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FILE NO. 111003 , RESOLUTION NO.

[Terminatioh Agreement(s) - Breda Light Rail Vehicle Leveraged Lease Transactioné}

Resolution authorizing the Municipal Tfansportation Agency to enter into one or more
consensdal termination agreements with the equity investors and other parties that
partieirpa'tedf—inftheflev—er—argedfleaS&t—ran—sactionsfefx—ercutedfi—nf 2002 and 2003 with respect
to the San Francisco Municipal Transportation Agency's Bredallight rail vehicles,
provided that there is nb net financial cost to the City/San Fi‘ancisco Municipal

Transportation Agency for the terminations.

: WHEREAS! In 2002 and 2003, the City and County of San Frahciscd (City), through

the Municipal Transportation Agency (SFMTA), and with the approval of the Board of

Supervisors, entered into Lease Transactions with various financial institutions with respect to
the majority of the SFMTA's Breda light rail vehicles (LRVs);‘:ahd |
WHEREAS, Subsequ_ent developments have led to a .si’;uation in which it mighf be
beneficial for the City to enter into termination agreements for some or éll of the Lease
Transactions; and | |
"WHEREAS, The benefits to the City of an eérly termination include (1) elimination of
the risk of a technical default under its Ieése documents in the event that the financial
guarantor of the transactibns, Assured Guaranty, is downgraded by the rating agencies below
“Aa3/AA-" and is not replaced by the City in accordance with the requirements of the lease |
documents; (2) simplification of the SFMTA’S financial sftatements and elimination of a-

contingent liability; (3) removal of restrictions on the LRVs imposed by the lease documents;

-and (4) elimination of certain filing and reporting requirements;-'and

Supervisor Farrell .
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WHEREAS, Due to fluctuations in the financial market and the need to move forward
quickly when favorable circumstances allow, staff se,eké prior authorization to termihate any
Lease Transaction, based on certain paramet_ersj and _

WHEREAS, The parameters are: (1) there shall be no net cost or liability to the SFMTA
(excluding provisions that w‘o'uldvotherwise survive at the end of the acceleration of the
purchase option); (2) any termination agreement shall have been reviewed and approved by |
the City Attorney’s Office; and (3) staff will report on any terminations as soon as practicable
after they occur; and

WHEREAS, On June 21, 2011, the SFMTA Board of Direqtors approved a resolution

authorizing the Executive Director/CEO to enter into one or more consensual terminations

|| with the financial institutions and other parties that paﬁicipated in the Lease Transactions

executed in 2002 and 2003 with respect to the SFMTA's Breda LRVs under the parameters
listed above, and subject to ab‘proval by this Board; now, therefore, be it | '
RESOLVED, That the Board of Supervisors authorizes the SFMTA to enter into one or
more consensual terminations with the financial institutions and other parties that pa'rticipéted :
in the Lease Tfansactions executed in 2002 ahd 2003 with respect to the SFMATA's Breda
LRVs, provided (1) there shall be no net cost or Iiability to the SFMTA (excluding provisions

that would otherwise survive at the end of the acceleration of the purchase option); (2) any

termination agreement shall have been reviewed and approved by the City Attorney’s Office;

and (3) staff will report on any terminations as soon as practicable after they occur; and, be it
FURTHER RESOLVED, That‘tﬁe Board of Supervisors authorizes the SFMTA to take

any other actions required to effec’vtuatevthe termination of the Lease Transactions, including,

but not limited to, acceleration of the purchase option for the LRVs.

Supervisor Farrell , '
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BUDGET AND FINANCE COMMITTt. MEETING o ‘ OCTOBER 12,2011

Item 5 , Department(s): -
File 11-1003 San Francisco Municipal Transportation Agency (SEMTA)

Legislative Objectives

The proposed resolution would authorize the SFMTA to enter into one or more future consensual
termination agreements with the equity investors and other parties that participated in the lease
transactions executed in 2002 and 2003 with respect to the SFMTA’s Breda light rail vehicles,
provided that there is no net financial cost to'the City or SFMTA for the terminations.

Key Points

e In order to generate revenues, in 2002 and 2003, the SFMTA proposed entering into tax-
advantaged lease transactions with equity investors, which transferred tax ownership. of 139 |-
Breda light rail vehicles from SFMTA to the equity investors. The equity investors sought certain
Federal tax benefits from the transfer of tax ownership of the 139 Breda light rail vehicles from
SFMTA. The equity investors made lump sum payments to SFMTA in 2002 and 2003, totaling
approximately $40.6 million. , :

e Under the lease transactions, the equity investors formed seven statutory trusts (referred to

" collectively as the “trust”). The trust entered into a head lease with SFMTA to lease the Breda
light rail vehicles from SFMTA for approximately 80 to 85 years. The trust then leased the Breda
light rail vehicles back to SFMTA for 24 to 27 years. SFMTA -has the option to purchase the
remaining head lease interest in the Breda light rail vehicles at a predetermined price at the
expiration of the lease terms in 24 to 27 years, or 2026 to 2030.

o The existing lease transactions were structured so that investments in Federal securities made at
the outset of the lease transaétion would mature in amounts and at times sufficient to fund the |
“City’s purchase option in 2026 to 2030. The existing lease transactions require a surety from a
bond insurer that would pay to the equity investors any loss incurred if the lease transactions
terminated, in part or in whole, before the termination dates in 2026 to 2030, when the Federal
securities mature. Under the existing lease transaction, the bond insurer must maintain a credit
rating of at least AA-/Aa3. | |

e SFMTA is now requésting the authority to enter into future consensual early termination of the
lease transactions to eliminate the risk of a technical default in the event that the bond insurer’s
(Assured Guaranty Municipal Corporation, or AGM) credit rating is downgraded below the
threshold required by the lease transactions. Since 2008, the credit ratings of formerly
“Aaa/AAA” rated bond insurers have been downgraded by the rating agencies due to their
exposure to the subprime mortgage market. According to Ms. Sonali Bose, SFMTA Chief
Financial Officer, AGM is the only bond insurer with qualifying ratings. Currently, AGM has
credit ratings of AA+/Aa3, but has been assigned a “negative outlook” by both Standard and
Poor’s and Moody’s. ‘ : '

SAN FRANCISCO BOARD OF SUPERWSORS ] BUDGET AND LEGISLATIVE ANALYST



BUDGET AND FINANCE COMMITTE.. wIEETING ) C OCTOBER 12,2011

¢ The proposed resolution would authorize SFMTA to enter into future consensual early
termination agreements with the equity investors without obtaining further approval by the Board
of Supervisors if the early termination agreement resulted in no financial cost or liability to the
City or SFMTA. As noted above, the existing lease transactions were structured so that
investments in Federal securities made at the outset of the lease transaction would mature in
amounts and at times sufficient to fund the City’s purchase option in 2026 to 2030. For the
SFMTA and the equity investors to enter into a termination agreement earlier than 2026 to 2030,
the SFMTA and the equity investors would need to agree that the purchase price for the Breda
light rail vehicles would equal the market value of the Federal securities at the time of the
purchase. Equity investors may have an incentive to agree to an early termination of the lease
transactions if low interest rates result in higher Federal security values. According to SFMTA’s
July 18, 2011 memorandum to the Board of Supervisors: “If the SFMTA were to reach agreement |
with an equity investor, then seek legislative approval, an intervening rise in interest rates could
negate the benefit of a termination to the equity investor and cause it to decline to move forward”.

Fiscal Impact

o According to the proposed resolution, the parameters to enter into future consensual early
' termination agreements include. “(1) there shall be no net cost or liability to the SFMTA
(excluding provisions that would otherwise survive at the end of the acceleration of the purchase
option); (2) any termination agreement shall have been reviewed and approved by the City
Attorney’s Office; and (3) staff will report on any terminations as soon as practicable after they
~occur”.

e Under the terms of the existing lease transactions, termination costs include: (1) transaction costs
to terminate the lease transactions, (2) payment of loans that were part of the lease transactions,
and (3) SFMTA exercising the purchase option of the remaining head lease interest in the 139
Breda light rail vehicles at a predetermined price. ’ :

o According to Ms. Bose, any early termination agreement would require the equity investors to (1)
pay transaction costs, (2) cancel any existing loan balances, and (3) set the purchase price for the
139 Breda light rail vehicles equal to the sale proceeds of the Federal securities purchased at the
outset of the lease transaction. ‘

e Under the existing lease transactions, the City indemnifies the equity investors and other
transaction parties, such as financial institutions, against future claims that are asserted after the
termination of the lease transaction in 2026 to 2030, but are based on events that occurred during
the term of the lease transaction. Under the proposed resolution, any early termination agreement
would include the same indemnification terms as in the existing lease transactions. The future
early termination agreements would continue to indemnify the equity investors and other
transaction parties for claims which may be asserted in the future against the City or SFMTA for
events that occurred during the term of the lease transaction from the origination date in 2002 or
2003 to the early termination date. :

SAN FRA_NCISCO BOARD OF SUPERVISORS » BUDGET AND LEGISLATIVE ANALYST
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Conclusion

e The proposed resolution would authorize the SFMTA to enter into one or more consensual
termination agreements with equity investors and other parties that participated in the lease
transactions executed in 2002 and 2003, provided that “there is no net financial cost to the
City/SFMTA for the terminations”. The Budget and Legislative Analyst recommends amending
page 1, line 6 of the proposed resolution to specify that “there is no net financial cost or liability
to the Clty/ SFMTA for the terminations”.

o The proposed resolution states on page 2, line 1 that “there shall be no net cost or liability to the
'SFMTA.” The Budget and Legislative Analyst recommends amending the resolution to specify
that “there shall be no net cost or liability to the City or the SFMTA” and to require that “Any
early termination agreement that requires out of pocket costs to the City or the SFMTA requires
prior approval of the Board of Supervisors”.

e The proposed resolution on page 2, line 4 states that “staff will report on any terminations as soon

as practicable after they occur”. The Budget and Legislative Analyst recommends amending the

* resolution to specify that the SFMTA is required to submit a written report to the Board of

Supervisors no later than 30 days after the SFMTA enters into any future termination agreements
with equity investors.

o Because the proposed resolution would authorize the SFMTA to enter into future early
termination of the lease transactions without obtaining further approval of the Board of
Supervisors, the Budget and Legislative Analyst considers approval of the proposed resolution to
be a policy matter.

, _ Recommendations
1. Amend page 1, line 6 of the prop_osed resolution to specify that “there is no net financial cost or
liability to the City/SFMTA for the terminations”. '

2. Amend page 2, line 1 of the proposed resolution to state that “there shall be no net cost or liability
to the City or the SFMTA™ and to require that “Any early termination agreement that requires out
) of pocket costs to the City requires prior approval of the Board of Supervisors”. :

3. Amend page 2, Iine 4 of the proposed resolution to require SFMTA to submit a written report to:
the Board of Supervisors no later than 30 days after the SFMTA enters into a termination
agreement with an equity investor.

4. Approval of the proposed resolution, as amended, is a poli.cy matter for the Board of Supervisors.

MANDATE STATEMENT/ BACKGROUND

Mandate Statement

San Franc1sco Charter Section 9.118 requrres that all agreements over $10, 000 000 be subJect to
Board of Supervisors approval.

SAN FRANCISCO BOARD OF SUPERVISORS » BUDGET AND LEGISLATIVE ANALYST
5-3 ‘



BUDGET AND FINANCE COMMITTEL .VIEETING - OCTOBER 12,2011 -

Background

SFMTA operates 151 Breda hght rail vehicles, which were purchased and placed into service
from 1998 through 2001. As of 2002, the 151 Breda light rail vehicles had a total asset value of
$500,479,777 or approximately $3,314,435 per vehicle.

In order to generate revenues, in 2002 and 2003, the SFMTA proposed entering into tax-
advantaged lease transactions (also known as “sale in lease out” transactions) with equity
investors, which transferred tax ownership of 139 Breda light rail vehicles from SFMTA to the
equity investors. The equity investors sought certain Federal tax benefits from the transfer of tax
ownership of the 139 Breda light rail vehicles from SFMTA. The equity investors made lump
sum payments to SEMTA in 2002 and 2003, totaling approximately $40.6 million.

In Apnl 2002, the Board of Supervisors authorized SFMTA to enter into lease transactions for up
to 118 of the 151 Breda light rail vehicles (File 02-0410). In September 2003, the Board of
Supervisors authorized SFMTA to enter into a lease transaction for an additional 21 Breda light
rail vehicles (File 03-1499). Therefore, 139 of the 151 Breda light rail vehicles were authorized
for lease transactions and 12 Breda light rail vehicles were held back from the agreements, as
shown in Table 1 below. -

Table 1
Breda Light Rall Vehicles Included in Lease Transactions

Numiber of

Breda Light

| Rail
Tranche . Equity Investors Vehicles Asset Value
2002-1 Austraha and New Zealand Banking Group (ANZ) 29 $98,745,000
2002-2 CIBC Capital Corporation 24 - 80,400,000
2002-3 CIBC Capital Corporation : 6 18,930,000
2002-4 Comerica Leasing Corporation : 26 84,448,000
2002-5 Comerica Leasing Corporation 5 16,005,000
2002-6 - Wells Fargo Bank Minnesota ‘ 28 89,628,000
2003-1 Wells Fargo Bank Minnesota 21 © 72,555,000
'| Total Included in Lease Transactions 139 460,711,000
Held Back from Lease transactions . . 12 39,768,777
Grand Total 151 $500,479,777

Under the lease transactions, the equity investors formed seven statutory trusts (referred to
collectively as the “trust”). The trust entered into a head lease with SFMTA to lease the Breda
light rail vehicles for approximately 80 to 85 years. The trust then leased the Breda hght rail
vehicles back to SFEMTA for 24 to 27 years. SFMTA has the option to purchase the remaining
head lease interest in the Breda light rail vehicles at a predetermined pr1ce at the explratlon of the
lease terms in 24 to 27 years, or 2026 trough 2030

The equity investors prepaid the head lease payments of $460,711,000 from the following
-funding sources:

SAN FRANCISCO BOARD OF SUPERVISORS . BUDGET AND LEGISLATIVE ANALYST
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( 1) $114,167, 895 in equlty contr1but1ons from the equity investors; and

(2) $346, 543 105 in aggregate loans to the trust from a prlvate lender (FSA Global Fundmg
Limited).

* Of the $460,711,000, SFMTA depos1ted $416,126,696 (see Table 2 below) into debt and escrow
accounts, as follows:

(1) $69,583,591 were deposited into escrow accounts. These funds were invested in Federal
securities (Resolution Funding Corporation securities, or REFCORPs; and - Fannie-Mae
securities). These Federal securities mature in amounts and at times that will be sufficient to fund
SFMTA’s option to purchase the head lease interest in the Breda light rail vehicles, if exercised.
These Federal securities are held in trust by U.S. Bank National Association on behalf of -
SFMTA and the equity investors.

(2) $346,543,105 were deposited with a debt payment undertaker, Premier International Funding
(Premier), formed by Financial Security Assurance (FSA). Payments by Premier are sufficient to
meet SFMTA’s periodic lease payments, which, in turn, are used to repay the loan from FSA
Global Funding Limited. Payments made by Premier are guaranteed by FSA or its successor
(Assured Guaranty Mumc1pal Corporatlon or AGM). :

As a result of these transactions, SFMTA benefitted by receiving the net additional revenues of |
$40,647,518 as lump sum payments in 2002 and 2003, as shown in Table 2 below. '

Table 2
Lump Sum Payments to SFMTA from Equity Investors ;
2002 Tranche 2003 Tranche Total

Equity Investors :
Equity Investors' Equity Contribution : $98,844,562 $15,323,333 | = $114,167,895
FSA Global Funding Limited Loan 289,311,438 57,231,667 346,543,105
‘Total Payments from Equity Investors'

| Trust to SFMTA 388,156,000 72,555,000 460,711,000
SFMTA . :
Escrow Account : (59,273,752) (10,309,839) (69,583,591)
Debt Account (289,311,438) (57,231,667) (346,543,105) |
Total SFMTA Deposits (348,585,190) (67,541,506) (416,126,696)
Net Transaction Expenses (3,569,000) | . (367,786) (3,936,786)
Net Lump Sum Payment to SFMTA $36,001,810 - $4,645,708 | $40,647,518

DETAILS OF PROPOSED LEGISLATION

The proposéd resolution would authorize the SFMTA to enter into one or more future consensual
termination agreements with the equity investors and other parties that participated in the Breda
light rail vehicle lease transactions executed in 2002 and 2003 between the SFMTA and the

SAN FRANCISCO BOARD OF SUPERVISORS v ) : ~ BUDGET AND LEGISLATIVE ANALYST
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equity investors, provided that there is no net financial cost either to the City or SFMTA by
entering into the future consensual termination agreements.

SFMTA is now requesting the authority to enter into future consensual early termination of the
lease transactions to eliminate the risk of a technical default in the event that the bond insurer’s
(Assured Guaranty Municipal Corporation, or AGM) credit rating is downgraded below the
threshold required by the lease transactions, as discussed on page 7 below. Because SFMTA may
not be able to replace AGM, the City and SFMTA could be liable to pay early termination costs
in accordance with the lease transaction documents. As of June 30, 2011, these scheduled
termination costs were approximately $109.2 million. :

Authorization for SFMTA to terminate lease transactions without obtaining further Board
of Supervisors approval

According to SFMTA, because any early termination agreements depend on low interest rates,
which can fluctuate, delays in approving the early termination agreements may result in the
equity investors withdrawing from the agreements. Therefore, the SFMTA is requesting
authorization to enter into early termination agreements without submitting the final agreement
to the Board of Supervisors for approval to avoid legislative delays.

The existing lease transactions were structured so that investments in Federal securities made at
the outset of the lease transaction would mature in amounts and at times sufficient to fund the
City’s purchase option in 2026 to 2030. For the SFMTA and the equity investors to enter into a
termination agreement earlier than 2026 to 2030, the SFMTA and the equity investors would
need to agree that the purchase price for the Breda light rail vehicles would equal the market
value of the Federal securities at the time -of the purchase. Equity investors may have an
incentive to agree to an early termination of the lease transactions if low interest rates result in
higher Federal security values. According to SFMTA'’s July 18, 2011 memorandum to the Board
of Supervisors states:

“If the SFMTA were to reach agreement with an equity investor, then seek
legislative approval, an intervening rise in interest rates could negate the benefit
of a termination to the equity investor and cause it to decline to move forward”

Internal Revenue Service (IRS) rules and bond insurers’ éredit ratings
IRS rules

Subsequent to the 2002 and 2003 lease transactions between SFMTA and the equity investors,
Federal legislation in 2004 prohibited tax-advantaged leveraged lease transactions between
public agencies and private investors with certain specified exceptions. In addition, the IRS
entered into settlement agreements with most equity investors that participated in leveraged lease
transactions, including lease transactions with SFMTA. These settlement agreements, which are
confidential, are reported to have resulted in the loss of tax benefits to be derived from the lease
transactions. As a result, the equity investors now have on their books unrealized net losses
associated with the initial investments in the lease transactions. According to Ms. Sonali Bose,

SAN FRANCISCO BOARD OF SUPERVISORS BUDGET AND LEGISLATIVE ANALYST"
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SFMTA Chief Financial Officer, these investment losses w111 be 1ncurred solely by the equity -
investors and not by SFMTA.

Bond insurers’ credit ratings

As noted above, the existing lease transactions were structured so that investments in Federal
securities made at the outset of the lease transaction would mature in amounts and at times
sufficient to fund the City’s purchase option in 2026 to 2030. The existing lease transactions
require a surety from a bond insurer that would pay to the equity investors any loss incurred if
the lease transactions terminated, in part or in whole, before the termination dates in 2026 to
2030, when the Federal securities mature. o

Under the existing lease transaction, the bond insurer must maintain a credit rating of at least

AA-/Aa3. The lease transaction documents require SFMTA to replace the existing bond insurer,
AGM, if the bond insurer’s credit is rated less than AA-/Aa3 by Standard and Poor’s and
Moody’s respectively. Currently, AGM has credit ratings of AA+/Aa3, but has been assigned a “
“negative outlook” by both Standard and Poor’s and Moody’s. SFMTA is at risk of technical
default of the lease transactions if AGM’s credit rating falls below AA-/Aa3. :

Since 2008, the credit ratings of formerly “Aaa/AAA” rated bond insurers have been
downgraded by the rating agencies due to their exposure to the subprime mortgage market.
According to Ms. Bose, AGM is the only bond insurer with qualifying ratings. Ms. Bose states
‘that some public transit agencies that entered into similar lease transactions have experienced
technical defaults associated with the downgrade of the bond insurer providing the surety.
Several of these transit agencies have restructured or terminated their lease transactions with
equity investors. Ms. Bose states that Santa Clara Valley Transportation Authority, Washington
Metropolitan Area Transit Authority, Metropolitan Atlanta Rapid Transit Authority, and the
Dallas Area Rapid Transit District have terminated and/or restructured their lease transact1ons
with equity investors.

‘SFMTA'’s reasons for consensual early termination of lease transactions

Avoidance of a potential technical default

According to Ms. Bose, SFMTA is requesting the authority to enter into future consensual early
termination of the lease. transactions to eliminate the risk of a technical default in the event
AGM’s rating is downgraded below AA-/Aa3. If Standard and Poor’s or Moody’s were to
downgrade AGM’s credit rating below the required: threshold of AA-/Aa3, the equity investors
could issue a notice of default to SFMTA. Because SFMTA may not be able to replace AGM,
the City and the SFMTA could be liable to pay early termination costs in accordance with the
schedule established in the lease transactions in the event of a technical default. As of June 30,
2011, these scheduled termination costs were approximately $109.2 million.

According to Ms. Bose, if the Board of Supervisors were to authorize SFMTA to enter into -
future consensual early termination agreements, the SFMTA and equity investors could structure
the early termination agreement to av01d the payment of early termination costs, as discussed on
page 9 below :

SAN FRANCISCO BOARD OF SUPERVISORS k BUDGET AND LEGISLATIVE ANALYST
' - 5-7



BUDGET AND FINANCE COMMITTE. IEETING : . OCTOBER 12,2011

Other reasons for consensual early termination of the lease transactions

According to Ms. Bose, SFMTA would achieve other benefits from the future consensual early
termination of the lease transactions. These benefits include:

. Slmphﬁcatlon of SFMTA’s financial statements. The SFMTA’s financial auditors mclude a
footnote in the annual audited financial statement on the lease transactions, which describes
(a) SFMTA’s potential liability due to an early termination, (b) the total amount of deferred
revenue under the lease transactions recorded in 2002 and 2003, and (c) the amount of
deferred revenue amortized in the current fiscal year. These footnotes would be ehmlnated if
the lease transactions were terminated.

e Removal of liens and restrictions on operating and maintaining the Breda light rail vehicles.

-~ Under the lease transactions, SFMTA must maintain the 139 light rail vehicles during the
term of the agreement. According to Ms. Bose, early termination of the lease transactions
would provide SFMTA flexibility in operating or removing the Breda light rail vehicles from
services.

e Elimination of reporting and filing rcquireménts. If the lease transactions were termiﬁated,
SFMTA would no longer have to file reports with the Secretary of State or meet other
reporting obligations of the lease transactions.

Status of discussions between SFMTA and the equity investors regarding early termination
According to the July 18, 2011 SFMTA memorandum to the Board of Supervisors:

“In January/February 2010, SFMTA staff, recognizing that the market value of
the REFCORPs and Fannie Mae securities had increased, approached each of the
four Equity Investors to discuss its interest in a potential consensual early
termination of its Lease Transaction(s). None of the Equity Investors expressed an
interest to terminate at that time. The SFMTA recently resumed discussions with
some of the Equity Investors, who are now more open to a consensual early
termination.”

FISCAL IMPACTS

The proposed resolution would authorize SFMTA to enter into future consensual early
termination agreements with the equity investors w1th0ut obtaining further SFMTA Board of
Directors or Board of Superv1sors approval.

As noted above, the City and SFMTA face financial risk under the existing lease transactions if
the credit rating of AGM, the bond insurer, is downgraded below the threshold required by the
lease transactions. If SFMTA were in technical default of the lease transaction because of the
downgrade, the City and SFMTA could be liable to pay early termination costs in accordance

SAN FRANCISCO BOARD OF SUPERVISORS T . BUDGET AND LEGISLATIVE ANALYST
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with the lease transaction documents As of June 30 2011, these scheduled termination costs
‘were approximately $109. 2 million. :

As noted below, if the SFMTA enters into consensual early termination agreements with the
equity partners to terminate the existing lease transactions, the SFMTA and equity partners
would structure the agreements so that there would be no financial cost or liability to the City.

According to the proposed resolution, the parameters to enter into future consensual early
termination agreements include that (1) there shall be no net cost or liability to the SFMTA
(excluding provisions that would otherwise survive at the end of the acceleration of the purchase
option); (2) any termination agreement shall have been reviewed and approved by the City
Attorney s Office; and (3) staff will report on any terminations as soon as practicable after they
occur” :

As noted on page 6 above, the equity investors may have an incentive to agree to an early
termination of the lease transactions if the low interest rates result in higher Federal securities
values, resulting in higher returns to the equity investors.

Impact of early termination to the City and SFMTA |

Termination expenses. Costs for early termination include legal fees, financial advisor fees, and
other expenses associated with each lease transaction participant, including SFMTA, equity
investors, trustees, lenders, and surety providers. Ms. Bose states that the estimated termination
expenses are approximately $100,000 to $150,000 and would be paid fully by the equity
investors. Ms. Bose states that the City and SFMTA would incur no costs for the termination
expenses.

Payment of the loan. The existing lease transactions include loans, totaling $346,543,105, from
FSA Global Funding Limited, which were deposited with Premier International Funding.
~ According to Ms. Bose, any future consensual early termination. agreement would include
provisions, in which outstanding loan balances would be cancelled. According to the
Attachment, provided by Ms. Bose, “the remaining loan balance will be extinguished as part of
the termination”. Ms. Bose states that the City and SEMTA would incur no costs or liability for
repayment of the loan to FSA Global Funding Limited.

Purchase option of the Breda light rail vehicles. Under the existing lease transactions, SFMTA
has the option to purchase the head lease interest in the 139 Breda light rail vehicles at a
predetermined purchase price at termination of the lease transaction. As noted above, the existing
lease transactions were structured so that investments in Federal securities made at the outset of
the lease transaction would mature in amounts and at times sufficient to fund the City’s purchase
option in 2026 to 2030. For the SFMTA and the equity investors to enter into a termination
agreement earlier than 2026 to 2030, the SFMTA and the equity investors would need to agree -
that the purchase price for the Breda light rail vehicles would equal the market value of the
Federal securities at the time of the purchase.

According to the Attachment, “the termination agreement will entail the accelerated payment of
the SFMTA’s purchase option, which currently is scheduled to arise in 2026 or 2030, depending

SAN FRANCISCO BOARD OF SUPERVISORS 'BUDGET AND LEGISLATIVE ANALYST
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on the equlty investor. The purchase price w111 in effect, be the market value of the Federal
securities (REFCORPs or Fannie Maes) that are in the relevant escrow deposit account, less the
transaction costs that will be paid from proceeds generated by the sale of such Federal securities.

This option price paid at early termination will supersede the much larger scheduled option price
that SFMTA otherwise would pay in 2026 or 2030”. Ms. Bose states that SFMTA would incur
no additional costs or lability for exercising the purchase option early, even though the value of
the Federal securities will be less than the value in 2026 or 2030. ‘

Excluding provisions that would otherwise survive at the end of the acceleration of the
purchase option '

The proposed resolution states that “there shall be no net cost or liability to the SFMTA
(excluding provisions that would otherwise survive at the end of the acceleration of the purchase
option)”. The “provisions that would otherwise survive at the end of the acceleration of the
purchase option” are indemnification clauses currently contained in the existing lease
transactions. Under the proposed resolution, these indemnification clauses would be included in
any early termination agreements between the SFMTA and the equity investors.

e Under the existing lease transactions, the City indemnifies transaction parties for claims that
may be asserted in the future based on events that occurred during the term of the lease
transactions, Which terminate in 2026 to 2030.

e Under the proposed resolution, early termmatlon agreements would continue to indemnify
the equity investors and other transaction parties for claims which may be asserted in the
future against the City or SFMTA for events that occurred during the term of the lease
transaction, which terminate at an earlier date to 2026 to 2030.

According to Mr. Mark Blake, Deputy City Attorney, such claims would generally be based on
actions that were within the City’s or SFMTA’s control, such as (a) audit claims based on
‘misrepresentation of information by the City or SFMTA, (b) liability claims due to accidents or
other events related to a Breda light rail vehicle included in the lease transaction, (c)
environmental claims related to a Breda light rail vehicle included in the lease transaction, (d)
copyright infringements for materials displayed on the Breda light rail vehicles included in the
lease transaction, or (e) property or other taxes assessed on the Breda light rail vehicles during
the term of the lease transaction.

According to Mr. Blake, the transaction partners would have little incentive to terminate the
lease transactions early if provisions indemnifying the transaction partners in the existing lease
" transaction were voided in an early termination agreement.

CONCLUSION

The proposed resolution would authorize the SFMTA to enter into one or more consensual
termination agreements with equity investors and other parties that -participated in the lease
transactions executed in 2002 and 2003, provided that “there is no net financial cost to the
Clty/SFMTA for the terminations”. The Budget and Leglslatlve Analyst recommends amendmg

SAN FRANCISCO BOARD OF SUPERVISORS BUDGET AND LEGISLATIVE ANALYST
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page 1, line 6 of the prOposed resolution to epecify that “there is no net financial cost or liability
to the City/SFMTA for the terminations”.

The proposed resolution states on page 2, line 1 that “there shall be no net cost or liability to the
SFMTA.” The Budget and Legislative Analyst recommends amending the resolution to specify
that “there shall be no net cost or liability to the City or the SFMTA”, and to require that “Any
early termination agreement that requires out of pocket costs to the City or the SEMTA requires
prior approval of the Board of Supervisors”.

The proposed resolution states on page 2, line 4 that “staff will report on any terminations as
“'soon as practicable after ‘they occur”. The Budget and Legislative Amalyst recommends
~ amending the resolution to specify that the SFMTA is required to submit a written report to the

Board of Supervisors no later than 30 days after the SFMTA enters into a termination agreement

with an equity investor. ' :

Because the proposed resolution would authorize the SFMTA to enter into future consensual
early termination of the lease transactions without further approval of the Board of Supervisors,
the Budget and Legislative Analyst considers approval of the proposed resolution to be a policy
matter.

RECOMMENDATIONS

1. Amend page 1, line 6 of the proposed resolution to spec1fy that “there is no net ﬁnan01al cost
or liability to the Clty/ SFMTA for the terrmnatlons”

2. Amend page 2, line 1 of the proposed resolution to state that ;‘there shall be no net cost or
liability to the City or the SFMTA” and to require that “Any early termination agreement that
requires out of pocket costs to the City requires prior approval of the Board of Supervisors”.

3. Amend page 2, line 4 of the proposed resolution to require SEMTA to submit a written report
to the Board of Supervisors no later than 30 days after the SFMTA enters into a termination -
agreement with an equity investor. :

4. Approval of the proposed resolution, as amended, is a pohcy matter for the Board of
Supervisors. :

SAN FRANCISCO BOARD OF SUPERVISORS BUDGET AND LEGISLATIVE ANALYST
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Edwin M. Lee | Mayor

Tom Nolen | Chairman
JerryLes | Vice-Chairman
Leona Bridges | Directar

Cheryl Brinkman | Diractor

Malcolm Heinlcke | Director
Bruce Oka | Director
* Joél Ramos | Director

Edward D, Baiskin | Director of Transportation

MEMORANDUM

DATE: October 6, 2011

TO:  Severin Campbell
Budget Analyst's Office

- FROM: “Sonali Bose W 'B————
Chief Financial Officer

~ SUBJECT: Termination of Leveraged Lease Transactions — Cost and Liability
: Impact to SFMTA

The San Francisco Municipal Transportation Agency (SFMTA) is seeking Board of

Supervisors approval to enter into consensual termination agreements with the equity

investors involved in the SFMTA's leveraged lease transactions that were entered

into in 2002 and 2003. Any decision by the SFMTA to go forward and enter into any

such consensual termination agreement is dependent on market conditions, the

agreement of the equity investor and the requirement that the SFMTA not incur any
. costsasa result of the terminatfon. -

One of the conditions for entering into such consensual termination agreements is
that there be no additional cost or liability to the SFMTA. To that end, each equity
_investor with whom the SFMTA will execute a consensual termination agreement will
agree to pay all transaction costs, including the fees and expenses of counsel to each
transaction party, including, -but not limited to, the SFMTA’s counsel and financial
advisor,. equity investor counsel trustee counsel and counsel to the various other

financial counterparties.

The termination agreement will entail the accelerated payment ‘of the SFMTA’s
purchase option, ‘which currently is scheduled to arise in 2026 or 2030, depending on
the equity investor. The purchase price will, in effect, be the market value of the
Federal Securities (REFCORPs or Fannie Maes) that are in the relevant escrow
deposit account less the transaction costs that will be paid from proceeds generated
by the sale of such Federal Securities. This option price paid at early termination will
supersede the much larger scheduled option price that the SFMTA otherwise would
~pay in 2026 or 2030.

San Franclsco Municipal Transportation Agency
One South Van Ness Avenue, Seventh FI. San Francisco, CA 94103 | Tel:'415.701,4500 | Fax: 415 701 4430 | www.sfinta.com
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Following the execution of a termination agreement, the SFMTA will no longer be :
‘liable for the payment of early termination costs or stipulated value costs that are -
contained in the schedules attached to the relevant Sublease Agreement and
Supplement Those costs are the costs that the SFMTA would be required to pay on
any given date in the event of a future default or the loss of Breda vehicle.. The early
termination of the lease transaction, then, would preclude such future exposure. In
addition, the remaining loan balance will be extmgu;shed as part of the termination. -

We note that the termlnation agreement W|II contain a paragraph that certain
provisions of the lease transaction documents will survive lease termination. This
“survival” prowsnon is also contained in the original lease transaction documents and,
to our knowledge, is a standard provnsron that exists in every termination agreement.
The essence of this provision is to make clear that if there were a pre-existing
requirement to indemnify a transaction party for something that happened prior to
termination, that requarement is not extinguished by virtue of the termination. As the
* SFMTA lease transactions have been in existence for more than nine years and the

SFMTA has not been required to make such an indemnification payment the SFMTA
_has a high degree of confidence that no such latent liability will arise after the

termination of a lease transaction. The SFMTA is also unaware of any transit agency

having to make such a ‘payment following a termination of its lease transaction.

'Please contact me if you need further |nforrnat|on on the ‘requested termination
authority.



" (3) staff will report on any termlnatrons as soon as p1act10able after they occur; and, be it ﬁnther

PR

g - SAN FRANCISCO
MUNICIPAL TRANSPORTATION AGENCY
BOARD OF DIRECTORS ‘

'RESOLUTIONNo._41-079 )

- WHEREAS, The City, through the SFMTA, eIrtered into leveraged lease transactions
(each, a “Lease Transaction”) in 2002 and 2003 with 1espect to the maj orrty of the SFMTA's
. Breda hght rail Vehrcles and,

WHEREAS Recent developments have led 10 a situation in which 1t would be beneficial
for the Clty to enter into termination agreements for some or all of the Lease Transactions; and,

WHEREAS The benefits to the City of an early te1rn1nat10n 1nclude ¢)) elimination of
the risk of a technical default under its lease documents in the event that the financial guaranto1
of the transactions, Assured Guaranty, is downgraded by the credit agencies below “Aa3/AA-;”
(2) simplification of the SFMTA’s financial statements and elimination of a contingent liability;
(3) removal of restrictions on the LRV imposed by the lease documents; and (4) elimination of
certain filing and reporting requirements; and,

{ : ’ .
- WHEREAS, Due to fluctuations in the financial market and the need to move forward
quickly when favorable circumstances allow, staff seeks prior authonzatron to temnnate any .
Lease Tr ansaction, based on certain parameters; and,

WHEREAS The parameters are: (1) there shall be nonet cost or 11ab111ty to the SFMTA
(excluding provisions that would otherwise survive at the end of the acceleration of the purchase -
option); (2) any termination agreement shall have been reviewed and approved by the City
. Attorney’s Office; and (3) staff will report on any terminations as soon as praotlcable after they

oceur; and : :

WHEREAS, If app1oved by the SFMTA Board, this authorization request will be
“submitted to the Board of Supervrsors for approval; now, therefore, be it

RESOLVED, That the San Francisco Mumc1pa1 T1ansportatron Agency Board of
 Directots authorizes the Executive Director/CEQ to enter into one or mote consensual
terminations with the financial institutions and other parties that patticipated in the Lease
Transactions executed in 2002 and 2003 with respect to the SFMTA's Breda light rail vehicles,
provided (1) there shall be no net cost or liability to the SFMTA (excluding provisions that
would otherwise survive at the end of the acceleration of the purchase option); (2) any
termination agteement shall have been reviewed and approved, by the City Attorney’s Office; and

RES OLVED That the SF MTA Board authorizes the Executive Dir ector/ CEO to take any
* other actions required to effectuate the termination of the Lease Transactions, including, but not
11m1ted to, acceleration of the pirchase option for the LRVs and be it furthel




RESOLVED, That the SFMTA Boald 1ecommends th1s matter to the Boa1d of
SuperVLSors f01 approval. - .

1 certlfy that the foregoing 1esolut10n was adopted by the San Flan01sco Mumc1pa1 Tr anspoﬂaﬁon ‘

Agency Board of Directors at its meeting of _ JUN 2 _'Il ?ﬂ‘i i

Sec1etary to the Board of Directors
San Franeisco Municipal Transportation Agency

il



Edwin M. Lee | Mayer

Tom Nolan'| Chairman
Jeriy Lee | Vice-Chairman
Leona Bridges | Director
Cheryl Brinkman | Director
Malcolm Heinicke | Director
Bruce Oka | Director

- Joél Rames | Director

Debra A. Johnsen | Acting Executive Birector/CEQ

MEMORANDUM

DATE:  July 18,2011
TO .~ The San Francisco Boar, of Superv‘isors

_FROM:..  Debra A. Johnson &
Acting Executrve Di

- SUBJECT: Term=izn7atio-n Agreemente related to 'Leve'rag‘ed»Lease-T-ransections :
Summary

On June 21 2011, the San Francisco Mumcrpal Transportatlon Agency (SFMTA)
Board of Directors authorized the Executive Director/CEO to enter into one or more
consensual termination agreements with the financial institutions and other parties
that participated in the leveraged lease transactions executed in 2002 and 2003
(each a Lease Transaction) with respect to the majority of the SFMTA'’s Breda light
rail vehicles (LRVs). Recent developments have led to a situation in which it would
be beneficial for the City to enter into termination agreements for some or all of the
Lease Transactions. Due to fluctuations in the financial market and the need to
move forward quickly when favorable circumstances allow, SFMTA staff is seeking
prior authorization to terminate -any such Lease Transaction, based on certain
parameters. These  terminations will result in no net financial cost to the
City/SFMTA, including Iegal and advisor fees, which will be absorbed by the
* financial institutions.

Backg round

in 2002 and 2003 wrth the encouragement and approval of the Federal Transit
Administration (FTA), the City entered into Lease Transactions (also known as "sale’
in lease out" transactions or SILOs) with various financial institutions, referred to as
“Equity Investors. "I Under these Lease Transactions, tax ownership of 139 Breda
LRVs was sold to single-purpose statutory trusts (each, a Lessor) formed on behalf

of each Equity Investor. In each Lease Transaction, the original purchase - price
* was funded in part with debt and in part with equity. The City leased back the LRVs
under a sublease agreement (Lease Agreement), which provided the City with an

1 The SFMTA's Equity Investors are Wei,llera'rgo, an American bank, Comerica, an American bank, CIBC, a
Canadian bank and ANZ, an Australian/New Zealand bank. See attached chait. '

San-Francisco Mummpal Transportation Agency .
One Soulh Van Ness Avenue, Seventh FI. San Francisco, CA 94103 | Tel: 415.701 4500 | Fax: 415.701.4430 | www.sfmta.com
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option to purchase the LRVs at the end of the each sublease term (2025 and 2026)

The Lease Transactions were structured to enable the Equity Investors to take
- certain tax deductions that the City could not enjoy as.a public agency. In turn, the
SILOs generated net upfront cash payments of over $40 million to the SFMTA.-
Almost every major transit system in the United States entered into similar
leveraged lease transactions with respect to their rallcars or other items of
eqUIpment

The City's payment obligations under each Lease Transaction were provided for
(economlcally “defeased”) at the outset through certain deposits. One set of
deposits was made with Premier International Funding Co. (Premier), formed by
Financial Security Assurance (FSA). Premier's scheduled payments, which are
- guaranteed by FSA, are made in amounts and at times that satisfy the City’s
payment schedules under the Lease Transactions.

Another series of deposits was invested in Federal securities that are held in trust
by U.S. Bank National Association on behalf of the City and the Equity Investors.
These Federal securities- mature in amounts and at times sufficient to fund the
City’s purchase options, if exercised at the end of the Lease terms. In 2002, the
City purchased Resolution Funding Corporation securities (REFCORPSs) and in
2003, it purchased Fannie Mae securities..

- In addition to these deposits, FSA provided surety bonds to guarantee full payment
to the Equity Investors in the event that the Lease Transactions are terminated prior
" to the scheduled maturities, in whole or in part for any reason. In June 2009,
Assured Guaranty Corporation acquired FSA and assumed its obligations under the
' Lease Transactions.

The Lease Transaction documents assume that the LRVs would remain in, or be
available for, revenue service throughout the term of the respective Lease
- Transaction. To that end, the City agreed to certain operating; maintenance and
insurance covenants with respect te. the LRVs that-were consistent with the City's -
practices and FTA grant agreements that funded the LRVs. In addition, the City
cannot sell, lease or transfer the LRVs to other agenctes during the term of the
Lease Transactlons :

The Lease Transaction documents also assume that the fmanmal participants
- would retain a high degree of creditworthiness. The City is required to replace
Assured Guaranty, as successor to FSA, if its ratings are downgraded below certain
thresholds: “Baa1/BBB+” with respect to Assured Guaranty’s role as debt payment
guarantor, and “Aa3/AA-" with respect to Assured Guaranty's role as surety
provider. Assured Guaranty’s current ratings are “Aa3/AA+ "
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The Lease Transaction documents include schedules that identify the cost of an
early termination due to an event of default or the loss of an LRV. These costs are
in the nature of liquidated damages. = In addition, the Equity Investors could agree
to a consensual termination under dlfferent terms than provided for under the Lease
Transaction documents.

Recent Developmentis

Since the City entered into its Lease Transactions, several developments have
occurred that have affected SILO and other leveraged lease fransactions in
general. : :

After federal legistation in 2004 prohibited further SILO. transactions (except
certain “grandfathered” transactions), the U.S. Treasury Department (IRS)

‘waged an aggressive campaign to disallow the tax benefits associated with

SILOs and their predecessor structure (“lease in and lease out” transactions
or LILOs). This effort culminated in settlement agreements with most of the

‘equity investors in these transactions. The effect of these settlement

agreements is to disallow the purported tax benefits to be derived from such
lease transactions. These settlement agreements produced investment
losses to those equity investors — which are realized upon termination of
their lease fransactions. This tax risk was borne solely by the equity
investors and not the tranSIt agencies. :

The financial guarantors (onglnally rated “Aaa/AAA”) involved in many SILO
and LILO transactions — notably AlG and Ambac — experienced significant
rating downgrades due to their sub-prime loan exposure during the recent
recession. Such downgrades caused technical defaults in the affected SILO
and LILO transactions and, in many instances; resulted in the need for transit

“agencies to restructure or terminate such.transactions because they were

unable to replace the affected financial -guarantors : with institutions with
acceptable credit ratings. As examples, Washington Metropolitan Aréa
Transit Authority, Metropolitan Atlanta Rapid Transit Authority, Dallas Area
Rapid Transit District and Santa Clara Valley Transportation Authority each
terminated SILO transactions with equity investors. Because the ratings of
Assured Guaranty remain at or above the relevant thresholds, the Clty did
not experience these difficulties and the Lease Transactlons remain in
compliance.

A positive . development for transit agencies is that mterest rates have
plummeted since 2002 and 2003. This decline in interest rates has caused
the market value of Federal securities, purchased in a much higher interest
rate environment, to increase. Some -equity investors have seen the
increased value of these Federal securities as an opportunity to offset the
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unrealized losses that they are currently carrylng with respect to SILO
transactions. : :

In January/February 2010, SFMTA staff, recognizing that the increased market
value of the REFCORPs and Fannie Mae securities had increased, approached
each of the four Equity Investors to discuss its interest in a potential consensual
early termination of its Lease Transaction(s). None of the Equity Investors

expressed an interest to terminate at that time. The SFMTA recently resumed
discussions with some of the Equity lnvestors who are now more open to a
consensual early termination. :

Beneflt of an Early Termmatlon

The early termination of the Lease Transactions would benefit the Clty/SFMTA in
many ways, including: .

e Early termination would eliminate the risk of a technical default under
’ its documents in the event that Assured Guaranty is downgraded below
“Aa3/AA-.” Assured Guaranty’s current ratings of “Aa3/AA+” are on the
cusp of falling below the thresholds under the Lease Transaction documents.
As rating agencies are considering a change in the rating criteria applicable
to bond insurers, the risk of a future downgrade has grown. If a downgrade
below the thresholds were to occur, the SFMTA either would need to replace
Assured Guaranty, restructure the Lease Transactions, or terminate them
“under terms likely to be less favorable. Other transit agencies that have
experienced technical defaults have found the replacement option infeasible
due to the absence of viable alternatives. In a worst case scenario, a non-
consensual termination cost under the SILO documents would expose the

Clty to a significant termination cost. /

o Farly termination would s_imp.lify the SFMTA'’s financial statements and
 eliminate a contingent liability. Each year, the SFMTA prepares an
- extensive footnote that describes the status of the Lease Transactions and

its theoretical financial exposure if an eatly;, non-consensual termination
‘occurred under the documents. Terminating Lease Transactions would free
SFMTA of that responsibility.

. Early termination would remove restrictions on the subject LRVs. This
* would provide the SFMTA with the flexibility to keep the LRVs in operation,
remove them from service and/or transfer them to another fransit agency
without limitations imposed by the existing Lease Transaction documients.
The SFMTA, however, would remain subject to the terms and condltlons of

the ongmal Federal TranSIt Agency grant agreements.
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e Early termination would eliminate reporting and filing requrrements if
" the Lease Transactions were terminated, the SFMTA would no longer have
to make periodic filings with the Secretary of State as required under the
Uniform. Commercial Code or continue with its reporting. oblrgatrons under
the Lease Transaction documents.

Timing of a Potential Consensual' Early Terminat'ion' 'Para:meters

- The SFMTA’s ability to terminate a- Lease Transaction at no cost depends on
interest rates and the resulting value of the Federal securities that are held by U.S.
Bank and Trust Company. If the SFMTA were able to reach agreement with an
Equity Investor then seek legislative approval, an intervening rise in interest rates
could negate the benefit of a termination to the Equity Investor and cause it to
decline to move forward. - Accordingly, SFMTA staff seeks prior approval to
terminate its Lease Transactions, subject to certain parameters, so as to capture
any opportunrtres as they might arrse SFMTA staff suggests the following
parameters . :

¢ The termination does not ,inv'o'lve any out-of-pocket costs or liability to the
SFMTA - including its counsel and advisor fees (excluding provisions that
would otherwise survive at the end of the acceleration of the purchase.
optron)

o Any Vdocumen’ra-‘tbn /evr'd'encin’g such .terr'nivna-tion must be reviewed and
approved as to form by the City Attorney’s Office; and

. e SFMTA staff will report to the SFMTA Board of Directors on any terminations
as soon as practicable after they occur.

Documentation

Other transit agencies that have terminated transactlons have entered rnto a
Termination Agreement contarnlng the followrng provrsrons :

e The election to termrnate is made by accelerating the end of lease term
purchase option;

o All iiens are released among the parties to the transaction;

¢ The obligations of all parties under the transactlon documents would be
considered discharged;

o Certavi-n indemnity provisions in the operative documents would survive;
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e The Equity Investor or other party would pay all transaction e‘xpenses,
including the costs of attorneys and advisors; and - :

. Eachvparty agree‘s to provide further ess‘ura»nces of cooperation.

SFMTA staff anticipates that. the City would need to approve a Termination
Agreement with_similar terms. It _would not execute any such Termination
Agreement, however, without the prior review of the City Attorney’s Office and any
outside counsel to be retained by the Clty Attorney’s Office.

Thank you for your conSIderatlon of this Resolutlon and for your contlnued support
for the SFMTA.

cc: SFMTA Board of Directors .
Deputy City Attorney Julia-Friedlander
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