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Introduction

Welcome to MuniLand.

If I didn’t coin the term, I know I was one of its early adopters, featuring a map of the place in the first issue of a short-lived fortnightly I edited called Grant’s Municipal Bond Observer, in 1994. The idea behind “MuniLand”—and I refer to the term, not specifically the map—was a simple one: Here was a market that was particular and specific to an almost absurd degree. Calling it MuniLand was the usual attempt to bring order out of chaos. I used the word when attempting to explain the municipal market to those steeped—as most people are—in the culture of equities. I wanted them to, as the poet says, suspend disbelief. They were entering a new world, as strange and idiosyncratic as any uncharted island nation.

There is a 1937 short story by Thomas Wolfe—no, not that one, the other one, who wrote the novel You Can’t Go Home Again (1940)—called “Only the Dead Know Brooklyn.” The story touches on the impossibility of knowing the vast borough east of Manhattan Island, and that is a good way to think about MuniLand. Only the dead know munis. I have been covering this market for more than 30 years; I know I am the only person to have read the first 100 years’ worth of Bond Buyers, and I still discover things I didn’t know.

Ah, yes, the Bond Buyer. The year I began covering the municipal market for the newspaper then known as The Daily Bond Buyer, states and municipalities sold $46 billion in bonds, the last time annual issuance was below $50 billion. More than half was sold through negotiation, and revenue bonds far outnumbered general obligation bonds, as they had since 1976. Those are the only characteristics that market had in common with today’s.

For the rest of it, the municipal market in 1981 was not so very different from the market of 1961, or even 1941. Bond insurance, whose spectacular blowup in 2008 and 2009 stunned the world, had at that point been in existence for a decade, yet covered less than 1 percent of the year’s bonds. Almost all the bonds sold were fixed-rate, and almost all were sold to raise new money, as they say, rather than to refinance existing issues. The market was still a very staid place.

MuniLand was, I also learned, a very mysterious place. For one thing, there was no physical market, like, say, the New York Stock Exchange. It traded, they told me, but there was no way to verify that. You could see the primary market—new issues being priced, and those prices coming over the Munifacts machine—but the secondary market was something of a fiction. I helped perpetrate that fiction when the time came for me to learn how to write “The Column,” an adornment of page one of The Daily Bond Buyer for decades. As instructed, I called four or five traders and asked them how five or six “dollar bonds,” large, recently priced issues, were “trading,” and they told me, and I duly figured out where things stood using a Monroe calculator. Things often seemed to be up an eighth when they weren’t down an eighth, and more often than not “unch” (unchanged).

There was no actual trading, and there were no prices. Or, as I say, prices were what someone on the other end of a telephone told me they were. It made no difference that I was a reporter. An investor would have been told the same thing. There was a publication called the Blue List, so-called because it was printed on a sort of blue tissue paper, and which one trader advised me was “like a municipal bond novel,” if only I would learn how to read it. The Blue List showed dealer inventory in state after state. Sometimes it showed prices; more often, just coupons and yields.

As for other data about “the market,” I found that I was now at the very center of it. Yields, the amount of bonds sold this week, last week, last month, last year, last century, who underwrote the most—those numbers were all gathered by The Daily Bond Buyer, and had been since 1891. Having put a couple of publications out of business right out of college, I liked the sound of that.

I also thought I would be at the paper for about six months. What I really wanted to do was write for magazines, like Tom Wolfe (yes, that one). I was there for 13 years.

MuniLand in 1981 was about to be transformed, and I was there to witness it, at New York City headquarters, with very occasional forays out into the bush. These were usually conferences held at various swanky hotels and resorts featuring bankers, bond lawyers, analysts, financial advisers, issuers, and buyers, all the denizens of MuniLand. As a journalist, I fantasized about being assigned to a bureau, preferably in San Francisco, London, or Mustique, but being at headquarters, of whatever publication I actually worked for, gave me a certain advantage. I got to see all parts of the market at once, sort of a bird’s-eye view.

The first thing I learned was that there was no single market at all, but six or seven state markets and perhaps another three or four regional ones. And then there was Washington, DC, which, while a marginal issuer of municipal bonds itself, happened to be very important to what occurred in all those other markets. I took what seemed like years of dictation from reporters on Capitol Hill on the subject of tax reform. As I write these words, it seems that once again tax reform seems likely to be visited upon MuniLand.

I also learned that time in the municipal bond market, with the perhaps singular exception of Orange County, California’s bankruptcy in 1994, which happened in a heartbeat, is marked with a calendar, not a stopwatch. Even the simplest story, like a bond default, almost never seemed to end. It was a rare thing to watch a reporter lay the last clip in a file and put it away, certain that the last bondholder had been paid, or not, and that the case was closed.

Hysteria was the municipal bond market’s portion in 2010 and 2011, fed by people who didn’t know what they were talking about, talking and writing and, especially, blogging. Yet now that I think about it, it seems that the biggest lesson I’ve learned is that just as this market resists generalization, so does it fight off periodic calls for Armageddon.

In 1995, for example, one very knowledgeable bond buyer who did know what he was talking about nevertheless said that Orange County, California, then still dithering its way through bankruptcy, might lose access to the capital markets for a generation. In fact, Orange County was back selling bonds within six months of its Chapter 9 filing.

That little story says many things. For example, of course, it says that bond buyers are also that old Saturday Night Live character, Mr. Short-Term Memory. For another, though, it says that hyperbole and hysteria are always with us.

The chief reason people get MuniLand wrong is that they think of the municipal market in equity terms. States and localities are not corporations. What’s more, there is no reason they should be more like corporations, much to the apparent annoyance of those people who think they should. Again: Welcome to MuniLand. Just because they do things differently here does not mean that what they are doing is wrong.

Take a municipal bond’s reaction to bad news: there isn’t any. This confounds critics used to the ups and downs of the stock market. Why don’t the bonds react? Why don’t bonds trade off? The answer is because the typical muni bond doesn’t trade at all much beyond the first 30 days after its birth (see the entries for “All bonds go to heaven” and market activity).

Or take bankruptcy. States cannot enter Chapter 9 municipal bankruptcy. This infuriates those who, wrongly, see bankruptcy as a perfectly acceptable tool that incidentally could be used to gut the public labor unions and reduce states’ pension and benefit obligations. They see it, or some heretofore unimagined version of it, as a simple and elegant solution to some states’ seemingly intractable pension burdens. It is neither of those things, neither simple nor elegant, yet that does not stop the proponents of state bankruptcy from insisting that it is a viable solution to states’ budget woes. These people also invariably have an issue with politics and politicians, and with public officials both elected and appointed. I’m not sure who they expect to run the nation’s states and localities, unless they also intend to replace democracy with—what, exactly? Corporate governance?

I seem to have become known, in some circles, as a harsh critic of the municipal bond market. In fact, I consider it one of the wonders of the world, allowing for the ultimate in local independence and control. Reviewing my columns and stories over the years, I see that I have taken a stand against only two things.

The first: I didn’t think the entire market should go negotiated. This has been a consistent position of mine, and I wrote columns back in the 1980s about the subject, predictably angering those on Wall Street who thought that every last municipal bond issue should be sold through negotiation, and not at auction. My own thought on it was: Here you have this old-fashioned, perfectly acceptable way of selling municipal bonds. Why not use it? Competitive, or auction, or, as the old-timers used to call it, advertised sale makes underwriters bid for bonds and divorces the proceedings from favoritism and pay-to-play, which have been prominent features of the modern market.

The other thing I have advocated against on a consistent basis, again angering a certain swath of the professional community, has been the use of swaps. Just too much about them—their pricing, their design, their risks—would prove inaccessible to the citizen financiers in charge of most of the municipal bond market. Because, of course, swaps (like negotiated finance, come to think of it) were one of those things that at first weren’t for everybody, but very quickly became so. Wall Street pounds every idea into the ground, as James Grant put it so well, like a tomato stake.

Neither of these positions was designed to ingratiate me with those proposing that every deal, no matter how small and no matter who was the issuer, even the smallest school district, should be sold through negotiation and with a swap. Yet who now can argue against the eminent reasonableness of these positions? Even those municipalities that embrace negotiation should sell an issue at auction from time to time, in order to gauge the acceptance of their securities in the market. As for swaps, it ought to be a while before municipalities engage in their use again. If the $4 billion and counting in termination payments issuers had to make after the financial crisis doesn’t dissuade them, perhaps the bid-rigging trials will, or maybe it will be the numerous studies slated to emerge from Washington officialdom in the coming months.

I also wrote stories about the subject of yield burning, after Michael Quint of the New York Times broke the story. Yield burning can be described in a shorthand way as overcharging issuers for the various products they use when they have to reinvest their bond proceeds. These stories did not make me popular with those who evidently engaged in this most obscure and yet seemingly ineradicable of all municipal market behaviors. By the time I started to write about the subject, of course, the Securities and Exchange Commission (SEC) was already deeply involved in its investigation into and, ultimately, settlement with the securities firms that thought it was okay to cheat issuers because no one was looking.

For a brief period, I perhaps even kept the story alive, as a legitimate journalistic subject, and even broke news in a publication that came out fortnightly. But how could I not? I was surprised that so few of my brethren elected to sit down and hear out Michael Lissack, the Smith Barney banker who blew the whistle. He had a lot of good stories to tell, supported by a lot of evidence. It broke my heart when my old newspaper carried a front-page story with a headline reading “Refunding Issuers Say Deals Did Not Involve Yield Burning: Survey,” and I almost felt it a sort of personal rebuke. Their readers’ cheer proved short-lived. As I wanted to tell the banker who took an empty chair at a conference lunch and who found to his evident horror that he was sitting next to me: I didn’t invent yield burning.

Yield burning, in both its past and its present manifestations (see the entry on bid rigging), has taken up more than half my career. The industry did not handle it very well the first time around, which may be why there is a second time around. It may be my imagination, but the old industry, I think, would have admitted it had a real problem and then come up with a plan to fix it. The new industry, or the one that existed in 1995, when Lissack spoke first with the FBI and the SEC and then with Mike Quint, denied there was a problem at all and stuck to the somewhat arrogant if novel defense: prices are what we say they are.

The yield-burning business marked, sadly, the last time you could pick up the telephone and talk to bankers, traders, salespeople, analysts, and underwriters. Nowadays few of them will give even the most innocuous quote without a publicity person listening in, if they allow for it at all, which means most municipal market stories are festooned with ridiculous denials, rejections, and refusals to comment—on anything. I don’t know what irritates me more: the fact that they don’t comment or the rote refusals to comment that so lard up all the stories.

I wasn’t the first reporter to write about yield burning. But I was the first to describe flipping in MuniLand, which works in much the same way as it does in the world of initial public offerings. That is, a few big investors get allotments of bonds, and then quickly sell them at a profit. The higher price means a lower yield, which leads this taxpayer to wonder why the issuer didn’t get that rate in the first place. It doesn’t happen all the time or on every bond issue, but the selection of certain favored investors to act as wholesalers converting municipal bonds into a retail product seems to fly in the face of what the negotiated method of sale was supposed to be all about. That was, award us your business and we will get you the best price on your bonds, because negotiation gives us the time to get your bonds into the hands of final investors. If there is flipping—and until the Municipal Securities Rulemaking Board (MSRB) began listing trades in 1995, there was no way of knowing—then negotiation isn’t all it was cracked up to be. And issuers who decide to use it, as so many will, should be smart about it. Please, no more “leave the driving to us” in your dealings with underwriters.

MuniLand is no longer as mysterious as it was, no longer the unknown and unknowable enigma of the capital markets. Those who use the word murky to describe it are writing yesterday’s story. Anyone who wants to can find details of prices and trades, complete copies of official statements, and all manner of material-event notices, online and for free (see the entries for escrowed to maturity and EMMA). MuniLand is accessible. I was surprised to discover that the chief reason it is so is a little incident that occurred at the end of 1986, when the Kansas City, Kansas, Board of Public Utilities sold bonds that would result in the calling of some of its other bonds that had been escrowed to maturity. That was my story, but until I chatted with Kit Taylor recently, I didn’t quite understand its significance. I remembered that when I had called him for a comment a quarter-century ago he responded, as always, with alacrity. But even his response was a little too quick. It was almost as if he had known this would happen. The existence of calls on escrowed-to-maturity bonds were “a material fact,” the then-executive director of the MSRB told me. “It looks like underwriters assumed that escrowed-to-maturity bonds were not callable, and that’s a big mistake. Somebody did not do their homework,” he said. “The industry is supposed to disclose material facts at the time of sale, and it seems it is being faced with a tremendous information problem.”

I asked him about that answer, and then he stitched the whole story together for me, about how dealers that summer had rejected the MSRB’s proposed amendment to its Rule G-15, which would have required dealers to deliver to customers written information about the call provisions on bonds they purchased within five days, upon request. In a series of comment letters to the board, the dealers said they couldn’t possibly tell their customers what all the calls on a bond might be, because they did not have access to all of the official statements for the bonds they might sell. That story was probably written out of the D.C. bureau. I can see now I didn’t pay it much attention.

That excuse sounds a little improbable, today, even unimaginable—we can’t tell you what the calls to the bonds we sold you are, because we don’t know ourselves—and yet that was the situation at the time. The dealers gave what they regarded as a plausible answer. But they also suggested that maybe the MSRB could do the job, and that, with a few false starts and modifications, is where we are today. There is no excuse for bond buyers not to be intimately acquainted with the securities they have purchased or intend to purchase.

In the Encyclopedia of Municipal Bonds, I have attempted to define terms and tell stories that may be unfamiliar to most people not in the market. I also thought it important to list the sources of the information, because so much of it is based on original documents, contemporary newspaper and news service accounts, ratings company reports, and securities firm comments—primary sources. Most of the history I tell here has not been put between hard covers before in any kind of comprehensive way (there are exceptions, of course, like New York City’s financial crisis of 1975, which has not lacked for chroniclers). I know I have left some good stories out, and perhaps overemphasized some at the expense of others. I look forward to hearing from those who have something to add, and suspect that this Encyclopedia will be about double the size in five years or whenever it is next updated. In many ways, this is the kind of reference book I wish I’d had on my desk as a reporter and columnist (along with these two pieces of advice right up front: Laws governing the issuance of municipal bonds and conflicts of interest are different in each state, and watch out for m’s for b’s in stories and headlines). Serious students can go back and at least begin to research any of the topics here. I hope I have given them a place to start.

Joe Mysak
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ability to pay

Municipal bond analysts make two assessments when considering a government’s creditworthiness: its ability to pay its debts and its willingness to pay. Ability refers to an issuer’s relative financial condition. If a municipality is open for business and can levy fees and taxes, investors expect it to pay its bills and to repay its loans, even if it has to raise those taxes and fees to do so. Willingness to pay is far more difficult to judge, as it deals with political will at a point in time.

See also Orange County, California; willingness to pay.

acceleration

A provision, normally present in a bond indenture agreement, mortgage, or other contract, that the unpaid balance is to become due and payable if specified events of default should occur. These include failure to meet interest, principal, or sinking fund payments; insolvency; and nonpayment of taxes on mortgaged property.

Source:

Mysak, Joe. The Handbook for Muni-Bond Issuers. Princeton, NJ: Bloomberg Press, 1998.

additional bonds test

A legal requirement that new additional bonds, which will have a claim on revenues already pledged to repay outstanding revenue bonds, can be issued only if certain financial or other conditions are met.

advance refunding

An advance refunding is a refinancing of a bond issue that will remain outstanding for more than 90 days after the sale of the refunding bonds, and is most often done to save money. Issuers are prohibited from doing more than one advance refunding per issue.

The issuer sells new bonds and uses the proceeds to buy either special State and Local Government Series securities from the U.S. Treasury or open-market Treasury or agency securities, and deposits them into an escrow account that will be used to pay off the refunded bonds at a call date or maturity. Tax law in general prohibits most municipalities from earning profits on the proceeds of bond issues, which is called arbitrage. In other words, the securities in escrow cannot spin off more in yield than the yield on the refunding bonds. If they do, the issuer must rebate the difference to the Treasury.

The refunded bonds are said to be prerefunded or escrowed to maturity. They usually rise in value because they are now secured not by an issuer’s pledge but by a pot of top-rated Treasury securities. Most prerefunded bonds have maturities of five years or less, Bank of America Merrill Lynch Municipal Bond Strategist John Hallacy estimated in October 2010.

See also escrowed to maturity; prerefunded bonds; refunding; yield burning.
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“Waiting for Godot or QE2?” Bank of America Merrill Lynch Muni Commentary, October 29, 2010.

Wood, William H. “Municipal Bond Refundings.” In The Handbook of Municipal Bonds, edited by Sylvan G. Feldstein and Frank Fabozzi. Hoboken, NJ: John Wiley & Sons, 2008.

advertised sale

An advertised sale is also known as an auction sale or, most commonly, a competitive sale. So-called because the issuer places a notice in a newspaper that it intends to offer bonds for sale and invites bidders.

See also competitive sale; negotiated sale.

“All bonds go to heaven”

This is an old market axiom describing how municipal bonds are bought and held, and rarely trade, after they are sold in the new-issue market. Trading is most active in the first 30 days of a bond’s life, according to the Municipal Securities Rulemaking Board’s transaction reports. This also helps explain why prices on outstanding municipal bonds rarely react to news in the way stock prices do.

The Securities and Exchange Commission’s Office of Economic Analysis and Office of Municipal Securities studied municipal trading between December 12, 1999, and October 31, 2000, and found that about one-third of all bond issuers with outstanding debt had no trades in their securities during the period; about two-thirds had 25 or fewer trades; only 2 percent of issuers had 1,000 or more trades in their securities. In terms of the bonds themselves, about 70 percent did not trade at all during the period; another 15 percent traded five or fewer times; less than 1 percent traded more than 100 times.

See also issuer concentration; market activity.

Sources:

Municipal Securities Rulemaking Board 2009 Fact Book. Alexandria, VA: MSRB, 2010.

“Report on Transactions in Municipal Securities.” Office of Economic Analysis and Office of Municipal Securities, Division of Market Regulation, Securities and Exchange Commission, July 1, 2004.

Ambac

The nation’s first municipal bond insurer, founded in 1971.

See also insurance.

AMT

The Alternative Minimum Tax (AMT) was first introduced as part of the Tax Reform Act of 1986 to ensure that taxpayers pay some federal income tax. For taxpayers subject to the AMT, “certain tax preference items, including interest on some private activity bonds, otherwise not subject to taxation are added to the gross income of the taxpayer for calculating the federal income tax liability,” says the MSRB. The American Recovery and Reinvestment Act of 2009 exempted these kinds of private-activity bonds from the tax during 2009 and 2010. About 3.9 million taxpayers were subject to the AMT in 2008. Onerous to calculate and unpopular with taxpayers, the AMT seemed a likely target for tax reform in 2011.

About 6 percent of new bonds are AMT bonds, Citigroup estimated in 2011, and over the years they have typically offered investors yield premiums of 30 to 50 basis points, although during the crisis year of 2008, this increased to almost 150 basis points. Most airport and other port bonds are subject to the AMT, as are industrial development bonds. Citigroup estimated that the AMT tends to be paid mainly by taxpayers making between $100,000 and $500,000 in adjusted gross income.

See also Mrs. Dodge; tax-exemption.
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Internal Revenue Service, Statistics of Income Bulletin, Winter 2010.
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“Special Focus: Private Activity Bonds Subject to Alternative Minimum Tax May Be Extremely Attractive for the Right Investors.” Municipal Market Comment, Citigroup Investment Research & Analysis, March 25, 2011.

appropriation

The act of setting aside money to pay debt service on bonds or certificates of participation. Issuers of appropriation-backed securities usually state that their lawmakers may make such appropriations, but usually caution that they are not legally obligated to do so. Securities that rely solely on a government’s promise to set aside money are marginally more risky than credits where the money is automatically budgeted.

Certificates of participation are backed by appropriations, while general obligation bonds are secured, with certain exceptions, by a municipality’s full faith and credit pledge of taxes.

See also risk factors.

arbitrage

In municipal finance, arbitrage refers to making a profit by borrowing at tax-exempt rates and investing in higher-yielding securities. This is forbidden by tax law, and the excess earnings must be rebated to the government. So-called arbitrage bonds are securities deemed by the Internal Revenue Service to have been issued not to make loans, but purely to make profits through an investment in guaranteed investment agreements. During the 1980s, various securities firms designed different securities structures to earn arbitrage, which were then investigated and often prohibited by the Internal Revenue Service. The Tax Reform Act of 1986 and subsequent amendments to tax law more sharply defined arbitrage and prescribed rebate requirements.

Arkansas Default of 1933

Arkansas is the most recent state to default on its general obligation bonds, and it did so in 1933, during the Great Depression. The default was remedied within months, but it took eight years and the federal government’s help to solve the underlying problem.

In 1927, Governor John S. Martineau proposed that the state assume the $54.8 million debt of hundreds of troubled road improvement districts and embark on the construction of a highway system. Combined with the state’s own $84 million in highway bonds and $7.2 million in toll-bridge securities, the assumption of district bonds pushed Arkansas’s debt to $146 million. Coupons on the bonds were as much as 5 percent.

“We have a state ranking 46th in per-capita wealth in 1929, ranking first in per-capita indebtedness” was how state Senator Lee Reaves summed up the matter in a 1943 article for the Arkansas Historical Quarterly. “Under the best of circumstances it would have been difficult to meet payments on the mounting debt.”

The state tried refunding the bonds through an exchange program in 1932. This failed. In 1933, the General Assembly passed the Ellis Refunding Act, which sought to exchange all outstanding highway debt for state bonds carrying a 3 percent coupon, maturing in 25 years.

“Interest on highway and toll-bridge bonds, amounting to $770,500, due March 1, is in default, and this fact spurred the Governor in his demand for a refunding program that would yield revenue sufficient to meet any emergency and insure stability to outstanding obligations,” the New York Times reported.

Bondholders were having none of it. They went to Governor J. M. Futrell (who took office in January 1933), and protested that the new refunding violated the state’s contract with bondholders, in that it replaced their first lien on automobile and gasoline taxes with the state’s own full faith and credit pledge. Bondholders preferred their portion of a specific, dedicated revenue stream rather than the state’s promise.

The bondholders—mainly northern and eastern banks and insurance companies—also said that reducing the interest rate amounted to partial “repudiation.”

That was a loaded word in those days. Bond investors were still smarting from the repudiation of bonds used to finance railroads, the Confederacy, and various carpetbagger governments.

“There is a vast difference between repudiation and inability to pay,” Governor Futrell told the New York Times. “Repudiation is refusal to pay when you are able to do so.” The governor then took a shot at bond underwriters: “Arkansas has been oversold through a wrecking crew with the assistance of the bond buyers, despite their knowledge that the State highway issues were excessive. Although Arkansas has not received full benefit from its highway bonds, the state owes the debt, and will pay in time, but our peoples are struggling for existence and cannot pay additional taxes, nor meet present requirements.”

The bondholders headed to Little Rock to negotiate. The state failed to make $10.5 million in bond payments on August 1.

In January 1934, the bondholders got a permanent injunction against the state, blocking the use of automobile and gasoline taxes for anything other than highway maintenance and debt service. Now “at the mercy of the bondholders,” in the words of Senator Reaves’s article, the state in 1934 agreed to a refunding that extended some maturities and required an increase in both those automobile and gasoline taxes.

That cured the 1933 default.

But the story does not end there. State officials said default would be again possible in 1944 when $12 million in principal and interest had to be repaid, and probable in 1949 when $41.3 million would come due. So in 1937, and again in 1939, the state tried to refund its $140 million in highway bonds. The effort was rebuffed by bondholders both times.

On April 1, 1941, $90.8 million worth of the outstanding highway bonds was callable; an additional $45 million was callable on July 1. The state made plans for another (this time uncontested) refunding.

A syndicate of 250 banks said it would bid on the new Arkansas refunding bonds, in conjunction with the Reconstruction Finance Corporation (RFC), a creation of Herbert Hoover’s administration and a decidedly new entrant into the municipal bond market.

On February 27, 1941, to Wall Street’s shock, the RFC bought the entire issue single-handedly. “In our several conferences with the bankers, they indicated to us they would not bid for as much as $90 million and that the interest rate would have to be 3.5 percent,” RFC Chairman Jesse Jones said. “We thought this rate too high for a tax-exempt bond of a sovereign state,” he told the New York Times.

The RFC bid, which averaged 3.2 percent, saved Arkansas $28 million over the life of the bonds. The corporation later sold the securities to Wall Street banks at a profit of $4 million. Arkansas never looked back. Today, the state ranks 46th in tax-supported debt per capita, at $312, according to Moody’s Investors Service.

See also Chapter 9; default; refunding; repudiation.
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auction-rate securities

Auction-rate securities (ARSs) are bonds with interest rates that are typically reset by bidding every 7, 14, 28, or 35 days. The market for these kinds of securities froze in February 2008, when the Wall Street firms running the sales stopped bidding on the deals, leaving investors with billions of dollars of bonds they could not sell. States and localities have not sold any new issues of auction-rate securities since then.

American Express Company sold the first issue of auction-rate securities in 1984, with a $350 million sale of money-market preferred shares with dividends reset every 49 days. The first tax-exempt auction-rate security was sold by Tucson Electric Power Company in 1988.

“From the beginning, banks were manipulating the market,” wrote Bloomberg News in May 2008, after the market froze. The story continued, “In 1995, investors learned that Lehman settled allegations by the Securities and Exchange Commission that it improperly bid at some American Express auctions,” manipulating the process 13 times to prevent auctions from failing, and paying a fine of $850,000.

There were a lot of reasons for issuers to like this bond structure, which is why the market eventually grew to $330 billion, about half of which was municipal. It allowed them to borrow for long terms, sometimes as much as 40 years or more, at very short-term rates. Unlike variable-rate demand obligations, auction-rate securities were sold without a put option, so the issuers did not have to pay for a liquidity provider. ARSs were rated as long-term debt, so the issuers did not have to pay for a short-term rating. The securities were usually callable at par at any time, and convertible to variable-or fixed-rate debt. Issuers sometimes hedged their floating-rate risk with swaps, and often also insured the transactions against default. In 2001, municipal issuers sold $11 billion in auction-rate debt; in 2004, they sold a record $42 billion, and in 2007, $38.7 billion.

Investors, chiefly corporate cash managers and high-net-worth individuals, liked auction-rate paper because the securities paid them a little more in yield than they could earn in Treasury securities and money-market funds. And in the case of failed auctions, where there were more sellers than buyers, holders of some securities received a penalty rate, sometimes in the double digits. Not that auctions ever seemed to fail. From the market’s origins in 1984 to 2006, there were only 13 failed auctions, according to Moody’s Investors Service, out of the thousands held.

Issuers got to borrow at very low rates. Investors got a little more yield. The securities firms liked the market because it provided a regular stream of fee income after the initial bonds were sold; the underwriters also ran the regularly scheduled auctions.

In 2004, the SEC shook the market when it began an investigation into “deceptive, dishonest or unfair market practices” by auction-rate securities dealers. “There’s too much risk to both the investor and issuer for it to be a blind auction on such a frequent schedule,” Joseph Fichera of Saber Partners LLC, a financial advisory firm, an early critic of the process, commented at the time.

In May 2006, the commission fined 15 securities firms $13 million for sharing information about auctions and managing the process behind the scenes. Instead of prohibiting the practices, the SEC told the dealers they could continue managing the auctions in the way they always had, provided they told investors what they were doing. The Bond Market Association, a dealer organization, said it would put together “best practices” guidelines.

Underwriters began disclosing how these auctions worked. In August 2006, for example, the Culinary Institute of America sold $15 million in auction-rate revenue bonds to finance renovation and expansion at its Hyde Park, New York, campus.

On page 11 of the official statement, or offering document to the bonds, under “Bidding by Initial Broker-Dealer,” underwriter RBC Capital Markets spelled it all out. A broker-dealer was “permitted, but not obligated” to submit orders for its own account as a bidder or a seller, “and routinely does so in the auction rate securities market in its sole discretion.” The broker-dealer may place bids to prevent an auction from failing, or from clearing at a rate the dealer does not believe reflects the market, “even after obtaining knowledge of some or all of the other Orders submitted through it.” The broker-dealer may also “routinely encourage bidding by others in Auctions,” so that the auctions do not fail, or to prevent an auction from clearing at a rate that does not accurately reflect the market.

The head of the SEC’s Office of Municipal Securities expressed reservations about the process in September 2006, well after the settlement, saying it still was not being made clear to all investors that the sales were manipulated behind the scenes. Speaking at a conference in Chicago, the SEC’s Martha Haines observed that “it may not be accurate to call this an auction. I fear that investor and issuer confidence in the legitimacy of the market may be undermined unless market participants take active steps to address these issues.”

“The concern about the current auction process is that municipalities and companies that sell the bonds can’t know whether they’re getting the lowest borrowing costs and investors can’t know whether they’re overpaying,” wrote Bloomberg’s Darrell Preston.

Nothing much came of this intriguing pause. The auction-rate market hummed along until late 2007, when investors spooked by the subprime crisis and its impact on bond insurers forced yields higher; some auctions failed. In the week of February 13, 2008, the major dealers stopped bidding for the paper entirely, and then thousands of auctions failed.

The proximate cause of the death of the auction-rate securities market was the subprime crisis. Perhaps just as important, though, was a little-noticed March 2007 accounting rule change. When the Financial Accounting Standards Board started to require that auction-rate securities be listed on balance sheets as short-term investments rather than cash equivalents, the paper became less attractive to corporate and institutional investors. They began to sell. The Wall Street firms running the auctions took the paper off their hands—and sold it to individual investors.

This group, at the time estimated to number around 200,000, learned all about what happened when the nearly unthinkable occurred, and auctions failed, not once but again and again and again. They could see their money, they could collect yield, but they could not lay their hands on the principal. In some cases, usually those involving municipal securities, they got a higher penalty rate. This in turn spurred state and local issuers to convert the debt to variable or fixed rates, and so offered the holders redemption. Corporate issuers, including many closed-end funds that had sold auction-rate preferred shares, often had no such incentive. Even if they paid a penalty rate, it was usually capped. Investors found that these issuers were under no obligation to buy back debt that might not mature for 30 or 40 years or that even, in some cases, was perpetual. The dealers who originally sold them the investments no longer wanted to bid, although they were still paid to run the auctions.

It soon became apparent that most individual investors had not quite appreciated what they were getting themselves into, and that many of the brokers who sold the securities to them did not quite understand what they were selling, in many cases marketing auction-rate paper as a sort of cash equivalent that was very safe and very liquid. Unsurprisingly, few buyers bothered to read prospectuses or offering documents detailing what they were purchasing, even if they were readily available. There were a lot of angry investors.

The states got involved soon after the freeze, with New York Attorney General Andrew Cuomo and Massachusetts Secretary of State William Galvin leading the effort to reunite investors with their money.

“One of the developments from the ARS episode is that securities regulators at the state level, organized through the North American Securities Administrators Association, as well as certain state Attorneys General, undertook a large number of coordinated actions, in cooperation with the SEC and FINRA, to achieve dealer repurchases of ARS sold to their customers,” wrote financial adviser and lawyer Robert Doty in his 2010 book, From Turmoil to Tomorrow.

“This broad nationally coordinated effort . . . raises questions about whether there may be more state involvement in the municipal securities market in the future,” wrote Doty. “State securities laws generally contain antifraud and anti-negligence provisions, often with longer statutes of limitation than under federal law and an easier reach toward secondary parties.”

Municipal issuers rushed to convert their auction-rate paper, often using the same underwriters that had put together the auction deals in the first place; fund companies with national reputations to protect, such as Nuveen Investments Inc. and Eaton Vance Corporation, as early as March announced they were working on ways to offer stuck customers their money back, or “liquidity at par,” as it was called.

The gridlock among the dealers was not really remedied until that summer. Massachusetts Secretary of State Galvin filed administrative complaints against UBS Securities on June 26 and then against Merrill Lynch & Company on July 31. The complaints spelled out in excruciating detail how the market collapsed, and were punctuated by embarrassing e-mails from bankers demanding that analysts produce more helpful reports about what an “opportunity” auction-rate securities represented, and in some cases exulting at the wave of new business from issuers desperate to convert their auction-rate bonds to fixed-rate instruments.

UBS, Merrill, and Citigroup announced plans to buy back individual investors’ auction paper in early August. They were not the only entities affected by the freeze; institutions also owned auction-rate securities, as did states and municipalities. In November 2010, Citigroup agreed to buy back $869 million of auction-rate securities backed by federally guaranteed student loans it had sold the state, as well as repay Massachusetts for losses on $200 million it had sold. The state made its first investments in student-loan ARSs in 1998.

See also variable-rate demand obligations; window bonds.
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auction sale

See advertised sale; negotiated sale.

authorities

The proliferation of bond-issuing authorities is a periodically contentious issue in public finance. These creations, responsible only to the state and sometimes not even then, have been called unaccountable, a shadow government, and worse. Critics say their establishment and use subverts democracy and defies the will of the people. Proponents say authorities are indispensable and allow governments to finance much-needed, long-term projects that might otherwise never see the light of day. What is inarguable is their proliferation. Of the 89,476 governmental entities in the Census Bureau’s Census of Governments of 2007, 37,381 were “special districts,” a number that includes authorities but excludes school districts.

The first authority in the United States was established by compact between the states of New York and New Jersey in 1921. The Port of New York Authority, as it was then called, was modeled after the Port of London Authority, founded in 1908. The London entity got its name from the legislation setting it up: almost every paragraph began with “Authority is hereby given.” A key feature of the Port of New York Authority was that it be self-supporting, despite not having any taxing power of its own.

This is still a feature of many of the authorities established today. They are created to finance projects off-budget and without the use of taxes or the approval of voters. The bonds they sell are secured by user fees, such as tolls, although sometimes municipalities may pledge to make up shortfalls in debt service.

Not all authorities are alike. Authorities are often set up to finance single ventures, such as convention centers or stadiums. Some authorities are set up to help finance job creation in the private sector, such as the Arkansas Development Finance Authority, which acts as a conduit, selling tax-exempt industrial development bonds on behalf of corporate issuers. And there are authorities set up specifically to help finance campus housing, like the New York Dormitory Authority, or college and hospital expansion, like the New Hampshire Health and Education Facilities Finance Authority.
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bank-qualified

The Tax Reform Act of 1986 eliminated the cost-of-carry deduction for banks buying municipal bonds, with the exception of small issuers, those municipalities that reasonably expected not to sell more than $10 million worth in a given year. Banks could deduct 80 percent of the interest cost for carrying those bonds. Such bonds have typically comprised almost half of the number of issues sold annually, but less than 10 percent of the total dollar volume.

Under terms of the American Recovery and Reinvestment Act of 2009, the small-issue exemption was increased to $30 million. There were calls for its extension, but this provision expired as scheduled, at the end of 2010.

Bank-qualified issues typically make up around 50 percent of the number of issues sold in a year. In 2009, for example, bank-qualified bonds accounted for 6,014 issues totaling $33 billion, out of the 11,731 bond issues totaling $409.9 billion sold, according to Thomson Reuters.

See also issuer concentration; tax-exemption.
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basis points

A basis point is 0.01 or 1/100 of a percentage point and is used to set yields.

Baum pools

In April 2000, 12 underwriting firms agreed to pay $140 million to settle federal charges that they defrauded states and localities through an obscure process called “yield burning,” defined as systematically overcharging issuers for the Treasury securities they use to construct bond refunding escrows. A five-year ordeal was at an end.

Or was it? Yield burning, it turned out, and as Internal Revenue Service (IRS) officials later ruefully admitted, never ended. Even as securities industry officials were negotiating a “global settlement” with federal regulators, including the Securities and Exchange Commission, the U.S. Justice Department, the Internal Revenue Service, and the Treasury, some firms were putting together transactions that produced hefty profits by “burning down” or otherwise diverting the yield on a variety of instruments used in the reinvestment of bond proceeds, often also subverting the bidding process for such instruments.

IRS officials started talking about the situation in early 2003, and shortly thereafter bond issuers began receiving letters from the IRS advising them that the interest on their bonds might no longer be deemed tax-exempt. Some of the issuers disclosed such adverse opinions from the IRS in material-event notices, so the market learned about the next generation of yield burning, which this time apparently featured bid rigging and price-fixing in connection with guaranteed investment contracts.

As the Capital Projects Finance Authority put it in a disclosure notice in 2003, “The IRS has taken the position that certain aspects of the bidding process for the guaranteed investment contract in which the proceeds of the Bonds were invested appeared to facilitate the issuance of arbitrage bonds. Specifically, the IRS has informed the Authority that it believes that actions by the persons involved in the bidding (excluding the Authority) served to divert arbitrage normally rebated to the government to the underwriter to be used in part to fund issuance costs.”

The issuer continued, “The IRS has informed the Authority that it believes that the bidding was structured to allow the winning bidder to underpay for the Agreement and simultaneously overpay for other investment agreements which were treated as outside of the bond transaction.” The authority said it reached a closing agreement with the IRS “utilizing funds provided by third parties” to keep the interest on its securities tax-exempt.

Among the deals caught up in this new IRS sweep were 19 transactions totaling more than $2 billion underwritten by the George K. Baum & Co. firm in Kansas City, Missouri, including the $300 million Capital Projects Finance Authority bonds sold in 2000. The so-called blind pool deals, sold by municipalities to raise money for unspecified projects, were originally marketed between 1997 and 2001. The firm settled with the IRS in November 2006 for an undisclosed sum, without admitting the charges.

See also arbitrage; bid rigging; guaranteed investment contracts; yield burning.
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Bell, California, pay scandal

The news that the city manager of Bell, California, a city of 38,000 (most of whose residents lived in poverty), about 10 miles from Los Angeles, made almost $800,000 a year in salary, and almost $1.5 million annually once additional perks and benefits were added in, spurred a statewide rush to reform transparency in public-sector compensation in the summer of 2010. The story resonated with taxpayers across the nation concerned about the strain that high salaries and generous public pension plans and other postemployment benefits were putting on state and local budgets.

The Bell story began after reporters Jeff Gottlieb and Ruben Vives of the Los Angeles Times wrote about the nearby town of Maywood firing its own workforce and outsourcing the jobs to Bell. “Gottlieb and Vives wrote the story, and soon learned that the Los Angeles County District Attorney was investigating Bell for high salaries,” reported PublicCEO.com, a website specializing in California local government news. After filing a Public Records Act request, the reporters were able to write “Is a City Manager Worth $800,000?” in the July 15, 2010, Times.

Nobody, not even fellow city managers—who rushed to distance themselves from the situation—thought so.

The story revealed that Chief Administrative Officer Robert Rizzo was paid $787,637, Police Chief Randy Adams $457,000, and Assistant City Manager Angela Spaccia $376,288 in annual salaries.

“If that’s a number people choke on, maybe I’m in the wrong business,” Rizzo told the Times. “I could go into private business and make that money.”

“There are darned few $787,000 salaried positions anywhere in the private sector for managers who run an organization of similar size,” observed Girard Miller, a public-pension expert and consultant at financial adviser PFM Group in Los Angeles. Bell had 80 full-time employees. “What would make for an interesting law would be a statute prohibiting excessive compensation in the public sector, with a clawback provision,” Miller said at the time. “That could apply to excessive-pay union contracts as well.”

There were no apologists for the $800,000 city manager, although Mayor Oscar Hernandez of Bell put out a press release after the offending officials resigned, saying the salaries were “in line with similar positions over the period of their tenure,” and calling the Los Angeles Times coverage “unfair and unwarranted.” A few days later, the mayor backpedaled, calling the salaries “indefensible.”

The story prompted a citizen revolt, with Bell taxpayers demanding that the offending civil servants, as well as the city council members (most of whom paid themselves $100,000 a year for admittedly part-time labors) who had approved the pay packages, resign. They did so days after the story broke.

The Bell scandal erupted at a time when Californians were reeling from stories about bloated public-sector salaries and the “$100,000-a-year pension club” whose ranks numbered more than 12,000 in the state. Bell seemed to epitomize an out-of-control and tone-deaf public sector that was operating out of the public’s view and entirely on its own terms. At the same time, it seemed that nothing could be done about the exorbitant—and city-council-approved—compensation. It was widely reported that the city manager could expect to collect as much as $30 million in retirement pay.

It didn’t turn out that way. The city manager, mayor, and most of the city council were later indicted on official corruption charges. Governor Arnold Schwarzenegger called for all civil servants’ salaries to be posted online. The League of California Cities released a “Manager Compensation Survey” in September 2010, and California Controller John Chiang posted a “Local Government Salaries and Compensation” database online. None of the city managers listed made anywhere near $800,000.

The Los Angeles Times won a Pulitzer Prize in 2011 for its Bell coverage.

Sources:

Allen, Sam, Abbey Sewell, and Patrick McGreevy. “California’s City Officials Scramble to Limit Damage from Bell Scandal.” www.latimes.com, July 29, 2010.

Gottlieb, Jeff, and Ruben Vives. “Is a City Manager Worth $800,000?” Los Angeles Times, July 15, 2010.

Hernandez, Oscar. “City of Bell City Council Takes Action, Puts City Safety, Services and Children First.” Mayor’s statement, July 23, 2010.

Lopez, Steve. “The Bleeding Bell Blues.” www.latimes.com, July 21, 2010.

Rainey, James. “On the Media: How Many More Bells Are Out There?” www.latimes.com, July 21, 2010.

Search of “Local Government Salaries and Compensation” database at www.sco.ca.gov.

Spencer, James. “The Story of How the Bell Scandal Broke.” PublicCEO.com, August 11, 2010.

Vives, Ruben, and Jeff Gottlieb. “3 Bell Leaders to Quit in Pay Scandal.” www.latimes.com, July 23, 2010.

bid rigging

In November 2006, the Federal Bureau of Investigation raided the offices of brokers who specialized in the reinvestment of bond proceeds business. The Department of Justice said it was conducting an “investigation of anticompetitive practices in the municipal bond industry.” A criminal grand jury handed out subpoenas to brokers and securities firms. Thus a multiyear probe into what happens after municipal bond issuers borrow money and have to reinvest the proceeds was revealed.

This investigation had been going on for some time. It was sparked by a series of IRS audits conducted in the early 2000s that showed the bidding process for such things as guaranteed investment contracts and forward purchase agreements was being compromised by the brokers running the sales and the banks bidding for the business. The audits turned up certain extra payments made among various parties to the transactions, as well as audio evidence of collusion. IRS officials as early as 2003 described evidence of price-fixing, bid rigging, and the paying of kickbacks in return for business. This gaming of the system, according to the IRS, was another version of yield burning, a diversion of arbitrage profits that may result in tax-exempt bonds being declared taxable. Reporters learned about what was going on in the disclosure notices filed by issuers, which sometimes included IRS correspondence. Some bond issuers initiated lawsuits claiming financial harm, many based on little more than the necessarily vague stories that had run in the press.

The raids were conducted in November 2006. In February 2007, Bank of America announced that it had entered into a leniency agreement with the Department of Justice in return for its cooperation. By late 2009, the Department of Justice was passing out criminal indictments and collecting guilty pleas from bankers and brokers. In December 2010, Bank of America settled with the Department of Justice, the SEC, the IRS, the Office of the Comptroller of the Currency, and 20 state attorneys general for $137 million. The inquiry and prosecutions are ongoing.

A handful of lawsuits provided a glimpse into the investigation. Two in particular, one filed by the City of Los Angeles and the other by the Sacramento Municipal Utility District (SMUD), were like the Rosetta Stone to understanding what was happening, because they were based on oral and documentary evidence from Bank of America and the bank’s cooperating witness.

One of the more interesting passages described how the investigation began: “According to a proffer provided by Bank of America to SMUD, Bank of America’s outside counsel had discovered evidence suggesting the existence of violations of antitrust laws by members of Bank of America’s municipal derivative desk in 2004, which they brought to the attention of the Department of Justice. The DOJ explicitly instructed Bank of America’s counsel to keep this information confidential and not to take any actions that would alert other persons at Bank of America or outside Bank of America that this evidence had been discovered. The DOJ’s investigation has apparently been conducted in cooperation with investigations by the IRS and SEC of certain municipal derivative transactions for violations of tax and securities laws. In the course of these investigations, the IRS and SEC has apparently discovered evidence that strongly suggested that participants in such transactions had also violated the criminal antitrust laws, which was brought to the DOJ’s attention.”

See also yield burning.

Sources:
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Mysak, Joe. “Bank of America Tattles on Municipal Bond Dealers.” Bloomberg News, February 14, 2007.

Mysak, Joe. “Feds Finally Examine the Muni Reinvestment Business.” Bloomberg News, November 22, 2006.

Sacramento Municipal Utility District v. Bank of America, et al., United States District Court, Eastern District of California, November 12, 2009.

Selway, William, and Martin Z. Braun. “Bankers Rigging Municipal Contract Bids Admit to Cover-Up Lies.” Bloomberg News, November 24, 2010.

black-box deals

This is a term generally used to describe a series of transactions sold during the 1980s by a boutique firm called Matthews & Wright but also by certain major Wall Street firms, and designed solely to earn arbitrage profits. The proceeds of a bond issue were invested in a guaranteed investment contract. As a question at the time had it: Where did the proceeds go? They went into a black box.

See also arbitrage.

blind pools

These are large bond issues sold to fund unspecified projects. They were suspected by IRS and Treasury officials to be designed to earn arbitrage profits, and tax-law writers have made them more difficult to sell. The latest amendments in 2006 state that there must be commitments when the bonds are issued to borrow at least 30 percent of the proceeds; the issuer must expect to lend at least 30 percent of the proceeds within a year and 95 percent within three years; and the issuer must apply net proceeds that are not lent at that pace to redeem bonds within 90 days.

See also arbitrage.

Source:

Fredric Weber, Fulbright & Jaworski LLP, Houston, Texas.

Blue List

Published between 1935 and 2001, the Blue List was a daily listing of municipal bonds being offered by dealers, and a barometer of activity in the secondary market. The publication was founded in 1935 by Henry T. Dunn, a banker at Chase National Bank, and was so-called because it was printed on tissue-thin blue paper. The first issue contained 188 offerings from 27 dealers totaling $15.7 million; the last issue contained bonds totaling $461 million. Its all-time high was $3.2 billion, posted in 1987. Traders would turn to it first thing in the morning to gauge activity, some saying it was “like a municipal bond novel,” but filled with facts, like names, dollar volumes, prices, and yields. This was at a time when the reports of market activity were largely a fiction, painted in broad strokes with dealer anecdotes as well as details of new-issue pricings. The publication grew obsolete with the advent of Internet-based trading platforms and other means of delivering inventory listings electronically. Standard & Poor’s purchased the publication in 1963. The last issue appeared on August 17, 2001.

See also EMMA; market activity.

Sources:

Fine, Jacob. “S&P to Bid Adieu to Blue List.” Bond Buyer, June 19, 2001.

Resnick, Amy B. “After Six Decades, the Blue List Calls It Quits.” Bond Buyer, August 20, 2001.

BOCES

A New York State creation, BOCES stands for Board of Cooperative Education Services, which are formed by two or more school districts and an advisory district to provide services on a shared basis that would not be feasible in an individual school district.

bond anticipation notes

A short-term borrowing done in advance of a longer-term bond offering.

See also tax anticipation notes.

bond banks

Vermont established the first state bond bank in 1970, with, as it says on its website, “a mandate to provide municipalities with access to capital markets at the lowest possible cost.” In simplest terms, bond banks offer access to the municipal market for small issuers that might not otherwise be able to do so efficiently or economically. Bond banks buy bonds and loans from various entities of from $20,000 right on up to several millions of dollars, and bundle them into a single issue for sale in the municipal market, thus affording even the smallest localities some economies of scale, as well as access to tax-exempt interest rates. The Vermont Municipal Bond Bank has issued $1.1 billion in tax-exempt bonds for more than 700 projects and refinancings. Historically, bond banks were established in small-population or rural states, including Maine, New Hampshire, North Dakota, and Alaska. Most states today have found ways to offer their smallest municipalities the means to borrow money at tax-exempt rates, even if not through something called a state bond bank. The Virginia Resources Authority, for example, operates as a bond bank.

Sources:

$73,870,000 Vermont Municipal Bond Bank tax-exempt and taxable bonds, 2010 series 1, 2, 3, and 4 official statement, June 30, 2010.

Vermont Municipal Bond Bank website at www.vmbb.org.

The Bond Buyer

The Bond Buyer, the daily newspaper that reports on the municipal bond market, was founded in 1891 by William F.G. Shanks, a journalist and former Civil War correspondent who discovered that the most requests his news-clipping service received were for stories about bonds. The newspaper carries news stories and features; data, including proposed bond sales and results of bond sales; bond elections; volume statistics; and legal advertising. The newspaper also publishes a statistical yearbook and a quarterly directory of names and telephone numbers known as the Municipal Marketplace or, more popularly, the Red Book, and runs a series of conferences. For most of the twentieth century, the newspaper also produced a weekly edition.

See also William F. G. Shanks.

Bond Buyer indexes

The oldest gauge of yields, The Bond Buyer’s 20-Bond General Obligation Index was established in 1917. The newspaper surveys underwriters on how much 20 issuers, including New York City, would have to pay to borrow money for 20 years, and publishes the average every Thursday afternoon. The index has a rating roughly equivalent to AA. Eleven of the same bonds are also used to calculate a high-grade index with a rating of AA+.

The 20- and 11-bond indexes were calculated on a monthly basis until 1946, when they became weekly. The record high for the 20-bond index was 13.44 percent, which it hit on January 14, 1982. The record low was 1.29 percent, which it posted on February 14, 1946.

A weekly revenue bond index was added in 1979, comprising 25 revenue bonds maturing in 30 years, with an average rating of A+. Its high was 14.32 percent, also reached in January 1982. The newspaper introduced a one-year note index in 1989.

The issuers used in the calculation of all of the indexes change from time to time, as their fortunes and credit ratings rise and fall.

Source:

Bond Buyer.

bond counsel

Lawyers who are paid to verify that a bond is validly binding as well as whether it is tax-exempt. The business is divided between national firms that work in multiple states and regional firms that transact business in a single state.

See also legal opinion.

“Bond Daddies”

“Bond Daddies are a nomadic Southern strain of telephone securities salesmen known for their tenacity on the job and ostentation off,” wrote Constance Mitchell in the Wall Street Journal in 1989. “From offices lined with banks of phones, they cast for business with ceaseless cold calls, treating the customers they sign up to huge markups, repeated short-term buying and selling, and an array of other trading ploys rewarding chiefly for the broker. The species first appeared in Memphis in the 1960s, selling tax-exempts to senior citizens across the country.”

Source:

Mitchell, Constance. “The Bond Daddies: Fast-Talking Brokers in Little Rock Target Small-City Treasuries—Cold Calling to Town Officers, They Arrange to Trade Often at High Markup—Big Bucks and Braggadocio.” Wall Street Journal, April 12, 1989.

bond purchase agreement

The contract between the underwriter and the issuer “setting forth the final terms, prices, and conditions upon which the underwriter purchases a new issue of municipal securities in a negotiated sale.”

Source:

MSRB online glossary at www.msrb.org.

bond year

A bond year is $1,000 of debt outstanding for one year. The number of bond years in an issue is the number of bonds times the number of years from the dated date to maturity. The number of bond years is used to calculate the average life of an issue and its net interest cost.

book-entry-only system

Until 1983, municipal bonds were sold in bearer format, that is, with physical certificates. They are now sold in this registered, electronic format, usually described at length in the official statement to the issue.

Bradford zeroes

A series of 14 nursing home and housing bond transactions designed by J.C. Bradford & Company of Nashville, Tennessee, and sold between 1988 and 1992 was deemed an artifice and device by the Internal Revenue Service. A typical transaction worked in this way: A knowledgeable investor would buy a bond issue sold for a marginal project, usually through a private placement; purchase an escrow account of government securities to defease the bonds; and have the underwriter, in this case J.C. Bradford, remarket the issue as triple-A-rated zero-coupon bonds; they would then split the profit.

“The device used consisted of three steps,” the IRS said in a Preliminary Adverse Determination letter sent to the Colorado Health Facilities Authority, one of the issuers of the bonds, in April 2001: “(1) the purchase of the bonds by an insider, (2) the immediate creation of a defeasance escrow account, and (3) the resale of the bonds to investors in the secondary market after security had been enhanced.”

The IRS continued, “There was no reasonable expectation that the debt service on the bonds would ever be repaid from project revenues. . . . Without the resale of the bonds, there was no reasonable or feasible way to provide escrow funding for the future payment of principal and interest on the Series 1991 bonds.”

In other words, when side deals involving a bondholder and an underwriter provide the only source of repayment on a bond issue, and the responsibility of the issuer and borrower for the bonds is eliminated, then the “governmental purpose” that allows for tax-exemption goes out the window, said the IRS. Because of the zero-coupon nature of the transactions, the 14 deals, sold in California, Colorado, Georgia, Illinois, New York, and Tennessee, had an ultimate maturity value of $3.8 billion.

In May 1999, an IRS official told the Wall Street Journal that the agency had sent out six “adverse letters” in connection with zero-coupon bond remarketing transactions, without identifying the transactions in question. Several of the issuers involved later disclosed that they had received such letters. Well before any of that, the Bradford zeroes traded in the market as if they had already been declared taxable.

In May 2001, UBS PaineWebber Group Inc., which had acquired Bradford the year before, said it was seeking to settle the matter with the IRS. In 2002, the company and seven law firms paid $30 million to the IRS so that the collection of bonds could retain their tax-exempt status.

See also tax-exemption.

Sources:

Connor, John. “IRS Investigates Municipal Zeroes for Tax Violations.” Wall Street Journal, June 4, 1999.
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Preston, Darrell. “UBS PaineWebber Seeks Settlement on Bradford Zero-Coupon Bonds.” Bloomberg News, May 1, 2001.

UBS PaineWebber. “J.C. Bradford Affiliate of UBS PaineWebber Settles Bond Audits.” Press release, July 24, 2002.

Build America Bonds

A feature of the American Recovery and Reinvestment Act of 2009, the Build America Bonds (BABs) program paid municipal bond issuers a 35 percent subsidy on the interest rate they paid to investors, provided the issuer sold the bonds as fully taxable. The bonds proved very popular with issuers, who found that, with the subsidy, the taxable yield they paid investors was even lower than the rate they could get selling tax-exempt bonds. Issuers ultimately sold $187 billion worth of BABs. The theory was that BABs would be revenue-neutral, and the amount of federal income tax investors paid would more or less match the subsidy. Their popularity with overseas investors and other investors who do not pay U.S. income tax seemed to explode this theory. Tax-exempt purists, meanwhile, saw in the creation of the BABs program a not-so-veiled attempt by the Treasury to replace the tax-exempt market entirely, as it had attempted to do many times in the past. Despite calls to extend the program, even at a lower subsidy rate, BABs expired at the end of 2010, on schedule. In early 2011, there was talk of resurrecting the program.

The Build America Bonds experiment did not proceed without glitches. Trading in the first few issues sold showed widespread flipping of the securities, indicating that they were undervalued at the initial pricing and produced windfall profits for a few large buyers who then resold them. Professionals said such mispricing was common enough on new structures, and was the result of underwriter price discovery. Issuers rarely expressed anything but delight with how the deals were sold.

Some critics pointed out the obvious—that the biggest states, which sold the most bonds, also got most of the federal subsidy—while others observed that most BABs were underwritten by the same relative handful of dealers that dominated the tax-exempt market, and that they were extremely profitable for the underwriters. Some issuers, too, bowed out of the program after the Internal Revenue Service said it might deduct taxes owed from the subsidy paid out on the bonds, reinforcing some issuers’ innate fears that the subsidy might be tinkered with in the years ahead, even as the debt service remained the same.

The BABs program did result in bringing new investors into the municipal bond market, and because it lowered the amount of tax-exempts sold, it helped decrease tax-free yields.

See also tax-exemption.

Sources:
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