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MUNICIPAL BOND SYSTEM IN THE USA

INTRODUCTION·

WIth the new economIC pohcy and the ongoing fInancIal sector reforms in the
country, there is a growIng reahzatiOn of the need to enhance Investments In the

Infrastructure sector and Improve socIal sector proVISIOns WhIle the recent budget has
proVIded a vanety of incentives In thIS regard, the issue of detenoratIng urban enVIronment

has not receIved adequate pohcy attention.

In the past, urban envIronmental Infrastructure lIke water, sewerage and sohd waste

management has been conSIdered as a publIc service One of the main constraInts In
ImproVIng the quahty of urban infrastructure has been Inadequate resources along WIth low
capaCIty of urban local bodIes to absorb fInanCIally viable debt. ThIS reflects the low level
eqUlhbrium trap In whIch the urban authorities are trapped today, as eVIdent by a low level
of resources for urban infrastructure resultIng In a low level of servIces, leadIng to low
WIllIngness to pay for these services and hence, low cost recovery The low cost recovery
lImIts the rate of returns on these Investments and, therefore, they get VIewed as SOCIal

mvestments. The low return on envIronmental Infrastructure and the prevaIlmg problems of
muniCipal finance make It difficult to mobIlize addItIOnal resources for these critical

investments

On the other hand, with the onset of finanCIal reforms, tremendous opportumtIes eXIst
for tapping the capital market. However, due to the poor fiscal conditions of the local bodies
and past inefficienCIes, market image of the urban infrastructure sector is one of high nsks
and inadequate returns. It may, however, be argued that the turnaround of muniCIpal and

other service authonties can itself be aIded by creatmg greater opportunities for them to
access commerCial resources. This WIll prOVIde incentIves and a healthy competition among
urban local bodies to improve theIr market Image This may be done through a variety of
Institutional arrangements such as direct murucipal borrowing for larger finanCIally healthIer
authontIes, borrowing by speCIal purpose servIce enterprises or IndIrect access through
appropnate financial intermediaries and various other arrangements for attractmg dIrect
pnvate mvestment. These Options need to be assessed m VIew of the avaIlable mtemational
expenence and the potential and constramts existmg m the Indian context

One of the only countries In the world, where the use of capital markets to fInance
Investments In urban infrastructure has a long hIstOry spanmng over a century IS, the Uruted
States of America WhIle it is true that the IndIan context is very dIfferent, it would be useful
to draw lessons from thIS rich experience In evolving a municIpal credIt pohcy for IndIan
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cities. This paper attempts to do this by focusmg on the broad dimensions of the US bond
market and specifically identifying the nature of government support which has helped in Its
development Based on these, the last sectIOn also Identifies the major Issues for developing
a mUDlclpal bond system m India

US MUNICIPAL BOND MARKET:

The US municipal bond market has provided access to debt financmg for state and
local government entities for over a century and a half The size of the market IS large even
relative to the corporate secunties Dunng the 15 year penod from 1970, the dollar volume
of mUDlclpal debt issued was about double the Issuance of corporate debt dunng the same
penod (Lamb and Rappaport, 1987, p 3) The combmed volume of new Issues of long-term
muniCipal secuntIes was to the tune of $456 bIlhon dunng the years 1993 and 1994 The
total outstanding volume of debt IS estimated at $988 billion with over 1.5 milhon different
secuntles (McGoldnck, 1995 and Fabozzi et al 1995). Out of an estimated 83000 local
government or mUDlclpal entitles, over 50000 have Issued municipal secunties In addition,
several thousand publIc revenue authontIes are also,Issuers of mUDlclpal bonds The growth
of municipal debt from 1980 to 1994 has been at an annual compoundmg rate of 7 5 percent
per annum (Wong, 1995).

Legal Foundation of Bond Finance: It is important to realize that the legal foundation of
municipal borrowing through bonds IS dictated by the US constitution. 'The ability to mcur
debt, forms of debt and methods of repayment are clearly defmed by the constitution of each
of the fifty states' (Wong, 1995). Legal interpretations are expressed in the detaIled
governmental codes. For the general oblIgation bonds, as described below, the power to levy
taxes to repay the indebtedness are prescribed. In practical terms, the municipaltties must
levy taxes upon its citizens at such rates or amounts sufficient to pay the debt service (Wong,
1995)

Interestingly, however, the debt mcurred through issuance of revenue bonds is not
considered as indebtedness withm the meaning of constitutional proviSIOns The authority for
these IS denved from the 'special fund doctrzne' As the debt servicing is done through a
special fund, the issue of protection of the taxpayers from an extreme tax burden for debt
repayment, does not anse. ThIs fund is generally realized from direct user charges for
specific services During the eighties, as discussed below, a large proportion of the revenue
bonds In any case were issued by publIc revenue authorities.

Another Important aspect of the legislative concerns of the mUDlclpal bond system
relates to the tax exemption avaIlable for mterest mcome from municipal bonds As we
diSCUSS III greater detail later, this was derived from Judicial decisions based on the notIOn
of 'zntergovernmental tax lmmumty' However, more recent judgements have overruled this
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mterpretation, and therefore, constitutional protection is not available for tax exemption any

more.

It must also be recogmzed that besides the legislative baSIS for municipal borrowmg,

'there is a strong hIStOry of populIsm and local sovereignty m the U S that has (also)

encouraged municipal fmance' (McGoldrick, 1995) In general the American publIc prefers
to take local deCISIons on proVISIOn and mamtenance of CIty mfrastructure, rather than be

dIctated by the state or federal governments m thiS regard

Issuers of Municipal Bonds: Interestingly the term municipal bonds m the US IS a genenc
one, and refers to secunties Issued by state, county and ctty governments as well as a vanety

of speCIal assessment dIstricts and publIc revenue authontIes In fact, the share of CIty

governments in total debt Issuance IS about 20 percent Over the years, the share of public

revenue authontIes m total debt Issuance has mcreased dramatically and stood at 52 percent

m 1989 (Refer Table 1). These authonties often span across geographical areas which cross

several political boundanes They fmance, construct and delIver a vanety of publIc projects

and services, mcluding public power, water and waste water, housmg, hospItals, solId waste

management, etc. They provide the necessary structure WhICh enables greater efficlenc~ 10

serVIce proVISion, eaSIer reVision m tariff levels as reqUIred and the operations are taken out

of dIrect politIcal control

Type of Bonds: There are essentially two main types of bonds, which are dIstingUIshed on

the basis of 'how the repayment is secured' Over the years there has been a sigmficant ShIft

in the type of bonds issued, WIth the revenue bonds becoming far more popular

General ObligatIOn Bonds: These are issued by an elected local authority and are
backed by its 'full faith and credit' with all its taxing powers. Thus, all legally permined

taxmg and general revenues of the local authorities can be used for debt servicmg. In most
states there is a lunit on the total Issuance of such bonds. In addItion, the issue requires a

thorough assessment of the debt carrying capacity of the local authority based on factors such
as the annual debt servicing ratio, tax collectIOn efficiency, qualIty of the authority's fmanclal

management and the current and projected health of the junsdiction's economIC and tax base

Proceeds from these bonds are used largely for projects with lower returns lIke health,
educatIOn, recreation, streets, public buildmgs and general governance.

Revenue Bonds: These essentially rely on specified sources of revenue from facl1iues
or services which are financed from the bond proceeds Revenue bonds generally carry

strong covenants regardmg rate setting to meet the debt service coverage reqUIrements A
variety of speCial revenues streams and covenants for rates and debt servIce reserve are a part

of the revenue bond indenture Generally, subsequent revenue bonds by the same authomy
are issued at parity with the earlier outstandmg issues. They are treated as non- guaranteed
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Table 1
Municipal Borrowing by Type of Issuer and Type of Bonds
(Percent to total dollar value of long-term new Issue security at par)

1970

Issuer:

1989

States

Counties

Mumclpahtles

School DIstricts

SpecIal Districts

Statutory (Public
Revenue) Authontles

Total

Type of Bonds:

General Obligation
bonds

Revenue bonds

Total

Total volume of long term new issue security (in
billion $)

Source Based on Pubhc Secunties ASSOCiation (1991), P 57 and p 17

26.8

9.3

21 7

11.7

59

246

100.0

65.7

33.3

100.0

18.1

9.3

8.6

196

6.7

40

51.8

1000

299

70 1

1000

122.5
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Table 2

Indebtedness of State and Local Governments, 1987-88
By type of issuers and issues

Issuer General Revenue Total Share in total issues
agencyIgovt Obligation Bonds

Bonds GO Revenue Total

Bonds Bonds

State 24.7 75.3 1000 323 39.3 37 3
(275 4)

County 286 71.4 1000 136 135 136
(1002)

Municipal 32.6 67.4 1000 286 236 250
(184 9)

Special Dis 99 90.1 1000 63 230 18 3
PublIc (135 0)
Revenue
Authonty

Other 92.9 7.1 1000 192 0.6 59
(43 7)

Total 28.6 71.4 100.0 100.0 100.0 100.0
(739.2)

Source: Mikesell (1992), p.403

Note' FIgures m the parenthesIs are total outstanding debt In $ bIllIon

debt and, therefore, not mcluded in the statutory lunIts on local borrowing. These bonds have
been more commonly issued by special publIc revenue authoritIes, backed by the speCIfic
service linked revenue streams I Some, however, use speCially pledged taxes lIke sales or

One of the commonly used revenue authonties are the SpeCIal Assessment DIstncts (SADs) There are
two types of SADs found In the US. The first IS not a separate governmental entlty and are estabhshed
pnmanly for finanCIng mfrastructure whIch proVIdes speCIal benefits "The term speCIal refers to the
fact that the dIstnct IS used to finance mfrastructure that prOVIdes pnmanly local or speCIal benefits
to a small group of people or property rather than general benefits to a whole CIty, commumty, or
regIOn .. Such SpecIal dlstncts may be estabhshed for new development areas or for Improvement or
renewal m eXlstmg areas The second type SADs are separate government entltIes estabhshed to
proVIde a SIngle or 'SpecIal' servIce It has ItS own governmg body and IS dlstmgmshed from CIty
governments only to the extent that they proVIde only hmlted servIces Examples mclude water and
sewer distncts, transIt dlstncts and school dlstncts (Snyder and Stegman, 1989)
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fuel tax. In the initial years, some revenue bonds were provided an additional guarantee from
CIty government, backed up by Its general taxing powers These were referred as 'double
barreled' bonds and were especially used for projects which have commumty-wlde benefits
such as water and sewerage systems

Over the last two to three decades, the share of debt mobIlized through revenue
bonds has mcreased considerably Of the total debt, over 70 percent IS non-guaranteed or
essentially through the revenue bond route and Its share has grown considerably over the
years (Refer Table 1). ThIS has been largely due to the settmg up of many publIc revenue

authontles Another reason for thiS is that unlike general oblIgatIOn bonds, no voter
referendum is necessary for revenue bonds These bonds had also been extensively used for
fmancmg pnvate sector prOVIsIon of facditIes and mdustnal development However, thiS
particular usage IS now restncted, at least for bonds WIth tax exempt status The Tax Reform
Act of 1986, put lImits on the share of bond proceeds WhICh may be used to fmance non
governmental entities However, thIS IS still pOSSible for certain publIc serVIces lIke water and
sewerage faCIlIties

Use of Bond Proceeds: The total volume of mumclpal bonds Issuance in the US IS very
large, WIth the dollar volumes bemg twIce that of corporate debt during the eighties The
uses of bond proceeds are qUite vaned, and different for state versus local governments
Table 2 illustrates this clearly. Among local authorities, utilIties constitute almost one-fourth
of the total debt, with water servIces accounting for 12 2 percent for city governments
However, for state governments, the share is much higher for education and health related
borrowmg. Revenue bonds are used only for those facilities and services which have the
pOSSibility of defined user services and charges. For example, in 1992, the total new Issuance
for mfrastructure was estimated at $34.2 billion through revenue bonds. The share of usual
municipal environmental infrastructure including water, sewerage and sohd waste
management is around 30 percent (Department of Transportation, 1993). However, of the
total mumcipal debt issued in 1993 and 1994, about 9 to 12 percent was for water and
sewerage facilIties. (Refer Table 4). A large proportion of the primary debt issues are also
used for refinancing, influenced especially by the falling interest rate environment For
example, in 1993, of the total $338 billion2 of municipal debt issued, as much as $195 billion
(56 7 percent) was for refinancmg. This was mamly due to the mterest rates hlttmg a 20 year
low As evident from Table 4, the situatIOn changed in 1994, WIth the Federal government's
efforts to increase the rates as the total issuance dropped from $292 billIon in 1993 to $164
bdhon m 1994

2 In 1993, $291 9 bdlIon was ISSUed as long term debt (as reported m Table 4), and another $ 46 9
billIon was ISSUed as short term debt, totalhng to $ 388 8 bllhon (Wong, 1995)
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Table 3
Purpose of Long Term Debt of State and 'Local Governments in USA
(Percentage to total outstanding debt in 1987)

Purpose Issuing Authority

State Total Local* City Govt.

Utilities 5.7 23.7 25.1

Water 0.3 NA 12.2

Sewerage 1.2 29

Electnclty 3.0 95

TransIt 1.2 05

Other 94.3 76.3 74.9

EducatIon 15 5 9.9 22

HOSpItals 110 NA NA

HIghways 7.2 NA NA

Total 100.0 100.0 100.0

Value in Billions of $ 264.1 438.8 175.5

Source' Based on Mikesell (1991), p 404
Note: * Total local also includes, besIdes CIty government speCIal and school dIstncts and other tOwnShlpS

During the sixties and seventies, a variant of revenue bonds commonly referred to as
'Industnal Development Bonds', became qUIte popular. Under these, bond proceeds were
used to finance non-governmental or private sector activity largely for faCIlIties meant for
general economic development. The facilities were m most cases leased to private partIes and
the lease payments were used for debt servicing. It is thus also referred as 'on-behalf-of'
debt. Interestmgly, an analySIS of available eVIdence suggests that these bonds were more
likely to have problems related to delayed payments. In any case, severe restnctions on theIr
tax exempt status have now been placed on these bonds under the 1986 Tax Reform Act

Process of Issuance of Municipal Bonds: The process of Issumg municIpal bonds and the
related serVIces and regulatory requirements have developed over the years 10 the US In the
pnmary market, the process may be distmgUlshed in three stages, namely, pre-sale, sale and
clos1Og of bond issuance A vanety of actors are 1Ovolved in this process as illustrated 10

Table 5, Their roles vary at different stages and depending on the complexity of bond
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Table 4
Purpose of Primary Market Bond Issues
(Long Term Bonds)

Purpose Municipal Bond Volume

($ Billions in Par Value) Percentage to Total

1993 1994 1993 1994

ElectrIc Power 28.132 6423 96 39

EnVIronment Facihtles 12 125 8915 42 54

Water and Sewer Utilities 37 169 15 142 127 92

EducatIon 47.838 29712 164 18 1

Healthcare 31.964 16021 109 97

PublIc FacIhttes 16623 8.146 57 50

Housmg 14761 15.645 5 1 95

Industrial Development 8.369 7.162 29 44

Transportation 28.467 14500 97 88

Other Capital FaCIlities 66.569 42.761 22.8 260

Total 292.017 164.427 100.00 100 00

No. of Issues* 18110 14653

Credit Enhancement

Insurance 107.897 60230 36.9 366

Lme Of Credit 11 776 8.724 4.0 5 3

Source The Bond Buyer, as reported m Wong (1995)

* Number of Issues also mcludes short term bonds

structures and whether the bonds are Issued through a competItIve bid, sold through
negotIation or pnvately placed. FIgure 1 also illustrates these relatIonships

Pre-Sale Stage: The pre-sale stage of the bond Issuance is the longest perIod, lasting
anywhere from 1 to 5 years, depending on the size and complexIty of the issue It Includes
Internal project planning and approvals (1- 3 years), obtaining credIt ratIng and enhancement
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(3-6 months), preparation of official statement (2-4 months) and other documentation and the
structuring and marketing of the bond Issue (2-4 months), (Price, 1994). During the pre-sale
stage, the issuer IS dependent to a great extent on the professional servIces provided by

different consultants, especially, the bond counsel, financial advisor and other analysts for
market assessment etc. With theIr help the Issuer will be able to determine the volume of
bond financing required, follow the proper legal procedures for bond Issuance
(announcement, referendum, etc.), develop the prelImmary official statement and deCIde on

the structuring and design of bond Issues. ThIS would also mclude details of whether the
bonds will be Issued through a competitive bId, sold through negotiation or privately placed.

In eIther case, ratmg for the bond issue and any credIt enhancement arrangements are also
worked out It is necessary that the approprIate orders for the covenants built mto the bond
mdentures are also issued. The legal validIty and applIcabilIty of these covenants will also
need to be ascertained by the bond counsel. DuratIon of the pre-sale stage can vary
considerably, bemg very short for simple and commonly used structures, but runnmg mto
years when complex institutIOnal and credit enhancement structure are necessary It IS
necessary to prepare a prellmmary offiCIal statemenf at this stage which gives detaIls of the
issue as well as the issuer. The preliminary offIcial statement IS a draft document WhICh
provides a complete and accurate WrItten account whIch gIves adequate mformatIOn for the
mvestor to make an informed mvestment deCISIOn It must also contain a bond counsel's
opInion on the legality of the Issue.

Sale Stage' During the actual sale stage, the schedule of activity is well defmed. The period
generally is very short, not exceeding three to four weeks. The bond issue can be privately
placed or offered through a public issue. PrIvate placement is not very common and is used
only for small local issues. In a publIc offering, the issue is usually underwritten by
investment bankers or bond departments of commercial banks In many of the states it is
mandatory for general obligation bonds to be issued through a competitive bid. Under this
process, the issuer inVItes bids competitively in a time bound framework and selects the
lowest bid. On the other hand, in a negotiated sale, the issuer deals directly with a lead
underwrIter, who may also then be the financial advisor. Many of the state and local
governments require that a competitive bId is announced m a recogrnzed financial
publication. The preliminary official statement (POS) and an offering circular (whtch IS
largely used for marketing) are made avaIlable to all interested investors and sent to potentIal
underwriters (m a competitive bid), rating agencies and perhaps major institutional mvestors
before the scheduled sale. POS remaIns a draft document and is 'subject to amendment and
completIOn at the time of, and subsequent to sale and prior to the delIvery of the final
verSIOn ' In addition to the offiCIal statement, there are also reports from ratmg agenCIes
WhIch may be availed of by the underwriters and mvestors Over the last few years, the
market effiCIency has increased consIderably. The underwnters' gross spreads, WhICh were

3 Refer Table A3 for contents of a typical OffiCIal Statement
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in the regIOn of 3 percent have now been reduced to around 75 basis points (Wong, 1995).

Closing of Issue' Once the sale is completed, the results are published in the recognized
fmancial press The underwnters then also give the necessary mformatlOn for preparation of
the Fmal OffiCIal Statement (FOS) In a negotiated sale, thiS also mcludes mformatlOn
concerning the underwntmg spread, fees for dlstnbutlon and imtIal offermg prices After the
sale, there is also systematIc recordmg of related informatlOn. The mam basis for this IS
through a CUSIP number which is accorded to each umque issue (numbenng over 1.5
millIon now). The CUSIP ServIce Bureau keeps the copIes of offiCIal statements legal

0plntOn, etc. In addltlOn, several data base information servIces have informatlOn for issues

larger than $1 million. Bond Buyer a private firm also acts as a repository of all related
publIcatIOns for issues above $1 millIon Finally, the ratmg agencIes also review the ratmgs
of bonds throughout the lIfe of the issue

Security Structures for Municipal Bonds: The secunty for government oblIgatlOn bonds
essentIally comes from full faIth and credit of the Issumg government and IS thus backed up
Its taxmg powers as well as other revenues. On the other hand, as we noted above, revenue
bonds represent lImIted liabIlity and are thus not consIdered publIc debt of the government
Over the years, several security measures have been commonly used for revenue bonds, as
discussed below.

Source of Payment or Pledge of Revenues: The main underlymg basis of a revenue bond IS
that only a specific identified stream of revenues, and not the full faith and credIt of the
borrower, is used as a security. For this to be acceptable, the specific source of payment
needs to be very clearly identified, its legality needs to be ascertained and its relIabilIty and
adequacy also have to be ngorously assessed Further, In most cases some extent of
overcollateralization of revenues is used. For example, it is common to have a debt service
coverage ratio (after paying for operations and past debt servicing charges) of 1.10 to 1.25.

The type of revenues which are actually used 10 this regard vary considerably across
different sectors and agencies. For example, for water and sewerage, while It IS generally
the user charges whtch are used, these can also be further supported by other streams lIke
tax Increments resulting from property improvements or capacity allocation charges. In the
US, there are also examples of debt service surcharges on water or sewerage user charges
which have been approved on a prospective baSIS for new bond issues.4 The Important

4 For example, 10 New York, a For-Profit mvestor owned water utilIty, the Shorewood water
Corporation, mtroduced a debt servIce surcharge on customer water bIlls ThIs was explIcItly permItted
by the New York State Pubhc ServIce CormmsslOn, who were also the water utilIty rate regulators
ThIs permIssion was obtamed m advance of the bond sale, so that the Corporation was able to
demonstrate to potentIal lenders that It had the legal authonty to collect suffiCIent revenues to repay
the bonds
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Table S

Characteristics of Main Actors in the US Municipal Bond Market

Actor Main role

Mumclpal Issuer
Government

Pubhc Revenue Issuer
AuthOrity

Consultants Fmanclal AdVisor

For ProfessIOnal

Services

Bond Counsels

Engmeers and

Market Analysts

Dealer., Underwntmg

Secondary markets

Characteristics

Issue!> GO bonds dnd revenue bonds through mumclpal

enterpnses

Issue<; revenue bonds for speCific services like water,

sewerage, hOUSing, schools, etc

Provides consulting services to the Issuers for

preparation of offiCial statements gIVing findnclal detall<;

and Issue charactenstlcs

GIves opinIOn on the legal validity of bond Issues and
tax exempt status

To provIde the Issuer WIth feaslblhty studIes and

engmeenng reports

Underwnte bond Issues either through negotiated

sales or competitive bIds
Secuntles firms or speCIal dIVISIons of commercial

banks, form syndicates for large Issues

Market makers for secondary markets

Credtt Ratmg

AgenCIes

Paying Agents

Investors

Bond Insurance

AgenCies

Credit rating of mumclpal

bond Issues

Collection and payment of

princIpal and IDterest due

Invest ID mumclpal bonds

PrOVIde credit enhancement

through bond Insurance

A few estabhshed credIt rating agencIes WIth well

developed and market accepted credit ratmg systems

Also prOVIde information about the bond market on

an ongoing baSIS

PI!lce/firm where pnnclpal and interest for debt

servicing of mumclpal bonds are payable
Usually a deSIgnated bank: or the office of the

treasurer of the Issuer

Main mvestors Include households, property and

casualty msurance firms, and commercIal banks

Main mcentlve for mvestors IS the tax exempt status

of mumclpal secuntles

Four mam msurance firms proVide bond msurance to

about 25 percent of total Issues to help Improve

credIt rating

aspects here relate to both the legal power of the issuer to charge or receive these revenues
on a contmuing basis and, espeCIally for user charges, the rehabihty of market trends
assumed in projecting future revenues

An additional consideration which is important here IS to ensure that the revenue streams
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Table 6

Municipal Bond Volumes by Type of Offering, 1985

Type of Offering General Obligation Revenue Bonds Total
Bonds

Dollar Value:

COmpetItIve 453 62 162

Negotiated 542 91.1 81 7

Private Placement 0.5 2.7 2 1

Total 100.0 100 0 1000

(In MIllIons of dollars) 53.3 1555 208

Issues:

CompetitIve 76.8 114 364

NegotIated 31.2 807 587

Total 100.0 100.0 1000

(Number of Issues) 4344 5450 9794

Source. leMA - MIS Report, Vol 19, No 6, 1982

winch are pledged do not legally have other prIority claims. For example, if the conservancy
taxes are pledged for a new sewerage facilIty, these may already be subject to debt servIcmg
of earlIer outstanding debt or to meet expenses for solId waste removal. Interestingly, even
under the recent revisions in Bankruptcy legislation, is held that the speCIal revenues pledged
to bond holders can not be reached by the general credItors of a mumcipalIty. The recent

Amendment thus 'appears to insulate and segregate so-called 'special revenues' that secure
local government mumcipal revenue bonds m the event that the issumg mumcipalIty should
file for bankruptcy' (Fabozzi et.al., 1995, pp.172-173) 5

Flow of Funds Structure: The second important aspect of the security structure relates to the
order and tImmg of revenue flows through various accounting heads6 of the issuer The Bond

5

6

InterestIngly, dunng the penod 1980 to 1994, as many as 105 dIfferent authonttes with outstandmg
munIcIpal bonds had filed for bankruptcy under the Chapter 9 of the Bankruptcy Reform Act of 1978

In the US, most Issuers of munICipal bonds have a set of funds spec~fied to which the order of revenue
flows IS specified. For example, these Include debt service fund, maIntenance fund, debt sen Ice
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Resolution generally clearly sets forth the order in which the revenues generated by the
enterpnse will be allocated to vanous purposes Basically the revenues are first used to pay
for operations. After thIS, the flow of revenues to dIfferent funds needs to be specified. ThIs
first necessitates a clear and explicIt definition of dIfferent funds which are envisaged as a
part of the security structure. In the US mumcipal bond structures, the flow of revenues
generally is first for operatIons and regular maIntenance, followed by debt service, debt
servIce reserve fund, repaIr and replacement fund, depreciatIOn or any other desIgnated
funds Besides the order of flow, timing is also important as more frequent deposIts provIde
greater assurance and comfort to the investor. It may be also possible to dIStIngUISh between

semor and subordInate debt to enhance the credIt qualIty of the former. As the semor
secunties have the first claIm on the cash-flow and assets, this IS also akin to
overcollateralIzatIOn

The debt servIce reserve fund generally has suffICIent funds to cover annual debt
servIce charges, with often a debt service coverage covenant also applying to thIS fund. It
helps to ensure tImely payments and does not cover total default. The debt serVIce reserve
fund may be capitalized, either from the bond proceeds themselves (though thIS adds to the
total cost of funds) or from the prevIOUS reserves of the issuer (this would add to the total
borrowing requirements by redUCIng the share of issuer equity) As we discuss later, In many
of the states in USA, state level bond banks or revolVIng facilItIes use the state or federal
capital grants for creatIng such a debt reserve fund. Such arrangements help to leverage the
lImIted grant funds manifold

The actual flow of funds generally found in most municipal revenue bond structures
IS illustrated in Figure 2. ThIs represents a net revenue concept, where the operating
expendItures have the tITst priority on revenue incomes. However, in some cases a gross
revenue flow concept has also been used. ThIs, however, is not really advisable as it is
unlikely that future revenue incomes can be sustained without incurrmg the necessary
operating expenses

Rate, or User Charge, Covenants. As the cntical underlyIng feature of a revenue bond IS the
assumption of an adequate stream of revenues through a set of user charges, Investor concern
wIll be the greatest for this purpose. Thus, an Important covenant In all revenue bonds is for
maintaming the rates and charges at levels which ensure that net revenues are adequate for
debt servicing, generally with a coverage ratIo of 1.1 to 1.25 .

Additional-Bonds Test: Another important covenant relates to an additIonal bonds test WhICh
"prohIbIts an issuer from Issumg panty bonds unless certam -coverage reqUIrements WIth
respect to outstandmg and new debt are met. II The test may be applIed to historical or future

reserve fund, etc
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Figure 2
ILLUSTRATIVE FLOW OF FUNDS FOR REVENUE BONDS
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prOjected revenues, though the fonner are preferred by the rating agencies. In case of the

latter, the coverage reqUIrements may be enhanced

Other Related Covenants In addItion to the above more commonly used measures,
additIonal covenants have also been used In speCIfIC cases These may cover aspects lIke,
requirement to operate and maintain the faCIlIty and to proVIde casualty Insurance, lIst of
permItted investments for pledged funds, retention and allocatIOn of surpluses after meetmg
the speCIfied flow of funds as above, etc

Credit Rating and Enhancement: Most of the mumcipal bond Issues are rated by standard

credIt rating agencies. There are five leading agenCIes of WhICh the two prominent ones of
Standard and Poor's and Moody's command a very hIgh market share The ratIng analySIS
essentIally focuses on the questIons, 'i) what has the debtor pledged to pay and Ii) what IS
the probabilIty that he can fulfill this pledge " The analySIS differs conSIderably for the
General oblIgatIOn bonds and Revenue Bonds For the former, emphasis IS on three important
factors relating to a) economic base of the city/regIOn, b) SOCIal and political condItIons and
c) local govermnent debt and financial management, as well as budgetmg and accounting
procedures CredIt analySIS of the revenue bonds focuses on a) an economIc analysis of
demand for services (with the nature of analysis varymg for each serVIce), b) serVIce costs

and operating efficiency, c) finanCIal analysis of the Issuing authonty and d) legal protectIon
and safeguards for the investor.

Credit quality may be enhanced for a better ratmg through additional credIt
enhancement whIch generally come with a price tag. 7 In the US, this IS generally done either
through bond insurance or a bank's letter of credit (LOC).8 With the problems In the banking
mdustry, the shift is now towards a greater use of bond msurance. 9 Such insurance essentially
provides for timely payments of debt servicing in case the borrower IS unable to do so
Premiums for such bond insurance depend on quality, length, sIze and type of issue,
generally ranging from 0.10 to 1.0 percent of the Issue's total prinCIpal and interest 10 The

7

8

9

10

It needs to be pomted out that some of the measures discussed above In secunty structures, lIke debt
service reserve, additional bonds test, etc themselves can be conSidered as credit enhancement
measures

As we diSCUSS later, many state governments also prOVide credit enhancement, especially for the
smaller munICipal authontles. In the US, Credit enhancement for reSidential Mortgage backed secunty
IS also proVided through mortgage Insurance. This covers loan loss on a lImited basiS, rang10g on the
basiS of underly10g asset qUalIty BeSIdes the federal agenCIes lIke Fannie Mae, there are also pnvate
MBS lInked msurance now avaIlable.

Bond msurance IS also commonly referred to as finanCIal guarantee

The msurance premIUms on most bond InSurance programs are paid at the outset However, finanCial
guarantees are sometimes also avaIlable on an annual payment basis, With the cost be10g 10 the range
of 10 to 75 basiS pomts
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market for bond insurance is growmg, WIth over 40 percent of the long term issues being
insured by 1994 from only 3 percent in 1980. By pooling default rIsk, new-issue insurance
helps to improve the ratmgs and therefore, interest cost and market range for the bond Issues
It also becomes easier for the investors to assess the credit quality without any detaIled
analysis The insurance mdustry in the US comprIses of five leading companies and another
four smaller ones. Each firm has a 'AAA" rating and uses stringent credit analysis for all
issues They sometimes work with the borrowers or issue managers to enhance credIt quality
of specific Issues.

Importance of bond insurance m the US mcreased considerably followmg the two
major defaults on mUnIcipal bonds, one by New York City in 1975 and, second by the
Washmgton Public Power Supply System (WPPSS) in 1983 The New York City default
occurred due to financial dIfficulties. Even for the WPPSS default which was apparently on
legal grounds, as the courts ruled that "the particIpants were not authorIZed to enter into the
supply contracts and thus had no legal obligation to make the payments", the underlying
reason was fmancial problems (PSA, 1990).

Investors in the Bond Market: The investor base for muniCIpal bonds IS directly hnked to
therr tax exempt status The extent of exemption makes them more attractive investments for
those in the higher tax brackets. The main investor groups include households, mutual and
money market funds, commercial banks and property and casualty insurance companies.
PensIOn funds, despIte their long term sources, are not major mvestors as they already enjoy
a tax exempt status. Over the years, the importance of households dIrectly, and through
mutual funds, has increased considerably, mainly due to changes in tax benefits for other
investors, especially commercial banks (refer Table 7) Interest of individual mvestors IS
maintamed by not only the tax benefits, but also the possibility of liquidity in case of need.
This is ensured by a secondary market in these bonds, as we discuss below. This shift m
investor profile has led the municipal issuers to explore structures which bolster retail
demand. For example, Pierce et.al. (1989) describe the municipal minI bonds which have
been used in recent years for this purpose. As they point out besides the potential market
expansIOn, the mini bonds, which are largely bought by local residents, also help to generate
greater awareness regarding the need for and the process of financing local investments The
pOSItive public relations which result may make It easier to introduce the necessary rate
revIsions. Further with a good design, the minibonds can also help reduce the issuance costs
for municipal bonds.

SIZe of Bond Issues: Another important feature of the municipal bond mdustry, espeCIally
as contrasted with corporate seCUrIties, IS that It largely consists of smaller Issues. For
example, the Public SeCUrIties ASSOCIatIOn of the USA estimated that 'from 1980 to 1988,
an average of about 22 percent of municipal bond issues were for $1 milhon or less and that,
on average, 62 percent of all issues were for $5 mIllion or less.' At the same time, the bulk
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of the dollar volume of these securities was concentrated in larger issues, ranging between
$100 million to $200 milhon. Revenue bonds tend to be of a larger size with a median size
of around $ 10 mtlhon as compared to the $ 3 milhon medIan size for general obligation
bonds (Refer Table A2).

Table 7
Investor Profile for Municipal (state and local) Securities

Investor Percentage to total Investments

1980 1987 1994

Households 248 380 640

Mutual and Money 1.8 208 31.0
Market Funds

CommercIal 42.6 165 80

Banks

Property and Casualty 229 19 1 14 0

Insurance Compames

Others 7.9 15.6 3.0

Total 100.0 100.0 100.0

Source: Based on Mikesell (1991), p.424. for 1980 and 1987 and Wong (1995) for 1994.

Secondary Market in Municipal Bonds: There is a thriving secondary market in these
bonds which is estimated to be two to three times the volume traded in the pnmary markets
While no detailed statistics are available, "the Blue List published by Standard and Poor's
Corporation contains daily ltsting of over 16000 to 17000 municipal bonds, with an average
datly par volume of over $1.8 billion in 1994 (Wong,1995). Interestingly, despIte its size,
almost no secondary trading in municipal bonds IS done on any stock exchange Nor is there
a computenzed market place designed to capture at least a sIgnificant number of the trades
(PSA, 1990). The secondary market IS, however, supported by securities dealers and dealer
brokers through market making. All trading is done 'over-the-counter'. Very recently, from
1994, "a few major debt issuers such as Cahfomia and New York City have begun hstlOg
some of their outstanding municipal bonds on the New York Bond Exchange (a sub-set of
the New York Stock Exchange) to provide secondary market informatIon to indIVIdual
investor" (Wong, 1995).

An Important factor in the growth of the secondary market to very large volumes has
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been due to the technological changes, both due to the advent of the personal computers and

telecommunicatIOn networks which have aided efficiency In developing bond transactions and

addIng contemporaneity and transparency in pricIng. The traders are able to know the

consensus bid and ask prIces and size and price of the last filled order. TrackIng of pnce
movement IS now possible in minutes for a large number of individual securIties (Wong,

1995). Over the years, market development has been supported by market InformatIOn as
evident by the Blue List and Bond Buyer among others, which are publIshed on a regular

basis.

NATURE OF GOVERNMENT SUPPORT FOR BOND MARKET IN THE US:

WhIle a large number of pnvate sector actors are Involved in the US bond market,
It IS equally Important to emphaSize the governmental role In thiS process, as highlIghted In

Figure 1. The government role IS eVident In a variety of fiscal, regulatory measures as well
as technical assistance. Some of the important ones are discussed below

Income Tax Exemption Probably the most important government support to the municipal

bond system comes through tax exemptIOn for Income earned on municipal secuntIes Tax
exemption helps to attract a range of investor groups who benefit from it. The tax exempt

yield are comparable to taxable yields which are 2 to 5 percent higher depending on the tax

bracket and yield rate. Municipal authorities are also able to mobIlize funds at lower costs.

Interestingly, however, the basis for thiS exemptIOn is not related to attractIng

Investors but to the doctnne of 'mtergovernmental tax immumty' and the independence of the

local authorities under the federal system of government In 1895, the Supreme Court ruled
that "mterest on municipal securities was not subject to federal income taxation because a tax
on interest would impossibly burden state government and mterfere with its power to borrow
money." However, in the Sixteenth Amendment to the US Constitution m 1913, Congress
was given the powers to "lay and collect taxes on income, from whatever source denved"

Despite the wording, the intent of this legislatIOn was not to tax the income from muniCipal
securitIes and it has continued to enJoy some protection.

Over the last eight decades, there has been an ongoing debate concemmg the federal

restrictIons on municipal securities With several attempts by the Congress to remove the
protection of municipal securities from federal income tax. Over the past few years, two
slgmficant restrictions on tax exempt status have been put on arbitrage income and private
activity bonds. Under the 1986 Tax Reform Act, the law clearly distinguishes between
'publlc purpose and tax exempt' and 'pnvate purpose and taxable' type of debt While certaIn
pnvate activity bonds still receive a tax exempt status, there is an annuallnmt on such bonds
for tax exemption to the extent of the greater value between $50 per capita or $150 million
state cap (Mikesell, 1991). More significantly, however, another landmark Supreme Court
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Capitalization

Figure 3
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rulIng in 1988 overruled the earlier constitutional protectIon of municipal bond interest
Thus, tax exemptIon for municipal bonds does not come from constitutIonal protection any
more and will be dependent on the "political dynamIcs of the federal legislatIve process"

The rIsmg concern WIth Income tax exemptions for the US municIpal bonds is due to
at least three factors. FIrst is that the tax exemptIOn of these secunties inhIbIts mnovative
attempts at attracting private mvestment in this Infrastructure, even In the user fee supported

public enterpnses such as water districts. EspecIally following the 1896 tax refonus, private
investment would find It difficult to compete with the tax exempt rates This could of course

be resolved by extending the tax exempt status to publIc puq)Qse Infrastructure lIke water,
especially when the prices are governed by publIc regulatIon For example, in the State of
New Jersey, It IS pOSSIble to Issue tax exempt debt for Investor owned water utIlIties as long
as the rates are either set or approved by a governmental body hke the New Jersey Board
of Pubhc utihties (EPA, 1993) Proposals to support such measures have been debated in the
Congress also. There are many others who have argued for total removal of tax exempt
status. It is estImated that the tax exempt status on mumcipal bonds probably cost the federal
exchequer about $25.8 bIlhon in 1993. 11 Other proposals also Include taxable bonds
especially for upgradation of Infrastructure, where the federal government would reimburse
the local governments for the Interest difference, spread out over the life of the
renovations 12

The second reason for concern has been that major resource pools like the pension
funds are not being tapped as these do not benefit from the tax exemptIOn and, therefore, do
not favor these low interest securities. InnovatIve measures have been suggested for this also,
so that the pension funds can also be entIced into the mumcipal bond market (McGoldrick,
1995, p.26). The third area of concern has been that the tax exemption has led to
inefficiencies in the municipal bond market due to the market segmentation and makmg these
securities hIghly complex.

Credit Pooling Arrangements: Another form of state assistance has been in terms of a
variety of supports for pooling credit of smaller, and often weaker, municipalities. The two
maIn types of arrangements found m many US states are the State Bond Banks and State
Revolving Funds. In additIon, many local authonties also pool their bonds to maximIze the
scale economies, even without any explicit state supports

State Bond Banks In a number of states, state level bond banks have emerged to support the
borrowing by smaller (and weaker) municipalities who otherwIse find It dIfficult to tap the
capital market dIrectly A bond bank is essentially a state sponsored intermediary which

11

12

Based on a 1994 report by the CongreSSIonal Budget Office, as reported In McGoldrock (1995).

A proposal by the E. Regan of the Levy Institute as reported by McGoldnck, 1995
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borrows from the capital market, (often WIth some state credit enhancement support as
dIscussed later) and then onlends to participating local governments by purchasing their
bonds. These may be blind pools when specific projects have not been identified. In this case
the ratmg of bond will depend on the strength of the Bond Bank itself. Alternatively, several
Issues may be identifIed and the bonds issued specIfically for these. In some states, bond
bank seCUrItIes are backed by the state government. By pooling debt in thiS manner,
significant savings can be made through reduction m marketing costs and reduced spreads
due to higher ratmgs and larger Issue size (ICMA, 1983) In addItion, a much wIder mvestor
coverage becomes possible. In all states, WhICh have bond banks, local authorIties are also

free to tap the market directly. Many of the larger authorIties in fact can usually do as well,
or better, with their own bond issues (Johnson, 1995)

State Revolvmg Funds (SRF)' State Revolving Funds are SImIlar to the bond banks, except
that they are often at least partially capitahzed by specIfIc allocations by the state
governments or through the federal capital grants The SRFs are used to either provIde dIrect
loans to local authOrItIes or to refinance theIr debt Further, they are also used to provide
guarantee to local bond Issues, purchase insurance for these, to provide an interest rate buy
downs (funding the difference between the market rates on bonds and the 'affordable rates')
or to fund a debt service reserve to enhance the quality of theIr credIt. Many of the SRFs
also use the capItal grants to leverage further borrowmg from the market to considerably
augment the total SRF funds. Specific SRFs for water and sewerage systems have been
formed under the 1987 Clean Water Act, whereby the Congress authorized $8.4 bIllion to
capitalIze the SRF program with a 20 percent match by the state government, through grants
or bond Issues. States with greater fund needs have been aggressive with theIr SRFs. For
example, some states have even started to securitise their loans to local or revenue authorities
for further resource mobilization, as has been done by the Ohio Water Development
Authority (US Department of Transportation, 1993 and Peterson et.al. 1988). An additional
measure used by many SRFs is to provIde loans at blended interest rates by using the
capitalIzatIOn grants and the income from the debt servIce reserve fund for this purpose

Sub-state Credit Pools: In many of the US states, regional associations, state muniCIpal
leagues and other groups have created pooled loan programmes in order to lower the costs
of issumg bonds and enhance market access for themselves These also make it possible for
the partICIpating agencies to take advantage of new, more versatile fmancing techniques,
which would be dIfficult to support for single small agencies. In several states, such
muniCIpal associations have acted as pool organizers. They malnly support a team of experts
who can structure the pooled financing and at times also set up a specIal purpose entity to
issue bonds and to serve as a conduit to bring the mumclpal issues to market There IS

generally no cross liabIlity across mumclpal authorItIes as each is responsible only for debt
servlcmg of its own loan. Other credit enhancement measures lIke insurance, however, are
generally Jomtly purchased. Each borrowmg agency is charged its pro-rata share of the costs
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of issuance and insurance A variant of the sub-state credit pool IS also the use of special
assessment districts for issuing municipal bonds. In thiS, a facility is provided across several
political jurisdictions by declaring a special assessment district

State Level Technical Support: Besides enhancing the abilIty of smaller local authontles to
access bond financmg, state bond banks and other state level agencies also prOVide valuable
techmcal assistance to authorities. These services mclude feasibilIty studies preparatIOn of an
official statement which accompanies a bond issue and contains finanCial detaIls of the project
as well as detaIls of the bond offenng, and a legal opinion on the issue. In the state of North
CarolIna, even the sale of mumcipal bonds is done by a state level agency This agency,
formed in 1931, conducts the sale of all bonds for municipal and county governments and
local special dlstncts. ThiS arrangement enables close supervision of local funding plans,
technIcal assistance to local authorities and appropnate groupmg of Issues to maXimize
savmgs.

State Credit Enhancements: These enhancements for the municipal bonds essentially help
to Improve theIr credit rating and reduce borrowmg costs. While market ImtIatIves are more
common for such credit enhancements, as evident from the growth of bond insurance and
bank LOCs, state inItiatives have also been useful, especially for smaller authorities. State
guarantees have taken many forms, ranging from a state insurance fund in which the local
authonties make premium payments, to (in rare cases) the full faith and credit backmg of a
state government (Mikesell, 1991) The most common has, however, been the use of a debt
service reserve fund (DSRF), which is either funded by the State government, or its
replemshment, if necessary, is guaranteed by it. In the latter case, the state agrees to make
up any shortfall in the reserve fund resulting from the default or delay m repayment of a
loan. This IS often done with a state-aid intercept mechanism whereby the state transfers to
local authorities are diverted to loan repayments in case of a default. 13 The DSRF is often
overcollaterlized in case such a pledge or moral obligation from the state government is not
avaIlable. The interest earnings from such an overcollateralized reserve fund is used to
subsidize the loans to local governments which in tum lowers the borrowers' finanCIal burden
and financial risk (Fabozzi et.al , 1995, p 341).

Government Regulatory Role: UntIl the late seventies, the mumcipal securities industry was
exempted from the Secunties Act of 1933 and 1934 which regulated other securities markets
However, in 1975, separate legislation was passed by the Congress, under which the
MuniCipal Secunties Rule Making Board (MSRB) was formed as an mdependent self
regulatory organizatIOn The MSRB is composed of industry and publIc members and wntes

13 In thIS arrangement, tUlling problems IS an Important conSIderation 10 the determlOatlon of the credJl
enhanclOg qualIty For example, the loan repayment schedule has to be related tot eh state aId
dIsbursement schedule. WIthOut thIS, It IS likely that loan repayment becomes due after all the state aId
dIsbursement has already taken place (Fabozzi et aI , 1995, P 316).
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rules governing municipal bond market activities. Dealers and brokers must register with the
MSRB and the Securities Exchange Commission (SEC) to deal m municipal securities. The
MSRB has largely focused on the adequacy of voluntary disclosure practices, mechanisms
for storage and retrieval of municipal seCUrIties disclosure documentatIon and related
Information (PSA, 1990). There IS also a Government Accounting Standards Board (GASB)
which sets the standards for municipal accounting From the perspectIve of US municipal
bond system, the fund accountIng approach IS of great relevance to Investors and

underwriters, as it prOVIdes a mechanism to segregate the revenues, expendItures, and assets
of a project or service for which bonds have been issued from those of the government entIty
as a whole

SUMMARY:

WIth the recent worldwide trend in decentralIzatIon, there has been consIderable
Interest In the mumcipal bond system for financing urban Infrastructure requirements. ThIS
paper has reVIewed the US expenence hIghlIghtmg the key features WhICh WIll have
relevance m the context of India and other developing countrIes

The USA has the most well developed municipal bond system in the world WIth a

primary market volume of over $292 billion in 1993 and the total outstandmg municipal debt
nearing almost a trillion dollars. In the US, the last two decades have seen a tremendous

growth in the use of revenue bonds, as opposed to general obligation bonds with their share
Increasing from one-third in 1970 to over 70 percent by 1994. The key features of municipal
bonds In the US system are as follows;

1. Legal foundation for the GO debt issued by the local entities In the US is based on the
US constitution. 'The ability to incur debt, forms of debt and methods of repayment are
clearly defIned by the constItutIon of each of the fifty states' (Wong, 1995). Legal
interpretations are expressed in the detailed governmental codes However, the debt
issued through revenue bonds is not considered as indebtedness within the meamng of
constItutional provisions, but its authority is derived from the "special fund doctrine"
under the US Constitution The question of a potential levy of a very high level of taxes
does not arise, since the fund for servicing revenue bonds IS largely realized from dIrect
user charges for specific services.

11 A large proportion of revenue bonds are Issued by a variety of public revenue authorities
mcludmg municipal enterprises, water and sewer utilities, special assessment dlstncts,
business Improvement districts, etc. which are able to corporatlZe the service delIvery
and set the rates for user charges at appropnate levels more easIly

Iii Over the years, acceptable security structures have emerged, WhICh are based on the
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pledge of defined revenue streams. The revenue streams generally include user charges,
debt servIce surcharge on user charges, tax increments due to mfrastructure investments
or even assIgned taxes or revenues from the state or federal governments Additional
measures to enhance the credIt quality include,

A flow of funds structure giving the order of priority for the use revenues
. A debt serVIce reserve fund

overcollateraliztlOn of cash-flows with a debt service coverage ratIO of lito 1 25
Rate or user charge covenants,

. AddItional bonds test to ensure senIority of debt

Use of credit rating is common for most municIpal bonds Additional credit enhancement
IS available through bond msurance from pnvate companIes to provide fmanclal
guarantee By 1994, almost 40 percent of the new issue volume of mUnIcIpal bonds was
insured.

The mUnIcipal bond market is well developed The two mam partIcIpants, besIdes the
Issuers and investors mclude the dealers and bond counsels. Dealers are largely
mvestment banking firms or special municipal divisIOns in commercial banks , who
underwnte, trade and sell municipal bonds There were 770 registered dealers and 262
fmancial advIsors by 1994 (Wong, 1995). The second important group IS of the bond

counsels who opine on the legality and validIty of bond issues.

iv. The investor base for municipal bonds is dIrectly linked to their tax exempt status. The
extent of exemption makes them more attractive investments for those in the higher tax
brackets. The main investor groups include households, mutual and money market funds,
commercial banks and property and casualty insurance companies. Pension funds, despIte
their long term sources, are not major investors as they already enjoy a tax exempt
status. Over the years, the importance of households directly, and through mutual funds,
has increased considerably, mainly due to changes in tax benefits, which have reduced
theIr appeal for other mvestors, especially commercial banks

v. Many innovatIve arrangements like State Bond Banks and Revolving Funds 10 dIfferent
states to support the market access for smaller and weaker mUnIcIpal authonties or for
specific sectors like sewerage, through finanCIal intermediation, provision of financial
guarantees, etc

VI RegulatIon of the municipal bond mdustry IS done by the MUnIcipal SecuntIes Rule
Makmg Board, a self-regulatory organIZation as well the SecuritIes Exchange
CommIssion (SEC). Further in many states, PublIc UtIlIty CommiSSIons help to regulate
the service standards and tariff rates by both publIc and pnvate utilitIes
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The US experience outlined above, highlights the tremendous possibilitIes whIch exist
for integrating the infrastructure finance system WIth the capital market. However. it also
hIghlights the importance of bond structures based on adequate tariffs and rate covenants as
well as the market systems whIch have developed over the years. It IS clear that the
mfrastructure finance system in IndIa will need to be revamped in many ways It may also
reqUIre changes in legal and institutIOnal structures for borrowmg and servIce dehvery
Government support WIll be also necessary for capacity buildmg and approprIate mcentives

for developmg a more viable infrastructure fmance system which is both efficient and

eqUItable m the allocation of resources.
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Table A2
Municipal Bond Issues by Type and Size, 1985.
(Percent to total volume or number of Issues)

Ranges of Issue Size General Obhgatlon Revenue Bonds Total Issues
('000 dollars) Bonds

% % % % % %
Volume Number Volume Number Volume Number

0-499 02 113 00 20 o I 6 1

500-999 07 110 o I 30 02 65

1000-2499 3 1 226 06 110 1 3 16 1

2500-4999 52 183 1 7 136 26 157

5000-9999 86 15 0 49 194 58 175

OO-24999סס1 15 5 123 130 234 136 185

25000-49999 114 4 1 15 8 129 147 90

OO-99999סס5 149 27 185 78 176 56

>99999 404 26 454 69 441 50

All hsues 100 0 100 0 100 0 1000 100 0 100 0

Total dollar value III 5331 4344 15552 5450 20883 9794
$ mIllIons or
number of Issues

Source PublIc Securities AsSOCiatiOn, based on leMA (1987)
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THE FIRE(D) PROJECT

The obJeltive 01 the Indo-US Fmanclal InstitutIOns Reform and ExpansIOn (FIRE) proJect, lunded bv the
U ~. Agenl} lor Intemahonal Development (USAID), It> to support the Government of Indld III Ih eflortt> to
strengthen domestic capital markets to enable them to serve at> effiCient &ources 01 de\elopment lill.lnle
One of the wmponentt> 01 lhe FIRE proJeLt seeks to e"(pand the debt market through the lin,mung of

commeruallv Viable urban environmental mlrat>truLture pro/eltt>, defined a~ thot>e \\IUl'l ret>ult 111 the
prOVI&lOn of attorddble urb,1n t>erVllet> on a InIl lO&t-relovery bdSI& by their t>p(JI1~{)rmg munlup.11

lorporatlont> and duthontJet> 1hit> Debt l\ldrkeUlnlr,lt>trUl.ture lOmponent, (FIRE-D), It> undlr the ,1II~plle~

of the Unum 1\'lJm~tn of Urhan Attdlrt> dnd Emplovment \11th USAID ~upport tdrgeted to the N,ltlOlJ.t1

In&tltute of UriMn Altalr& (NIUA). the Hou&lI1g and Urban Development CorporatIOn LlI1\1ted (HUDlOI
and the Infrd&trU<.ture Led~mg and Finanual ~erVlle& Lmuted (IL&FS) a& well dt> to t>eIeded 10l,11 entllIe~

The FIRE-D ProJect IS deSigned to foster the development of a commercl3I1y vldble mfrastructure finance
sy&tem by chdnnelhng USAID Rousmg Guaranty (RG) fund') to selected demonstrahon ulIet> dnd stateS to

assist in the !inancmg of urban environmental mfrastrulture plOJects RUDCO and IL&FS, ddmg d&

!inancI.ll mtermedlanes, make 10.lns to ')elected mumclpal corpOr.ltlOns, state boards and authontles .10£1

private enterpnses which h.lve formed partnersblps With mumclpal entities Eligible proJeet~ mdude ".lter
supply, samtatlon, sohd waste m.lnagement, .lnd mtegrated area development schemet> NIUI\ ad~ at> the
.ldvocate for pohcy change .lnd the coordmator for dehverv of telhmcal assIstance dnd trdmmg dlrelted .It

the de\Clopment of local government C.lP.lllty m the areas ofldentlfic.llton. development and management

of commercially vldhle urban environmental mfrastrudure proJects, pncmg and cost reLOvery for UrlMl1

&erVICes, and finanCial management systems to support accessmg of tapltal market') It IS c"(pedcd that the

partlclpdltng mstitutlOns WIll be dble to rephlate the pohcy changes and proJett development Imtutn e&
beyond the demonstratIOn t>tdtes dnd mumclpalltles to other dreas throu~hout India

ThIS USAID-funded program Will mdke dvalldble up to $125 nulllon from US <'dpltal IDdrkets III loans.
combined With grant fund.. for management support, techmcal assistance and trdlnmg Loan gUdranle"s
must be mat<.hed ,,,th ldpltal Imestment ralt>ed m tbe IndIan debt market through FIRF', lreatlOll of
mnovative finanCial mstruments.

Tedlllllal at>t>lst.lnce, trammg dnd reseanh &upport IS prOVided by a lonsortmm ol l'S nrm~ led 11\
Commumty Cont>ulhng InternatIOnal (eCI) m assoclahon ~ Ith Techllllal Support ~cn Ile& ( I ~~) prJ nupdl
partners In the LOn~orhum mdude the Wall Street mvestment banking firm 01 GrJg~bv Br.llllord and
Company (GB&C) and the Government Flllance Offiters Assouahon (GFOI\\ of tbe L'll\ and Lmadd

For more mlormatHln on the FIRE(D) ProJett, contact the proJett oflke dt the addres~ mentIOned dhlll e

Funded under l''', \lD lOlltract No 3H6-0531-C-OO-5027-()(\

;\


