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8
CAPITAL BUDGETING AND
DEBT ADMINISTRATION

This chapter discusses state and local debt, capital budgeting, and issuing govern-
ment debt for state and local government in the American context. In addition, this
chapter defines the concept of debt and explains the classifications commonly used
in the marketplace. This chapter contrasts capital budgeting with operating budget-
ing by emphasizing capital facility planning and the capital budget cycle. This chap-
ter also explains the practical aspects of state and local bonding, including
designing an issue, the prospectus, notice of sale, debt records, reporting, and bond
ratings. The chapter introduces capital budgeting and debt administration by em-
phasizing the specific knowledge particularly useful to a person dealing with these
challenging subjects. At the completion of this chapter, the reader should under-
stand the following:

* the commonly used definition of debt;

* why governments incur debt;

* aliernatives to debt;

+ types and forms of debt;

= revenuge bonds;

* creative capital financing and its origin;

* nontraditional capital financing;

* commonly used tests and limits on debt;

* early warning guidelines for municipal financial operations;

= significance of the New York City, Orange County, and Washingion State Public Power
Supply System financial crises on debt administration;

* municipal bankruptcy, financial problems, and remedies;

= the difference between capital and operating budgeis;

* capital facility planning and its significance;

* the essential decisions and expertise critical in designing a municipal bond issue;

* what is and should be in a bond prospectus and notice of sale;

* investment syndicates and their significance;

* the importance of good bond administration and data associated with debt reporting; and

* bond ratings, what influences them, and why the market finds them significant,
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STATE AND LOCAL DEBT

Definitions

When persons charge items on Master Card or Visa, they incur debt. They receive the
items and pledge that they will pay for these items within a certain time period. When
they get a bank loan for a car, they incur debt. They agree to pay back the loan amount
(called principal) plus an extra amount (called interest) for the privilege of borrow-
ing the money over an extended period of time.

Governments also borrow money; thus, they incur short- and sometimes long-
term obligations to pay back the principal and interest. However, some types of debt
(for example, trade accounts payable and conditional repayment loans) sometimes do
not involve interest payments. Debt constitutes an obligation that the government
must pay under the established legal conditions. The Bureau of Census uses the fol-
lowing definition, which stresses interest-bearing obligation:

All long-term credit obligations of the government and its agencies, and all interest bear-
ing short-term (that is, repayable within one year) credit obligations. Includes judgments,
mortgages, and “‘revenue” bonds, as well as general obligation bonds, notes, and interest
bearing warrants, Excludes noninterest bearing obligations, amounts owed in a trust or
agency capacity, advances and contingent loans from other govermments, and rights of
individuals to benefit from employee-retirement funds. (U5, Census Bureau, 2001)

Governments incur debt for several reasons. In some cases, they need cash be-
fore they collect their revenue. They use debt to harmonize the divergent patterus of
current expenditures and revenues, Often, governments wish to finance a significant
capital construction project or even large equipment purchases. They cannot pay cur-
rent revenues for such large purchases so they negotiate a loan, Sometimes they incur
a debt in order to refinance an existing (for example, shorr-term) debt. On occasion,
they incur a debt to finance operating deficits. A form of debt that often the general
public does not recognize as such is a government’s pension benefit obligation, Gov-
ernment rarely sells bonds for this purpose, but pensions are an increasingly signifi-
cant government obligation that can place severe financial pressure on governments.

Governments do not have to incur debts, but the alternatives to debt are difficult

to use effectively, The sinking fund is an alternative that accamulates funds over time, |

much like an individual’s Christmas savings plan. Government invests the funds until

such time as it needs the money, Another alternative is to pay-as-you-ge, meaning the |

government pays for the equipment or building costs out of operating expenses, The

s=—difficulty with both alternatives is that capital facility needs of governments often do

not fit the pace of financing of the funding techniques. Sometimes, a city that needs
to build a water purification plant cannot wait the ten or twenty years required for a
sinking fund or pay-as-you-go financing approach. Emergencies and irregular expen-
diture demands occur, and debt is sometimes the only practical alternative under the
circumstances, especially where government experiences accelerated urban growth.
New borrowings by consumers and private businesses far exceed government debt,
but in the 1980s the governmental share of the nation’s total debt load rose remarkably

A
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to nearly 36 percent. In the previous decade it was 30 percent. By 2000, it was 37 per-
cent. In one decade, all outstanding debt rose to nearly $11 trillion from the previous $4
trillion level, By 1991, the debt equaled about $43,000 per person in the United States
and exceeded the nation's gross national product by 1.9 times. By the year 2000, total
debt stood at $17 million. The total federal government debt stood at nearly $6 trillion in
2000. Driving this debt load was the large annual federal deficit of the 1980s, but by the
late 1990s government policies halted that trend. Surprisingly, the annual deficit was tem-
porarily but effectively eliminated in FY 1998 because of burgeoning revenues from a
booming economy and improved financial management and oversight. In the aftermath
of the 9/11 terrorist attacks on the United States, deficits are once again accumulating as
the economy slows and military and emergency preparedness costs escalate as part of a
beefed-up antiterrorist campaign by the United States. Deficit numbers for FY 2001 were
$18.5 trllion with no end in sight given the continuing threat to national security,

Classifications of Debt

Most of the liability items in the state and local government balance sheet are debts of the
government, They include bonds, certificates of indebtedness, mottgages, noles, accounts
payable, warrants payable, liens, judgments, unfunded pension obligations, and selected
contingent liabilities. Excluded are contingent items and reserves for encumbrances.
The largest amount of debt is in the form of bonds, They are a written promise
to pay a specified sum of money (called the face value or principal amount) at a spec-
ified date or dates (called the maturiry dates) together with periodic interest at a spe-
cific rate. Financial managers design serial bonds, which are the most common type
of bond, so that the borrower retires a specific number of bonds each year. Financial
managers also design ferm bonds, which the securities industry infrequently uses, to
pay interest over time but pay the principal often at the end of the loan period. Bor-
rowers use sinking finds to collect the necessary large principal payment by the end
of the loan period. Before 1983, borrowers had bonds that had detachable coupons
representing the interest payments to the bearer. Upon presentation of the matured
coupon to the bond maker's paying agent, the borrower paid the proper interest rep-
resented on the coupon. Now, borrowers must register all bonds on the books of the
issuing government or paying agent in order to provide protection to the bondholder,
The other forms of debt are typically not as significant unless they happen to
involve large obligations. Cerrificates of indebredness vary from state to state, but the
securities industry uses them frequently in connection with agency resources or as-
sets. Mortgage bonds use property to secure the obligation without transferring the
title, but most of them still do not give the government’s creditor the right to fore-
close. Financial managers widely use notes to represent evidence of financial obliga-
tion, usually of a short-term nature. Accounts payable is a debt that includes such
government liabilities as wages earned but not vet paid as well as the common un-
paid bills, The now uncommon warrant is a government-issued document to the bank
upon which the bank makes payment with the approval of the government. A lien is
a claim upon property arising from failure of the owner to make timely payment of a
claim. A judgment is a court decision that the government has a liability or debt to a
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person who has sought redress through the courts. Government incurs an unfunded
pension liability when it does not set aside sufficient funds in an appropriate pension
reserve fund to pay the liability of its employees’ pensions. Government incurs a con-
tingent liabiliry when it agrees to take on the liability (for example, a student loan) of
a third party (for example, a student) if that student defaults on the loan. Typically,
government uses contingent liabilities as a matter of public policy to lower the third
party’s interest rate because the bank knows that the government will pay the loan,
thus, that lowers radically the nonpayment risk factor.

The financial community sometimes uses the pledge of security to classify debts,
One type is the full-faith-and-credit debt in which a government uses its unconditional
pledge, which includes its implied power of taxation, to assure that it will pay its debt,
For example, a city or state pledges that it will unconditionally pay a bond obligation,
including raising taxes if necessary to meet the obligation. Another type is a debt in
which the issuer or a guaranteeing govemment has a moral but not a legal obligation to
pay. A moral debt is rarely of interest to the financial community unless the government
takes a serious responsibility for that debt by pledging something that assures that the
government will pay its debt to the investor. What commonly occurs is some govem-
ment body (for example, a housing authority) pledges its user charges or some other
revenue source to pay the debt, and another unit of government (for example, the state)
gives its moral backing to the debt. The financial community typically requires the gov-
ernment to spell out a default remedy. The best pledge from the investor’s point of view
is a full-faith-and-credit obligation plus a specific user charge to pay the indebtedness.

Merl M. Hackbart and James Leigland (1990) devised a useful approach for un-
derstanding debt that is still relevant for use in twenty-firsi-century public finance.
They classified long-term, tax-exempt state government debt obligations into the fol-
lowing four categories:

* General obligation ((+0) debt. Government backs this debt with an unconditional
pledge of any and all the government's revenue sources including its taxing power for
the purposes of debt repayment.

*  Revenue debi. This is a nonguaranteed debt, but the government dedicates one or more
specific, pledged revenue sources (for example, user fees, special assessments, limited
taxes) to pay the debt.

=  Special authority debt. Government (usually a special purpose governmental unit such
as a public authority, special district, board, bond bank, or corporation) issues this type
of debt. The financial community does not consider it a direct obligation of the state.
Specific pledged revenues of the state or governmental unit often back such debt. State
governments sometimes secondarily back the local obligations.

*  Lease-backed “debr.” Financial advisors structure this debi-like instroment like a rev-
enue bond issue using “certificates of participation™ or “lease revenue bonds" secured
by lease payment agreements. Although similar to revenue bonds, the financial com-
munity makes the distinction because some states do not recognize lease-backed obli-
gations as state debt.

Like Hackbart and Leigland, M. G. Valente (1986) identified the following three
broad categories of capital financing options:

* traditional, including current revenue, general obligation bonds, revenue bonds, special
assessments, and tax increment financing;
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» public-private, including tax exempt lease purchases, sales lease-back, exaction, and
privatization; and

* creative bonds, including deep discount/zero coupon bonds, variable rate bonds, put op-
tion bonds, bonds with warrants, minibonds, and mininotes,

Short-Term Debt
Governments typically use short-term borrowing for the following reasons:

* The community is short of the necessary revenue to pay for services. For example, the
city forecasted the revenue incorrectly, and there is not enough money to pay for planned
expenditures,

* The government needs a brief loan and agrees to pay the principal back with interest as
soon as it collects the taxes, Possibly the government tied its assets up in securities, but
nevertheless it must pay its obligations to its employees or someone else. The ZOVert-
ment can negotiate to receive a brief loan to bridge (thus, it is sometimes called a bridge
loan) this cash flow problem until it collects its money.

* The community has an emergency, and necessary funds are not available.

+ The government has need for funds to start a capital improvement project, but it has not
yet completed a long-term bond issue.

At one time, short-term debt vocabulary included only tax anticipation notes
(TANs), revenue anticipation notes (RANs), and bond anticipation notes (BANs).
Under Internal Revenue Service (IRS) arbitrage regulations, local governments can
invest in short-term securities, yielding significant revenue, but IRS rules limit this
practice significantly. Thus, there is & fifth reason for short-term borrowing: to raise
revenue, as the government can borrow at a lower rate than it can earn in the security
market. In addition, there are new forms of short-term borrowing, including fax and
revenue anticipation notes (TRANs), grant anticipation notes (GANs), and rax-
exempt commercial paper (TECP), which this chapter explains later. Given that they
have very tight budgets and that they collect revenue primarily in the third and fourth
months of a fiscal year, most large and many medium-size governments appreciate
the advantages of shor-term borrowing,

However, IRS arbitrage rules severely limit the revenue eaming possibilities for
local government. Because instruments such as TANs can actually be a money
source—an added bonus—local government financial managers can distort the larger
purposes of short-term borrowing and even indirectly reduce the income of the fed-
eral government. To prevent this absurdity, IRS wrote its arbitrage rules. Certainly the
popularity of BANS plus their remarkably high long-term interest rates give local
govenment finance officers huge moneymaking potential from arbitrage invest-
ments. To stop local government abuse of arbitrage, federal tax legislation in the mid-
1980s changed the IRS law curtailing much of the money earning potential of
short-term debt for state and local governments. Although there have been minor ad-
justments to the tax code relevant to state and local debt since the 1980s, this funda-
mental change in the treatment of debt has dramatically affected the investment
decisions of local finance officers. Regardless of the government's motivation for
short-term borrowing, it should carefully review IRS arbitrage rules and then prop-
erly manage its debt to maximize the benefits to the local government.
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Early Developments in the Debt Concept

Starting with revenue bonds, the financial market experienced significant innovations
and changes in the use of debt. The most well-known innovative debt concept is the
revenue bond. In 1897 the Spokane, Washington, Water Works used revenue bonds
first. However, this debt mechanism, coupled with a means to raise revenue, was not
popular until after World War II. Then court decisions held that authorities (for ex-
ample, the Port of New York and New Jersey and Triborough Bridge Authority) had
separate legal status. People in government sought new ways to finance public facil-
ities without increasing taxes, and revenue bonds provided an answer, Briefly, the rea-
sons for the increased use of revenue bonds are as follows:

* Although at first revenue bonds had a higher interest cost than general obligations
bonds, their cost decreased significantly, as the financial community became farniliar
with their use.

There was more use of public authorities and an expansion of types of authorities (for
example, airports, public parks, recreation areas and facilities, stadium and public sport
facilities, power projects, housing, public markets, college dormitories, port facilities,
and so on).

* Restrictions on general obligations closed that mechanism, forcing the greater use of
revenue bonds,

* Governments found that obtaining revenue bond approval, especially because of the
nonreferendum requirement, was relatively easy.

+ Government found the public acceptable to applying user charges to pay for deht
services.

A lesser used version of the revenue bond is the lease rental bond. Let us say a
school district cannot get voter approval for a bond issue. One mechanism used is to
create a nonprofit authority to build and then lease the new school to the school dis-
trict. A long-term school board lease with the authority provides the authority with
the necessary security to assure revenue bondholders that the money from the gov-
ernment’s lease will pay the authority’s debt service. For example, in 2001 this mech-
anism was used by the Greenville County School District in the State of South
Carolina when it faced stiff taxpayer resistance to raising revenues to support an ag-
ing infrastructure. The school board authorized the creation of a nonprofit entity that
floated bonds to pay for a major construction and rehabilitation project across the
school district. Thus, the authority’s revenue bond finances the building of the school
and the school district gets its wanted school because of this unique financing
arrangement. Because the authority is merely a financing mechanism, some financial
groups treat these financial arrangements as general obligation bonds.

In order to attract private industry to a city, region, or state, state and local gov-
ernments started issuing industrial aid revenue bonds (IDBs). The concept was sim-
ple: government paid less for interest so it would issue a bond and a new industry
would pay the bond interest and use the proceeds to build a new factory that created
more jobs for the economic area. Although it was a useful tool for state and local gov-
ernment o attract industry, the issuance of those bonds lowered federal income tax
receipts because the interest on the bonds was tax exempt. The Tax Reform Act of
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1986 essentially halted most of the use of that type of bond. Today, statewide caps ex-
ist on IDBs and the federal government ended the tax-exempt privilege in December
1989. However, many states now utilize the mechanism of Tax Increment Financing
(TIFs) as an alternative to fund many of these same industrial and commercial proj-
ects. See the discussion of TIFs in Chapter 7.

An interesting cousin of the revenue bond is the special obligation bond. An is-
suer ties the revenue bond to the revenue-generating capacity of a government's abil-
ity to produce a service, as well as to the demand for that service. A special obligation
bond ties government’s revenue-generating capacity to a specific government rev-
enue source that can be entirely outside the control of the local government and may
have no logical relationship to the reason for the bond. For example, a local govern-
ment can pledge its general revenue-sharing receipts from the federal government as
the dedicated revenue source for a special obligation bond that the local government
uses to build libraries, schools, roads, or piers.

Capital Financing in the 1980s

The early 1980s saw a remarkable change in the tax-exempt securities market. On the
one hand, the need for state and local spending on public facilities became very sig-
nificant (that is, $3 trillion). On the other hand, the supply of long-term investment
capital decreased. This was in a period in which President Reagan’s Republican ad-
ministration successfully reduced federal domestic programs, many state and local
areas experienced tax revolts that limited their government revenue, and the national
economy experienced the worst recession since the Great Depression. This left state
and local governments with debt as the only alternative in a very unstable credit mar-
ket in which traditional debt instruments were inadequate.

Both the recession and legal changes instituted by the Reagan administration af-
fected the municipal bond market. As a counter to high inflation rates prior to the re-
cession, the Federal Reserve System imposed extremely restrictive monetary policies.
That, combined with the Republican administration’s massive vearly deficits, produced
record high interest rates, which came down slowly when economic recovery started.
Changes that the congress enacted in the Economic Recovery Tax Act of 1981 (ERTA)
contributed to the higher interest rates. The act reduced the incentive for persons in
higher tax brackets to use the municipal bond tax shelter and expanded other income-
sheltering opportunities (for example, Individual Retirement Accounts and All Savers
Certificates). In addition, ERTA permitted firms to sell tax benefits to the highest bid-
ders, which created billions of dollars of alternative tax shelter investment opportuni-
ties and significantly lowered corporate income tax revenues, Further, the Investment
Tax Credit (ITC) and Accelerated Cost Recovery Schedules (ACRS) enhanced the
after-tax rate of return on private investment, thus lessening the need for tax shelters be-
cause less income was taxable, The 1982 Federal Tax Act (TEFRA) further chan ged the
municipal security market by the partial removal of the deductibility of bank interest
costs used to finance tax-exempt securities and the requirement that investors must reg-
ister all of their new municipal bonds. The latter change was extremely significant, as
coupon bonds were very popular among investors,
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The biggest influence on the market, however, was the poor economy. This cre-
ated lower business and individual profits, which had less need for municipal bondg
as tax shelters. Given those environmental factors, the character of the municipal
bond market changed radically. Demand for tax-exempt bonds by the two major in-
stitutional investors, namely commercial banks and casualty insurance companies,
practically evaporated after 1979. The tax-exempt market reacted by stressing and
more aggressively marketing bonds to individual investors, The percentage of bonds
held by individual and mutual funds in the tax-exempt market shot up in 1981 and
1982. This was particularly true for short-term tax-exempt paper, which appealed tp
the money market mutual funds. During 1981, tax-exempt money market holdings
grew by $3 billion, which represented an increase of approximately three-fourths. By
the end of 1982, there were $13.2 billion in aggregate holdings.

The preceding factors, plus the extensive use of private-purpose tax-exempt
borrowing, narrowed the gap between the tax-exempt and taxable markets, with the
notable exception of the short-term market. Historically, tax -exempt interest rates ran
from 65 to 70 percent less than comparable taxable bond yields. In 1981 and 1982,
the spread shifted to 80 to 85 percent. This meant that the arbitrage advantage did not
result automatically in lower bond interest charges for local and state governments,
The cost of borrowing for long-term issues was about the same for government as the
private sector. This radical change was partially the result of industrial revenue bonds
that induced their extensive and scattered defaults (for example, Washington Public
Power Supply System) and shook investor confidence in revenue bonds. The result
was higher tax-exempt borrowing rates.

The Tax Reform Act of 1986 brought significant changes to municipal debt of
which the most notable was the diminishing of total dollar volume of new issues from
over $220 billion in 1985 to about $100 billion in 1987. Most of the decline was in
nongovernmental or private activity bonds due to the legal constraints of the Tax Re-
form Act. But even in governmental purpose bonds, the government policy changes
lowered borrowing to pre-1985 rush levels to avoid the 1986 legal changes and the
stronger arbitrage earning limitations of the 1986 law that sapped demand. For those
governments that did borrow after 1986, they found lower interest rates with a spread
of a little over 80 percent from taxable securities. John Peterson’s (1988) work offers
a still timely summary of the impact of the 1986 act as follows:

* Government could finance fewer projects on a tax-exempt basis because of the restraints
placed on borrowing, especially involving nongovernmental entities.

* The legal changes meant that the municipal market became fragmented and complicated
by the varying tax treatments for different classes of bonds.

* Fewer opportunities then existed to earn arbitrage income by investing bond proceeds.

* Currently, there were more burdensome procedures that surrounded the issuance process.

* There was stiffer competition among underwriters and thus lower profits and fewer
firms existed because there were fewer deals and constraints on flotation costs.

* The low ebb of institutional investor demand meant that the individual investor became
supreme in the tax-exempt market.

= Little likelihood existed that there would be a relaxation of federal restrictions and a re-
turn to rapid tax-exempt market growth,
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The Tax Reform Act of 1986 created a new security called the taxable munici-

| pal bond with the likely buyers being households influenced by the federal alterna-

tive minimum income tax. Unfortunately, market buyers linked 42 percent of the
early issues indirectly to the junk bond crisis associated with the then-famous secu-
rities fraud of Mr. Ivan Boesky. Despite the early problems, a weak market came into
existence for this new security. However, interest rates were significantly higher and
even higher than corporate bonds with comparable pledges.

The Tax Reform Act of 1986 also brought other significant changes to munici-
pal debt. Congress severely limited the use of tax-exempt bonds to finance “essential”
or “public purpose” projects as defined in the legislation. Thus, “private purpose”
projects and programs (such as loans to farms and small businesses) had to turn to the
new taxable municipal bonds for funding. John E. Peterson estimated that the new
market was 15 percent or higher than the dollar value of municipal securities. With
the post-1986 federal caps (that is, limits) on industrial development bonds, the per-
centage was sometimes higher. The likely buyers of these new taxable municipal
bonds were houscholds that the federal alternative minimum income tax influenced.

After strong initial interest in these new securities, issuers and investors balked,
Investors felt the new and sometimes gimmicky nature of the early issues increased
general investor concern about the subsequent demand for the taxable municipal
bonds. Despite these early problems, market analysts expected the market to grow, For
example, foreign investors, especially the Japanese at the time, became evident as they
sought investment diversification of their holdings when their own markets became
less desirable. This new set of important investors from abroad added the problem of
currency exchange to the already complex municipal securities market decisions.

There is a new world for the finance officer. At the beginning of the last cen-
tury, the municipal bond market was staid, straightforward, and conservative, Most
financing was general obligation (GO) debt, with a gradually increasing use of rev-
enue issues backed by either a user fee or a dedicated tax source. In 1960, total long-
term financing was approximately $7.5 billion, of which 70 percent was general
obligation. By 1975 non-GO debt accounted for 50 percent of the total new issues:
and by 1981 it accounted for 70 percent, a complete reversal of the 1960 situation.
During recession periods, GO debt financed only the most popular subjects (for ex-
ample, building of jails) because they alone would get voter referendum approval. In
November 1991, the electorate defeated more than half of the bond referendums. By

1999, non-GO debt comprised 64 percent of new issues.

One type of creative capital financing that governments have continued to use
since the 1980s is the zero coupon bonds (ZCBs). During the Reagan administration,
the Congress significantly changed the federal tax law twice. The first change
prompted creative and often complex local government bonding methods. The second
change essentially stopped the use of most of those same creative capital-financing
methods. ZCBs are bonds without current interest coupons that governments offer at
substantial discounts from par value and provide return to investors through accretion
in value at maturity. Thus, for example, governments sell them for $602 when issued
and investors redeem them in five years for $1,000. This approach has potential ap-
peal to investors earning between $50,000 and $100,000 as they are often looking for




30 Chapter 8 Capltal Budgeting and Debt Administration

retirement or college education financing. A package of ZCBs could provide these in-
vestors with the equivalent of a tax-free annuity stream that they would find favorably
compared with taxable alternatives. Exhibit 8-1 provides an example.

EXHIBIT 8-1 Tax-Exempt ZC “Annuity” Bonds

MATURITY AMOUNT AT PRICE TODAY FOR
(INYEARS) MATURITY ANNUITY PAYMENT EFFECTIVEYIELD
i $ 1,000 § 91573 9.00%
2 1,000 B30.58 9.50
3 1,000 T46.22 10.00
4 1,000 671.70 10.20
5 1,000 602.34 10.40
B 1,000 538.10 10.60
T 1,000 478 B9 10.80
8 1,000 424 58 11.00
9 1,000 ars.oe 11.20
10 1,000 329,99 11.40
11 1,000 289.28 11.60
12 1,000 262 .64 11.80
13 1,000 218.81 12.00
14 1,000 189.28 12.28
15 1,000 164.54 12.40
16 1,000 143.71 1250
17 1.000 125.28 12.60
18 1,000 109.01 12,70
19 1,000 95.52 12.75
20 1,000 83.62 12.80
§20.000 $7.585.84 11.76%
EQUIVALENT TAXABLE RETURNS:
50% Tax Rate £40,000 §7.585.84 26.11%
30% Tax Rate 28,710 7.585.84 18.16%

Source: Ronald Forbes and Edward Renshaw. "Tax-Exempt Zero Coupon Bonds.” In John E. Peterson and
Weshey P. Hough {eds.), Creative Capital Financing. Chicago: Municipal Finance Officers Association, 1982,
p. 153, Used by permission.
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 NONTRADITIONAL

‘The nontraditional ways to package bond issues more attractively include external
‘eredit supports, tax-exempt commercial paper, put option securities, original issue

discount bonds including ZCBs, variable rate securities, and leasing. These are means
to attract new or retain old investors in the tax-exempt market. With these instru-
ments, a negotiated sale may become superior to a competitive sale owing to the com-
plexity of this type of sale. Regardless, technical advice is important to obtain in
meeting the following purposes:

* targeting the investment vehicle toward a specific group of investors (those who have
money and have a preference that they can satisfy);

* designing the instrument features, such as where to place the pur option, what index to
employ in a variable rate, and how to construct a lease-purchase;

* formalizing agreements (this chapter will explain them later);
* timing the transaction; and
* considering objectively the alternative approaches,

The forms of external credit support include a bank line of credit, municipal
bond insurance, state credit assistance, and federal guarantees. A line of credit is a
contingent loan arrangement with a bank in which the bank agrees to lend funds re-
quired by the government for a fixed time period. The letter of credi (LOC) is an un-
conditional pledge of the bank’s credit to make principal and interest payments of a
specific amount and terms on an issuer’s debt. Both provide a guarantee that the back-
up arrangement will meet the bond issuer’s future liquidity requirements. Typically,
borrowers use them for smaller amounts with the size and type of issue generally un-
restricted; banks usually charge an annual fee for the LOC plus normal interest
charges on the principal. Especially related to LOC for American local governments
starting in the mid-1980s is the increased use of Japanese and European banks instead
of American banks. For example, Shelby County, Tennessee, negotiated successfully
with Sanwa Bank (a Japanese bank), resulting in Shelby County annually saving $1
million on loan costs. The bond insurance premium is a one-time, up-front fee.

The LOC can lower interest cost because the LOC substitutes the creditwor-
thiness of the bank. Also, LOC may be necessary in connection with other creative
capital financing devices (for example, put options). A major private insurance group
such as the Municipal Bond Insurance Association (MBIA) or the American Munic-
ipal Bond Assurance Corporation (AMBAC) can also assume the default risk of a
government for a specific fee. Exhibit 8-2 presents selected features of three major
private bond guarantee programs available to state and local governments.

Purchasing bond insurance should lower interest rates below the rate that a gov-
emment could obtain without insurance. Thus, bond insurance makes economic
sense when the local government’s bond rating is low. That calculation, using a pres-
ent value method, must exceed the premium cost. Typically, the insurance premium
accounts for 20 to 30 basis points (100 basis points equals | percent in interest), Is-
suers can have cost savings as high as 40 to 95 basis points for new bond issues. States
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EXHIBIT 8-2 Selected Features: Private Municipal Bond Guarantees

FEATURES THAT ISSUES MUST POSSESS TO BE ELIGIBLE FOR GUARANTEES

SIZE OF COST OF

TYPE OF ISSUE (IN QUALITY GUARANTEE (PD. AT
PROGRAM ISSUE MILLIONS) LIMITATIONS  TIME OF ISSUE)
AMBAC *GO's & Rev. $0.6-822.0 S&P BBB or #%~1%% of original

Bd. of existing  (tobprin. &int)  better principal and interast

facilitias
Indemnity GO's & Rev's  $0.6-522.0 none %%—3%% of original
Corp. (tot. prin. & int.) principal and inlerast
MBIA GO's & Utility £0.6-822.0 Generally, 1%—-2% of original
Fev. Bds, {prin. only) S&P BBB or principal only

battar

"With the exception of Indemnity Corp., all guaranitees are for new bond issues. (Indemnity Corp.
will also guaraniee portfolios of outstanding bonds.)

Source: Michae! O. Joehnk and David 5. Kidwedl. “Determining the Advantages and Disadvantages of Private
Municipal Bond Guaramees.” In John E. Patarson and Wesley C. Hough (eds.), Creative Capifal Financing.
Chicago: Municipal Finance Officers Association, 1983, p, 214, Lisad by permission.

can provide municipal credit assistance by guaranteeing local debt issues, much as a
private insurance company would do. States can act as a financial intermediate via a
state municipal bond bank and provide grants to subsidize local debt service require-
ments. Each activity can lower subjurisdiction interest and, possibly, administrative
costs. The last external source of support is the federal government, which routinely
provides guarantees in the areas of housing and urban renewal.

In 1971, insurance came into the municipal market and it has grown in use since
then. Insured municipal bonds were about 30 percent of the $41.1 billion of long-term
lax-exempt issues sold in the first four months of 1991. The percentage of insured mu-
nicipal bonds broke the 50 percent level in 1997, They tend to boost bond ratings and
thus lower interest rates for insuring municipal governments. The major municipal
bond insurers in order are Municipal Bond Investors Assurance Indemnity Corpora-
tion (MBIA), American Municipal Bond Assurance Company (AMBAC), Financial
Guaranty Insurance Company (FGIC), Bond Investors Guaranty (BIG), and Capital
Guaranty Insurance Company. Each firm rates most major issues for potential in-
vestors. If the municipality has insurance on an issue, then the rating company would
give the issue the highest rating possible because the risk factor of nonpayment would
be low. Either a good reputation in the bond market or having bond insurance can get
issuers of bonds lower interest costs because their bonds are more attractive to buy-
ers. Interestingly, insured bonds actually trade in prices closer to double-A bonds than
to uninsured triple-A bonds. In other words, insurance helps, but an earned triple-A is
better than a triple-A obtained by insurance. Not all insurance companies will result
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in the same cost advantage. In the pasi, the market gave MBIA insured bonds slightly
 lower yields, and FGIC and AMBAC backed bonds traded 5 to 10 basis points higher.

If the insurer’s rating slips, so does the rating of all issues that the company insures.
An interesting creative finance development is “loan-to-lender” financing,
which marries federally insured certificates of deposit to tax-exempt industrial revenue

~ bonds. A government issues an industrial tax-exempt revenue bond, with the proceeds

deposited in exchange for federally insured certificates of deposit with triple-A credit
ratings. Contractual obligation dedicates the proceeds, which result from negotiation
at the same rate and term as the industrial bonds, to make mortgage loans to third party
developers in order to finance publicly desired projects (for example, low income
housing). These increasingly popular instruments carry remarkably low interest rates.

Issuers can use tax-exempt commercial paper (TECP) for purposes similar to
those of TANs and BANS, but a bank line of credit, which enhances cash liquidity,
must support the paper. This new security increased in popularity when the federal
government exempted the interest earned from federal taxes. The variety of maturi-
ties available and the ready liquidity make TECP an especially convenient instru-
ment for those wishing (o tailor maturities to future needs. There is a drawback:
TECP has higher start-up and operating costs than traditional short-term instru-
ments have (for example, TANs and BANs). Thus, a government should have at
least $25 million of short-term borrowing a year to justify the high initial TECP
costs. If the government has large shori-term borrowing needs, TECP usually costs
less than traditional short-term instruments. However, the issuer should retire the
TECF when funds become available, and this may eliminate a government’s impor-
tant reinvestment earning opportunities. The latter can be an important source of lo-
cal revenue.

A put or tender option in the issue often can attract long-term investors as well
as take advantage of lower short-term interest rates. The tender option permits the in-
vestors to convert the investment to a shorter maturity, much as the call provision per-
mits the government to do the same. The pur option places liquidity demands on the
issuer; hence, an issuer needs a letter of credit. The investor can exercise a window pur,
or European option, once during a defined period. In contrast, the anniversary put, or
American option, allows investors to put their bonds back to the issuer periodically,
generally on a given date once every year. Other things being equal, investors should
value a 25-year bond with a five-year window put option higher than they would a tra-
ditional 25-year bond. The former represents a very strong protection against rising
rates and falling bond prices. In high interest periods, the option saves the issuer at least
275 basis points. Beside external liquidity support, the put option requires a remarket-
ing agreement with a bank or underwriter by which the investor exercises the option.

An original issue discount bond (OLD) is a long-term bond offered at a dis-
count of the stated par value. The return occurs through gradual accretion to the
bond’s maturity when par is met. This is in contrast to traditional bonds, with which
investors pay the par value to the municipality and receive back the principal plus the
stated interest by the time of maturity. The IRS treats the difference between the par
value and the purchase price as tax-exempt income. The “ultimate” original discount
bond is the ZCB explained earlier. Another type of bond is the compound interest
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bond (the market also calls it the municipal multiplier and capital appreciation bond),

interest that the security accumulated over the life
of the bond based on a semiannually compounded rate.

Variable rate securities attract investors who believe that market rates will cop-
tinue to rise and wish to maintain their investment capital value. Offering securitips
that have floating rates accomplishes this; the security ties the yield to a formulg
linked to some other market factor, such as the prevailing interest rate on treasury
notes. An added plus is the inclusion of 4 put option to increase liquidity as a trade-
off for lower interest charges. The key 1o this type of issue is the choice of indexes by
which the instrument determines the floating rates and the frequency with which the
instrument readjusts the rate.

A nondebt instrument that can accomplish the same purpose as a deb js the
lease. The various types of leases are the operating lease, the sale-leaseback, the safe-
harbor lease, and the leverage lease. In the past, a lease was merely an agreement be-
fween a government unit and a private owner for the use of property or services over
a period of time in exchange for rent or a fee. With creative capital financing, there
are much more complex lease agreements that take advantage of federal tax incen-
tives for private investment in capital goods. In a trye ar operating lease, a govern-
ment unit acquires the use of an asset, with a private investor having title, a 90 percent
equity investment (under IRS rules), and the use of a tax-exempt debt (for example,
an industrial bond) to cover the other 80 percent. Often the lease allows the govern-
ment to purchase the asset at fair market value or less when the lease expires. The re-
sult of this complex arrangement is remarkable, The private person can apply the
accelerated depreciation of the asset against his or her federal income tax as an ex-
pense item and still acquire an investment tax credit advantage at a lower lease raie
than the normal agreed-upon fair market value selling price.

A sale-leaseback, sometimes called g lease-purchase, involves the sale of gov-
cInment property to private investors, who receive tax advantages from the purchase
while leasing back the asset to the government for its use. The local Eovernment shares
the value of the tax benefit with a private party, with the “sale” proceeds used (o ren-
ovate the asset used by the government. In a safe-harbor lease, made possible by
ERTA, the government sells property (for example, mass transit vehicles) in a trai-
tional sale-leaseback, with the advantage that the private party sells the tax write-offs
to other private parties, thus reducing the federal taxes of the profit-making compa-
nies” taxes. At the end of the lease, the Eovernment can repurchase the asset for a nom-
inal amount. In & leverage lease, a third party finances a large purchase. The buyer
uses borrowed capital to purchase the asset leased to the local government. The local
government repays the lender with a tax-exempt interest and a security interest in the
property. Exhibits 8-3 and 84 present the government’s and the investor’s respective
advantages from a possible sale-leaseback using the new present value concept.

Financial analysts can also use two other ideas associated with creative capital
financing—warrants and small denomination bonds. The Municipal Assistance Cor-
poration’s February 1981 issue for the City of New York used the term "warrant” and
gave the term an additional meaning that this book explained under cash management
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EXHIBIT 8-3 Sale Leaseback from the Government Unit's Perspective

NET PRESENT
ANNUAL  15-YEARTOTAL VALUE @15%

Cost of Sale-Lease back
Financing Alternative:
(1) Lease Payments (net of 58,775,000 $4,4480 555
ground lease)
(2) Earnings from Escrow 1,650,000 836,660
Account (51 million invested
at 11%)
(3) Repurchase of Building at End
million less
:: Ln'il:?lisc:ndainq:‘ﬁr‘.1 ;55':-‘43:-1! ::munl} 150.1]_[][! _353[)9

{4) Met Cost of Sale-Leaseback $475,000 §7,275,000 $3,648,796

Cost of General Obligation Bond
Financing Alternative:
{5) Dabt Service if 34 Million, $525,895 57,888,425 $3,999,000

15-Year Bonds at 10% ware
issued

Savings from Sale-Leaseback:

(GO debt service less total cost of $351.203

sale-leaseback)

4 ' : Weslay C. Hough (eds.),
“John E. Peterson and Wesley C, Hough. “Leasing.” In John E _F‘gﬁemﬂn and (ed
gur:;ﬂa'-:re ;&;ﬂﬂfﬁ'naﬂcwg. Chicago: Municipal Finance Officers Association, 1983, p. 80, Used by permission,

in Chapter 7. Under this usage of the word, warrants are special cartiﬂcatc:; alrtuched
to bonds that permit investors to purchase future bonds u.t the same price and interes
as the original issue. This is usually referred to as an Gpﬂlﬂn to buy. The market treats
such certificates as bearer-redeemable securities that the investor can detach from the
original bonds and sell separately. 1 :

" Edward Anthony Lehan champions minimunicipal bonds, W.hfeh Zovernments
sell in $100, $500, and $1,000 par amounts rather than in the traditional $5.000 par
amount, He points out that they were successful when tl'lf?dl by lucall gr:vemment ur!d
that they give the added advantage of permitting Im?al citizens to invest directly in
their community, Financial managers model the minibonds, in some instances, after
the U.S. savings bonds, as they are essentially mini-ZCBs. :

One new public finance instrument added by the 1990s was certificates of par-
ticipation (COPs). COPs raise money without issuing debt per se as they are bas.ed
on lease-backed financing, thus, they avoid the need for refcrc_ndum approval. With
COPs, a government agrees with another entity, such as a l;aslqg company, to have
it acquire a capital item. The government then leases the capital item and me1 guvcn?-
ment considers the leasing fee as an operating expense rather than debt service, This
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market is primarily in California and used as a means to circumvent the California
Proposition 13-type limits. The market does not tend to support COPs used for any-
thing other than essential government purposes.

In the 1990s, a new type of financial instrument from the private sector started
to appear in the public sector market because of the higher volatility of short- and
longer-term rates and the desire to hedge the risk by both the issuers and investors of
government bonds. The financial community calls this new instrument derivatives
because they derive their price from other financial instruments. Derivatives have a
place in the public sector financial market, but there is also the distinct possibility that
improper judgment on the part of government financial managers can mean massive
financial losses in the millions and billions of dollars.

Financial derivatives include forwards, futures, options, and swaps. They relate
to stock, bonds, interest rates, and currencies; but in the public sector market, they are
mostly associated with bonds. Forwards, futures, and swaps are a commitment to ex-
change agreed-upon cash flows at a specific future at prices or rates determined in the
present. In contrast, an option provides a right but not an obligation to a future ex-
change again at a price or rate determined in the present. Thus, a financial derivative
can either result in large gains or losses depending on whether the investor guesses
correctly on the difference between the present and future price or rate commitment.

Financial engineering is the use of financial derivatives, typically, for risk man-
agement purposes. For example, investment experts can match the investor's require-
ments using derivatives to create the desired risk and provide the wanted return on
investment. Hedgers, especially government issuers of debt, like derivatives because
they use them to reduce their risk by using price or rate commitments to guard against
overcommitment in the primary financial decision. Another group of derivative
traders is speculators, who buy and sell derivatives not to reduce their risk but merely
to make profit. They buy when they believe the market underpriced futures or options
and sell when they believe the market overpriced futures or options. If this group of
traders guesses wrong and is a significant group of speculators, this group can make
or lose huge amounts of money. The third group of traders is arbitragers, who make
profit from relative improper pricing of financials. For example, bond futures prices
usually relate consistently with actual bond prices, but this need not be true. When
not true, an arbitrage opportunity may arise where arbitragers buy and simultaneously
sell futures when the bond futures prices are too high relative to the actual bond price.

Forwards, futures, options, and swaps have their respective advantages and dis-
advantages. Forwards are relatively simple to understand, and financial engineers use
them for short and medium terms (up to five years). However, they have inflexible
timing. Futures are more complex, and financial engineers use them for the short term
(less than a year) when they do not want to constrain the timing of the cash flow. The
more complex swap is a series of forward contracts that are longer term (many ex-
ceed ten years), are inflexible on timing, and are difficult to cancel or reverse. The
major advantage of options is that the holder can decide not to exercise the option
when the price or stipulated rate becomes unattractive.

Derivatives depend on the difference between the short- and long-term rates, the
inclusion of put or call provisions in the major financial instrument, and sometimes the

MET PRESENT VALUE
@ 15% (000's)
$3.421

141

29

307
226
148

_ 826
$1,200

8,479

$8,775
1,150
75
1,37
—355
850
$1,965

YEARS 15 TOTAL {000's)
5,000

1,150,000
565,273
1,164,727
—453 051*
$671,676

176,724

=-11,535

6,783,276
$165,189

14,727
71,470

$86,197

5,
565,273

YEAR 2

565,273
14,727

YEARS 3-14
£585,000 $585,000 $7,020,000 $585,000
77,667
950,000

$1.042,304

£3,850,000 Industrial Revenue Bond

$5,000,000
$1,150,000 investor Equity
YEAR 1

Source: John E. Peterson and Weslay C. Hough. "Leasing.” In John E. Peterson and Wasley C. Hough (eds.), Creative Capital Financing. Chicago: Municipal Finance Officers

Association, 1983, p. 88, Used by permission,

**Tax on income after deductions for straight-line depreciation, administrative expenses, and interest paid on IRB.

{ncome before taxes plus tax advantages)
*Includes capital gains tax.

Tax Liability or Savings at 505
Total Return on Investment after Taxes

Bracket**

Sala Price at End of Lease
Administrative Expense

Total Price to Invesiors:
Debl Service on IDB

Sources of Funds:
(A) Operating Expenses

Rental Incomme
income before Taxes

(B) Tax Advantages

Investment Tax Credit
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use of variable rate bonds. Swaps are an agreement between the issuer and a third party
(the financial community calls it a counterparty) to exchange interest but not princi-
pal payments on an existing debt. Often they are the swap of fixed-rate payments for
variable rate and thus the issuer hedges against losses when variable rates move up or
“fix out,” giving the issuer more peace of mind.

Floaters and inverse floaters are even more complex derivative innovations that
isolate a portion of the interest rale payments on an otherwise plain vanilla fixed
bond-rate bond. For example, the issuer strips away the interest payments and sells
them separately o two sets of purchasers who take bear and bull positions, depend-
ing on how the interest rates behave. The bear receives a floating rate payment based
on a market index and the bull takes the rest, creating an inverse floating security.
When interest rates go up, the bear receives more interest rates at the expense of the
bull, and vice versa when rates go down. In either case, the issuer continues to pay
the fixed rate. Thus, the risk taker is the investor and not the issuer. Giving the investor
this flexibility to buy bear or bull positions means that the investor's rewards can be
greater, but of course investors can lose serious money if their judgments are poor.

As mentioned earlier, financial derivatives are sophisticated, complex, and
dangerous, Thus, government financial managers must use them with utmost cau-
tion. Clearly, the use of government derivatives as an issuer is a better risk situation
than when a government acts as an investor in cash management or pension fund
management situations. In fact, the use of derivatives in cash management situations
is rarely if ever appropriate given their need for low risk investments. In pension fund
management, the manager can assume a higher risk, but even here derivatives should
be a small portion of the investment portfolio. A dramatic example of the danger of
derivatives is the bankruptcy of Orange County, California, in the mid-1990s, At its
high point in 1991 10 1994, Orange County cash managed over $7 billion per year of
its money and the money of other local governments that pooled their investments
with Orange County. The county financial manager essentially bet most of the pori-
folio on an upward direction in interest rates, and they fell creating a $1.7 billion
shortfall. He did not have sufficient liquidity or short-term credit backup to cover the
losses, so the county petitioned for bankruptey under chapter nine of the U.S, bank-
ruptcy code,

Tests and Limits

At the local and state levels, potential investors, the investment community, and op-
position political leaders raise questions when policy makers contemplate an in-
crease in the local or state public debt. Sometimes a politician argues that no debt
is best. Others argue for debt by saying that their administration would substitute
capital for current expenditures such as labor costs and thus greatly increase the
service to the public without increasing taxes. Others argue that capital expendi-
tures benefit tomorrow’s taxpayers and paying a debt appropriately shifts the cost
of the project to future generations. Others use a more pragmatic test: if the gov-
ernment (1) can service the debt (that is, meet the payments as well as meet other
usual expenses of government) and (2) can refinance its debt through the market,
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then they find a debt acceptable. Servicing a debt can be a tremendous burden on a
community. A commonly used danger sign is when the debt service approaches 20
to 25 percent of the total budget. Few communities exceed this limit. Nationally,
the aggregate debt figures for state and local governments are less than 10 percent
of the total budgets.

The government debt situation in the United States is a mixed picture. For
state and local governments, it is generally quite good except for a few odd cases
like Orange County. Until the Clinton administration, there was reason for concemn
at the federal level as the debt service level was a significant portion of the yearly
expenditure. In the George W. Bush administration, there is a yearly deficit again.
The remarkable growth in the Clinton years reduced the debt service level as a per-
cent of yearly expenditures. Having a less net interest paid means policy makers
have more money for traditional government activities (for example, national de-
fense and domestic programs) or lowering taxes, In addition, because most of the
federal taxes are from lower-income people, payments of net interest on the debt
benefit upper-income Americans and foreign investors in U.S. bonds. Thus, low-
ering the debt payments makes more funds available to the middle- and lower-
income persons in America. The solution to a large long-term debt almost always
involves cutting or limiting the yearly increases in expenditures, raising taxes, and
sustaining and significantly increasing the national wealth over a long period of
time. In the George W. Bush administration, the policy shifted back to lowering
taxes and the yearly deficit reemerged.

Governments that have the most difficulty in financing their activities are
usually those experiencing weak economic growth. If an area grows economically,
then there is demand for borrowing because there is an improving tax base with
which to pay that debt. If the tax base shrinks and the cost of government in-
creases, then finance rating companies and the investors classify the government
as a weak financial risk. Thus, when the city later wishes to issue a debt, it is of
no interest to investors, meaning they may get no money or will pay a very high
interest rate for the debt. Another common problem is a state law that easily per-
mits local governments to issue tax-exempt bonds. For example, in the wake of
Proposition 13, legal changes in California made issuing general obligation bonds
difficult for communities, but vague criteria made it easy for special districts to
issue bonds. This situation combined with an economic recession drives the local
real estate market down and increases the likelihood that special districts will not
meet their debt payments.

Governments can have trouble refinancing their short-term debt. Usually, this
means that they find either retiring the short-term debt or refinancing it with another
short-term debt due in the next year impossible. These situations place pressure on
weaker governments when their refinancing needs are high and investor confidence
from the market is low. Weaker governments find themselves unable to pay off the
short-term debts, so default becomes a very real possibility in spite of the fact that
typically they can meet the interest payments. In managing a debit or acquiring a
loan, investors' views are significant. They are the ones who wish to buy government
bonds and almost always they want to invest in safe bonds or notes that will earn
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them a reasonable return on their investment. Although there are no ideal indicators,

investors do use the following indicators in making decisions:

*  Does the ratio of debt to full value exceed 10 percent?

with other governments?
What is the debt per capita? How does this compare with other governments?

What is the ratio of debt to personal income (per capita income)?
* What is the ratio of debt service to total budget?

Standard and Poor (a major bond rating firm) has developed a series of early
waming guidelines that municipalities should consider carefully in monitoring their

own financial operations. They are the following:

* current-year operating deficit;

* wo consecutive years of operating fund deficit;

current-year operating deficit that is larger than the prévious year's deficit;

a general fund deficit in the current position in the current-vear balance sheet:
a current general fund deficit (two or more years in the last five):

enues outstanding at the end of the fiscal year;

& two-year trend of increasing short-term debt outstanding at fiscal year end;
short-term interest and current-year debt service greater than 20 percent of total revenues:
* propeny taxes greater than 90 percent of the tax limit;

* debt outstanding greater than 90 percent of the tax limit;

total property tax collections less than 90 percent of total levy;

a trend of increasing tax collections during two consecutive years in a three-year trend;
declining market valuations during two consecutive years in a three-year rend:

* overall net debt ratio to percent higher than previous year; and

* overall net debt ratio 50 percent higher than four years ago.

The International City County Management Association has developed an an-
alytical tool called the Financial Trend Monitoring System (FTMS). It does not pro-
vide concrete answers as to whether a particular financial trend indicates a fiscal
problem, but it does help decision makers more objectively consider a local govern-
ment’s financial condition, As the reader can see from the Standard and Poor list of
indicators, evaluating a jurisdiction’s financial condition is difficult and no single in-
dicator tells the whole story, especially if the jurisdiction invests in derivatives. Some
indicators are more important than others, but the analysts cannot be sure which are
more important until they assemble all the key indicators. The FTMS has twelve fac-
tors with indicators for each factor. The six financial factors are revenues, expendi-
tures, operating position, debt structure, unfunded liabilities, and condition of the
capital plant. The five environmental factors are community needs and resources, ex-
ternal economic conditions, intergovernmental constraints, natural disasters and
emergencies, and political culture. The twelfth factor is legislative policies and man-

What is the ratio of debt to market value of the real property? How does that COMmpare

short-term debt (other than BAN) greater than 5 percent of main operating fund rev-
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‘agement practices. The FTMS groups the indicators by factors, using historica] pro-
files for each indicator.

Exhibit 8-5 illustrates that state constitutions and laws do establish artific;q)

debt limits. They vary greatly from state to state as well as by type of local goyer,.
ment. Typically, they express the limit as a percent of the property tax base, Ofjen
state laws add provisions so those jurisdictions that tax the same citizens have |gye,
limits. This avoids greater taxpayer liabilities for citizens from two or more OVerlap-
ping jurisdictions. Also state laws sometimes establish artificial limits based op e
tax imposed for servicing the debt. Another common state limitation is the Procedyral
requirement calling for a referendum on long-term indebtedness bond issues,
Investors treat revenue bonds much like private corporation bonds. State lay, of.
ten does not prescribe limits and the market establishes the limits. Investors €Xamine

forecasts of income to ensure local governments will meet their debt services ang the
investors’ investments are safe.

LOOKING BACK FOR FUTURE LESSONS: SOME IMPORTANT CASES
New York City Financial Crisis

In April 1975, New York City hovered on the brink of default on its obligations With
help from New York State, the federal govemment, and others, it averted defayj; but
two significant consequences emerged after the crisis. The first was that state ang lo-
cal governments now paid higher interest rates. The second was the financia] com-
munity now required more elaborate financial disclosures.

The nation felt the effects of the New York crisis, and North Carolina is ope ex-
ample, In Southern City Kenneth Murray (1976, 6) reported that a study by the Mu-
nicipal Finance Officers Association (MFOA) showed “that the New York City
financial crisis already cost local governments in North Carolina $424,000 in fipq;.
year added interest costs on bonded indebtedness and 55.1 million total in ingepeg
over the life of municipal bonds issued in 1975

Exhibit 86 shows the credit rating change for New York City. Notice from
1965 to 1975 the remarkable drop to a low of Caa. Also note that since 1977 the
ing has improved. In the precrisis era, state and local governments sold their bonds
without revealing much about their financial situation. Since the crisis, investors e
demanded greater disclosure of facts about the community and bonds.

Washington State Public Power Supply System (WPPSS)

In 1983, the WPPSS defaulted on its revenue bonds because the revenue from the oy~
clear power electric generation did not meet debt service requirements. WPpgg da-
faulted on payments of 2.3 billion in bonds issued to finance two nuclegr wer
plants in the state of Washington. Epple and Spatt argued that the default of the
WPPSS raised that state’s general obligation borrowing costs. Because the

held the jurisdiction responsible for repayment of principal and interest of thig eV
enue bond default, potential GO bondholders viewed the revenue bond defayl; a5




EXHIBIT 8-5 State Debt Limitations of the 50 States
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Virginia 9,425,434,000 c = — 3,310,975,000 c =
Washington 7 or 8% of general Rev. cs — — g —
West Vinginia per ameandment G — per stalute s =
Wisconsin formula C X 10°% of G.F. S s
Wyaming 1% assessad value H — N . — —_
Puerto Rico Annual pmL = = 15% c — — 8 .
Codes: C ... Constitutional U . .. Unlimited
S._.. Sialutory N ... MNo debt allowed
E
= Souree: As adapted from Mational Association of State Budget Officers. Budge! Processes in Siales, Washington, DC: NASBO, 2002,
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EXHIBIT 58— Moody’s Rating for New York City

DATES RATINGS
07/85 Baa
05/68 Baai
1272 A
1075 Ba
10/75 Caa
o877 B
11/81 Bat
11/83 Baa
07/85 Baa1
na/a8 A
07/m3 Baa1
02/98 A3

Source:
WSMWMW. Uu:lhymﬂuion.cﬂyulm‘ﬁwﬂ,ﬂumudmmmmm-

ment, 2002,

ewc!em:c that the jurisdiction managed itself poorly. Epple and Spatt posited that rep-
sn;uon costs affect borrowing across all jurisdictions within a state when a local honﬁi
de Iauit occun Moreover, following years of contentious bankruptcy proceedi th

Jurisdiction did make some $500 million in payments to bondholders. el

Orange County, California

;‘he ;imr: mgmﬁcalnt ?ncal_gcvcmmr.m financial crisis was the Orange County situa-
on scue?Rd earlier in this chapter, Orange County, one of the wealthiest local gov-
emments in the world, defaulted on general obligation bonds. Prior to that tigme
&!ncncan local government, with very few exceptions, considered GO deht “sacred "
with governments going to great lengths to protect their GO bond rating. Dvernigh;
g:r::ght; Emnrz?pfﬁgﬁjﬁ?zwmles_ and Imditi:?nai financial emergency si gnals, whjcl'.[
b o o e » were inadequate in dealing with poor financial manage-
What are the consequences of Orange County? Fortunately, investors did not
::m t{J: t;-nesm[umpaj dearket. 1|.!|I'h11::h investors had considered about the safest place
3 - Hherest rates did not spike up, except for California issuers. Most of Orange
ounty bond investors were money market fund managers, and they reacted by either
hlu}rmg at par or by acquiring letters of credit or portfolio insurance with the permis-
sion of the US Security Exchange Commission, Fortunately, the bond fund m;: TS
m]d. oﬂl' their shares to investors because they realized that the Orange County m:i'an
family income was a full 20 percent higher than that of the state as a whole. Unfortu-
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pately, the county's voters rejected a half-cent increase in the county sales tax to ad-
dress the debt problem, but the county did divert other revenues to debt service, did
radically cut services (41 percent), and selectively did refinance portions of the debt.
Unlike when other cities fell into fiscal disgrace, California State government did noth-
ing due to its own weak fiscal situation and the antigovernment citizen attitude in the
state. One clear consequence is that Orange County and California taxpayers in gen-
eral shall pay many millions more for debt service for many years in the future,

Government Financial Emergencies
There are rather clear warning signs for a municipality that is in financial trouble:

* an operating fund revenue/expenditure imbalance in which current expenditures signif-
icantly exceed current revenues in one fiscal period {a well-managed government, un-
der some conditions such as an excessively large fund balance, could properly have this
type of imbalance);

* a consistent pattern of current expenditures exceeding current revenues by small
amounts for several years;

* an excess of current operating liabilities over current assets (a fund deficit);

* short-term operating loans outstanding at the conclusion of a fiscal year, the borrowing of
cash from restricted funds, or an increase in unpaid bills in lieu of short-term operating loans;

* g high and rising rate of property tax delinquency;

= a sudden substantial decrease in assessed values for unexpected reasons;

* an unfunded or underfunded pension liability, unless done over a long period of time
such as 40 years; and
= poor budgeting, accounting, and reporting.

Once the government recognizes that it has financial problems, it and the fi-
nancial community can consider financial management improvements. Typically, the
first major hurdle is the government's self-recognition that a problem exists. Acquir-
ing the courage to communicate that problem to the public including the financial
community is the second hurdle. The most common remedy is to eliminate the im-
balance between revenues and expenditures. Often, an appropriate remedy is to de-
velop safeguards against misuse of short-term operating funds. Another common
remedy could be to fund the retirement system adequately. Governments in trouble
must make significant improvements in their municipal accounting and reporting sys-
tems as they commonly do not have financial reporting systems that communicate
bad news to the key decision makers in a timely manner.

If self-remedies are ineffective, then governments in trouble and others can take
more significant steps. For example, some states create administrative bodies to assist
troubled local governments. If that is inadequate, the courts can demand that local gov-
ernments in trouble hire consultants such as Morgan Guarantee Trust and, if necessary,
they can arrange for direct agreements with creditors. This is usually adequate for tem-
porary or technical financial emergencies. If the problem continues, states sometimes
have the power to force special remedies on a local government. Agreements usually
undergo state review, approval, and supervision. The federal role is to provide a means
to devise financial adjustments, which a majority of the creditors approve.
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Under chapter 9 of the federal bankruptcy law, the government facing bank-
ruptcy must develop a plan of composition or financial adjustments. First, the eligi-
hle local government unit must file a voluntary petition for bankruptcy and a plan of
composition with the petition. Those holding 51 percent of the securities affected by
the plan must accept it. Upon filing, judges enter an order either approving or dis-
missing the plan. If approved, the resources of the debtor come within the jurisdie-
tion of the court and the court fixes a time and place for a hearing. The court gives
notice to the creditors, creditors and others can file answers, and the court holds the
hearing. After the hearing, the court may confirm a plan of composition that the cred-
itors involved in two-thirds of the aggregate amount accepted. The court may but sel-
dom does continue jurisdiction after the confirmation of the plan.

CAPITAL BUDGETING
Operating versus Capital Budgeting

Most local and state governments have two types of budgets: operating and capital.
The operating budget deals with everyday types of activities. The capital budget deals
with large expenditures for capital items. They differ in the nature of items that they
purchase, the methods of financing, and even the accompanying decision-making
process. In most instances, government depletes operating expenses in a single year.
Typically, capital items have long-range returns and useful life spans, are relatively
expensive, and have physical presence, such as a building, road, water supply system,
or sewage system. Fifty-six percent of American cities have a separate capital budget,
and 73 percent of cities over 100,000 have them. Over forty states have capital budg-
ets. Interestingly, the U.S. federal government does not have a capital budget, but the
U.S. General Accounting Office champions this reform strongly.

The most significant difference between operating and capital budgeting is the
method of financing. Governments finance capital budget items through borrowing,
but they can also fund them by saving money over a period of years for the capital item
or by using grants, special assessment, and the general revenue fund. Because govern-
ment debts are often complex and can create financial hardships if local governments
manage them incorrectly, state laws, not surprisingly, do establish debt limits (usually
associated with the assessed value of property). Also, states often require equalization
rales to ensure consistent treatment throughout each state. The debt limits vary from
state to state, and there are exceptions to the limit and application of equalization rates.

Some local governments shift as many expenses as possible from operating to
capital budgets. For example, in both West Point, Mississippi, and New York City, the
local governments called band uniforms capital budget items. This tendency can lead
to corruption of the concept of a capital item to such an extent that the government
has two operating budgets, with one financed through borrowing. That situation in
turn leads to overuse of bonding, greater government resources used for debt retire-
ment, and proportionately less money used to meet operating budget demands. Even-
tually, the debt can become large enough that a government cannot meet its payments,
and the community must face the possibility of management bankruptcy. Tradition-
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ally, government uses debt to finance items with a life expectancy that lasts as long
as the debt payments. The effect of this practice i:s_lﬂ limit the overuse of d:ln fi-
nancing and to make the debt more politically defensible as the future taxpayers iden-
tify how they benefit from the decision to finance tl‘m item by‘hnﬂwnng money.

In capital budgeting, planning and careful, deliberate actions are essential. Gov-
ernment needs planning to integrate the capital items with the remamdacr of the plhys.
ical structure in the community. Capital improvement plans are mseqm] to cnm:dmgm
the work by time, funding possibilities, and physical plans. If capital budgeting in-
volves a building, then the process of executing decisions involves study of the possi-
bilities, site selection and acquisition, and planning and -:Izsig:[ aswv_all as cunsm?n
financing. Delays translate to hi gher construction costs due w!nﬁmm. aspecu?n}r ris-
ing labor costs; thus, government must avoid delays. Also, t_.'.'!e n?cmasrnd operating and
maintenance expense incurred on account of the new facility is anr1lmpamnt ﬁ?pmr,
which government should consider in the planning phase. Communities have built fa-
cilities they cannot afford to operate or maintain (for example, stadiums).

Capital Facilities Planning

Governments can make decisions to add a public facility or make extensive r:::paj]-s
on the basis of understanding the needs of the community and the resources avm{ahle.
The best approach to identifying the resources is to inventory the existing publ;c fa-
cilities. The next step is to catalog the proposed public facilities. The kny facts in th¢
catalog include the location of the proposed fanil_ity. the year of construction, cost pri-
ority, project description, financing schedule, prior or Funk costs, propcﬂron of future
related fund requests, operating Ccosts, and savings in operating and m-ll.'l'lt.enmg
costs. Public managers can update their inventory and ﬁlo_z _of proposed projects at
least once a year to ensure that policy makers base ﬂuhdmsmmﬂnm[’mﬁ_
Making decisions on proposed projects is not easy, and managers ::a.n1md pol-
icy makers greatly if there are clear, detailed answers to the following questions:

« What is the relationship of the proposed project 10 the overall :i:vclupmmtn:;l:ciq?

. i i citizens and it will harm or inconvenience many
mjfg ::lﬂhm drr):?:mt construct the project? Which citizens will benefit or
hurt from the project? cxy

« Wil the proposed project replace a present wom-out service or structure or is it an ad-
ditional responsibility of government? oy

. project add m:pmpumrvalmnfﬂmmmusimmuing ue of city prop-
:’;1;1; mipuﬁnt;mm?ﬂw much will the city realize from the increase?

« Will the construction of the improvement add to the city's operation and maintenance
budget? How much?

s+ Wil the project increase the efficiency of performance? How much and whera? IWh,a[
cost savings will result? Will the project reduce the cost of performance for a particular
service? How much and where?

= Wil the project provide a service required for economic growth and development of the
municipality?

« [s the estimated cost of the improvement within the city's ability to pay?
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Ultimately, policy makers must decide and make their priorities. Sometimes
decision makers find analytical techniques such as cost-benefit analysis useful, byt
regardless of the techniques that policy makers employ, they cannot avoid making

judgments. Some communities use a point system to establish priorities. One scale
used 15 as follows:

* urgent (highest priority),

*  essential,

*  necessary,

*  desirable,

* acceptable, and

* deferrable (lowest priority).

Capital Budget Cycle

The budget cycle for capital budgeting is similar to the operating budget cycle. The
phases are identical. Government needs a capital budget call and calendar just as in
an operating budget. Government must collect detailed information such as the illus-
trations developed by Girard Miller for the Government Finance Officers Association
noted in this chapter's references,

Many governments prepare a multiyear capital improvement program each
year. This helps those relying on capital decisions to understand the likely physical fa-
cilities in the near future. Governments usually fund capital projects through borrow-
ing, grants, and sometimes the operating budget. The government formally approves
the capital improvement plan and passes an ordinance or law that clearly explains
what the government approved and the method of financing the program or project.

Policy makers and staff carefully review capital budgets, Both budget analysts
and planners review the plans for possible errors and potential problems. Govern-
ments hold public hearings commonly, especially if the government uses revenue-
sharing money to fund the capital budget. Careful consideration goes into deciding
the best financing plan. Ultimately, the official government policy-making unit, such
as the city council (and possibly even the electorate, if the law requires electoral ap-
proval of the bond issue) approves the capital budget.

Realities of Capital Budgeting

John P. Forrester empirically examined municipal capital budgeting in the United
States. Although most students of budgeting associate capital budgeting with eco-
nomic rational decision making as described earlier, political and managerial con-
cerns lace the actual process, as they do in operational budgeting. The Forrester
survey did link the CIP with capital budgeting, but some respondents said the linkage
did not exist in their city. Some said they used economic criteria, such as benefit-cost
analysis, to make their capital budget decisions, but others identified less rational
managerial and political factors. Alsa the respondents tended to separate capital and
operational budgeting, but when they made actual capital decisions they said their
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' short-term orientation and being identical budget actors with the operational budget

were the deciding factors, Although planning for such reasons as g:mnh and change
does influence the capital budget decision makers, more tmu:!mumfl and !'mman
budget policy criteria are more significant, with short-term considerations being the
most significant.

BONDING

Designing an Issue

Once a government decides to borrow money, it must go to the financial market with
a bond offering. The government must follow the bond disclosure_ruies of the lSecy-
rities and Exchange Commission (SEC), which apply only to bc-nd issues over $1 mil-
lion. Two approaches to bonding are possible: use competitive bidding or a?;fe a
negotiated sale to a specific underwriter. Often, gnw_smu_lents use competitive bidding
to seek the lowest bidder, especially in general obligation bonds; but revenue bonds
and very small general obligation bonds more ﬁu!uently employ negmat?d s.a.]m
Underwriters affect issuers” costs due to their differing profit spread and their ability
and willingness to locate investors to repurchase the. bonds. _ . .
Competitiveness tends to encourage underwriters fo lower their profit spre .
and try harder to locate investors. With negotiated sales, ﬁnaPcla] managers can tai-
lor issues to meet the unique needs designed for the spﬂﬂ?ﬁﬂ interests or pmfms
of a particular underwriter. This might mean that the particular mdammter might be
in a better position to offer a lower bid for the bonds. The following are six common
reasons for choosing a negotiated sale:

. it instrument may need such a sale to get customer interest. it

. ;o:;r;:n::ms are too I:::ga for only one syndicate to buy through compu_1m:.:;.

= Sometimes, a government has 4 low credit rating and they have no other l.::k.mme:

+ The issues arc very small, and there is no interest in suhruﬁmnq a cmnp:tmw bid. .
The securities market is very volatile, and the government will receive few competi-
tive bids. . ;

The issue is complex, and a negotiated bid can better deal with the complexity.

In public finance, one of the most enduring debates involves whether competi-
tive or negotiated sales best services the issuer’s interest blnef:ause ea;:h rnethﬂd has its
strengths and weaknesses, The major advantagelw -::nmpetaulve sa!es is thatit kef.ps _the
effective cost as low as possible, as history indicates especially in general ubh_gauon
and revenue bond issues. The second advantage is that the process is Upenlan-d t:alr, thus
precluding favoritism and lessening the chances of corruption. The major d{sad}ran-
tage to competitive sales is its creation of a risk premium in the undempter s bid to
compensate for uncertainty about market demand. Another dmud_v_anlage is the process
makes last minute timing and structural changes difficult. In addition, th:rc is minimal
control over the underwriter selection and bond dish'ibut_ion. The major &dvantagc of
negotiated sales is that the underwriter assists the issuer in preparing the issue for the
sale. More extensive presale marketing is possible, thus better gauging the market
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demand for the bonds, Unlike competitive sales, negotiated sales are more flexible angd
give the issuer greater potential influence over the underwriter selection and bond dis-
tribution. Under negotiated sales, pricing is less sub

ject to the rigors of competition,
thus requiring more issuer vigilance in terms of pricing, favoritism, and corruption,

If there is a choice, the issuer should systematically evaluate the following:

If the issuer is Jess familiar with the market, the presale marke
gotiated sales becomes significant,

The higher the quality of the credit, the less need there is for a negotiated sale.
If issuers’ control over underwriter selection or bond disiri bution
gotiated sale is best. However. the possibility of favoritism and ¢
these circumstances,

If the debt instrument is new and unfamiliar to the market, then a negotiated
If the issue size is unusually small or large, then a negotiated sale is wiser,

If unusual events or conditions surround the sale, the presale marketing of a negoriated
sale is important.

ting associated with na.

is important, then a ne-
orruption is stronger in

sale is wiser.

If neither competitive nor negotiated sales seem best, then there are alterna-
tives. The issuer can use the legal framework of a negotiated sale combined with pric-
ing the issue through the solicitation of bonds from aj] interested underwriters, This
approach provides the flexibility offered by the negotiated sale with the competition
of pricing offered by the competitive sale. Another alternative is to infuse competi-
tion in the negotiated sales by using the re
for proposal process in the selection of the underwriter. Hiring a financial advisor or
investment banker for on ly portions of the sale is a third alternative,

Regardless of the choice made, issuers must take responsibility for the issue as
the government is responsibile for the public’s interest. The issuer must understand
the likely demand level of the bond and focus on the total financing cost.
expertise is not adequate, then the
should not place blind faith in any
for each separate circumstance,

Issuers who must make the negotiated or competitive sales decision need to re-
flect carefully on the principal-agent ethical problem. The agent must reveal any ben-
efit he or she gets as a result of the principal-agent relationship to the principal. If not,
one type of principal-agent ethical problem exists, The agent owes the principal due
care, obedience, and loyalty or the agent has a conflict of interest. The underwriter in
a negotiated sale is an agent of the issuer, who must act solely for the public interest
rather than for personal or political self-interest or for the interest of any elected or
appointed officials.

Unfortunately, in some negotiated sales situations the fiduciary interest of the
public is of less importance than the relationship between the issuer and the under-
writer. For example, not withstanding the reality that competitive sajes usually result
in better interest rates for the issuer than negotiated sales, Oregon moved to 82 per-
cent negotiated sales for general obligation bonds sales within one year after the leg-
islature no longer required competitive bidding. The principal-agent problem arises
for several reasons. Sometimes a local government official’s concerns for his or her
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campaign fund contribution overrides the concern fur_ achieving |:_he iuweslt interest
rate on bond sales for his or her community, Underwriters are Imajnr cantnbutnrr? to
local and state government campaign funds. Sometimes the issuer to underwriter
working relationship is more important than low imerf:s.t rates, pnss:bly_ because un-
derwriters enhance that relationship with minor or major favors for the issuers.

Deciding Issue Details

Prior to publishing the invitation to bid, financial managers must make decisions on
the maturity, the size of the issue, the call terms, the pnnclspal and Interest return struc-
ture, the interest cost limit, and the option to reject the bids, plus a wide W.new u.f fi-
nancing considerations such as a put option and ZEB;.ICIommunty. a .ﬁnancla% advisor
helps government’s financial managers make these decisions, Maturities vary in length
and size. Sometimes they are thirty years, but more cnmmmllly they are twenty years
or less. Traditionally, the length of the maturity of the issue is no longer Lh_ar! the use-
ful life of the capital facility that is the reason for the issue. Issuers can divide sena]t
bonds on an approximately equal basis, but it is also pos sible to negotiate a deferral of
payments during the first two to five years, resulting in a large final payment (called a
ballogn). If the issue is simple, it is called plain vanilla bonds; the financial commu-
nity calls unusual or complicated bonds that require more effort to se%i story bonds.

" Ifthe issue appeals to the larger banking and security community, it should not
be less than $1 million; $4.2 million is a usual size, but issues of more than $100 mil.
lion do exist. The changing federal tax laws have shifted the makeup of the bond mar-
ket. For example, the alternative minimum tax has caused many banks to leave Lhe
bond market, If the insurance companies follow the banks, the market will consist
only of private households, which tend to be thf.' most vullaxi]r: group. .

Large issues require buyers to form syndicates, whu:h_ are temporary ﬁnamlznal
partnerships to buy and sell securities. The primary buyer is caiifle.‘l an underwriter,
which can be a syndicate. Eventually, these buyers sell the securities to groups and
even to other syndicates. The use of syndicates is commonplace. Interestingly, un-
derwriters sometimes make their complex miliion-du[]y agreements by phone in a
remarkably informal manner. If the issuer plans a negotiated sale, he or she must fo.
cus on the following:

* defining coupon interest rates so that an issue's yield curve will conform to the market
yield curve for the appropriate grade of security,

ensuring the underwriter involved will properly promate and place the bonds 50 as to get
the best possible price, and

selecting an acceptable level of underwriting Ccompensation.

Underwriters should know several weeks in advance that they will have a specific
product to sell. Thus, they can test the market and even change such things asa b{)l?d's
size to improve the bonds” marketability. The provisions in Lha bond offering are im-
portant. Together with the credit standing, they largely determine the ma_rketaml:typf
the issue. If many seek to invest in the security, then the government ¢an geta lower in-
terest rate. The variety of ways to structure the issue is remarkably complex. The key to




312 Chapter 8 Capital Budgeting and Debt Administration

the decision is to structure the issue to achieve the lowest price and other benefits for
the government. The real cost of interest payments depends on the time value of money,
The future dollar is worth less to the investor than near-term dollar. To accommodate
the common preference for shorter-term maturity bonds, the issuer can design “front-
loaded"” bonds that give high coupon rates on short-maturity bonds, Another consider-
ation is that buyers seek specific maturities that are similar to what the market finds
attractive, Thus, coupon rates should enable the market to sell bonds at or near their par

value. If this occurs, the financial community calls them efficient. If they are not effi-
cient, then underwriters would have to resell bonds at prices that are substantially above
or below their par value. Such a requirement typically makes such sales difficult and
sometimes costly to the underwriter. Thus, in designing an issue an issuer wants an “ef-
ficient" coupon rate.

For most bidders, the fact that there is a tax advantage for municipal bonds is
significant, but taxable government bonds do exist. Exhibit 8-7 illustrates the im-
portance of municipal bonds across tax brackets. In nontaxable bonds, the interest in-
come is exempt from federal income taxation and is often exempt from the income

EXHIBIT 8-7 Advantage of Municipal Bonds Across Tax Brackets

2001 FEDERAL INCOME TAX RATES

Tax Bracket 28% N% 6% 39.6%
Singla

§27.050-65550 $65551-136,750 §136,751-207,350 $297,351 and up

Joinit $45200-108.250 $109.251-166,500 $166,501-297,350 $297,351 and up
Tax-Exampt Yield% TAXABLE EQUIVALENT YIELD (%)
4.00 5.55 5.80 6.25 6.62
450 8.25 652 703 7.45
5.00 B.84 735 781 8.28
5.50 7.64 7.97 8.58 811
.00 833 a7 9.38 bo3
6.50 8.02 8.42 10.16 10.76

+ Find the appropriate return (single or joint).
+ Detarmina your income tax bracket by finding your taxable income category.

+ |nyour tax-bracket column, identify the taxable equivalent yield for sach of the tax-axempt yields
in the far left column,

For example, an investor in the 26 percent federal tax bracket would have to earn a 6.84 percent
yiedd from & taxabile bord 10 malch a 5.00 percent yield from a tax-exampt bond. For residents of those
states with state income taxes, the advantage of investing in municipais may be even further enhanced.

Source: Morgan and Stanbey at hitpdwww morganstaneyindividual commarkets/bondeeniesischool/
insuredipal, 2002, Usad by permission.

Chapter 8 wmmmmmmm n

tax in the state of issue. In South Carolina v. Baker, the Supreme Court rjulcd that th:l
doctrine of reciprocal tax immunity does not ap;tl}r. but the Congress did not repe

federal laws revoking tax immunity. However, if a state or local government trlrz-
properly places the loaned proceeds in revenue-generating m\rcsuurnt1 s (for c:.:;‘]:?;:];
only for reinvestment purposes), then the Internal Revenue Service would e
bonds arbitrage and tax the interest income from the bond. ‘!‘ﬁthuul such a rule, loct

governments would take advantage of their unique lower ‘mtcrest r1at=_s to invest in
higher interest bearing bonds and make a profit from the difference in lnmmt1mes:

Bond-issuing governments use three basic mcl_hnds for awarding bond ME
to competing bidders, They are the unrestricted net interest cost IENIC] method,
net interest cost with constraints (NIC-C) method, m:u:l thc true interest cost (TIC)
method. Of the three, the newer TIC tends to minimize interest cgsts the b-;sl. The
NIC method looks at the total coupon interest payments ovVer the life of the issue. It
takes special account for the time value of money. Th'l:ls, this n‘mthud encourages I;Jdds-
ders to front-load their bids and produce inefficient bids that result in penalty yields.
NIC-C imposes constraints on the bidding process o OVErcome the shortcomings ;-,:
the NIC method. For example, the coupon rate on any particular bond, wl?lch must
at least as high as the rate on bonds having the shortest maturity, cstzubhshes & con-
straint. This constraint helps in terms of front-loading and_pcnalty yields, I:su_t it can
still result in bond issues awarded to bidders who do not bid the lowest true interest
cost among the bids submitted. In the TIC nwthod.lgwcmment evaluates the buﬂ:f
bids on the interest payments required in terms of their present value or present worth.
Many states have laws that do not permit the use of the TIC mﬂthad yet. -

The government can also consider other fa:_:tofs before it Pﬁm a bm%dd; e
government may wish to establish an interest cost limit to prmm_tt_nselt' fmm_bl that
are, as a group, unreasonable. In some circumstances, such ceﬂmg;s can raise c;rstsl;
especially when tax-exempt yields are very high for a pr?long::_d penud of time. Suc
ceilings force postponement of projects and thus possibly raise project costs even
higher. States are wiser to remove statutory interest rate c:ellmg.ﬂf or haw:l them in-
dexed. Governments sometimes add a stipulation that they cafn_mje-l::t all bids to fur-
ther protect themselves. In designing a bond issue, nrthrfr decxsu_ms include the l:{;:md
date, the place and time of sale, payment dates for prlnflip&l and mT:c?‘eﬁl. who will re-
ceive and read the bids, who will print the bonds to avoid counterfeiting and theft, and
what to do if the government receives no bids. ,

Many localgguvernmenls do not have the necessary expc:ruse to handle bond-
ing or special types of bonding. Thus, getting outside assistance is common, espe-
cially for complex issues. Some states provide financial advisory assistance, but
typically governments use private advisory services. The amount and degree ﬂ.f as-
sistance vary with the amount and kind of funding mnu:mplatﬂri. In m@mt&m&d.
full-faith-and-credit transactions, groups such as local cummercml‘ banks, investment
bankers, bond counsels, and state agencies may provide the services at n_m_dlrm or
minimum charge on negotiated sales. However, such services would be minimal, and
there might be the expectation that the private party wuu!d develop or protect an ad-
vantageous relationship. Often, the underwriter or potential underwriter can be help-
ful in suggesting approaches with a stronger market appeal.
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Services of financial advisors include developing a sale schedule, sizing and
structuning the issue, preparing the sale document, arranging for the rating, ¢oordi-
nating sale advertising, verifying bids/interest rates, and assisting with closing. Com-
monly, government pays financial advisors on a flat fee for services basis, byt
govemment can pay them based on the amount of the debt issued depending on stage
laws and industry practices. If done on the basis of the debt issue, the agreement with
the advisor states that payment is in terms of a dollar amount per note or bond issues
(for example, $.75 per $1,000 of the principal amount of the issue).

Some states permit pooling of debt issues of more than one local government
to reduce costs and enhance marketability of the bonds, A state bond bank assists lo-
cal governments to sell their debts. Since 1970, states like Vermont have created a
state authority to pool the debt of small communities into a single larger authority js-
sue. This permits the state to use its stronger credit to provide small communities ac-
cess to national credit markets at reduced borrowing costs. Given the large need for
government investments in infrastructure, state efforts to create infrastructure banks
give local jurisdictions a sustained and predictable bond proceed revenue for capital
improvements without burdening a state's own general obligation borrowing capac-
ity. Some states permit umbrella bond insurance programs, thus reducing the bond
risk and lowering borrowing costs.

Purchasers of bonds want assurance that the bond itself

fer not to check the public record themselves, Therefo
certify the following:

15 legal, and they pre-
re, they want a bond counsel 1o

the legal existence of the government offering the bond,
the propriety of authorization of the bond,
the correctness of the procedures that

. the government followed in the conduct of the sale,
the absence of litigation with respect to the validity of the bond issue, and
the correctness of the signatures on the bond,

This assurance carries more weight if the bond counsel commands w

ide respect
among investment bankers and investors.

Bond Prospectus, Notice of Sale, and Sale

Since the mid-1970s, investors require a more elaborate bond prospectus (see Exhibit
8—8). The prospectus is merely the information needed by investors to decide
or not they wish to invest in the bonds. Key information
cludes the following:

whether
in the prospectus often in-

* description of the bonds,

* security for the bonds,

* description of the government,

financial procedures pertinent to the issue,
fund revenues and disbursements,

* explanation of the fund's budget,

* local economic factors,
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EXHIBIT 8-8 Sample Bond Prospectus

PRELIMINARY OFFICIAL STATEMENT DATED APRIL 1, 2eQ
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