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Basics of Escrow Structuring and Procurement

® Whatis an escrow?
 Portfolio of securities pledged to pay debt service on a specific set of liabilities.
@ Why are escrows important?
« Escrow yield is one of the two major drivers of savings on a refunding transaction.
» Appropriate strategy might save millions of taxpayer dollars.
® What are “SLGS”?
» United States Treasury Securities, State and Local Government Series (SLGS).
 Designed to help issuers comply with arbitrage regulations while having easy access to Treasury securities.’
» Purchased directly from U.S. Treasury Department via SLGSafe System.
« Time Deposit (fixed rate).
« Demand Deposit (variable rate and tax-exempt).
@ Open-market securities are purchased in the secondary market from broker-dealers.

* Important to run a competitive bidding process and show evidence of fair market value purchases.

" Source: Treasury Direct, About the State and Local Government Series Securities.
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https://www.treasurydirect.gov/government/slgs/#:%7E:text=The%20State%20and%20Local%20Government%20Series%20(SLGS)%20securities%20program%20was,proceeds%20in%20higher%20yielding%20investments.

Understanding SLGS and Open-market
Treasuries
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Relationship Between Open-market Treasuries and SLGS

® SLGS rates are set daily by 10:00 a.m. Eastern and are fixed for the day regardless of market conditions.

® SLGS Rate Interpolation

« The SLGS Regulations state that SLGS yields are set one basis point below open-market Treasuries, but the spread
varies considerably due to a number of technical factors.

* Interpolation of the SLGS curve is imperfect and should be carefully monitored.

@ Open-market securities trade throughout the day and vary in yield — sometimes considerably.

* The relationship between SLGS and open-market securities can dictate the optimal investment strategy for issuers.
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Relationship Between Open-market Treasuries and SLGS (cont.)

@ |Intraday volatility can materially alter the spread between open-market Treasuries and SLGS.
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Poll Question #1

@ |Itis crucial to understand the relationship between SLGS and open-market securities in order to determine the optimal
investment strategy for an escrow.

A. True

B. False

© PFM
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Maturity Considerations — Comparing Apples & Oranges

@ With the current inverted yield curve, the “maturity buckets” of SLGS may provide benefit relative to open-market
securities. The opposite is true in a normal, upward sloping yield curve environment.
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» Due to the forward settlement of escrow security purchases, open-market securities often provide incremental yield
compared to comparable maturity SLGS in an upward sloping (“normal”) yield curve environment.

* Opposite effect from the current yield curve, which is inverted.
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Escrow Pricing — Impact of Forward Settlement

¢ Example #1: Two-year Treasury Note for one month forward settlement in an inverted yield curve environment.

@ Opposite impact in an upward sloping (“normal”) yield curve environment.
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Forward Pricing Analysis

/s L Trade Date [IOEMEIE  CUSIP 91282DK4  ISIN USO1282CDK45

—1]) IEE WL 1) Forward Breakeven Pricing Table

Trade Information

Settlement Date [ 10/31/24]al
Settlement Price
Settlement Yield 4.091616

Repo Rate (ACT/ KU~ ) L] %
Face Amount [ 1000 B
Termination Date [ 12/02/24]=

B/E Repo Rate 4.88000
Profit/Loss Analysis

Spread [
I

Net Profit/Loss
Forward Price 04.685164 ELEARA
-0.302351 EIRILES

Price Drop
Fwd Yld v 4050676
Yield Drop 4.0940bp

otes |

®@ Bump Dates for Weekends/Holidays
B Reinvest Coupons

Comp Method @ CD © Proceeds ® Scientific

Term (# Days)

Invoice Payment
Settlement
Termination

949,053.53

946,920.32

Net Change -2,133.21

Source: Bloomberg.
For illustrative purposes only — actual results may vary considerably.
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Escrow Pricing — Impact of Forward Settlement (cont.)

¢ Example #2: Three-month Treasury Bill for five months forward settlement in an inverted yield curve environment.

@ Again, opposite impact in an upward sloping (“normal”) yield curve environment.
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Trade Information

Settlement Date [ 10/31/24[s

Settlement Discount @ Bump Dates for Weekends/Holidays
Sefttlement Yield 4,286682 @ Reinvest Coupons

Repo Rate (ACT/ v ) XL Comp Method @ CD © Proceeds ® Scientific
Face Amount 1000 B

Termination Date [ 04/01/25]a Term (# Days)

B/E Repo Rate 4.88000

Profit/Loss Analysis Invoice Payment

Spread B Settlement
Net Profit/Loss L Termination 991,098.77
Forward Discount 3-06+

Price Drop -2-00  Net Change 20,008.77
Discount Drop

Fwd Yld v

Yield Drop 100.8554bp

Notes

Source: Bloomberg.
© PFM For illustrative purposes only — actual results may vary considerably. 10
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Poll Question #2

@ Forward settlement of open-market security escrows hurts pricing in an inverted yield curve environment and helps
pricing in a normal, upward sloping yield curve environment.

A. True

B. False

© PFM
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Potential Value In Escrows From Other Sectors

¢ Permitted investments for escrows tend to be very conservative and are often limited to direct obligations of
the U.S. Government, but consider other options if permitted:
+ Government Sponsored Enterprises (GSEs) — often referred to as “Agencies”.

» Usually created by an act of Congress and includes obligations of Fannie Mae, Freddie Mac, the Federal Home
Loan Banks, etc.

* Resolution Funding Corporation Interest STRIPs.
» Securities created as part of the Savings & Loan bailout that are guaranteed by the U.S. Government.
« US Agency For International Development Bonds (US AlDs).
« Sovereign debt obligations that carry a U.S. Government guarantee.
« Examples include bonds issued by Israel and Ukraine.
« U.S. Government guarantee payment lag of 3 business days must be taken into account.
« Consider adding an extra day or two to be conservative.

« Can create challenges with date matches to corresponding liabilities.

© PFM
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Other Potential Value Opportunities

@ Two other ideas for enhancing value in cash defeasance escrows:
* Yield restriction blending

« ldentify if any negative yield restriction liability exists from previous investments associated with the bonds (older
cash defeasance, project fund with temporary period expired, etc.).

* Demand Deposit SLGS

+ Tax-exempt investment that allows an issuer to keep all of the earnings even if the yield exceeds the arbitrage
yield.

» Consider reinvestment risk carefully because of potential Fed action.

« Spread and time horizon are both very important.

© PFM
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Effect of the Public Debt Limit on SLGS

® The Federal debt limit is set to be reinstated on January 2, 2025 ', potentially triggering the suspension of the SLGS
program.

® When the government approaches or hits the debt limit, the Treasury can enact extraordinary measures.
* One of these measures is suspending the SLGS program.

® Since 1995, the SLGS window has been closed sixteen times, for periods ranging from 24 hours to 235 days.2
* Most recent suspension was from May 2, 2023 — June 5, 2023.
« SLGS subscriptions placed prior to window closure will be honored assuming no change to previous policy.

@ Without access to SLGS, issuers are forced to structure escrows for refundings and defeasances with open-market
securities or cash (very high opportunity cost in this interest rate environment).

" Source: CRS Report. (October 4, 2024). A Binding Debt Limit: Background and Possible Consequences.
2 Source: Treasury Direct. FAQs for SLGS.
© PFM
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“Security-by-security”

@ Strives to obtain the best price possible on each individual security.

 Particularly valuable for portfolios containing multiple large securities and/or various security types
because different broker-dealers sometimes specialize in different types of securities (e.g. T-Notes
vs. T-STRIPs).

@ Allows for optimal combination of SLGS and open-market securities (when SLGS program is
available).

@ Price transparency allows for allocations to specific sub-portfolios for accounting and/or tax purposes.
+ Fair market value established for each individual security rather than an entire portfolio.
@ Allows for incremental competition from broker/dealers who do not participate in all-or-none bids.

@ Competition may be lacking if you are buying many small securities and/or providers are very busy
because of a SLGS program suspension or lower interest rate environment.

© PFM 17
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“All-or-none”

@ May allow for faster and more efficient execution depending on size, complexity, and how busy
potential providers are.
» SLGS suspension significantly increases volume.

@ Securities deliveries only need to be coordinated with one broker/dealer.

@ May achieve better pricing on smaller portfolios and/or portfolios with many small securities (“odd lots”).

@ Bidding agent fee may be lower because modeling and execution are more straightforward.

© PFM
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Poll Question #3

@ Which of the following is not true about escrow bidding methodologies?
A. In all-or-none bidding, securities deliveries only need to be coordinated with one broker-dealer.

B. The bidding agent fee may be lower in an all-or-none bidding process because modeling and execution are more
straightforward.

C. Security-by-security strives to obtain the best price possible on each individual security.

D. Issuers should choose a certain methodology and stick with it over the years.

© PFM
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Maximizing NPV Savings via Call Date Optimization

@ Due to the high-interest rate environment, unrestricted current refundings can potentially benefit from
investing in SLGS at yields in excess of corresponding arbitrage yields.

® Common misconception: If the arbitrage yield is lower than the SLGS yield, an issuer should invest in
Time Deposit SLGS for as long as possible.

© PFM

* Issuers should consider how to maximize their NPV savings.

« Why is this wrong? Must consider the cost of keeping the refunded bonds outstanding vs. the
interest earned on the SLGS.

Yield Arbitrage Refunded S5LGS )
Restricted Yield Coupon Yield Best Solution
No 3.5% 5% 5.5% Time Deposit SLGS for longest duration
No 3.5% 5% 4.5% Call refunded bonds ASAP

* Always consult with advisors and legal team.

* More challenging/dynamic now that short-term interest rates are dropping!

« Can even consider different call dates for different individual bonds depending on coupon rates.
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Important Disclosure Information
ABOUT PFM

PFM is the marketing name for a group of affiliated companies providing a range of services. All services are provided through separate
agreements with each company. This material is for general information purposes only and is not intended to provide specific advice or a
specific recommendation. PFM does not provide tax, legal or accounting advice.

Financial advisory services are provided by PFM Financial Advisors LLC, a registered municipal advisor with the Securities and Exchange
Commission (SEC) and the Municipal Securities Rulemaking Board (MSRB) under the Dodd-Frank Act of 2010.

Swap advisory services are provided by PFM Swap Advisors LLC which is registered as a municipal advisor with both the MSRB and SEC
under the Dodd-Frank Act of 2010, and as a commodity trading advisor with the Commaodity Futures Trading Commission. Additional
applicable regulatory information is available upon request.

Consulting services are provided through PFM Group Consulting LLC. PFM’s financial modeling platform for strategic forecasting is
provided through PFM Solutions LLC. A web-based platform for municipal bond information is provided through Munite LLC.

PFM Group Consulting LLC clients, which may have been listed, were selected based on non-performance-based criteria to show a
representation of clients. A full list is available upon request. The list of clients is for informational purposes only and does not constitute an
endorsement or testimonial.

For more information regarding PFM’s services or entities, please visit www.pfm.com.

Special disclaimer regarding the research and forecasts included in today’s presentation: This research and any forecasts are based on
current public information, as of the date of this presentation (or as of such date as may be specified in the presentation), that we consider
reliable, but we do not represent it as accurate or complete, and it should not be relied on as such. The information, opinions, estimates
and forecasts contained herein are also as of the date hereof and are subject to change without prior notification.

Case studies are provided for information purposes only and do not constitute specific advice or a recommendation. Opinions, results, and
data presented are not indicative of future performance. Actual results may vary. Inclusion on this list does not represent endorsement of
PFM'’s services.
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