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Credit Enhancement Strategies for US Municipal Governments 

Introduction 

ThIS query IS dIvided mto three separate parts (1) general background on mfrastructure finance 
Issues relevant to the dISCUSSIOn, (II) the major and most effectIve forms of credIt enhancement, and 
(III) the Impact of credIt enhancement SectIOn one serves to mtroduce the reader to types of 
revenue streams that can benefit from credIt enhancement m dIfferent types of mfrastructure 
financmgs The second sectIOn descnbes the purpose, actIOn required and pnncipal steps taken by 
the mumcipalIssuer to gam access to the major and most effectIve types of credIt enhancement 
EmphasIS IS placed on the methodology used by states to support or enhance an Issumg entIty's debt 
SectIOn three descnbes the Impact of the credIt enhancement process 

I. Infrastructure Financing 

The term infrastructure finance covers the Issuance of debt related to transportation· mcludmg 
ports, hIghways, toll roads and mass tranSIt, utilities mcludmg water, wastewater, power, solId 
waste, natural gas, and general purposes encompassmg school dIstncts, traffic lIghts and other 
capItal needs of mUnIcipahties. Fmancmgs for stadiums and conventIOn centers are also mcluded 
when they are secured by dedIcated tIcket sales, occupancy charges or SImIlar taxes Any debt held 
by a state entity that is secured by revenues and dedicated taxes falls into this category as well 

Infrastructure debt can be Issued by a municipalIty or by a duly authonzed entity that serves one or 
more mumcipalitIes. As a result, infrastructure financmgs often cover many different junsdictIOns 
An example m the first instance is a Clty that lssues school dIStrict bonds to improve the phYSIcal 
plant of its schools. An example of the second instance is a regional water authority that issues water 
revenue bonds that are secured by the payments of municipalItles Within the regIOn. 

Secunty for mfrastructure debt can vary conSIderably but is typIcally a smgle, dedicated revenue 
stream dIrectly related to the servIces provided For example, in the second scenario above, revenues 
from the sale of water can secure or pay back bonds that were Issued to buIld a water supply system 
There are dIfferent types of revenue which can strengthen this smgle dedicated stream, among them 
sales tax, 'full fallh and credzt" taxmg power of the locahty, and other speCIfic taxes such as 
property taxes 

II. Major and most effective forms of credit enhancement 

CredIt enhancements are methods whlch secure or mcrease the strength of a mUnICIpal bond 
oblIgatIOn to mvestors by: (I) enhancement of the security or the revenue stream, (li) enhancement 
of the structure, and (ill) a combmation of (I) and (Ii) Generally speakmg, credIt enhancement 
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vehIcles seek to accomphsh the objective of sl1lftmg the credIt nsk from the Issuer of secuntIes to 
the entity that IS provldmg the credit enhancement Typically the entIties that may provide credit 
enhancement mclude the state or federal government, banks, and corporatIOns ThIs has the net 
effect of enhancmg the marketablhty of the bonds to mvestors 

CredIt enhancement may be broken mto three dIstmct categones (I) pubhc enhancements. (11) 

pnvate credlt enhancements, and (Ill) structural enhancements Public credit enhancements 
generally mvolve the support ofa supenor governmental umt For example, m the US, a CIty may 
lend credit support to a duly authonzed authonty withm the CIty, such as a water authonty A state 
may lend credIt support to a CIty m a sImIlar manner Private credit enhancement methods of 
mcreasmg the credIt worthmess of an Issue seek to sl1lft the credIt nsk from the Issuer of secuntles 
to a pnvate entIty that IS provldmg the credIt enhancement Examples of pnvate entitles that prOVIde 
credIt enhancement servIces mclude, mumcipal bond msurance compames. letter of credJt banks, 
and corporatIOns Structural Enhancements mvolve the utIlIzatIOn of legal provISions and 
financmg tools to augment the credltworthmess of an Issue An example of a legal structural 
enhancement IS the placement of project revenues m a '"lock box" over whIch an authonzed 
representatIve has dommIOn Another example of a financmg tool that augments the marketabilIty 
of an Issue IS the establIshment of a debt servIce reserve fund Any defiCIency m pnncipal and 
mterest payments can be covered by such a fund All three of these methods of credIt enhancement 
have the net effect of lowenng bOITowmg costs by enhancmg the marketabIhty or mvestor mterest 
m the secunty 

Public Credit Enhancements 

There are generally SIX mechanIsms for credIt enhancement that states have Implemented to support 
Issuers of debt wlthm theIr JunsdictIOns (I) the automatIc wlthholdmg and use of state aId to pay 
debt servIce, (n) Uruted States Governmental agency or state guarantees, (m) Revenue Shanng, (IV) 
"Lock Boxes" (v) "Double Barreled" bonds, and (VI) Moral ObhgatIOns There are many possible 
permutatIOns of these credIt enhancements The terms whIch are defined and dIscussed below are 
only most common CreatIVIty IS a cntlcal mgredlent m the development of new and mnovatlve 
approaches to the credIt enhancement process 

• Withholding of State Aid. State aId wlthholdmg programs are the most common type of publIc 
credIt enhancement mechanIsms m the Uruted States TypIcally, these programs are deSIgned to 
benefit school systems withm a state ThIS form of enhancement IS a very low cost and effectIve 
way for states to assist localIties wlthm then JunsdictIOns by Improvmg the credIt qualIty of 
bonds Issued WIth the addItIOnal secunty The programs use state aId entItlements as a form of 
guarantee that debt servIce oblIgatIOns wIll be met If a local umt cannot meet Its repayment 
obhgatIOn on a quahfied bond, the state Withholds suffiCIent aId to meet debt serVIce Important 
factors related to the evaluation of this type of program mclude the status of the state laws 
governmg mumcipal autonomy An example of state aId wlthholdmg program follows 
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SectIOn 15.1225 of the Code of V Irgima authorIzes the governor of the State of V IrgInIa to 
immedIately intercept state aId appropnated for mumCIpalitIes In order to pay prIncIpal and 
Interest on certaIn bonds In the event of default The statute makes provIsIon for the default to 
be remedIed wIthIn one day 

Under the state statute that enables mumCIpalItIes to take advantage of the VIrgInIa guarantee 
program's mInImum bond ratIng of "A", there are two general condItIons that must be satIsfied 
(I) the mUl1lCIpalIty must demonstrate that state aId for each ofthe preVIOUS five years was at least 
1 25 tImes maxImum annual debt servIce, (n) each bond Issue must have a payIng agent trustee, 
or sImIlar fidUCIary representatIve to promptly Inform the state of a default 

Ihe ratll1g for bonds Issued under the auspIces of the program reflects the State of VIrgIl1la'S 
credIt worthll1ess. ThIS IS a dIrect result of the fact that VIrgInIa'S withholdIng program IS based 
upon the state governor's authonty to wIthhold payments 

• U.S. Governmental Agency or State Guarantees. The Issuer may seek a U S government 
agency or state to Issue a guarantee of the payment of the prinCIpal and Il1terest on the bonds 
ThIS ShIftS the credIt risk from the Issuer to the US governmental Agency or State The 
guarantee may be structured to proVIde payment to the bondholders Il1 much the same way as a 
Letter of Credit For example, the guarantee may be a direct pay guarantee or standby 
guarantee. A dIrect pay guarantee pays defaulted pnncIpal and Il1terest Il1 the event of a default 
In the case of a standby guarantee, the guarantee prOVIdes protectIOn for bondholders m the event 
of bankruptcy of the project. The guarantee must be a pnmary, absolute and uncondItional, 
contll1ull1g and Irrevocable guarantee of payment. An example of a state guarantee program 
follows 

Under New Jersey Statute 18A.2993, the state treasurer is authorized to mtercept a portIOn of CIty, 
townshtp, and other local muniCIpality qualified state aid to pay debt service on certall1 types of 
oblIgations directly to the trustee To quabfy for the state's guarantee, a munICIpality must 
receIve state approval for the planned capItal Improvements and the scheduled debt servIce Also, 
as part of the requirement for the mIl1lmum debt ratIng, revenues from the state must be equal to 
or greater than maximum debt servIce reqUIrements 

• Revenue Sharing. State revenue shanng programs typIcally collect a statewIde tax, surcharge 
01 fee In order redIstnbute the tax, surcharge or fee back to an Il1dIvidual cIties, mUl1lcipahtIes or 
regIOns. TypIcally these revenue sharing programs redIstnbute the collected fee on the basis of 
populatIOn States have used thIS redistnbution of revenues to provide credIt enhancement for 
local proJects. An example follows. 

This program, authonzed In 1990 under CalIfornIa Assembly BIll 1375, permits CItIes and 
countIes to guarantee payment of General ObhgatIon bonds or lease obhgatIons through theIr 
allocatIOn of motor vehIcle hcense fees. Upon notIficatIOn to the state from a trustee that a 
commumty's payment was not made from other sources, the California State Comptroller IS 

4 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

dIrected to make the payment from the community's share of lIcense fee revenues When 
requested, the ratIng agencIes WIll assign a mimmum ratIng of 'A' to the debt of quahfied Issuers 
that choose to partIcIpate In the program 

To qualIfy for the mInImUm ratIng, the financmg must be structured to 

(I) Account for the monthly dIstnbutIOn of lIcense fee revenues, 

(11) Account for the tImmg and notIficatIOn reqmrements, 

(m) PrOVIde for monthly lease or smkmg fund payments, 

(IV) Include a fully funded debt serVIce reserve, and 

(V) Have a paymg agent, trustee, or SImIlar representatIve act m a fidUCIary capaCIty to 
promptly notIfy that state of a localIty's fmlure to make the required payment 

GIVen the hlstoncal volatIlIty of stateWIde lIcense fee revenues and the dIstrIbutIOn formula's 
dIrect hnk to populatIOns, only cines and countIes with a populatIOn of at least 2,500 are elIgIble 
to partICIpate m the program The local umt also must demonstrate that Its allocatIOn of lIcense 
fee revenues m each of the five precedmg years will cover maximum future debt servIce of the 
project at least 2 5 tImes. Tlus 2.5 times coverage must cover all of the outstandIng debt servIce 
for all of the issuers under the program. 

• "Lock Boxes". A project's revenues are "lock boxed" when a state appointed or approved trustee 
manages the process of collecting revenues of the project. ThIs gives comfort to mvestors that 
the revenue from the project will be used to pay debt servIce 

• "Double Barreled" Bonds. Double barreled bonds are typIcally secured by a project's revenues, 
such as water and sewer user charges and the full faIth and credIt pledge of a state government 
or localIty ThIS full faIth and credIt taxmg power IS only used If project's revenues are 
msufficlent Dependmg on the accountIng system used, a well run project can enhance the 
general government's credIt by makmg substantIal finanCIal contnbutIOns to the general fund 
In contrast, a weak project can threaten the credItworthIness of the supportmg governmental 
entity 

• Moral Obligation Pledge. A moral oblIgatIOn pledge occurs when an issuer relles on another 
entIty to make up any defiCIency in the debt servIce reserve fund The pledge IS nonbmdmg and 
most often gIven by a state to the debt of Its agencIes or authonties The promise of a state 
government to appropnate money to the debt service reserve fund IS the usual form of this type 
of guarantee 
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Private Credit Enhancements 

Pnvate sector methods of enhancIng the credIt 'WorthIness of an Issue seek to ShIft the credit nsh. 
from the Issuer of securitIes to the entIty to whIch It IS provIdIng the credIt enhancement There are 
four general types of private credIt enhancement (1) Letters of CredIt, (n) Mumcipal Bond Insurance, 
and (lll) Corporate Guarantees 

• Letter of Credit. The purpose of a bank letter of credIt IS to completely ShIft the credIt nsk from 
the Issuer of the bonds to the bank that Issues the letter of credIt To accomplIsh thIS purpose, 
letter of credIt financing must be structured so that any fmlure by the Issuer to make any pa~ ment 
WIll be covered by tImely payment by the bank The two most common types of letters of credIt 
are direct pay letters of credIt and standby letters of credIt A dIrect pay letter of credIt pays 
defaulted pnncipal and Interest In the event of a default In the case of a standby letter of credIt, 
the letter of credIt proVIdes protectIOn for bondholders In the event of bankruptcy of the project 
The ratIng of the bond Issue typIcally reflects the ratIng of the bank that proVIdes the letter of 
credIt 

• Municipal Bond Insurance. FInanCIal guarantee Insurance In the form of mumcipal bond 
insurance IS the oldest ratIng enhancement mechanIsm for provIdIng thIrd-party support or 
secunty for the guaranteed payment of prinCIpal and Interest The major Insurers of mumcipal 
bonds are MBIA corporatIOn, FInanCIal Surety ASSOCIatIOn, CapItal Guaranty and FInanCial 
Guaranty Insurance CorporatIon Insurance from each of these companIes proVIdes a AAA ratmg 
from the ratmg agenCIes. 

• Corporate Guarantees. The Issuer may seek a corporatIOn to Issue a guarantee of the payment 
of the pnncipal and Interest on the bonds. ThIS ShIftS the credIt risk from the Issuer to the 
corporatIOn in exchange for fees, profits from partICIpatIOn, or other benefits to the corporation 
The guarantee may be structured to prOVIde payment to the bondholders In much the same way 
as a letter of credIt. For example, the guarantee may be claSSIfied as direct payor standby A 
direct pay guarantee pays defaulted principal and mterest in the event of a default In the case of 
a standby guarantee, the guarantee proVIdes protectIOn for bondholders in the event of bankruptcy 
of the project The ratIng for the bond Issue reflects the ratIng of the guarantee proVIder 

Structural Enhancements 

Structural enhancements Involve the utIlIzatIon of legal prOVISIOns and finanCIng tools to augment 
the creditworthIness of an issue An example of a legal structural enhancement IS the placement of 
project revenues in a "lock box" that a trustee has dOmInIOn over. An example of a financmg tool 
that augments the marketabilIty of an Issue IS the estabhshment of a debt servIce reserve fund from 
which defiCIenCIes In prinCIpal and Interest payments are made up from the debt servIce reserve fund 
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III. Impact of Credit Enhancement 

In the US, the mechal1lsm used to detennme the Impact of credit enhancement on an Issuer's debt 
IS a process that generally evaluates two CrItena (I) the underlymg ratmg or credltworthmess of the 
entity that provides the credIt enhancement and (11) the structure of the credIt enhancement While 
ratmg agencIes pnmanly assess the Issuer's likelIhood of full and timely payment of debt servIce, 
the structure of the credit enhancement has a duect Impact on the value of the credIt enhancement 
If the credIt enhancement completely ShIftS the rIsk to the provider of the credIt enhancement then 
the ratmg wlll reflect thIS and the Issue WIll have the same ratmg as the provIder These 
enhancements add strength to an Issuer's credIt qualIty and can functIOn as complete credIt 
substitutIOns In such cases, the strength of the legal structure and the availabIlIty of finanCial 
resources to satlsfy shortfalls 111 debt service payments prOVIde the basIS for the ratmg detennmatIOn 
The stronger the legal relationship, the stronger the tle to the ratmg of the credIt enhancement 
prOVIder 

Assessmg the Impact of credIt enhancement on the state credit enhancement proVider's finances and 
budget IS a complIcated process A mumcipalIty's ablhty to payor support a project today does not 
necessanly demonstrate ItS abIlIty to pay m the future Therefore, a WIde range of factors are 
conSIdered m assessmg the Impact of credIt enhancement on the Issuance of debt A key factor m 
makmg such an assessment IS the degree to whIch the state IS directly responsIble for debt servIce 
payments Another factor IS the agreed-upon tIme penod for which a state must set aSIde reserves 
to cover ItS commItments under such credIt enhancements Other factors mclude the state's 
SOCIoeconomIC base, income levels, rate of income growth, employment mix analysis and population 
growth 

The measure of credIt enhancement impact on a project's cash flow IS dIrectly related to the cost of 
the enhancement to the issuer in both up-front and ongoing fees. Very speCIfic finanCial analYSIS 
tools exist that allow the issuer to evaluate credIt enhancement as an economIcally viable strategy 
The purpose of such an analysis IS to determine whether the yield dIfferential between the credIt 
enhanced Issue and the non-credIt enhanced issue JustIfies the cost of credIt enhancement 

IV. Conclusion 

These tools of credit enhancement should be Viewed as a means to secunng the lowest pOSSible debt 
servIce so that a project IS able to meet all of ItS operatmg costs. These tools may be mIxed and 
matched m order to ensure the most cost effectlve financmg ThIS, m SImple terms, means that If 
a muniCipalIty wishes to Issue debt, It must first compare the cost of securing a higher credit rating 
through credit enhancement strategIes to the cost of paymg higher interest rates to the holders of 
theIr debt over the hfe of the debt Issue CredIt enhancement methods should only be pursued If the 
cost of secunng an enhancement IS less than the cost that paymg hIgher mterest rates would entail 
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THE FIRE(D) PROJECT 
The objectIve of the Indo-US Fmanclal Institutions Reform and Expansion (FIRE) proJelt. funded by the 
U.S. Agency for Internation,ll Development (USAID). i!> to support the Government of India m Its efforts to 
strengthen domestic capital markets to enable them to serve as efficient sources of development finance 
One of the components of the FIRE project seeks to npand tbe debt market through the financing of 
commerually H"ble urban environmental mtrastructure projects, defined as those which result in the 
provl!>ion of aUordable urban servlles on .I tull Lost-recovery baSI!> by their spolll>ormg munidpdl 
LOrporatlon!t and authOrities TillS Debt MarketJlntra!>tructure wmponent, (FIRE-D), I!> under the auspu.el> 
of the Umon Mimstry of Urban Alt'am, and Employment with USAID !tupport tdrgeted to the NdtlOn,ll 
Inlohtute 01 Urban Aflairs (NIUA), the Hou!>lIlg .1I1d Urban Development Corporation Lmuled (HUDCO) 
and the Infrastructure Lea!ting dnd Finanual ServH.es LimIted (lL&FS) a!> well a!. to selected 10lal entltie~ 

The FIRE·D Project IS designed to foster the development of a commercially VIable mfrastructure finance 
system by channellmg USAID Housmg Guaranty (HG) funds to selected demonstratIOn clhes and states to 
assist m the financing of urban environmental mfrastructure projects. RUDCO and IL&FS, actmg as 
financial mtermediaries. make loans to selected municipal corporatIOns, state boards and authofltJes and 
pnvate enterpnses which have formed partnerships With munlClp,d entities. ElIgible projects mclude water 
supply, sanitation, solid waste management, and integrated area development ~chemes NIUA acts as the 
advocate for policy change and the coordmator for delivery of technical assistance and traimng directed at 
the development of local government capauty m the areas of identdication, development and management 
of commercl311y vl3ble urban environmental mfrastrm.ture projects; pricmg and cost recovery for urban 
serVices; and financldl management systems to support accessing of capital market~ It IS expected that the 
partlclpatmg mstltutlOns Will be able to replicate the policy changes dnd project development imtiatlve!> 
beyond the demonstratIon states and mumclpalitle!. to other areas throughout India. 

This USAID-funded program Will make available up to $125 million from US capital markets m loans, 
combmed With grant funds for management support, techmcal assl!.tance and trammg. Loan guarantee!. 
must be matched With capital lUvestment raised m the Indian debt market through FIRE's creatIOn of 
mnovatlve financ131 instruments. 

Techlllcal a!>3Istance, trammg and reseaTlh support IS prOVided by a lOnsortIUnt of US 1ir'1lI3 led by 
Comntumty Con~ultmg InternatIOnal (CCI) m assoclahon With Techlllcal Support Services (T5S) Prmclpdl 
partners m the consortIUm mclude the Wall Street mvestment bankmg firm 01 Gngsby Branford and 
Company (GB&C) and the Government Fmance Officers AssollatlOn (GFOA) 01 the US-'\. and Canada. 

For more mformahon on the FIRE(D) ProJect, contact the project oftke at the address mentIOned ahove 

Funded under USAID Contract No 386-053\-C-00-5027-00 


