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Victim Impact Statement

Stephen Russell Reed : of the City of Harrishurg

AND NOW, Comes, the City of Harrisburg, and presents the following Victim Impact Statement.

INTRODUCTION

On January 23, 2017, at the time set for the commencement of trial on 114 criminal counts,
Defendant Stephen Russell Read pled guilty to 20 separate counts relating to being in possession of
stolen property, as part of plea arrangement reached by the Commonwealth and the Defendant. In
doing so, Mr. Reed publicly acknowledged to this Honorable Court in open court that he knowingly
committed the offenses for which he was pleading guilty. In the course of that brief proceeding, the
Court instructed that sentencing would be on January 27 and any victim statements would be required
to be in writing and submitted for consideration at sentencing.

As all charges in this matter arise from a course of conduct during Mr. Reed’s 28-year tenure as
Mayor of the City of Harrisburg, involving public property and the use of public monies, the City of
Harrisburg stands as the victim of the offenses. The 49,000 citizens whose trust the former Mayor was
duty bound to protect are the ultimate victims of the hundreds of crimes at issue.

THE ROLE OF PUBLIC OFFICIALS

In the course of determining a sentence in criminal proceedings, the Court is tasked with the
difficult role of administering justice in manner that properly accounts for the treatment of the specific
individual whom society is now formally penalizing and the wrong that has been committed against
society by the crimes. Justice and fairness are hallmarks of our system of government throughout our
nation. It is the highest charge in the day-to-day work of government, whether in an executive,
legislative or judicial branch. It is the public’s faith that its government operates in a just and fair
manner that imbues moral authority its decision making. Governmental decisions are to be made in
good faith for the benefit of the governed, not those entrusted to govern. When that trust has been



violated, our forms of government turn to the judicial branch to do justice and, thereby, assist in the
restoration of the trust that has been diminished.

In the design of government in the Commonwealth of Pennsylvania, the City of Harrisburg is
categorized as a municipal corporation, a political subdivision, a Third Class City, and a State Capital. We
operate under an optional form of government adopted by referendum put to the people of Harrisburg,
awkwardly labeled as the Mayor-Council Plan A option and better known as a Strong Mayor system.
Under the design, the people of Harrisburg voted to entrust its operation to the person holding the
Office of Mayor, granting that office broad executive powers so that the people’ business can be
properly conducted in an efficient manner. It is this broad power that Mr. Reed abused and the trust in
that office that he violated. 1t is respectfully suggested that this Honorable Court must take breach of
public trust into account in the imposition of a sentence in these matters.

THE PLEA

The City understands that Mr. Reed has pled guilty to 20 separate counts of receiving stolen
property, classified under the Pennsylvania Criminal Code as follows:,

Felony of the 3" degree (F3) 2 counts
Misdemeanor of the 1% degree (M1) 17 counts
Misdemeanor of the 2™ degree (M2) 1 count

In entering into the plea agreement, Mr. Read has avoided a trial on 114 or so counts, along with the
risk of sentencing that would accompany a conviction of on each count.

The Pennsylvania Crimes Code, 18 Pa.C.5.A. §1101, et seq., provides a maximum penalty for an
£3 offense of 7 years and a fine of $15,000. The maximum penalty foran M1 offense is 5 yearsand a
fine of $10,000 and M2 offenses provide a maximum penalty of 2 years and a fine of $5,000.

At sentencing, a defendant found guilty of this particular combination of offenses faces the
potential penalty of just over a century in jail if a maximum sentence would be imposed consecutively
and combined fines up to $205,000. At the same time, the Crimes Code allows for a sentence of
probation on each count. Moreover, the sentence imposed on each count can run concurrently or
consecutively. Inthe course of sentencing, the Court may impose restitution, costs and a partial or full
period of confinement. In practical terms, the Court’s latitude at sentencing is wide in this matter, but
the charge to the Court under our faws is singular: the sentence must be just.

TAKING OF RESPONSIBILITY FOR ONE’S ACTS

The agreement to plead guilty normally can be recognized as a defendant taking personal
responsibility for his misdeeds. In this matter, Immediately after the entry of a guilty pleas on 20 counts, -
Mr. Reed read from a written statement, attributing his possession of the items to careless packing.
Carelessness actions are not intentional knowing acts. After a guilty plea for knowingly acting to commit
the offenses, Mr. Reed lmmedlate!y distanced himself from that admission, essentially making a public
ciaim that he accidently possessed public property. Therefore, he has not taken or accepted personal
responsibility for his criminal conduct. Jtis respectfully suggested that this Honorable Court must take
that purposeful public denial of actual responsrbrhty into account when sentence is imposed.



OTHER FACTORS FOR CONSIDERATION

There are other matters the Court should weigh in exercising its discretion at sentencing Mr.
Reed, all arising from his from his role as a Public Official. Individually and collectively, these activities
demonstrate a pattern of a Public Official disregarding the law purposely and continuously.

1. After a lengthy investigative proceeding, the U.S. Securities and Exchange Commission
~ found that the City of Harrisburg has committed securities fraud. It was the first time such

an SEC finding was made against a municipality. The underlying actions that brought about
the investigation, a Consent Agreement and the finding were those of Mr. Reed while
Mayor, as he was found to have made false and misleading public statements of the City's
financial situation that buyers of public bonds and notes would have reasonably relied in
deciding to buy or sell City-related securities. Mr. Reed avoided personal responsibility for
those acts, with the finding imposed upon the City itself. A copy of the SEC findings are
attached here as Exhibit A.

2. OnJanuary 12, 2012, a scathing Forensic Audit of The Harrisburg Authority was issued
regarding the financial dealings of the governmenta! unit which Mr. Reed controlled for
much of his tenor as Mayor. That forensic audit reveals knowing abuses of authority in
public borrowing under Mr. Reed, showing borrowing that eventually resulted in roughly
$50 million added to the public debt to underwrite fees on what was originally a $125
million incinerator project that ballooned out of control, until roughly 5365 miillion in debt
was incurred. All of this for a facility that was ultimately valued to be worth roughly $40
million. A copy of the report, minus its voluminous exhibits is attached here as Exhibit B.

3. Inthe course of his role as Mayor, the Court of Common Pleas publicly found that Mr. Read
had not properly handled public funds as he set up and spent special public dollars on
projects without legislative approval. In 1996, the Court found the issue to be moot after
years of taxpayer litigation, granting in part summary judgment to the taxpayers, but finding
the particular funds at issue had been exhausted. See Bishop et al v Reed, Dauphin County
Court of Common Pleas, Case No. 5018 Equity 1992 docket as Exhibit A.

4. Prior to that that determination, the Dauphin County Office of District Attorney issued an
investigative report in March 1992 finding that the then-Mayor used public fundsin a
manner not authorized by law, finding that Mr. Reed acted “beyond the limits of his legal
authority” but recommending that no charges be lodged, with the DA unable to determine
that the funds were being used for personal gain.

That foregoing public arc of Mr. Reed’s actions — each of which he skillifully distanced himself from in
the public square -- shows a course of conduct wherein he demonstrated a knowing and repeated
disregard for the law. The impact of the one pass after another being given was to continue and
expand the conduct. While ultimately public charges were brought in this matter, the damage was
done and misconduct extended. This Honorable Court should not allow for yet another pass, as it will
embolden other stewards of the public trust who are inclined to defy the law to simply do so, as they
are assured they need to have little concern for ever being subject to accountability or penalty.
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MR. REED’S SERVICE TO THE CITY

The City acknowledges that Mr. Reed provided extended service to the City, with a handina
long list of projects that benefited the City. Only history can determine if the long term benefits of the
projects outweigh the long term injury to the City's financial well-being, as a fiscal house of cards he
created is what brought the City to the brink of economic collapse. The City was compelied to surrender
its water & sewer system, its resource recovery facility, a/k/a the incinerator project, and the parking
system in order to avoid a full collapse and to relieve city taxpayers from the crushing burden of
repaying hundreds of millions of dollars in unsecured debts incurred in the course of Mr. Reed's service.
His rise and fall, his use and abuse of power, and his own will are nearly Shakespearian in proportion.
Sentencing of Mr. Reed is a sad day for Harrisburg, yet justice démands that their former Mayor be held
to account for his misdeeds that brought him before this Honorable Court.

THE CITY RECOMMENDATION and REQUEST

Mr. Reed’s age and reported health issues mitigate to a sentence on the lower end of the
sentencing scale. So too does his lack of prior convictions in this Commonwealth of criminal violations.
Nonetheless, considering his refusal to take responsibility for his actions, his repeated avoidance of
personal responsibility for his repeated disregard for the law and his oath of office to uphold the law, his
causing of national securities fraud finding against the City for his false and misleading statements, the
City has concluded that a sentence of probation would be unfair and not assist the cause of justice.
Violations of the public trust by public officials undermines the authority of government and fosters an
invasive cynicism of public institutions. The sentence herein should do the small part it can to restore
faith that our system of justice properly holds those who violate the public trust to account.

Accordingly, the City of Harrisburg respectfully requests that a combined sentence that results
in a range of at least 2 to 5 years of imprisonment, restitution, the return of ALL City property and
records, with a probationary period be imposed. For the reasons stated above, the City believes justice
requires that former Mayor Reed serve an actual period of incarceration, followed by an extended
period of probation. The good people of Harrisburg are the victims of these crimes and fairness to them
demands a firm sentence that reflects the abuse of the sacred public trust that was placed in the

Defendant.
Resp?ully submitted,
By: _ Mﬂ /-’ 5

Neil A. Grover, ;géﬁe ID: PA53142
CITY OF HARRISBURG

OFFICE OF THE CITY SOLICITOR

Rev. Dr. Martin Luther King, Jr. City Gov't Center
10 North Second St., Suite 402

Harrisburg, PA 17101

Tele: 717-255-3064 /Fax: 717-255-3056

Email: ngrover@cityofhbg.com
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U.S. Securitles and Exchange Commission

SECURITIES AND EXCHAN‘GE COMMISSION
SECURITIES EXCHANGE ACT OF 1934

Release No. 69516 / May 6, 2013

Report under Section 21{a) of the Exchange Act

Report of Investigation in the Matter of the City of Harrisburg,
Pennsylvania Concerning the Potential Liability of Public Officials

with Regard to Disclosure Obligations in the Secondary Market:

The Commission today instituted a settled cease-and-desist proceeding
against the City of Harrisburg, Pennsylvania (“Harrisburg” or “the City”) for
its violations of Section 10(b) of the Securities Exchange Act (“Exchange

Act™) and Rule 10b-5 thereunder.? As a result of an investigation conducted
by the staff of the Division of Enforcement, the Commission found that
certain public statements made during a two-year period misrepresented
and omitted to state material information regarding Harrisburg's
deteriorating financlal condition and credit ratings downgrades, thereby
violating the antifraud provisions of the Exchange Act. During the same
period, Harrisburg, a near-bankrupt city under state receivership, did not
provide to the public current and accurate information regarding the City's
financial condition, including annual financial information or notices in
accordance with its written undertakings pursuant to Rule 15¢2-12 of the
Exchange Act.

Based upon information obtained during the investigation, the Commission
deems it appropriate that it issue this Report of Investigation pursuant to
Section 21(a) of the Exchange Act to address the obligations of public
officials® relating to their secondary market disclosures for municipal
securities. Public officials should be mindful that their public statements,
whether written or oral, may affect the total mix of information available to
investors, and should understand that these public statements, if they are
materially misleading or omit material information, can lead to potential
liability under the antifraud provisions of the federal securities laws.

As the Commission stated in its 1994 interpretive guidance (“Interpretive
Guidance”) concerning the abligations of participants in the municipal
securities markets under the antifraud provisions of the federal securities
laws, when information about a municipal issuer is “reasonably expected to
reach investors and the trading markets, those disclosures are subject to
the antifraud provisions.”* Given this potential for liability, as the
Commission stated in the Interpretive Guidance, “in order to minimize the
risk of misleading investors, municipal issuers should establish practices
and procedures to identify and timely disclose, in a manner designed to
inform the trading market, material information reflecting on the
creditworthiness of the issuer.”

https://www.sec.gov/litigation/investreport/34-69516.htm 1/26/2017
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In 1996, two years after its Interpretive Guidance, the Commission issued a
Report of Investigation in the Matter of County of Orange, California
("Orange County Report”) to emphasize the responsibilities of public
officials under the federal securities laws relating to primary offerings of

municipal securities and related disclosure documents.® Unlike many
primary offering disclosure documents, statements by public officials that
reach the secondary market may not be subject to the same
comprehensive review with respect to the disclosure standards of the
federal securities laws. Nevertheless, public officials may have liability
under the antifraud provisions of the federal securities laws for such
statements. Therefore, the statements of those public officials who may be
viewed as having knowledge regarding the financial condition and
operations of a municipal issuer should be carefully evaluated to assure
that they are not materially false or misleading. The Commission’s July
2012 Municipal Market Report also addressed this issue, recommending
that issuers and other municipal market participants follow and further
develop voluntary industry initiatives to enhance disclosure policies and
procedures for both primary offering and ongoing disclosures. Such
initiatives may include the adoption of issuer disclosure committees and

training programs.*

In this case, among other things, public officials who worked within the
City’'s administration ("City Administrators™) publicly released statements
and financial information that omitted or misstated material information
about Harrisburg’s financial condition, including its credit ratings and
payments made by the City on debt it guaranteed for a resource recovery
facility. The financial information and other statements, publicly available
on Harrisburg’s website at the time, included the City's 2007 and 2008
Comprehensive Annual Financial Reports (“CAFR"), 2009 Budget and
Transmittal Letter, 2009 State of the City Address and its Mid-Year Fiscal
Report for 2009. For example, City Administrators submitted Harrisburg's
2008 CAFR, which omitted to include a downgrade by Moody’s Investor
Services, Inc. of the City’s general obligation debt from Baa2 to Ba2. City
Administrators also released a 2009 Budget that did not include funds for
debt guarantee payments for the resource recovery facility, although $2.1
million had informally been set aside in anticipation of having to make
those payments. In another instance, City Administrators released a Mid-
Year Fiscal Report for 2009 without reference to the $2.3 million in
guarantee payments made by the City for a resource recovery facility. In
addition, an annual public address given by a Harrisburg public official
omitted to state the amount of resource recovery facility debt the City

~ would likely have to repay from its General Fund, and the impact the
repayment was having on Harrisburg's finances. Harrisburg public officials
failed to take measures, appropriate under the circumstances, to ensure
that their financial information and other statements were not materially
misleading.

The misstatements and omissions in this case were not the result of an
isolated incident but were recurrent and stretched from one fiscal year into
the next. From January 2009 through March 2011, at a time of increased
public interest in Harrisburg’s financial condition, and despite having
entered into multiple written undertakings, Harrisburg failed to submit
annual financial information, audited financial statements, notices of failure
to provide required annual financial information and material event notices.
Investors may be more likely to rely upon statements from public officials
where written undertakings made pursuant to Rule 15¢2-12 have not been

https://www.sec.gov/litigation/investreport/34-69516.htm 1/126/2017



Report of Investigation in the Matter of the City of Harrisburg, Pennsylvania Conceming ... Page 3 of 4

fulfilled and required continuing disclosures are not available through the
Municipal Securities Rulemaking Board’s Electronic Municipal Market Access
("EMMA") system.2

The statements by the Harrisburg public officials were part of, and could
have altered, the total mix of information available to the market. There is
a substantial likelihood that a reasonable investor would consider the
financial condition of the City important in making an investment decision,
and there were no other disclosures made by the City as part of the total
mix of information available to enable investors to consider other
information. These public officlals’ statements were the principal source of
significant, current information about the issuer of the security and thus -
could reasonably be expected to influence investors and the secondary
market. Because statements are evaluated for antifraud purposes in light of
the circumstances in which they are made, the lack of other disclosures by
the municipal entity may increase the risk that municipal officials’ public
statements may be misleading or may omit material information.

Given this potential for liability, public officials who make public statements
concerning the munictpal issuer should consider taking steps to reduce the
risk of misleading investors. At a minimum, they should consider adopting
policies and procedures that are reasonably designed to result in accurate,
timely, and complete public disclosures; identifying those persons involved
in the disclosure process; evaluating other public disclosures that the
municipal securities issuer has made, including financial information and
other statements, prior to public dissemination; and assuring that
responsible individuals receive adequate training about their obligations
under the federal securities laws. Public officials may also look to
Commission enforcement actions or Commission guidance in developing the
disclosure policies, procedures and controls that they choose to establish.
Public officials may choose to identify and implement other practices or
procedures that they believe are appropriate to meet their obligations
under the federal securities laws, Harrisburg has since instituted formal and
tailored written policies and procedures with respect to public statements
regarding financial information and other statements and its written
undertakings pursuant to Rule 15¢2-12 of the Exchange Act.

By the Commission.

£ Section 21(a) of the Exchange Act authorizes the Commission to
investigate "whether any person has violated, is violating, or is about to
violate” the federal securities laws. “The Commission is authorized . . . to
publish information concerning such violations, and to investigate any facts,
conditions, practices, or matters which it may deem necessary or proper to
aid in the enforcement of” the federal securities laws, This report does not
allege a violation by any public officials currently or formerly associated
with Harrisburg of Section 10(b) or Rule 10b-5 of the Exchange Act and the
Commission has not charged such public officials with any violations of the
federal securities laws. This Report also does not constitute factual findings
or an adjudication of any issue addressed herein.

211 the Matter of the City of Harrisburg, Pennsylvania, Exchange Act

Release No. 34-69515, Harrisburg consented to the issuance of the Order
without admitting or denying the findings therein.

https:/fwww.sec.gov/litigation/investreport/34-69516.htm 1/26/2017
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21n this Report, the term “public official” means elected officials, appointed
officials, and employees, or their functional equivalents, of any State,
municipality, political subdivision or any agency or instrumentality thereof.

% See Statement of the Commission Regarding Disclosure Obligations of
Municipal Securities Issuers and Others, Exchange Act Release No. 34-
33741 (March 9, 1994) (*Interpretive Guidance™} at 12-13.

2Id. at 13,

& Report of Investigation in the Matter of County of Orange, California as it
Relates to the Conduct of the Members of the Board of Supervisors,
Exchange Act Release No. 36761 (January 24, 1996).

Z Municipal Market Report at 141-42,

£ 5ee http://emma.msrb.org/

http://www.sec.gov/litigation/investreport/34-69516.htm
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 69515 / May 6, 2013

ADMINISTRATIVE PROCEEDING
File No, 3-15316

In the Matter of
ORDER INSTITUTING CEASE-AND-DESIST
THE CITY OF HARRISBURG, PROCEEDINGS PURSUANT TO SECTION 21C OF THE
PENNSYLVANIA SECURITIES EXCHANGE ACT OF 1934, MAKING
FINDINGS, AND IMPOSING A CEASE-AND-DESIST
Respondent, ORDER
I

The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-
and-desist proceedings be, and hereby are, instituted pursuant to Section 21C of the Securities
Exchange Act of 1934 (“Exchange Act”) against the City of Harrisburg, Pennsylvania
(“Harrisburg” or “Respondent” or “City™).

IL.

In anticipation of the institution of these proceedings, Harrisburg has submitted an Offer of
Settlement (the “Offer”) which the Commission has determined to accept. Solely for the purpose
of these proceedings and any other proceedings brought by or on behalf of the Commission, or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject maiter of these proceedings, which are
admitted, Harrisburg consents to the entry of this Order Instituting Cease-and-Desist Proceedings
Pursuant to Section 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing a
Cease-and-Desist Order (“Order™), as set forth below.



IIL

On the basis of this Order and Harrisburg’s Offer, the Commission finds' that:

Summary

. 1. This matter involves Harrisburg’s violations of Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder in connection with material misstatements and omissions made by
Harrisburg in its public statements and financial information, during a multi-year period where the
City also failed to comply with written undertakings executed by the City in the form of Continuing
Disclosure Certificates (“Continuing Disclosure Certificates™). These undertakings were a
prerequisite to the underwriting of primary offerings of municipal securities subject to Rule 15¢2-12
of the Exchange Act.? Pursuant to the Continuing Disclosure Certificates, the City agreed to
provide certain ongoing financial information and notices for the benefit of bondholders.
Harrisburg is a near-bankrupt city under state receivership largely by virtue of approximately $260
million® in outstanding debt it guaranteed for upgrades and repairs to a municipal Resource
Recovery Facility (“RRF”), owned by The Harrisburg Authority (“Authority™). As of March 15,
2013, Harrisburg has found it necessary, on three occasions, to withhold approximately $13.9
miltion in general obligation debt service payments in order to have sufficient cash flow to meet
essential services in the City.

2. For over two years, from January 2009 through March 2011 (the “relevant time
period”™), because Harrisburg did not submit annual financial information, audited financial
statements, notices of failure to provide required annual financial information and notices of
material events (“financial information and notices™) pursuant to its Continuing Disclosure
Certificates, Harrisburg’s financial information and notices available to the market were incomplete
and outdated. During the relevant time period, Harrisburg’s most recent annual financial

! The findings herein are made pursuant to Respondent's Offer of Settlement and are not binding on

any other person or entity in this or any other proceeding.

2 Rule 15¢2-12 prohibits, among other things and subject to certain exemptions, any broker, dealer or

municipal securities dealer, when acting as an underwriter in a primary offering of municipal securities, from
purchasing or selling municipal securities unless they have reasonably determined that the issuer of municipal
securities, or an obligated person, has underiaken in a written agreement or contract for the benefit of holders of
such securities to provide financial information and notices with information repositories known as Nationally
Recognized Municipal Securities Information Repositories ("NRMSIRs™). An “obligated person™ generally means
any person or entity (including an issuer of separate securities) that is committed by contract or other arrangement to
support payment of all or part of the obligations on the municipal securities being offered. On December 5, 2008,
the Commission amended Rule 15¢2-12 to require underwriters to reasonably determine that issuers or obligated
persons undertake to submit documents with the Municipal Sccurities Rulemaking Board (“MSRB”) instead of
NRMSIRs and state information depositories (as of July 2009).

3 This figure does not include the approximately $25 million loan due from the Authority to Covanta Energy,
Inc., the operator of the RRF.



information that was publicly available was for its year ended December 31, 2008.* That document,
issued almost a year later on December 23, 2009, contained material misrepresentations and
omissions regarding Harrisburg’s financial condition and its credit ratings. As a result of
Harrisburg’s multi-year failure to provide financial information and notices as Harrisburg had
agreed pursuant to its Continuing Disclosure Certificates, investors and the trading markets did not
have certain information regarding the City’s financial condition and had to seek out other public
statements made by Harrisburg for current information on the City’s finances. Those public
statements misrepresented and omitted to state material information regarding Harrisburg’s
deteriorating financial condition and credit ratings downgrades resulting from the RRI" debt
guarantees.

3. During the relevant time period, Harrisburg had approximately $43 million in
outstanding general obligation debt and constituted an obligated person for approximately $455
million of outstanding debt it guaranteed for several of its component units, including the
Authority, the Harrisburg Parking Authority (“HPA™), and the Harrisburg Redevelopment
Authority (“HRA™). Harrisburg entered into at least six separate Continuing Disclosure
Certificates in connection with its general obligation and the RRF bond offerings. Pursuant to
these Continuing Disclosure Certificates, Harrisburg agreed to provide financial information and
notices, including, but not limited to, principal and interest payment delinquencies, and changes in
bond ratings.” Beginning in July 2009, Harrisburg was obligated under its Continuing Disclosure
Certificates to submit this information to a central repository maintained by the MSRB, known as
the Electronic Municipal Market Access (“EMMA?”) system.

4.  Harrisburg had not submitted annual financial information or audited financial
statements in accordance with its Continuing Disclosure Certificates since submitting its 2007
Comprehensive Annual Financial Report (“CAFR™) to a NRMSIR in January 2009.° Harrisburg’s
CAFR” for the year ended December 31, 2007, completed on December 29, 2008 (2007 CAFR”),
was submitted to a NRMSIR on January 30, 2009. The City’s CAER for the year ended December
31, 2008 (“2008 CAFR”) was completed on December 23, 2009. Although it was publicly

* Harrisburg submitted its CAFR for the vear ended December 31, 2009 to EMMA on August 6, 2012. The

CAFR for the year ended December 31, 2010 was submitied to EMMA on December 20, 2012. The CAFR for
2011 is still outstanding.

5 In contrast to the Continuing Disclosure Certificates entered into by the City for its general obligation
bonds, the RRF bonds only required the City to submit annual financial information and relieved the City of any
obligation to submit material event notices. ' '

6 Pursuant to the terms of its Continuing Disclosure Certificates, Harrisburg was required to submit annual
financial information within 270 days after the end of its December 31% fiscal year end and until July 1, 2009 was
required to file with all NRMSIRs. Harrisburg submitted its CAFR for the year ended December 31, 2009 to
EMMA on August 6, 2012. The CAFR for the year ended December 31, 2010 was submitted to EMMA on
December 20, 2012. The CAFR for 2011 is still outstanding.

! A CATR is a set of government financial statements of a state, municipal or other governmental entity that

complies with generally accepted accounting principles (“GAAP”),
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available on the City’s website at the time,” the 2008 CATR was never submitted to EMMA.’
Moreover, the 2007 and 2008 CAFRs contained material misrepresentations and omissions with
respect to Harrisburg’s credit ratings and the potential impact of the RRF debt on the City’s
financial health. Harrisburg also did not submit material event notices regarding its failure to
submit annual financial information or its credit rating downgrades until March 29, 2011, after the
Commission had commenced its investigation.

5. Atatime of increased interest in its financial health by virtue of the Authority’s
deteriorating financial condition, Harrisburg failed to comply with its Continuing Disclosure
Certificates for over two years, which could have created a risk that investors would purchase or sell
securities in the secondary market on the basis of incomplete and outdated information. This
resulted in investors having to seek out other public statements the City made regarding its fiscal
situation during the relevant time period. However, little information concerning the City’s fiscal
situation was publicly available. " Among the information publicly available, and routinely posted
to Hatrisburg’s website at the time, were Harrisburg’s 2009 Budget and Transmittal Letter, the 2009
State of the City Address, and its Mid-Year Fiscal Report for 2009. Those public statements
materially misstated and failed to disclose material information regarding Harrisburg’s financial
condition and credit ratings.

Respondent and Related Entity

6.  The City of Harrisburg is the capital of the Commonwealth of Pennsylvania, with the
power to issue municipal securities. Harrisburg is the ninth largest city in Pennsylvania with a
population of approximately 48,000 and annual revenues of approximately $55 million.

7. The Harrisburg Authority is a municipal authority under the provisions of
Pennsylvania’s Municipality Authorities Act, 53 Pa. C.S.A. § 5601, et seq., with the power to issue
debt. The Authority provides water and sewer services to the citizens of Harrisburg. The
Authority also owns the RRF, a plant located in Harrisburg that converts solid waste to energy.
The RRF is primarily used to dispose of solid waste generated within Harrisburg and various other
municipalities located in Dauphin County, Pennsylvania.

§ Harrisburg significantly revised its website in May 2011. The revised Harrisburg website no longer

includes historical financial information or prior year public statements made by Harrisburg or its officials.
? Harrisburg erroneously submitted its 2008 CAFR with a former NRMSIR on March 2, 2010, As
previously discussed, all financial information and notices were to be submitted to EMMA on or after July 2, 2009.
10 During the relevant time period, the Authority had not issued annual financial information since its audited
financial statements for the year ended December 31, 2008, These audited financial statements were issued on
December 3, 2009 and submitted to EMMA on March 9, 2010. The Authority submitted its audited financial
statements to EMMA for 2009 and 2010 on December 28, 2011 and December 4, 2012, respectively. The
Authority, on behalf of itself and Harrisburg, submitted to EMMA various material event notices reflecting its
financial difficulties, including unscheduled draws on its debt service reserve funds. The material event notices
submitted by the Authority did not disclose the impact of those events on Harrishburg’s financial condition.

4



Harrisburg’s Financial Crisis -

8. Harrisburg’s RRF began operations in 1972. Harrisburg sold the RRF to
the Authority in 1993, but continued to operate the facility. In 1998, the Authority issued $56
million of bonds to refinance the then-existing RRF debt guaranteed by Harrisburg.!! Two years
later, in 2000, the Authority issued another $25 million in bonds, also guaranteed by Harrisburg,
to partially refinance outstanding RRF debt and fund ongoing operating costs and equipment,
among other things.” Tn 2002, the Authority issued $17 million of RRF debt, also guaranteed by
Harrisburg, primarily for working capital needs.” The RRF was shut down for repairs in 2003
pursuant to a consent order by the Environmental Protection Agency (“EPA”). From 2003 fo
2007, the Authority undertook a major retrofit of the RRF to bring it into compliance with EPA
standards. In 2003, to finance this work and refinance existing debt, the Authority issued an
additional $201 million in bonds, all guaranteed by Harrisburg. In the event Hatrisburg is unable
to pay under its primary guarantee, $111 million of the 2003 Authority bonds were further secured
by a secondary guarantee from Dauphin County. '*

9. Asaresult of a series of delays and cost overruns in completing the retrofit work, the
Authority turned over RRF operations to a private company in January 2007. During 2007, the
Authority did not have sufficient revenues to make its RRF debt service payments. As a result,
beginning in June 2007, Harrisburg paid about $4 million of the approximately $12 million of the
Authority’s RRF debt service payments for 2007.7 As secondary guarantor, Dauphin County

t In particular, on August 1, 1998, the Authority issued $56 million of its Guaranteed Resource Recovery

Facility Refunding Revenue Bonds, Series A through D of 1998, of which approximately $11 million was
outstanding as of December 31, 2007. At closing, Harrisburg executed & Guaranty Agreement with respect to the
principal of and interest on the bonds as well as a Continuing Disclosure Certificate.

12 On December 1, 2000, the Authority issued $25 million of its Guaranteed Resource Recovery Facility
Refunding Revenue Bonds, Series A and B of 2000, This issuance was refunded in 2003, At closing, Harrisburg
execuied a Guaranty Agreement with respect to the principal of and interest on the bonds as well as a Continuing
Disclosure Certificate.

B On August 15, 2002, the Authority issued $17 million of its Guaranteed Federally Taxable Resource

Recovery Facility Subordinate Variable Rate Revenue Notes, Series A of 2002, of which approximately $16 million
was outstanding as of December 31, 2007. At closing, Harrisburg executed a Guaranty Agreement with respect to
the principal of and interest on the bonds and a Continuing Disclosure Certificate.

1 The Authority issued 376 million of its Guaranteed Federally Taxable Resource Recovery Facility

Subordinate Refunding Revenue Bonds, Series A, B, and C of 2003 on June 4, 2003 and $125 million of its
Guaranteed Resource Recovery Facility Revenue Bonds, Series D-1 and D-2 and Guaranteed Federally Taxable
Resource Recovery Facility Revenue Bonds E and F of 2003 on December 1, 2003, all of which was outstanding as
of December 31, 2007. At closing, Harrisburg executed Guaranty Agreements with respect to the principal of and
interest on the bonds and two separate Continuing Disclosure Certificates. Dauphin County execuied secondary
Guaranty Agreements with respect to Series D-1, D-2, and E in the event Harrisburg fails to pay under its Guaranty
Agreement,

15 The Authority, on behalf of itself and Harrisburg, submitted material event notices to the NRMSIRs

regarding these guarantee payments.



made another $3 million in RRF debt service payments that Harrisburg was unable to make. In
December 2007, the Authority privately placed an additional $30 million of debt which Harrisburg
again guaranteed (the “2007 Notes)." Dauphin County is also secondary guarantor on the 2007
Notes. The proceeds of the 2007 Notes were applied by the Authority to, among other things,
provide the new RRF operator additional funds to complete the retrofit, make the RRF’s 2008 debt
service payments, and reimburse Harrisburg and Dauphin County for the guarantee payments
previously made on RRF debt during 2007. The 2007 Notes did not provide any additional
working capital for the RRF beyond 2008. By December 2007, Harrisburg was respensible for
approximately $260 million of outstanding debt for the RRF through its primary guarantees.
Dauphin County serves as a secondary guarantor on approximately $141 million of that RRF debt.

10. In addition to its RRF debt, by December 2007, Harrisburg had guaranteed
approximately $110 million of HPA bonds and about $85 million of HRA bonds. Moreover,
Harrisburg had outstanding $43 million of general obligation debt."” The City’s outstanding
obligations from both its general obligation bonds and the primary guarantees to its various
component units totaled approximately $498 million as of December 31, 2007, which represented
about eight times the City’s annual general fund revenues of $61 million for 2007.

11. At various times from mid-2008 through 2009, the Authority and its financial
advisors provided information to Harrisburg City Council and City administrators regarding the
RRF’s deteriorating financial condition. Specifically, from at least May 2008 through August
2009, various presentations and reports from the Authority’s financial advisors to Harrisburg
officials and City Council provided projections regarding the difficult financial situation facing the
Authority absent additional capital or additional revenues. In its August 2008 presentation to
Harrisburg’s Public Works Committee, the advisors projected the RRF would have a budget deficit
of almost $13 million in 2009. In a September 2008 presentation to Harrisburg officials, the
Authority’s financial advisors indicated that the Authority would only have approximately $3
million available to cover an estimated RRF debt service of $16 million in 2009.

12. By late 2008, it was clear to Harrisburg’s administration and the City Council that the
Authority would not have sufficient revenues to meet its debt service obligations for 2009 and
beyond without a significant rate increase for waste disposal at the RRF. A November 2008
report prepared by the Authority’s financial advisors showed the RRF’s projected debt service for
2009 increasing to $18 million.

16  In late 2007, the Authority privately placed $30 million of Guaranteed Resource Recovery Facility Limited

Obligation Notes, Series C of 2007 and Guaranieed Federally Taxable Resource Recovery Facility Limited Obligation
Notes, Serfes D of 2007. At closing, Harrisburg executed Guaranty Agreements with respect to the principal of and
interest on these bonds. Dauphin County executed secondary Guaranty Agreements with respect to the bonds in the
event Harrisburg failed to pay under its Guaranty Agreements.

1 On December 30, 1997, Harrisburg borrowed $52 million original issue amount of its General Obligation

Refunding Bonds, Series D and F of 1997, Capital Appreciation Bonds, of which approximately $43 million was
outstanding as of December 31, 2007, with an accreted obligation value of approximately $74 million. At closing,
Harrisburg exccuted a Continuing Disclosure Certificate for the bonds,
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13.  On December 2, 2008, the Authority sought a rate increase from $63.75 to $165 per
ton for waste originating outside of the City but within Dauphin County.” A few days later,
Dauphin County challenged the rate increase in court. The matter went to binding arbitration and
Dauphin County prevailed on February 18, 2009. The Authority received only a minimal rate
increase of $1.58 per ton. By this point, without the requested waste disposal rate increase, the
Authority and its advisors projected that the Authority was unlikely to meet its future RRF debt
service payments. As primary guarantor, Harrisburg ultimately became responsible for the almost
$18 million of Authority debt service payments to be paid in 2009, as well as approximately $64
million of Authority debt service payments in 2010."

Harrisburg Has Not Submitted
Financial Information and Notices

14. During the relevant time period, Harrisburg did not submit financial information
and notices pursuant to its Continuing Disclosure Certificates. In addition, much of Harrisburg’s
publicly available financial information was incomplete and outdated, with its most recent CATR
dating back to 2008.

15. Under the City’s Continuing Disclosure Certificates, if Harrisburg is unable to

provide annual financial information within 270 days of its fiscal year end, it agreed to submit a
notice to EMMA (or previously one of the NRMSIRs) referencing its failure to timely provide
such information. Harrisburg did not submit such a notice with respect to its 2008 CAFR.
Harrisburg submitted its CAFR for the year ended December 31, 2009 to EMMA on August 6,
2012. The CAFR for the year ended December 31, 2010 was submitted to EMMA on December
20, 2012. Harrisburg’s CAFR for 2011 is still outstanding. Harrisburg did not submit such
notices regarding the lack of its annual financial information in EMMA until March 29, 2011.

16. The City agreed in its Continuing Disclosure Certificates to provide disclosure, in a
timely manner, for eleven different categories of material events, including but not limited to,
principal and interest payment delinquencies, rating changes, unscheduled draws on debt service
reserves reflecting financial difficulties, and failure to provide annual financial information as
required. Harrisburg did not submit in a timely manner the material event notices regarding its
credit rating downgrades by Moody’s.

18 The Authority also sought a rate increase from the City. As a result, Harrisburg’s disposal rates increased

from $58 to $232 annually for residential property and $84.50 to $338 annually for nonresidential property. The
City’s increase alone was insufficient to address the RRF’s mounting debt problems, generating only approximately
$5.5 million annually in additional revenues.

1 The approximately $64 million due in 2010 includes $35 million for principal repayment of the 2007 Notes in
December 2010 and replenishment of the RRE debt service reserve fimd draws in 2009,
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Harrisburg Made Material Misrepresentations and
Omissions Concerning Its Financial Health

7 A. Harrisburg’s 2007 and 2008 CAFRs

17. Harrisburg’s 2007 CAFR omitted the $4 million in guarantee payments that the City
had paid on the RRF debt during 2007. The Authority repaid Harrisburg in December 2007 when
it issued the 2007 Notes. This omission was material because it could have signaled to Harrisburg

investors and potential investors that the Authority was having significant financial difficulties as
carly as 2007.

18.  On October 28, 2009, Moody’s Investor Services, Inc. ("Moody’s) downgraded
Harrisburg’s general obligation bonds from Baa2 to Ba2, citing in its report the difficulties
Harrisburg had in paying its RRF debt as the primary reason for the downgrade. In its 2008 CAFR
submitted in December 2009, Harrisburg omitted the downgrade by Moody’s.

19.  Also in the 2008 CAFR, Harrisburg noted in its Management’s Discussion and
Analysis section that “[t]here is a high degree of uncertainty regarding the Authority’s ability to
operate at capacity in order to sustain their [RRFT debt service obligation. The City has had to
honor those guarantees at various times during 2009.” This statement was misleading because by
December 2009, the extent of the Authority’s financial difficulties was not uncertain, Harrisburg
knew that the Authority had not obtained its waste disposal rate increase and that, as a result, the
Authority would not have sufficient revenues to meet its debt service obligations for 2009 and
beyond. While the 2008 CAFR’s Subsequent Events footnote stated that the Authority lost its
arbitration with Dauphin County and listed the various payments made by Hatrisburg as guarantor
on behalf of the Authority, it failed to disclose the resulting impact of those payments on
Harrisburg’s financial condition. Only a month before the 2008 CAFR was submitted, Harrisburg
publicly issued and posted on its website a proposed 2010 budget seeking to include the
approximately $64 million in debt service for the Authority’s RRY debt, including repayment of
the 2007 Notes. That proposed budget was ultimately not adopted and the City’s final budget did
not include monies earmarked for RRF debt service payments in 2010.

B. Harrisburg’s Public Statements

20.  On November 25, 2008, the Harrisburg administration submitted a proposed 2009
Budget to City Council, which was approved on December 22, 2008 (2009 Budget™). The 2009
Budget included $63 million of general fuind expenditures. At the time, Harrisburg’s 2009 Budget
and its accompanying transmiital letter were accessible on Harrisburg’s website. By the time the
2009 Budget was passed, Harrisburg was aware of the Authority’s projected budget deficits and
that Dauphin County was challenging the rate increase. As a result, the Authority was unlikely to
have sufficient revenues to pay its 2009 debt service obligations. Harrisburg’s 2009 Budget, as
adopted, did not include funds for debt guarantee payments for the RRF, raising questions as to
whether it would fulfill its obligations under those guarantees. Nevertheless, at the beginning of
the year, Harrisburg adminisiration officials informally set aside $2.1 million of its surplus reserves
in anticipation of potentially having to make those guarantee payments.
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21. The 2009 Budget also misstated Harrisburg’s credit as being rated “Aaa” by
Moody’s based upon its insurance. By December 2008, Moody’s had announced its downgrade
of Harrisburg’s general obligation credit rating to Baal.

22.  On April 9, 2009, Harrisburg’s Mayor at the time gave the annual State of the City
Address (%2009 Address”). At the time, the 2009 Address was accessible on Harrisburg’s website
and styled as an “annual report on the progress of Pennsylvania’s Capital City and the largest
municipality in our region.” In the 2009 Address, the former Mayor only discussed the RRF as a
situation that was an “additional challenge” and an “issue that can be resolved.” The 2009 address
was misleading because it omitted to state the amount of RRF debt the City would likely have to
repay from its General Fund, and the impact that repayment obligation was already having on
Harrisburg’s finances. By April 2009, Harrisburg had already made $1.8 million in guarantee
payments on the RRF debt. In addition, by this time, Harrisburg knew that the Authority had
failed to secure the requested rate increase, making it likely that Harrisburg would have to repay
$260 million of RRF debt as guarantor.

23. Between December 2008, when Harrisburg’s 2009 Budget was made public, and
April 2009, when Harrisburg’s Mayor made his 2009 Address, $28 million of bonds issued ot
guaranteed by Harrisburg traded without investors having the benefit of material information
regarding Harrisburg’s financial condition.

24. Harrisburg filed its Mid-Year Fiscal Report for 2009 (“2009 Mid-Year™) on August
14,2009. The 2009 Mid-Year was designed to provide a snapshot on budget-to-actual figures for
Harrisburg approximately at the middle of the year. At the time, the 2009 Mid-Year was
accessible on Harrisburg’s website, The 2009 Mid-Year did not reference any of the guarantee
payments the City had made on the RRF debt, which at this point totaled $2.3 million, or 7% ofits
General Fund expenditures to the mid-year point. Between April 2009, when the Mayor made his
2009 Address, and August 2009, when Harrisburg’s 2009 Mid-Year was issued, another $24
million of bonds issued or guaranteed by Harrisburg traded without investors having the benefit of
material information regarding Harrisburg’s financial condition.

25. By the end of 2009, Harrisburg had made about $5.6 million of RRF debt service
payments under its guarantee obligations. This information was material, in part because, it
represented approximately 9% of Harrisburg’s projected General Fund expenditures as of
December 31,2009. The omission also did not alert investors or potential investors of the fact that
Harrisburg had been using its surplus reserves to make guarantee payments. '

26. Between August 2009, when Harrisburg filed its 2009 Mid-Year, and December
2009, when Harrisburg issued its 2008 CAFR, another $35 million of bonds issued or guaranteed
by Harrisburg traded without investors having the benefit of material information regarding
Harrisburg’s financial condition.



27. Between December 2008 and December 2009, a total of $87 million bonds issued or
gnaranteed by Harrisburg traded without investors having the benefit of maietial information
regarding Harrisburg’s financial condition. Consequently, material information was not available
for investors to consider while making their investment decisions or evaluating appropriate prices
for the bonds.

28. On February 11, 2010, Moody’s downgraded Harrisburg’s general obligation bonds
again to a rating of B2, with a negative outlook. For the second time, Moody’s cited the
difficulties Harrisburg faced in paying its RRF debt as the primary reason for the downgrade.
Harrisburg did not disclose Moody’s February 2010 downgrade until March 29, 2011.

State Declares Harrisburg a Fiscal Emergency

29. For several years, Harrisburg has been exploring various options to close its budget
gap and address its RRF debt issue. On October 1, 2010, Harrisburg filed a Petition for
Determination of Municipal Financial Distress under Pennsylvania’s Municipalities Financial
Recovery Act of 1987 (“Act 47”). Harrisburg was accepted into the Act 47 program on December
15,2010. The Act 47 program allowed Harrisburg to obtain assistance from the Commonwealth
of Pennsylvania in developing a financial recovery plan. A Municipal Financial Recovery Act
Recovery Plan (“the Recovery Plan”) was submitted by the Act 47 coordinator to Harrisburg on
June 13, 2011. According to the Recovery Plan, “[t]he City of Harrisburg is facing a direct,
immediate and grave financial crisis. The financial crisis is so severe that the City tecters
uncomfortably on the verge of bankruptcy that could be triggered at any moment by parties outside
its control.” Harrisburg’s City Council rejected the Recovery Plan in July 2011.

30. OnMarch 29,2011, Harrisburg submitted a material event notice to EMMA (the
“March 29" Notice™). In the March 26% Notice, Harrisburg disclosed, among other things, (1) its
rating change by Moody’s; (2) the unscheduled debt service draws on the RRF bonds; (3) its
failure to fulfill its guarantee obligations; and (4) its Act 47 petition.

31. On October 11, 2011, Harrisburg’s City Council filed a voluntary Chapter 9
bankruptey petition. The bankruptey petition was dismissed by the bankruptcy court on November
23,2011 on the basis that the bankruptcy was barred by Pennsylvania statc law and had not been
authorized by the Mayor. The bankruptey court’s dismissal was appealed by the City Council on
December 10, 2011. The appeal was rejected by the district court on February 1, 2012.

32.  On October 20, 2011, Pennsylvania’s governor signed legislation authorizing the State
to declare fiscal emergency in Harrisburg. On November 18, 2011, a receiver was appointed under
this legislation to implement a Recovery Plan and take control of the City’s finances. On March 27,
2012, a Dauphin County court appointed a second receiver to oversee the day-to-day operations of
the RRF. The State-appointed Harrisburg receiver resigned on March 30, 2012. A new State-
appointed Harrisburg receiver was confirmed on May 24, 2012.
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33. Harrisburg has missed approximately $13.9 million in general obligation debt service
payments as of March 2013. On March 11, 2013, Harrisbur%lsubmitted amaterial event notice to
EMMA indicating that it would not be making its March 15" general obligation debt service
payments in the amounts of $2,700,000 and $2,505,000, for its General Obligation Refunding
Bonds, Series D and F of 1997, respectively. On March 9, 2012, Harrisburg submitted a material
event notice to EMMA indicating that it would not be making its March 15™ general obligation debt
service payments in the amounts of $2,735,000 and $2,530,000, for its General Obligation
Refunding Bonds, Series D and F of 1997, respectively. On September 14, 2012, Harrisburg
submitted a material event notice to EMMA indicating that it would not be making its September
15% general obligation debt service payments in the amounts of $1,765,000 and $1,635,000, for
its General Obligation Refunding Bonds, Series D and F of 1997, respectively.

Harrisburg Enhances Its Disclosure Process

34. During the relevant time period, Harrisburg did not have policies and procedures in
place to ensure that the financial information it was releasing to the public was accurate in all
material respects. Harrisburg also did not have any policies and procedures in place to ensure
that it was complying with its Continuing Disclosure Certificates.

35. With the assistance of counsel, Harrisburg has enhanced its disclosure process by
instituting formal written policies and procedures with respect to public statements regarding
financial information made by the City and its compliance with its Continuing Disclosure
Certificates (“Disclosure Policy”). In its Disclosure Policy, among other things, Hatrisburg has
designated the City’s Business Administrator as the individual responsible for filing IHarrisburg’s
annual financial information and notices with EMMA. The Business Administrator is required to
provide the Mayor, City officials and the City Council with written confirmation that the financial
information and notices have been submitted to EMMA. In addition, Harrisburg has implemented
annual training for City employees involved in the disclosure process to ensure compliance with
the Disclosure Policy and to provide an overview of the City’s obligations under the federal
securitics laws. This annual training will be conducted by the City’s Business Administrator. City
employees receiving the training will provide written certification that they have completed the
training and have reviewed, understood and will comply with the Disclosure Policy. No later than
14 days after the end of each fiscal year, the Business Administrator must certify that he has
conducted the annual training.

36. Harrisburg has also committed to submitting a copy of its Disclosure Policy, together
with any amendments, on EMMA and placing it on the City’s public website. In addition, any
securities offering for which the City is an issuer or obligated person will now also include a
certification by the Business Administrator that the information set forth therein regarding the City
does not contain any untrue statement of material fact or omit to state any material fact necessary
to make the information contained in the offering document not misleading. Finally, Harrisburg
has agreed to disclose the terms of this Order on EMMA and in the preliminary and final offering
documents of any future securities offerings for which the City is an issuer or obligated person
within five years from the date of this Order.
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Legal Discussion

37. Harrisburg and other municipal securities issuers are subject to the antifraud

_ provisions of the federal securities laws, which include Exchange Act Section 10(b) and Rule
10b-5. Section 10(b) of the Exchange Act and Rule 10b-5 thereunder prohibit
misrepresentations or omissions of material fact in connection with the purchase or sale of any
security, This provision prohibits the making of any untrue statement of material fact or omitting
to state a material fact necessary in order to make the statements made, in light of the
circumstances under which they were made, not misleading in connection with the purchase or
sale of securities. A fact is material if there is a substantial likelihood that its disclosure would be
considered significant by a reasonable investor. This requirement is fulfilled if there is a
substantial likelihood that the information would have been viewed by the reasonable investor as
having significantly altered the “total mix” of information available. Basic Inc. v. Levinson, 485
U.S. 224, 231-32 (1987); TSC Industries, Inc. v. Northway. Inc., 426 U.S. 438, 449 (1976).

38. Section 10(b) of the Exchange Act and Rule 10b-5 thereunder also require a
showing that defendants or respondents acted with scienter. Aaron v, SEC, 446 U.S. 680, 701-02
- (1980). The scienter requirement for antifraud violations may be satisfied by a showing of
recklessness. Inre Advanta Corp, Sec. Litig., 180 F.3d 525, 535 (3d Cir. 1999). Recklessness has
been defined as “extreme departure from the standards of ordinary care, and which represents a
danger of misleading buyers or sellers that is either known to the defendant or is so obvious that
the actor must have been aware of it.” McLean v. Alexander, 599 F.2d 1190, 1197 (3d Cir. 1979)
(quoting Sunstrand Corp. v. Sun Chem. Corp., 553 F.2d 1033, 1045 (7™ Cir. 1976)).

39. Municipal issuers have an obligation to make sure that information that is
released to the public that is reasonably expected to reach investors and the trading markets, even
if not specifically published for that purpose, does not violate the antifraud provisions.” In its
1994 Interpretive Guidance, the Commission reminds issuers that without a “mechanism for
disseminating information about the municipal issuer to the market as a whole. ..investors
purchasing municipal securities in the secondary market risk doing so on the basis of incomplete
and outdated information. Since access by market participants to current and reliable
information is uneven and inefficient, municipal issuers presently face a risk of misleading
investors through public statements that may not be intended to be the basis of investment
decisions, but nevertheless may be reasonably expected to reach the securitics markets.””

Violations
40. Harrisburg made material mistepresentations and omissions in its 2007 and 2008

CAFRs, 2009 Budget and Transmittal Letter, 2009 State of the City Address and its Mid-Year
Fiscal Report for 2009, regarding Harrisburg’s credit ratings and the potential impact of the RRF

0 See Statement of the Commission Regarding Disclosure Obligations of Municipal Securities Issuers and

Others, Exchange Act Release No. 34-33741 (March 9, 1994) (“19%4 Interpretive Guidance”).

4 See 1994 Interpretive Guidance, page 13.
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debt on the City’s financial health. As a result of this reckless conduct, Harrisburg violated Section
10(b) of the Exchange Act and Rule 10b-5 thereunder.

Remed_igl Efforts

41. In determining to accept Harrisburg’s Offer, the Commission considered the
cooperation afforded the Commission staff during the investigation and remedial acts taken by
Harrisburg, referenced in paragraphs 35 and 36.

IV.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in Harrisburg’s Offer.

ACCORDINGLY, pursuant to Section 21C of the Exchange Act, it is hereby ORDERED
that Harrisburg shall cease and desist from committing or causing any violations and any future
violations of Section 10(b) of the Exchange Act and Rule 10b-5 thereunder.

By the Commission.

Elizabeth M. Murphy
Secretary
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I} INTRODUCTION’

- Th ‘f__P,"I:a_r;isbur_-g Authority (the “Authority” or “THA”) is a municipal authority created by
_ theCrcy ':Of Harrisburg (the “City”). The Authority provides various utility services to the
) C1ty and -;:certaig surrounding communities. The Authority owns the Harrisburg Resource

B ':Rec:t"jj_{?ery Facility (the “RRF” or the “F acility”), a waste-to-energy plant.

uthonty ha{s;éccumulated more than $300 million in debt and other obligations
telated tothe RRF ‘The debt on the RRF arises primarily out of the issuance of numerous
“bonds and notes by the Authority. About two-thirds of the debt was incurred in
connection with projects undertaken in 2003 and 2007, both of which were designed to
retrofit the RRF to comply with environmental regulations and to increase its efficiency
* and céipacity. (In this report, we sometimes refer to these projects as any combination of
' .the Word'g- “project,” “projects,” “retrofit” or “retrofits.””) Despite these prbjects, the RRF
is not-génerating sufficient net operating revenues to service the debt on the F acility. The
Authofityfs inability to service the debt on the RRF has resulted in the City and Dauphin
County (the “County”), and the bond insurer (Assured Guaranty Municipal Corp.
'(f‘AGM”.), as the- successor to the interests of Financial Security Assurance (“FSA”)),

- making débt service payments on the Authority’s debt and has been a significant facior in

-the well-publi_cized.ﬁnancial distress of the City.

‘In late 2010, the Authority conducted a public search, through a formal proposal process,
for ‘an accounting firm and & law firm to perform “...a forensic audit' of certain

-'ﬁnancings..in 2000, 2002, 2003 and 2007, including swap agreements, as well as certain

1 The term forensic audit reflects the nomenclature chosen by the Authority for use in the Request for
Proposal. ‘The term forensic audit has not been defined by the American Institute of Certified Public
Accountants (“AICPA™), although the term often is used interchangeably with the terms forensic
Investigation, forensic accounting and/or forensic examination. The forensic accounting work that has been
performed in this matier is based upon the scope of work set forth by the Authority Board and its Solicitor,
and the procedures discussed in this report. Further, those forensic procedures have been performed in
.accordance with the AICPA’s consulting standards, not the audit standards. As such, the forensic
accounting procédures performed do not constitute a financial statement audit, the objective of which is the
. expression of an.opinion on the fairess with which the financial statements of the entity subject to audit
'« present, in all material respects, the financial position, results of operations and cash flows in conformity
with generally accepted accounting principles. :
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‘contracts Wlth Barlow Projects and Reynolds Construction. These financings and

ntracts have resulted in over $282 million in debt® which cannot be repald by the
utﬁonty ﬁom recelpts and revenues at the RRF.™ Following receipt of ertten
sp ;nses to the Authonty s requests for proposal and public interviews of responding
parties, the Authorlty selécted the law firm of Klehr Harrison Harvey Branzburg LLP
:-‘.‘Klehr Harrlson”) and the accounting firm of ParenteBeard LLC (“ParenteBeard”) fo

ct'the forensw investigation. The Authority also engaged the financial advisory

1-of 'Publlc Resources Advisory Group (“PRAG”) to consult ‘with; and to provide

quantltetwe analySIS and support to, Klehr Harrison and ParenteBeard regarding the plan

ef fmance for the RRF, the debt issued and related swaps entered into by the Authority.
These firms were engaged by the Authority in late December 2010 and began work on
the mvestlgatlon in J anuary 2011.

A, . INVESTIGATIVE TEAM

Numerous individuals contributed to the overall analyses that were performed. The work
was performed under the direction of the following individuals:

. Dougias :‘F ‘Schleicher is a partner with Klehr Harrison and the Chair of the firm’s
Envuonmental practice group. Mr. Schleicher has experience with a broad range of

. envuonmental matters, including regulatory, transactional and litigation matters,

. Glenn A. Wemer 1s a partner with Klehr Harrison in the firm’s Litigation department. -
Mr Wemer handles various kinds of complex busmess issues in litigation matters and has
experience in conductlng 1nternal investigations for clients and in representing them in
connection  with mvestlgatlons by administrative agencies and self-regulatory

organizations.

2 The ﬁgure does not include all debt and obligations.
* Request for Proposal dated September 28, 2010.
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Yames T.:O? Brren 1s a Certified Public Accountant and i is certified in Fmanc1al Forensics.
X Partner Wlth ParenteBeard’s Forensic, ‘Litigation & Valuatzon Services

jdepartment in Phrladelphla, Pennsylvama

_Dav1d M Duffus 1s a Certified Public Accountant, Accredited in Business Valuation,
: certlf ! d in Fmancral Forensms and is a Certified Fraud Examiner. He is a Partner with

__Beard and manages the Pittsburgh Forensic, L1t1gat10n & Valuation Services

N Steveﬁ'A".‘_;Goldﬁeld has been an independent financial advisor for the past six years. He
‘Was:a 'Sem'er Managing Director at PRAG until October 31, 2011, and is currently a
. :Semor Counselor with PRAG. Prior to that, Mr. Goldfield was a bond counsel and
| ,underwnters counsel Mr. Goldfield is the Prmelpal of Municipal Advisor Solutions, a
company formed to assist financial advisors with compliance with the- new regulations
" bemg promulgated under Dodd-Frank Wall Street Reform Act.*
o ‘Each' ‘member of the investigative team brought a specific set of skills to assist the
'investigaﬁve 'process. Our observations and findings are presented in combined fashion
in ﬂ\d’s report,. and the individual experience each team member brought to the
'mvest_igative team helps to bring insight to the conclusions that have been drawn. The
" eonclusiohs presented are based primarily upon the experience of the respective
: rnember(s) of the team with relevant background in the subject matter addressed No

member of the team is providing any formal opinion on any matter, nor is any member of
the team purporting to advise you, by virtue of providing input into this joint report on

~ subj ect matters that are ouiside of his or its respeetlve area(s) of practice.

* Mr. Goldfield and PRAG professionals undertook quantitative ana]ysm and provided msrghts based upon
their. experience with respect to certain of the issues reviewed in the investigation and addressed in this
“1eport, mcludlng among other things, the swaps, caps and plan of finance, as well as structuring of and
customary practices involved in municipal finance transactions,
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o - Stephen Reed. Mayor of the City of Harisburg from 1982* through 20097

B :':e,';'i-Damel Lispi.- Assistant to the Mayor for Special Projects,® and lafer a consultant
- to the Authonty and the City on the project.’
o Linda Lingle. Business Administrator.®
® Jc;hn Lﬁkens Director, Department of Incineration and Steam Generation
h - Materials & Energy Recycling and Recovery Facility? ‘
L :;"l,Robert Kroboth. Finance Director.! :
Y f-".Lﬁda'Thompson.‘_ Harrisburg City Council (“City Council”) ihembér, Chair of
"+ the Public Works Committee,'' and current Mayor of the City of Harrisburg.

-5 http:/Awww. citymayors,com/mayors/harrisburg_mayor. html

" *Mayor Linda Thompson was sworn into office in January 2010,

. http /fwrww.pennlive.com/midstate/index.ss£/2010/01/linda _thompson_sworn_in_as har him],
¢ Mr. Lispi’s title as stated in the November 19, 2003 letter from Ronald Barmore to Mr. Lispi regarding
the “security” package,
7 Consilting Agreement between DRL Consultmg and Development LLC and the City and the Authority
-dated April 2,2004,
Ms Lingle’s title was obtained from various e-mail correspondence.
May 30, 2007 Letter from The Harrisburg Authority to M. Lukens, among others.
February 6, 2008 letter from Richard Michael to Mr. Kroboth.
" August 2, 2007 memo from Carol Cocheres to Ms, Thompson.
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i

R . The C_’ounly

'Becéi{;s' -'fo'f '_théilin‘]_.i-ted documents the County provided, our identification of County

fﬁmalsand }_fjépréﬁéntatives that had involvement with the RRF was gleaned from

i

"dodlﬁ:ﬁen’té"profv‘idec'l;'by others.”” Those individuals include:

County Cormissioner J effrey Haste.
County Com_fnissioner Lowman Henry.

unty, Comnissioner Anthony Petrucei.”

3 : 3 | 'TheAuthori-ljf

-Iﬁdi&fduals éfﬁliatcd with the Authority who had involvement with the RRF were:

IR

" .‘; Thomas Mehly. Executive Director of the Authority through late 2006.4

°
‘e;'Robert Ambrose. Executive Director of the Authority in 2007."
) _, o ‘John Keller. 'Authority Board member from at least 1998 to September 2007,"7
B serving over that time as Vice-Chairman and subsequently Chairman of the Board
: of thge Authority, S
. Fredrlck Clak. Authority Board member from at least 1998'8 through August

s 200719 and Chairman of the Board of the Authority in2006,2°

*? The: County declined to produce documents to the forensic team, but did provide certain documents
directly to the Authority in response to Right-to-Know requests by the Authority staff,
** County of Dauphin Ordinance No. 4-2003 dated November 6,2003. -

!* November 30, 2006 Authority Board Meeting Minutes.
* December 22, 2006 Authority Board Meeting Minutes,
* General Certificate of the Harrisburg Authority dated August 27, 1998, included in the 1998 A, B, C and
D Transcript of Proceedings.
" The September 5, 2007 Authority Board Meeting Minutes indicate James Ellison is appointed Chairman.
The Authority’s Board Minutes evidence no further activity by John Keller after the December 19, 2007
meeting, :

. '* General Certificate of the Harrisburg Authority dated August 27, 1998 included in the 1998 A, B, Cand
D Transcript of Proceedings.

8 The Authority’s Board Minutes evidence no further activity by Fredrick Clark after the August 22, 2007
‘meeting. 1 0

* Authority Board Meeting Minutes from February 22, 2006 identifying Mr. Clark as Chairman,
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Michele Torres. Acting Executive Director of the Authority in the fall 0f 20072
L@té’f, ‘E}f;éclglﬁive Director. Ms. Torres left the Authority in 2011, |

James Ellison. Chairman of the Board of the Authority from September 20072 to
Mch 2010 o

ent Hargrove. Chairmen of the Board of the Authority from at least 1998% fo

The following were key contractors on the retrofit project:

;  _ e Ba{'leWi Projects, Inc. (“Barlow™).”® Hired by the Authority as early as September

L 200027 fo 'asl:s“éss the feasibility of the retrofit. Later provided project design, bid

g managementand financial analysis services. Ultimately, Barlow served_ as the
B Iead:cbnfractor on the project. Key Barlow representatives were:
o o‘f James Barlow, President;?® and
i o Ronald Barmore, Senior Vice President.?’
o' Barlow also hired a number of subcontractors to assist with the retrofit contract.
FE We w111 diééuss the subcontractors in more detail during our analysis of the
; retroﬁt '

§

o o . v ]

21 September 26,2007 Authority Board Meeting Minutes. :
2 The September 5, 2007 Authority Board Meeting Minutes indicate James Ellison is appointed Chairman,
 March 31, 2010 Authority Board Meeting Minutes.

- ™ General Cerlificate of the Harrisburg Authority dated August 27, 1998 included in the 1998 A, B, Cand
D Transcript of Proceedings. '
» See June 23, 2004 Trent Hargrove resignation letter. -
% A related Barlow entity, Barlow Projects Harrisburg, LLC, was involved with the project, and was the
contracting entity with the Authority for the Amended and Restated Agreement for the Sale and Installation
of Equipment. Throughout the report these parties will be refetred to collectively as Barlow.
*" December 13, 2001 memo from Mayor Stephen Reed to Harrisburg City Council regarding the retrofit
decision. The memo discusses Barlow’s September 2000 preliminary report to the City and Authority. .
% December 4, 2000 Opinion Letter to the Authority regarding project feasibility.
% March 24, 2003 report certifying the self-liquidating status of the 2003 Series A, B and C debt.
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‘.;nolds Constructlon Management, Inc. (“Reynolds”). Hired by the Authonty
ebruary 16 2004 to provide pre-construction services® and in August 2006
) prowde close—out services on the project.’! Also hired by Barlow on Apnl 1,
004 to support Barlow with procurement and construcuon management
ervttses ‘At the time that Reynolds was awarded these contracts and was

"orlqng on, the pro;ect Fredrick Clark, a member of the Authorlty s Board, was

o a-Reynolds executive.”
B

ovanta Energy (“Covanta™). Hired in January 2007 to complete the construction

n'_the RRF-and to operate the Facility.* Covanta continues to operate the
F aclhty for the Authority.

i -+ The Law Firms & Lawyers

’The feilc;ﬁng law firms and lawyers were involved with the RRF:

YR

ap

Obermayer, Rebmann, Maxwell & Hippel, LLP (“Obermayer”). Retained by the
. 3 Authonty as carly as 1994 regarding the RRF ** Key lawyets included:

E f-h;-';o' “Andrew Giorgione. Lead attorney at Obermayer who advised the Authonty
o and the City on issues related to the RRF and who had a close working
relatlonshlp with Mayor Reed.*®
;. o. Hugh Sutherland. Bond attorney who worked with Mr. Giorgione on RREF-
.+ related bond issues in 2003.57
e Klett, :Rc‘)on’ey, Lieber & Schorling, P.C. (“Klett Rooney”). 'Mr. Giorgione left
: .Obe_fmayer in 2005 to join Klett Rooney, and brought the client relationships with

30 ., Scope of services attached to the February 16, 2004 agreement between the Authority and Reynolds.
August 23,2006 Agreement between the Authority and Reynolds.
Agreement for Professional Consulting Services between Barlow and Reynolds dated April 1, 2004,
http /Iwww.felarkresources.com/index. php?option=com content&task‘vnew&ld"-w&Itemld—S
Harrlsburg Authority Resolution 2006- 031, adopted December 22, 2006,
December 21, 1994 engagement letter between the Authority and Obermayer
Based upon our observations from the documents produced, :
*7 For example, f&fer to the May 9, 2003 memo from Mr. Sutherland to Andrew Giorgione regarding the
'Barlow Self- L1qu1dat1ng Debt Report.

The Harrisburg Authority



PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT Page 8

‘ theC1ty and the Authority with him.%® Klett Rooney later merged with Buchanan

gersoll P. C to become Buchanan Ingersoll & Rooney, P C (“Buchanan”) In

addltlon to Mr. Giorgione, Kenneth Luttinger also provided eounsel

Eckert Seamans ‘Cherin & Mellot, LLC (“Eckert”). Eckert attorneys were
vo]ved with the RRF in various capacities from 1993 when the Authority
aequ:lred the RRF from the City, through 2011. Eckert attorneys were involved in
thi orlglnal anU.:lSItIOIl financing; as bond counsel to the. Authorlty for the 1998
fundmgs ‘as Note Counsel to the Authority for the 2000 A and B Notes:** as
: _thonty Spemal Counsel and Underwriters’ Counsel for the 2002 Variable Rate

_;'Notes as Underwriters’ Counsel for the 2003 Note and Bond issues;* and as
i Note Counsel and Special Counsel to the Authority for the 2007 Notes.”® Further,
:"_‘-,..',based uport : other documents and information analyzed, the scope of the
R representatlon appears to have been broader than these lnmted roles.  Key

attomeys at Eckert included:

: o Carol Cocheres.*

B3 Ric_h{:trd‘1“\/Iich:f:1el.45

B - Rhoads & Sinon, LLP. Solicitor for the Authority from 1998% 10 2004.4
- 0 i';-Foreman & Foreman. Solicitor to the Authority from 2004 to at least 2007.%
.9_ Mette Evans- & Woodside (“Mette Evans”). Counsel to the County.™®. Mette

' Evans attorneys include:

- % Ses | e—maﬂ correspondence in November 2005, showing Mr, Giorgione was with Kleit Rooney. Note
. that we have identified’ one engagement letter dated January 6, 2006 between Klett Rooney and the
Authonty regarding Barlow Contract Matters.
Closmg Memorandum for the 1998 A, B, C and D debt.
Ofﬁc1a1 Statement for the 2000 Notes, dated November 16, 2000,
Closmg Memorandum for the 2002 A debt. ‘
* Closing Memorandum for the 2003 A, B and C debt issues, and Closing Memorandum from the 2003, D,
E and F debt Issues,
Transcrlpt of Proceedings dated December 26, 2007.
* August 2, 2007 memo from Carol Cocheres to Ms. Thompsen.
s For example ‘refor 10 the comments provided by chhard Michael on the March 2003 self- llqmdatmg
' debt Teport. '
Engagement letter dated September 18, 1998.
Per 1ts engagement letter, Foreman & Foreman was retained as solicitor in Angust 2004,
*® Ibid: i
“ March 8, 2007Author1ty Board Meeting Minutes. The firm is now known as Foreman & Caraciolo, P.C.
Transcrlpt of Proceedmgs dated December 26, 2007,
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_Findncial Advisors

ovwng fmanclal advisors were mvolved with the Facility and 1ts finances durmg

the course of the retroﬁt p1 0_] jects:

) CJ IDam Rauscher and Royal Bank of Canada (coﬂectlvely, “RBC”).
e Inve.sfment bankmg firm involved in performing numerous financial analyses on
B J: :".the RR.F and .counterparty on swap transactions undertaken by the Authonty We
TR have not observed any engagement letters retaining the firm. ‘The point person for
RBC was James Losty.”! '

e Milt Lopus & Associates, Inc. (“Milt Lopus™). Financial advisor to the Authority

over the penod 1990° through summer 2007.%® The point person for Milt Lopus

- was Bruce Barnes. Mr. Barnes had previously been employed as a staff person at
- ".the Cﬂy under Mayor Reed.”*

Lo Poblie Financial Management, Inc. (“PFM”). Financial advisory firm retained by

RN the County to provide advice on the bond guarantec fee paid to the County in

; connection with its guarantee of certain bonds issued by the_Authority in 2003,

o the?pléin of finance for the retrofit project and the swaps guaranteed by the County

in 2003 through 2006.°° Retained by the Authority in 2007 to provide

iridependent finangial advisory services to the Authority in connection with the
" RREF: '

05 December 27,2007 letter to purchasers of the 2007 C Notes from Mette, Evans & Woodsuie
For example, refer to the May 2, 2003 letter from Mr. Losty to Mayor Reed.
Engagement letter between the Authority and Devon Capital Services, Inc dated October 235, 1990,
Devon Capital Services later changed its name to Milt Lopus.
% Termination Letter dated November 16, 2007.
* Interview conducted w1th Bruce Bames on April 7, 2011.
o October 21,2003 Financial Review report for the County.
' September 18, 2007 engagement letter between the Authority and PFM.

The Harrisburg Authority



PRIVILEGED & CONFIDENTIAL ) ]
o ATTORNEY WORK PRODUCT Page 10

S Investment Management Advisory Group (“IMAGE”). IMAGE served as co-

wap adv1sor to thi¢ Authority and the City’’ and provided a fairness opinion with
regard to the pricing on each of the swaps the Authority entered into, and the City
iand County guaranteed, between 2003 and 2006 IMAGE was retained by the
ity ‘and Authonty to satisfy the requirement under the Local Government Unit
’Debt Aet, 53. Pa. C.S.A. §§ 8001 et seq., that an independent ﬁnanclal adwsor

C ifj"‘that'the financial terms and conditions under the swaps and caps the

_uthorlty entered into were fair and reasonable to the City, County and Authority,

‘and as blddmg agent for certain investments of bond proceeds

- 7 - Technical/Engineering Consultants

Thefollewmgﬁrms provided technical and engineering services in connection with the

- retrofit: i

: o DRL Consul{ing & Development, LLC (“DRL”). Firm founded by Mr. Lispi by

g at; least April 2004. Engaged by the Authority in 2004 to assist with the retrofit.”

B 0 Herleert Rowland & Grubic, Inc. (“HRG”). Engineering firm retained by the

: County in 2003 to evaluate the technical and financial merits of the RRF retrofit. &0

R eBuchart Hom Inc. (“Buchart Horn”). Engineering firm retained by City Council
- ,,m 2003 to evaluate the technical and financial merits of the RRF retrofit.®!

| o ;‘ HDR Engmeenng, Inc. (“HDR”). Engineering firm retained by the Authority in

3 October 2007 to, among other things, review key data issues and identify budget

: gaps.*

37 Closing Memorandum for the 2003 D, E and F debt.
% Reaffirmation of Certificate of Independent Financial Advisors signed by IMAGE and Milt Lopus
Associates dated December 30, 2003, Certificate and Reaffirmation of Certificate of Independent Financial
Advisors signed by IMAGE apd Milt Lopus Associates, both dated September 23, 2005. Market Pricing
Letter signed by IMAGE dated December 30, 2003 and August 31, 2005.
* Consulting Agreement dated April 2, 2004.
80 October 21, 2003 Assessment Report addressed o Charles Zwally of Meite Evans.

September 18 2003 Final Report.

Agreement Between the Harrisburg Awthority and HDR Engineering, Inc. for Professional Services dated
October 10, 2007.
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- Bond Insurer

hebonds: 1ssued in connection with the retrofit project were insured by:

. SCOPE OF WoRK

Based upon consultatlon with the Authority’s Board and its Sohcrtor, the law firm of
Goldberg Katzrnan P.C., work on this matter focused on analyzing certain matters that
Were beheved t be important to understanding the current financial d1fﬁcu1t1es nvolving
the RRF The forensic investigation has been focused on documenting and addressing
spemﬁc 1ssues related to the RRF retrofit projects initiated in 2003 and 2007 and the
' accumulatlon of debt and other obligations that currently exist. The issues on which we

have focused can be.grouped broadly as follows:

e Tile 'Iﬁnaneiall assessment of the retrofit undertaken by Barlorv in 2003 (the
“Barlow Retroﬁt”) including the review of Batlow’s financial projections and of
the contemporaneous assessments of Barlow’s projections;

: Tlre Authority’s issuance of bonds in 2003, guaranteed by the City and, to a

?: 'eertain' 'exten't the County, and insured by FSA, to finance the Barlow Retrofit;
el Defects in the processes for selecting and contracting with Barlow for the retrofit
' pro_]ect and in handlmg 1ssues regarding security provided by Barlow during the

: ';' course of the pro_}ect,

® Negotiations in 2005 and 2006 to sell the RRF to Barlow:

-6 November 21, 2007 letter from FSA to the Authority, the City and the County. Also see the 2000 A and
B Note Ofﬁcral Statement dated December 1, 2000,
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" :."fh.é 'f'zk_‘_ufcho:ify’s entry into and termination of swap transactions during 2003
Hirough 2006; | |

The ,Aﬁtﬁori'ty’s issuance of notes in 2007 to finance further ilnpi_rovements_to the
RRF and its actions relating to working capital and capitalized interest; and
ché; 'iééuf;s identified by the Authority based upon our analysis of the documents

and iﬁfénﬂaﬁon produced

op -ggf,-gurﬁ fﬁVestigation and analysis necessarily was Subjeét to the Authoi‘ity’s
gdge;ag% cénétraints and the extent to which persons and entities voluntarily cooperated
Wwith the EihVéstigétion. Because of these constraints, our investigation was focused on the

issues defined by the Authority’s Board and its Solicitor, and employed the procedures

: é}hd"'giapr{dachl_ ._clfiscilgsed below. There may be material information that has not been

fgiVa}{ab €' 10 us ‘t'ﬁat could affect our conclusions. Accordingly, we make no
b representatlons as to the sufficiency of the procedures we have undertaken for any
partic.:ililé.i‘fpurpdse and reserve the right to modify our conclusions if additional matetial
information becomes available and we are asked to consider it.
D.i 'i.:,-"P_l_{OCE]é)URES':UNDERTAKEN
I evaluatmg the issues identified, we reviewed and considered tens of thousands of
p'age-s; of :ddcumeﬁfs and.other information that was provided cooperatively by certain
parties who had involvement with the RRF or was obtained from publicly available
sourges.ﬁf; Because we neither could compel cooperation with our investigation, nor had
the rééou%ces té reviéw documents from every possible source, documents were requested

prifna.ifri_ly}-‘fromlpublic bodies and advisors and contractors of the Aufhority, who we

—

53 The Authority asked us to review campaign contributions to Mayor Reed by persons and entities

involved in the retrofit projects. A summary of the information obtained from publicly available records is
 shown ‘at Exhibitd,. & . -

6“_’ We did not obtain an'y;representations as to the completeness of the production of documents in response

to our fequests from any parties and make no representation here that such productions were complete. In

certain  instances, we noted what appeared to be gaps in the productions, although we do not have any

reason to believe that there was any deliberate destruction or withholding of documents by any cooperating

party. . N
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belle‘}ed ,?Bﬁ're'd}zi duty to provide documents to the Authority.- In addition, we conducted

W1th certaln cooperating persons. Documents we’re‘. 1,10t" sought from other
antsm f1:@16 retrofit who had no obligation to provide doci;_méhtg to the Authority
d:in. séﬁi_g:e _@:;ises,; ;re in active litigation with the Authority. While_ﬁot'exhausﬁvé, the
doc ents rev1ewed provide a reasonable basis for our analysis. The parties that have

produ edmfonnauon are as follows:

e City;®
" The County;*

LI Qbermayer;-
“.E;(i:_'kei“fffl '. P
) .IRh(-);':ld.S.& Sinon;

8
" o Daniel Lispi;

) Reynolds; and
¢ PFM®

% The City ‘produced approximately one filing cabinet of documents. Clearly, this does not represent all

documents that have been in.the City’s possession over the course of time relating to the Resource
* Recovery Facility. We believe the City produced the documents in its possession it was aware of, We

believe other documents once in the City’s possession exist, but we do not know where they are located. In

addition, the City was unable to provide information from before 2010 that is stored on computer files.

% As noted previously, the County declined to provide documents to the forensic mvestigators, but did

provide certain documents to Authority staff in response to Right to Know requests,

*" The request to Eckert was limited to documents related to its representation of the Authority in 2007. We
- did not request, and Eckert did not produce, documents from prior representations of other parties in

‘connection with RRF matters.

% PFM provided documents from its representation of the Authority in 2007. With the exception of a

report widely circulated at the time, PFM declined to provide documents from 2003, when it represented

the County.
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‘Documents Were féfc‘@ested from other sources, including: Buchanan, James Ellison®® and

opu:s::'m however, to date, those parties have not provided the information |

e . -
N
S

dditionally, ':i;ﬁfefvi_éws were conducted with the following individual__s:

Bxfuceithmés: of Milt Lopus;
:. o .Bérﬁad‘ette Barattini, Esquire of the Pennsylvania Department of Community and
o i Eﬁonoﬁﬁc Development (“DCED™);

' CaroI Coche;es, Esquire of Eckert;

B u”.;If.'RiChérd"I\/Iichael, Esquire (now employed by PI'M) with respect to his work at
Eckert, o

- Gleri Williard of PFM; and

.o i .J¢hn Frey of PFM.

An:';iri?cér{%iew with Andrew Giorgione, Esquire was requested, but refused.”? As will be
discussed at length in this report, Mr. Giorgione had significant involvement with the
retrofit from its inception. '

In a&ditic’jﬁ to.the interviews noted above, we have spoken informally with other persons

) Whohave provided information, including current Authority Board members, the

% Mr. Ellison is an attommey with Rhoads & Sinon and, as noted previously, also served as Chairman of the
Board of the Authority. Documents were requested from Rhoads & Stnon for Mr. Ellison in his capacity as
Chairman of the Authority Board. Further, documents were requested from Mr. Ellison personally, In both
cases, no documents were produced. ‘

™Mr. Barnes of Milt Lopus told us that relevant documents were lost due to a computer failure some years
earlier., - i |

71'D0ci1ﬁ16ﬁts were produced by the City, Mr. Lispi, Reynolds and Rhoads & Sinon to the Authority’s
Solicitor, who conveyed the documents to us. The Solicitor reviewed Reynolds and Rhoads & Sinon
* documents and did not provide documents that clearly were not relevant to us. The Solicitor provided all
documents from the City and Mr. Lispi without reviewing them first. ‘

 Counsel for Mr. Giorgione and Buchanan declined to cooperate with the investigation.
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pthoﬁtjé?s.:current Solicitor, Bruce Foreman of Foreman & Caraciolo, P.C., and Daniel

: II SUMMARY OF OBSERVATIONS AND FINDINGS

- Based on our review and analyses of information, our observations and findings are as

. follows

- 1 The projections developed by Barlow to support the retrofit left little room for the
S changes in _scope, costs, and timing that are common in such large scale
T constructlon projects. These changes were particularly likely here because the
’  '5' retroﬁt 1nvolved new technology that never before had been used on a facility the
g size of the RRF Further, the financing that was obtained left no room for error or
-’ 'mochﬁcatlon since typical debt service coverage ratios were not observed Thus
a ""'1t Was critical to the success of the retrofit that Barlow complete the project on
. time and at the price agreed upon, and achieve the feasibility assumptlons that
supported the assertion that all of the RRF debt, both existing and new, would be
o Se:l:f-11qmda@gq Unfortunately, Barlow was unable to achieve any of these goals.

2 Perhaps more fundamental, however, was the lack of an adequate process to
evaluate if Barlow had the capability and qualifications to perform the project and
. whether the project made economic sense. All parties involved, including the

. Authority, the City, the County, and FSA, should have required a robust,
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mdependent evaluatron of the technical and financial feasibility of the project, as
Well as rewewmg alternatives, including not undertaking the retrofit, prlor to
ocecdmg W1th the project or its financing, Such a process was particularly
appropnate here given the substantial expense of the refrofit, the consequence to
pubhc entltles if'the retrofit failed, and the risk involved in using new technology
notprewously used on such a large scale The documents analyzed to date do not
1nd1cate to us that any of the parties, their employees or retamed professionals
adequately evaluated or assessed the potential risks assomated with the RRF
retroﬁt Between 1999 and 2003, including the economics of the project. Further,

' We have not been provided with any evidence of evaluation of any other
: i contractors .alternative technology or other solutions beyond that offered by
8 Barlow Moreover there is no evidence to 1ndlcate that any of the parties, or their

professmnal adv1sors identified or recommended actions to address the conflicts

of mterest iarising from Barlow’s multiple roles in assessmg the project’s
feas1b111ty, providing the engineering services that certified that the project debt
) ‘j would be self-liquidating, and constructing the retrofit project.

3 AIl parties proceeded with the Barlow Retrofit project in 2003 without adequate
securrty in place to ensure Barlow’s performance. It was clear that Barlow was

i unable to obtam a performance bond due to its poor financial condition. The
o E 11,m1’_tedé?fsecu_r1ty” that was obtained was inadequate and the retainage held was
reieased- prematurely. Barlow’s inability to obtain adequate security for its
. performance should have caused serious questions about proceeding with Barlow

‘ -agi-ihe contractor for the project. Not obtaining adequate security and prematurely
o releasiog the ;retajnage has contributed significantly to the Authority’s inability to

' ‘_"‘-- generate the cash flow from the RRF necessary to make its debt service payments.

4. The outcome of the retrofit, including the current debt crisis related to the City,
¥ reﬂects the accumulated effects of bad decisions on critical project issues, ranging

ﬁom contractor selection at the outset to the $60 million in debt taken on in 2007

The Harrisburg Authority
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s .t:

'When the Facﬂlty was still incomplete and not fully operational. In some cases,
Authonty, the City and the County took strained positions on state law

regardmg mumclpal debt financing and other issues to allow the retrofit and

elated ﬁnancmgs to proceed. The professmnals consultants and advisors who
re pald 31gn1ficant fees to assist the Authority, the City and the County in the
’eelsmn makmg process do not appear to have adequately identified or responded
ﬁmerous ‘red flags that, if heeded, could have led to a dlfferent outcome. Asa
onseqilence the overall financial condition of the RRF is far ‘worse than what

x1sted pI'lOl' to the retrofit.

5 It is evident that most, if not all, of the patties involved with the RRF knew or
should have known that, at a minimum, there was substantial risk that the RRF

<) would not generate revenue sufficient to service the debt being issued, but they
'; ,plqeeeeded with the retrofit projects and their financings anyway. Proceeding with
. the Barlow Retrofit and the financings in 2003 enabled the City and FSA to delay

having to pay debt service as guarantor or insurer of then-existing F acility debt,
. and proceeding with the further retrofit project and related ﬁnancmgs in 2007 had
‘"‘E“’i'the Same effect for the City, the County and FSA. Both pI‘O_]eCtS and related

fmancmgs worsened the Authority’s financial condition.

' '6.'-': The City, the County and FSA provided guarantees or insurance on some (as to

) the VCounty and FSA) or all (as to the City) of the Facility’s debt. They received

. signjﬁeant gl:larantee fees or insurance premiums for doing so, knowing the risks
o . ;Aae;sociated wﬁh default, both in 2003 and even more so in 2007, when all evidence
- -7;' peinted to the RRF’s inability to service existing and contemplated debt upon
completion. As g;;cated by more than one professional involved in the retrofit

. financings, the financings were sold based upon the City and, even more SO,

L Ceunty guarantees, and not the financial merits of the project. Each of these

& paﬁies had information available to them in 2003 and again in 2007 sufficient to
R cenelude that, if the RRF did not generate cash flow sufficient to service the debt,

The Harrisburg Authority
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the. Clty Would be unable to bear the full burden of the debt service, causing the
"burden to fall on the County and FSA,

The structure of the financial transactions related to the debt issued to fund the

"retrbﬂ't pIOJects mcludmg multiple swaps, was unnecessarily complex, and

_fre' ultcd in the payment of excessive fees, increased risks and the potential for |
g atel : ﬁnanmal burden on the Authority. RBC, whose prmClpal representatwe
con 1 the transactlons worked closely with Mayor Reed, was given a primary role in
h_,e ,-deyelqprgent of the plan of finance, even though RBC’s interests were not
‘alig'ﬁé‘g W1th those of the Authority, the City or the County in many respects.
' RBC and IMAGE, the Authority’s co-swap advisor, incorporated multiple and

i complex swap transactions into the plan of finance. It appears at least some of

#,,

A _these swaps iwere entered into and temunated for short-term gains, irrespective of

3 f':*._riagldltlon:al risks or negative long-term effects of the transactions. The use of
& sWaps'in this manfier does not appear to be consistent with prudent management
:_ of interest rate risk or costs. From the documents reviewed, the Authority’s and

. the County’s independent financial advisors do not appear to have seriously
... challenged the plan of finance, suggested alternatives to the recommended swap
. transactions, or expressed concerns fo their clients about management of interest

" rate risk or cost relating to specific transactions or long-term planning.

8. . The decisions related to the retrofit and the related financial issues were directed

bjfr.j:aind vetted through the highest levels of leadership at the City, as Mayor

' ; Sf[ephen Reed and his closest advisors, including Andrew Giorgione, Daniel Lispi,

and James Losty,,, were prominently involved in the decision making process.

© Further, based on our analysis of the documents, many of the professionals who
were retained to represent the Authority maintained close ties to the Mayor.

9 .,'Rl:eynolds pla.yed numerous and conflicting roles on the retrofit project, including

simultaneously working as a contractor for both the Authority and Barlow.

The Harrisburg Authority
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Further as 1den1:1ﬁed by the Authority’s solicitor, former Authorlty Board
member Fredrick Clark had a conflict of interest arising from his dual roles as an
'Autho;:lty Board ‘member and an employee of Reynolds. Despite the
"'A": tlﬁcatlon of the conflict, Mr. Clark did not resign from the Board, and the
;_Authonty awarded contracts (a) directly to Reynolds, with Mr. Clark only
.abetalmng from votes involving Reynolds, and (b) indirectly to Reynolds, through

Barlow To our knowledge, none of the contracts or subcontraets awarded to

Reynql'd,s was competltlvely bid.

. lee”"bases fdr_'our' observations and findings are discussed at length in this report.

L' OBSERVATIONS AND FINDINGS
A. o PRE:R.ETROFIT HISTORY OF THE FACILITY

SN N The Pre-Retrofit Operating History

The RRF was experlencmg operational and regulatory problems at the time that the City

,sold the Facﬂlty to the Authonty in December 1993, As sarly as 1990, the C1ty knew
- that the RRF required a major retrofit to comply with the requirements of the Federal
o AClean-'A‘i‘i":Aef,:and to address ongoing maintenance problems at the F acility,”

In the eaﬂy 1990’s, the RRF experienced reduced waste flow and increased competition.

Toward the end of the decade, circumstances began to improve, largely due to restored

Waste ﬂow from the County. In 1995, the City settled a number of lawsuits with the

'County and its solid waste authority that resulted in a long term disposal agreement with

. =1;

7 1998 Official Statement.
" In 1988, the -City entered into Consent Orders and Agreements with the Commonwealth of
Pennsylvania’s Department of Environmental Resources to assure the Facility's compliance with air quality
- and solid waste regulations. Major capital repairs were completed in 1990 and 1991 to comply with the
1988 Consent Orders and Agreements and regulations, which enabled the Faclhty to operate with a
N reasonable degree of efﬁc:1ency 1998 Official Staterent.

, ,-‘ : , The Horrisburg Authority
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o .megl_:G()u;l;‘ty,fs - In addition, to the extent permitted by law, the County'and its solid waste

AT

."_g'r_éefd_tqz-.;assisi, the City in obtaining a waste stream sufficient to generate

revenues _té) _.ﬁﬁahce"'a retrofit of the RRF to comply with the Federal Clean Air Act.’

ary of 2000,the Dauphin County Commissioners created a task force, comprised

unty Cé_iriﬁﬁséioner John Payne, Mayor Reed and Mr. Giorgione, to determine

whethéf%ﬁie:(;guntyﬂ‘fshouilfl create an intergovernmenta] solid waste management office
ity. o Eful:ﬁll the County’s municipal waste management duties.”” Mr.
Qrgl_ox_l,g; aformer City solicitor under Mayor Reed, was then in private practice.n
‘ 'SubSEqubﬂfly;‘i;tﬁé task force recommended that the County create the City/County
'intel"ghc;ve;mme}‘:ltal éblid waste management oifice to carry out jointly the Coﬁnty’s
rés-quﬁSil)tilities for solid waste management in the County.” The County signed the
I,ntergovernmental (Hjoope;"atio.n Agreement on March 20, 2000, with Mr. Giorgione listed
as a participant on behalf of the County.
“In Dééexiibérj2002;':the County approved a revised solid waste management plan, In

'conne::ctit)’n with the revision, in the spring of 2003, the County decided to seek waste

combustion-papécity, after being urged by County municipalities to address rising landfill

costs; and to forestall any re-opening and re-permitting of the Dauphin Meadows
3 L’cmdﬁll31 The _Co;unty issued a request for proposal to municipal waste combustion
facﬂltles .1n ééﬁen“states.sz The Authority and a facility in Chester, Pennsylvania

submitted.bids.s? On September 23, 2003, the County awarded its waste disposal contract

s Dauphin County Municipal Waste Management Ordinance 03-2004, page 2.
" Ibid, page3. : '
7 Dauphin, County Municipal Waste Management Ordinance 03-2004, page 3. January 17, 2000 article
authored by Jack Sherzer in the Harrisburg Patriot-News, titled “Cooperative offer appears hard to refuse.”
" See.February: 17, 2000 correspondence befween M. Giorgione and Mayor Reed regarding the
Intergovernmental Cooperation Agreement with Dauphin County.
*® Dauphin County Municipal Waste Management Ordinance 03-2004, page 3.
¥ Intergovemmental Cooperation Agreement between the City and the County dated March 20, 2000, page
10. . '
" ¥ Dauphin County Municipal Waste Management Ordinance 03-2004, pages 4 - 5. The County continued
its opposition to the Dauphin Meadows landfill. On June 2, 2004, it adopted Resolution 13-2004 opposing a
proposed western expansion of the landfitl,
. " Dauphin County Municipal Waste Management Ordinance 03-2004, page 5,
- Plbid, page5: -

The Harrisburg Authority
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'In.2000 leproximately $80 million of debt was outstanding on the RRF; this increased to

over: $100 rmlhon by the summer of 2003. At the same time, the carrying value of the

| . RRF on the Authonty s books stood at $18 million.?> The limited volume of waste the

RRF proces_sed was, ot generating revenues sufficient to repay the RRF debt or cover
‘epeléafiné costs. If the RRT was going to continue to operate, the Authority and the City
(then the' RRF’s operator) needed to modify the RRF so that, in addition to complying
“with 'EPA’S requirements; it would be able to generate net revenues sufficient to repay (i)
the existing debt load (approximately $100 million), (ii) the construction and equipment
costs of the retrofit (apprommately $73 million) and (111) the Worklng capital required to
pay for costs o:f issuance, capitalized interest during construction and operatmg expenses
_whllejthe_ RRF was not operating during the retrofit construction, and during start-up
(apprexil-nately‘ $52 million). As projected at the time, the debt load would total
approximately $225 million at the completion of the retrofit. This was a significant
‘ ﬁnancialjehallenge. -

'As_dieeu:sjse'd in an e;;tensive article regarding the history of the RRF that the Harvisburg
Patri_c;z‘-]\%ews publishedon October 28, 2007, Barlow originally came to the attention of

5 Ibld page 6.
¥ The Hamsbuxg Authority Audited Fmanclal Statements for the year ended December 31, 2002,

The Harrisburg Authority
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.sp1 and Mr G1org1one traveled to Perham, Minnesota-to evaluate a Barlow
1nsta11at1on that had the capacity to bumn between 50 and 100 tons per day, a fraction of
the -800 fon per day capacity contemplated for the RRF.* The waste volume
contemplated for the RRF was significantly larger than any of the other projects
undertaken by Barlow, identified as between 80 and 115 tons per day in a 2003 HRG
_report prepared for 'the County.”® In conjunction with the evaluation of the Perham
'fa0111‘;y, .rcpresentatlves from Barlow stated that Barlow could complete the Barlow
RetrOﬁt project for $45 million to $47 million and that the Barlow technology could be
scaled to meet the capacity contemplated for the RRF.!

By ZOOO;E'thejCity was evaluating the merits of undertaking the retrofit using Barlow’s
téchnglbgy. In a December 13, 2001 memo to the members of City Council, Mayor Reed
stated thaf, in September. 2000, Barlow provided the City and the Authority with a
preliminary report that proposed a retrofit based upon Batlow’s technology.”” Based
.upon .that report, on November 27, 2000, Barlow and the Authority entered into a

'Prdfgs'sioznal Services Agreement, which was designated as exempt from public bidding

% Article ehtltled “Harrisburg incinerator: History of the project and how taxpayers got saddled with the
debt,” by John Luciew, originally published October 28, 2007 and published again in the Harrisburg
Patriot-News on July 20, 2011, This article contains extensive quotes from Mayor Reed, Mr. Lispi and Mr.
' Glorglone among others, As stch, it is assumed that they confributed to the article.

57 Ibid.
% Thid.
¥ hid. -
% October 21, 2003 Assessment Report addressed to Charles Zwally of Mette, Evans.
ot Second Amended Complaint in the matter The Harrisburg Authority v, Barlow Projects, Inc. ¢t al.,
garagraphs 17 and 18.

Memo from Mayor Stephen Reed to Members of Harrisburg City Council dated December 13, 2001.

The Harrisburg Authority
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1 re ulrements Under this agreement Barlow agreed to provide the Authority with a plan

' _standards The agreement further stated that Barlow was retamed to conduct the

‘ "p]an 'd set of eqmpment Barlow concluded that the retrofit project would enable the

RRF to meet the EPA air quality requirements.”*

While it is not explicitly clear, it is
assumed ‘that the specﬁied retrofit plan, as well as the eqmpment necessary for the
retroﬁt mcorporated the Barlow technology and approach.

On Iu1y25, 2001, Barlow issued its Final Report on the Phase I Retrofit Design

- Engineering and Feasibility Study (the “Barlow Feasibility Study™), which appears to be
‘the plan eontemplated under the Professional Services Agreement. In that report, Barlow

| provrdeda detailod cost estimate for the retrofit, by area of contemhlated work, which

-totaled $§4_.2 million. Further, the report contained financial projections which indicated

- the Facrhty had an ability, fo service existing debt (annual debt service costs projected at

' approXimately $4 million per year), plus the $77.7 million in debt that would be incurred

to 'eri-Id end‘suppor‘t“the project (annual debt service of $5.2 million per year). The report

- prejeeted__ that a cumrllative cash surplus would be generated by the RRF by the year 2028

of $57.4 million.%

In the Iitigation the Authority filed against Barlow for failing to deliver the project as
contemplated, the Authority stated that, following the execution of the Professional

% November 27, 2000 Professmnal Services Agroement between the Authority and Barlow.

& Letter from James L. Barlow, P.E. of Barlow to Thomas J. Mealy of the Authority dated December 4,
2000. ‘

% Fmal Report Phase I Retrofit Design Engineering and Feasibility Study prepared by Barlow Projects,
Inc. dated July 25, 2001. This document contains a handwritten note indicating “Draft.”
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erv‘lces' greernent Barlow worked through 2003 to perform the desrgn and engineering

1ated to the retrofit.”® Based on the documents analyzed to date, there is no

_mdlcatron that the  Cityor Authority considered or involved any other potential

; _'contractors 111 thls process. Further, the Authority then used Barlow’s design and
ng eenng work to support the 2003 bond issues that provided the funding for the
retrofit. constructmn that Barlow undertook.”’

-;It is‘not uncomrnon for the general contractor or construction manager on a project to
= _hav mvoh(ement pI'lOl' to the actual construction phase, particularly involvement in
:?"connelctlon Wrth developmg the overall project cost estimate and bidding. However, the
aSsesemeﬁt of project feasibility and financial implications typically are handled by other
partres such as architects or consulting enginecers. In addition, public projects generally
' have a robust b1dd1ng process, with the public body evaluating bids and selecting the
lowest responsﬂale and responsive bidder. The extensive involvement of Barlow in the
'analyeis 'of the project’s feasibility, the planning of the scope of work, the estimating of
the costs;‘f and'the development of the financial projections is wnusual, particularly with no
* bidding for the work.

More: gerrerally, in our arralysis of the information produced to date, we have seen no
indication that the Autherity, the City, or their professionals and advisors performed any
- meamngﬁ.rl evaluation of any contractors other than Barlow, of any technology other than
that offered by Barlow, or of alternatives to the reirofit plans crafted by Barlow. Further,
we have.seen no documents showing that the Authority, the City, or any of their advisors,
performed;a serious analysis of not doing the refrofit project and “mothballing” the RRF.
Bruce Barnes of Milt Lopus told us that he had performed this kind of analysis prior to
~ issuance of the 2003 bonds. Mr. Barnes stated that he had developed a plan that would
have' allopfed the dity to issue general obligation refunding bonds that would “wrap the
[incineraior debi] around the City’s general obligation bonds,” allowing the debt to be

% Second Amended Complaint in the matter The Harrisburg Authority v. Barlow Projects, Inc. et al.,
paragraph 21.
Ib1d paragraph 22,
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pa'd‘ 'ff_ over the Iong term, but that the plan ultimately was rejected by the City. 775

er Mr Barnes was not able to provide us with documentation of his analysis,
havmg stated that he lostany relevant files when his computer failed in 2009. We have

not 1den1:1ﬁed such analyses from any other source of documents produced.

Instead, the documents available to date mdrcate that undertakmg the- retroﬁt was not

: strongl& &questroned ‘and that Barlow was identified very early in the retrofit planning
process and provrded with the sole-source opportunity to certify the V1ab111ty of the
‘ oroject report on the feasibility of its technology, and develop projections to support the

B prOJect’s ﬁnancml feasibility, upon which everyone then relied. After doing so, Barlow
Was awarded contracts to develop the plans and specifications, manage the project
blddmg, Aand conduct the retrofit work. Barlow’s srgmﬁcant involvement prior to the
formal declsron to proceed with the retrofit using the Barlow technology and approach
created —aconﬂrct in its roles for the Authority. Barlow’s poor performance in executing

© the project,' includiog its failure to complete the project on time, and its poor performance

: 'i'n estirﬁa’ting its ﬁnencial implications, demonstrate that the decision to allow Barlow to

_. certlfy the feasibility of its technical approach, to estimate the project’s cost and

purported financial beneﬁt and then to obtain the contracts to actually conduct the work,
appears questionable at best. There are no indications that the City, the Authority or their

- adVisors identiﬁed the conflict or potential problems.

T T v
AN T RS LI 5
gl I HE

97'_'5. Interview conducted with Bruce Barnes on April 17, 2011.
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The Pre-Retroﬁt Debt Status

1d d'bt often at h1gher rates and with greater expense. Nonetheless prior to 2007,
sy stantlally all of the RRF-related debt issued was certified to the -Commonwealth as

self llqmdatmg,” or able to be re-paid out of net operating revenues of the RRF.!%
* 2.+ 1993 Purchase of the Facility

Thé:Authbrity puréhased the RRF from the City for approximately $26.7 million, all
funded by debt. At the time of purchase, the Authority borrowed an additional $7.5
million to improve the Facility, making the total cost of acquisition plus improvements
' apprb‘ﬁmately $34.2 million,"®" At this time, the County was not sending its waste to the

RRF. :

Wi ib. 1996 and 1997 Financings
In- 19'9_6,_.the-Authority issued additional debt of $3.5 million, approximately $2.86
~ millionof which was for working capital and approximately $540,000 for purchasing

.equip_lhent.m_ “Working capital” signifies money used to pay operating expenses and/or

% The Harrisburg Authority Audited Financial Statements for the year ended December 31, 2002.

% Based on sources and uses contained in Official Statements for 1993 Bonds, 1998 Bonds 2000 Notes
and 2002 Notes, 2003 A, B and C Bonds and Notes and Federal Tax Cemficates for 1996 and 1997 loan
transactlons

' The 2002 Note, with debt service of approximately $1.6 million per year had not been certified as self-
lignidating. See hitp://dced.state.pa.usfiguda/debt-reports/h.pdf.

1% 9661993 Official Statement.

1% Non-Arbitrage Certificate for the 1996 Notes dated November 26, 2006,

The Harrisburg Authority
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G :debt semce conung cue within the next 12 months. This is the earliest indication in the

L gmfonnauon we have reviewed that the RRF could not generaie revenues sufficient to pay

for all Opgr_atmg expenses and debt service.

- Less, than one: year Jater, the Authority issued the 1997 A Note, in the amount of $3

ﬁnlhon -to'reﬁnance the 1996 borrowing. The Authority also issued a 1997 B Note in the

-___'desugn, penm‘ctmg and construction of a transfer station'® Capitalized interest and

g _'capItal accounted for about $539,000 of this issuance.'™ We have been told in
int rv1ews that ‘the C1ty and Authority simultaneously were looking either to sell the
RRF or o expand revenues from transfer station operations and locate additional

contracts to 1mprove cash ﬂow

¢.”. .. 1998 Refunding

' VIVn' 1998, ;_the Authorfty issued debt of approximately $55.8 million to refinance the 1993

and 1997 borrowings. 1t appears that this refinancing was not to save costs,'® but was
used. to create %;vorking Eapital, and resulted in hundreds of thousands of dollars of
additional expense. Approximately $1.6 million of the borrowing was used to replenish
both the Facility’s operating reserve account and its renewal and replacement fund,'”’
-‘T'llg‘:jopefétting reséfve provides cash during times when the RRF is not generating
sufﬁéiéng» revenues. The renewal and replacement fund is required under bond
documents to support thé renewal and replacement of equipment at the Famh‘ry The
Au_thquty s use of funds from the operating reserve account and from the rencwal and

replacement fund to pay for current operations and maintenance again suggests that the

' Authority Resolution 1997-005 dated June 19, 1997 related to the 1997 A Note, Schedule A to the
Reimbursement Agreement dated April 10, 1997 related to the 1997 B Note. Schedule of Design,
Permitting, and construction costs related to the 1997 B Note related to borrowing from the Pennsylvania
Pool Financing Fund.
1% Schedule A to the Reimbursement Agreement dated April 10, 1997 related to the 1997 B Nots,
' Interview of Richard Michael, December 1, 2011,
10s Seli- l1qu1datmg debt report of HDR Engineering, dated July 27, 1998, Ex. 2, p2.

197 1998 Official Statement.
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c -,_rev e ﬁom Fac111ty operations were not sufficient to pay for these costs. The City

"% 2000 Notes

: -'The ;Authorlty 1ssued add1t10na1 notes in 2000 in the amount of apprommately $25.2
‘-i‘mllh-on 1:0L restructure some of 1ts existing debt and effectively retmburse itself for prior
péyr of a; poruon of ex1st1ng debt.'® At this time, the Facility was not generating
Venug sufﬁelent 10 pay debt service on the 1998 Bonds and the new 2000 Notes. Even
:‘mere | ﬁroblematlc was that the Facility faced potential shut-down by EPA for air
emissions issues. A derating agreement with DEP and the EPA, reducing the volume of
waste the RRF could receive, was the best case scenario at this time (rather than complete
'shut-down)
As noted in the disclosure to potential note purchasers, while the trasfer station was
fully euﬂierized, it would not be able to generate revenues sufficient to pay for operations
and debt service on both the 1998 Bonds and 2000 Notes."'® Noteholders further were
mformed that, “under a number of circumstances the operatlon of the existing
-Resouree Recovery Facﬂlty may be restricted, halted or terminated. In any such
case debt service on the 2000 Notes would have to be paid partially or solely to the
extent of payments made by the City pursuant to the Guaranty Agreement.”!!! A
significant portion -of the proceeds from this issuance was used to generate working
capital and to pay for interest on existing debt, another indication that the Facility was
- unable to.pay for these costs from operating revenues.

) i
. + L .
[

1% Closing Memorandum for the 1998 debt.
1% According to the Official Statement, the Authority “advance refunded” its 1998B Bonds maturing in
2006 through 2021, the 1998 D Bonds and “advance refunded” all of the 1998 Bond debt service coming
due in 2000 and 2001.
:i‘: Official Statement for 2000 Notes, dated November 16, 2000.

Ibld [N
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1ty_= rov1ded a guarantee for the 2000 Notes, and FSA insured the 2000 Notes.!!
:About: $4. 2_ nulhon ‘of the procecds were paid to the City as a gnarantee fee,'”® which

- ;appears iobe 2 d1sproport10nate fee given the size of the debt issuance and the value of
gthe C1ty 's cred1t enhancement This fee was used to help the City balance its budget 1

"+ % 2002 Notes

éﬂﬁuthor'it);rri‘ssued the 2002 Notes in the original aggregate principal amount of $17
Only about $1.9. million of these proceeds were used to fund capital projects

:(lncludlng approxunately $400,000 to fund studies related to the retrofit). Over $12

nulhon was used for ‘working capital, and about $1.1 million was used to pay for interest
Ont’ debt mdlcatmg that the Facility was not servicing its ex1st1ng debt,!t5 The City
'guaranteed payment of the 2002 Notes, and FSA insured them.!!

. f. 2003 A, B, C Notes

- In2003, ,tbe Authority issued its Series 2003 A, B and C Notes in the aggregate principal
amott ef approximately $75.9 million.'"” This bond issue restructured a large portion of
the 1998 Bonds and the 2000 Notes by borrowing to pay the current inferest obligation
and deferrmg prmclpal repayment into later years."'® Below is an illustration of the
.aggregate‘debt service outstanding on the RRF prior to issuance of the 2003 A,Band C
Netes_, a:nd the amount of debt service that was restructured by issuing the 2003 A, B and
C Nc.s_tes; -

Y ) Ibl d

113 l-bld

114 Ib] d

13 Ofﬁclal Statement for the 2002 Notes, dated August 2, 2002.
Closmg Memorandum for the 2002 debi.

1 Closmg Memorandum for the 2003 A, B, and C debt.

"2 Official Statement for 2002 Notes, dated August 2,2002,

The Harrisburg Authority
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o

This financing was used to generate working capital to pay existing expenses, and to fund
upcoming principal and interest payments on existing debt with new debt. Ultimately,
_fhe' aim vi(as .td enable the Authority to issue and pay debt service on bonds to be issued fo
: fund the anticipated retrofit of the Facility, It was a very expensive resiructuring,
resﬁl_ting‘% m approximately $10 million'" of additional interest expense. The City
guaré:flteéd 1.:he‘2'003 A, B and C Notes, and FSA insured them,'*

Follﬁiviﬁé the ;issue_lﬁce of the 2003 A, B and C Notes, the outstanding debt on the RRF

was as.follows:

"'° This sum is determined on & present value basis.
20 Closing Memorandum for the 2003 A, B and C debt.
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TABLE 1 SUMMARY OF OUTSTANDING DEBT AFTER 2003 A,B & CISSUANCE

Issue : Amount
Series A of 1998™ $ 11,970,000
. Series A of 2002 17,000,000
: Series-A of 2003'% 22,555,000
" Series B of 2003'% 29,085,000
~ Series C 0f 2003'% 24,285,000
“Total : $104,895,000

P

he‘_above bond 1ssuances reflect that the RRF was unable to pay opera’uons and debt
ervice- durmg 1996. through 2003. This is not surprising given the reduced operatlons
o lan obiems at the Facility. In addition, as noted above, the City used money derived
f “from Famhty operat:lons (in the form of guarantee payments) to help fund the City’s
f_budget further damagmg the RR¥’s ability to pay its operating expenses and debt

serv1ce I

4 : ‘jThe Pre-Retrofit Insurance Status

- FSA was the municipal bond insurer on THA’s 1998 Bonds (1ssued in the original

‘aggregate prlnclpal amount of approximately $55.8 million), 2000 Notes (issued in the
- aggreg__ate principal amount of approximately $25.2 million), and 2002 Notes (issued in
| 'the ag‘_‘grhéate principal amount of $17.0 million). All of the foregoing was secured by a
full faith.énd credit. guarantee of the City of Harrisburg.'?’

‘ '_ In 20b3;5%ESA:insured THA’s Series 2003 A, B and C Notes, issued in the aggregate
' pr'incipal?;amount of approximately $75.9 million."”® FSA did not take on a significant
' a.mduh"c of addjtional exposure with the 2003 A, B and C Notes as it already insured the

21 Represents the balance after refinancing per the 2003 A, B and C Closing Order and Receipt dated June
. 4,2003. ,

122 City of Harrisburg Ordinance 15-2002,

'2: Closing Order and Receipt dated June 4, 2003 related to the A, B and C Bonds.

124 Thid.

125 Ibid.

126 Based on inferviews and ﬁnancla] statements of the City included in Official Statements for 2000 Notes
and 2002 Notes.

127 ES A letter to the Authority, County and City dated November 21, 2007.
128 Cloging Memorandum for the 2003 A, B, and C debt.
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2 debtthat "m:fas 'bein'g feﬁnanced by that issuance, In addition, FSA presumably was able to
2 odrevenues at that time the premiums previously paid for debt issuances that were

.; eed by the 2003 A Band C Notes, as the Habilities 1nsured were being paid in full

‘D,‘ Eand F Bonds that FSA was unwilling to take on more exposure to the RR¥ and the

f'-9(31ty full fa1th and credit guarantee.”*”  Total principal and interest related to the RRF
- Would exceed $446 million after issuance of the 2003 D, E and F Bonds."*! If the retrofit

did notwork, it appears that FSA understood that the City would not have the financial
: 'eapeeify ﬁfp repay the outstanding debt relating to the RRF.

B Y
vl .
A ey as

B. . FINANCIAL ASSESSMENT OF THE RETROFIT AND THE 2003 RETROFIT BONDS

Barlow S. ﬁnanc1a1 pIOJCCtIOIlS demonstrated its view that the réfrofit project was

' ﬁnancla]ly feasible. Barlow presented reports in March 2003 and November 20032 that

. were used to certify the new and refinanced debt in 2003 as self-liquidating and showed

that _revel_mes_ from the retrofitted project would be sufficient to pay for the new and
existing debt on the Facility.

l'“f.' { ::I' P
Based upon our ana1y51s of the projections, and the circumstances surroundmg their

: development the projections appear to have been highly dependent on assumptions that

12 To_our understandmg, municipal bond insurers count premlums paid at closing on a debt issue as
revenues for the insurer on a proportional basis as principal is repaid. When the outstanding principal is
paid off entlrely, the insurer can count any premium not previously treated as “camnéd” as revenues at time
- of the pay off of the debt;

130 August 27, 2003 memorandum from Mr. Losty to Mayor Reed regarding Hamsburg Resource Recovery
Facility Fmancmg Options.

151 Appendix H to the Official Statement for the 2003 D, E and F Bonds. The figure presented represents
the cumulative principal and inferest payments. Other references to the debt load in this report pertain only
* to the principal amount due.

%2 March 24, 2003 Barlow Self- ~Liquidating Debt Report, including the supplemental report dated May 13,
2003 related to the 2003 A, B and C debt. November 6, 2003 Barlow Self-Liquidating debt Report
mcludmg the supplemental report dated November 26, 2003 related to the 2003 D, E and F debt.
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the’ oﬁt would be completed on-time and on-budget, with virtually no margin for

If certam assump‘aons are adjusted even slighily, the project was not feasible.

] ‘Because a reasonable cushion for debt service coverage was not built into the structure,

the fmance professmnals City, County and FSA left no margin for error.

p: urth ‘:more, our rev1ew of the documentation and information produced to date has not

o };1dent1: ed meanmgful vetting or challenging of the projections, despite their review by

f.rr-mlhple sets of professmnal advisors, including those retained by Clty Council and the

ounty Our analy31s is set forth below.
r 1 .:f Critical Assumptions in Profections

.Fi'onzzl an ebéhonlfc perspective, the retrofit project was a $73 million**® capital
, investﬁlejit'prpj ect that was supposed to improve the operations of the RRF. Assuming
thé"féﬁoﬁt waé coﬁpleted in early 2006 as planned, the RRF was Sﬁpposed to generate
cash ﬂow from operations sufficient to repay debt approximately three times the amount
of the capltal investment. The overall debt load consisted of the more than $100 million
in Fac111ty debt that ex1sted prior to the inception of the Barlow Retrofit,** plus $125
"million in debt that was incurred to fund (a) the retrofit construction, (b) related
' COnsﬁucfion pc_ariod_ bperating expenses, and (c) debt issuance costs. Table 2 presents

“the ox'rera_:ll debt load.on the RRYT after the 2003 debt issues.

13 Under the Amended and Restated Agreement for the Sale of Equipnent dated December 31, 2003,
Section 3.01, the initial confract price was $45.8 million. Under the Amended and Restated Professional
Services Agreement dated December 31, 2003, Section III, the fee for the consulting work was $12.8
million, while the guaranteed maximum price for the separate construction contracts was $14.3 million.

5% As of December 31, 2002 the existing debt was $80.2 million. The 2003 A, B and C debt issues
refinaniced a portion of this debt, while adding approximately $20 million in additional debt.

133 This represents the cumulative total of the 2003 Series D, E and F debt.
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o TABLE 2: Sumnv OF OUTSTANDING DERT AFTER 2003 D, E & F ISSUANCE

1 ' Pre-Retrofit
SSuc

: Debt Retrofit Debt ‘Total
Senes A of 19987 $11,970,000 $ 11,970,000
Series A of 20027 17,000,000 . 17,000,000
Series A 0f 2003 22,555,000 22,555,000
Series B 0f2003'” 29,085,000 29,085,000
Series C of:2003"¢- 24,285,000 24,285,000
Senes D ﬂ)l and D-2) of
2003 $96,480,000 96,480,000
Series E 020032 14,500,000 14,500,000
Seriés F of 2003 14,020,000 14,020,000

Total v $104,895000  $125,000,000 $229,895,000

"' The Iilbv"éﬁiber. 2003 Barlow projections estimated that the RRF would generate cash
flow from operétions sufficient to service the existing and retrofit-related debt, and yield
a cash surplus of $49.6 million by 2034."* However, it should have been clear at the
time tha‘t small changes to the assumptions underlying the projections would have had a

signiﬁcaﬁt impact, cﬁ’ridencing limited margin for error in the execution of the project.

First and foremost, because debt service could increase over time due to the large amount
of syhthetic variable rate debt, completion of the project on-time and on-budget was
_crltlcal to allow the RRF to generate the cash surplus needed before the RRF bore the full
we1ght of the annual debt service. As demonstrated in Table 3 below, and in Exhibit B in
detail bet_ween 2006 and 2009, the RRT was projected to build up a cash surplus of $10.8
nﬁlﬁdn, feﬂeéﬁng annual debt service payments of between $8.3 million and $13.6
million duriﬁg those years. Over the period 2010 through 2020, the amnual debt service
was pTOJeCted to reach as high as $15.3 million, and the expectation was that there would
_be four years (2016 through 2019) during which the debt service would exceed net
operatmg_: income by more than $500,000 per year. As such, the surplus that was

136 Represents the balance after refinancing per the Closing Order and Receipt dated June 4, 2003 related to
the 2003 A, B and C debt.
7 City of Harrisburg Ordinance 15-2002. '
128 Closmg Order and Receipt dated June 4, 2003 related to the 2003 A, B and C debt.
* Tbid, page 7 .
OTbid.
::1 Closing Order and Recelpt dated December 30, 2003 related to the 2003 D, E and F debt,
143 E_ig o
14 Projections attached to the December 31, 2003 Equipment Agreement.
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& 1

ects to be ge'ne;;ated' in the years 2006 through 2009 was critical to fund the F acility
- giver L thi “liini_t@d margin for error in the period 2010 through 2020.

TABLE 3: BARLOW PROJECTION ~ CASH SURPLUS

Periods - ' 2006-2009 2010-2020 Cumulative
Net Revénuds from Operations™  $54,641,000  $157,819,000  $212,460,000
:Debt Service Payments 43,832,000 158.297,000 - 202,129,000
“Projected Cash Surplus $10,809,000  ($478,000) ~ § 10,331,000

e ver; if ééﬁiplé‘gion of the project went beyond January 2006, as in fact happened,
; Barlw’s projécﬁops show that the RRF would struggle financially for many years,
assm_n_ing; all ‘()‘;her‘_estimates were accurate. Specifically, using all of the assumptions

ﬁ‘onf ti_leEBaﬂdW prdj ections, with the exception that the start-up for the RRF is assumed

0 be ;é_iéi%.yEd_one year (i.¢., a start-up date of January 2007, not January 2006), over the

'peri'i')'éi 2006 "fhiough 2020, the RRF would generate a cumulative cash deficit of
appfbgéimately $5.2 million after debt service."* Further, with the assumed delay, the
RRF Woﬁld'ﬁqt' co{}er its cumulative debt service until 2027, and then would generate
onlyl nummal poéitive cumulative cash of $242,000 assuming all other Barlow

assumpti'é:ns were correct, which did not happen.'*’

TABLE 4: BARLOW PROJECTION — ADJUSTED CASH SURPLUS
(No 2006 OPERATIONS BUT DEBT SERVICE)

. Periods 20062009 2010 -2020 Cumulative
Net Revenues;from Operations'® ~ $40,546,000  $156,399,000  $196,945,000
Debt Service Payments 43,832,000 158,297,000 202,129,000

1+ Projected Cash Deficit ($3,286,000) ($1,898,000) ($5,184,000)

13 Net Revenues from Operations in the Barlow Projections is equal to total revenues less operating costs.
¢ Interest ‘on the 2003 D Bonds appears to have been capitalized through June 1, 2006, If project
completion went beyond that date, there would be no way of paying for debt service on the 1998, 2002 or
2003 Bonds other than by calling on the City Guarantee, the Debt Service Reserve Fund or the County
Guarantee. 'Basec:i_on RBC reports contained in Barlow’s Self-liquidating Debt Report filed in connection
with the 2003 D, E and F procéédings. ‘

47 Refer to Exhibit C. Moreover, the final debt structure included a significant amount of original issue
premium, which generated in excess of $8 million of additional proceeds for the Barlow Retrofit project,
but at a cost of higher interest rates on a large portion of the $125 million of debt used in the projections,

¥ Net Revenues from Operations in the Barlow Projections is equal to total revenues less operating costs.
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We have':not identified any information that suggests that Barlow or anyone else assessed

=¥ S the geffect‘of delays on the projections, even though delays and cost overruns in a large

iy

. such as thls one with a technology that had never been implemented on this scale
; be qu1te poss1b1e if not expected It also is important to note that, according to
'mfo 1ation avallable to us, the Barlow projections were not updated for the millions of

:dolla:rs of ;cost 1ncreases that occurred during the construction pro_]ect Whlch further

SRS A_'.;stramed the Authorlty s cash position.

;i'_,F urth'r : the pIOJect:tons were highly sensitive to other small changes in key assumptions.

"~ For example a key assumption driving the projected cash surplus was the expectation
that certaln revenue. categorles including commercial tip fees, tip fees from Dauphin,
Cumberland and Perry Counties, and specialty spot market fees all would grow at 2.5
percent per year In contrast Barlow assumed that expense categories, 1ncludu1g key
expense categorles such as operations and maintenance, utilities and insurance, APC
reagent costs, mandated_fees, the capital reserve account, and ash disposal, would grow at
only 2.0 Qpercent per year. In other words, revenue growth was projected to exceed the
growth in expenses. Without changing any other assumptions, a change in the expense
growth rate to, mirror the projecied rate of growth in revenues reduces the overall
prOJec_ted;'cash;surplus by approximately 24 percent, from $49.6 million to $37.6 million.
Refer to Exhibit D,:

'l‘he proj-ections also‘ are premised on a 29 year operating period. This operating period,
howeyer,‘i is inconsistent with Barlow’s own estimates of the projected useful life of the
Facility. In the December4, 2000 letter opining on the technical feasibility of the project,
James Barlow indicated that the RRF would have a useful life of 25 years beyond its life
span at that time,"*

5 Lettor from James Barlow, P.E. of Barlow to Thomas J. Mealy of the Authority dated December 4,
2000, Given that the RRF was scheduled to close in June 2003 unless it could meet federal air quality
standards, it is assumed that the useful life estimate reflected the life after the completion of the retrofit.
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§e : has recogmzed thls issue, and has provided guidance to accountants with respect to the

_’development of pro;eetlons Speetﬁcally, the AJCPA’s Guide for Prospec‘uve Finaneial

'vé that a reasonably objeetlve basis may not exist to present a reliable financial
forecast . The standard indicates that it ordinarily would be difficult to establish a
reasonably objective basis for a financial forecast extending beyond three to five years."
Gwen that mueh of the pro; jected cash surplus was to be accumulated in the latter years of
the pI'O_] ectlons the cash surplus Barlow projected through the year 2034 is unreliable and
:speeu}atlye.:, G

‘The_;ql.)eféting period also is inconsistent with the terms of the Dauphin County disposal
‘agreehleht, which had a 20-year term, with a five year renewal option.'™ The revenue
generated from the County waste stream is the single largest revenue line item in the
projections, and there is approximately $46.2 million in revenues attributed to County

waste_ in the years following the end of the contract term.

' The Securities and Exchange Commission (“SEC”) Regulation S-K, §229.10(b)(2) states that, for
certain compames in certain industries, a forecast covering a two or three year period may be reasonsble.,
Other companies may not have a reasonable basis for forecasts beyond the cument year. Accordingly, the
responsible party generally should select the period most appropriate in the circumstances. AICPA Audit
and Accounting Guides — Guide for Prospective Financial Information — Part 2 Guide for Entities that Issue
Prospective Financial Statements ~ Chapter 8 Presentation Guidelines p. 8.33, footnote 15.

11 ATCPA ‘Audit and Accounting Guides — Guide for Prospective Financial Information — Part 2 Guide for
Entities that Issue Prospective Financial Statements - Chapter 8 Presentation Guidelines p. 8.33.

3% Financial forecasts for longer periods may be appropriate, for example, when a long-term lease or other
contracts exist that speelfy the timing and amount of revenues and costs can be conirolled within
- reasonable limits. ‘

' Refer to Article I and Article ITib) for the identification of the waste subject to'the Waste Agteement
Refer to Article X for the term. The renewal option could be canceled upon three years’ prior written
notice from the County.
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If the prOJectlons are terminated in 2030 (i.e., year 25) and the growth rates of revenues

'~':-'and expenses are equahzed the cumulative cash surplus is reduced to $15.1 million

ntmg a reductlon of apprommately 70 percent compared to. Barlow s original

. N . Meanin gful Challenges to the Projections

1iéh¢e};cn the assumptions contained in the Barlow projections is difficult to
nde 'glven that the projections were presented to a number of professional firms
:'that Crty Councﬂ and the County retained in connection with the 2003 retrofit’ debt
issuance. Only one of these firms provided any sort of detailed review, however, and it is
not clear how that review was used and how or if the questions it raised were addressed.
In fact it appears that the Authority, City, County, FSA and other interested parties relied
on the ,,Cr)iunty s guarantee of the project as the real means of underwrltmg the deal, rather

* than a robust analysis of the project itself.
The Barlow projections are referenced in:

o The September 18, 2003 Report from Buchart Homn to City Council;'>*
g elr' - The October 21, 2003 Report from the PFM Group to the County;'> and

‘ e .The October 21, 2003 Report from HRG to Mr. Zwally of Mette Evans, counsel
"¢ 1o the County."®

The- Barlow prmeetrons received the most thorough review from Buchart Horn. In its
report 1n addition to developing a “base case,” Buchart Horn performed analyses of the
cash ﬂows from the project for the year 2006" that assessed the “down-side,” including

‘a reduction in the tipping fees of 10 percent, a reduction in steam revenues of 50 percent,

14 See page 11, whlch references the Barlow economic assessment.
** See page 2 in the Executive Summary section.
1% See page 2, which references the September 2003 pro forma.
"7 Buchart Hom s analysis did not extend beyond 2006; we have seen no testing or analysis of the years
beyond 2006 to determine if the Barlow projections for those years were reasonable.
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.2 red tron m power produetlon of 30 percent, an increase in mamtenanee expenses of 50

hi and_'an mcrease in ash disposal costs of $10 per ton.** This worst case scenario

-ylelded net 1ncome ‘before debt service of $9.78 million, compared to $13.57 million
159

o . Ult:lmately, in evaluahng the economics, Buchart Horn estimated that the retrofit project
oul generate 2006 net income before debt service of $13 million, which is consistent
with:the amount Barlow projected for 2006."® Buchart Hom projected that niet income
- before’ debt service of $13 million was sufficient to service the debt on an assumed $72
-mrlhon in capital costs on the project, plus the debt service on the existing debt, which
was estunated at $6 million per year. However, Buchart Horn stated that the income
would not be sufﬁolent to cover the costs associated with financing and transition, Whroh
Were esumated to reach as high as $53 million.'"" As previously noted the 2003 D, E
L and E retroﬁt bond issues totaled $125 million, equal to the projected capital costs plus
the ﬁnancmg and transition costs identified in the Buchart Hom report, As such, Buchart
Horn - demonstrated in 2003 that the RRF would not be able to generate cash flow
sufﬁc1ent to service all of the debt. Despite this, Buchart Hom’s conclusion was that

there Were no major drawbacks to the project,'®

In our analy31s of the documents and information produced to date, we have seen no
indication how, if at all, Crty Council, or any of the other parties involved in the decision
to undertake the Barlow Retrofit, considered Buchart Horn's conclusion with respect to
the. RRF’s inability to service the debt even after the retrofit, or -reconciled it with
BarlbW’sémore optilrristic analysis.

Y 5
R |

158 Buchart Hor Final Report Incinerator Study Performed for the City of Harrlsburg dated September 18,
2003, pages 12 through 16.
9bid, Table 23,
190 Fih Exhibit 3 to the November 6, 2003 letter from Ronald Barmore of Barlow to the City and Cou.nty
i61 Buchart Horn Final Report Incmerator Study Performed for The City of Harrisburg dated September 18,
2003 Table 3-1 and related dlscussmn on page 17,

Ibrd page 2. :

The Harrisburg Authority



PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT Page 40

PFM and HRG conducted evaluations that were much more limited than that conducted

by BuchartHorn “The PFM report is concerned primarily with an analysis of the
fiﬁain altcrms and %tructure of the 2003 D, E and F bonds to provide the County with
Ui cewr[h gespeét to a “reasonable” guarantee foe.'® With that said, the September

03ver510n of the Barlow projections was attached to the PFM report, suggesting

.' _ thatthere ‘r_ﬁajlfihave‘ been some level of evaluation. It is not clear whether PFM reached

- anyconclusmns Wlth respect to the projections, as the Executive Summary merely states,
' “thlewe I;héi{é_né-‘representations as 1o the reasonableness of the contemplated project,
,We. oﬁnd the 'prelinjjnary debt service schedules and assumptions for the Retrofit Bonds
: "féaédﬁal;ié."’m |
Similarly; HRG’s analysis appears to have been limited. Specifically, HRG stated, “We
haverewewed the '::pro forma for pronounced errors and 6nﬁssioﬁs. We have not
| exammed all -assumptions in detail but feel that the values and projections given fall

- within a reasonable range for this project.”'®

In addition to the professionals retained by the City and the County, it appears that the
.Auﬂ;()_rity?s professif)nals had access to the projections, although we have observed no
‘infprr__r_l.ati:on‘ that suggests that they provided any meaningful challenge to what Barlow
pre;?;ér'itedj.j :In_,_fact, in at lf,:ast one instance, we have identified information where one of
the proféssionals involved with the City and the Authority dismissed a financial analysis
of the project as a tool for assessing the reasonableness of buying the 2003 bonds. In a
Decembélj 18, 2003 e-mail message, Mr. Losty of RBC (the undeririter for the deal}
communibated with an individual from TRowePrice, stating, “My only word of advice is
if YOli aré frying to -evaluate this on a revenue generating basis, you are the only one
incluc‘lin-g' the Bond insurer. Bottom line is that there is an AA County with a full faith

and credit general obligation pledge.!

'8 October 21, 2003 report from the PFM Group to the County, pages 2 and §.

16 Thid, page 2. As discussed later, the debt structure changed to 77 percent synthetic variable rate debt
after issnance of PFM’s report. Refer to the discussion later in this report with respect to the swaps,

1% Qctober 21 letter from HRG to Charles Zwally of Mette, Bvans & Woodside, page 2.

' December 18,2003 e-mail from James Losty to srichter@troweprice.com.,
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s posmon with respect to assessing the financial viability of the project based

st{

'ectlons appears to be consistent with that taken by underwrxters counsel for the

E’and'F Bonds Ms. Cocheres of Eckert. In an interview. Wlth Ms. Cocheres, she
q._it she made it clear in the Official Statement used to of_fer,_th_e bonds that the
iEfers should fely- on the creditworthiness of the guarantdrs, ﬁot‘ the revenues of the
Th__._v1e\‘Ns expressed by Mr. Losty and Ms. Cocheres may explam why there was a

crifical exannnatlon of the Barlow projections.

Furthe whlle the Authority’s attorneys at Obermayer, and the Underwriters’ attorneys at

Eokert had accéss to the projections that were presented in March 2003 and November
2003, .'we: ﬁote by way of observation, that it does not appear that the attorneys evaluated
the data substantlvely Instead, it appears that they largely were concerned with editing
the Wordlng of the. reports and not in evaluating the substance of the projections. For

example,_;we observed the following:

o An April 11, 2003‘:fax from Mr. Michael of Eckert to Mr. Barmore of Barlow, Mr.
. Sutherland of Obermayer, Mr. Losty of RBC Dain Rauscher and Mr. Lispi, who
PR at the time still was employed with the City. Included in the fax was a copy of the
March 23, 2003 Barlow Report, with what appear to be Mr. Michael’s
o f','h;ndwritl:en ‘comments and changes on formatting ~and clarifying what is

| presented.167 |
® Various communications in May 2003 related to a supplement to the Barlow self-
* liquidating debt report. These communications largely concerned clarifying the
~overall magnitude of the 2003 debt, and the specific existing debt that would be

v refinanced.'®

e In November 2003, DCED raised questions about the projections that were
attached to the Barlow report that accompanied the 2003 D, E and F bond

package. Specifically, DCED was concerned about whether the debt would be

*7 April 11, 2003 fax from Richard Michael to Ron Barmore,
'*% For example, refer to the May 13, 2003 e-mail from Andrew Giorgione to Dan Lispi, James Losty and
Hugh Sutherland, which contained proposed mark-ups to the supplemental letter.
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'elf llquldatmg through 2033, since the attached pro_]eCtIOIlS covered only the

eriod through 20 10; Tn c-mails involving attorneys from Obermayer Eckert, and
Rhoads & Smon along with Messrs. Barmore, Lispi and Losty, the professmnals
56 w to -modify the report to meet DCED’s concerns Ultlmately, Mr.
orglone of i.Obermayer indicated that he and Ms. Cocheres of Eekert spoke with

DCED personnel and resolved the issue, although we have seen no evidence of

What Was d1scussed or how the issue was resolved. 169

:- Guarantees and Fees — Added Expense and Knowledge and Acceptance
‘of Rlsk A

Ihe.:;(.lity; and ‘the Counfy both provided guarantees on the 2003 bonds and notes,
Specifically: -

‘o 3"Ti1e C1ty gueranteed the payment of the principal and interest on the 2003 A, B
and C notes;l:m
‘.e. The City guaranteed the payment of the principal and interest on the 2003 D, E
and.F bonds;!"! and
o The County provided a secondary guarantee on the 2003 D and E bonds up to an

- aggregate principal amount of $113 million, plus interest.'*

The gﬁarantees provided on the 2003 D, E and F bonds enabled the Authority to issue the

debt on a more cost effective basis (see discussion below). The Authority paid guarantee

' B-miail string containing messages dated November 18, 2003 and November 19, 2003.
' City Guaranty Agreement dated June 4, 2003 contamed within Volume I of the 2003 Series A, B and C
closing documents.
"1 City Guaranty Agreement dated December 1, 2003 contained within Volume II of the 2003 Series D,E
and F closing documents.

7 County. Bond Guaranty Agreement dated December 1, 2003 contained within Volume I of the 2003
Series D, E and F closing documents. Also, per County ordinance 042003 dafed November 6, 2003
contained within Volume I of the 2003 Series D, E and F closing documens,
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e-mall dated September 5, 2003, Mr. Glorglone wrote to M. Sutherland
spl, MI Losty, Mr. Michael and Ms. Cocheres: “T spoke w1th Chuck Z[Wally,
‘o.the"County] He indicated that the County was concerned by the size of the

b aranty F ee. I explained its a matter of risk and not negotzable.’»’ 17

: Further m Octeber'-2003 PFM analyzed the additional costs that tl‘te Authority would
mcur absent the County guarantee, which appears to have been PFM’s primary role for
the County relating to the.2003 D, E and F Bonds. Under that analysis, PFM projected
higher insurance costs for the bond issue under the assumption that the existing bond
'i-nsurer‘, FSA, would not insure the debt without the County guarantee, necessitating the
use of another AAA rated insurer that would charge more. Further, PFM projected
.hig:her‘iﬁterest costs to market the bonds without the County guarantee, presumably

reflecting additional perceived risk.'”>'"

Moreever, in a letter dated May 2, 2003 from Mr. Losty to Mayor Reed, with copies to
Mz, Mealy, Mr. Kreboth, Mr. Lispi, Mr. Sutherland, Mr. Giorgione, Mr. Michael, Ms.
-Coc]:tereei and Mr. Bernes, Mr. Losty discussed the contemplated 2003 A, B and C bond

issuance and stated:

73 Costs of Issuance per the Closing Order and Receipt dated Decermnber 30, 2003 for the 2003 D, E and F
Bonds contained in Volume II of the closing documents.

74 E-mail from Andrew Giorgione to various individuals dated September 5, 2003,

15 October 21, 2003 Report from the PEM Group to the County, page 6. The County Guarantee fee paid in
connection with this financing is the only guarantee of RRF Debt that took this approach, based upon our
review of documents and interviews.

% Of note is the fact that the County had not guaranteed any of the stranded debt that related to the
Facility, which then was closed down, and would not guarantee any debt related to paying for City staffing
of the RRF during the period of construction when the Facility would not be in operation, The County also
wanted the 2003 D, E and F Bonds to be issued on a parity basis with the 1998 Bonds. Refer to the
September 17, 2003 letter from Andrew Giorgione to Charles Zwally discussing the parity issue.
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the‘ever-mcreasmg debt load on the resource recovery facrlrty is rapidly
ting ;the City’s ability to access the bond market ‘for capital
qulrements By any measure, the City’s overall debt burden when -
aranteed debt is included is extremely high in comparrson to other
unicipalities around the United States. This results in higher costs for -
e_drt enhancement and eventually higher borrowing costs if a borrowing

H feasrble at.all. ‘We received a formal commitment for bond insurance

or this. restructurmg issue from FSA this week. Despite the fact that FSA -
1 the insurer of fecord on the bonds being refunded, the cost of the new

, _oame in at 100 basts points. This represents an increasé of 10 basis
pomts from®the last insurance quote for the Series 2002 . Resource
Recovery ‘Bond Issue. Additionally, the insurer stipulated that no new
oney is added to the financing above the $2 million approved for
working caprtal ‘Ynfortunately, there are no other options for insurance
ﬂom the major “AAA” rated insurers,

In that same letter Mr Losty also addressed the contemplated debt issnance related to the
2003 D E and F retroﬁt bonds. Specrﬁcal]y, Mr. Losty stated:

Without credit erthancement there will be no cost effective borrowing

avenue to fund the retrofit bond issue. While preliminary discussions have

begun for credit enhancement providers for the retrofit, there are many

’ issues that yet need to be resolved prior to any enhancer reaching a credit

o decrslon Given the size of the projected retrofit bond issue and the City’s

© existing debt, a sub “AAA” guarantor is probably the most likely
I 'candrdate 7

In this cdse the City’s financial well-being was tied to the RRF, and it had guaranteed all
of the precedmg debt issuances with the exception of relatively small ones in 1996 and
1997 The Crty guaranteed the 2003 retrofit debt.'”

S:umlarly, in December 2002, the County had approved a revised Waste Management
Plan and in September 2003 awarded its waste disposal contract to the Authority,
designating that all regulated waste generated within the County be disposed at the RRF,
beginning in May, 2006."™ By the time of that decision, the County knew the RRF had to

7 May 2, 2003 letter from James Losty to Mayor Reed.
Closmg Memorandum for the 2003 D, E and F debt.

' Dauphin County Municipal Waste Management Ordinance 03-2004, page 6.
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180 The County had chosen to rely on the RRF and needed to

‘:lowermg borrowmg rates, which, in turn, reduces the costs the host

mumcrpalrty 8 taxpayers and ratepayers have to pay for services the Authorlty prov1des

Those intervietwed however, confirmed that the City made it a practice of collecting
these fees for condurt issues for utilities to generate money for the City’s general fund,
 The: City’ Guarantee fees related to the RRF historically appear to be related to the amount
needed to fill a City general fund or RRF budget gap. For example, the City guarantsed
the 20.-00_Notes,'.issued in the aggregate principal amount of approximately $25.2 million,
and received a guarantee fee equal to approximately $4.2 million, The Official Statement
for the 2000 Notes includes a statement that proceeds of the 2000 Notes in the amount of
approxrmately $4.7 mrlhon were needed to pay utility fees of the RRF that could not
otherwrse be paid from operating revenues, and other City payables.'®*
When asked vtrhy the Cdanty insisted on a guarantee fee in connection with the 2003

Bonds, Mr, Williard of PFM indicated that Commissioner Haste wanted a guarantee fee.

180 Dauphm ‘County Resolution 13-2004 dated June 2, 2004,

%! Notes in PFM spreadsheets, calculating the p0551b1e guaranty fees to be paid to the County state that
“The assumed insurance premium of 100 basis points was the premium for the 2003 ABC City Guaranteed
Resource Reeovery Bonds in June 2003. FSA’s response, at this time, dus to exposure limits to the City of
Harrisburg, is that they would not be able to insure an issue guaranteed by the City but not the County.”
Further, in his memorandum to Mayor Reed dated August 27, 2003, Mr. Losty stated that “Based on
meetings held in New York in the last two weeks with major municipal bond insuters, the absence of the
County of. Dauphrn Guarantee would likely eliminate the possibility of a major insurer approving the
tramsaction,”

22000 Official Statement.
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l"ctlon was that Commlssmner Haste beheved that if the Clty Was gomg to take

the 'County Wanted one, as Well

the 'Autnerity issued approximately $30 rnjllien m -del.at in 2-007' about
11 n-.,_ went' to repay the City and County for payments they made on behalf of
:_even though the ‘Authority paid substantial fees to- the Crty and County for
; ,at 'oth prov1ded on the 2003 D, E and F debt It appears that at a

the ,payment of the guarantee fees was unwarranted to the extent that, When the

were ealled the City and County not only were able to plaee the. payment
’ 'burd' back on the Facrhty, but to do so in a manner that further mcreased the debt
_burden and interest cost on the Authority (see later discussion of 2007 debt),

The!éuaranteeifees:adde&' more debt on the RRF and more cost to the financings, but
provided little, if any, benefit to the retrofit project.

4 Relaxed Contract Requirements Allowed Incurrence of Additional Debi

Normally, the bond instfer, who must pay bondholders if project reverues are not
sufficient to pay debt, will impose limitations on the issuer’s incurrence of additional debt
so that the issuer does not accumulate excessive debt it cannot repay. Sometimes
guarantors will impose these conditions, too. These provisions typically are found in the

bond indenture in debt service coverage covenants and “additional bonds” tests.

In the case of the RRF, the 1998 Indenture is the senior indenture. It does not place
restrictions on incurring additional debt that are typical for a revenue-backed facility,
enabling additional debt to be issued more easily than is normally the case. The 1998

Indenture contains the following limitations:

1% Closing Order and Receipt dated December 27, 2007.
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Debt SCI'VICGI Coverage Ratio — Net annual revenues Were only requlred 1:0 be

sﬁfﬁment to pay one hundred percent of actual debt service (“one tlmes”

of the RRF equal to that of the 1998 bondholders _
: Lmutatlons 011 Subordmate Indebtedness — even if it did not meet the Add1t1onal
T Bonds Test the Authority could issue additional debt without FSA’s approval so

c :long as the new debt had a lower priority claim to receipts and revenues from the
- RRFthan do the 1998 bondholders.'®

Typiclally,- in a revenue-backed project financing for a resource recovery facility, the
insurer 'ré_quires a debt service coverage ratio in excess of 1 (i.e., net revenues must
_eXceéd débt sefvice fequirements). A range of between 1.15 and 1.30 times net revenues
(i.ef; _ﬂle amount of net revenues available to pay debt service is 15 percent to 30 percent
“more than thélannual debt service requirements) would not be unusual, to ensure that
money is.available to pay debt service. This provides a margin for error in case variable
intgrest rates go.up, 'or there are inefficiencics in operating results. Bond rating agencies

look favorably on debt service coverage of about 1.50 times annual net revenues.

Ina typical project financing, subordinate debt also is subject to greater limitations than
the minimal requirements of the 1998 Indenture. Normally, the insurer requires that net
annual revenues be greater than the annual debt service of the subordinate debt, although
at a somewhat lower ratio than that required for more senior debt. Net revenues in excess

of actual debt service of 10 percent to 15 percent would be a reasonable example.

1% 1998 Indenture,
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on tlmes”.coverage test. As aresult, the Authorlty undertook a series of subordmate
borrowmgs in 2000, 2002, 2003 and 2007.

' The: 2003 A B and C Bonds were issued under a subordinate indenture and, unlike most
_of the other bond i 1ssuances, were not secured by receipts and revenues of the RRF. The
-dlsclo_ sure document for this debt issuance states that the bonds will be subordinate to any
RRF bonds issued in the ‘future,lg"' which put them at a fourth level of priority.'® FSA
insured these bonds and did not require any tightening of the subordinate debt provisions
of. the -1998. or. 2002 Indentures, but did begin to increase the insurance premium it

'charged 15
5. 2003 City Council Fund

When City Council members stood in the way of the project’s advance, they were offered

the possibility of a “special projects fund.” Negotiations surrounding the establishment

135 May 2, 2003 Jetter from James Losty to Mayor Reed. August 27, 2003 memo from James Losty to
Mayor Reed, December 18, 2003 e-mail from James Losty to srichter@frowprice.om.

18 Official Statement for 2003 D, E and F Bonds discloses FSA as insurer of timely payment of principal
and interest. See previous footnote. Also refer to May 2, 2003 letter from James. Losty to Mayor Reed.
August 27, 2003 memo from James Losty to Mayor Reed. December 18, 2003 o-mail from James Losty to
srichter@trowprice.om.

187 2003 Official Statement dated May 27, 2003.

188 Thoy are lower in priority than the 1998 Bonds, the 2002 Notes and the 2003 D, E and F Bonds.

1% May 2, 2003 letter from James Losty to Mayor Reed.
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'began in: October 2003. In an e-mail dated October 14 2003 Mr. Giorgmne
y ng and'Mr Lispi of the issue, stating:

] a_vje ‘heard frofn Stan Mitchell that the Rick House issueé‘zare ao j'follloWS' G

‘%'Reynolds (and Freddie) are getting paid $1m and thnnk they can
the votes; and -

‘Council is getting nothing; and I
Heis holdlng the vote until he hears from the Mayor o

" T have no clue where this $1m number is coming from. We have not even
o 'r__flnahzed the deal yet with Reynolds Also, 1 understand Council is getting
g .'j;“.:'-lts money So the usual crap is flying.

- : 1 guess the Mayor has to speak to Richard. We are running out of time,
B K_roboth says we are going to needs (sic) funds asap.’™

By lete Qctoher; the parameters surrounding the account appear to have been developed.
In an iOctober- 27, 2003 e-mail message from Mr. Giorgione to Richard House, then the
Preeicientz :of City Counciy91 with the subject “City Council Special Projects Account,”
the account was to be funded with $500,000 provided through the Authority. The funds
then could be used by City Council for any lawful purpose upon requlsmon of funding
from the Authorlty 192

On C')l_"etoher 31, 2003, there were further communications regarding the fund, including
input from Mayor Reed on the structure of the fund. In response to a memo drafted by
Steven Dade, Acting City Solicitor, Mayor Reed stated:

I j::111 of yon;keep this up, you will permanently kill the prospect of the
. retrofit bonds being adopted by Council. The draft you provided does
(sw) even remotely resemble what was agreed to and, unchanged, what

1% B-mail from Andrew Giorgione to Randy King and Dan Lispi dated October 14, 2003, with the subject
“House.”

191 Mr. House was the President of City Council, which approved the Ordinance to authorize the Ciiy’s
guaranty of the 2003 D, E and F deb.

192 Attachment to the e-mail from Andrew Giorgione to Richard House dated October 27 2003.
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8§ drafted would almost certainly trigger a negatwe reactmn Wlth 80
t e.tlme available to this office, I find myself again havmg to edlt and .
Tewrite staff Work products Send the attached as amended

L aw

1g "'ayo__t Reed,"'-"sehanges, the fund was prepesed under one o'f_,‘t,v_vci a;ltemati\_ées.

The _estabhshment of a special prcuects fund in the amount of $500 000 that would
be funded from the “settlement and closmg cost fee payable to The Hamsburg
uthorlty on the ,cIosmg of the retrofit bonds,” then placed mto an Authority

'ro;ects account for the exclusive use of d681gnated City Council

The account could be used for any lawful purpose subject to

: members."'
R i:‘:"reqm51t10n 10 the Authority.

' ":'_i e -"_1"he$500,000 would be paid by the Authority to the City, and the City would

- msert the a_ll'ocatign into the 2004 Budget within the Department of General

: Et{penses with the sub-heading of Council Special Projects Fund. Approval for

di_sbursement' would be subject to Council resolution, and the City’s payment

. approval process.'”*

Baéedj -u150n the information produced to date, it is not clear whether this account was
established.

.6, - Local Government Unit Debt Act Concerns™

a. Self-Liquidating Debt

Given the significant debt load being carried by the Authority and City, it was important
to the City to qualify the RRF debt as “self-liquidating.” The Local Government Unit

" Memo' from Steven Dade to Mayor Stephen Reed dated October 31, 2003. Mayor Reed was
commenting on a draft of a memo from Mr. Dade to Richard House regarding the City Council Special
Projects Funds.

4 Letter from Steven Richard Dade to Richard K. House dated October 31,2003,

195 This report raises concerns about debt incurred by the City and the County. The validity of this debt
cannot now be challenged insofar as it relates to bondholders’ rights. 53 Pa. C, S A. § 8209(a).
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Pa C S A §§ 8001 et seq. (the “Debt Act”™), prov1des statutory procedures

urrence of debt and imposes debt limits for mumclpahtres mcludmg the City

Coonty 196 ° The borrowing limits of the Debt Act are mtended to prevent a

y from mcurrmg debt it cannot repay given its tax base Guarantees are
under the Debt Act

ebt:Act, the Clty and the County each have a hrmt of debt they may incur

ther th debtgapproved by voters in a general or special electlon (electoral debt)) BT 1g
debt is- approved as “‘self-liquidating debt,” pursuant to proceedings. subnntted to DCED

“the debt does ot count against the limit of debt that a mumclpalrty may incur. 18 To
qualify as self—hquzdatmg, debt must be payable solely from rents, rates or other charges
o, the ultlmate users of the project that is financed by the debt, or payable solely from
- spec1al Iev1es or assessments of benefits lawfully earmarked exclusively for that purpose
(e the pro_] ect must gencrate revenues sufficient fo support the debt service, and such

debt service must be payable from project charges)."®>

A municipality: must re-examine whether previously cettified self-liquidating debt
remiains so ‘prior to issuing or incurring any additional debt. included with the
proeeedir_:igs filed with DCED for new debt is a statement showing the gross outstanding
indebtedness of the munigipality, and a certification that no decrease in any amounts to
be excluded as self-liquidating is required by any change of circumstances, other than as
a result of debt payments (a “Clean 8110(b) Certification”)."® If there has been a change
in circumstances negatively impacting the previously funded project, such as a decrease
inrevenaes or an inorease in debt, then the municipality may not be able to file a Clean
81 10(b) Certiﬁcation, and the amount of gross debt outstanding that is counted against

the munieipality’s debt limit would have to be increased **

¢ 53 Pa, C.S.A. § 8001(b) and (d); § 8002, The Municipal Authorities Act, 53 Pa. C.S.A. §§ 5601 et seq,,
and not the Debt Act, regulates the issuance of debt by the Authority.
753 Pa. C.S.A§§ 8021, 8022.
%% 53 Pa, C.S.A. § 8026.
1985 53 Pa. €.S.A. §§ 8002(b).
1% Named for the statutory section requiring the filing of the certification.
*® 53 Pa. C.S.A. §§ 8110(a) and (b).
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ez;pg;;onoc;{d 31gmﬁcant changes in circumstances from 1998 to 2003. In 2000,
ility’ was:derated to address EPA Clean Air Act requirements, substantially

throughput and revenue stream. The Authority had to: borrow to pay “for
and debt serv1ce in 1998, 2000, 2002 and 2003, meamng that the Faclhty Was
for 1ts outstandmg debt during those years, and had borrowed at more

to pay “off prior debt. The Facility completely closed down its

: era 'ons dunng 2003 through April 2006 to accomplish the Barlow

ant1ally eliminating its revenue producing capabﬂlties, ,

"The proj eot's. ﬁat had been funded by Authority bond issuances jJriol:;;co'lDéoénibér' 3003
no loﬁgef: ‘wore ;gono'ratingkrevenues sufficient to pay debt service on the ootstanding debt
of the 'RRF The Barlow Retrofit demolished a significant part of the old Facility and
replaced it with'a substantlally new RRF. The original Facility the Authonty purchased
in 1993 and nnproved through the 1990s in large part no longer existed. . As a result, it is

| difficult to ‘understand how the existing debt could continue to be considered self-

liqLﬁdaﬁng in 1998, 2000, 2002 and in December 2003, and how a Clean $110(b)

Certification could have been filed. Nonetheless, the City filed a Clean 8110(b)

Certification relating to the 1998 Bonds and 2003 A, B and C Notes in connection with

its guarantee of the 2003 D, E and F Bonds.*”

Prior ;;co issuance of the 2003 A, B and C Notes, the City’s statutory debt limit was
approxirhately $149.8 million. Of this capacity, according io the proceedings filed by
Bond Counsel with DCED, therc was approximately $80.7 million of Combined Net
Nonelectoral Debt and Net Lease Rental Debt Outotanding {the types of debt that count

* gecond. Amended Complamt in the matter The_Harrisburg Authority v. Barlow Projects, Inc., et al,
paragraph 59, ‘

2 Some revenue stream to the Authority continued through the transfer station, albeit at a substantially
reduced level.

2% Borrowing Base Certificate and Debt Statement (including Clean 8110(b) Certificate) signed by the City
and filed with DCED on November 7, 2003 related to the 2003 D, E and F debt. Prior to filing the debt
statement Telating to the 2003 A, B and C Notes, bond counsel for that issuance (and for the 2003 D, E and
F Bonds), alerted those involved with the transaction of a duty to notify DCED in conjunction with a firture
City debt issuance if some of the debt were not then considered self-liquidating. April 11, 2003 memo
prepared by Hugh Sutherland.
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e statutory debt limit). 204 Accordingly, the City had a remammg debt lnmt of
1y3$69 mﬂhon prior to the issuance of the 2003 A, B and C Notes 205 Ifthe

j sued tnléss the bond insurer and the County agreed to prov1de a guarantee mthout

the Clty (e g, if the County was the sole guararitor).

The below ittueuatien shows the debt service payments that the Authority would have
had if the '2003 D, E and F Bonds had been issued without the restructuring accomplished
by the 2003 A, B dnd C Notes. It shows that Facility revenues after completion of the
retroﬁtv—eetren as pfojected by Barlow—would not bhave been sufficient to pay debt
's:erv.iee e.:lmost:ﬁom the beginning of the Facility’s operations (even if the Barlow

Retrofit been completed on time).

%4 Borrowing Base Certificate-and Debt Statement filed with DCED signed by the City and filed with
DCED on April 16, 2003 related to the 2003 A, B and C debt. '

205 Ib d

206 l-b i d

27 See chart in body of this report titfled “Aggregate Debt Service on 1998 Bonds and 2002 Notes plus
Series 2003 DEF Issue.”
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NOTE: In orange, actual debt service is shown for 2007-2011 with assumptions as to variable rate resets of 4.5% beginning in 2012,
The illustration does not reflect net payments under the swaps and caps. Net of DSRF means that the Debt Service Reserve Fund was
assumed to be released in the-year the 2003 D, E and F Bonds matured, in order to pay for debt service in that year.

We also éuesﬁqn how the 2003 A, B and C Notes could themselves be self-liquidating as
they related to debt that Financed the Facility as it was improved through 1997. That
Facilify closéd in 2003 and had not been able to pay for operations and debt service for at
least six :jrears prior-to that point in time. Moreover, those bonds were not secured by a
pledge of receipts .a‘nd revenues from the Facility. It appears from reviewing the relevant
documents that the proceedings filed with DCED took an aggressive position by
dismiésing the Iack of revenue stream from the then-shuitered RRF, and assuming that
the City could ltake into account future revenues of a retrofit that had been discussed for
over a decade and certain individuals hoped would be, but had not ‘yet been, financed
w1th the 2003 D, E.and F Bonds. The report assumed that the Authority “will obtain
contrﬁcts__from qualified engineers, contractors and equipment suppliers accompanied by

appropriate guaraniees of performance for the Retrofit for a total cost including
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ﬁgﬁié hat does not exceed $81 million...”® [t also assumed repairs to the steam

act riéver occurred.

it RRE'cqntimiéIEr borrowed working capital and capitalized-_iﬁterésfﬁ,- and undeﬁo_ok
re.than one expensive restructuring to satisfy debt service obligations. ~ These

owmgs ét_dciéd debt that did not generate corresponding revenues and added

xpe{nsQ$;‘ Which in and of itself constitutes a chahge n .circuﬁstances that
been ;r;@?%eﬁanﬁned, resulting in a reduction of the amount of debt that was

cemed self-liquidating.
b, - Useof Funds for “Costs of a Project”

Under thé;i Debt Act,:local government units have the power to issue and guarantee debt to
prov1de funds for the cost of completing a project or combination of projects that the
'lo'cs't_l'.,:govemment unit is authorized to own, acquire, subsidize, operate or lease.””
Amoﬁg ofher things, a “project” includes items of construction, acquisition, extraordinary
maintenance or repair; preliminary studies, surveying, planning, testing or design work;
lands or rights in land to be acquired; furnishings, machinery, apparatus or equipment
nbﬁi;éll}fffclassiﬁedigs capital items; funding of all or any portion of a reserve relating to
s,elf-in:surance; and funding or refunding of debt incurred for any or all of the foregoing
purposes

The “cost of a project” includes the amount of all payments to contractors or for the
‘acquisition of a project or for lands, easements, rights and other appurtenances deemed
necessaryf for the project, fees of architects, engineers, appraisers, consultants, financial

a‘dvisdrs.l.'and attorneys incurred in connection with the project financing costs, costs of

8 November 6, 2003 Barlow Self-Liquidating Debt Report, Taking into account revenues from a potential

retrofit project in determining if the 2003 A, B and C Notes could be considered self-liquidating may have
been based at least in part on a conversation that underwriter’s counsel reported ocourring between his
office and DCED. March 24, 2003 e-mail from Richard Michael to Robert Kroboth, copying various
peopls, . .

9 53 Pa. C.S.A. § 8005(c).

40 53 Pa, C.S.A. § 8002(c).
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goessary. prmtlng and advertlsmg, costs of prelunmary feas1b111ty studles and tests cost

Ate an' ; nterest on monev borrowed to finance the project. 1f camtallzed to the date

of construct:lon and, if deemed necessarv. for one Vear thereafter amounts

"e funds if any, a reasonable initial workmg capltal for operatmg the

1a p pe allowance for contingencies.?!

the Authonty h@d issued new debt to pay for old debt (both as’ workmg cap1ta1
d capifaliz d‘1nterest) ona number of occasions, When it 1ssued the 2003 D,E and F

ih Authonty was ‘committing {0 a significant amount of demohtlon and a new
iricine Included in the 2003 D, E and F Bonds were funds carmarked for debt
_ serv1ee for the pre- Ba.rlow Retrofit bonds and notes. Howevet, in the definition of “costs
ofa pr0J ect ” the Debt Act permits funding only for “a reasonable initial working capital
for operatmg the project” and “cost of ... interest on money borrowed to finance the
project, if capitalized, to the date of completion of construction and, if deemed necessary,
for one j:rjea:r_ therea_f:ter.”212 The projects funded by the pre-Barlow Retrofit bonds and
notes :Wete well pastithe “initial working capital” stage, and were well past one year after
completibn of construction; indeed the demolitionr phase of the pre-retrofit project was
‘cdmn‘teneing.‘ As a result., it is questionable whether, under the Debt Act, the City and
County could guarantee debt that the Authority issued to pay for interest on money it
a borroWec} to pur_chase and improve the original RRF Facility it acquired in 1993,

ok 7 Actual vs. Profected Results

The financial operating results and supporting information produced to date, including
' audi_ted financial statements, budgets and projections, demonstrates that actual and
budgetett; operations-of the RRF have fallen significantly below the projections that were
used to support the assertion that the 2003 debt would be sclf-liquidating,

H153 Pa. C.S.A. § 8007. (Emphasis added)
2 Ibid. (Emphasis added)
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esents the'actual and budgeted income before debt 'se@icé%f-n_ '._f\"fer'suleha_i_f ‘was

in Barlow’s Self-liquidating Debt Report, Exhibit B presents the information in

=L

lfBud:ige'ted Income Before Debt Service vs. Proj ections (i_i] millions) :

~_Actual/Budget Projection  * Variance - -
$22) 5132 T S154)
4.0) 13.7 Larn
24 13.6 e (112)
a2 . 141 Sy
5 141 L (13.6)
" $4.40 $82.40 $78.00) .

fTheffpllowilng sections address the major variances that have been identified. Where
ijéssilgjé,5iwe also discuss the reasons for the observed variances, although in some cases

explaf.hatiohs have not been identified in the documents produced to date.
a " RRF Revenues

Ovér the_;period 2006 through 2009, the actual/budgeted revenues the RRF generated fell
below the Barl_dw projections, including shortfalls of $11.3 million and $10.0 million in
2006- and 2007, respectively. In large part, thcse revenue shortfalls reflect the delay in
the ci)mpletic_)n of the retrofitted RRF, which did not occur until 2008, versus the
projected completion in 2006, _

Since’ 2009, actual/budgeted revenues have approximated or exceeded the projection.

However, while the revenue figures are only marginally different, there are significant

* For purposes of our analyses, we have used the available actual financial data for the years 2006 through
2008. During the course of our investigation, actual financial statements for the period 2009 forward were
not yet available, as such, for that period projections have been analyzed against the approved budgets
under the assumption that the.budgets represent a reasonable proxy for actual resulis, We note that the
Authority recently issued its 2009 audited financial statement while this report was it preparation, but,
because of the timing of its issuance, we have not considered the 2009 audited financial statement, Our
analyses may be updated if and when we have the opportunity to review actual financial data for the period
2009 forward, if we are requested to do so.
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betw en the actual/budgeted revenue mix and what was projected. For

Tippmg fees recelved from the City and County are apprommately $8 8 mﬂhon

hlgher'than What was projected for 2011. This reflects actial trppmg fees charged
1t3.r"_ remdents of $200 per ton,”"* versus a projected ﬁgure of $50 per ton

i eflects actual tipping fees of between $72 60 and $73 95 per ‘fon

iy 216

versus approximately $52.50 per ton 1n the pI‘O_] ectlon

Whlle the mcrease in actual revenues versus the pro_rected revenues is generally a

posmve, in th1s cage, the residents of the City and the County already are paying
- the price, in part, for the failure of the project via the higher tipping fees.

. ° ‘Steam sales are $3.2 million below what was projected for 2011, reflecting the

. complete farlure of the steam line, which has not been repaired, depriving the

i RRF of the ab111ty to sell steam. The loss of steam sales further highlights the

B fil ‘questronable nature of the Barlow projections because it should have been known

. that the steam line needed significant capital improvements to continue operating.

e Electricity sales are $2.1 million below what was projected for 2011, In part, this

K 'anpeara to be a function of lower than projected selling prices for electricity. The

‘ budgeted average selling price in the 2011 budget was $.0443/KW.2® The 2003

;'."projections assumed a rate of $.055/KW.2” This highlights another incorrect

* assumption utilized in the Barlow projections to substantiate the self-liquidating

nature of the bonds.

1% per footnote 1 to the Amended 2011 THA RRF Operating Budget.
3 Caleulated from the Key Assumptions associated with the 2003 Projections.
16 per footnote 2 to the Amended 2011 THA RRF Operating Budget.
217 Calculated from the Key Assumptions associated with the 2003 Projections.
_ 23 Per footnote 8 to the Amended 2011 THA RRF Operating Budget. THA Web site.
219 Per jtem 12 under the Principal Assumptions and Conditions attached to the November 6, 2003 letter
from Barlow to the City of Harzisburg and Dauphin County.
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RRF Expenses
dgeted expenses have exceeded projected expenses in . Barlow S Self-

Report ‘often by s1gmﬁcant amounts, For exa:mple, expenses in 2009

| _at-$21 4 million versus a Barlow projection of $11. 4 mllhon a dlfference

:111011‘ The lngher than pro;ected expenses can be attrlbuted it large part 1o the

a0

07 & Covanta has been operating the RRF. Over the per10d 2009 through

7011 Operatlng and Maintenance Expenses, which include the- costs associated

’-;“.'f- -'wlth the Management and Professional Services Agreement between the

Authority and CoVanta (the “Covanta Agreement”), have ranged between $11.8
- nlillion: and $13.5 million. By way of comparison, Barlow’s projected expenses

' for ﬂ‘llS category ranged between $6.6 million and $6.9 million. The difference

appears to bé a function of the magnitude of the fees paid under the Covanta

-'-‘-;":Agreement, which significantly exceed the projected operating costs. We have

8 :. “been uniable to conclude whether the operating costs included in the Barlow
. projection were reasonable at the time; the Authority had little choice but to enter

into the Covanta Agreement at a higher price if it wished to operate the RRF and

+ 1. complete the retrofit because of Barlow’s failures,

. Utility and Insurance costs have exceeded projections by between $1 million and
© $2.1 million annually from 2009 through 2011.

. Waste Transfer and Ash Disposal costs have exceeded projections by between
_ $_2.'.6 million and $2.7 million annually from 2009 through 2011,

| P;ofeSsionaI:;Fees, including for legal, engineering, facilities management and
audit services, have ra.nged between $1.4 million and $1.7 million anmually
" befween.2009 and 2011. It does not appear that professional fees were included
in the 2003 Barlow projection.

In 2010, the RRF incwrred $3.8 million to fund the Indenture Reserve. No such

. expense is reﬂected in the 2003 Barlow projection.
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| Concluszons Regarding the 2003 Debt

.ectlons_developed and certified by Barlow and the mrcumstances surroundmg

elopment:ﬂ demonstrate that the projections  were htghly dependent on

e late: to’ on-tlme and on—budget delivery of the pro_]ect Further, ‘When

tions ‘again :actual results it is clear how devastating Barlow s failure to deliver
: .the conteﬁlplated prOJect on-time and on-budget has been to the Authority’s ability to
: serv1ce the debt However, even if Barlow had completed the project on time, the
: 'Slg;mficant deﬁc:lenctes highlighted in the projections would have provided substantial
challenges to the Authority’s ability 1o service the debt.

‘The'stakeholders 111 the project understood that there was substantial risk in undertaking
the retroﬁ_t. .Both the City and the County took significant guarantee fees to compensate
for that rlsk Further, prior to providing the guarantees on the debt, both City Council
and the County undertook due diligence efforts surrounding the financial and technical
feasibility? of the project. Even though due diligence was performed, we have found no
et'ridenee;';that the consultants retained by either entity provided any meaningful challenge
to the-;‘Baj:rllow projections, even though one of those consultants, Buchart Horn, indicated
that, in its estimation, the-project would not be able to generate cash flow sufficient to
service all of the debt.

We also have seen no evidence that City Council or the County raised basic concerns to
challe;lge the process. Specifically, we have seen no evidence that any party raised
coneetns.jover the lack of a meaningful bidding process, whether the Barlow technology
was the best solution or whether other alternative solutions existed that could provide a

lower risk given Barlow’s lack of a track record for projects of this size. We also have

The Harrisburg Authority



Page 61

EY 'WoRK PRODUCT

's_ showmg that the option of shuttmg down the Faclhty was

el glven all of the. above faulty. steps and other 1nformatlon it appears that the
nanc1al prOJectlons may have been of less concemn than norma]ly Would be
t Was “the Clty and County guarantees, as well as FSA’s bond

a eem to have been the means used to procure ﬁnanomg and sell the 2003

F bonds not the merits of the project.

EN

" 'BARLOW CONTRACT ISSUES AND SECURITY FOR PERFORMANCE

- As pfovioosly. '-Ijloted; Barlow’s inability to complete the project on time and within budget
- 1s a 31gmﬁcant contributing factor to the current fiscal situation. While our scope of work
o did oot.:; include the evaluation of the techmical issues associated with Barlow’s

performance, we have evaluated several related financial issues, including:

e e The o{rerall _étmcture of the contracts with Barlow and its subcontractors;
'ef"{"_'T!l;le'lack of a performance bond to support Barlow’s performance under the
contraots; and

® Cértaiﬁ probléms ;elated to the security for Barlow’s performance, including the

releaso of the retention.
‘T"hc fol_loofing o‘iscogses our findings and observations in these areas.
R 1. fhe R-etroﬁi‘ Contracts
' B_arl_oov’s:' work on the retrofit was split into two separate contracts.. The first was the

Amended and Restated Agreement for the Sale and Installation of Equipment (the “Sale
and Installation Agreement”), which related to the sale, assembly and installation of the
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220

i eeded to perfonn the retrofit. Whlle the contract was dated December 31,
actual closmg date of the contract was May 6, 2004, aﬁer the 2003 D, E and F

uedf221 “The contract Jprice for this scope of Work 1mt1ally was

ma ely'_ $45.8 1111111011 22

although, subsequent to contract mgmng, the scope of
nnately 1ncreased the price to approxmlately $51.3 n:ulhon The overa]l r

ceé Amcrease is*in excess of 10 percent from the or1gma1 pru:e, and it has

n Buted-ftq'the_fRRF 5 mablllw to pay its outstanding debt. - .

nd Baﬂow contract was the Amended and Restatett,;lﬁfgfessionet', Sefviees
Agreement ‘(the “‘Prdfessional Services Agreement”) which, ame'tlg other tld'ings,-related
to the ceﬁlpletien of the project design and development, the completion of the project
d:raw'ii'lgs.: antl specitications, the provision of construction management services, and the
proviéioﬂ:of start-uio testing services.”” The contract price for this scope of work was

5 The agreement also provided for a guaranteed maximum

approxunately $12.8 million.
eonstijuct_lon price of $14.8 million for the turbine island, electrical, HVAC, plumbing,
eleva'.tllor-.:’end - miscellaneous construction work*®  Like the Sale and Installation
Agreement, the Professional Services Agreement was dated December 31, 2003,
although: the actual closing date for the contract was May 6, 2004,%?" again, after the date

_ of the 1ssuance of the 2003 D, E and F bonds.

In egttlit_ibn to ithe confracts with Barlow, the Authority also entered into separate
contracts- with other contractors, including Reynolds. On February 16, 2004, the

Authority. hired Reynolds to provide pre-construction services, including construction

20 Amended and Restated Agreement for the Sale and Installation of Equipment dated December 31, 2003.
Contract preamble
221 Ibld :' .
227hid. Section 3.01.
2 Amendment No. 4 to the Amended and Restated Agreement for the Sale and Installation of Equipment
and Amendment No. 1 to the Non Exclusive Technology Sub-license Agreement, Section 3.01. There was
a proposed agreement to further increase the value to $91.3 million in comnection with the proposed sale of
the RRF to Barlow, although it appears that the increase never was inplemented.
24 Amended and Restated Professional Services Agreement dated December 3 1, 2003, Section VI.B.
%2 Tbid, Section IILA.
%26 Thid, Section I1LB, and the Division of Responsibilities attachment.

l'bld ‘
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in connection with the demohtlon of the emstmg

i lds‘ as a subcontraetor On April 1, 2004, Barlow thed Reynolds to
provic e_procurement and construction management services for a fee of $350, 000 plus

other fees_ authorized by work authorization *?

The ‘Author‘ity' contracted with Reynolds again in August 2006 to provide close-out

serviees on the proj_ect.23 ! We have seen no evidence that any of Reynolds’ contracts

. w‘éré_ edf@peﬁﬁVelyflgid.

Basecli uﬁen our experienee with construction contracting, the roles that Reynolds played
in Workiﬁg on behalf of the owner and the general contractor on the same project is
hlghly unusual smee Reynolds was in the position of having to serve two masters with
potenhally competmg interests. Based upon our analysis of the documents and other
mformatlon produced to date, with one exception, there is no indication that anyone
raised isstes with respect 1:0 the multiple, and potentially conflicting, roles performed by
Reynolds on the project. The unusual nature of this situation is further heightened by the
fact that a Reynolds executive, Mr. Clark, was on the Board of the Authority at the time .
that Reyriolds executed its 2004 contracts with the Authority and Barlow.**

28 Scope of services attached to the February 16, 2004 agreement between the Authority and Reynolds.

29 1hid, Exhibit B.

B9 Agreement for Professional Consulting Services between Barlow and Reynolds dated April 1, 2004,
Articles 1 and 4. :

B1 August 23, 2006 Agreement between the Authority and Reynolds.

2 M, Clark was listed as in attendance at the March 24, 2004 Regular Monthly Meeting of the Authority.
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St _cture raises the appearance of a possﬂale conﬂlct of mterest 1 e, that a

n ‘rlnre Barlow might be mﬂuenced by an agreement by . Barlow to Work Wlth and‘

We have not seen any ev1dence that this in-fact

ubcontract work to Reynolds

would v10 ateb the conﬂlct of interest provisions in the Mummpal Authontles Act (the
- “MAAY), 234 ~ The Rhoads & Sinon analysis further stated that any contract that was made
; m v101at10n of the MAA would be void.*** Given the conclusion reached by Rhoads &
' Smon and our own analysns Mr. Clark had a conflict of interest and Reynolds should not

have beert pernntted to contract with the Authority. Mr. Clark abstained from certain
- votes that had an impact on Reynolds; however, abstention does not satisfactorily address
the conflict problem-under the MAA ¢

L2 ~ Lack of a Performance Bond

On large construction projects for public entities, the prime -contractor typically is
reqmred to obtain a:performance bond from a recognized and su:ltable surety in favor of
the pubhc entity. A performance bond protects the public entity against the contractor
failing to !_ deliver the project as promised. Among other things, a bond protects the public
entity"‘in case the contractgr is financially unstable and, therefore, unable to complete the

project.

3 The Authority Board: Minutes dated June 25, 2003 discuss Mr. Clark’s request for a meetmg with the
Authority’s Solicitor and Executive Director regarding the participation of Mr. Clark in another role
regarding the retrofit project.

5453 Pa. C.S.A. §§ 5601 et seq. June 26, 2003 letter from J. Bruce Walter, Esquire of Rhoads & Sinon to
Thomas Mealy of the Authority.

B35 June 26, 2003 letter from J. Bruce Walter, Esquire of Rhoads & Sinon to Thomas Mealy of the
Authority, |

P653 Pa. C.S.A. § 5614,
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unty:package were handled primarily by Mr. Lispi and MI Glorglone on behalf of
~ the Authorlty 237,238,239 Under the Sale and Installation Agrecment Barlow prov1cled the
Authorlty Wlth a securny package” consisting of the following:

eThe Authonty s deferred payment of $13 million related to certain equipment,
' 1ncludmg the APC Technology and Combustion Units, which payment would not
Ll be'requlred until the equipment was delivered to the site;
e Approximately $i‘8 million of financial security (payment and performance
. bonds) posted by Cianbro, & subcontractor, in connection with the delivery and
- +[..installation of the equipment;
® "‘7 Approﬁmateéiy $5 million of financial security (equipment bonds) posted by
:' 'cértain equipment manufacturers, including the solids handling system, the non-
- catalytic reduction system, the refuse crane and instruraentation;
e . 20 percent retainage on the contract price; and
e $1 million 111 warranty security in the form of a bond, cash, letter of credit or other

" adceptable financial instrument, 2%

%7 November 19, 2003 letter from Ronald Barmore to Daniel Lispi (Barmore identifies proposed structure
for security package, which includes mixture of payment and performance bonds on the equipment and
Cianbro work, and retention on other components, In the letter, Mr. Lispi is identified as Assistant to the
Mayor for Special Projects).
*® Transcript from the June 21, 2007 Public Works Committee meeting,

% Deposition testimony of Mr. Giorgione on December 10, 2008, page 36,
20 Amended and Restated Agreement for the Sale of Equipment dated December 31, 2003, Section 7.01.
Based on the documentation provided to date, we are not aware that the final component ($1 million in
warranty security) ever was provided by Barlow.
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’he Author1ty initially sought a.performance bond from Barlow for the
ork : und the Sale and Installation Agreement**' In carly drafts of the Sale and

io Agreement moludrng those prepared between June. 2003 and October 2003
242

ch nne the document was entitled a “Fa01l1ty Mod1ﬁcatron Agreement”)
gl ement for ‘Barlow to provide a performance bond i is present as. one of the

'zowever by October 2003, ‘prior to the issue date of the 2003 D, E and F

's lawyers had 1eplaoed the phrase performance bon ” with “surety
had 1 dnced the bond coverage from 100 percent to $7 nnlhon (less than 10

th total eontract price).**

(Vl)n' Novenrber__ 18, 2003, Barlow’s law firm provided a memorandum to Barlow
lexli)lainin'g tvhy, in.its Vie;N, no payment and performance bond was required. It is not
clear if this memorandum, or its substance, was conveyed to the Aunthority at or around

- that-time: In addition, the memorandum states that additional research was going to be
| performe'd, althorigh"it is not clear whether any additional research was performed.**® On
NoVernber 19, 2003, Mr. Barmore, from Barlow Projects, wrote to Mr. Lispi, copying
Messrs. Mealjr and Giorgione, among others, and proposed an alternative security
package,. consisting of payment and performance bonds from subcontractors and
suppliers, and retainage of approximately $9 million, which he said collectively

represented security ‘equal to 91 percent of the value of the installed equipment. 2

The items identified by Mr. Barmore as security did not provide security that benefited
the Authority. Furthermore, retainage is a typical holdback on construction coniracts in

1 For example various agendas for meetings held regarding the retroﬁt and ‘the 2003 bond issues
reference discussion surrounding performance bonds.
22 The Facility Modification Agreement covered in one document the work that later was separated into
two documents, the Sale and Installation Agresment and the Professional Services Agreement. Dividing
the original agreement into two provided an opportunity to claim that no security was needed for the
professional services work, and'that bidding was not required for either contract. Given our analysis in the
text, it appears that bidding may have been required at least for the Sale and Installation Agreement, inder
the Municipal Authorities Act. 53 Pa. C.5.A. § 5614.
3 Draft Facility Modification Agreement between the Authority and Barlow dated August 1, 2003, Also
refer to draft Facility Modification Agreement between the Authority and Barlow dated August 12, 2003.
244 Draft Facility Modification Agreement between the Authority and Barlow dated October 4, 2003.

5 Memorandum from LeBoeuf, Lamb dated November 18, 2003.
48 November 19, 2003 letter from Ronald Barmore to Daniel Lispi.
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0: .‘proper securrty and should not be considered as. secunty 1tself or a
! for bondrng Subcontractor and supplier payment. and perfonnance bonds
onlr__“ obtalned by general contractors to protect them (not the proJect owner)

performance (or lack thereof) by specific subcontractors and supphers

and snppher payment and performance bonds should not be consrdered an
,_securlty to provrde protection to the owner for the general contractor s
rformance (or lack thereof) on the entire project. Accordmgly, Barlow drd not offer
icurrty to the ‘Authority in its “alternative sccurrty package » which the
uth rlty-ultnnately accepted and incorporated into the agreement.

In a- draft Sale and-Installation Agreement with the handwritten date “12/19/03” (still
‘before the 2003 D, E and F Bonds were issued), the relevant contract clause referred to a
total of $27 mrllron in bonds, $14 million of which was to be a payment and performance
bond.: The word “performance” was crossed out with respect to $13 million of bonding
and replaced by an “equipment delivery, assembly and installation™ bond The contract

arnount in the draft contract was approximately $45 million.2*

By Decen1ber 23, 2003 (ggain, before the 2003 D, E and F Bonds were issued), there
appeared to be a continuing negotiation about the possibility of a $14 million
performance bond, but with the rest of the “security™ to be provided by other means.2**

it _seerns.; clear that, at a minimum, the Authority’s negotiators, including Messrs.
Giorgione and Lispi, and Rrobably Mr. Mealy, were on notice before the 2003 D, E and F
Bonds were issued that Barlow did not want or was unable to provide a performance
bond at all, and that even if Barlow ultimately did provide a performance bond, it would
be for- far less than one hundred percent of the contract price. It appears that the
Authority’s negotiators conceded this latter point before the 2003 D, E and F Bonds were

1ssued To. date, we have not identified any documents in the Authority’s files that

*7 Draft Agreement for the Sale and Installation of Equipment between the Authority and Barlow dated
December 19, 2003,

% Draft Agreement for the Sale and Installation of Equipment between the Authorlty and Barlow dated
December 23,2003,
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ate tlia;tf: t_h_§ lack of a performance bond was brought to the attention of the

249

1ts ﬁnanmal condition.”™ Mr. Glorglone $ testlmony at both the Clty

‘that:thé ecuﬂty package ultlmately obtained was adequate.

The Vaj:ious financial arrangements did not provide enough security to the Authority

L .because Barlow experlenced significant financial difficulties, cost overruns and project
comple‘uon problems Cianbro, Batlow’s subcontractor that was responsible for
:gqmp;nent mstallatlon, posted the only performance bond, in. the amount of
appfokhﬁately $18 millioi. Unfortunately, this bond was for the benefit of Barlow, not

the Authority. As such, when Cianbro left the project due to non-payment, so did the
bond ;_t'ha:t it posted®® Similarly, when the manufacturers of equipment who had

‘ pro"Videdz;bonds completed the delivery of their equipment, their $5 million in security

was no longer available.?!

By the time it terminated Barlow for performance related
issues in::rlate 2006, the Authority had released all of the retainage™? on work performed
through that point on the project in an effort to help fund Barlow’s attempts, through
overtime, extra workers, and replacement materials, to recapture its poor performance
an'd-_c.o_st ';overruns experienced on the project. Barlow did not have “funding to pay for

these added costs itself.

3 Deposition testimony of Mr. Giorgione on December 10, 2008, page 36. See also the transcript from the
June 21, 2007 Public Works Committee Meeting, page 5.

Transcnpt from the June 21, 2007 Public Works Committee meeting, page 4.
B! This is evidenced by the fact that this security was not available to the Authority when Barlow was
terminated, Refer to Section 7.01 (b) (ii) of the Amended and Restated Agreement for the Sale and
Installation of Equipment between the Authority and Barlow which identifies the equipment subject to this
security.
2 Barlow Monthly Report 26 dated July 20, 2006, page 3.
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upport "ouf conclusion that the subcontractor/suppiicr payment and

erformanc _bonds obtamed by Barlow and the antlc1patcd holdback of 20 percent

i) co’ p]ctron did not represent adequate securlty to the Authonty JIn fact,
cent: ctaroage provision contributed to Barlow’s cash ﬂow problems and non-
ayiment? to its subcontractors and suppliers during the pl‘O_] cct -j__f i '-__i_'-; S S
nsequcncc whcn 1t tcrmmatcd Barlow and hrred Covanta to complete the retroﬁt
Autborrty did "not have the protection that is normal for pubhc entltlcs
g C structlon pro;ects The performance bonding that protects pubhc entltres
for contractor fallures was not in place and, instead, the Authorlty was foreed to borrow
addltronal funds to pay for the remaining construction work. The Authority borrowed up
to $25.5 milllioin25 3 from Covanta, the contractor that completed retrofitting the RRF, and
an odclittoncl $34.6 million™ in debt to fund debt service and other working capital
"ne'eds’-uﬁril thc t?v:or]; was completed. Tn addition, the Authority has entered into a long
tcrm scrv1ces contract with Covanta to operate the RRF, which has resulted in a
51gn1ﬁcant increase in thc operatrng costs incurred to operate the RRF compared to the
Barlow feasibility pIOJectlons Moreover, CIT provided an additional $25 million®> that
was used to fund some of Barlow’s work. (CIT funds are addressed further below in the
2005 & 2006 Sale Negotiations section.)

Pcnnsyltraniafs Public Works Contractors' Bond Law of 1967 requires financial security
for contracts above a certain dollar amount entered into by “contracting bodies,” which
includes the Authority.**® The statute states:

(a) . Before any contract exceeding ten thousand dollars ($10, 000) for
the construction, reconstruction, alteration or repair of any public building
* or other public work or public improvement, including highway work, of
any contracting body is awarded to any prime contractor, such contractor
shall furnish to the contracting body, the following financial security,

28 October 12,2007 Cooperation Agreement between the Authority, the City and the County.
Closmg Order and Receipt for the 2007 Series C and D debt. The amount cited is the value at maturrty

5 Order dated June 14, 2010 in the matter The Harrisburg Authority et al. v, CIT Capital USA.. et al,

256sPs § 192(2); 8 P.S. § 193.1(d) and (e).
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ntract Such financial security shall be solely for thc protectron of the : g
ntray tmg body Whrch awarded the contract. .

Any. bond or othcr financial security under the prov1srons of this

all - be “execuied by one or more surety companies or ‘Federal or -

- Commonwealth chartered lending institutions, chosen by the party posting”

:* the financial security and acceptable to the contracting body, legally
S authonzed to do business in the Commonwealth of Pennsylvania.?’

T'lus istattr_tef does not rcquire a “performance bond,” but the prime contractor must
provide to the contracting body security for one hundred percent of the contract amount,
and the securlty must be exccuted by one or more surety companies or federal or
.Comrnonwcalth chartered lending institutions. (As a practical matter, given the size of
the _contract; it is unlikely that anything other than a performance bond would have been a
conindercially reasonable form of financial security for the Barlow Sale and Installation
Agreemcnt) The contracting body has discretion as to the form of the security and the
institution’ exccutmg it. Further, the security must be conditioned upon the faithful
performance of the contract and shall be solely for the protection of the coniracting body.

In tl:us cacc, Barlow’s security does not meet the requirements of the statute for a number
of reasons First, the security was not executed by one or more surety companies or
federal or Pennsylvania chartered lendlng institutions. Second, some of the security was
prov1ded by subcontractors to Barlow, but not to the Authority. ~For example, the
performance bond postcd by Cianbro and the financial security posted by the equipment
suppli:crs:;went to the benefit of Barlow, not the Authority. As a result, security for one
hundred percent of the c’ontract amount was not provided to the Authority, and the

security was not solely for the protection of the Authority, Further, since some of the

“18P.S. §193.1. (Emphases added).
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untena le posmon

, The RRF retroﬁt pI‘O]eCt involved demolition of a large part of the existing Facility, and
replaclng it w1th an entlrely new resource recovery system. Among other things, Barlow
und__ertoolg a substantial amount of instaflation work, and only a part of the cost of the
pfojeOt involved the APC.T echnology and Combustion Units that incorporated Barlow’s
unique: methodology. The retrofit was a construction project. To suggest that Barlow
was not engagmg in construction (or reconstruction, alteration or repa:[r) would not be

accurate
'i,_ 3 . Release of the Retention

Retentioo is typically employed on most construction projects, and serves two purposes:
o T_O provide iOcentive to the contractor to complete the work in order to be paid the
= reﬁention upon project'completion; and

¢ To ensure that the work is performed correctly because the retention is not to be

- released until the final inspections and testing have been completed. In the event

28 Memo from Michae] Klein and Johathan Nase to Ron Barmore, dated November 18, 2003.

% Between October and December, 2003, the title of the contract changed from “Facility Modification
Agreement” to “Agreement for the Sale and Installation of Equipment.” This change appears des1gned to
set up the argument that the contract was solely to provide equipment, not construction services. This
simply is not comect. This was not a situation in which Barlow was only dropping off specialized
equipment at the site and leaving, It did much more.
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Ascarly as March 16, 2005, in a meeting between Barlow and Mr. Lispi, Barlotv

" indicated that it was commercially impractical to confinue with the project, and

R that the release of some of the retention held at that point would assist Barlow in

ik.i“dealmg with cash flow issues. It appears that the need was drlven in part, by the

E _:collapse of Vlctory, which was the subcontractor Barlow had h1red to fabricate

- the boilers. Victory’s collapse was attributed to increases in the cost of steel 2!

e . In a March 17, 2005 meeting, Mr. Lispi advised Barlow that the Authority would

: consider assistance, including the releasé of retention

‘ 'fi;‘ On Apnl 20 2005, the Authority offered to reduce the retairiage, along with an

E 7 mcrease in the contract price of $2.5 million for increased steel pricing and an

S addltlenal $200,000 for outstanding change orders.>5?

On April 27, 20045", the Authority approved Amendment No. 3 to the Sale and

Installation Agreement.?*

While we have not received a final copy of the
document,  we have reviewed a draft, which provided that one-half of the

- retainage held would be released upon 90 percent completion of major
.C(i)mpon_ents of the Combustion Units. Thereafter, additional retainage amounts

* would be released upon the achievement of substantial completion for each of the

%0 Amended and Restated Agreement for the Sale and Installation of Equipment between the Authority and
Barlow dated December 31, 2003.

%1 Factual Background. out]med in the document entitled “Barlow/City Meetmg May 27, 2005 Re:
Amendment No.4 to ESA.”
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wmtten' notes memonahzmg what was dlscussed the toplc of the release of

he' tentlon was 1dent1ﬁed numerous times.?®

06, all of the retention had been released " Aceor&iﬁg fo Mr. Giorgione,

3

By July 2

. the -'Alith'c:')rity made payments from the retention directly to the contractors on the project

in an unsuccessful attempt to complete the work.”® Coupled with the lack of a
performance bond or other security, the release of the retention held to fund the work was
, a:nother factor confributing to the need to obtain additional fimds from CIT and to borrow
an addltlonal $60 million in 2007 to fund completion of the new resource recovery

system.- i
4. Conclusions Regarding Barlow’s Contracts and Security for Performance

LB'aﬂoW?'s.ipoor- fmaﬁeial condition at the time that the contracts were executed precluded
the cempe.ny from obtaining a performance bond for the project. Despite this obvious red
ﬂag, 2;10' j:one challenged the decision to move forward with Barlow. The project
proceeded with an alternative security package that proved completely ineffective in
provzdmg the Authonty protection for the completion of the retrofit when Barlow failed
and was termmated ‘As a consequence, the Authority was forced to borrow $25.5 milljon

from Coyanta to fund the project completion and issue $34.6 million in notes to fund

** Draft Amendment No. 3 to the Amended and Restated Agreement for Sale and Installation of
Eqmpment Revisions to section 4.01(g).

2 Handwritten notes related to meetings that occurred on September 13, 19, 20, 26 and 27. The Authority
produced this document to us; however, the author of the notes is unknown
247 Barlow Monthly Report 26, dated July 20, 2006, page 3.

268 Transenpt from the June 21,2007 Public Works Committee meeting, page 5.
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: bove the $25 million in funding that Barlow obtamed f‘rom CIT In addmon
ty ontracted wnth Covanta to operate the RRF ata cost much greater than that
Barlow pro;ected in 2003 which also directly impacts the Authonty S ab1l1ty to
tstandmg._; debt obllga‘uons

hi ]:mstake in fa:lhng to obtain the legally reqmrecl ﬁnanmal securlty was fulther :

ded b the release of the retent1on to Barlow in an attempt to assist Barlow in

co' overruns and subcontractor issues, By doing so, an addztlonal source of

_ funds 1o complete the project was taken away.

D 2005 & 2006 NEGOTIATIONS TO SELL THE RRF

As early as October 2005, the Authority was engaged in discussions to sell the Facility to
Barlow. - E-mails and other correspondence suggest that the sale was viewed as having no

downside for the Authority,”®
23270

and, as Mr. Giorgione said, a mechanism by which to
"‘.‘..cleau; this mess up... An initial version of the term sheet for the sale was
cleV'elopel:l as early as November 10, 2005, and was presented to John Keller, then
Chan‘man of the Autlmritj;' Board.”" The terms and conditions set forth in the November
10, 2005 term sheet were further negotlated, culminating in the execution of the
Ameodegl and Restated Term Sheet for the Purchase and Sale of the Harmisburg Authority
- Was_te—to-Energy Facility (the “Restated Term Sheet™) dated February 22, 2006. The

key pt'ovlsions of the Restated Term Sheet were as follows:

e The transaction would involve the sale of the RRF, the steam line and other
. necessary facilities;

. The transaction would involve the sale of all contracts, permits and credits;

2 1 etter from Andrew Giorgione to John Keller, Chairman of the Authority dated November 10, 2005.
7 E.mail from Andrew Giorgione to various individuals on January 12, 2006.
n Letter from Andrew Giorgione to John Keller, Chairman of the Authority dated November 10, 2005.
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he . transactlon would involve the sale of the transfer statlon 1f sufficient funds
:efea,se (pay off) the debt, otherwise the Authorlty Would retam the

ansfer statmn and lease it to Barlow;

' ‘chase pr1ce was $258 million, subject to the return of $40 nnlllon to

low:'pursuant to Amendment No. 7 to the Sale and Installatton Agreement and

thi event:; that the purchase price did not satisfy the ex1st1ng debt on the

Bar ow ‘would make lease payments to the Authonty to cover the“

During the coui;se of seleﬁnegotiations, advisors to the Authority analyzed the defeasance

- of the existing debt. Between December 2005 and February 2006, Bruce Barnes of Milt
_ _Lopus, fmanelal adVISOI‘ to the Authority, analyzed the total cost of defeasance, assuming
' .‘that a sale could bé consummated at the purchase price set out in thé Restated Term

She_et_,-‘ -I—I_ts analyses .demonstrated the following:

e As of December 5, 2005, the estimated total cost to defease the debt was §223.0
o mllhon The cost of defeasance included $241.6 million in net payments due on
o the outstandlng bonds and notes, and $8.2 million in swap termination costs,
| + which were offset by $26.7 million in the various debt service reserve funds 2"
o Based ttpon the net price of $218 million in the February 2006 Restated Term
: Sheet, there was a $5 million shortfall between the contemplated sale proceeds

. and the defeasance requirement. ]
o As of February 14, 2006, the estimated total cost to defease the debt was $224.6
e . million, The cost of defeasance included $243.2 million in net peyments due on
.~ the outstanding bonds and notes, and $8.1 million in swap termination costs,

- which were offset by $26.7 million in the various debt service reserve funds.>™

2 A mended and Restated Term Sheet for the Purchase and Sale of the Harrisburg Authority -- Waste-to-
Energy Fagility dated February 22, 2006, Sections C. 2 and 3.

* The Harrisburg  Authority Resource Recovery Facility Defeasance Requirement Summary dated
December 3, 2005, 7
M The Harnsburg Authority. Resource Recovery Facility Defeasance Requirement Summary dated
February 14, 2006.
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.. on the net pr1ce of $218 million in 1 the February 2006 Restated Term

as a shortfall of $6.6 million between the contemplated sale

Is-an the defeasanee reqmrement 273

TABLE 6: DEFEASANCE ANALYSES

LB 26

Net Paymeuts Due on Bonds/Notes  *$241,597,210 $243,182,779
-Add: Swap Termination Costs 8,150,000 8,137,161
Total Redquiiréments 249,747210 251,319,940
Less‘:’Avaﬂable Funds in DSRF 26,739,221 26,739,221

ot Requlrement : 223,007,989 224,580,719

ess Pro;ected Sale Price 218,000,000 . 218,000,000
Total $5,007,989 $6,580,719

By Marclt-S, 2006,: Mr. Ctiorgione and Mr. Lispi were aware that the purchase price set
out 111 the Restated_ Term Sheet was not aehievable, and that the actual purchase price

' :Wotlld_‘-be;qu&er', if a sale could be consummated. In an e-mail to Ms. Lingle and Mr.
Llﬂ.{ens'ftem the Clty, Mr. Mealy from the Authority, Mr. Barnes from Milt Lopus, Mr.
Foretrjlenf?from Foreman & Foreman, Mr. Lispi, Mr. Losty, Beth Gabler and Steve Dade,
Mr. Giorgione indicated the following:

6. He and Mrl.='Lispi spoke with RBC regarding whether or not CIT could raise

o ﬁilflaﬁcing sﬁfﬁcient to fund the purchase price of $258 million. RBC’s opinion
S was that it would be highly unlikely CIT could do so.

® | A potential equity “investor into Barlow had surfaced and was willing to offer a

guaranteed purchase price for the RRF of $198 million that would require the

Authority to.maintain its responsibility for the ash disposal costs. In addition to

o ot:fering $198 million, the equity investor, Larimar, indicated that it believed that

. CiT could not get financing at $218 million due to ash disposal and energy issues.

B (It. is presumed that the reference to $218 million reflects the proposed purchase

price of $258 million, less the $40 million return of funds to Barlow.)*"®

275 Ibld

%% March 3 2000 e-mall from Andrew Giorgione to Linda Lingle, John Lukens, Tom Mealy, Bruce
Bames Bruce Foreman, Dan Lispi, James Losty, Beth Gabler and Steve Dade.
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?ea};lrl_iér, at E::';-net sale price of $218 million, the proceeds fromthesale Werenot
defoase the existing debt. At a price of $198 million, the sHortfall was much
. ther case, lj;hg;-proposed purchase figures in early 2006 _représ‘ent (optimistic)
he RRF’s ’percéived value at that time, prerslj"niéﬁl.y based upon “an
{'of completion. Since the indications of value dem()'ns'"_s__ra"cé"c_l__@.élﬁ_'a; Salé would
ufﬁbil::f;n?’:c‘o‘defeaée the debt that existed, it is questionaﬁﬂé' Whether, byMarch _
' 1qu1dat1ng 1s justified.””” While we have obéerved.oné' iegal analysis by
: : . Klé&'Rooney that suggests thaf issues rélatcd’ 'tvbl"’:cﬁe'yaﬂ'olﬁs-b'ond
" indenturés  would haive o be addressed in a situation whero thé sale 15r'ocee"ds fell below
. whatlt W;ould take t(g defease the debt,””® we did not identify any documénts that indicate
- thatthe p':iartie_s: considerec} :che impact on the self-liquidating status of the debt,

By May 29, 2006, the proposed sale of the Facility to Barlow had fallen through, with
‘Barlow still struggling to obtain financing to find the cost overruns associated with the
project.”” - ;

Barloﬁv’s-: struggle ‘to obtain additional funding to complete the project is a strong
indication that a substantial amount of work remained as of May 2006, particularly since
Barlow already had:obtained an additional $25 million from CIT in the early part of the
year ¥ To suppoftéthe repayment of the loan, Barlow assigned to an entity owned by
CIT the f_ight to collect what was referred to as licensing fees allegedly payable from the
Authoritf for the Barlow Combustion Technology that was identified as being subject to

the Nonexclusive Technology Sublicensing Agreement dated December 31, 2003, and

“I" This is based on a valuation method to determine the Authority’s ability to cover the debt service, In
-addition, it'is well known that Barlow was in financial crisis, the project was delayed significantly and the
Authority was releasing its security protection to help the project move towards completion,

8 The anai_ysis, which is addréssed to Andrew Giorgione, was attached to a February 15, 2006 e-mail from
Mr. Giorgione to Kenneth Luttinger, Kenneth Foltz, Bruce Barnes, Beth Gabler, Bruce Foreman, Dan
- Lispi, James Losty, John Lukens, Linda Lingle, Steve Dade and Tom Mealy,

% May 29, 2006 Memo from Dan Lispi to Mayor Stephen Reed.

%0 Amended Complaint in the matter The Harrisburg Authority, et al v, CIT Capital USA. Inc.. et al.
paragraph 46, -

The Harrisburg Authority
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::"e ded and Restated Technology Sublicensing Agreement dated January
00 (the “Restated Technology Subhoensmg Agreement”) 281 R

of the Au’thonty under the Restated Technology Subhcensmg Agreement
he sub'_'ect of a dispute between the Authority, CIT and Alreal Teehnologles
(“A1rea1”) the CIT entity that received asmgnment of the Restated .
ubhcensmg Agreement. It is our understandmg that the Authonty 18
among other things, that the Restated Technology Subhcensmg Agreement is
nforeeable ..o and Aireal have counterclauned ‘asserting that ‘the
u ontyhas .breached the Restated Technology Sublicense Agreement due to its failure
to make payments since March 2007. % As of the date of this report, the dispute has not
B :.been resolved but exposes the Authority to further expense and potent:tal liability for the

‘debt 1ssued
1. Conclusions Regarding Sale Negotiations

By—Maich 200‘_6,‘ it m;as clear to the City, the Authority and the advisors working on behalf
-of both that a potential sale of the Facility would not yield proceeds sufficient to defease
the exdsﬁng debt. While there was at least one legal analysis regarding the impact of such
a sale.on the obligations under the bond indentrires, there is no analysis of the impact on
the self-liquidating. status of the debt. The purchase prices that were discussed in eatly
2006 proyide evidence of the value of the RRF and indicate that a large portion of the
debt was not self-liquidating.

E.  CITY/AUTHORITY FINANCES DURING 2003-2006

It appears that RBC was the primary architect of the plan of finance for the Barlow

Retrofit. The docutnents we have seen related to the plan of finance for the Barlow

21 Order dated June 14,2010 i 1n the matter The Harrisburg Authority, et al. v, CIT Capital USA. Inc.. et al.
pages 3 and 4.
“2 1hid., page 4.

Ib1d , page 5.
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Ject c@iisistenﬂy' recommended issuance of “mUlti-modal” bonds,™ not

iate ferm bonds or fixed rate bonds. Among oth_er_ things,. this. structure
ables the borrower to borrow at variable rates (which often are loii(e: than fixed rates)

nstruction, then readily convert those bonds to bear interest at a fixed rate once

hasbeen Euilt and is operating efficiently. Upon ehacﬁ_ﬁéﬁf E;f Act 23 in
r-of 2003, which permitted municipalities to engage in “swap” transactio;is, the
£ finance it blﬁ;ded an interest rate cap, a type of swap, to'piotedt the Authority, the

nd the County against spikes or extended increascs in interestrates.”®>. . RN

However, a’é closing. on the 2003 D, E and F Bonds, the parties switched to a structure
that inclﬁded 77 pel;cent synthetic®® variable rate debt for a term longer than the expected
'cOnsti:uc{ioﬁ period, using two swaps and three interest rate caps. (The City and County
- guaranteéd repayl'miﬁt under the two swaps.) The Authority later entered into three more
‘swap' trarisactions in 2004 through 2006, all relating to the 2003 D Bonds. The swaps and
caﬁé.a"ddéd complexity, risk and the potential for additional debt service expense.

Based. upon document review and interviews, we have found no explanation for several
of the subs_equcnt swap transactions that is consistent with customary and prudent interest
rate ﬁianag'ement for municipalities, and traditional financing alternatives did not appear
fo have b:een considered or analyzed. It appears that the decision to enter into. several of
the transactions maj have been driven primarily by the immediate need for money, and
may not have been permissible under the Debt Act. In addition, to enter into each of the
swaps under the Debt Act, the City and County required, and the Authority received, a

certificate from an Aindependent financial advisor that the financial terms and conditions

%% Memorandum of James Losty dated August 27, 2003 relating to options and Barlow Self-Liquidating
Debt Reports related to the 2003 A, B and C debt and D, E and F debt.

5 Memorandum of James Losty dated August 27, 2003 relating to options, PFM’s report to the County
dated October 21, 2003 and Barlow Self-Liquidating Debt Reports related to the D, E and F debt, all of
which include this plan of finance.

286 <«gynthetic” here refers to a financial instrument that is created by simulating another instrument (here,
traditional variable rate debt) with features of other assets.
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th swaps :che fair and reasonable.”®” Tt is not clear that'tlie 's-\_a‘rai_as ‘were ‘fair ‘and
w-lthm the o\rexall»conte?ct of the plan of ﬁnance‘foif't}ié Réffdﬁt, parﬁcﬁlarly

Qns{_idgré all of the transactions during the three yedr period.

ummary of “'che' swap transactions the Authority entéfeﬂ finfo; ;_ah,d_‘the Clty and
lié;réhtéed',i'i:related to the 2003 D Bonds and the quéstioﬁs.-'iraised-'By_"j.-._these'

a. Brief Explanation of Swaps and Caps

[ T

Swai;é‘ afé 66nfrécts Unde'i'_"which parties agree to exchange (or swap) cash flows relating
to their financjal instruments. For example, a party may agree to pay another party an
amount based- upon'- a fixed rate of interest multiplied by an amount of outstanding
principal (known as the notional amount) in exchange for receiving a payment based on a

variable rate index multiplied by the same notional amount, or vice versa.

_Iﬁtere_St réte lca-p's are a version of a swap that requires one party to make payments to the
6the};~_.rif a variable rate index exceeds an agreed-upon interest rate, in exchange for a fee.
Caps :Eéré_ffgéil.erally ;Iused to hedge (or protect) against variable rates rising above the
c_or_nfqﬁ level of a borrower. Swaps can be a useful tool in 2 prudent financial plan, but

can increase risk and costs if used improperly.

7. We have been provided with certificates of financial advisors for swaps entered into in 2003 and 2005
only. PFM provided certifications to the County that, other than pricing, the financial terms and conditions
of the swaps were fair and reasonable. IMAGE and Milt Lopus provided certifications to the Authority and
City that, other than pricing, the financial terms and conditions of the swaps were fair and reasonable.
Separately, IMAGE provided certifications to the Authority, City and County as to the pricing being fair
and reasonable. We have not found any signed certifications with respect to the 2004 and 2006
transactions. It may be that certifications were needed for these transactions, although they may not have
been required based on the relationship of these transactions to earlier Swap transactions. At a minimum,
we believe it would have been good practice to obtain such certifications on the basis of 2 robust review by
independent financial advisors, to protect the Authority, City and County from entering into transactions
that are mot prudent, contain unreasonable terms, or are not consistent With their interest raie management
plan. :
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ér of 12003 the Pennsylvania Legislature enacted Act 23 238 whmh amended

i tfand for ﬂie ﬁfst time; expressly authonzed local government Units hke the

289

ate: rlsk or mterest cost.”™ The Debt Act does not authorlze mumclpahtles to _

- -Prlor to entermg mto a qualified interest rate management agreement, a local government

‘ 'umt (here the Clty and County) must approve an “interest rate management plan.”*”' An
mterest rate management plan serves the function, among other things, of sefting forth the
material risks involved in the transaction and in the overall debt structure of the local
government unit**, The interest rate management plan entered into in connection with
the 2003 swaps and caps stated: “The Authority shall review the long-term implications
assqcletegl with entering into such Agreements, including costs of borrowing, historic
intefeét rafe trends, variable rate capacity, credit enhancement capacity, opportunities to

- refund related debt obligations and other similar considerations,”***

¢. :. Plan of Finance for Barlow Retrofit Project

In an August 27, 2003 Memorandum by RBC to Mayor Reed and M. Lispi, Mr. Losty
set forth three options for the Series 2003 D Bonds:

258 'The pertinent substantwe provisions of this Act can be found at 53 Pa. C.S.A. §§ 8002 and 8281-8285.

2:9 53 Pa, C 8.A. §§ 8281(a)(1); 8002(c) (definition of “qualified interest rate management agreement”™).
°Ibid.

Bl53p, (. s A. § 8281(b)2)...

%2 53 Pa. C.5.A. § 8002(c).

>3 The Harrisburg Authority Interest Rate Management Plan, adopted December 15, 2003; supplemented

June 28, 2005, :

Th:e Harrisburg Authority
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conventlonal fixed rate bonds; ‘
nt convent1onal fixed rate bonds and 30 percent Varrable rate bonds and

Al ¢ conventronal varrable rate bonds with an interest rate cap

-,,2003 at closrng on the 2003 D, E and F Bonds the Authorlty 1ssued the
nds under a multl—modal indenture. Pursuant to RBC s reoommendatron the
off 4 ed the D Bonds as intermediate term (fixed rate for a set perlod) bonds

th-initial terms of ﬁve and 10 years, respectively.”’

v"In partrcnlar; the :Anthori-ty issued $96.48 million 2003 D -Bond-s, coneieting of $31.48

million of 2003 D-1 Bonds and $65 million of 2003 D-2 Bonds. The 2003 D Bonds

mature by their terms on December 1, 2033; however, the 2003 D-1 Bonds had a
mandatory tender date of December I, 2008 and the 2003 D-2 Bonds have a mandatory
| tender date of December 1, 2013.2% “Mandatory tender” means the bondholders must
returni the bonds on the date specified, and the Authority will decide at that time what the
rate structure will be (fixed or floating, and the term for which that rate will apply) after
the mandatory tender date. The bondholders and prospectrve bondholders may purchase

' the bonds remarketed under their new terms.

Howetrer;' at closing, the“Authority also entered into two sWaps and three interest rate
caps, thereby switching to a structure comprised of 77 percent synthetic variable rate
d{ebt.297 We have found no documents or other information explaining this significant
change in the plan ot finance from that which was contained in the August 27, 2003 RBC
-rnernorandum to Mayor Reed, PFM’s October 2003 report to the County, or the Barlow
Self=_11quidating Debt Reports filed with DCED in November of 2003 in connection with
approval of the debt proceedings. It is unclear why this new approach was adopted. As

explained below, the ohange contemplated by these swaps and caps committed the

4 August 27 2003 Memorandum from James Losty to Mayor Reed.

** Official Statement for 2003 D, E and F Bonds.

" bid, . :
®" The prmcrpal amount of 2003 D, E and F Bonds was $125 million, of which all of the Series D Bonds
(896,480,000) were converted to bear interest at a synthetlc variable rate.

The Harrisburg Authority



© 2003 “Fixed Receiver” Swaps with Embedded Calds -

When it 1ssued the 2003 D Bonds, the Authority also entered into swaps with RBC as its
cotmterparty In the first swap, the Authority agreed to pay RBC the Bond Market
'Assomatlon Index (or BMA Index, later renamed SIFMA Index), a variable rate,
multlphed by the notional amount of the 2003 D-1 Bonds, and receive from RBC a fixed
rate of 2. 66 percent on that same notional amount. This swap terminated. by its terms on
December 1, 2008, matchmg the mandatory tender date for the 2003 D-1 Bonds 2

In th_e{seeond swap, the Authority agreed to pay RBC the BMA Index multiplied by the
~ notional, amount -of fhe 2003 D-2 Bonds, and RBC agreed to pay the Authority a fixed
rate of 3.'37 percent multiplied by the same notional amount, This swap is scheduled to
termmate on December 1, 2013, matching the mandatory tender date for the 2003 D2

Bonds.**

These two swaps created “synthetic” variable rate obligations for the Authonty In
add1t1on embedded ‘within these swaps were interest rate caps, so that the Authority
Would not have to make payments to the extent the BMA Index exceeds twelve percent

until June 1, 2006 or six percent thereafter.’®’ Instead, RBC would pay the Authority’s

8 See Exhibit 1 and Swap Confirmations for these transactions dated December 30, 2003
> Tbid.
0o Ib]d‘
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igated: amﬁi_mtfaﬁbvé that Iével, thus capping the Authority’s in’_ﬁer_é'st_fate' 1'isl<;.3°‘1 The
the A}l‘[hgﬁ‘g( a fee of $2 million, paid to RBC out of bdi;ci pfddeéds at cl'(:)'.si'ng.
Ty I c_t;i;iiu;éctiion' with the 2003 “Fixed Receiver” swaps, the Authority paid' RBC

additional fees (C;(iiﬁpljj's'ed of transactional fees and profits, as described_bcquir),?qg L

andCounty ‘g.uaranteed the Fixed Receiver sm'ral':)s.‘.sp.s' FSAmsured the
hedule ‘péyments:under these swaps.”™ ERERTEE

-

concémns are raised by those transactions:
= Variable Rate Debt Exposure

o To use variable rate debt for an extended period of time (until 2008 and 2013), the
. plan of finance had insufficient cushion against interest rates rising above the rate

- Barlow projected in its self-liquidating debt report,*®

The plan permitted
S bbrroWing against 100 ‘percent of the revenues expected to be available for debt
'use's‘ﬁrvice, rather than against a lower percentage, for example 75 percent of such
ré\:fénues_ (a more typical number in this type of situation), Without a cushion,
. there was a‘risk that the RRF could not generate revenues sufficient to pay debt
- service if variable interest rates increased. ' '
L The above cc}ncern is more pronounced with a start-up resourée recovery facility,
-.-bg%,cause the amount of interest capitalized (set aside from bond proceeds to pay

debt setvice) could prove to be insufficient due to actual rates being higher than

! The caps in each swap would extend until the mandatory tender dates of-the underlying bonds
(December 1, 2008 for the swap relating to the 2003 D-1 Bonds and December 1, 2013 for the swap
relating to the 2003 D-2 Bonds).

%2 2003 D, E, F Official Statement and 2003 Official Statement related to the D, E and F debt.

* City and'County Swap Guaranty Agreements dated December 1, 2003 related to the 2003 swaps.
42003 Swap Confirmations. -

% The plan of finance assumed interest rates and support costs of a little over 4.0%. The exposure to the
Authority was if interest rates rose above the amount contained in the Barlow Self-Liquidating Debt Report
to 12% during the first period, or to 6.0% thereafter. 2003 Swap Confirmations with embedded caps dated
December 30, 2003 and the November 2003 Barlow Self-Liquidating Debt Reports.
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sumed a delay in construction or a need for addlnonal tnne for operatlons
‘,ch1eve expected capacity. R '
After the Authonty issued the 2003 D Bonds, 62 percent of 1ts debt of $23O

llon _Was ‘varigble rate debt and 38 percent was ﬁxed rate 306 Once ‘the

onstructmn per1od has ended, a capital structure with 1o more than 10 percent to
5 -'-petcent ﬂoatlng rate debt would be usual and customary The fmancml
dv1sore we spoke with were unable to clarify why the Authorlty, Clty and
-'County were willing to subject themselves to this much 1nterest rate risk after

ompletlon of constructlon ,

i Synthetic Rate Exposure—Even More Risk

B , o We havenot seen any rationale for a finance structure based on a synthetic
o ﬂcating tate rather than a conventional floating rate (i.e., the Authority could have
agteed .to issue traditional variable rate bonds). Undertaking a transaction with
swaps and caps was more complicated, may have reduced the Authority’s
. ﬂexibility and introduced counterparty risk (the risk of a default or downgrade of
- the countetparty, RBC in this case) and termination risk (the risk that the swap
e 'wﬂl terminate as a result of a credit problem or default by the Authority, or that
the Authorlty will“want to convert the variable rate bonds to a fixed rate at a time
when it would cost a significant amount to terminate), none of which are involved

- ina traditional floating rate structure. .
e A11 of the structuring numbers that we reviewed and that were prepared by RBC
. assumed traditional floating rate debt with an interest rate cap. The structuring
| nnmbere we reviewed included Mr. Losty’s August 27, 2003 memorandum to the
City and the Authority presenting three alternative plans of finance, PFM’s
October 2003 report to the County and the Barlow self-liqui__dating debt reports
vsthich the City filed with DCED in November 2003 to obtain approval of its

% Based on calculation prepared by PRAG.
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) 'antee of the 2‘003 D Bonds.”” We d1d not see any a.nalyses of the synthetic
structure Wl'nch ultunately was adopted.

€ aVe seen no information suggesting that the Authorlty could not 1ssue
t:radltlonal ﬂoatmg rate debt for the 2003 D Bonds.>® = ‘

To AR

B Embeclded Caps

e have seen no rationale at the time explaining why it would be reasonable for

the Atlthonty to spend $2 million (using debt proceeds) to purchase interest rate
'ceps An late 2003, the BMA Index was approximately 1.00 percent, and had
.y averaged approxunately 3.00 percent over the prior 10 year period.*” Over that
".: period, the BMA Index had only reset at 5.00 percent or higher for eight of the
. aép_rcﬁjmately 520 resets and had never gone above 6.00 percent.*!’
e -‘B:;esed on'the historical results, it was unlikely the six percent caps would be
. needed (in fact, they have not been needed), and it was exiremely unlikely the 12
| _ percent caps tzvoulf:i be needed. These embedded caps added significant additional
debt burden and provided questionable benefit to the Authority.

e. 2003 Long-dated Wrap Around Cap

Shnﬁitanecusly with closing on the 2003 D Bonds and entering into the above swaps and
caps, the Authority also entered into a “forward starting” interest rate cap. It is called
“forward starting” because it does not take effect until the mandatory tender dates of the
2003 D Bonds- (December 1, 2008 for the 2003 D-1 Bonds and December 1, 2013 for the
2003 D-Z Bonds, respectively).

W7 Refer to the Losty memorandum dated August 27, 2003, PFM report dated October 21, 2003 and the
November 2003 Barlow Self-Liquidating Debt Reports.
**® Traditional floating rate debt likely would have required the Authority to obtain 2 bank liquidity facility,
such as a line of credit (known as a standby bond purchase agreement). We see no discussion of this issue
in the information we have reviewed, or more importantly, that any compatison between synthetic variable
rate and conventional variable rate was considered.
309 Denved from http://www.sifina.org/research/item.aspx?id=19762.

“Ibid. -
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prennmn payments were due sem_l-annually beglnnmg on Decernber 1 2006

18- Long dated Wrap Around Cap reduces over tlme but at present costs the

- This was a lnghly unusual transaction and, within the context of a resource’ recovery start-

:up (essentlally What the Barlow Retrofit was), almost unheard of. The 2003 Long-dated
Wrap Around Cap prowded protection (a cap) against an increase in variable rates after
the 2003 Embedded Caps expired (i.e., after 2008 and 2013, respectively) and continuing
until December 1, 2033. 3 However, the 2003 swaps were scheduled to terminate in
© 2008 and 2013, respectwely, and the Authority would be in a position to decide between

variable rate and fixed rate debt at those times.
Several questions are raised by this transaction:

o We are not aware of a thirty-year cap in a project such as this; at a minimum, it is
o eXtremely unusual, The cap assumes the Authority will have either variable rates
I in_‘effect for most if not all of the thirty year cap period (there is no need for the

- cap with fixed rate-debt), or that the Authority will be able to terminate the cap at
low or no cost. As noted earlier, more typical is a variable rate structure during

~ the construction period, coupled with the ability to easﬂy and inexpensively

. convert to a fixed rate for the remaining term of the bonds once construction is

.- complete and the facility is operating at capacity.

1 The annual premium payment mltlally was 0.59 percent of $96.48 million, the notional amount of the
2003 D Bonds. The annual premium due begins to decline starting in 2018 as principal on the bonds
amortizes. Also see Confirmation for this cap, dated December 30, 2003,
3:2 Confirmation for this cap, dated December 30, 2003.

Ibid. . .
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ha Ve not seen any explanation of the rationale or advantage to entermg mto
e_Long—dated Wrap Around Cap. . R R s
It,'alm t certamly Would have been more prudent to. Walt unnl the mandatory,

tender ates occun'ed and then evaluate whether it made sense to remarket the
2003 D Bonds at a ﬁxed rate.’

en "_ctlons evidence an extremely high level of comnutment to vanable

faje debt The structure involving the Long-dated Wrap Around Cap 1ncorporates
e nsk of hawng to pay a significant cost (estimated in the m1111ons of dolIars) to
terrmnatethe Long-dated Wrap Around Cap if the Authority wanted to remarket
_‘ the bonds as trad1t10na1 fixed rate debt in the future.

- ...8: We have not seen evidence that the Authority’s or County’s financial advisors
7 . ettnluoted the advisability of this cap or why payment for the Long-dated Wrap
o Around Cap should begin before it became effective.

After the closing on the 2003 D, E and F Bonds and the above-described swaps, the

Authority entered into three additional swap transactions, discussed below.

f. ' Basis Swap on Long-dated Cap
On May ;21, 2004, a few months after it entered into the initial swaps and caps, the
Authority amended the Long-dated Wrap Around Cap agreement so that the cap would
be"based: upon 68 percent of six month LIBOR (the London Interbank Offering Rate,
Whiclt is an index of taxable debt instruments), rather than the BMA Index (which is an
index:of debt instruments that are not taxable), starting on June 1, 2009.3° The Authority

‘received an upfront payment of $1.1 million for this change *'f

312 In fact when the 2003 D-1 Bonds reached their mandatory tender date in 2008, the bonds were
remarketed at a fixed rate.

** The only basis as to the Authority’s rationale is contained in a draft memorandum from Bruce Barnes to
Tom Mealy, dated June 2, 2004, which suggests that it was based upon IMAGE’s advice that the changes
in volatility in the market coufd work to the Authority’s advantage. Also refer to the 2004 Confirmation,
dated May 21, 2004,

3162004 Confirmation, dated May 21, 2004.
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e iote the followisig:
e_,Aqtlmr;ifsf'Was still obligated to pay RBC based on theBMAIndexonthe
:'tie‘i'l..290;3 é}zvaps. ‘While 68 percent of six month LIBOR and BMA havebeen
il éiiq;i?qientafrom time to time, there is né guaranteethat would rem_ai_ﬁ the
The ;ﬁutilority was subject to the risk that taXabIQ'_dﬁd__iaXQéxempt rates
d otchangem fhe same way in response to -circﬁrﬁ_st?nciés 'beybn:'_d_i jt_l-leir
_'Qphé'a;é‘ﬁchhnges in marginal tax rates or a global market cns1s such as the
We Just _e)'{pe_rientrsed.317 : o i

® B,éééué’é the —Aﬁtlmrity’s premium on the Long-dated Wi'ap A-réﬁnd'Cap is paid

E o‘\:fer‘tiine, the amount payable twice a year could have been reduced, making

- these payments less onerous, instead of the Authority receiving a one-time upfront
pament |
e, e The one-time upfront payment could be viewed as the equivalent of a borrowing,

. without observing any of the requisite procedures for a borrowing,*!®

7 Draft Memorandum from Bruce Barnes to Tom Mealy, dated June 2, 2004, Mr, Bamnes discusses that i)
IMAGE recommended that the Authority revise the cap, and ii) that the only additional risk is if there is a
significant difference between BMA and 68% of LIBOR, _ '

*' We understand from interviews with Richard Michasl on December 1,2011 and Bruce Barnes on April
7, 2011, that the County was not inclined to loan additional fiunds to the Authority for the RRF or make
new guarantees on its behalf. It is not clear that the City’s credit backing would have been sufficient to
borrow finds at this time, or that the City had additional borrowing capacity under the Debt Act.
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e, dectsmn to recgive an up-front payment, the RRF’s. ﬁnanclal COIldlthll at the ‘

red mto tlus transaction shortly after the initial swaps one could conclude

2005 “Fixed Payer” Swap

‘ 005 the Authority entered into its seventh swap- related fo. the 2003 D
011 thls swap, the Authority agreed to pay RBC a fixed rate of 3.35 percent and

_Bonds
_recelve ﬂom RBC a variable payment based on (i) the BMA Index through December 1,
2008l,and then (11) 68 percent of thé one-month LIBOR Index after December 1, 2008 up
until December 1, 2033. This swap had an effective date of June 1, 2006.>® This 2005
' -[,“leed Payer swap was guaranteed by the City and the County.?. FSA insured the

'scheduled payments under the “Fixed Payer” swap.*

This swap did two ﬂﬁngs."First, it effectively reversed the initial synthetic floating swaps
the Authority entered into a year and a half earlier when it issued the 2003 D Bonds. It
locked m the Authority’s swap payment obligations at a fixed rate through December 1,

e memorandum ﬁ'om Bruce Bamnes to Mayor Reed dated April 28, 2006, Mr. Barnes refers to a

speculative opportunity that appears to be a reference to a Constant Matunty Swap. This swap was not
entered mto : .

“As a heads up...we are also working with Jim Losty and Dave Eckhart [of IMAGE] on another
idea which replaces 1 month LIBOR swaps with a longer term LIBOR swap. When the yield curve
returns to a normal (less flat) condition, the City will pick up as much as 50 or 60 basis points. It is
an unusual opportumty in the current market and we hope to have some additional mformatmn to you
next wee .

In addltldn in his May 29, 2007 “RRF Recovery Plan,” Mr. Barnes discusses the use of an off market
swap as a means of fundmg the working capital needs of the RRF. He states, “It is imperative that
most of the other financing options in this plan be developed and refined before determining the final
structure of either an off market swap or some other method of financing for short term capital needs of
the RRF.” Bruce Barnes, in his interview, said that he had raised questions about “doing an off-market
swap in 2007 to generate the needed working capital ($12 million to $15 million) and he indicated that he
Vmced strong opposition,

%% Swap Confirmation dated August 31, 2005.
1 City and County Swap Guaranty Agreements dated September 1, 2005.
3'ZZSWap Conﬁrmatlon dated August 31, 2005.
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2008 for. the $31, 43 mrlhon swap and through December i, 2013 for the $65'm11110n ._
)n the 2003 D-1 Bonds the fixed payment was 69, basrs pomts (3 35 percent
rcent)”;cf $3’ 1.4 million. 2 On the 2003 D-2 Bonds the Authcrrty Would
m: RBC a. payment of 2 basis points (3.35 percent Versus. 3 37 percent) of $65

1. transactron obhgated the Authority to a synthe’nc ﬁxed rate after the
he synthetlc ﬂoatmg rate swaps (on December 1 2008 and December 1, |
ectlvely) To- have value to the Authority, this structm'e assumes that the -
- Auth ‘rrty Wculd resissue the bonds on the mandatory tender dates at varlable rates to
o maturrty in 2033 (unless the Authority could terminate the swaps at a time when, under
then-prevaﬂmg market conditions, RBC would be required to make a payment to the
: _Authonty or the payment to be made by the Authority to RBC was affordable within the

overall plan of ﬁnance)

.This__tranpacticn raises the following questions:

23 The Authority would pay RBC 3.35% under the Fixed Payer Swap, and receive 2.66% under the Fixed
Receiver Swap. See Swap Conftrmations for the 2003 Fixed Receiver Swaps and the 2005 Fixed Payer
Swaps See also Exhibit 1.

* The Authority would pay RBC 3.35% under the Fixed Payer Swap, and receive 3.37% under the Fixed
Receiver Swap. See Swap Confirmations for the 2003 Fixed Receiver Swaps and the 2005 Fixed Payer
Swaps. See also Exhibit 1. -
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_rmg into-a new .swap by terminating the leed Recelver swaps and

caps Presumably, the Authority would have been entlﬂed to a refund of a
portle of the amount it paid for the Embedded Caps ($2 Imlhon some of '

. which Would have been returned in the form of a termination payment) We have

seen no evidence that this option was evaluated.

: EItfdoes not appear that entering into the Fixed Payer Swap without addressing the

- "‘_"‘capS i conSISteﬂt with the Authority’s Tnterest Rate Management Plan which

"

U sfates with respect to entering into such agreements:

The Authority shall review the long-term implications associated

. with entering into such Agreements, including costs of borrowing,

‘% historic interest rate trends, variable rate capacity, credit

-1 enhanicement capacity, opportunities to refund related debt
& obligations and other similar considerations.*’

.

Itr"dcies‘ not make sense that this swap was entered into to create a fixed rate
obhgatlon and all of the cap agreements were left in place. There is no need for

caps on ﬁxed rate debt (because caps protect against variable interest rate risk),

-y

5 Indeed, j:the 2003 D-1 Bonds were not remarketed at a vanable rate maturing on 2033, and the cost to

terminate the Long-dated Wrap Around Cap was viewed as being too expensive, According to the
Authority’s Interest Rate Management Plan dated December 15, 2003 and supplemented June 28, 2005 for
the 2005 swap:

“In addition, as a result of the Authority effectively fixing the interest rate on their obhgatlons through the
use of the 2005 Swap, the Authority will no longer require the Cap originally entered into in December
2003, However at the present time terminating the Cap would be prohlbltlvely expensive, as such the
Authority will need to menitor the termination price of the Cap with the intent to terminate it in the most
cost effective manner,”

26 2003 Swap Confirmations and Official Statement for 2003 D, E and F Bonds.

**7 See Interest Rate Management Plan dated December 15,2003 and supplemented June 28, 2005 for 2005
Swap transaction.
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jvot clear why RBC recommended thrs swap be effectlve through 2033
stea, of through the mandatory tender dates. Thrs 1ssue is brought to the
fr: t. by‘the fact that RBC later recommended terlrnnatlng the leed Payer
waps: less than a year after recommending the Authonty enter mto thern (see
d1scuss1on below) | A ': R
pears the Authorlty chose not to tenmnate the Long dated Wrap Around Cap
th1'="t11ne due to the cost,”® but it does not appear there was any evaluatron of -
al' "expected 1nterest cost associated with both. entermg 1nto the leed
yer. swaps' and terminating all of the caps (the Embedded Caps and the Long-
. dated Wrap Around Cap) as a way of determining whether this transactron made

: sense or fit 1nto the Authority’s Interest Rate Management Plan.*?
h.  Termination of Fixed Payer Swaps

) Less than a year after it entered into the 2005 Fixed Payer swaps the Authority switched
dlrectron agam In Aprll 2006 the Authority terminated a portion of the 2005 swap (the
portion effective from June 1, 2011 through 2033).3% The Authority was advised that it
Would be able to receive a payment of approximately $4 million by terminating all or a
portron of the leed Payer Swap, based on interest rate changes. The termination opt:lon
was Vlewed favorably given the “cash flow and construction ‘issues at the resource
recovery.facrhty. -to provide a source of funds o meet certain costs or expenses or to

keep in reserve.”!

The Aprll 2006 drscusswns about terminating the 2005 Swap included Mr. Losty, Mr
Lispi (consultant to the Authority), Mr. Giorgione (Klett Rooney, identified as bond
couns_el),-Bruce Foreman (Solicitor to the Authority), Mr. Mealy (Executive Director of

2 The Hamsburg Interest Rate Management Plan Adopted December 15, 2003 and Supplemented June
28, 2005,
29’ Interest Rate Management Plan amended and restated in 2005,
%2006 Swap Termination Confirmation and April 28, 2006 memo from Bruce Bames to Mayor Reed.
1 April 19, 2006 James Losty memo to Mr. Mealy, (the Authority), copies to Mr. Lispi, Mr. Giorgione
(Klett Rooney) Mr. Barnes (Milt Lopus), Bruce Foreman and David Eckhart (IMAGE), page 4 and related
- e-mails. 7
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, swap advisor to the Authonty) and Mayor Reed via conversatlons

Aspi. and Mr_ Grorg1one 32 One top1o of concemn was whether the Authonty

1eMOo was prepared by Klett Rooney outhnmg that the “Authorlty is
mpowered to termrnate existing swaps ... if it is determmed to be ﬁnan01a11y
' However the Authority was precluded from termmatmg the

_of\_a swap 1f 1t “Would in any way increase obhgauons of the Clty or County

respectrve guarantees” without their prior written consent 335 “Asa result ‘the
merh an um re ommended that the Authority obtain certrﬁcates “from the Plan
' -Adv1sors IMAGE and Milt Lopus, “demonstrating and concluding that the proposed
termma‘uons would in no way increase the obligations of the City or the County under

their respective ‘guaranteet, ™%

There were subsequent discussions about the provisions of the certification, and if
IMAGE and Milt Lopus could make the statements needed in such a cer’uﬁcatlon 37 On
Aprll 20, 2006 Mr Losty sent an email to Messrs, Giorgione, Foreman, Mealy, Lispi and
Barnes 111_ response to Mr. Giorgione’s dlscussron of the risk of future rate increases. Mr.

Losty wrote:

; With regard to Andy’s reply, I agree with everything he said with the
texception of ‘the risk of future rate increses (sic) does not exist’, I
:think he didn’t mean to say that and 1 would not be party to this
transaction if that statement is a requirement. No one under any
‘circumstances could reasonably make such a certification...

#ok ok

--+Bottom line is a balance between how important it is to rdise funds

332
Ibid.

3 April 20, 2006 Bruce Foreman memo to Messrs. Mealy, Giorgione and Lispi.

* April 18, 2006 Kenneth Luttinger memo to Mr. Giorgione.

235 April 18, 2006 Kenneth Luitinger memo to Mr, Giorgione, page 4.
5 Ibid.

*7 See e~mail string from April 20-24, 2006, involving Mr. Mealy, Mr. Giorgione, M. Lispi, Mr. Foreman,

Mr. Bames and Mr. Losty. Also refer to e-mail string from April 20-26 involving the same individuals.
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oday: for a mynad of uses versus how much mterest rate securlty is -
: Ought 3375 C )

bseaueitt- 'eﬁiail Mr ‘Barnes states that he wants o make eﬁre the Board is
rotected, and;that “we shouId have a certificate.”**® In the afternoon before the Board

] ch. the proposal was to be considered, Mr. Losty rephed

.‘_there 18 ‘no nght answer nor is there any way to’ evaluate how'
L pru_dent’ this is. . It comes down to the need for the termmatlon Value
{ 'day—lt is as simple as that. :

_Additionally, the Mayor has given his direction Whlch is generally
how these (decisions have been made on similar matters.*®

'We have found un51gned drafts, but have not found a signed certification stating that the
termmatlons would not 1n any way increase the City’s or the County’s obligations under

their respectlve guarantees. We have not found any indication that such a certification

was signed.

That evemng, on Aprﬁ 26, 2006, the Authority issued a resolution approving partial
termmatmn of the 2005 Swap, and the termination occurred shortly thereafter.® We

have no’ mformatmn suggestmg that City Council or the County agreed to the
termination.

Although the LAutho‘r'ity received a payment in excess of $4 million®"! upon termination of
the F:';xed Payer Swap, it paid substantially more than this amount to RBC during the five

years that this swaplwas 'in effect because interest rates declined substantially after the

#73 April 20, 2006 James Losty e-mail io Mr. Mealy, Mr. Giorgione, Mr, Foreman, Mr. Lispi, copy to Mr.
Barnes' - ;

138 Aprli 26, 2006 Bruce Foreman e-mail to Mr. Glorglone Mr. Mealy, Mr. Lispi, Mr. Losty, copy to Mr.
Bames.” "

39 April 26, 2006 James Losty e-mail to Mr. Glorglone Mr. Foreman, Mr. Mealy and Mr., Lispi, copy to
Mz, Bamnes.

*° The Harrisburg Authority Resolution No. 2006-008, dated April 26, 2008; April 28, 2006 Bruce Bames
memo to Mayor Stephen Reed,

12006 Swap Termination Confirmation.
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ar

atlon Was 51gned 2

" More 1mportantly, the Authorzty 8 purpose in entermg into the
Sy ap presumably was to protect itself from the risk that fixed 1nterest rates

By termmatmg the swap less than one year later, the Authorlty no longer had

e . 2003 Fixed Receiver swap for 2003 D-1 — 18.6 basis points over mid-market.

o 12003 Fixed Receiver swap for 2003 D-2 — 20.2 basis points over mid-market.

6 20 04 Basis Tiade — 23 basis points over mid-market,

In ;ligﬂt :)f the County Guaranty and FSA insurance, the expected payments from the
Authority' for these transactions, usually in the form of a percentage of a periodic
payment due for a swap or cap, normally would be in the range of three to eight basis
poiﬁts over mid-market, depending on the volatility of the market at the time and whether

the SWapS were obtained through a competitive or negotiated process.

Th.lS result is iyplcal in a fixed payer swap that is used as a hedge against rising variable interest ratos,

B While we present speclﬁc numbers for pricing, they should be understood as reasonable approximations
based on ceriain assumptions, but sufficient to show the magnitude of difference between RBC’s pricing
and market pricing. In determining the pricing information, we examined the Master ISDA Agreement, the
ISDA Schedule and the Confirmation with respect to the Swap Agreements and other such documents that
we have deemed necessary to enable us to make the calculations, We have assumed, without having
undertaken any independent investigation, that the Swap Agreement and other agreements and documents
provided to us are complete and true and correct copies in all respects. We have no reason to believe this is
an unfair assumption based on the documents we have reviewed. PRAG used its proprietary model which
incorporates a market accepted method described in Governmental Accounting Standards Board Technical
Bulletin No. 2003-1 to value the swaps.

It is also important to note that our spreads include not just profit but also hedging and other transactional
costs. Therefore, the charge for hedging and other transactional costs would reduce the amount “received”
by RBC as compensation.
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i Involvement of Professional Advisors Regerdin_g'Sweps |

as

he uthontyl enterecl lnto elght swap transactlons over a short penod of tnne alI relatmg

rsed' another that had just been entered into a short time earher In several

llnstances, it appears the professmnal advisors were encouraging the Authonty to take
'actlons anned pnmarlly at raising short-term funds irrespective of whether the transaction
:Was prudent or r1sk was being increased.
From ‘"the documents reviewed, it does not appear that the financial advisors for the
Authority or :the County (Milt Lopus, the Authority’s financial advisor; PEM, the
Connty’s:f financial advisor for part of the 2003 bond issuances and all of the swap
'trensaetiens; and IMAGE, the Authority’s independent swap advisor), provided
sigrﬁﬁcant guidance to the Authority, the City or the County consistent with managing
interest ratc risk or interest cost with respect to the use of all of these swaps and caps.
Further the documents reviewed do not show that advisors to the Authority or County
: challenged RBC or IMAGE to demonstrate how the multiple swaps satisfied the Interest
Rate Management Plans (as supplemented) of the Authority, City and County, or were
designed ;ro manage interest-rate risk or cost. In several instances, it seemed that these
‘advisors allowed transactions to occur with very little analysis of the risk or potential

cost. We saw no. evrdence that FSA questioned any of these transactions.

Based on interviews with Milt Lopus and PFM, we believe that RBC and IMAGE were
in charge. of recommending the swaps, and that RBC worked directly with Mayor Reed,
Mr. Lispi and Mr. Giorgione in determining which swaps to enter into and whether to

terminate them. Milt Lopus and PFM personnel said that they did not have meaningful
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Tit and the C1ty’346 IMAGE also certlﬁed to the Authorlty and Clty statmg that
» 347

the’ prtcmg of the swaps was fair and reasonable.

. Whlle such certlficatlons were issued, we have not seen analyses supporting the

l 'conclusmn that the financial terms and conditions were fair and reasonable within the
context of an o.verall plar of finance for the retrofit, were consistent Wlﬂ’l the pertinent
Interest Rate Management Plan, or that the pricing of the swaps was fair and reasonable.
The bas1s for the certifications given by PFM, Milt Lopus and IMAGE, and relied on by
the Authonty, City.and County does not appear in any of the documents we were
proyld_ed_;_ nor was it apparent from any of the interviews conducted.

LY

F. . COMPLETING THE FACILITY AND THE 2007 DEBT

' _:—; I - Terminating Barlow and Financial Difficulties
By the e_ﬁd of 2006, Barlow had failed to deliver the completed retrofit and was in
financial distress. = On December 31, 2006, the Authority terminated Barlow’s

4 "53Pa.CSA.§ 3281(e)(5)

*% December 12, 2003 PFM Certificate. December 30, 2003 IMAGE and Milt Lopus Reaffirmation
Certlﬁcate December 30, 2003 PFM Reaffirmation Cemﬁcate August 31, 2005 PFM Certificate.
September 23, 2005 IMAGE.,and Milt Lopus Certificate. September 23, IMAGE and Milt Lopus
Reafﬁrmatmn Certificate.

%6 1bid.
%7 December 30, 2003 IMAGE Certificate. August 31,2005 IMAGE Certificate.
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aiéi%jé.:tér“m‘i'hated Barlow, the Avithority was fac';éd Wlth éigniﬁcahf issues
g eRRF '{_":%Fl_l.ése_‘jésuqs included: | -
Th}éfBarlovﬁ-‘iRefrqﬁt plan originally contemplated that the RR.F W()‘uld' -llaej:i,f.ully
wctional by, the beginning of 2006. Even as late as Januaiy 2008, only two of
thethreeburners were operating,””! and significant work téiﬁ&iinéa- fo enable the
" RRF to operate with three burners at the expected capacity and efficiency.’™
dQVal'l_t.a ultimately estimated the cost of such a proj'ect to be as much as
- approximately $25.5 million ’* -
:".:,_}:e'-‘;::fTi:;efe was no money available for the required additional work. The funds
e pi'évided from the.2003 D, E and F Bonds for construction, working capital and
- capitalized interest were exhausted. Funds generated through a series of other
-+ transactions (i.e., CIT, swaps) also had been spent. Barlow had been paid for its
- 'scfope 6f work, even though the firm was unable to deliver a c-ompleted and fully
s 1:ft;nctiorljng RRF. Further, because of the decisions surrounding the performance
; }' b;)'nd and retainage, there were no fimds to call upon to fund the completion and
1o bonding company to pay for completing the project.

o Debt service and swap payments totaling $13.4 million were due in 20073

8 City of Harrisburg Ordinance dated November 28, 2007 per The Harrisburg Authority Series C and D
ﬁc;te issuances “Transcript of Proceedings™ dated December 26, 2007. '

Ibid.
3% Administrative Services and Interim Operation and Maintenance Agreement dated January 2, 2007,
! Tammary 2008 Monthly Operating Report prepared by Covanta Harrisburg, Tnc.
#2 A number of documents refer to this woik as “completing the retrofit.” This nomenclature is
questionable as Covanta was required to provide a design for this work, Mr. Anibrose drafted & memo
dated May 25, 2007 stating that the Authority would be “undertaking a major construction program to
make improvements to all the incinerator units” and we understand that little of the Barlow technology
remains in'the RRF,
¥ Exhiibit B to the Covanta Management and Professional Services Agreement dated May 29, 2007,
*** 2007 Audited Financial Stafements for the Harrisburg Authority.
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The_mdlcators of yalue the Authority received regardmg the RRF as part of the
Baﬂow saIe negotlatwns evidenced that the potential sellmg prlce would be
ufficient ‘to defease the existing debt. ) f ' ,

ider, “the Covanta operations and maintenance contract the Authorlty ‘was
qu1red to pay Covanta approximately $875,000 per month 355 much more than :
'tyi had, charged and Barlow had projected. The Authonty had little leverage

to-get a' lower rate

taic of the Fac111ty in early 2007, the Mayor u.ndertook efforts to develop a

) plan that mchtded a number of components, including increasing t1pp1ng fees, issuing
_ new debt to complete plant construction and fund working capital needs, refinancing
- existing d_ebt, and sellmg ‘the RRF to Covanta at completion of the construction.’™® In
supphht of the 'plan' the City, the Authority and their advisors began preparing financial
pro_]ectlons that modeled the expected operations of the RRF upon completion of
'constructlon, and the capacity of the Facility to pay both the existing and planned new
debt. ;As early as May 9, 2007, the Authority prepared projections for the period 2007
through 2011. Thesé projections demonstrated an inability to service existing debt, let

alone pay any potential new debt.>”’

In May, the Authority signed a Management and Professional Services Agreement with

Covantat,!twhich obligated Covanta not only to manage the RRF, but also to complete

Facility construetion; Covanta essentially agreed to loan money to the Authority for this

construction, doing the work first and then being paid back et a later date. As part of the

deal the Authorlty gave Covanta a right of first refusal for any transaction to sell, lease,
or other\mse dispose;of the RRF.*

¥3 Exhibit G to the May 29, 2007 Management and Professional Services Agreement Between The
Harrisburg Authority and Covanta Harrisburg, Inc.

¢ Tuly 25, 2007 memo from Mayor Stephen Reed.

%7 May 9, 2007 Projections.

*® Management and Professional Services Agreement between the Harrisburg Authority and Covanta
Harrlsburg, Inc. dated May 29, 2007, pages 28 and 29.
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Reszsmnce fo Request for Addlrzonal Funding, and Response

1t of pr1n01pa1 and mterest to bondholders if the Authorlty and 1ts gualantors d1d

.AAt this

pIan mcluded among other things, a City guarantee for the Covanta loan, as well as for

Workmg cap1ta1 financing of about $15 million to address the projected deficits in 2007

time, the Mayor was discussing his financing plan wﬂ:h key stakeholders The

and 2008 360 The City guarantee was necessary to enable the Authority to borrow money
from Covanta and the County required a City guarantee as a condition of providing its
own guarantee of the working capital loan. City Council expressed s1gmﬁcant concern,
" and 1dent1fied numerous conditions before it would agree to the guarantee, The
con_dn;1_on,s included, among other things, reducing the working capital amount, repaying
from ;Ithe":.work'ing,capit@_l loan the June 1 guarantee payment the City had made,
terminating all individuals connected with the failed Barlow Retrofit, replacing the
Authorlty Board, and the Authority’s agreement to issue a request for proposal for the
sale’ of the Facility on or before July 1, 2009, and to perform an independent forensic

audlt__to p_rov1de an analy51s of what had gone wrong with the project.*!

Councilman Dan Miller went further, issuing a press release decrying the City’s extreme
financial distress and gross debt, which he listed as $441 million and the highest per

** E-mail from Carol Cocheres to Howard Spumberg of FSA dated June 8, 2007, Also refer to Table 2 in
this report which presents the caleulation of $230 million.
*® July 25, 2007 memorandum from Mayor Stephen Reed. The memorandum does not identify its
recipient, although it is cc’d to Linda Lingle, Robert Kroboth, John Lukens and Bruce Barnes, Also refer
o memorandum from Carol Cocheres io Stephen Reed dated Angust 22, 2007 which states that the
workmg capital financing was $15 million.

Memorandum from Linda Thompson, Chair of the City Council Public Works Committee to Carol
Cocheres dated July 11, 2007 Also refer to memorandum from Carol Cocheres to Linda Thompson dated
August 2, 2007 -
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S ylvama, more than three times that of Phrladelphla He sa1d he Would vote

condltlons that C1ty Couner] wanted 1o impose in connectlon Wlth approval of
363

' guarantee She also became the point person for other mteractrons In early :
~‘Cocheres had a number of phone conversations vnth I—Ioward Spumberg from
SA't6 set up meetmgs to discuss plans for completing the retroﬁt and the C1ty s and the

: County s approaoh and position on payment under their respective gua:rantees

‘v';

In a July 10, 2007 letter days after the call with Ms. Cocheres, FSA wrote a strongly-

- . Worded letter to City Council and the Mayor. FSA started by noting that it has more

exposure: to the City than any other lender or credit enhancer “in the country.” FSA
wrote that the RRF has “failed to generate net revenues sufficient to provide adequate
debt servrce coverage for the Bonds.” FSA acknowledged that the City currently has its

own ﬁscal concerns. FSA closed by stating it:

respectfully urges the City Council to reconsider its rejection of a

Facrhty workout plan proposed by the Authority and its financial advisors.

- If the City fails to take measures now to provide the necéssary support to
- -the Authority and its Bonds, there may be far- -reaching repercussions that
: wﬂl affeet the City in the future.3%

Representatlves from F SA tame to Harrisburg near the end of July for a meeting with
representatwes of City Council, the City administration, the Authority, Covanta and the

*52 Press Release from Harrlsburg City Councilman Dan Miller dated July 3, 2007.

33 Memo from Carol Cocheres to Linda Thompson dated August 2, 2007

** July 6, 2007 e-mail from Ms. Cocheres to numerous mdrv:duals at the City and the Authority, as well as
outside professmnals . '

** Letter from Elizabeth Hill, Managing Direcior of FSA to Mayor Stephen Reed and The Honorable
Members of City Council dated July 10, 2007.
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s llgatlon conducted both of which were City Council condrtlons to whlch the part1es

agreed

- ,;The County also sought to impose conditions in connection with its guarantee of

. | proposed new ﬁnancrng The County, through its counsel, demanded that it receive all
amounts past due to it and its professionals from the working capital loan>® Similar to
the City and FSA (discissed below), the County was exposed to havrng to make
payments on its existing guarantees if the Authority continued to be unable to make debt
. bayments when due; and if the City did not satisfy its existing guarantee obligations. As
. set forth 1n a November 14, 2007 letter from Mr, Zwally to Ms. Cocheres, Mr. Zwally
"S.tated;_t,hait the County Commissioners would “look favorably” on a working capital loan
that did ot exceed $30 million and included reimbursement to the City for the June 2007
and September 2007 debt service payments made by the City on behalf of the
Authority *™ Additionally, the County sought a restructuring of the Covanta loan and the
Workrng capital loan, before June 30, 2009. 1 To date, the Covanta loan restructuring has
not occurred and the County decided in late 2010 to pay off the working capital loan
through ageneral obligation borrowing.

%5 1 ist of attendees for meeting with FSA.
367 July 25, 2007 memorandum from Mayor Stephen Reed.
Memorandum from Carol Cocheres to Linda Thompson dated August 2, 2007,
% Memorandum from Carol Cocheres to Stephen Reed dated August 22, 2007. Also see November 14,
2007 lstter from Charles Zwally of Mette, Evans to Carol Cocheres of Eckert.
27(1) November 14, 2007 letter from Charles Zwally to Carol Cocheres,
Ibid. - .
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_‘C_'kai‘r-‘rge in Authority Board
"trme that the Clty and the Authorlty were workmg to’ obtam addltronal debt
he. 'composruon of the Authorrty Board was in ﬂux In January 2007 Crty
. 111 Numiber 36 of 2006 (“Bill Number 36”) Whlch amended _the
C1ty Code o provrde City Council with the authority- to appomt members of

ns_ and authorrtres 2 On February 20, 2007, followmg an overrlde of
'to C1ty Councll appomted three md1v1duals Erlea Bryce James Elhson
a nfuse ‘ to ﬁll ‘vacancies on the Authority Board*” On February 22, 2007,
Mayor Reed'AfA'rled a complamt seeking, among other tbmgs prellmmary and permanent
mJunctlons against the enforcement of Bill Number 36, prohibiting Council’s appointees
: from servmg as members of the Authority’s Board.*”* On Februaty 27, 2007, the

mjunctron requested was granted. 375

Between ‘March and August of 2007, numerous hearings were held with respect to the
grant of the prellrmnary injunction. Further, as noted above, as a condition of the City
-guarantee on the 2007 debt, City Council sought the res1gnatrons of sitting Board
members .Fredrick Clark, £.eonard House and John Keller and the Mayor® s consexnt to the
appomtment of Ms, Bryce, Mr. Ellison and Mr, Papenfuse to the Authority Board.*’
Ulumately, the Commonwealth Court reversed the preliminary injunction, and that

dec1sron was affirmed by the Supreme Court>”’

72 Order dated Yanuary 10, 2008 in the matter Reed v. The Harrisburg City Council, et al;

7 Tbid.
374 Ibld
B Ibid.
378 Memo from Carol Cocheres to Councilwoman Linda Thompson dated August 2,2007.

Order dated January. 10 2008 in the matter Reed v. The Harrisburg City Councrl, ‘et al,

The Harrisburg Authority




PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT : Page 105

| '.On Augi;st 29, 2007, the new membets of the Authority Board participated in their first
board meeting.¥”® The new board, which also included existing board members John
' Keller and Leonard House,*” met throughout the fall of 2007.3%

_ Almost i;pmédiately;, Mr. Ellison and Ms. Bryce adopted the view that the Covanta work
' "_to-poﬁ::pléte construction and the “working capital” loan had to occur.’®! Mr. Papenfuse

‘ Waslzé'hdfable_holdout, opposing any additional funding for the RRF,**2

With.-:the. new Board came a change in some of the Authority’s professional advisors,
" PFM :‘feijlzéced;‘Milt ‘Lopus as the Authority’s primary financial advisor. Eckert, which
had Just started its work for the Authority on the new finance plan a few months earlier,
continued its position as bond counsel for the Authority, while Mr. Giorgione became
less ﬁctiire. -. In additi;)'n, Mr. Lispi’s consulting services had previously been

terminated 3%

*" Minutes from the August 29, 2007 meeting of the Board of the Authority,
*™ Minutes from the September 26, 2007 meeting of the Board of the ‘Authority.

Litigation surrounding the granting of a permanent injunction continued in Common Pileas Court. On
January 10, 2008, Bill Number 36 was declared void, and it was ruled that Mr, Ellison, Ms. Bryce and Mr.
Papenfuse could no longer serve on the Board. (Order dated January 10, 2008 in Reed v. The Harrisburg
City Council, et al.) By March 2008, 2 new Board was seated that included Mr. Ellison and Ms. Bryce,
along with new members Cathy Hall and Marc Kurowsk. (Minutes from the March 5, 2008 meeting of the
Board of the Authority). On May 26, 2010, the Supreme Court affirmed the Common Pleas Court opinion
with respect to the invalidity of Bill Number 36, and the ineligibility of the members of the Board
appointed by City Council. (Supreme Court of Pennsylvania opinion dated May 26, 2010 in the matter The
Honorable Stephen R. Reed, et al, v. The Harrisburg City Council, et al) See also, Minutes from the
September 26, 2007 meeting of the Board of the Authority.

1 Based on documents reviewed in this matter.

382Trans-::ript of Public Works meeting dated November 8, 2007, o

33 Correspondence from the Authority to Milt Lopus dated November 16, 2007 notified Milt Lopus that it
was terminated at a November 14, 2007 Special Meeting of the Authority’s Board. As indicated in
cotrespondence dated January 8, 2007 from the Authority to M. Lispi, DRL’s contract with the Authority
related to the RRF was not renewed when it expired in February 2607. Notably, Mz, Clark, then Chairman
of the Authority Board, objected to the decision.
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".Findrgcial Analyses Prepared in 2007 Evidence an Inability to Service

Furthér 14 of the 17 sets of projections indicate that the Facility would not be able to

C ‘generate income sufﬂment to service the existing debt, let alone the-new debt that was

:conternplated Based upon interviews, the professionals engaged on the 2007 C and D
Notes and the Covanta loan began substantial work on the matters after Labor Day in
2007. The proj ections prépared in September through November, the months leading to
the issuance of the 2007 debt, reflected analysis and input from the advisors working on
behalf of the Authority, including HDR and PFM.** The Authority retained HDR on
October 10 2007 {o among other things, review key data issues and identify budget
gaps 383 Under the engagement agreements dated September 18, 2007 and November 14,
2007, PFM ‘was retained-to provide, among other things, independent verification and
financial consulting services related to third party information provided for the RRF,? %
and to provide financial planning and policy development services, including in
éonnéctién ‘with projections.*” We understand that HDR was analyzing operating
revenue and operating expense numbers, presumably in consultation with the Authority
and .Covalllta, and PFM was taking these assumptions and adding to them the debt service
schedules for the bonds and notes.

4 For example, there is a November 2, 2007 e-mail exchange involving, among others, Dave Traeger of
HDR and Glen Williard 'of PFM related to a revised budget model.

s Agreement Between the Harrisburg Authority and HDR Engineering, Inc. for meesswnal Services
dated October 10, 2007.

6 Letter from Glen Williard of PFM to James Ellison of the Authority dated September 18, 2007.

*7 Exhibit A to the Public Firiancial Management, Inc. Agreement for Financial Adv1sory Services dated
November 14, 2007,
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'cenarlos thai prOJected available cash after the serwcmg of the exxstmg debt
repared. m‘August 2007 by Authority staff, prior to the retentlon of HDR and. PFM
" _ev1denced the ability of the RRF to service tho emstmg _‘.d t only_

& correspondence that accompanied the circulation of the pl‘OjeCtIOIlS it appears'

‘that they ‘were shared with multiple parties involved with the Facility and the 2007

ﬁnanolng moludmg

388

7. Mr Giofgiohe' .

_ ',:‘:- Mlchele Torres (Acting Executive Director of the Authonty upon Robert
A Ambrose s departure);

' Authorlty Board members (thaboard@aol.com);

City-employees;

e Susquehanna Group Advisors (susgrp.com), which served as the County S
' ; ﬁnanola.l adwsor on the 2007 C and I Notes:**’

o Ms._Cooheres,
PFM;
~ M. Barnes;

o Covanti

‘ Mr Ellison; and
> HDR.

3 Refer to. various e-mail correspondence over the period August through November 2007.
Closmg Memorandum for the 2007 C and D debt.
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:gd; o‘ns the. &ocuments available, it appears that it shoqlcl_'he-w;"béefi_icleé:r:"-"jc:fj‘._'ftﬁe

ity, :th CIW,the County and the respective advisors W_Ho worked on their behalf

et _féﬂéqqés‘? would not be sufficient to pay the existing debt _t_}n 'ﬂ'l'el: Facﬂlty (ie.,
e 1998, 2002 and 2003 issues), and, at best, only a portion of fhe 1998 aind 2003

sues hould contife to be characterized as ‘self—liquidaﬁngfg.p and

eRRF had no prospect of generating income from .dperations sufficient to
rvide the sdditional $60 million in debt that ulfimately was feken on in 2007. -

: Des'_p.ilf_ne. fhelse iﬁdications, the Authority issued the 2007 debt, and the City and the
County j";lfo_vidéd g;ﬁarantees of repayment. The documentation accompanying the
issuarice of ' ﬁe 2007 C and D Notes acknowledges what was demonstrated in the

k i)rojedtioiils -- repayment was unlikely o come from income generated from the RRF.
: 'ThefQ%)'O'? CandD Notes were issued under yet another subordinate financing instrument,
| :Recei:pts and Revenues from the RRF were not pledged in repayment, but the Notes were
expcc{ed.';to be paid. soIel_y from proceeds of refinancing bonds or payments under the

guarantees.391 :

The _d_ocuinent's revin_éwed indicate that the County should have known'at the time that the
City Woﬁld-have limited ability to repay the 2007 debt. The City’s limited ability to
repa)ii:'t.heli 2007 debt was confirmed in 2010 when the notes matured and the County had
to satisfy them. As related to us, the thinking seemed to be that failing to complete
construction of the Facility would result in having to sell the RRF at an unacceptably low

3 We have not assessed in any defail how much, if any, of the 2007 debt the City could have issued had
prior debt no longer been considered self-liquidating. However, for a full year of operations in 2011, the
Authority budgeted approximately $5.6 million in income available to pay debt service. Using the
budgeted results as a proxy, only a little over 40 percent of the debt previously approved as self-liquidating
may still have been self-liquidating. Refer to Resolution 2010-018 approving the 2011 budget. See
fooinote 424, )

! Term sheet included in the 2007 C and D Note closing documents.
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1ice, but that completing construction would increase ifs._'g,alﬁé by more than
st of the additional debt.**” A

Ty

ffTr'"qn_s_;:z'ct_ignS to Keep Covanta on the Job

007, the -Authority was approximately $4.2: m.tlhonm arrears on its
ts .tO; Covanta, and Covanta was threatening to terrrljhate 1tsserv10c33393 | Tokeep
ovanta ii_itlr.ie;:jpb,i':on October 5, 2007, the City, the County andthe E}iﬁfhoﬁty :eﬁféfed
5 Tr1-PartyInter1m Fundlng Agreement that provided, aniohg oﬂle'r: things, that the
Authdi‘it; would make a Apayment of $800,000 to Covanta, the City would make a
‘ pay;ij.ent of $225,00Q to Covanta and the County would make a payment of $2.25 million

to (:jdifai;l'ta_.m The Tri-Party Interim Funding Agreement identified the County’s

payment 5;15 an advaﬁce under its guaranty, and that the City and County funds were to be
répaid_ uﬁder ‘the 2003 Reimbursement Agreement between the A’uthbrity, City and
Co:.1111::y.3?:5 The patties intended that the Authority would repay the City and County out
of _th_e wquing capital loan that was part of the financing plan.

It appea:rsl that the City and County recognized that at least some of these reimbursement
p’ayrﬁénté from procéeds of the working capital loan were questionable under the existing
bond documents, as both requested that FSA consent to the agreement and the related
Cooperafion Agre:en:‘1t=,1_‘1’t.396 When FSA initially stated that it did not believe its consent
vx-f-dsrrec']uired for the-execution of either agreement,*”’ the County noted that ...in light of
the pianﬁed reimbursement of the County and/or City’s advancement of funds from a

working ‘capital loan, at the very least we are looking for FSA’s acknowledgment or

2 Interview of Glen Williard, November 18, 2011,

** The Harrisburg Authority Reselution 2007-023. -

** Tri-Party Tnterim Funding Agreement between The Harrisburg Authority, the City of Harrisburg and
Dauphin County dated October 5, 2007, page 4.

%3 Ibid;, sections 1 and 3. The 2003 Reimbursement Agreement provides the terms under which the
Autherity shall repay the City and County for any payments they make under the 2003 Guarantees (related
to the 2003-D, E and F Bonds)..»

3% Various e-mail correspondence over the period October 1, 2007 to October 3, 2007 involving, among
others, Tom Smida, Carol Cocheres, Karen Hoffstein (FSA), and Beth Gabler {City). -

*7 October 3, 2007 K. Hofstein e-mail to T. Smida, copies to C. Cocheres, E, Hill.
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Ak

ne that those rermbursements are permlssrble [A]ll parties are hesrtant to
ard-thhout FSA’s sign-off.™? Indeed, FSA’s acknowledgment of the use of
ondrtron precedent to the City’s and County’s obhgatrons under the ‘Tri-

nterim Fundmg Agreement 399

rovide its: Wrrtten acknowledgement of the use of most of the proceeds ﬁ'om the
‘ about two-thirds of which went to pay exrstmg Authouty debts,
thr d of Whrch went to fund debt service to be pard in 2008 all at a greater

the :exrstmg debt. FSA continued to discuss the . transactron Wrth other
partrc1pants mto December, to follow the details of the transaction and conﬁrm 1t was
gomg to oocur. The workrng capital loan and these payments deferred to another day the
requrrement that the Crty, County and FSA make any addrtronal payments under their
g l:guarantees B
"The Airt]iority’s debt problem was raising several novel concerns for the professionals,
Glen‘ Wiiliard,' a Managing Director at PFM, financial advisor for the Authority, left a

voice mail message for Ms. Cocheres about the uncharted waters:

. I’Ve néver been through it before where an issuer hit the Reserve Fund....
. Strlkes me there are two possibilities. One is to hit the Reserve Fund and I
4 Just don’t know—don’t understand where all the bells and whistles go off
.+ just because I've pever done that before. And then a kind of variant of
that plan would be this business of getting everyone to sign up to just
release the Debt Service Reserve Fund. I just throw that out and maybe
 we can discuss it. 4ot

398 October 3,2007 T. Smida e-mail to K. Hofstein, copies to C. Cocheres, E. Hill.

% Tri- -Party Interim Funding Agreement, page 6, section 4(i).
1% A small amount of the loan went to fund project construction, and FSA d1d not address, and o our
knowledge was not asked to address, this use of funds in its letter, FSA letter from Elizabeth Hill to the
Auithority, City and County.
401 Transcrrbed voicemail message from Glen Williard to CaroI Cocheres on Qctober 22, 2007.
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‘the Fall, théjsize of the working capital loan under d.iscus_'s‘ic;_ﬁ" :ﬂigi.r'c_eased,'gt- :'c:iﬁe
oin xceedmg $50 'rnillion.402 Ultimately, the ‘C-ounty said it wbuia guarantee l$30
llion, nothing more. The County insisted that the moncy i advanced for Covanta, its
i dvances for a December 1 debt payment.'._lit:_; e;}gégﬁed To ;ﬁ_algjg, be

mmbursed ;n?medu;‘tel.}}"ﬁﬁm proceeds of the working capitalj‘l(.):ag';m

“the City and the Authority wore able 1o implemient elemcnts of the plan,
Vs mcreasmgtlpplng fees and issuing an additional $60 millioﬁ_ in debt, consisting
255m11110n loan frém Covanta to complete construction and illiﬁbr;.)vemeﬁt to the

,4:?4' a d$346 nﬁllfon, representing the maturity cost (the amount bdrréwed plus

. aéc:etgq or accrued interest) of the 2007 C and D Notes*® Most of the so-called -

‘-"derking::ca_,pitél” loan went to pay prior operating expenses paid for by the City and
County and :exfistin’g" debt they had guaranteed (éﬁd which FSA insured), at higher rates
“than the existing debt406 and with additional transaction costs. There is no indication that
‘any othe::r.‘alte‘rna'ti\}::es to this approach were evaluated, such as a workout with the
exisﬁﬁg ﬁondholders. Instead, it appears that the strategy was to push the issue into the
' futur_e: pfimarily foc,using”on the hope that the RRF could be sold or the debt could be

refinanced once the Facility was complete.*’

h1.~fqlloWing this coﬁ;se of action, the parties:

A :ﬁgure of $50 million is*mentioned in a November 13, 2007 e-mail from Michele Torres to Carol
Cocheres. =~ - '

“® In his letter to the Authority’s Solicitor on August 16, 2007, on behalf of the County, Mr. Zwally states
that, notwithstanding what might be contained in the Reimbursement Agreement with respect to repayment
of amounts to the County, the County was not willing to wait for revenues of operations and wanted to be
paid from proceeds of the notes. At the time of the letter, the thought was that the working capital loan
would closé prior to a required payment on December 1, 2007. As it turned out, the loan did not close as
sxpected and, as discussed later, the County advanced amounts required for debt service on that date and
asked for this guaranty advance to be paid from the proceeds of the notes that closed shortly thereafier as
well. -~ - : o

" Proceedings submitted by the Authority to DCED regarding the Covanta loan.

“5 The proceeds from the loan were $30 million. The Harrisburg Authority Series C and D) note issuances
“Transcript of Proceedings” dated December 26, 2007, schedule entitled Accreted Value at Maturity,

*% Ibid. The interest rate on the Series C Notes was 4.5% and the interest rate on the Series D Notes was
6%. R i
" Memo from Mayor Stephen Reed dated July 25, 2007.
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0 knowmg that the financial analyses and proje ectlons prepa:red 1n 2007 '
ens1etenﬂy mchcated an inability of the RRF to generate mcome from operatlons '
ufﬁe1ent to, fund a.significant portion of the e}nstlng debt let alone the new debt
.‘_:Ensnredthat the -City and the County were repaid for significant amounts they had
aid on Behalf of the Authority, despite the fact that both had prov1ded guarantees

th ©; pertment debt and that agreements between the part1es prov1ded that

bu1 sernent payments were subordinate to the exisiing, debt 7 AR |

lbledthe City, the County and FSA to defer ‘having to make further payments

helr guatantees or the bond insurance policy until after 2008,

- 'Ensured that the professionals who advised the Authority, the Clty and the County

_"were pa1d and

e E.;Knew that it was likely that payment on the 2007 debt would have to come from
‘the County under its guarantee, given the Authority’s and City’s financial

. cond1t10ns
- 65 Concerns With 2007 Debt Issuances

As tne : -Authority’s “financial situation deteriorated, the Authority and the City took
actions that made the financial situation worse. At the beginning of 2007, the Authority
had s1gned an operations and maintenance contract with Covanta the cost of which
significaftly exceeded the costs previously projected by Barlow. The-RRF was unable to
pay these fees from ‘the day Covanta’s work started. To pay off amounts the Authority
owed Covanta, the Cxty and the County advanced funds to the Authority. The Authority
agreed to: repay these amotmnts and the debt service payments the City and the County had
advanced umder their guarantees, within a few months. The Authority agreed to do so
using the proceeds ofa borrowing with relatively high interest rates and significant other

costs due:to the Authority’s continually worsening fiscal condition.

The 2007 debt issuances-are problematic for a number of reasons, each of which is

discussed in greater detail below. First, as noted above, the parties no longer should have
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4 portion of the existing 1998 and 2003 debt 10 be sel-liquidating
3 pggpgi'n -r'egérding the City’s ability to incur the debt 'gﬁ]idénceci ;b'yz.'-its
ararity of the 2007 C and D Notes and Clean 8110(b) Certifications filed by the Ciy
and he .cohhﬁ-frfeléﬁ‘lé t0.1998 and 2003 debt,**® e e

ereare uesnons about the statutory authorization for "t.he C1tyand the. County
01 2 of th ii‘debt'evidenced by the 2007 C and D No_’ceés:"bec;gsg qu‘the‘_wgy‘.t‘hé
actually Qére used. Much of the proceeds of the ﬁot_gé"‘,wér_é‘_ilsed 10 pay for
eS atmay not qualify as “costs of the project,” which \'A}e.--’llacl.ieve was the

Covarita ¢onsfruction work that the 2007 C and D Notes were issued to support.

* Third, ofthe appfox;mately $30 million in proceeds from the 2007 Cand D Notes, more
| than$96 milli:cn:i409 ;vent to repay the City and County for payments they made on behalf
of the' Authority, notwithstanding that the Authority had paid substantial fees to the City
and fhe éounty for guara“tiltees for just this purpose. The guarantees provided that the
City and the County would budget, appropriate and pay amounts required under the

: _guatm;tc@s from taxes or revenues of the City and the County, respectively, not from

proceeds.of another ;working capital borrowing by the Authority.*"® Reimbursement of

ok

408 Ai.Clea'n SIiO(b) Cértiﬁcéﬁon certifies that no decrease in any amounts to be excluded as self-

liquidating is required by any change of circumstances, other than debt payments.

** Closing Order and Receipt for the 2007 Series C and D debt. ,

0 Pursuant to section 8104 of the Debt Act, the City and the County covenanted in thefr respective debt
ordinances to budget, appropriate and pay, or cause to be paid, debt service on all-of the RRF bonds and
notes they guaranteed, By June 2006, it was abundanily clear that the RRF would not be completed on
time or on budget, and we would have expected the City and the County to include debt service on the RRF
bonds and:notes they had guaranteed in their 2007 budgets. Issuing a tax and revenue anticipation note
(“TRAN”) would have been an alternative. We have not found evidence that this topic was discussed, nor
are we aware of the basis upon which it was determined not to include debt service on these bonds and
notes in the 2007 budgets. Had such amounts been in the City and County budgets, general fund or other
revenues of the City and the County would have been used to make the advances to the Trustees under the
guarantees for the RRF bonds and notes. The City and the County would not have been pexrmitted to issue
debt to make these payments (other than a TRAN) without complying with other specific provisions of the
Debt Act.

Instead, the City and the County made advances and had the Authority borrow to replenish their respective
general funds. In light of the fact that the City and the County could not borrow directly for these amounis
without following specific Debt Act requirements, and the Authority issuance was not secured by a pledge
of receipts and revenues of the RRF, the City and the County may have done indirectly what they could not
do directly. Moreover, the City sought to characterize its advance as a “loan” to the Authority, but neither
the Authority nor the County approved this “loan.”
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unts the Clty and the County paid under the guarantees Was contractually |
. to. payments to bondholders, but the City and the. County were promptly_ '

mthout"'_followmg the procedures in the bond documents and w1th at least
approvalofFSA R S

1.$}e1*fiLit1uidating Debt

arller_ the Debt Aet provrdes statutory procedures for the rncurrence of debt by
palities, meludnrg guarantees by the City and the County 4 Under the Debt Act
the 'Crtyt_and the County each have a limit to the amount of debt 1t rnay incur,"? but debt
approved as “self -liquidating” does not count against this limit, Debt that is fully payable
from 1 user fees.or oharges does not affect the financial wherewithal of the guarantor. As
:dlscussed earher a municipality must re-examine whether prev10usly certified self-
at qumdatmg debt continues to be self- -liquidating prior to issuing or incurring any
'7_- '. 'addltronal debt.
The City filed three separate proceedings with DCED near the end of 2007. ‘The City’s
2007 A proceedings; filed on November 6, 2007, were to obtain DCED approval of the
- ‘Ci'tyfs'_ gd;arantee of the Authority’s Note to Covanta for up to $6.5 million of Covanta’s
R f,ees .as' operator of -the Facility (this Note was incorporated into the 2007 C and D
Notes'.j.m:; The_City’s Covanta Loan proceedings, filed on October 17, 2007, were to
obtain DCED approval of the City’s guarantee of the Authority’s repayment of a $25.5
million constructmn advance by Covanta to complete the Facility.** The City filed its
2007 C and D Note proceedlngs on November 29, 2007, to obtain DCED approval of the
Clty s guarantee of the Authority’s repayment of what was described as the “Working

153 Pa. C.S.A. §§ 8001(b) and (d), 8002.
"2 53 Pa. C.S.A. §§ 8021, 8022.

Crty DCED application dated October 31, 2007,
“# City DCED application dated October 17, 2007,
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acrlrty,” rotalmg $30 million of additional Authority debt s The Couuty also

proceedrngs relatmg to 1ts guarantee of the 2007 C and D Note issuances.’ 6

roted aboye that, when the Authority issued the 2003 D, E and F Bonds in

. 2003; the RRF had experienced srgmﬁcant changes in crrcumstances srnce
at should have precluded the City from filing a Clean 8110(b) Certrfrcatlon wrth
:the 1998 Bonds and the 2003 A, B and C Bonds a7} leen the addrtronal

since December 2003, there were compellmg reasons for the City and the

1dent1fy changed circumstances with respect to the 2003 D; E and F Bonds in

connectlon Wrthjthe 2007 guarantee proceedings filed with DCED as welI
.There were additional significant and materially adverse changes after the Authority
' 1ssued the 2003 D, E and'F Bonds that the City and the Commty should have recognized
in therr 2007 DCED filings, but did not. There were substantial problems with Barlow’s
performance on the:project. The Facility was to be completed and fully operational by
the begmmng of 2006. Instead, at the beginning of 2007, Barlow had been terminated,
only two: of the three burners were operating, and significant work remained to achieve
full capacrty Y18 The Authority arguably had incurred significant additional obhgatlons
(through. the CIT arrangement). The Authority was generating “revenues” to pay for
operatrng costs and construction cost overruns by entering into and tenmnatmg swaps.
'Covanta estrmated 'the cost of the work to complete construction of the Facility at as
mu.ch_;a_,s ;};25.5 million. The Facility was unable to pay for its operations and debt service
in 2‘00‘7 and had to rely o advances by the City and the County, deferral of payments to

Covanta, as well as still more working capital borrowing and capitalized interest.

2 City DCED application dated Novemher 29,2007,
8 County DCED application dated November 21, 2007. The County did not guarantee the 2007 A Note or
the Covanta loan.
7 As noted earlier, the City also should have identified these changed circumstances to DCED in
proceedmgs prior fo the 2003 D, E and F Bond guarantee proceedings.
8. January 2008 Monthly Operating Report prepared by Covanta Harrisburg, Inc,

The Harrisburg Authority



TTORNEY. WoRK PRODUCT Page 116

least 1997 ten years earlier, the RRF had been unable to pay for :
perations’ and del:;t serwce consistently, the Authonty had pursued a serles of costly
ctt mgs' and Worklng capital financings, current prmc1pa1 and mterest repayments
proceeds“of long-term bonds, and revenues were eonsrderably below the
s 'ntarned in the 1998 and 2003 self- ~liquidating debt reports, attrrbutable to
5 . :verruns in construction and completion of the retroﬁt and operat]ng
al exceeded ‘estimations. Yet, despite clearly changed crrcumstances counsel
and the C1ty and the County included Clean $110(b) Certlﬁcatlons in the DCED
_s-tney ﬁled to guarantee the 2007 C and 2007 D Notes and the Clty also did
s0 Wlth.respect to the Covanta Loan and the 2007 A Note.

& :_Based on mtervrews ‘with attorneys at Eckert who had been involved wrth the RRF since
:1993 and WhO worked on the 2007 DCED proceedings, they took the view that the
pro; ect” 'in 2007 was a continuation of the not-yet-complete Barlow project. Their view
was that it i$ difficult to develop reliable estimates of revenues for a project that was still
being. constructed. - They believed there were many possibilities to assume increased
revenues such as an mcrease in tipping fees or steam generation fees. “They believed that
the Iaw prowded that they did not need to re-evaluate the self- -liquidating debt issue until
| the Facrhty was complete and operating fully so that all involved had a better sense of
how much revenue the Faorhty potentially could generate. They added that at least
certain projections that they had reviewed supported the assertion that the RRF would be
able to generate sufﬁclent revenues to pay for all of the self-liquidating debt. On this
ba31s the Crty (and perhaps the County, as well) submitted a Clean 81 10(b)
Certlﬁeatlon

We have not seen any set of projections, including projections provided by Eckert, that

demonstrates that, even with assumed increases in tipping fees, the RRF could generate

“ mterview with Carol Cocheres, November 10, 2011; interview with Richard Michael, December 1,
2011, .
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s fﬁcwnt .__fo;r'the 1998 Bonds and 2003 Bonds to be cpnsidered completely
ing, #0421 o

Ui ifi other debt proceedings unrelated to the RRF,422based0n mformatlon

) ;'uzs,, ‘ouri;lnders{anding is that the County filed several more "élean 3 11 O(b)

fications w1th fésbec’t;_tf) the County-guaranteed RRF bondé; 11: ﬁras".ﬁot.unt'il the ‘.end

ust, 2011that 1tﬁled debt proceedings that counted the-ﬁle I)iifjnds,tofya;r:ds the

423 ‘

gr ou tandmg debt.

"W‘e '. ueSﬁori HQW much of the 2007 debt the City could have 1ssuedhad prior debtno

longer been considered self-liquidating, consistent with the above discussion.*?*

*2 Fixes to the steam line, included as a revenue source in certain projections, were abandoned prior to
incurrence:of the 2007 debt,

2 Our review included, documents provided to us by Eckert in response to our request that it give us
revenue projections that supported the claim that the RRF would be able to generate revenues sufficient to
pay for all of the debt that continued to be deemed self-liquidating,

2 A municipality is required 16 file an “8110(b) certification” each time it issues debt with respect to any
self-liquidating debt then outstanding.

2 In its DCED filing prepared as of August 31, 2011, the County did not de-certify the debt, but stated that
it had élected not to use the exclusion in connection with that proceeding, '

_4, . We haye not assossed in any detail how much, if any, of the 2007 debt the City could have issued had
. prior ‘debt 1o longer been considered self-liquidating. However, for & full year of operations in 201 1, the
Authority budgeted approximately $5.6 million in income available to pay debt service. Using the budgeted
results .as & proxy, only a litile more than 40% of the self-liquidating debt may still have been self:

liquidgjimg, even taking into account projected rate increases. See Resolution 2010-018.

We are using budgeted results as an indicator only, since the question is what should have been included in
2 2007 assessment as part of the DCED proceedings. If the proxy based on 2011 budgeted results is a fair
indicator of what reasonably could have been expected in 2007, the City would not have had sufficient
capacity to issue the 2007 debt. If the City did not have the power to issue a guarantee on these terms, it is
not clear whether the County would have been willing to guarantee the 2007 debt, The County guarantee
was very important in order to sell these Notes as described in the disclosure document used by the
Placement Agent. See yndated Term Sheet, undated, page 4, Transcript of Proceedings for the 2007 C and
D Notes,
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Fundmg for a “Project” and Use of Funds for “Costs of a Prolect”

te earher under the Debt Act, local government umts are authorlzed to rssue and
guatante debt,.but only for the “cost of or cost of completmg a pro;ect 25 The “cost of
; among other things, “interest on money borrowed to ﬁnance the
cépitalize@, to the date of completion of construction end,' if_'deemedf necessary, 7

thereafter " as WeH as “a reasonable injtial worlung capltal for operatmg the

DCE proceedmgs for the guarantees of the 2007 C and D Notes prov1de that the
'debt W111 be used only for working capital relating to “the Authorlty s Resource Recovery
Facﬂrty pendmg completion of the retrofit of the Facility.”?" Tt appears that the
"‘pro_tect” was portrayed as the continuing Barlow Retrofit, which started in 2003 428 We
think - tlns characterlzatron may not be appropriate, as thete were many fundamental

3 problems smce 2003 that changed the nature of the project, including termination of the
0r1g1na1 contractor (Barlow), a substantial new construction contract with Covanta and
mgmﬁcant financial problems We also understand that much of the system that had been
identified as Barlow’s proprietary technology did not remain after Covanta’s construction
work was performed.*?

B M_ore fundamentally; we believe that, under the statute, the “project” should be viewed as
the Work.::“speciﬁcally under consideration by DCED in a given filing, which, in late 2007,
was the Covanto completion work. Accordingly, interest on money borrowed to finance

the Covanta work, and reasonable working capital related to the Covanta work, would be

% 53 Pd. C.S.A. § 8005(c).
2653Pa CS.A. §8007. .
7 City of Harrisburg ' Ordinance 24-2007 included in the 2007 Series C and D Notes application for
approval filed with the DCED proceedings. '
*% This is consistent with our interviews of Carol Cocheres, November 10, 2001 and Richard Michael,
December 1,2011.
2 Tt seems that “completmg construction of the Facility” may be a better description of the “project” in
2007, since that was the submission then under consideration by DCED.

The Harrisburg Authority



Ri EGED ,_,_CONFIDENTIAL. ‘. - ‘
TTORNEY WORK PRODUCT : 7 Page 119

Payment of County System Fees ‘
The Authonty‘ pald the County $1. 068 rthon out of the bond proceeds for prevmusly
unpaid county system fees for 2006 and 20074 The Authority collected during those

- :-;tWo years but did ngt remit to the County as required, fees paid by disposers to fund the

costs of adrmmstermg the County waste system. We do not believe these past due sums
are properly viewed as “initial working capital” for the 2007 project when they. were
Incurred pI'IOI' to, and are unrelated to, the Covanta work to complete construction of the
Facility (Whlch was the “project” contemplated by the 2007 C and D Notes). Therefore,

we questlon whether they can be considered “costs of a project,”*

“0 Note, however, that the Covanta loan was structured such that there was no interest during the expected
construction period. Refer to Table of Maximum Annval Payments included in the City’s DCED
apphcatlon dated October 17, 2007.

“#1If the pro‘}ect is defined as the Barlow Retrofit, we do not see how it is possible to consider working
capltal issued at the end of 2007 as “initial working capital,” or to capitalize interest on the Series 2003 D,
.E and F Bonds, or on the 1998 Bonds, 2002 Notes, and 2003 A, B and C Bonds yet again for a project that
began in 2003, was terminated in 2006, and for which construction was supposed to be complete almost

two years before the 2007 C and D Notes that provided the relevant funding,

In a November 14, 2007 e-mail from Mary Tomich, Esquire, counsel to the Placement Agent for the 2007
C and D Notes, to Carol Cocheres, Ms. Tomich expresses her view that some of the uses for this financing
are unconventional stating, “, the use of proceeds of this financing has less connection to tradltlonal debt
act uses than any of us are accustomed to.”
a Closmg Order and Receipt for the 2007 C and D debt,

** This and other usage of proceeds discussed in this “costs of a project” section also raised the question of
whether the borrowings indirectly violated the proscription against the City borrowing working capital to
pay unfunded debt.
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‘ These relmbursements do not appear to be “project” costs, but rather repayments to the
. ;"'County ef amounts 1t advanced under its Guaranty. The original payments relate to (a)

Covanta s past incinerator operating costs and (b) past debt service and swap payments,

Simjlarly; the 'Autherity ;ennbursetl the City (a) $250,000 for a City payment, on the
Authorlty s behalf, to Covanta for costs arising under the Interim Operating Agreement;
-(b) $600 000 for a debt service payment due November 1, 2007 that the City madé under
the Guaranty Agreement and (c) approximately $3 5 million for June 1, 2007 and
September 1, 2007 debt service and swap payments®® as a guarantor of debt service on
the bonds and-scheduled payments under the pertinent swaps and caps.*’ As with the
_payments to reimburse the County, we question whether the foregoing payments qualify

as “costs of a project.”

¥* First Addendum and Supplement to the Tri-Party Interim Funding Agreement dated November 27,
2007 Also refer to Closing Order and Receipt for the 2007 C and D debt,

* The payment of $2.25 million was so characterized in the Tri-Party Interim Punding Agreement dated
October. 5,.2007. Paragraph 1. -

46 Closing Order and Regeipt for the 2007 C and D debt,

Various e-mail correspondence references these payments as payments under the Clty 5 guarantee. This
includes an October 24, 2007 e-mail from Robert Kroboth to the Anuthority, a June 8, 2007 e-mail from
Carol Coclieres referenemg the June 2007 Material Event Disclosure, and a similar e-mail from M,
Cocheres dated September 6, 2007,
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Payments to Commerce Bank NA Bank of New York and
- Manufacturers and Traders Trust Compens{

ese proceeds was that the Authorlty Was capltahmng mterest on,

V_E:, ; the 1998 Bonds, 2002 Notes, and 2003 Bonds Interest may be
_ oapltahzed oxtty for up to one year after the project has been placed in servme “and ‘with
respect to the 1998 Bonds 2002 Notes and 2003 Bonds and Notes, this period had long

ago expn'ed

g = '_Another eharactenzauon of these expenditures would be as a refunding under the Debt

. Act 53 Pa CS.A. §.8241. If proceeds of a debt issuance are to be used for a refunding,

.- the ordmanee authorlzmg the borrowing, which is submitted to DCED for. approval, must

expressly identify the project as a refunding and specify the purpose of the refunding

under. section 8241(b) of the Debt Act. The DCED proceedings for the City and County
gua:rantees did nelther 439 -

‘J

iv. Payments to Professionals

Wlule professmnal fees are generally permissible in connection with project financing
costs 1t appears to some extent that the fees paid from proceeds of the 2007 C and D
Notes related to past‘. work for the Authority, the City and/or the County in the prior two

to three years, rather than the professional fees incurred related to this debt issuance. To

¥ Closing Order and Receipt for the 2007 C and D debt,

3 However, the federal tax certificate relating to this transaction identifies the use of finds as a
“refunding” for federa! tax purposes, and it appears that a significant amount of analysis was undertaken
with respect to whether:tax-exempt or taxable bond proceeds could be used for certain of the refundings
under federal tax law and whether the proceeds were being used for working capital or refunding purposes.
“? 53 Pa, C.S.A. § 8007.
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rthere are mgmﬁcant questions about Whether such fees a:re juStlfled as part of -

' "F.ail'hre to Comply with Bond Document Requir_ernents

A3 TG ed ‘ bove the Authorrty reimbursed the City and the County for operatmg expenses
they pald on behalf of the Authority that were due to Covanta. In addition, the City and

the County wanted repayment of their advances on behalf of the Authority for debt

.serV1ce and scheduled payments under the swaps and caps. The City advanced funds for

payment due on: the 2003 D Bonds on June 1, 2007; the 1998 A Notes and 2003 C Bonds
' on September 1,2007; and the 2002 Notes on November 1, 2007 The County advanced
| funds for payment on the 2003 D, E and F Bonds related swaps and caps due on
- -December_ 1, 2007.44

After makmg a payment on behalf of the Authority for debt service due on June 1, 2007,
*Mr. Kroboth of the City stated that the “City expects to record the $1.6 million draw on
‘ the Guaranty Agreement as a short-term loan/advance to THA, as the éity anticipates that
THA erl be reimbursing the City pursuant to terms of the Reimbursement Agreement

before the end of the year, 2 1 treating the payment under the Guaranty Agreement in
 this manner the City appears to have been seeking to recharacterize the nature of the
Authonty 8 obhgatron movmg it from a long-term obligation payable by the Authority -
ona subordmate basrs to the bondholders of all RRF-related bonds and notes, to a short-

term obhgatmn payable to the City from proceeds of the 2007 borrowing, We understand

! Richard Michael email with attachment sent to John Frey, J. Brockman and Glen Williard, with copy to
Carol Cocheres dated December 19, 2007, Also refer to the Authority’s Non-Arbitrage Certification dated
December 27, 2007, page 2.

“2 Tune 29, 2007 e-mail from R. Kroboth to B. Gabler, copying L. ng]e S. Dade R. Ambrose, B.
Foreman, A. Giorgione, C, Cocheres, and B. Barnes.
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et Priority of Bonds -

AiThe pertment Trust Indentures along with the relevant Guaranty and Reimbursement
Agreements pr0v1de for the priority of repayment. The Cily and the County could not
amend the requirements of the bond documents without the express written consent of the
Trustee and FSA.: Under the 2003 Reimbursement Agreement, the parties acknowledged
that rennbursement payments by the Authority to the City and the County were
.Subordmate to the Authority’s priority payment obligations on all outstandlng debt,
mcludmg bonds issued under the 1998 Indenture.***

The: 199_8 Indenture has priority over all subsequent indentures as to the flow of funds
| .rééei\(éd by the Authority.**® After debt service payments on the 1998 Bonds, next in
priqrity are payments of debt service on the 2003 D, E and F Bonds.**® Debt service
payméntsz‘on the 2002 Notes are subordinate to debt service payments on the 2003 D, E

43 Interv1ew of Carol Cocheres, November 10, 2011,

#4 Reimbursement Agreement dated December 1, 2003, Paragraph 2(d). Trust hldenture Dated as of
Decemberl 2003, Section 6.01(b).

5 The 2003 D, E and F Indenture expressly recognizes the priority of the 1998 Indenture, and that the
1998 Indenture controls the flow of funds. Trust Indenture Dated as of December 1, 2003, p. § and Section
6.01. "The 2003 D, E and F Indenture does not permit creation of a Surplus Fund until the 1998 Bonds are
paid in full (defeased) at whmh time the 1998 Indenture terminates. Trust Indenture Dated as of December
1 2003 section 6,078,

Trust Indenture dated as of December 1, 2003, Section 6.01,
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1ds,

and \d'éi)f'SéWice on the 2003 A, Band C Bonds aIe subdrdiﬁafe to payiﬁént '
ebt sefvice on. thé 2002 Notes.*’ R ,

Flow of Funds

998 ndenture gfanfs.to the Trustee a sedﬁ:r’ify interest. m, andpledges unto the
: heRecelptsand Ré{}enuéé, after payment o.i"'“‘t:he" Oﬁblja_t'ing Expenscs,

W:l_t‘l all cash and '::inve'stments from time to time held in anyfund”448Th61998
efi s“R}ecelpts and Revenues” broadly to 1nclude,1nadd1t10n to rates,rents, ,

d, Chérgés; “all other payments, receipts and revenues of whatever kind or

o chaifaétefiérising from, the operation or ownership of the Facility by the Authority or any
 part thereof ™ The 1998 Indenture creates a Revenue Fund maintained by the
Authority into which will flow “all Receipts and Revenues and all other amounts

£ fréc'gij\ied by the Aut};ority {rom any source in respect of the Facility.”**

Underthe 1998 Indenture, all monies in the Revenue Fund are first used for Operating
Expensesf,_ and then are”transferred to the Trustee for disposition under the 1998
Indenfurc’s flow of funds. Unless the funds transferred to the Trustee are used for one of
,,ther_fundé__o_r ‘other ‘purposes specified in the Indenture, the balance of Receipts and
Revéﬁueé%.' and all oitii.er amounts received by the Authority from any source in respect of

the Fa.cili.fty, if any, are transferred to the Surplus Fund under the 1998 Indenture."’

“7 Ibid, Section 6.01(b).

~ ** Cash and investments, if any, in the 1998 Rebate Fund, the 1993 Series A Rebate Fund and the 1998
Tax-Exempt Series Rebate Account were carved out of this security interest and pledge. Trust Indenture
dated as of;August 1, 1998, p.4,
“? Trust Indenture dated as of August 1, 1998, Article I. We note that this is a very broad definition and
not limited to revenues from operations.
*“®° Trust Indenture Dated as of August 1, 1998, § 6.01. n response to our gquestion about this phrase, Ms.
Cocheres said that nobody reads it to mean anything more than Receipts and Revenues from operations. If,
however, it meant nothing more than Receipts and Revenues, there would be no reason to use the additional
words, which must have meaning. Mr. Michael stated that proceeds of the 2007 C and D Notes were not
subject to the 1998 Indenture’s waterfall because the 2007 C and D Notes were not secured by Receipts and
Revenues of the RRF, While the 2007 C and D Notes were not secured by Receipts and Revenues of the
Facility, it appears to us that proceeds from the 2007 C and D Notes were subject to the 1998 Indenture’s
flow of funds.
! Trust Indenture Dated as of August 1, 1998, Section 6.07.
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C fol: 1ts advance to make the June 1, 2007 debt payment on the 2003 D
ould come from the Surplus Fund created by the 2003 D E and F Indenture In )

; money could be released from the apphcable Surplus Fund to make repayment

d -by actlon of the apphcable Trustee after it reeewes ertten d1rect10n from

Srity: aé’demgnated by resolution of the Authority.**

ERs .‘Under the 2003 Indenture the 2003 Surplus Fund may not be created until the 1998
B Indenture is d150harged Whlch occurs when the 1998 Bonds and all other obligations
secured under the 1998 Indenture are paid in full, Reimbursement payments relating to
the.2002,_Notes and the 2003 A, B and C, Notes could not be made if reimbursement

: ‘paymentéi:relaﬁng te the 2003 D, E and ¥ Bonds could not be made. This priority of
‘S_urp'_lu's ,I;:"unds proteets senior bendholders so that moneys that secure payment to them

are not used first to pay others who have a less senior position.

The 2003 D, E and F Reimbursement Agreement governs the Authority’s repayment to

' ,the_.:C;'ity ,and -the County for funds they advance on behalf of the Authority for debt
service ‘naym‘ents for the 2003 D, E and F Bonds.*” The agreement states that
'rein;bnrsement is to be on demand by the City and the County, from moneys generated in
cOnnectien with the Facility, but that reimbursement is subordinate to all priority
obligations under the 1998, 2002 and 2003 bond documents. ****%5

We belieye :it would-be difficult to argue that the 2007 C and D Note proceeds should not

be considered “payments, receipts and revenues of whatever kind or character arising

452 Ib i d
**® Trust Indenture Dated as of December 1, 2003, §§ 6.09(d) and 6.10, pp. 97- 98.
o4 2003 DEF Reimbursement Agreement, §§ 2(a), (b) and (d),
% The Reimbursement Agreements related to the 1998, 2002 and 2003 A, B and C debt are the same inall
matenal respects.

N
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or Ownershrp of the Facility by the Authonty or any part thereof’ or as

Ounts reeelved by the Authority from any source in respect of the F aCIhty” and
nOt subJ ect tO the 1998 Indenture, It appears that funds dld not ﬂow through the
denture yvaterfall as required. To reimburse the City and County from the 2007 C '
ceed_s' 1f : money had flowed as we understand it should have under the 1998
Ould have expected the 1998 Bonds to hav__‘e ‘_:_been'_r_'ep,a‘jd, .the_ 1998
to’ have been d1scharged and any excess remaining in the 1998 Surplus Fund tol‘
ferred'to the Trustée for the 2003 D,E, and F Bonds, along Wlth a Iegal oplmon

ith 1zmg's>:',h'transfer We did not find evidence that any of. the foregomg occurred

VIn add1t10n to make any re1mbursement payments from any of the _applicable Surplus
- F unds e ‘wouldj have expected to find an Authority resolution authorizing
relmbursement payments to the City and/or County in accordance with the applicable
Relmbursement Agreement a letter from the Authority to the applicable Bond Trustee
dlrectlng payments from the applicable Surplus Funds to the City and/or County; a legal
opinion ﬁ-om bond counsel to the applicable Trustee stating that such payments were
: pern‘ntted under the.bond documents; 45 an express written consent by the bond insurer
F SA) to. release monies to reimburse the City and/or County; and an acknowledgment by
the apphcable Trustee that it was authorized to make such payments to the City and/or
County, ‘based upon its receipt of the foregoing documents. However, we have not seen
such documents in. the closing binder for the 2007 C and D Nofes or elsewhere. Our
' understandmg, based on the above and other documents we have seen, is that money was

sent dn'ectly to the C1ty and the County without involving any of the Trustees.*’

Under the 1998 Indenture'and the 2003 Indenture, no party may modify either indenture
or enter info a contract that could materially adversely impair or prejudice FSA’s rights,

or the security for or sources of payment for the bonds, without FSA’s prior written

436 Given the state of the Facility’s finances, we would have expected the 1998 Trustee to have required a
legal opinion of bond counsel confirming its reading of the documents.
7 Closmg Order and Receipt dated December 27, 2007 related to the 2007 C and D debt,
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The. Clty and the County requested and received from FSA a letter acknowledgmg that

"Sthe proceeds from the 2007 notes would be used to reimburse the Ctty and the County for |
h 463

‘icertam advances made by eac FSA allowed the transaction to proceed. To our

k.nowledge it did not provide its written consent to the transaction.

We are not aware that the 1998, 2002, 2003 A, B and C or 2003 D, E and F Trustees
received ‘ba.ny Writteﬂ notice of the issuance or use of proceeds from the 2007 C and D
Notes before they were issued. Indeed, we found no evidence that the Trustees were
contacted or informed of tlns transaction until such time as the capitalized interest was

deposited into the debt service funds under the various indentures,

[ DRI

43 Trust Indenture Dated as of August 1, 1998, §§ 13.04 and 13.05; Trust Indenture Dated as of December
I 2003 § 13.04. .

Trust Indenture Dated as of August 1, 1998, §§ 8.01 {(a) and (h) and 8.14; Trust Indentwre Dated as of
December 1,2003, §§ 8.01 (a) and (k), and 8.14,

% Trust Indenture Dated as of August 1, 1998, §§ 8.01 (2) and (h) and 8.14; Trust Indenture Dated as of
December 1, 2003, §§ 8.01 (a) and (h), and 8.14. We note that, in bond counsel’s view, the arrangement
under the Tn-Party Funding Agreement did not conflict with the Indenture. See Eckert Opinion dated
November 26,2007,

October 3,2007 T. Smida e-mail to K. Hofstein, copies to C. Cocheres and E. Hill,

2 Tri< -Party Interim Funding Agreement between the Harrisburg Authority, the City of Harrisburg and
Dauphm County dated October 5, 2007, page 6, section 4(i).

*** November 21, 2007 letter from F3A to the Authonty, the City and the County Commissioners. THA-
ES005186-87,.

The Harrisburg Authority
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It yas that the County and the City advanced funds ontheAuthorlty’s behalf
ht,_se;r\_fijcé ,' and (N)jgl}'er obligations, then obtained repayment from the Auti_lority
. saddling the Facility with additional debt, The debt was at highor rates

ebt due to worsening market access for the Fac1l1ty,andf01‘a longer term,

i compoundmgof the additional costs. Based on o indeistanding.

’q].lmél__l_ts;gnd fﬁéts, the proceeds from theZOO7Cau ) Notes.should hay
edito’ dlscharge the I998-B0nds, then placed in theSurpluSFund of th¢'.'2.003
ture(afteranyotheruses required by the Indentures had-_Beén;:_'e.t_ddréssed):, rather
1 elmburse :ihe City and County for the funds theyadvanced FSA
“acknowledged the flow of funds from this transaction and allowed fhe tansaction fo
| iﬁrbéeéd._igllt did not_:sign a written consent to the transaction,*® and did not consent in

Wﬁtiﬁg t;& ,the"Tri-Party Interim Funding Agreement, which appears to conflict with the

provisions of the bond documents.

o Issumg the debt and using the proceeds to reimburse the City and the County avoided
shutdown of the Facility and allowed it to keep operating.’”® By obtaining immediate
repé'yinent? the City and the County were able to avoid significant loss at that time (other
than loss of interest on the money they paid for the short period of time before they were
repaid), and FSA was able to defer exposure on its insurance policies. All three were

guaranteed nét to'sﬁffer any losses until at least 2009, since the 2007 C and D Notes
prcy-vi;f:[ed.g funds to pay all debt service for 2008, and the Notes themselves were not

payable as to interest until their maturity date.

The participants in the 2007 financing justified the decision to issue the debt and keep the
Facility operating on“_: the basis that finishing the Facility would improve its value by more

than the-g:ost of the ﬁew work and the working capital financing. Even if this were true,

“*E-mail from FSA to Tom Srilda dated October 3,2007. THA-ES000746.

%5 If the 2007 C and D Notes had not boen issued, the debt paid by the proceeds from that borrowing would
have been paid, at least in part, from the general funds of the City and/or the County. Therefore, the 2007
borrowing, which was not secured by receipts and revenues of the RRF, looks very much like an unfunded
debt issuance, which is a financing of current or past operating expenses of -2 municipality. It is
questionable whether it was permissible to issue the 2007 C and D Notes, because unfunded debt issuance
cannot-occur without prior court approval under the Debt Act, 53 Pa, C.S.A. § 8130.

The Harri.éburg Authority
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Clear, relevant laws and contract documents (the Indentures Guarantees and
:ernent Agreements) had to be complied with. Based on the 1nformat10n

we quesnon Whether there was compliance w1th appheable requu‘ements
Matarity of the Notes in December 2010 -

0] eetlons that 'Were prepared in 2007 indicated that the RRF Was not able to servrce

bt;. 'et _alone the $34 6 million payment that was requl,red in. Deeember 2010

¢ maturity of the 2007 C and D notes. Yet, despite these md1eat1ons the City and

*"the County both 7prov1ded guarantees on the 2007 C and D Notes. As was projected,
| .when the 2007 notes matured, the Authority could not make the payment required. The

_‘ :C1ty also could not make the payment under its Guaranty, resultmg in payment by the
| 'County ‘

With 'the‘ County payment, the 2007 noteholders received payment in advance of the
bond/noteholders on the 1998, 2002 and 2003 debt. Such payments and the manner in
: Wlnch they Were obtained may be inconsistent with the applicable bond documents and

the payment priority they establish.*®®

e.  Conclusions — 2007 Debt

The part_i;es‘fioterested in the RRF were faced with a difficult situation in 2007. The
Barlor;v Retrofit project was delayed and incomplete, the contractor hired to perform the
work ‘had been terminated, and the portion of the RRF that was operating was not
generating income sufficient to fund operations and debt service. While there are
indications that analyses addressing the situation were conducted, it appears that the
analyses were focused solely on taking on additional debt to complete construction, fo

provide Workmg capital during the completion period, to reimburse the City and the

4 Reimbursement Agreement dated November 27, 2007.

The Harrisburg Authority
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d'to 1 P professmnals rather than on whether the prOJectlons supported the
‘_ o‘-satls.fy the debt. - o S

'that repayment of the 2007 debt could come: only through elther a
"ng the credit of the County, or a call on the guarantees It was elear that :
the Clty Would net have the financial ability to pay on its guarantee and that the County
would have to prowde credit backing, which essentially is what occurred.

ek ek kg

We appree1ate the’ opportumty to submit this report setting forth our findings,
observatlons and conclusmns based upon the documentation and information received to

date. We welcome the opportunity to discuss the report with the Board.

The Harrisburg Authority
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& Damages in Equity upa‘Attorney General Ernest Preate, Jr. And Now; Feb. 18,

1997 Served Civil Action for Declarato¥y Judgment, Injunctibe ReTiel & Damages

gpon-Stepten R Reed, Individually and in his Official Capacity as Wayor of
Warch 9, 1992 - MARSHALL, DENNEHEY, WARNER, COLEMAN & GOGGIN By: FrankJ. Lavery,
Jr., Esq. enters appearance on behalf of Deft And CITY OF HA'RRISBURGw.; LAW

BUREAU By: Jill A. Devine, Esq enters appearance on behalf of Deft. ...
March 9, 1992 - Preliminary Objections of Defendant to Plaintiffs’ Complaint,Filed.
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June 19, 1992 - Upon con51derat10n ‘of the Plalntlff 5 motlon for Stay of Depesition

Plaintiff's motion is granted, pending the declslon on Preliminary Objections by
this Honorable Court in the’ above-captloned matter. /s/ Joseph H. Kle1nfelter,
Judge. See‘Order Filed. To P1ff. 6/22/92.

C. E,Jé-:’- &5 nicn, 3

July 20, 1992-Defghdant's Motion to Vacate Stay Order and Motion for Sanctions are denied.

/s/ Joseph H. Kleinfelter, J. Copies, mailed 7/22/92.

September 24 1992 - Defendant's Prefimlnady Objectlons are Penied and Defendant
is dinected to fife an andwer to the complaint within twenty days of Lhe date

of this onden.  [s7 Joseph H Kleinfelten, Judge See OPIﬂlQM_Aﬂﬂ__RQER;_éeizdL____,
'Ccp&aé malled 9/25/92

Lottt s " ¥ W o3 e Bt P P et Al R L it (e g e,

T e (Ut o ot o tpee : L L mr
_‘ s “7;‘$ z{ﬂuZi.(/
Qctober 6, 1992 = Defendant's Motion for Reconsideration and/or to Certify Appeal
from Interlocutory Order is denled. /8/ Joseph H. Kle1nfelter, Judge
_See Order Filed. Copies Mailed 10/6/92.

Nov.’ 13 1992. - Serratelll, SChlf man, Goldberg & Brown By: Joseph K. Goldberg and
Steven J. Schlffman, Esqu1res enters appearacne on behalf of Plaintiffs.

December 30, 1992 - Pursuani to Pa.R.C.P. 1707(a), thirty days having passed since
the close of pleadlngs and the plalntlff having falleds to move fox certification,
IT 1S ORDERED that a certification hearing be set for Thursday, January 21, 1993.
at 10:00 a.m. im courtroom_¥5 Dauphln County Court Housé, HARrrisburg, P‘hnsylvanla
/8/ Joseph H. KLelnfelter, Judge, See Order Filed. Copies mailed 12730792

s A //,J

March LJ, 1993 - élty of Lbancaster By: Robert L. Pfannebecker, Esq. enters

appearance on behalf of the City .of Lancastex.

w ok ol u”/ |
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. d tmetd P @/// ’ /4
£h. 8, 1995 - Marshall 6ennehey, Warner, Goleman & Goggin By: Frank J. lavery,

Jr., Esquire has withdrawn appearance for the Defi. And; Lavery & kain By: Frank

J. Lavery, Jr., Esqu enters appearance on behalf of Deft.

December 21, 1995- The Gourt directs that a status conference on the above-captioned

matter be held in the chambers of the undersigned on Friday, January 19, 1996, at

2:00 p.m., Dauphin County Courthouse, Harrisburg, Pennsylvania. fs/ Joseph H.
Kleinfelter, Judge. See ORDER filed. Copies mailed 12-22-95. &
Jan. 31, 1996 - Each party is directed to file a cross-moticn for summary judgment
along with a stipulated record on or hefore Feb. 26, 1996. The case shall be
- listed for the March Argument Court (3/28-3/29/96} on or before Feb, 29, 1995,
Briefs in support of the motionms shall be filed by each party on or before. =~ |

March 11, 1996. /s/Joseph H. Kleinfelter, J. See Memorandum and.QOrder, filed
Copies mailed and dist. 2-1-96

%b_z%lcm Delendonts ko Rz Sommare Jdgmsal, Flkdd )
b. 96,199 Plaink s etsn  fir Serunacy \s‘i%mpru- Lled

Feb. 29, 1996 - Stipulation of Documents, Filed.
Feb. 29, 1996 - Stipulation of Undlsputed Facts, filed.

Moaek 1, 0Q6 - u‘\t BT 5“‘__.,-494\.,", T O o
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May 29, 1997- Plaintiffs' motion for summary judgment is gpranted in part and denied
in part., We grant plaintiffs’ motion where il pertain ao_the reque or dedlara-
tory judgment on the following matterss(a)e.ee.e (BYoerwe (edean. . (d) {SFE
COMPLETE ORDER). Plaintiffs' request to fine the Mayor for wiglation of Section
36904 of the Third Class City Code is demied. Pursuant to the determination of

mootness in the attached opinion, we deny plaintiffs' request to enjoin defendant

from appropriating funds from the proceeds of the sale of the water system. De-

fendant's mofion for sumpary judgment is granted on this issue. /s/ Joseph H. Klein=
felter, Judge. See ORDER AND OPINTON filed. Copies mailed 5-70-07 ' ‘







