
. 'DISCUSSION DRAFT
Gila Project: Interim lvritten progress report for Sub-Task l: Develop Preliminarl'

Nlethod of Finance

NOTE: Al l  of  the *ork bclo*,  should he considered prel iminar l .  N{uch of rvhat
follorvs includes a "lavman's" reading of fcderal and state statutes that rvould need
to be verified by professional legal counsel.

Summarv of Entire 'f ask: Construct and present to the ISC a plan of finance ri.'licrcby
the ISC can most cost-ctTcctivcly issue debt today to flnance near-term efforts to identif-v
and evaluatc a potential "Nerv Mexico Unit" as delined b1' the Colorado River Basrn
Proiect Act ( the "Act"). Such debt u,ould be repaid using rcvcnues to be drstributed to
the ISC beginning in 2012 pursuant to the Act.

Sub-Task l :  Develop Prel iminary l {ethod ofFinance.

I.A. Dctcrmine authoriq under state larv for ISC to issue debt for contemplated
purposcs and to repav the debt from future distributions from the Nelv Mexico Lnit
Fund (the "Fund").

Sumnrary: State statutes appear to givc the ISC all the authority it needs to sell the
revenue bonds necessaly to finance any rvork done associated rvith the New Merico Unit.
to carry out that work and to pledge revenue distributcd to the New Mexico Unit Fund.
Also. the ISCI has lbur options 1br the sale of these bonds: 1) salc to a private investor or
rnvestors through a public sale; 2) sale to as prilate inr,estor or inlestors in a public salc
3 ) sale to thc Ncrv N'[exico finance authorit-v in a private sale .l) sale to tlic statc
investment offrce in a private sale. I rvill elaborate nore on the relative benefits of each
mcthod of sale under Sub-Task 2- to be completed next rveek.

o Art ic le 72-11-13 NMSA 1978 authonres thc ISC to issue "water consenat ion
rcvenue bonds" u,tth the approval of the state board ofilnance for the purpose of
paving the "costs ofrvorks" involvcd in conserving and distributing u'ater. The
tcrms "works" and "cost o1'works" are very broadl_v defined rn12-11-9 and rvould
include any requircd planning or sun'eys and rvould include the pal,mer.rt of
tinancir.rg costs. includrng fees and interest.

o Art ic le 72-14- l I  NMSA 1978 author izes t l te Lt terstate Stream Commission to
conduct an1' project. ". ..tlte cost of rvhich is to be paid ri.holly b_v-' means of or u,ith
the proceeds of revenue bonds authorized. or in connection u'ith a ggant to aid in
financing such projcct liom the United Statcs or any instmmentality or agcnc],
thereof. or rvith other ilnds provided under the authoritv of Sections 72- 1 .1-9
through 72-14-28 NMSA 1978.

e . r \ r t r c l e l2 -14 -13 .C .N \4SA l9TSs ta tcse rp l i c i t l v tha t thc lSCbonds issuedunder
thls statute may be issued and sold from time to time at a public or private sale to
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any purchaser. including the Nerv Mexico financc authority. and in such amounts
as may be detemined by the ISC-. Also, tl.re state investment ofilccr is authorized
to invest the pennanent lunds of the statc in bonds issued under this statute.

I.B. Verifl'that distributions from the New Nlerico Unit Fund (the,,Unit Fund")
may be spcnt for the purposes contemplated. including the payment of interest on
debt issued bv ISC.

Summary: The Arizona Water Settlements Act expiicitly' authOrizes the ISC to utilize
monies in the Unit Fund to cover project costs. including costs associated rvith planning
and environmental compliance activities. The Arizona Water Settlements Act, neither
specifically authorizes. nor prohibits thc issuancc ofdebt and payment ofinterest on
funds used to pay project costs. Inlonnal discussior.rs with cxpcrienced bond counsel
vielded the vreu'that the issuance ofdebt palment ofinterest to finance capital project
costs is allowed. unless specilically prohibited. A formal bond counsel opinion on thrs
point r'vould be given as parl of thc bond issuance process.

o Subsection (i) of Section 212 of the Arizona Water Scttlements Act states that
amounts madc available firtm the Coiorado Basin Projcct Fund fbr the New Mcxico
Llni t  shal l  bc placed in the Neu,Merico Unit  Fund, a State of  Nerv Mexico Fund
establishcd and administered by the N elv Mexico Interstare Stream Commission.'I'his 

subsection states in pafi that... "(u')ithdrawals liom the New N,lexico Unit
I.-und shall be 1br the purpose of paying costs of the Neu' Mexico Unit othcr r.vater
utilization altematir.es. . . . . ... including costs associated u,'ith plannir.rg and
environmental cornpliance actlvities and environmcntai mrtieation and restoration."

I.Cl. Evaluate the enforceability under federal law and financial strength of the
pledge of thc future distributions to thc New Mexico Unit Fund (the "Fund").

Summary: The federal statutory authorization fbr future distributions from the Lou er
Colorado River Basin Development Fund (thc "Dcvelopment Fund") to the Nes,Mexico
Unit Fund (the "Unit Fund") is clear. Horvever. it will take more research to determine
the strength and reliabilitv ofthat pJedge and. therefore. the likely credit rating on bonds
backed by the distributions. fhe securit-v ofthe plcdge fbr any bond issues uould be
traccable back to securitv of payrncnts made from the Development Fund to tl.re Unit
Fund. Money in the Development Fund is a complicated combination of federal
appropriations to the Development Fund fbr project construction and revenues generated
from the opcration ofthese projects bl the C--entral Arizona Inigation District (the
"District") and others.

. Scction.t03(f) ofthe Colorado Rivcr Basin Project Act as amended b1' Section 107
of the Arizona Watcr Scttlcments Act clearly authorizes paynents lrom the Lou,cr
Colorado River Basin Development Fund (the "Der,elopment Fund") to the Neu'
Mexico Unit Fund (the "Unit Fund") in an amount totaling 966 million. adiusted
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1br constructiolr costs, paid in ten equal installments beginling in 2012. The
distributions frorn the De\elopment Fund to the [,tnit Fund are to bc made annually
"without further applol4A!lp!1" and are to be credited against r.vhat the Cer.rtral
Arizona Water Consen ation Drstrict (the"District") rvould othenvisc ou'e the
Federal Govemment as repa).ment for cunstruction of the Central Anzona Project
and other projects. 'l 'he 

authorizatiot.r is clear and it is also clear that no additronal
appropriation is required for the distribution from the Developrnent Fund to thc
Llnit |und to takc placc.

Horvever, rather than being a straight pledge o1 l'ederal revenue ultirnately backing
the ISC Bonds. the plcdge rvould be of the u'illingness andr'or ability of the District,
the 1'ederal governmcnl and others to nrake pavt.nents into the Dcvclopment Fund.
fionr r.r'hicl.r the anrrual allocations arc then credited to tlte Unit Fund. The
Devclopment Fund contains a r''arietv of funds includrng appropriations lbr
constrxction of the Central Arizona Project and other projccts. Upon the
completion ofthese projects- the rer,enues eamed by such projects fiom tlie
distribution ofrvater, generation ofelectricity. ctc.. are also deposited into thc
Development Fund.

AIso. although Section ,1t)3(f) of the Clolorado Rir.er Basin Project Act. as
amcnded. states that distributions liom the Pro.lect Irund to the Unit Fund can bc
made rvithout fufiher appropriation. additional f'ederal appropriatior.r language may
be required beforc revcnues fiom the Development Fund can be used for the Nerv
N{exico Linit. Section 2103(e) of the Act states: "Revcnues credited to the
development fund sliall not be available for construction ol'the u'orks comprised
u'ithin any unit ofthe project herein or herealtcr authorized cxcept upon
appropriation by tl.rc Congrcss." Morc legal research is needed to detcmine the
irnplications of this sectior.r
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Second Progress Report
Gila Project

Nlethod of Finance
l l a rch  16 .2007

Prel iminary Financing Plan: Draft  for Discussion Purposcs Only

Project Summary: The item to be financed ts preliminarv planning and dcsrgn to
commence in 2001. for a project. knorvn as the New Mexrco Unrt. rvhich must be tluough
the plaming and design and bc rcady to procccd by 2014. Fedcral lunds tlo not becor.ne
available to the ISC for this project planning until 2012. If the project is not ready to
proceed in 2014 New Mexicu krses f'ederal project fundrng and 1.1.000 acre f'eet of rvater
rights. Since two years is not sufficient time to complete the planning process the ISC
wishes to issue bonds in 2007 to finance the initial stages of the planning and pay the
bonds otTwith the initial distribution frorn the Colorado River Basin Dcvelopment Fund
in 2012. Prelin-rir.rary discussrons indicate the need lirr approximatcly Sl million per year
for the period 2007 2012. or about $6 rnillion total (Note fbr discussion: The timing of
the 2012 pa)mcnt might bc such that only S 5 million in bonorved tunds vvould be
needed).

Preliminary Financing Plan: Based on prelin.rinary discussions rvith statf of the NMFA
and private sector financial expeds. the most cost-effective rnethod ofraising the 56
million in project funds rvould be through the issuance by ISC ofzero-coupon (or capital
apprcciation) burds in an al.nount equal to ti6 million. plus enough additional bonds to
cor.'er required resen e funds ancl thc legal and marketing costs of thc bond issuance.

By defrnition, zero coupon bonds do not pay interest prior to maturity. The purchaser of
the bonds reccives one payment at maturity. That pa).mcnt includes original principal
plus interest, which is accmed and compounded semi-annuallv at the interest rate llxed a(
rssuance. Therelbre. the ISC bonds would besold in 2007 rvith no payments due until the
distnbutions start in 201 2

For thrs inrtial illustration of markcting altematives, this erample assumes a single 2007
bond issue to raise thc cntire amount. I1'the ISC is not sure of the amount needed during
the five year pcriod, multiple bond issues could be sold during the perrod 2001 - 2012.
Thc dccision as to number ofissues also relates to the balancing ofthc costs of eacl.r
additional transaction, the lnterest costs on borrorved funds and thc interest eamed on
bond proceeds that arc inlested pending their use. All these cost variables change w.ith
the tvpe of sale, as well as rvhether the bonds are structurcd to be lederally tax-cxempt
because of the investment restrictions on proceeds oftax-exempt bond issucs. Future
analyscs u'ill include more detatled discussions ofthese costs. as more data becomes
available on the actual costs of cach marketing altemative.

A prclimrnary presentation of the alternatit es is rncluded in Table I , which is included as
a separate attachment. (Note: Thc figures tn Table I are verv rough estimates and should
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be used firr preliminarv discussion pulposes only. The estimates will be rcfined as thc
anall,sis progresses.)

Bond Nlarketing Alternatives

Introduction

State statutes appear to give the ISC all the authority it needs to sell the rclcnue bonds
lecessarv to finance any work donc associatcd u'ith the Ne'"v Mexico Unit and authorizes
the fbur marketing options outline in Table I :

o Arlicle 72-11-13 NMSA 1978 authorizes thc ISC to issue "watcr consen,atior.r
rcvenue bonds" rvith the approval of the statc board offinance for the purpose of
paying the "costs ofworks" inr,olved in conservit.rg and distributing rvater. The
terms "works" and "cost ofrvorks" are vcrv broadlv defined in 72-14-9 and r.vould
include anv required planning or sur-ve.vs and would include the pa_vment of
financing costs, including f'ees and interest.

o Article 72-11-13.C. -r-N,lSA 197[J states explicitly that the ]SC bonds issued under
this statute mav be issued and sold frorn time to time at a public or private sale to
anv purchaser. including the Ncrv Mexico finance authority. and in such amounts
as may bc detcnnined by the ISC. Also. the state investmcnt of flcer is authorized
to invest the pemanent I-unds ol the state in bonds issucd under this statute.

For the purpose of comparing the marketing alternativcs. it is assumed that a singlc bond
issue rvould be sold by the ISC in 2007 and u'ould mature in 2012.

The amount of accmed interest due at the end of tive years would dcpctrd on the interest
rate on the bonds and thc size of tl.re bond issue, rvhich in tum depends on the amount
bonon'ed in additron to the $6 million to pay the costs of the transaction. Initial
estimates place the amount of principal and interest requircd to be repaid in 20 I 2 at
betu,een S7.3 mi l l ion and S7.9 mi l l ion. depending on method o1'sale and purchascr of  the
bonds.

Sale to NNIFA

Preliminarv estimates, based on the best infbnr.ration available toda-v. indicate that the
sale of the ISC bonds to the NMFA would be the most cost effective. The NMFA u,ill
offer the lorvest interest rate, 3.9% toda-"-, at.rd u'ould pay all the ISC's legal and financral
advisory costs of structuring the bond issue anrl placing it with the NMFA.

. Thc NMFA offers all its borrorvers insured AAA tax-exempt rates. rcgardless of
their creditwofi liiness.

. The NMFA also pays up to 5200.000 in borrowing costs. including the costs of
structunng bond issues that they purcl.rase.

Total  bonds sold would equal 56 mi l l ion. wi th no issuance costs rncluded. About $ 1.28
rnillion in intercst u,ould acorue over thc fir'e years thc bonds are outstanding and be paid
along rvith the repaunent of the 56 rnillion in bond pri:ictpal.
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Publ ic Sale

'fhe 
ISC could issue the tax-exempt bonds tn a public sale to prir,ate investors and,

bccause of the strong revenue pledge backing the bonds, get close to the same ratc as that
off'ered b1 N\4FA.

However,  structur ing and markettng the bond jssue would cost about S 161.000 in
consultant fccs. Further. this does r.rot rnclude the cost in ISC board and staff time
required to hire and supen,ise the required consultants. and to coordinate the public bond
lssuance process.

Almost S6.2 rni l l ion in bonds rvculd be sold.  ."v i th the addit ion of  the $161.000 in
issuance costs to the project amount. 

'l 'he 
financing ofthcsc issuance costs and a slightll'

higher interest ratc u,ould increase the interest paid to about S 1 .35 rnillion.

Private Sale/Placement

The ISC can cut issuance costs almost rn hal f .  to an est imated S85.000 by issuing the
bonds in a private sale to a private investor. I-egal costs arc less bccause t-ederal lau,
requires far less legal disclosure since the bond issue is being sold pnvately and not as a
publicly traded securit,v. Also, the purchaser rvould pcrfonn his,'her own credit anall'sis
rather than relying on a credit rating and the bonds n'ould not require the rnarkcting b1'
bond undenr,riters that is involr'cd in a public sale.

Hower.'er, what is saled in bond issuance costs by selling thc bonds privately. uould
likely be more than offset by,a higher interest rate on the bonds. Total bonds sold r.vould
equal about S6.1 rni l l ion. rv i th issuance costs.  About! l . ,s2mil l ioninintcresttrould
accrue over the llve vears the bonds are outstandir.rg.

Purchase of thc Bonds as Invcstments b1' the State Investment Office

Lookrng at onl l '  the transact ions cost of  the bond issue. the sale of the bonds to thc SIO
u,ould probably be the next lo$,est-cost altemative to a sale to the NMFA. The bond salc
u'ould require onlv an estimated S55.000. due in large part to thc fact that this sale of
bonds would be from or.rc statc agcncy to another. Ho.uvcver. the rate rcquired by the SIO
u'ould likclv be much higher than that requircd b;-'the NMFA and the other tax-excmpt
bond sale alternativcs.

The SIO, in purchasing an investrrent. has the fiduciary responsrbil;ty to seek tl.re highcst
1,ield possible. Since the SIO is not subjcct to f'edcral income taxes. it has no incentive to
accept lou'er interest earnings because the eamings are exempt from fcdcral taxation.

The S.lO u'ould likely requirc a "taxablc" rate \\'ith a realistic risk premium. For purposes
ofthis comparison the rate is expected to be I percentage point above thc interest rate oll
U.S. Treasurv securities. or about 5..196. (Note: Thc SIO is authorized bv law to accept
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loucr "differential" ir.rterest rates in cefiain limited cases. We have not explored that
possibi) i ty.  but rv i l l  do so as this f inancing progresscs.) .

The 555.000 ir.r issuanoe costs would mean a total bond issue of 56.055.000. The 5.49lo
rntcrcst rate rvould result in the accrual of about S1.E5 million in interest over the fir,e
ycars the bonds are outstanding, highest among the altcmatlves.

Sor.r.re of the differcnce in the rate offcred by thc SIO and tlte tax-exempt altcmatives
could bc made up in invesh.nent eamings on the proceeds, because of the restrictions
placed on the investment of the proceeds oftax-exempt bonds. Horvever. there is also a
good possibilitv that thc NMFA, as thev have done in the past, riould offer a tax-excmpt
equrvalent ra1e, but purchase the sccuritics as "taxable" securities. avoiding invcstment
resIncIlolls.
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. that the also issue the tax-exempt securities
Pledged Revenue: l'en annual distributions of $6.6 rnillion (adjusted for increases in
constrxction costs between 2005 and 2012) beginning in 2012 fiom thc Lorvcr Colorado
River Basin Devclopment Fund to the New Nlexico Unit Fund.

o Cunently income to the Developnrent Fund tiom the District is projected to be about
S50 rni l l ion annual ly.  rvr th a balance avai lable in 2012 ofabout $500:ni l l ion from
which to make an cstimated 59 million distribution (56.6 million. adjustcd for
construction cost rnflation) distribution to the Unit Fund and. therefore. to make the
$6.2 rnillion debt sen'ice palment.
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Section 403(f) ofthe Colorado Rivcr Basin Project Act as amcnded by Section 107 of
the Arizona Water Settlements Act clearly authorizes payments from the l_ou'er
Colorado River Basin Development Fund (the "Developrnent Fund") to the Ncu'
Mexico Unit Fund (the "Unit Fund") in an amount totaling 566 million. adjustcd for
construction costs, paid in ten equal installments beginning in 2012. 

'fhc 
distributions

from the Development Fund to the Unit Fund are to be made annually "without furlher
appropriatron" and are to bc creditcd against wlrat tl.re Central Arizona Water
Consen,ation Drstrrct (the"District") would otherrvisc ou.e the Federal Govemrncnt as
repalment {br constmction of the C'cntral Arizona Project and other projects. Thc
authorizatior.r is clear and it is also clear thal no additional appropriation is required 1br
the drstribution fiom thc Dcvclopment Funcl to the Unit |und to takc place.

Horvcver. rather than bcing a straight pledgc of fedcral relenue ultin.rately backing thc
ISC Bonds. the pledgc s,ould be of the u'illingness and,,or abilitv of the Distnct. thc
t-ederal govcmment and others to tnake payments into the Det,eloprnent Fund. fiom
r.vhich the annual allocations are then credited to the Ljnit Fund.

o Thc Der,elopment Fund contains a varicty of funds including appropriations t'or
c(n.rstrxction of the Central Arizona Project and other projects. Upiln thc completion
ofthese projects. thc ro'cnucs camcd b-v such projects frorn the distribution of u.ater.
generatiolr of electricity. etc.. are also deposited into the Devclopment Fund.

Debt sen ice would be pavable liom

I.A. Authoritv under state larv for ISC to issue debt for contemplated purposes and
to repa)'the debt from future distributions from the Nerv llexico Unit Fund (the
"Fund").

I.B. Pledged Revenue: Annual distributions to the Nerv ]lexico Unit Fund (the
"Unit Fund") created pursuant to the Arizona Water Settlemcnts Act made from
the balance in the Colorado Basin Proiect Fund

Summar\': The Arizona Water Settlements Act explicitlv authorizes the ISC to utrlize
monies in the Unit Fund to cover project costs. including costs associatcd'"vith plarl.ring
and environmental cornpliance actir,ities. The Arizona Water Settlelnents Act. neither
specifically authorizes. nor prohibits the issuance ofdcbt and payment of inlerest on
funds used to pay project costs. Infonnal discussions rvirh experienced bond counsel
yielded the vieu that the issuancc ofdcbt pa1'r.r.rent ofinterest to finance capital projecr
costs is allorved. uniess specificallv prohibited. A formal bond counsel opinron on this
point rvould be given as pafi ofthe bond issuance process.
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o Subsection (i) of Section 212 of the Arizona Water Settlements Act states that
amounts made available fiom the Colorado Basin Project F-und for the Ncrv Mexico
l-tnit sha]l be placed in the Neu,Mexico L,'nit Fund. a Statc of Ncrv Mexico Fund
established and administered bl the Neu' Mexico lnterstate Stream Commission. l'his
subsection states in pafi that. . . "(w)ithdrar.vals fiom the Neu' Mexico L-lt.rit Fund shall
be 1br the purposc of pa-vir.rg costs of the Nerv Mcxico l-lnit other',r,ater utilization
altcmatives. . . . . ... rncluding costs associatcd ri.'ith planning and enr.ironrnental
compliance actrvities and environmental mitigation and restoration."

I.C. Evaluate the enforceabilitv under federal larv and financial strength of thc
pledge of the future distributions to the Ne\l, Nlexico Unit Fund (the "Fund").

Summarv: Tlre f'edcral statutorv authorization lbr future distributions tiom tl.re Lower
Colorado River Basir.r Development Fund (the "Development Fund") to the Nelv Merico
Unit Fund (the "Unit Fund") is clear. I'he security of the plcdge lbr any bond issucs
would be traceable back to sccurity of payments made l}om the Der.elopment Fund to the
Unrt Fund. Moncy in the Devclopmcnt Fund is a complicated cornbination of federal
appropriations b the Developrnent Fund for projcct construction and revenues generated
from the operation ofthcsc prqects by the Central Arizona lrrigation District (thc
"District") and others.

r Section 403(f) of thc Colorado Rir.er Basin Project;\ct as amended by Section 107 of
the Arizona Water Settlements Act clearll, autliorizcs pavments from the I-orver
Clolorado River Basin Dcvelopmcnt Fund (the "Dcr,elopment Fund") to the Nerv
Mexico Unit Fund (the "Unit Fund") in an amount totaling $66 million. adjusted fbr
construction costs, pard in ten equal installments beginning in 2012. The clistnbutions
liom the Development Fund to the L'nit Fund are to be made annualll,' "u,rtl.rout funher
appropriation" and are to be credited against rvhat the Central Arizona Water
Consen'ation District (the"District") u'ould otherrvise ou c thc Fcderal Gor emment as
repa-vment for construction of tlie Central Arizona Projcct and other prrlects. The
authorization is clear and jt is also clear that no additional appropriation rs required for
the distribution from the Development Fur.rd to the tJnit Fund to take place.

. Holvever. rather than beir.rg a straight pledge of fcderal revenue ultimately backing the
ISC llonds, thc pledge would bc of thc urllingncss and,/ur abilitl 'of the District. the
federal govemment and others to make pa\'mcnts into tltc Development Fund. from
rr l.rich the annual allocations are thcn credited to the LInrt Fund. The Dclelopmenl
Fund contains a r. ariet.v offunds including appropriatlons for construction of the
Central Arizona Projcct and other projects. Llpon the completion ofthese projects. the
revenues eamcd b1'such projects liom the distribution ofu'ater. generation of
elcctricit-v. etc.. are also deposited into the Der.elopment Funcl.

o .,\lso. although Section 403(1) of the Colorado River Basin Projcct Act. as amended.
statcs that distributions fi'orr.r the Project Fund to the Unit Fund can be made rvithout
lurther appropriation. additional federal appropriation language ma1' be required
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Second Progress Report
Gila Project

Nlethod of Finance
N la rch  16 .2007

Prel iminar l '  Draft :  For Discussion Purposes C)nh

Project Summar,r': The item to be financed is prelirninary environmcntal assessments
and other planning etTofis fbr a project. knorvn as the Ner.','N,lexico Unit. 

'fhe 
project

rnust be thror-rgh the planning and design and bc readv to proceed by 201.:1. Funds
allocated fiorn thc Colorado River Basin l)evelopment Fund (thc " Development Fund')
lirr thesc purposes do not become available to thc ISC until 2012. For discussion
purposes the distributions fiom the Development |und arc estimated to be approrimately
S8 million - 59 rnrllion per .vear for ten vears (56.6 rnillion plus indexing for construction
cost increases). lf thc projcct is not ready to proceed in 201.1. Ner'" N4exico loses
additional allocations fiom the Devclopmcnt Fund ancl an additional 1.1.000 acrc fect of
u,ater rights. Since t\\,o years is not sufflcient time to complete the environmcntal
assessment and planning process, the ISC plans to issue bonds in 2007 to finance the
initial stages of the process and pay the bonds off r'"'ith the initial distribution(s) iiom rhe
Development Iiund. Preiiminary discussions indicate thc need fbr approxin.ratel-"- S 1
nrillion per year lbr the period 2007 2012. or about 56 million total (Note for
discussion: 

' fhe 
trming of the 2012 payment might bc such that only $ 5 mi l l ion in

bonowed funds would bc needed. Also. if rve want to be conservative u'e could have the
bonds tnature in 2013, so that t\.\,o distributions from the Fund rvould have been made).

Preliminarl' Financing Plan: Initial rnvestigatron indicates that tlie most cost-eff-ectir.'e
method of raisine the $6 million in project funds u'ould be through the issuance b_"- ISC ol'
zero-coupol.l bor.rds in an amount equal to 56 milhon. plus cnough additronal bonds to
cover rcquired reserve funds and the legal and marketing costs of the bond issuance.

R,v definition. zero coupon bonds do t)ot pay interest prior to maluritv. The purchaser of
the bonds receilcs onc payment at maturity. That payment includes original princrpal
plus accrued interest. rvhich is corrpounded semi-annually at the interest ratc fixed at
issuance. Therefbre. the ISC bonds u'ould be sold in 2007 with no pa-vments clue until the
distr ibut ions star l  rn 2012

l'his initral cornparison offinancing altematives assumes a single 2007 bond issue to
raise the entire 56 mrllion in prqect funds. If the ISC is not sure of thc arnount needed
during the llr' 'e vear period. multiple bond issues could be sold during the period 2001 -
2012. The decision as to number of issues also relates to the balancing of  the costs of
each addrtional transaction. thc intcrcst costs on bonorved lunds and the interest eamed
on bond proceeds that are invested pending their use. All these cost variables change
rvith the type of sale. as rvell as rvhether the bonds are issued as federally tax-exempt
because of tlie investmcnt restrictions on proceeds oftax-exempt bond issues. Futurc
analvses ri,ill include more detailed discr-rssions ofthese costs. as more details of the
financing are detenr jned.
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A prelnnrnary prescntation of the altematives is included in Table 1. rvhich is included as
a separate attacfunent. (Note: The frgures in Table I arc r,erv (rugh estimates and should
be used for preliminary discussion pulposes onl1,. The estimates rvill be re{lncd as the
analvsis progresscs. )

Bond i\'Iarketing Alternatives

Introduction

State statutes give the ISC the authority to sell the re'"'enue bonds necessary to finance
an,v u'ork donc associated lvith the N er.r, N{ericit Unit and authorizes the {irur marketing
optrons outline in Table I :

o Artrc le l2-14-13 NMSA l97E author izes thc ISC to issue "water conscn at ion
revenue bonds" rvrth the approval of the state board offinance fbr thc prupose of
payrng the "costs ofworks" involved in conserving and distributrng water. The
terms "rvorks" and "cost of works" are very broadly defincd rn 72-1\t) and would
includc any required planning or survevs and u,ould include the pa1'ment of
financing costs, includir.rg fees and interest.

o Ar l ic le 72-1.1-13.C NMSA 1978 states cxpl ic i t ly that the ISC bonds issued under
thls statute may be issucd and sold froln time to time at a public or private sale to
any purchascr. includtng the Nerv Mexico finance authoritv, and in such amounts
as may be dctcrmined b_v- the ISC. Also. the state in\restntent officer is authorized
to invest the pemanent funds of the state in bonds issued under this statutc.

For the purpose of corrparit.rg the rnarketing alternatives. it is assumed that a singlc bond
issue rl'ould be sold by the ISC in 20ti7 and r.vould mature ir.r 2012.

Thc anrour.rt of accnred intercst duc at the end of tive years rvould dcpend on the interest
rate on the bonds and the size of the bond issut. rvhicl.r in turn dcpcnds on the antount
bonowed in addit ion to the $6 mi l l ion to pay the costs of  thc transact ion. In i t ia l
estimates placc the anount ofprincipal and interest requircd to be repaid in 2012 at
betlvcen 57.3 million and $7.9 million. depending on method of sale and purchaser of tlte
bonds.

Sale to NMFA

Preliminarl' estimates. based on the best intbrmation available toda1,. indicate that the
sale of the ISC bonds to the NN{FA would be tlic most cost efl'ective. The NMFA rvill
offer the lowest interest rate. 3.9% today. and u,ould pay all the ISC's legal and financial
advisor.v costs of structuring the bond issue and placing it rvith the NMFA.

. The NMFA off-ers all its bonou'ers insured AAA tax-cxemDr rates. resardless of
their creditworthiness.

o The NMFA also pays up to 520{.).000 in borrou'ing costs. including the cosrs of
structuring bond issues that they purchase.
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Total bonds sold rvould equal S6 million. r.vith no issuance costs included. About S 1.28
million in interest rvould accrue o\,er the 1ir,e -v.-ears the bonds are outstanding and be paid
along urth thc repayrncnt of the $6 million jn bond principal.

Initial discussrons u,ith the NMFA havc been positive. Horvcver. belbre cornmitting to
buvthebonds, they r .vould require clar i t icat ion bytheir  legal  stafTin trvo areas: l )
',r{rether the pro1ect constitutes a "capital projcct" for pu4roses of tl.reir authorization to
bu1, the ISC bonds. and 2) whether the authorization for erpenditure offunds distributed
fron-r the Der-elopment Fund includes the pa)ment ot debt servicc on bonds issucd to fund
a project. The next step in moving foruard with the NMFA rvould be to formally ask fbr
these detenninations.

Public Sale

Thc ISC could issuc the tax-exempt bonds in a public sale to the private bond market ant1.
because of the strong revenue plcdge backing the bonds- get closc to the samc ratc as that
ol}'ered by NMFA.

Horvever. structuring and marketing the bond issue rvould cost about $ I 6l .000 in
consultant fees. Further. this does not include the cost in ISC board and staff time
required to hire and supen,ise the required consultants, and to coordinate the public bond
issuance process.

Ahnost 56.2 mi lLon in bonds u ould be sold.  wi th the addit ion of  the $ I  61 .000 in
issuance costs to the project amount. The financing ofthese issuance ct-rsts and a slightly
higher inler est rate rvould increase thc intcrest paid to about $ I .3 5 million.

Private Sale/Placement

The ISC can cut issuance costs almost in half. to an cstimated 585.000 b-v issuing the
bonds in a privatc sale to a pri.,'ate investor. I-egal costs are less because federal law
rcquircs far lcss legal disclosure since the bond issue is being sold privately and not as a
publicly'traded securitv. Also. the purchaser rvouid perfon.u his,'her orvn credit analysis
rather than relyir.rg on a credit rating and the bonds would not require the nrarketing by'
bond undervriters that is inr.'olved in a public sale.

However. r.vhat is sar"ed in bond issuancc costs by selLng the bonds privatell'. could be
more than olTset bv a higher interest rate on the bonds. Total bonds sold rvould equal
about 56.I  r .n i l l ion. rv i th issuancc cosls.  AboutS1.-52mil l ionininterestu'ouldaccrue
over the five years thc bonds are outstandir.rg.

Purchase of the Bonds as Investments by the State Investment Office

Looking at only thc transactions cost ofthe bond issue. the sale of the bonds to thc SIC)
u,ould probabl"v- be the next lo$,est-cLrst alternative to a sale to the N\4FA. The boncl sale
u ould require onl-v an estimated S55.000 in issuance costs. due in largc part to the fact
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that this sale ofbonds u,ould be from one state agency to another. Ho.,r,ever, the rate
requircd b-v the SIO rvould likely be much higher than that required by the NMFA and thc
u the r  t l r - c r cmpt  bond  s r l e  r l t cma t i r  c ' .

The SIO, in purchasing an investrrent. has the fiduciary responsibility to seek tl.re l.righest
yield possible. Sir.rce the SIO is not subject to t'ederal income taxes. it has no incentive to
accept lorver interest earnings because the eamings are exempt from federal taxation.

The SIO would likely require a "taxable" rate .,vith a realistic risk prernium. For purposes
of this cornparison thc rate is cxpected to be 1 percentage point above the intcrest rate on
LJ.S. Trcasury securities, or about 5.,1%. (Notc: The SIO is authorized by larv to acccpt
lower "dif'ferential" interest ratcs in ceflain limited cases. We have not explorcd that
possibilitl. but u'ill do so as this financing progresses.).

The S55,000 in issuance costs $,ould mean a totai  bond issue of56.055.000. The 5..1%
interest rate u.ould rcsult in the accrual of about 51.85 million in interest o."er the five
years thc bonds are outstanding, highest among thc altematrves.

Some of the diff'erence in thc rate o1}'ered by the SIO and the tax-exempt altcmatives
could be made up in investrnent eamings on the proceeds- becausc of the restrictions
placed on the investment of the proceeds oftar-erernpt bonds. Holvever, there is also a
good possibrlitv that thc NMFA. as they have done in the past, would o f1i:r a tax-exempt
equivalent rate. but purchasc the securities as "tarable" securities, avoiding investment
restnctlons.

Next Steps:

I u'ill continue to refine these alternatives. I am getting more documentation fiorr Randy
Chandler on the details of thc revenue distribution so that thc Nlv{FA. the SIO and an1'
others that might bc involvcd in the financing can get comfortable u'ith the SIO's
authority to issue bonds lbr this projcct and the security o1'the revcnue to be the pledged
to thc bonds. I'"vill au,ait a go-ahead from you before I give any documents to anyonc for
their revie',v.
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