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HONORABLE MAYOR AND CITY COUNCIL

THE COMPREHENSIVE ANNUAL DEBT REPORT
OF THE CITY OF SAN JOSE

I am pleased to present the 16th Comprehensive Annual Debt Report for the City of San José
(the *Annual Report™) for the Fiscal Year ended June 30, 2007. The Annual Report is submitted
for review and approval by the Public Safety Finance & Strategic Support Committee and the
City Council in accordance with the City’s Debt Management Policy which was approved by the
City Council on May 21, 2002. This Annual Report covers Fiscal Year 2006-07 and discusses
the activities undertaken and managed by the Debt Management Program, a section of the
Treasury Division within the Finance Department. The major sections in the Annual Report
include:

Overview of the City’s Debt Management Program
Summary of Recent Debt Issuance Activity
Discussion of Key Debt Administration Tasks
Review of the City’s Outstanding Debt Portfolio

The discussions of debt management activities in the Annual Report only pertain to those
activities managed by the City’s Debt Management Program, while the section of the Annual
Report reviewing the City’s outstanding debt portfolio includes all debt issued by the City of San
José, its Redevelopment Agency and various other financing authorities of which the City is a
member.

The Debt Management Program is responsible for managing the debt issuance process for all
external borrowings in which the City participates, including the issuance and management of
tax increment debt for the Housing Department’s Expanded Housing Program. It should be
noted that debt issued by the Redevelopment Agency is administered separately by
Redevelopment Agency staff.

In addition to the activities and programs described above, the Annual Report also includes a

review of Debt Management Policies, rating agency relations and credit maintenance issues, and
a discussion of legislative and regulatory issues.

200 East Santa Clara Street, San José, CA 95113-1905 tel (408) 535-7000 fax (408) 292-6482 www.sanjoseca.gov



DEBT MANAGEMENT ACTIVITIES

As illustrated on the graph on page 1, Fiscal Year 2006-07 was an active year for City and
Redevelopment Agency debt issuance with a total of seven series of bonds and the expansion of
the Airport commercial paper program for six projects totaling over $1.1 billion. In addition to
providing debt issuance services, Debt Management staff were also involved in a number of
projects during Fiscal Year 2006-07 including conducting a Request for Proposals process for
financial advisory services and various debt capacity analyses, including review of financing
options for the San Jose — Santa Clara Clean Water Financing Authority, Convention Center
Expansion and Solar Energy Projects. In addition, in May 2007, the City received confirmation
of the City’s outstanding long-term credit ratings of Aal/AA+/AA+ from the three leading
national rating agencies.

The debt calendar for Fiscal Year 2007-08 anticipates continued opportunities and challenges for
the City with an estimated nine series of bonds or commercial paper notes totaling over $1.0
billion. The highlight for the current fiscal year is the sale of the City’s largest bond issue in the
first quarter of FY 2007-08 for the Airport Terminal Area Improvement Program. A total of
$725,015,000 in airport revenue bonds was issued for this critical City and regional project. The
issuance of the Airport Revenue Bonds in September 2007 represented a 15.5% increase in the
total debt portfolio size. This activity is in addition to an outstanding debt portfolio of over $4.7
billion as of June 30, 2007, with 115 series of bonds outstanding for the City, Redevelopment
Agency, and related entities.

In addition to the debt anticipated to be issued during Fiscal Year 2007-08 noted above, other
projects underway include: development and implementation of a website for the City’s
continuing disclosure requirements; continued use of electronic means of distribution to transmit
various annual continuing disclosure reports; development of a derivatives policy; and working
with the City Auditor’s Office on concluding the audit of the debt management program.

FINAL STAGES OF THE “DECADE OF INVESTMENT”

Despite the continuing economic challenges in the local economy, the City’s “Decade of
Investment” is nearing completion during the City’s 2007-08 through 2011-12 Five-Year Capital
Improvement Program (the “CIP”). In Fiscal Year 2006-07, community facilities were added to
the City’s inventory with the completion of fire station construction and improvements,
neighborhood parks projects and library projects. These projects, which could not have been
accomplished without voter approval of $598.82 million in general obligation debt, provide
significant enhancements to our community. The Proposed Fiscal Year 2007-08 through 2011-
12 Five-Year CIP* totals $2.75 billion, which includes the final issuance of voter approved
general obligation debt in the spring of 2008 and the issuance of over $700 million in airport
revenue bonds for the Terminal Area Improvement Project. During this five year period, the
Police Substation in South San Jose is also scheduled for completion.

! The printed version of the Adopted Fiscal Year 2007-08 through 2001-12 Five Year Capital Improvement Program
Document was not available at the time of preparation of the FY 2006-07 Comprehensive Annual Debt Report.
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Approximately 45% of the proposed source of funding for projects identified in the Five-Year
CIP (excluding beginning fund balance) is from bond proceeds. In addition to providing funds
for CIP projects, the City also provides financing to support an aggressive affordable housing
program. The Finance Department Debt Management staff continues to be a key partner with
the Housing Department in providing viable financing plans to facilitate delivery of these
necessary housing units to the community.
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I. OVERVIEW

The Overview section of the Annual Debt Report includes a discussion of the Debt
Management Program, Review of Debt Management Policies, Rating Agency Relations
and Credit Maintenance, and Legislative and Regulatory Issues.

A. Debt Management Program

This section of the report provides an overview of debt issuance, debt administration and
debt management projects for Fiscal Year 2006-07, including those debt management
projects completed, currently underway or planned for Fiscal Year 2007-08.

1. Debt Issuance

The Debt Management Program, part of the Treasury Division within the Finance
Department, is responsible for managing the debt issuance process for all City
borrowings. Fiscal Year 2006-07 was an active year for City and Redevelopment
Agency debt issuance, with a total of seven series of bonds and expansion of the Airport
commercial paper program for six projects totaling over $1.1 billion. The debt calendar
for Fiscal Year 2007-08 projects an estimated nine series of bonds or commercial paper
notes totaling over $1.0 billion.

The graph below illustrates the size of the City’s debt portfolio and the dollar volume of
debt issued in each of the last ten years.

City Debt Portfolio and Debt Issuance History
Fiscal Year 1997-98 through Fiscal Year 2006-07
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2. Debt Administration

After debt has been issued, the Debt Management Program is responsible for managing
and administering the debt portfolio. As part of the City’s statutory compliance program,
the Special Tax Annual Report has been incorporated into this Annual Debt Report as
Appendix E. Section 111 of this report, Debt Administration, provides a detailed
discussion of debt administration tasks performed by Debt Management staff.

3. Debt Management Projects
In addition to debt issuance and administration, the Debt Management Program serves in
a financial advisory role to other City departments, and works on other projects as

necessary.

a. Projects Completed During Fiscal Year 2006-07

Internal Audit of Debt Management Program: During Fiscal Year 2006-07, the City
Auditor began a performance audit of the Debt Management Program. As part of the
audit, Debt Management staff assisted City Auditor staff by providing documents and
information regarding debt administration and debt issuance activities.

Optional Redemption of City of San José Evergreen Creek Improvement District Limited
Obligation Bonds, Series 24C: Debt Management staff worked with the Public Works
Department and Attorney’s Office staff to conduct an analysis of the funds that might be
available for optional redemption of the Series 24C Limited Obligation Bonds. After
staff confirmed that sufficient amounts were available, the Series 24C Bonds were
redeemed in full on September 2, 2006.

Financing Alternatives for Recycled Water: Debt Management and Attorney’s Office
staff assisted the Department of Environmental Services in identifying and analyzing
alternatives for financing recycled water projects. The results of this analysis were
presented during a joint City of San José-Santa Clara Valley Water District study session
on September 27, 2006.

Evergreen-East Hills Vision Strategy (EEHVS): Debt Management staff participated,
along with other City staff, in developer support meetings address issues related to the
possible formation of a community facilities district and issuance of special tax bonds
and prepared slides for the October 20, 2006, City Council study session on the
Evergreen-East Hills Vision Strategy

Coyote Valley Specific Plan: Debt Management staff represented the Finance
Department at meetings of the working group technical advisory committee.

North Coyote Flood Control Project: Debt Management staff participated, along with
other City staff, in meetings with representatives of the developer to explore the




possibility of financing the completed project components prior to completion of all
project components.

Analysis of Convention Center Debt Capacity: During Fiscal Year 2006-07, Debt
Management staff performed an analysis of the debt capacity that could result from a tax
on hotels to be used for expansion of the Convention Center. The results of the analysis
formed the basis for preliminary architectural design work.

Solar and Energy Efficiency Projects Financing Alternatives: Debt Management staff
assisted the Environmental Services Department in preparing informational materials for
a City Council study session on solar and energy efficiency held on January 25, 2007.

Work Plan for Interim Uses of Airport West Property: Debt Management staff assisted
the City Manager’s Office in preparing a memorandum which was approved by the City
Council on February 6, 2007.

California Municipal Finance Authority Joint Powers Authority: The California
Municipal Finance Authority (CMFA) was established in 2004 under the California
Government Code as a statewide Joint Powers Authority to provide local governments
and private industry access to tax-exempt low-interest financing to achieve public benefit
goals. Debt Management staff worked with the City Attorney’s Office to bring to
Council a resolution approving, authorizing, and directing the Director of Finance to
execute a Joint Exercise of Powers Agreement for the City to join CMFA, which the
Council adopted on February 13, 2007. In addition to expanding the financing
mechanisms available to public agencies, non-profits and businesses located in San Jose,
the City benefits directly from CMFA membership through CMFA’s policy of sharing a
portion of its issuance fees with its member communities and donating a portion of its
issuance fees to support local charities near the project being financed.

Debt Management staff facilitated TEFRA hearings for two financings for which CMFA
was the issuer: the Allied Waste North America project (“Allied Waste”) related to
Newby Island Landfill, located in San José, and the Notre Dame High School, San Jose
project (“Notre Dame”). On February 13, 2007, the City Council held TEFRA hearings
and adopted resolutions approving the issuance of Tax-Exempt Revenue Bonds for each
project in amounts not to exceed $250,000,000 for Allied Waste, of which $28,100,000
was to be used in San José, and $10,500,000 for Notre Dame.

Analysis of Affordable Housing In-lieu Property Dedication: Debt Management staff
worked with the Housing Department, the City Manager’s Office and the City Attorney’s
Office to evaluate the feasibility of a developer dedicating property to the City in-lieu of
construction of restricted affordable units.

Cost/Benefit Analysis of LEED Certification for GO Projects: Debt Management staff
assisted the Public Works Department and CIP Action Team staff in preparing a
cost/benefit analysis to evaluate the impact of obtaining alternative LEED certification




levels on six GO Bond projects. The results were presented to the City Council as part of
the CIP Budget Overview on May 16, 2007.

Financing Alternatives for Wastewater Infrastructure: Debt Management staff worked
with the City Attorney’s Office to assist the Environmental Services Department in
identifying financing alternatives to address critical infrastructure needs of the City’s
wastewater collection and treatment systems. These alternatives were presented to the
City Council Transportation and Environment Committee on May 21, 2007.

Disposition of Former City Hall Property: Debt Management staff assisted the City
Manager’s Office in analyzing the economic feasibility of renovating and leasing the
former City Hall property.

Affordable Housing Project Ongoing Administration: In Fiscal Year 2006-07, Debt
Management assisted the Housing Department and affordable housing developers in
activities related to the ongoing administration of affordable housing projects financed
with multifamily housing revenue bonds.

Kimberly Woods Apartments Transfer of Ownership — The Kimberly Woods
Apartments project was financed in part with Variable Rate Demand Multifamily
Housing Revenue Bonds, Series 1984, which were refunded with the Variable Rate
Demand Multifamily Housing Revenue Refunding Bonds, Series 1999A. The project
was sold by Kimberly Woods Associates to INVESCO Core Real Estate-USA, LLC.
This required INVESCO to assume the existing bonds secured by the property. As the
bond issuer, the City of San José approved the acquisition and the assumption of the
bond obligations on December 14, 2006.

Fairway Glen Apartments Bond Redemption — The Fairway Glen Apartments project
was financed in part with the City of San José Multifamily Housing Revenue Bonds,
Series 1985A. On February 20, 2007, Redhill Realty Investors, LP notified the City
of its intent to acquire the Fairway Glen Apartments from Fairfield Fairway Glen,
LLC. As part of the acquisition, the outstanding bonds related to the project were
called on April 16, 2007, and redeemed in full with proceeds from the sale of the
project. Redhill Realty Investors assumed the existing Regulatory Agreement and
Declaration of Restrictive Covenants, which require that 20% of the units be rented to
Very Low Income Tenants at Very Low Income Affordable Rents until November of
2017. The City also received a lump-sum payment representing the present value of
the annual administration fees.

Affordable Housing Project Line of Credit Extension: Debt Management staff worked
with the Bank of New York to extend the Housing Department’s Line of Credit for an
additional year to April 1, 2008. The Housing Department uses the line of credit to fund
loans to developers and then replenishes the line of credit with proceeds of Housing Set-
Aside Tax Allocation Bonds.




Affordable Housing Project TEFRA Hearings: The Tax Equity and Fiscal Responsibility
Act (TEFRA) of 1982 requires a published notice, public hearing and approval by elected
officials for issuance of qualified private activity bonds such as multifamily housing
revenue bonds. The City’s Policy for the Issuance of Multifamily Housing Revenue
Bonds, adopted by Council in June 2002, and San José Municipal Code Chapter 5.06
specify that the TEFRA hearing for multifamily housing projects be held before the
Director of Finance. In Fiscal Year 2006-07, the Finance Department held hearings for
four projects:

Finance Director’s TEFRA Hearings for Multifamily Housing Projects
Fiscal Year 2006-07

Date Project Amount Issuer
07/28/2006 Monte Alban Apartments $25,000,000 CA Statewide Communities
Project Dev’t. Authority (CSCDA)
11/13/2006 Foxdale Manor Apartments 55,000,000 CA Statewide Communities
Project Dev’t. Authority (CSCDA)
02/02/2007 Casa Feliz Apartments Project 11,000,000 City of San José
06/14/2007 Cherry Creek Apartments 21,000,000 CA Statewide Communities
Project Dev’t. Authority (CSCDA)

Debt Policies: During Fiscal Year 2006-07, staff collected background information on
derivative debt instruments and exemplar policies from other municipal issuers as an
initial step in developing a City derivatives policy.

b. Projects for Fiscal Year 2007-08

Analysis of San Jose-Santa Clara Clean Water Financing Authority Funds: Debt
Management staff will continue to work with the Department of Environmental Services
to review the historical flow of funds contributed by the City and the tributary agencies
for payment of sewer revenue bond debt service.

City Solar Energy Initiatives Status Report: Debt Management staff assisted the
Environmental Services Department in preparing a status report on solar energy
initiatives that was presented to the City Council Transportation and Environment
Committee on August 27, 2007.

Financing Alternatives for Reducing Infrastructure and Deferred Maintenance Backlog:
Debt Management staff contributed to the funding options section of the report presented
to the City Council Transportation and Environment Committee on October 1, 2007.

Methodology for Valuing Affordable Housing In-lieu Property Dedication: Debt
Management staff worked with the Housing Department, the City Manager’s Office and
the City Attorney’s Office to develop a methodology for valuing the future delivery of




property dedicated by a developer to the City in-lieu of construction of restricted
affordable units.

Development of Airport West Property: Debt Management staff will work with the City
Manager’s Office, the Airport Department and the City Attorney’s Office to assess the
feasibility of development proposals for the Airport West Property.

California Municipal Finance Authority Financings: Debt Management staff is
facilitating a TEFRA hearing for a financing for which CMFA will be the issuer: the
Waste Management, Inc., projects related to the Kirby Canyon Landfill and Guadalupe
Rubbish Disposal Co., located in San José. The TEFRA hearing and resolutions
approving the issuance of tax-exempt revenue bonds for the projects are scheduled for the
October 30, 2007, Council meeting.

Coyote Valley Specific Plan: Debt Management staff will continue to represent the
Finance Department at meetings of the working group technical advisory committee.

Affordable Housing Project Ongoing Administration: In Fiscal Year 2007-08, Debt
Management continues to assist the Housing Department and affordable housing
developers in activities related to the ongoing administration of affordable housing
projects financed with multifamily housing revenue bonds.

Las Ventanas (Evans Lane) Apartments Refunding — The Las Ventanas (formerly
Evans Lane) Apartments project was financed in part with $31 million of City of San
José Multifamily Housing Revenue Bonds, Series 2002H. The 2002H Bonds were
issued as variable rate demand bonds secured by a direct draw letter of credit issued
by Bank of America through lease-up and conversion. Upon conversion, the original
plan of finance contemplated that Fannie Mae would replace Bank of America as the
credit enhancement provider. To provide a more advantageous financing structure
upon conversion, Debt Management staff are working with the Housing Department
and the developer to refund the Series 2002H Bonds through a private placement with
Citigroup.

In Fiscal Year 2007-08 the Finance Department has held TEFRA hearings for one
project:

Finance Director’s TEFRA Hearings for Multifamily Housing Projects
Fiscal Year 2007-08 through September 30, 2007

Date Project Amount Issuer
07/25/2007 Curtner Studios Project $10,000,000 City of San José

Debt Policies: During Fiscal Year 2007-08, work is anticipated to continue on program-
specific policies for the use of derivative debt instruments and land secured financings, to



the extent workload and staffing levels permit. These policies will be brought forward to
the City Council as they are developed.

Technology Projects: In Fiscal Year 2007-08, Debt Management will continue to pursue
its database, compliance calendar, and electronic document storage projects, subject to
resource and staff availability. Debt Management will also continue to make use of the
Disclosure USA website to transmit annual reports required under various continuing
disclosure agreements.

B. Review of Debt Management Policies

1. Debt Management Policy

On May 21, 2002, City Council adopted by Resolution #70977 a Debt Management
Policy which establishes the following equally important objectives in order to obtain
cost-effective access to the capital markets:

Minimize debt service and issuance costs;

Maintain access to cost-effective borrowing;

Achieve the highest practical credit rating;

Full and timely repayment of debt;

Maintain full and complete financial disclosure and reporting; and
e Ensure compliance with applicable State and Federal laws.

The general Debt Management Policy establishes parameters for when and how the City
may enter into debt obligations, but permits sufficient flexibility to allow the City to take
advantage of opportunities that may arise. As outlined in the Debt Management Policy, it
is to be reviewed annually by the Finance Department to ensure its consistency with
respect to the City’s debt management objectives. The annual review has been conducted
and no substantive amendments or changes to the Debt Management Policy (Appendix
A) are recommended at this time.

2. Policy for the Issuance of Multifamily Housing Revenue Bonds

In addition to the general Debt Management Policy, the Council approved by Resolution
#71023 on June 11, 2002, a supplemental Policy for the Issuance of Multifamily Housing
Revenue Bonds (the “Housing Policy”) (Appendix B), which was subsequently revised
on December 6, 2005.

The Housing Policy specifies that the bonds for any project that utilizes City funds must
be issued by the City. In Fiscal Year 2006-07, the City granted the following three
exceptions to this provision of the Housing Policy.

Monte Alban Apartments — This project does not have City loans or grants. The
developer, John Stewart Company, cited higher issuance costs when compared with
California State Community Development Authority (CSCDA), both upfront and



ongoing, the would be burdensome to such a degree that the project would not be
viable if the bonds were issued by the City.

Foxdale Manor Apartments — This project does not have City loans or grants. The
developer, KDF Communities, L.L.C., worked with the California State Community
Development Authority (CSCDA) on six other simultaneous transactions and
requested that CSCDA serve as the issuer for this project in order to take advantage
of economies of scale with respect to issuance fees.

Cherry Creek Apartments — This project does not have City loans or grants. The
developer, KDF Communities, L.L.C., worked with the California State Community
Development Authority (CSCDA) on six other simultaneous transactions and
requested that CSCDA serve as the issuer for this project in order to take advantage
of economies of scale with respect to issuance fees.

C. Rating Agency Relations and Credit Maintenance

1. Credit Analysis Process

Municipal bond ratings provide investors with a simple way to compare the relative
investment quality of different bonds. Bond ratings express the opinions of the rating
agencies as to the issuers’ ability and willingness to pay debt service when it is due. In
general, the credit rating analysis includes the evaluation of the relative strengths and
weaknesses of the following four factors as they affect an issuer’s ability to pay debt
service:

a. Fiscal Factors

Financial results have the most significant impact on the rating process. This review
involves an examination of results of operations, including a review of the actual fiscal
performance versus planned budget performance, with deviations from the plan to be
explained. The general fund financial statement is examined with emphasis on current
financial position and fund balances, as well as three- to five-year trends in planning and
budgeting procedures. Pension liabilities are also important in the analysis process. The
early production of the City’s Comprehensive Annual Financial Report is a positive step
in providing meaningful, valuable and timely information to the rating agencies.

b. Economic Factors

The overall economic strength of the City is heavily weighted in the evaluation of the
City’s creditworthiness by diversity of both the economic base and tax base. The
diversity of the City’s industries reflects its ability to weather industry-specific downturns
as well as general economic recession. In either scenario, stronger surviving industries
carry the ailing industries through the period of downturn. In a truly diverse economy, it
is rare that all industries will deteriorate to the same level at the same time.



The strength of the City’s tax base is equally crucial. The City relies on taxes on its
residents and businesses for the majority of its revenues. The ability of the City to
continue to receive those revenues is directly related to the ability of its taxpayers to pay
their taxes. Property values, employment, unemployment, income levels, costs of living,
and other factors impacting the wealth of the taxpayers provide an indication of the
strength of the City’s tax base.

c. Debt Factors

The City’s overall debt burden is considered in the credit analysis process. In addition to
government regulated debt ceilings, the City’s ability to maintain manageable debt levels
and debt service coverage is evaluated. Other positive indicators are proper management
of existing debt, proactive efforts in identifying and executing financially prudent
refunding opportunities, and closely matching capital financing structures to the funding
needs of the project.

d. Administrative/Management Factors

These factors include the examination of the form of government and assessment of the
City’s ability to implement plans as well as to fulfill legal requirements. The focus is on
the capabilities of the management staff within the City, which is seen as a vital
ingredient in assessing its credit quality. Managerial and legislative willingness to make
difficult decisions, development of financial policies, and the reliability and continuity of
regularly-updated accounting and financial information are key. Management that
maintains regular contact with the rating agencies is well-regarded.

As part of the credit analysis process, the rating agencies look at several quantitative
indicators. The table below provides a summary of San José’s key debt indicators in
comparison with corresponding medians for California cities with Aa-category general
obligation bond ratings by Moody’s Investors Service. The California city medians and
City of San José ratios are derived from Fiscal Year 2005-06 data reported by Moody’s
Investors Service.

Comparison of Rating Agency Medians to City of San José Debt Ratios

Rating Agency City of

Median® San José
Net Direct Debt
Per Capita ($) $399 $1,355
As a % of Assessed Value 0.20% 1.50%
Leverage
Long-term Debt as a % of Net Capital Assets 27.0% 44.1%

! Comparison to Aa-category California cities.
Source: Municipal Financial Ratio Analysis Tool, Moody’s Investors Service, October 2007.




As illustrated in the table, the City is above the Aa-category California city medians for
all categories. The terms used in the table are defined below.

Net Direct Debt: Tax-supported debt, net of self-supporting and revenue anticipation
debt. Includes the City’s non-self-sustaining lease revenue debt. Excludes the City’s
general obligation and special assessment/tax bonds, which are paid from voter-approved
special assessments or taxes, lease revenue bonds paid from non-general fund sources,
and the airport, parking and sewer revenue bonds, which are limited obligations of those
enterprise funds. Also excludes redevelopment tax allocation debt.

Leverage: Long-term debt (Including current portion) divided by capital assets, net of
depreciation.

2. Rating Summary

The four factors described above were instrumental in the City receiving its general
obligation bond ratings from the three major rating agencies: Aal from Moody’s; AA+
from Standard & Poor’s; and AA+ from Fitch. These ratings, initially assigned in
February 2001 and reconfirmed in May 2007, place San José in the second highest rating
category (only one “notch” below Aaa/AAA/AAA), ranking it higher than the State of
California and the County of Santa Clara, and making it the highest-rated large city in
California.

The ratings for the City’s general obligation, lease revenue, and enterprise debt are
summarized in Appendix C.

3. Legal Debt Margins

Section 1216 of the San José City Charter limits outstanding general obligation bonds of
the City to 15% of the total assessed value of all real and personal property within the
City limits. General obligation debt is debt secured by the City’s property tax revenues.
As of June 30, 2007, the total assessed value of taxable property was $112.9 billion,
which results in a total debt capacity of approximately $16.9 billion. As of June 30,
2007, the City had $510.71 million in general obligation debt outstanding, representing
0.45% of the assessed value of taxable property; therefore the City’s debt margin was
$16.4 billion (debt limit less outstanding general obligation debt).

D. Legislative and Requlatory Issues

Debt Management reviews legislative referrals at the request of the Office of
Intergovernmental Relations. It is important that bills bearing on the City’s ability to
access the capital markets are tracked through the legislative process to ensure that the
City’s position is expressed to members of the State Legislature or Congress. Various
Federal tax reform legislation proposals are periodically considered and debated, such as
the taxability of corporate dividends, flat tax and elimination of tax exemption on
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municipal bonds. These proposals, if enacted, could result in higher borrowing costs for
the City.

It is also important for the City to monitor regulatory changes proposed by governmental
agencies such as the IRS, the Securities and Exchange Commission (“SEC”) and the
Municipal Securities Rule Making Board (“MSRB”), as well as industry organizations
such as the National Association of Bond Lawyers (“NABL”), the National Federation of
Municipal Analysts (“NFMA?”), the National Association of State Auditors, Comptrollers
and Treasurers (“NASACT”) and the Government Finance Officers Association
(“GFOA™).

The Deputy Director of Finance for the Treasury Division is a member of the GFOA
Debt Committee and actively participates in several task forces and working groups to
review pending federal legislation and regulations which impact the ability of the City to
issue and administer tax-exempt debt. Current work includes review of private activity
regulation guidance and modifications to record retention requirements.
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1l. DEBT ISSUANCE

A. Debt Issued During Fiscal Year 2006-07

Fiscal Year 2006-07 was an active year for City and Redevelopment Agency debt
issuance, with a total of seven series of bonds and expansion of the Airport commercial
paper program, for six projects totaling over $1.1 billion. These financings are described
below and are presented in the summary table at the end of this section.

Redevelopment Agency of the City of San José Merged Area Redevelopment Project
Taxable Tax Allocation Bonds, Series 2006A-T and Tax Allocation Bonds, Series
2006B

On November 14, 2006, the Redevelopment Agency issued $14,300,000 of Series
2006A-T (taxable) and $67,000,000 of Series 2006B tax allocation bonds (together, the
“Series 2006AB Bonds”). The proceeds of the Series 2006AB bonds were used to
finance multiple redevelopment projects within the Agency’s Merged Area
Redevelopment Project. Debt service is payable from the Agency’s tax increment
revenues.

The Series 2006 A-T bonds, which are insured by Radian Asset Assurance Inc., bear
interest at fixed rates ranging from 5.35% to 5.65%, and have a final maturity date of
August 1, 2022. The Series 2006B bonds, which are also insured by Radian Asset
Assurance Inc., bear interest at fixed rates ranging from 4.50% to 5.00%, and have a final
maturity date of August 1, 2035.

Redevelopment Agency of the City of San José Merged Area Redevelopment Project
Tax Allocation Refunding Bonds, Series 2006C and Series 2006D

On December 15, 2006, the Redevelopment Agency issued $423,430,000 of Series
2006C and $277,755,000 of Series 2006D tax allocation bonds. The proceeds of the
Series 2006C bonds were used to current refund a portion of the Agency’s Series 1993
tax allocation bonds and advance refund portions of the Agency’s Series 1993, Series
1997, Series 1998 and Series 2002 tax allocation bonds. The proceeds of the Series
2005B bonds were used to advance refund portions of the Agency’s Series 1998 and
Series 1999 tax allocation bonds. Debt service is payable from the Agency’s tax
increment revenues.

This refunding generated approximately $22,600,000 of aggregate debt service savings
(net of available funds) and $21,700,000 of net present value debt service savings,
representing 3.1% of the refunded debt. The Series 2006C bonds, which are insured by
MBIA Insurance Corporation, bear interest at fixed rates ranging from 3.75% to 5.00%,
and have a final maturity date of August 1, 2032. The Series 2006D bonds, which are
insured by Ambac Assurance Corporation, bear interest at fixed rates ranging from 4.00%
to 5.00%, and have a final maturity date of August 1, 2023.
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City of San José General Obligation Bonds, Series 2007 (Parks and Public Safety
Projects)

On June 20, 2007, the City issued $90,000,000 of Series 2007 general obligation bonds.
The proceeds will be used to fund $22,100,000 of parks projects and $67,900,000 of
public safety projects. Debt service on the Series 2007 bonds is payable from ad valorem
taxes levied upon all property subject to taxation by the City. The Series 2007 bonds
bear interest at fixed rates ranging from 4.00% to 8.00%, and have a final maturity date
of September 1, 2037.

City of San José General Obligation Bonds Summary
As of June 30, 2007

Amount Amount

Date of Amount Issued to Authorized
Election Projects Authorized Date but Unissued
11/07/2000 San José Neighborhood

Libraries Bonds $211,790,000 $200,600,000 $11,190,000
11/07/2000 San José Neighborhood Parks

and Recreation Bonds 228,030,000 200,215,000 27,815,000
03/05/2002 San José 911, Fire, Police and

Paramedic Neighborhood

Security Act 159,000,000 146,675,000 12,325,000
Total $598,820,000 $547,490,000 $51,330,000

City of San José Financing Authority Lease Revenue Refunding Bonds, Series
2007A (Recreational Facilities Refunding)

On June 28, 2007, the Authority issued $36,555,000 of Series 2007A lease revenue
refunding bonds. The proceeds of the Series 2007A bonds were used to current refund a
portion of the Authority’s Series 1993B lease revenue bonds, current refund all of the
Authority’s Series 1997A lease revenue bonds, and advance refund all of the Authority’s
Series 2000B lease revenue bonds. These refunded bonds were previously issued to fund
several community facilities (Series 1993B), the Rancho del Pueblo Golf Course (Series
1997A), and the Los Lagos Golf Course (Series 2000B). Debt service will be paid from
several City Council District Construction and Conveyance Tax Funds, the Municipal
Golf Course Fund, and the Community Facilities Revenue Fund.

Series 2007A bonds net proceeds and cash remaining in the debt service and debt service
reserve funds of the refunded bonds were used to establish refunding escrows for each
series of refunded bonds on the date of issuance of the Series 2007A bonds. The
refunding escrows provided for the principal, call premium and accrued interest through
the date of redemption for each series of refunded bonds. The Series 1997B bonds were
redeemed on August 15, 2007, and the Series 1993B bonds were redeemed on September
24, 2007. The Series 2000B bonds are considered defeased and will be redeemed on
their first call date on August 15, 2008.
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This refunding generated approximately $3,600,000 of aggregate debt service savings
(net of available funds) and $1,300,000 of net present value debt service savings,
representing 3.9% of the refunded debt. The Series 2007A bonds, which are insured by
Ambac Assurance Corporation, bear interest at fixed rates ranging from 4.125% to
4.75%, and have a final maturity date of August 15, 2030.

City of San José Financing Authority Lease Revenue Commercial Paper Notes

On January 13, 2004, the City Council and the City of San José Financing Authority each
adopted a resolution authorizing the issuance of City of San José Financing Authority
tax-exempt lease revenue commercial paper notes in an amount not to exceed
$98,000,000. This commercial paper program was established as a mechanism for
financing public improvements of the City including the offsite parking garage for the
new City Hall and non-construction costs for technology, furniture, equipment, and
relocation services for the new City Hall. On November 9, 2004, the City Council and
the Authority authorized use of the commercial paper program to finance procurement
costs of the City’s consolidated utility billing system.

Subsequently, on June 21, 2005, the City Council and the City of San José Financing
Authority each adopted a resolution authorizing the issuance of taxable lease revenue
commercial paper notes, under the same $98,000,000 not to exceed limitation as the tax-
exempt notes. This subsequent authorization permits the Authority to issue taxable
commercial paper notes to pay for expenses otherwise authorized under the commercial
paper program, but ineligible to be paid from tax-exempt commercial paper proceeds.

On November 15, 2005, the City Council and the City of San José Financing Authority
each adopted a resolution expanding the capacity of the lease revenue commercial paper
program from $98,000,000 to $116,000,000 and authorizing the issuance of commercial
paper notes to pay a portion of the costs of the Phase Il improvements at the City’s
Central Service Yard and a portion of the demolition and clean-up costs at the City’s
Main Service Yard.

On May 22, 2007, the City Council and the City of San José Financing Authority each
adopted a resolution authorizing the issuance of lease revenue commercial paper notes to
pay for capital improvements at the City’s HP Pavilion.

Under this program, the Authority is able to issue commercial paper notes at prevailing
interest rates for periods of maturity not to exceed 270 days. The commercial paper notes
are secured by a pledge of lease revenues from various City assets and additionally
secured by a letter of credit provided by State Street Bank and Trust Company and the
California State Teachers’ Retirement System (CalSTRS).

During fiscal year 2006-07, the Authority issued $2,160,791 of commercial paper notes

for the new City Hall and offsite parking garage, $1,546,133 for technology, furniture
and relocation services for the new City Hall, $18,614 for municipal facility
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improvements, $5,089,937 for the consolidated utility billing system, and $16,052,524
for the Central Service Yard Phase Il project.

Also during fiscal year 2006-07, the Authority redeemed $590,000 of commercial paper
notes for the new City Hall offsite parking garage, $7,517,000 for technology, furniture
and relocation services for the new City Hall, $370,000 for municipal facility
improvements, and $1,402,000 for the consolidated utility billing system.

On June 30, 2007, $80,279,000 of Authority tax-exempt commercial paper notes were
outstanding at interest rates ranging from 3.70% to 3.75%. On June 30, 2007, no
Authority taxable commercial paper notes were outstanding.

City of San José, California, San José International Airport Subordinated
Commercial Paper Notes, Series A (Non-AMT), Series B (AMT), and Series C
(Taxable)

On November 2, 1999, the City Council adopted a resolution authorizing the issuance of
City of San José, San Joseé International Airport subordinated commercial paper notes in
three series (Series A -- Tax-Exempt, Series B -- Subject to the AMT, Series C --
Taxable) in an amount not to exceed $100,000,000. The commercial paper program was
established to provide an interim source of financing for the initial capital projects in the
Airport Master Plan until a permanent financing plan was finalized and implemented.

Subsequently, on April 1, 2003, the City Council authorized use of the commercial paper
program to fund costs associated with implementation of the requirements under the
federal Aviation and Transportation Security Act (ATSA).

On June 20, 2006, the City Council approved an expansion of the Airport commercial
paper program from $100,000,000 to $200,000,000 to ensure that funding would be
available for the award of the design and construction contracts related to the rephased
Airport Master Plan projects. On January 9, 2007, the City Council approved an
additional expansion of the Airport commercial paper program from $200,000,000 to
$450,000,000 to ensure that funding would be available for the award of the design and
construction contracts related to the rephased Airport Master Plan projects. Various
Airport Master Plan projects over the next several years are focused on completion of the
North Concourse Projects as well as the implementation of a Terminal Area Improvement
Program (the "TAIP"). Additionally, the Airport CP Program may be used to pay costs
related to the Airport's lease of the former FMC property and to pay debt service costs
related to the City of San José Airport Revenue Bonds, Series 2004.

Under this program, the City is able to issue commercial paper notes at prevailing interest
rates for periods of maturity not to exceed 270 days. The commercial paper is secured by
a subordinate pledge of the Airport’s revenues and additionally secured by letters of
credit provided by JPMorgan Chase Bank, Bank of America, Citibank and Dexia Credit
Local.
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During fiscal year 2006-07, no Series A commercial paper notes were issued or
outstanding. During fiscal year 2006-07, the City issued $22,048,000 of Series B
commercial paper notes and $11,287,000 of Series C commercial paper notes.

On June 30, 2007, $41,424,000 of Airport commercial paper notes were outstanding at
interest rates ranging from 3.74% to 5.35%.

Multifamily Housing Revenue Bonds

Federal tax law limits the amount of tax-exempt private activity debt that may be issued.
Prior to financing multifamily housing projects on a tax-exempt basis, these projects must
receive an allocation of the State’s private activity volume cap. The City received an
allocation from the California Debt Limit Allocation Committee (“CDLAC”) and
completed the financing for the following project.

Multifamily Housing Revenue Bonds Issuance Summary
Fiscal Year 2006-07

Date Amount Affordable
Project Name Issued Issued Units
Casa Feliz Studio Apartments 06/13/2007 11,000,000 59
Totals $11,000,000 59

Summary of Debt Issued During Fiscal Year 2006-07

The table on the following pages presents a summary of debt issued in Fiscal Year 2006-
07.
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Summary of Debt Issuance
Fiscal Year 2006-07

Size Financial Credit
Issue Date Issue (millions) Type Sale Type Advisor Bond Counsel =~ Underwriter =~ Enhancement
RDA 2006A-T Kitahata &
11/14/2006 Merged Area $14.30 Tax Allocation = Competitive Company Jones Hall Morgan Keegan Radian
RDA 2006B Kitahata &
11/14/2006 Merged Area $67.00 Tax Allocation ~ Competitive Company Jones Hall Citigroup Radian
RDA 2006C Tax Allocation
12/15/2006 Merged Area $423.43 Refunding Negotiated = Ross Financial Jones Hall J.P. Morgan MBIA
RDA 2006D Tax Allocation
12/15/2006 Merged Area $277.76 Refunding Negotiated = Ross Financial Jones Hall J.P. Morgan Ambac
Airport Airport Revenue JPMorgan
01/25/2007 Commercial Paper $250.00' Commercial Paper  Negotiated N/A Orrick Morgan Stanley Chase?
CSJ 2007A Multifamily Private E. Wagner &
06/13/2007 Casa Feliz $11.00 Housing Placement Associates Nixon Peabody N/A None
CSJ 2007 Public Financial
06/20/2007 Parks and Public Safety  $90.00  General Obligation Competitive =~ Management Jones Hall Citigroup MBIA3
CSJFA 2007A Lease Revenue
06/28/2007  Recreational Facilities ~ $36.56 Refunding Competitive = First Southwest Jones Hall Citigroup Ambac
FY 2006-07 8 Issues $1,170.05

Issuer Key: CSJ-City of San José; CSJFA-City of San José Financing Authority; RDA-Redevelopment Agency of the City of San José.
! Represents the increase in the authorized amount from $200 million to $450 million.
2 JPMorgan Chase Bank, Bank of America, Citibank, and Dexia Credit Local are providing liquidity support to the Airport revenue commercial paper program.
® MBIA has insured the bonds maturing in 2032 through 2037.
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B. Debt Planned for Fiscal Year 2007-08

The Debt Management Program has identified seven financing projects which are
expected to result in issuance of nine series of bonds or commercial paper notes totaling
over $1.0 billion by the end of Fiscal Year 2007-08. Through September 30, 2007, two
series of bonds have closed with an aggregate par amount of $725.015 million. These
financings are briefly described below and are presented in the summary table at the end
of this section. The information presented relating to the financings in progress should be
considered preliminary and used for discussion and planning purposes only.

1. Completed Financings
City of San José Airport Revenue Bonds, Series 2007A (AMT) and Series 2007B

On September 13, 2007, the City issued $545,755,000 of Series 2007A and $179,260,000
of Series 2007B airport revenue bonds (together, the “2007 Bonds”). The proceeds of the
2007 Bonds will be used to pay (and to redeem commercial paper notes issued to pay) a
portion of the costs of Phase | of the Airport Development Program at the Norman Y.
Mineta San José International Airport. Debt service on the 2007 Bonds will be paid from
General Airport Revenues and certain other funds. The 2007 Bonds are insured by
Ambac Assurance Corporation.

The Series 2007A bonds are subject to the Alternative Minimum Tax (AMT), bear
interest at fixed rates ranging from 5.00% to 6.00%, and have a final maturity date of
March 1, 2047. The Series 2007B bonds bear interest at fixed rates ranging from 4.25%
to 5.00% and have a final maturity date of March 1, 2037.

A note repayment fund for the Series B commercial paper notes, in the amount of
$32,445,512, was funded from a combination of Series 2007A and Series 2007B bonds
proceeds and will be used to redeem a portion of the outstanding Series B commercial
paper notes when those notes mature on December 6, 2007.

2. Planned Financings

Redevelopment Agency of the City of San José Merged Area Redevelopment Project
Tax Allocation Bonds, Series 2007A-T (Taxable) and Series 2007B

In November 2007, the Redevelopment Agency plans to issue an estimated $21,350,000
of Series 2007A-T (Taxable) and $186,820,000 of Series 2007B tax allocation bonds.
The proceeds of both series of bonds will provide funding for new redevelopment
projects. Debt service is payable from the Agency’s tax increment revenues.
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City of San José Financing Authority Lease Revenue Commercial Paper Notes for
Capital Improvements at the HP Pavilion

In Fall 2007, City staff anticipates issuing $8.25 million of the Authority’s taxable
commercial paper notes to pay the City’s share of capital improvements at the City’s HP
Pavilion. The City Council approved the use of the existing lease revenue commercial
paper program for this purpose on May 22, 2007. The taxable commercial paper notes
issued to pay for the HP Pavilion capital improvements are expected to be repaid over a
period of nine years with revenues generated from the HP Pavilion.

Redevelopment Agency of the City of San José Merged Area Redevelopment Project
Housing Set-Aside Tax Allocation Refunding Bonds, Series 2007A (AMT)

In winter 2007, the City anticipates issuing approximately $17 million of housing set-
aside tax allocation refunding bonds. The bond proceeds will be used to refund all or a
portion of the Agency’s Series 1997E Housing Set-Aside Tax Allocation Bonds issued to
fund loans to finance or refinance the acquisition, construction or rehabilitation of
multifamily rental housing projects. The Series 2007A refunding issuance is anticipated
to result in annual debt service savings to the City’s affordable housing program.

City of San José Financing Authority Lease Revenue Bonds, Series 2008A (4th & St.
John Garage)

The City of San José Financing Authority plans to issue approximately $37 million of
lease revenue bonds in spring 2008 to provide long-term financing for the 4th & St. John
Garage adjacent to City Hall. The bond proceeds will be used to redeem commercial
paper issued as an interim financing mechanism during the construction of the Garage.
Debt service on the Garage bonds will be paid from the General Fund, special funds, and
capital funds.

City of San José General Obligation Bonds, Series 2008 (Libraries, Parks and
Public Safety Projects)

The City plans to issue another series of general obligation bonds in June 2008. The
proceeds of those bonds would be used to fund a portion of the libraries, parks, and
public safety projects approved by voters in November 2000 and March 2002. The
timing, size, and purpose of the bond issue will depend upon the expenditure and
encumbrance needs of the various projects to be financed.

Multifamily Housing Revenue Bonds

The City submitted an application to CDLAC on behalf of the following project, with an
allocation awarded September 26, 2007:

e Curtner Studios ($8,794,969, 178 affordable units)
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The table on the following page presents a summary of debt already issued or anticipated
to be issued during Fiscal Year 2007-08.
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Summary of Planned Debt Issuance
Fiscal Year 2007-08

Size Financial Credit
Issue Date Issue (millions) Type Sale Type Advisor Bond Counsel =~ Underwriter =~ Enhancement
CSJ 2007A (AMT) Public Resources
Airport Master Plan Advisory Group/
09/13/2007 Phase | Projects $545.76 = Airport Revenue | Negotiated | Fullerton & Friar Orrick Lehman Ambac
CSJ 2007B Public Resources
Airport Master Plan Advisory Group/
09/13/2007 Phase | Projects $179.26  Airport Revenue | Negotiated Fullerton & Friar Orrick Lehman Ambac
RDA 2007A-T Tax Allocation
11/7/2007 Merged Area $21.35 (Taxable) Competitive =~ Kitahata & Co. Jones Hall TBD TBD
RDA 2007B
11/7/2007 Merged Area $186.82 Tax Allocation  Competitive ~ Kitahata & Co. Jones Hall TBD TBD
CSJFA CP Notes Lease Revenue CP State Street/
Fall 2007 HP Pavilion $8.25 (Taxable) Negotiated N/A N/A Lehman Brothers CalSTRS!
December CSJ 2005C Multifamily Private
2007 Curtner Studios $8.80 Housing Placement = CSG Advisors Orrick TBD TBD
RDA 2007A (AMT) Tax Allocation
Winter 2007  Housing Set-Aside $17.00 Refunding TBD TBD TBD TBD TBD
CSJFA 2008A
Spring 2008 Parking Garage $37.00 Lease Revenue TBD TBD TBD TBD TBD
CSJ 2008
Libraries, Parks &
June 2008 Public Safety $51.33 | General Obligation TBD TBD TBD TBD TBD
FY 2007-08 9 Issues $1,055.57

Issuer Key: CSJ-City of San José; CSJFA-City of San José Financing Authority; RDA-Redevelopment Agency of the City of San José.
! State Street Bank and CalSTRS are providing liquidity support to the lease revenue commercial paper program.
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C. Current and Anticipated Market Conditions

The Federal Open Market Committee (the “FOMC?”) held its Fed Funds target interest

rate steady at 5.25% throughout the fiscal year, but then lowered the target to 4.75% at its
meeting on September 18, 2007.

Fed Funds Rate Targets
January 1990 through September 2007
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The FOMC Statements made throughout the fiscal year suggested a bias toward
controlling inflation, but Fed Funds Futures revealed market expectations of a more
accommodative policy to stimulate economic growth. In its September 2007 Statement,
the FOMC cited the threat to economic growth from the tightening of credit conditions as
its motivation for lowering the Fed Funds target. The FOMC noted, however, that some
inflation risks remain and indicated that it would continue to monitor inflation
developments carefully.

The ratio of tax-exempt to taxable interest rates, shown in the chart below, remained

relatively constant throughout the past year, averaging about 85.3%, somewhat lower
than the historical average of 88.5%.
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Comparison of Tax-Exempt and Taxable Interest Rates

July 1997 through June 2007
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As can be seen in the chart below, tax-exempt interest rates exhibited volatility during the

past fiscal year, remaining well below their ten-year average.

Ten-Year History of Tax-Exempt Interest Rates

July 1997 through June 2007
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D. Selection of Debt Financing Teams

The selection of the financial advisor and underwriter for a financing project is generally
done in the form of a competitive request for proposal/qualifications (RFP or RFQ)
process. Written proposals are reviewed by representatives from the Finance Department
and other city departments involved with the financing and, when appropriate, by other
cities’ finance directors or finance personnel.

The Finance Department conducted a request for proposals (“RFP”) process in Fiscal
Year 2006-07 for financial advisory services in a number of specialized financing areas.
The RFP sought proposals for services as the City General Financial Advisor, the Airport
General Financial Advisor, the Affordable Housing Program General Financial Advisor,
and for the formation of financial advisory pools in the following areas: general
obligation and lease revenue financin