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• Collecting revenue (in cases when this is not done by 

government staff), releasing the revenue in the manner 
dictated by the bond documents, and executing on the 
issuer’s investment decisions. 

• Maintaining the list of bondholders and communicating 
with bondholders when necessary. 

• Authenticating bonds at issuance and transfer. 
• Paying debt service on the bonds to owners, whether on 

interest payment dates, maturity dates, or early redemption 
(“call”) dates. 

• Monitoring compliance with covenants (for example, 
restrictions on additional indebtedness), and representing 
bondholders in case of a default/workout. 

• Distributing continuing disclosure to information agents 
(see “Legal issues applicable to California municipal 
finance”), if the issuer retains the trustee/fiscal agent to do 
so. 

 
SPECIAL TAX/ASSESSMENT CONSULTANT/ENGINEER 

 
In land-secured financings, the issuer often relies on a special 

tax/assessment consultant for a variety of complex financial and 
engineering services in preparation for the bond sale, and on an ongoing 
basis after the bonds have been issued. These services may include the 
following: 

 
• Defining the issuer’s financing program, including 

community facilities district or assessment district 
boundaries, and phasing of land uses and improvements.  

• Preparing, or assisting with preparation of, the Facilities 
Report in a community facilities district and the Engineer’s 
Report in an assessment district. 

• Creating the special tax rate and method of apportionment 
in a community facilities district, and allocating assessments 
based upon special benefit in an assessment district. 

• Preparing special tax or assessment revenue calculations to 
the extent necessary to comply with the legal documents, for 
example, to demonstrate compliance with the conditions for 
issuance of additional bonds payable from special 
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taxes/assessments (see “Structuring a land-secured finance 
transaction” below). 

• Administering the district on an ongoing basis, including 
gathering information about property ownership and land 
use in the district, calculating special taxes/assessments and 
submitting the annual levy to the county, communicating 
with property owners, calculating prepayments, collecting 
delinquent assessments, and assisting with foreclosure 
proceedings, among other things. 

 
APPRAISER  

 
In land-secured financings, investors are particularly concerned 

about the value of the land in the assessment or community facilities 
district that secures the bonds. In a district where the land is not yet 
developed, an “as is” valuation by an unbiased expert is particularly 
important in anticipation of the worst-case scenario:  the proposed 
development cannot be built and sold as proposed. See “Evaluating the 
credit of a land-secured finance transaction — Relationship between 
value and debt” below. 

 
Accordingly, in undeveloped districts, issuers of Mello-Roos and 

assessment bonds will hire an appraiser to estimate the “appraised 
value” of the land in its current condition, and attach the appraisal 
report to or summarize the report in the Official Statement for the 
bonds.   
 
ABSORPTION ANALYST  

 
Because the security for a land-secured bond improves as land 

in the district is developed (which increases the foreclosure value of the 
land) and sold (which increases the diversity of ownership and decreases 
the risk that a special tax/assessment default by a small number of 
property owners will result in default on the bonds), investors of land-
secured bonds are concerned with the likelihood that the development 
will be built and the finished product purchased, i.e., “absorbed”, as 
proposed by the developer.   
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For this purpose, the issuer may hire an absorption analyst to 
evaluate macro-economic conditions (for example, local, state, and 
regional economic factors) and micro-economic conditions (for 
example, demand and competitive supply for the product type and mix 
proposed by the developer) applicable to the planned development. 

 
The absorption analyst’s report can be incorporated into the 

appraisal, and is usually attached to or summarized in the Official 
Statement for the bonds. 
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5. Legal issues applicable to California  

municipal finance 
 

Municipal finance transactions in California are structured in the 
context of a number of state and federal laws, most notably: 
 

• The California Constitution’s debt limit 
• Proposition 13 
• Proposition 218 
• Federal tax law 
• Federal securities law 
 
  We do not offer in this Guide a comprehensive analysis of state 

and federal laws applicable to municipal finance. Instead, we attempt to 
identify the most relevant state and federal laws and the most 
fundamental issues associated with them from the perspective of 
participants in land-secured financings. It will be important for issuers 
of municipal bonds to consult with their advisors on local, state, and 
federal laws applicable to their own transactions.  
 
CONSTITUTIONAL DEBT LIMIT 
 

Article XVI, Section 18 of the California Constitution generally 
prohibits counties, cities (including charter cities), towns, townships, 
boards of education, and school districts from incurring any 
indebtedness or liability exceeding in any year the income and revenue 
provided for such year without the assent of two-thirds of the voters 
voting at an election for that purpose.  In other words, the listed 
governmental entities are prohibited, with some exceptions, from 
making financial commitments payable from revenues they will receive 
in future years without an approving vote of the electorate. 

 
Because it would be time-consuming and difficult to secure a 

two-thirds approving vote for every project, local government relies 
upon two exceptions to the Constitutional debt limit: 

 
• Special fund doctrine.  An “indebtedness or liability” may be 

incurred without a two-thirds approving vote so long as it is 
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payable from a “special fund” related to the financed project 
rather than from the general funds of the issuer. For example, 
bonds issued by a city to finance construction of a wastewater 
facility are not considered indebtedness of the city for purposes 
of the Constitutional debt limit if the bonds are payable only 
from revenue generated by the wastewater facility. 

• Lease exception.  A long-term lease obligation is not an 
indebtedness or liability for purposes of the debt limit so long as 
the obligation exhibits certain characteristics of a true lease, 
including the following: 

 
o The rent payable by the governmental entity does not 

exceed the fair market value of the leased premises. 
o The governmental entity has no obligation to pay the 

rent if the leased premises are not available for 
occupancy. 

o The governmental entity’s rental obligation cannot be 
accelerated in the event it fails to pay the rent. Rather, 
the governmental entity can only be compelled through 
a court proceeding to pay each successive rent payment 
as it becomes due. 

 
The Constitutional debt limit does not affect Mello-Roos bonds 

because the Mello-Roos Act, independent of the Constitution, allows 
special taxes to be imposed with a two-thirds vote of just the 
landowners in the district. Assessment bonds, meanwhile, are subject to 
another provision of the California Constitution added by Proposition 
218 (see “Proposition 218” below).  
 
PROPOSITION 13  
 
 In June 1978, California voters approved Proposition 13 
(drafted by Howard Jarvis and Paul Gann), which: 
 

• Established a maximum property tax rate of 1 percent of the 
assessed value of the property. Prior to the adoption of 
Proposition 13, local agencies established their own separate 
property tax rates. 
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• Returned assessed values to their fiscal year 1975-76 levels, 

subject to (i) inflationary increases of no more than 2 percent 
each year, and (ii) reassessment upon change of ownership or 
new construction.  

• Prohibited new ad valorem property taxes.  By prohibiting new 
ad valorem taxes, Proposition 13 effectively prohibited issuance 
of new general obligation bonds. In June 1986, California voters 
approved Proposition 46, a Constitutional amendment that 
restored to counties, cities, and school districts the authority to 
issue general obligation bonds — with an approving vote of 66-
2/3% of the jurisdiction’s voters (see “Types of bonds” above) 
— to finance the acquisition and improvement of real property.   

• Required special taxes to be approved by two-thirds of the 
voters at an election on the issue.  

 
Proposition 13 is not a factor in land-secured financings 

because: 
 

• Mello-Roos Act.  Consistent with the requirements of 
Proposition 13, bonds issued under the Mello-Roos Act are 
payable from special taxes authorized by two-thirds of the votes 
cast by the qualified electors in the district. The Mello-Roos Act 
provides that the qualified electors are the registered voters in 
the district if there were 12 or more persons registered to vote 
in the district for each of the 90 days preceding the close of the 
public hearing on the special tax, or if the special tax will be 
levied on property used for residential purposes; otherwise, the 
qualified electors are property owners in the district. 

• 1915 Assessment Bond Act.  Assessment bonds are not subject 
to Proposition 13 because assessments are not taxes (they are 
special benefit assessments) and, therefore, are not subject to 
restrictions on ad valorem taxes or voter approval requirements 
applicable to special taxes. Assessments are, however, subject to 
Constitutional restrictions imposed by Proposition 218.    
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PROPOSITION 218 
 

In November 1996, voters enacted Proposition 218, which 
added Articles XIII C and XIII D to the California Constitution and 
applies to all local government agencies, including charter cities. The 
goal of Proposition 218 was to establish rules applicable to revenue 
collected by local governments through taxes, assessments, fees, and 
charges. 

 
Taxes.  Proposition 218 categorized all taxes as either 

general taxes or special taxes. A general tax is defined as “any tax 
imposed for general governmental purposes.” A special tax is 
defined as “any tax imposed for specific purposes, including a tax 
imposed for specific purposes, which is placed into a general fund.” 
Proposition 218 provides that because special districts (including 
community facilities districts) are created for a specific purpose, 
they can only impose special taxes.  This Guide does not devote 
significant attention to the tax-related provisions of Proposition 218 
because the Mello-Roos Act already requires special taxes levied 
under its provisions to be approved by a two-thirds vote of property 
owners in the community facilities district.  Proposition 218 does 
not, as it does with assessments, limit the amount of the special tax 
payable by a property owner to the relative benefit it receives from 
the project funded with the special tax.  

 
Property-related fees and charges.  Proposition 218 

established new restrictions on fees imposed as an incident of 
property ownership, including new approval procedures. This 
Guide does not discuss the provisions of Proposition 218 governing 
property-related fees and charges because they are not relevant to 
land-secured financings. 

 
Assessments.  Proposition 218 dramatically changed 

assessment law by: 
 

• Restricting the uses to which assessments may be put. 
• Requiring taxing entities to calculate the special benefit 

being conferred on the parcels being assessed by the 
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project being financed, excluding any identified general 
benefit. 

• Requiring public agencies to pay for their share of 
benefit from the financed project. 

• If an assessment is challenged in court, placing the legal 
burden of proof on the public agency to show that the 
property is receiving a special benefit and that the 
amount assessed is proportional to, and no greater than, 
the special benefit conferred. 

 
The new restrictions imposed on assessments by Proposition 

218 are partially responsible for the increasing popularity of the Mello-
Roos Act with local government as a means of raising money.  See 
“Choosing Between the Mello-Roos Act and the ’15 Act” below.  

 
FEDERAL TAX LAW 
 

Interest on municipal bonds is generally excluded from gross 
income for purposes of federal income tax.5 Interest on municipal 
bonds issued by California local government is also typically excluded 
from gross income for purposes of California state income taxation.  
Because exemption of bond interest from federal income tax is a 
subsidy to local government, the federal tax law regulates use of 
municipal bond proceeds. Failure to comply with the various 
requirements of federal tax law can result in the interest on the bonds 
being included in gross income of bondholders for federal income tax 
purposes.     

 
In the following paragraphs, this Guide only briefly touches on 

the federal tax issues associated with municipal bonds.  As part of any 
municipal finance transaction, issuers should rely on bond counsel (see 
“Who’s who in a municipal bond transaction” above) to identify, 
analyze, and address applicable federal tax laws.6 

                                            
5 Interest on the bonds may be taken into account in determining other federal income tax 
consequences, however, such as the alternative minimum tax applicable to individuals and 
corporations. 
6 More information about the impact of federal tax law on municipal bond transactions can be 
found in the California Debt Issuance Primer issued by the California Debt and Investment 
Advisory Commission in 1998. 
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Briefly, under Section 103 of the Internal Revenue Code of 
1986 (as amended), interest on municipal bonds is exempt from gross 
income of bondholders for federal income tax purposes so long as the 
following conditions are met: 

 
• The bonds are issued by or on behalf of a state or a political 

subdivision of a state. “Political subdivisions of a state” are local 
agencies formed to achieve a recognized public purpose and 
delegated the right to exercise part of the sovereign power of a 
state: the powers of eminent domain, taxation, and the police 
power.  For example, JPAs formed under the Marks-Roos Act 
do not meet the definition of a political subdivision, but issue 
on behalf of the political subdivisions that form them. 

• The bonds are issued in registered form rather than bearer form. 
In other words, bondholders no longer receive physical bonds; 
instead, the bonds are issued in electronic, “book-entry only” 
form. 

• The bonds are not “arbitrage bonds”. Federal tax law prohibits 
local government from issuing tax-exempt municipal bonds for 
the purpose of taking advantage of the spread between tax-
exempt interest rates and taxable interest rates. 

• The bonds are not directly or indirectly “federally guaranteed”. 
Congress viewed the combination of tax-exempt debt and a 
federal guarantee as a double subsidy. Moreover, Congress was 
concerned that, by virtue of the double subsidy, it would be 
more difficult for the federal government to raise money in the 
bond market through the sale of U.S. Treasury bonds, the 
interest on which is not exempt from federal income taxation. 

• The bonds are either “governmental bonds” (bonds issued for a 
governmental purpose) or “qualified private activity bonds” 
(bonds issued, according to detailed rules, for authorized non-
governmental purposes). The IRS’s “private activity rules” 
establish a number of conditions to be met by land-secured 
financings in order for the bonds to be tax-exempt. For 
example, improvements financed with land-secured bond 
proceeds, although they may be initially owned by a private 
developer, must ultimately be owned and operated by a 
governmental entity, and must be designed to serve and be 
available for use by members of the general public on an equal 
basis. 
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SECURITIES LAWS  
 

Municipal bonds are usually — but not always — exempt from 
the registration requirements imposed by federal and state law on the 
issuance of securities.  A typical municipal bond transaction, however, is 
subject to: 

 
• Anti-fraud.  Anti-fraud provisions of the federal 

Securities Act of 1933 (the “1933 Act”) and the federal 
Securities Exchange Act of 1934 (the “1934 Act”)  

• Rule 15c2-12.  Securities and Exchange Commission 
(“SEC”) Rule 15c2-12.   

 
Anti-fraud.  SEC Rule 10b-5, which was issued under the 1934 

Act, is the anti-fraud provision typically cited by the SEC in connection 
with its evaluation of an Official Statement: 

 
It shall be unlawful for any person, directly or 
indirectly, by the use of any means or instrumentality 
of interstate commerce, or of the mails or of any 
facility of any national securities exchange, ... to 
make any untrue statement of a material fact or to 
omit to state a material fact necessary in order to 
make the statements made, in the light of the 
circumstances under which they were made, not 
misleading…. 

 
The United States Supreme Court has said that “an omitted fact 

is material if there is a substantial likelihood that, under all the 
circumstances, the omitted fact would have assumed actual significance 
in the deliberations of the reasonable [investor]. Put another way, there 
must be a substantial likelihood that the disclosure of the omitted fact 
would have been viewed by the reasonable investor as having 
significantly altered the ‘total mix’ of information made available.”7 

 

                                            
7 TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976). 
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Rule 15c2-12.  SEC Rule 15c2-12, initially promulgated in 1989 
in the wake of the defaults by the Washington Public Power Supply 
System to regulate disclosure in connection with issuance of municipal 
bonds,8 was amended in 1994 to include continuing disclosure 
requirements.  The rule generally applies to financings where the 
principal amount offered is $1 million or more. The rule applies directly 
to underwriters of municipal securities, but indirectly regulates issuers 
by prohibiting underwriters from doing business with an issuer of 
municipal bonds unless the issuer meets the rule’s requirements. 

 
New issue disclosure.  Rule 15c2-12 requires the 

underwriter of municipal bonds with an aggregate principal 
amount of $1 million or more to follow these rules:  
 

• Preliminary Official Statement. Prior to the time the 
underwriter bids for, purchases, offers, or sells 
municipal securities, it must obtain the Preliminary 
Official Statement in a form deemed “final” (except for 
the pricing-related terms) by the issuer.  

• Final Official Statement.  The underwriter must contract 
with the issuer (usually in the Bond Purchase 
Agreement) to receive copies of a final Official 
Statement within seven business days after any final 
agreement to purchase, offer, or sell the bonds, and in 
sufficient time to accompany any confirmation that 
requests payment from any customer.  

 
Following the Orange County, California bankruptcy in 

1994, the SEC issued a 1996 report that addressed the new-issue 
disclosure responsibilities of local government officials under 
the federal securities laws.9  Based upon this report, it is 
apparent that the SEC believes the following: 

                                            
8 Proceeds of the WPPSS bonds were issued to finance construction of two nuclear power 
plants. On January 22, 1982, WPPSS announced that the plants would not be built because of 
cost overruns and other problems. 
9 Report of Investigation in the Matter of County of Orange, California as it Relates to the 
Conduct of the Members of the Board of Supervisors, Exchange Act Release No. 36761 
(January 24, 1996). 
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• A public official must not authorize disclosure that he 

knows to be materially false or misleading; nor may he 
authorize disclosure while recklessly disregarding facts 
that indicate that there is a risk that the disclosure may 
be misleading. When, for example, a public official has 
knowledge of facts bringing into question the issuer’s 
ability to repay the securities, it is reckless for him to 
approve disclosure to investors without taking steps 
appropriate under the circumstances to prevent the 
dissemination of materially false or misleading 
information regarding those facts.  

• Public officials do not necessarily need to review the 
Official Statement for every bond issue. If the public 
official is aware of a fact that could be relevant to the 
issuer’s ability to repay the bonds, however, then she 
should take action to evaluate whether disclosure of the 
fact is necessary and, if so, whether disclosure of the fact 
in the Official Statement is adequate. Such steps may 
include (1) reviewing the disclosure documents, and (2) 
questioning the issuer’s officials, employees, or other 
agents about the fact and the disclosure of the fact. 

 
Continuing disclosure.  Since 1994, Rule 15c2-12 also 

regulates ongoing disclosure. Subject to certain exceptions, Rule 
15c2-12 prohibits the purchase and sale of municipal securities 
by an underwriter in a public offering unless the issuer and all 
other “obligated persons” undertake to provide continuing 
disclosure.     

 
In general, an “obligated person” is any person, 

including an issuer of municipal bonds, who is committed to 
help repay the municipal bonds.  Providers of municipal bond 
insurance, letters of credit, and other liquidity facilities (see 
“Structuring a land-secured finance transaction” below), 
however, are specifically exempted from being obligated 
persons. 
 

In the context of a land-secured financing, the SEC has 
indicated that, in addition to the issuer, it may be appropriate for 
the sole landowner or developer in a land-secured financing in  
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which the “future collection of assessments to service the 
borrowing is dependent upon the developer as part of the 
structure of the financing” to provide a continuing disclosure 
undertaking. In practice, underwriters of land-secured bonds, 
working with bond counsel, underwriter’s counsel, disclosure 
counsel and other members of the financing team, usually 
define as obligated persons any property owner who is:  

 
• Responsible for 20 percent or more of the special taxes 

or assessments securing the bonds, and  
• Planning or actively engaging in the development of its 

property (as opposed to a passive property owner) until 
such time as the landowner’s ownership interest has 
been diluted to a less significant level.10   

 
The continuing disclosure undertaking generally will 

obligate the property owner to continue providing disclosure 
even if the property is sold in bulk to another developer, unless 
the new owner assumes the obligation. The undertaking will also 
provide that the property owner’s continuing disclosure 
obligation may terminate once the property owner no longer 
meets the disclosure criteria. 
 

The continuing disclosure undertaking is usually 
memorialized in a Continuing Disclosure Agreement or 
Certificate.  A typical undertaking requires the following 
information to be submitted on an annual (or more frequent) 
basis to certain “information repositories”, including Nationally 
Recognized Municipal Securities Information Repositories (or 
“NRMSIRs”) approved by the SEC, and to any repository 
designated by the state in which the issuer is located: 11 
 

• At least on an annual basis, financial information or 
operating data of the type included in the final Official  

                                            
10 Further guidance on initial and continuing disclosure in land-secured financings is available in 
the California Debt and Investment Advisory Commission’s Disclosure Guidelines for Land-
Based Securities (September 1996). See http://www.treasurer.ca.gov/cdiac/cdiac.htm. 
11 A list of the current NRMSIRs is found on the SEC website: 
http://www.sec.gov/info/municipal/nrmsir.htm. As of the date of this Guide, California has 
not designated a state repository. 
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Statement with respect to the obligated person. In a 
land-secured financing, the issuer’s report might include 
a list of property owners in the district, updated 
information on the issuance of building permits in the 
district, and special tax/assessment delinquency and 
assessed value information on a district-wide and parcel-
by-parcel basis. A significant property owner’s report 
would generally include material updates to the 
information disclosed in the Official Statement relating 
to the property owner, the proposed development, and 
financing for the proposed development (for example, 
changes in ownership of the property owner, issuance of 
permits, construction status, and product sales). 

• On an annual basis, when and if available, audited 
financial statements for each obligated person for whom 
annual financial information is provided. The rule does 
not mandate the preparation of audited financial 
statements. 

 
In addition, a continuing disclosure undertaking will 

require notification in a timely manner of each NRMSIR or the 
MSRB, and the state repository (if any), if one of the following 
significant events occurs: 
 

• A failure by the obligated person to provide the required 
financial information on a timely basis.  

• Any of the following events with respect to the bonds, 
but only if the events are material under federal 
securities laws: (1) principal and interest payment 
delinquencies; (2) non-payment related defaults; (3) 
unscheduled draws on debt service reserves reflecting 
financial difficulties; (4) unscheduled draws on credit 
enhancements reflecting financial difficulties; (5) 
substitution of credit or liquidity providers, or their 
failure to perform; (6) adverse tax opinions or events 
affecting the tax-exempt status of the security; (7) 
modifications to rights of security holders; (8) bond 
calls; (9) defeasances; (10) release, substitution, or sale of 
property securing repayment of the securities; and (11) 
rating changes.  
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• In a land-secured financing, a significant property owner 

might be asked to provide notice of certain specified 
material events, including failure by the property owner 
to pay special taxes or assessments levied within the 
district, material damage to or destruction of the 
proposed development, or default by the property 
owner on a construction loan relating to the proposed 
development. 

 
Issuers should be aware that the Mello-Roos Act imposes a 

number of overlapping continuing disclosure obligations on 
them, including: 

 
• The issuer’s legislative body must provide certain 

information to the California Debt and Investment 
Advisory Commission (CDIAC) by October 30 of each 
year after the sale of any bonds and continuing until the 
final maturity of the bonds.  

• The legislative body must notify CDIAC within 10 days 
if certain enumerated events occur (including payment 
defaults and reserve fund draws). 

• The bond indenture or other bond documents may 
provide that the legislative body will notify one or more 
parties if events occur which may affect the market 
value of outstanding bonds. 
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6.  Introduction to land-secured finance 
 

In the remaining sections of the Guide, we highlight: 
  
• California laws authorizing land-secured financings, 

including a list of the projects for which land-secured 
financings may currently be used.  

• Differences between the most common authorizing laws 
and the reasons why an issuer may choose one over the 
other.  

• Challenges facing issuers as they analyze, structure, and 
market land-secured bonds. 

• Important post-closing issues, specifically special 
tax/assessment delinquencies, foreclosure, bond debt 
service defaults, and structured “workouts”. 
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7.  California laws authorizing land-secured finance 
 
Most land-secured financings rely on one of two statutory 

methods:  
 
Mello-Roos Act.  The Mello-Roos Community Facilities Act of 

1982 (Government Code Section 53311 et seq.) 
 
Assessment law.  In order to issue assessment bonds, an issuer 

(and its advisors) will need to be familiar with a number of related laws: 
 

• ’11 Act:  Improvement Bond Act of 1911 (Streets & Highways 
Code Sections 5000 et seq.). The ’11 Act contains procedures 
for forming assessment districts and issuing bonds. 12 

• ’13 Act:  Municipal Improvement Act of 1913 (Streets & 
Highways Code Section 10000 et seq.).  The ’13 Act does not 
authorize the issuance of bonds; it only contains procedures for 
forming assessment districts. The ’13 Act is usually used in 
combination with the ’15 Act. 

• ’15 Assessment Bond Act:  Improvement Bond Act of 1915 
(Streets & Highways Code Sections 8500 et seq.). The ’15 Act 
does not contain procedures for forming assessment districts; it 
only contains provisions relating to issuance of bonds.   

• City charters:  Some charter cities have established their own 
assessment procedures for district formation and bond issuance. 

• Proposition 218:  Article XIIID of the California Constitution, 
which was added by Proposition 218, supercedes some of the 
provisions of the ’11 Act and the ’13 Act, and also applies to 
charter cities’ assessment procedures. 

• Proposition 218 Implementation Act:  The Proposition 218 
Omnibus Implementation Act (Government Code Section 
53750 et seq.) was adopted by the State Legislature to address 
conflicts between Article XIIID and the ’11 Act and the ’13 Act.   

• Majority Protest Act:  The Special Assessment Investigation, 
Limitation and Majority Protest Act (Streets & Highways Code   

 

                                            
12 The ’11 Act’s authority is rarely used to issue bonds because each bond is secured by a lien on 
a specific parcel; bonds issued under the ’15 Act, on the other hand, are secured by all of the 
assessments levied on all of the property in the district. 
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Section 2800 et seq.; the “Majority Protest Act”) establishes 
certain notice and hearing procedures.  

• Notice and Foreclosure Law:  Streets & Highways Code 
Section 3100 et seq., which is incorporated into the ’13 Act, 
requires that a boundary map, assessment diagram, and, if 
applicable, a resolution abandoning assessment proceedings be 
created and filed with the county recorder. The Notice and 
Foreclosure Law applies to both Mello-Roos and assessment 
bonds, and is supplemental to foreclosure provisions in the 
Mello-Roos Act and the ’15 Act. 

 
Because most issuers use the ’13 Act to form districts and the 

’15 Act to issue bonds, subject to the restrictions imposed by 
Proposition 218 and the Proposition 218 Implementation Act, this 
Guide focuses on those laws.   

 
As explained in more detail in “Choosing Between the Mello-

Roos Act and the ’15 Act”, there are good reasons for choosing to issue 
Mello-Roos bonds, and there are valid reasons for electing to issue 
assessment bonds. In general, however, after passage of Proposition 
218, the Mello-Roos Act is more commonly used by local government 
and developers to finance infrastructure because it allows a broader 
range of improvements to be financed, and greater flexibility in 
assigning a tax burden to specific parcels. 
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8.  The Mello-Roos Act 

 
 The most crucial parts of the Mello-Roos Act are summarized in 
the following pages.   It will generally take between four and six months 
to issue bonds under the Mello-Roos Act once the decision to 
undertake a financing has been made.  A sample timetable for a Mello-
Roos Act financing is outlined on the following page. The schedule 
assumes that, as is most often the case, the community facilities district 
is being formed in response to a petition by landowners, the election 
waiting period will be waived by the district’s property owner electors, 
and the bonds will be sold in a negotiated underwriting.  
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TYPICAL FINANCING SCHEDULE:  MELLO-ROOS BONDS 

Day 1:  Issuer works with landowners and their representatives to (i) identify a 
financing team, (ii) describe improvements to be financed for Facilities Report, 
(iii) define district boundaries, (iv) develop special tax formula for Rate and 
Method, and (v) prepare and file a landowner petition to form a community 
facilities district.   

Day 20:  Issuer finalizes Rate and Method and Facilities Report. 

Day 54:  Legislative body holds first meeting, and adopts (i) Resolution of 
Intention to Establish Community Facilities District, (ii) Resolution of 
Necessity to Incur Bonded Indebtedness, and (iii) Resolution Approving Local 
Goals and Policies (assuming the issuer has not previously approved Local 
Goals and Policies).  

Day 60:  Issuer mails notice of public hearing to each registered voter and 
landowner within the proposed district. 

Day 65:  Issuer publishes notice of public hearing and mails ballots to 
property owners. 

Day 70:  Facilities Report filed with clerk of the legislative body. Clerk of the 
legislative body files boundary map with county recorder. 

Day 80:  Issuer enters Joint Community Facilities Agreement or Joint Powers 
Agreement. 

Day 85: Legislative body holds public hearing then adopts (i) Resolution of 
Formation, (ii) Resolution to Incur Bonded Indebtedness, and (iii) Resolution 
Ordering Special Election.  

Day 85: Issuer holds election (assuming unanimous waiver of election waiting 
period by qualified electors). 

Day 100:  Legislative body (i) adopts Resolution Confirming Results of Special 
Election and Directing Recording of Notice of Special Tax Lien, (ii) 
introduces Ordinance Levying Special Tax, and (iii) adopts Resolution of 
Issuance. 

Day 101:  Clerk of legislative body files Notice of Special Tax Lien with 
county recorder (and with County Tax-Collector no later than early August to 
place special tax on December tax roll).  

Day 114: Second reading of Ordinance Levying Special Tax. 

Day 115:  Mello-Roos bonds are priced.   Issuer and underwriter execute Bond 
Purchase Agreement. 

Day 125:  Bonds are delivered; proceeds available to the issuer.   
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Sample Mello-Roos foreclosure covenant: 
 
The City will annually on or before October 1 of 
each year review the public records of the 
County relating to the collection of the Special 
Tax in order to determine the amount of the 
Special Tax collected in the prior Fiscal Year, 
and 

(a) on the basis of such review the City 
will, not later than the succeeding December 1, 
institute foreclosure proceedings as authorized 
by the Mello-Roos Act against all parcels that are 
delinquent in the payment of such Special Tax in 
such Fiscal Year by $1,000 or more in order to 
enforce the lien of all such delinquent 
installments of such Special Tax, and will 
diligently prosecute and pursue such foreclosure 
proceedings to judgment and sale, and  

(b) on the further basis of such review, if 
the City determines that the total amount so 
collected is less than 95 percent of the total 
amount of the Special Tax levied in such Fiscal 
Year, the City will, not later than the succeeding 
December 1, institute foreclosure proceedings as 
authorized by the Mello-Roos Act against all 
parcels that are delinquent in the payment of 
such Special Tax in such Fiscal Year to enforce 
the lien of all the delinquent installments of such 
Special Tax, and will diligently prosecute and 
pursue such foreclosure proceedings to 
judgment and sale. 
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• Double-barreled pledge.  An issuer might pledge 
funds to pay the bonds other than special taxes or 
assessments. For example, if the Mello-Roos or 
assessment district is located in, or the proposed 
infrastructure will benefit, a redevelopment project area, 
the issuer might pledge tax increment generated in the 
project area as additional security for the bonds. Some 
issuers will pledge tax increment only until certain 
credit-based criteria are met, such as a specific value-to-
lien ratio, the sale of a certain number of homes in a 
large residential project, or a specific ratio of annual 
special tax/assessment revenue to maximum annual 
debt service on the bonds is achieved. A double-barreled 
pledge does not change the district-specific conditions 
that create the risk of non-payment; rather it shifts the 
risk of non-payment from bondowners to the issuer (but 
only to the extent of the additional revenues pledged).  

• Credit enhancement. A variety of credit enhancement 
tools may be available to issuers. The providers of credit 
enhancement not only demand a fee for their service, 
but usually require issuers to include certain credit-based 
and structural elements in the financing to protect 
against the risk of non-payment. For example, credit 
enhancers may demand a higher value-to-lien ratio than 
the 3:1 statutory minimum, and may require a less 
flexible foreclosure covenant. The decision to purchase 
a credit enhancement tool (as discussed below) is usually 
based upon:  

o Whether the issuer and the developer can live 
with any additional restrictions imposed by the 
provider, and  

o A mathematical calculation performed by the 
issuer’s financing team: if the fee payable to the 
provider of the credit enhancement is less than 
the present value of the difference between 
interest payable during the life of the bonds with 
the credit enhancement and interest payable 
during the life of the bonds without the credit 
enhancement, then it makes sense for the issuer 
to purchase the credit enhancement.  
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The most common forms of credit enhancement are: 
 

o Liquidity guarantee. Some issuers require 
developers to provide a liquidity guarantee that 
can be drawn upon by property owners to pay 
assessments or special taxes. So long as the 
guarantee is available and drawn upon, the 
property owner — despite his or her failure to 
pay the assessments or special taxes — will not 
be considered to be delinquent and, therefore, 
the issuer will not be obligated to initiate 
foreclosure. Liquidity guarantees generally take 
the form of cash deposits or letters of credit 
issued by commercial banks.  

o Debt service guarantee.  A debt service guarantee 
can be drawn upon to pay debt service on the 
bonds if pledged revenues (special 
taxes/assessments and foreclosure proceeds) are 
insufficient for that purpose. With a debt service 
guarantee, if the property owner fails to pay 
special taxes or assessments and the guarantee is 
drawn upon to pay debt service, the bonds 
remain current but the property owner is in 
default, allowing the issuer to initiate foreclosure 
and other remedial procedures. A debt service 
guarantee generally results in a stronger credit, 
and therefore lower interest rates, than liquidity 
guarantees. The debt service guarantee is also 
more favorable to the issuer because the issuer 
avoids the risk of defaulting on the bonds in the 
event of nonpayment by property owners. The 
most common types of debt service guarantees 
are municipal bond insurance policies and letters 
of credit.23  In both cases, if debt service 
payments on the bonds are not made by the 
issuer, the guarantor will make the payment on  

                                            
23 More information about municipal bond insurance can be found in the California Debt and 
Investment Advisory Commission’s Bond Insurance as a Form of Credit Enhancement in 
California’s Municipal Bond Market (CDIAC 02-1; January 2002). 
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the issuer’s behalf. Bonds secured by a debt 
service guarantee are generally given the rating 
of the guarantor.   

 
Project risk.  Project risks include the following: 
 

• External events preventing the financed project from 
being completed. 

• Problems with the developer that prevent project 
completion. 

• Failure of the project to perform as expected, or failure 
of the project to generate the anticipated revenues. 

 
An issuer may address these project risks in a number of ways, 
including: 
 
• Escrowed bond proceeds.   The issuer may escrow a portion 

of the bond proceeds until certain credit criteria or project 
benchmarks are met, such as a specific value-to-lien ratio or 
issuance of final subdivision maps.   For example, if bonds were 
issued to finance acquisition of public streets and sewers for a 
multi-phase, multi-year residential project, an issuer might place 
bond proceeds in escrow and release them as building permits 
were issued for each successive phase. 

• Project- and developer-related criteria.  In the context of 
land-secured financings, many issuers require that certain 
project- and developer-related criteria are met before they will 
issue bonds. For example, an issuer might establish a financing 
program in which it will sell Mello-Roos bonds to pay 
development fees, subject to certain criteria being met, 
including: (1) the landowner must have received all land use 
entitlements and be prepared to construct a building or 
residence on an improved parcel; (2) the property value-to-lien 
ratio must be at least 3:1; (3) for residential property 
development, the annual special tax, when added to property 
taxes and other assessments and special taxes, must not exceed 
2 percent of the projected assessed value of each parcel; and (4) 
the landowner must post a letter of credit in the amount of the 
fees to be financed plus bond and administrative costs, which  
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will be held until a certificate of occupancy is issued (for 
commercial/industrial development) or a final inspection is 
completed (for residential development), or until bonds are sold, 
whichever is later.  

 
Interest rate risk.  Interest rate risk arises from the inevitable 

fact that prevailing interest rates constantly change.  If rates go up, an 
issuer of fixed-rate bonds benefits from the lower interest rates that 
were locked into the bond’s structure, while bondholders suffer because 
the payment stream on their investment is smaller than they would 
receive if they were to make the same investment today.  If rates go 
down, investors are pleased because their payment streams are higher 
than market returns and, thus, are more valuable, but the issuer is 
paying a higher rate of interest to borrow the funds than it would if it 
issued bonds in the current market.    

 
Issuers can manage the risk of declining interest rates through 

“call features”, or early bond redemption, although such features come 
at a cost. The most typical call feature allows an issuer to pay off the 
outstanding principal amount of a bond before its maturity date (which 
is called “early redemption”), usually at a premium of between one and 
three percent.  In an effort to strike a balance between the issuer’s 
interest in being able to refinance outstanding debt at any time to lower 
interest costs, and the bondholders’ interest in avoiding re-investment 
risk in lower interest rate environments, most bond issues establish a 
“call protection” period during which certain bonds cannot be called 
before their maturity. The most common call protection provision bars 
issuers from redeeming bonds during the first 10 years after their 
issuance.24   

 
Issuers typically call outstanding bonds using proceeds of 

refunding bonds, which are bonds issued, usually at lower interest rates, 
and sold to new investors.25 Proceeds of refunding bonds are used to: 
(1) pay the total principal outstanding and the portion of the unpaid  

                                            
24 Although ’15 Act bonds cannot be call-protected, they can have restrictions on refunding. See 
“The ’15 Act” above. 
25 Issuers may choose to refund outstanding bonds for reasons other than a lower interest-rate 
environment. For example, an issuer may wish to eliminate burdensome liens or other unwieldy 
restrictions.  Or perhaps a key risk element of the project has been eliminated, enabling a 
refinancing at lower interest rates.   
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interest due on the outstanding bonds up until the call date, plus any 
pre-payment premiums, and (2) pay the financing costs of the new 
refunding issue (legal fees, underwriting fees, costs of printing the 
disclosure documents, trustee fees, etc.).  Refundings make economic 
sense when the present value of the new principal and interest 
payments, together with the costs of the financing, are less than the 
present value of the debt service on the existing bonds.   
 

Refundings used to pay the outstanding prinicipal and unpaid 
interest on existing bonds within 90 days of issuing the refunding bonds 
are referred to as “current refundings”. In some cases, it may make 
economic sense to issue refunding bonds prior to the end of the call 
protection period; these issues are called “advance refundings”. In this 
case, the refunding bond proceeds are placed in escrow with a trustee 
for the remainder of the call protection period. Once an accounting 
firm has verified the adequacy of the escrowed funds to pay outstanding 
principal and unpaid interest on the outstanding bonds on the first date 
permitted after the call protection period, the special tax or assessment 
lien securing the outstanding bonds may be released, and the special tax 
or assessment revenue may be pledged to the refunding bonds. The 
Internal Revenue Code places certain limitations on advance refundings, 
however. An issuer’s bond counsel, financial advisor, or underwriter can 
help evaluate whether a current or advance refunding makes sense. 
 

The Mello-Roos Act allows an issuer to issue refunding bonds, 
subject to the following conditions: 

 
• The total net interest cost to maturity on the 

refunding bonds plus the principal amount of the 
refunding bonds must not exceed the total net 
interest cost to maturity on the bonds to be 
refunded plus the principal amount of the bonds to 
be refunded.  Subject to these limitations, the 
principal amount of the refunding bonds may be 
more than, less than, or the same as the principal 
amount of the bonds to be refunded.  

 
• The issuer does not need to repeat any of the 

procedures required for the approval of the original 
bond issue, if the legislative body determines that it 
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would be prudent in the management of its fiscal 
affairs to issue the refunding bonds. 

 
• The issuer must use any savings achieved through 

the issuance of refunding bonds to reduce the 
special taxes that were levied to retire the bonds 
being refunded.  At the time the legislative body 
makes a determination to issue the refunding bonds, 
it must determine and cause to be made on a pro 
rata basis any reductions in the annual tax levy in the 
district. 

 
The assessment law (specifically, the Refunding Act of 1984 for 

1915 Improvement Act Bonds; Streets and Highways Code Section 
9500 et seq.) allows issuers to issue refunding bonds without complying 
with Proposition 218’s majority protest provisions so long as the 
underlying reassessments meet the following three tests:  

 
• Each estimated annual installment of principal and interest on 

the reassessment must be less than the corresponding annual 
installment of principal and interest on the portion of the 
original assessment being replaced by the same percentage for 
all parcels in the assessment district.  

• The number of years to maturity of all refunding bonds may not 
exceed the number of years to the last maturity of the bonds 
being refunded. 

• The principal amount of the reassessment on each parcel within 
the assessment district must be less than the unpaid principal 
amount of the portion of the original assessment being 
superseded and supplanted by the same percentage for each 
parcel.   

 
MANAGING INTEREST COST   
 

Another goal of the financing team’s structuring efforts is to 
minimize interest cost.  This is particularly challenging in land-secured 
finance, where the risk profile of the bonds — which is the primary 
determinant of interest cost — changes significantly over time,  
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assuming successful completion of the proposed project.  The financing 
team can manage interest cost in a variety of ways. 

 
Variable-rate construction-phase debt.  One method of 

managing interest cost is the issuance of shorter-term, variable-rate 
bonds for the construction period, when the risk of default is the 
greatest. Short-term debt usually carries a lower interest rate than long-
term bonds, thereby producing interest savings during the highest-risk 
period. Then, upon completion of construction, when the risk of non-
payment is presumably reduced, the issuer may sell fixed-rate bonds to 
repay the variable-rate investors, or convert the variable-rate debt to 
fixed-rate debt. In this way, the issuer avoids a long-term commitment 
to interest rates that primarily reflect early-stage project risk.   

 
Yield management.  As depicted in the following example of a 

“yield curve”, bonds with shorter maturities generally carry a slightly 
lower rate of interest than long-term bonds, because interest rate and 
project risks are less evident over the short term. In other words, the 
longer the term of the bonds, the greater the risk that an investor will 
not receive his or her principal back. The yield curve can flatten in later 
years because the financial markets are less able to distinguish interest 
rate and project risk after a certain number of years. *  

                                            
*
 The “yield curve” should be viewed as a snapshot of dynamic market activity, which changes 

constantly with time. 
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To minimize the bond issue’s overall cost to the issuer, and to 

accommodate investors’ desire for higher yields, a single issue may be 
structured to include “serial bonds” of several different maturities, 
generally ranging over 10 to 20 years, and “term bonds” maturing over a 
20- or 30-year period.  Term bonds are partially redeemed through a 
sinking fund each year to keep annual debt service payments 
approximately equal. 

 
Layering.  In the earliest (and most risky) years of a bond’s term, 

property ownership in community facilities districts and assessment 
districts is usually concentrated among a few developers/owners.  Once 
the land has been developed and responsibility for the assessment or 
special tax has been passed on to a larger number of homeowners or 
commercial and industrial property owners, however, the value of the 
land (and its related improvements) increases and the risk associated 
with non-payment by a single property owner decreases, and each of 
these positive changes may create additional bonding capacity. 

 
Meanwhile, once a district has been developed, its need for 

public improvements may change and increase as well.  In response, 
additional land-secured bonds can be issued for the same district, or for 
a slightly different district, for the purpose of funding, for example, 
recreational amenities that were not financed initially in order to 
preserve financing capacity for streets, schools, and water and 
wastewater systems.  The process of adding on another public 
improvement project and its associated special tax or assessment liens is 
called “layering.”   

 
Through layering, the issuer avoids issuing high-interest debt at 

the riskiest stage of the district’s life, and waits to issue debt for less-
essential, later-stage infrastructure when the risk profile of the district, 
and therefore the associated interest cost, is lower. Layering, however, 
can raise political concerns for issuers, as the issuance of additional 
debt, especially in assessment districts, may require an increase in the 
property owners’/voters’ special tax or assessment obligation. 
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13.  Special tax or assessment delinquencies, foreclosure, 

bond defaults, and workouts 
 
Once the land-secured bonds have been issued, the local agency 

may face one or more of the following: 
 

• Assessment or special tax delinquencies. 
• Foreclosure if the delinquencies are substantial, or 

remain uncured for the period specified in the 
issuer’s foreclosure covenant. 

• Defaults on bond debt service. 
• Structured workouts of existing or potential defaults. 

 
FORECLOSURE FOLLOWING ASSESSMENT OR SPECIAL TAX 
DELINQUENCIES 
 

The decision to foreclose on delinquent property can be 
politically charged because political bodies generally would prefer to 
avoid foreclosing on the property of their constituents, particularly 
residential property. Because Mello-Roos and assessment bonds are 
secured only by special taxes/assessments and foreclosure revenue, 
however, issuers usually are obligated to include  “fast foreclosure” 
covenants in the legal documents relating to the bonds in order to 
mitigate risk of bond default and reduce interest costs (see “Structuring 
a land-secured finance transaction” above).  The foreclosure covenant is 
especially important for assessments because the ’15 Act, unlike the 
Mello-Roos Act, does not allow the issuer to increase the levy on non-
delinquent property to compensate for delinquencies.    

 
The Mello-Roos Act and the ’15 Act share the following general 

procedure for judicial foreclosure of delinquent property: 
 

• Order for foreclosure action. The legislative body may 
order that delinquent special taxes/assessments, 
together with any penalties, interest, and costs, be 
collected by a foreclosure action brought in the superior 
court.  The foreclosure action must be brought in the 
name of the issuer or the bond trustee on behalf of the 
bondholders. 
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• Recordation of notice of pending foreclosure action. No 
later than 10 days after commencing a foreclosure 
action, the issuer or trustee must record with the county 
recorder a notice of the pending foreclosure action. 

• Amount of judgment; minimum bid. The foreclosure 
judgment will decree the amount of the continuing lien 
against the foreclosed parcel, and order the parcel to be 
sold on execution. The judgment will establish a 
minimum bid equal to all special taxes/assessments, 
interest, penalties, costs, fees, and other charges that are 
delinquent at the time the foreclosure action is ordered, 
and the property will remain subject to future special 
taxes/assessments.   

• Credit bid by issuers. The issuer itself may bid at the 
amount of the minimum bid by giving the levying 
officer a written receipt crediting all or part of the 
amount required to satisfy the judgment.  If the issuer’s 
credit bid is successful, it must pay the amount into the 
debt service fund for the bonds within 24 months. 

• Dismissal of the foreclosure action. The foreclosure 
action will be dismissed if the issuer receives all 
delinquent special taxes/assessments together with any 
accrued penalties, interest, and costs. 

• Failure to receive the minimum bid.  Typical foreclosure 
actions take approximately 18-36 months from 
delinquency to sale.  During that time, delinquent 
installments, penalties, fees, and costs continue to 
escalate.  As a result, the outstanding amount may 
increase to a point where the foreclosure sale will not 
produce the minimum bid.   

• Waiver of minimum bid requirement. In the case of the 
Mello-Roos Act, the owners of 75 percent of the 
outstanding principal amount of the bonds may 
authorize a bid lower than the minimum bid. 
 
In the case of the ’15 Act, the process is not as simple: 
the issuer must petition the court to reduce the 
minimum bid. Notice of hearing on the petition must be 
given to all bondholders. The court may, after the  



100 Stone & Youngberg LLC 

hearing, reduce or eliminate the requirement for a 
minimum bid, if the court determines any of the 
following, based on the evidence introduced at the 
hearing:  
 

(1) Sale below the minimum price will not result 
in an “ultimate loss” to the bondholders; or 

(2) Owners of 75 percent or more of the 
outstanding principal amount of the bonds 
have consented to the petition, and the sale 
will not result in an ultimate loss to the non-
consenting bondholders; or 

(3) Owners of 75 percent or more of the 
outstanding principal amount of the bonds 
have consented to the petition and all of the 
following apply: 
(i) The issuer is not obligated to advance 

available funds to cure a deficiency; 
(ii) No bids equal to or greater than the 

minimum price have been received at 
the foreclosure sale; 

(iii) No funds remain in the debt service 
reserve fund, if any; 

(iv) The issuer has reasonably determined 
that a reassessment and refunding is 
not practicable, or has in good faith 
endeavored to accomplish a 
reassessment and refunding and has 
not been successful, or has completed 
reassessment and refunding 
arrangements that will, to the 
maximum extent feasible, minimize the 
ultimate loss to the bondholders; and 

(v) No other remedy acceptable to owners 
of 75 percent or more of the 
outstanding principal amount of the 
bonds is reasonably available. 
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If Mello-Roos bondholders are unwilling to waive the minimum bid, or 
if the court is unable to make the findings necessary to waive the 
minimum bid in an assessment context, then the chance of receiving a 
legally-sufficient bid in the foreclosure action may be reduced or 
eliminated altogether. In that case, a structured workout may be the 
only remaining remedy available to bondholders (see “Structured 
Workouts of Existing or Potential Defaults” below). 
 

As a practical matter, it is unusual for a property to proceed 
through judicial foreclosure as a result of non-payment of special taxes 
or assessments, because foreclosure of the special tax or assessment lien 
is adverse to the interests of private lenders whose liens are subordinate 
as a matter of law. In other words, foreclosure of the assessment or 
special tax lien wipes out the interests of the private lender. 
Consequently, if there is enough value in the project to justify further investment, 
private lenders may, in order to avoid having their liens extinguished by 
foreclosure, pay the property owner’s delinquency, and then address the 
various competing debtholders’ interests.  

 
DEFAULTS ON BOND DEBT SERVICE   

 
Property owner delinquencies, if large enough, can cause an 

issuer to deplete the debt service reserve fund and, ultimately, to miss a 
debt service payment, resulting in a bond default. In the typical Mello-
Roos or assessment financing, a bond default is more likely to occur 
early in the life of the bonds, when the related development may be 
unfinished and property may be concentrated in the hands of a few 
owners.  It is rare for a delinquency by an individual or small group of 
homeowners in a built-out district to cause a bond default because a 
single property owner’s special tax/assessment payments are usually an 
insignificant part of the overall debt service. 

 
 As explained above, the delinquent property owner’s lender is 

often willing to cure the delinquency in order to protect its interest in 
the property.  If a private lender is unwilling to cure the special tax or 
assessment delinquency because of a decline in property values, 
however, then there is also a possibility that the delinquent property 
cannot be sold for the minimum bid at foreclosure. It is this dynamic 
that increases the risk of bond default in times of declining property  
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values; absent value in the delinquent property, there may be no source 
of money to repay bondholders. 

 
Defaults, however, are not necessarily an all-or-nothing 

situation. For example, if one of a handful of large property owners 
defaults on its special tax or assessment payments, the issuer may still be 
able to collect enough revenue from other taxpayers to pay a portion of 
the debt service due on the bonds. The bond documents will specify 
how any such partial payments will be allocated between principal and 
interest, and how they will be distributed among bondholders. 

 
STRUCTURED WORKOUTS OF EXISTING OR POTENTIAL DEFAULTS 

 
An issuer of Mello-Roos bonds is not legally obligated to make 

up debt service shortfalls caused by property owner delinquencies, and 
the issuer of assessment bonds is not obligated to do so unless it 
expressly elects to assume that obligation. As a practical matter, the 
legislative body of the issuer may initially balk at providing financial 
assistance to a failed project, in part because elected officials may have 
been originally assured that the land-secured financing would involve no 
financial liability on the issuer’s part. 

 
An issuer could face a number of potentially negative 

consequences from property owner delinquencies and a debt service 
default, however, (see “Evaluating the credit of a land-secured 
transaction” above). 

 
Consequently, in those situations where foreclosure cannot 

produce enough money to avoid a bond default or make bondholders 
whole again, many issuers hire “workout” specialists. The issuer may 
decide to advance the cost of these workout specialists in the belief that, 
by clearing certain roadblocks, it is preparing for private-sector 
investment in a solution. If the workout succeeds, the issuer is often 
able to recover its costs. 

 
A workout specialist, often an affiliate of a bond underwriter or 

financial advisor, will evaluate the project, assess its current value and its 
potential value under various scenarios, and work with the issuer, 
bondholders (usually represented by the bond trustee), commercial 
lenders (if any), and delinquent property owners to avoid a bond 
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default, or, if a bond default cannot be avoided, to offer a constructive 
solution.  To do this, the workout specialist may: 
 

• Recruit new developers or joint venture partners to take over 
development responsibilities. 

• Redesign the proposed development. 
• Recruit a sophisticated, financially capable investor to purchase 

the bonds from bondholders and restructure the debt, which 
might involve lengthening the payment schedule, altering the 
special tax formula, reducing the principal amount outstanding, 
and waiving penalties and interest. Restructuring the debt is 
often necessary to offer a potential developer sufficient profit 
potential to encourage investment in the development process 
(land use entitlements, payment of taxes and construction 
costs). 

• Identify and access other funds or resources controlled by the 
issuer to bolster the project (for example, federal Community 
Development Block Grant funds, or tax increment funds). 

• Help the issuer purchase a portion of the project for public use. 
 


