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Introduction

By signing the massive American Recovery and Reinvestment Act (“the Act”) on 
February 17, President Obama and the Congress have ushered in numerous 
significant changes affecting the market for state and local  government bonds.  
Contained in the legislation are fourteen specific items that seek to expand the 
demand of municipal debt, subsidize the cost of debt issuance, and add flexibility 
in the financing options available to municipal issuers.  All of these provisions 
are designed to promote the stated goals of stimulating employment, improving 
infrastructure and providing fiscal relief to states and local governments.

In this paper we examine the provisions contained in the Act that affect the municipal 
bond market and attempt to draw conclusions about the possible ramifications for 
market participants.

The provisions that affect the municipal market fall into three general categories:

Expansion of current bonding programs;•	

Creation of new bonding programs by specifically expanding the use of tax-•	
credit bonds;

Expansion of demand through modification of rules regarding the Alternative •	
Minimum Tax and modification of accounting rules affecting the treatment of 
interest cost deductions for financial institutions.
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Clean Water and Drinking Water Revolving Funds

Background:

The Clean Water State Revolving Fund and Drinking Water State Revolving Fund 
programs were created in 1987 and 1996, respectively, to promote infrastructure 
improvements that lead to higher water quality throughout the nation.  The programs 
are administered by the Environmental Protection Agency and are structured to 
provide funding that a state may match at the rate of 20% in a revolving fund 
which provides loans for water quality projects. States may augment these funds 
by issuing revenue bonds which are collateralized by the fund itself.  To date, over 
half of the states have elected to pursue bond issuance as part of their programs.

Legislation:

The Act stipulates that the requirement for the 20% State matching grant is waived 
in 2009 and 2010.  Additionally it includes incentives for states to assist communities 
that might not normally be able to participate in the program through subsidies and 
loan forgiveness provisions.  The Act specifies that proceeds meet tests for “green” 
infrastructure and that they result in expeditious creation of new jobs.

Funding:

$4 billion for the Clean Water Program; $2 billion for the Drinking Water Program

Implications:

Given the dearth of highly rated securities in the market following the demise of 
bond insurers, these issues, which are viewed as very high quality credits, should 
be received well by investors seeking higher rated investment securities.     
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New Clean Renewable Energy Bonds (CREBs)

Background:

CREBs are bonds that may be issued by entities meeting Federal requirements for 
projects which also meet  Federal requirements.  In general they may be issued 
by public power providers, a governmental body, an electric cooperative, a not-for-
profit electric utility that has received funds under the Rural Electrification Act, or 
clean, renewable energy bond lenders.  Prior to the Act there was a national limit 
of new CREB’s of $800 million.  Allocations to municipalities are made by means 
the Secretary of the Treasury deems appropriate.

Legislation:

Increases the limit of outstanding CREBs from $800 million by an additional $1.6 
billion. No other changes to the existing program.

Funding:

Expands the national limit by $1.6 billion.
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Qualified Energy Conservation Bonds (QECBs)

Background:

QECBs  are a type of tax-credit bond issued to finance capital expenditures for 
approved energy conservation projects.  Just as with the CREBs program there is 
a national limit of $800million of QECBs. 

Legislation:

The Act expands by an additional $2.4 billion the national limit of QECBs.  The 
provision also clarifies the allowable usage of bond proceeds in general to promote 
green energy projects.

Funding:

Expands the national limit by $2.4 billion.
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High-Speed Intercity Rail Facility Bonds

Background:

Current law permits the use of municipal bond issuance for the construction of 
qualified facilities for high-speed intercity rail travel with certain restrictions.

Legislation:

The Act modifies the requirements for qualification as a high-speed intercity rail 
facility primarily by reducing the stringency of the speed requirement of trains 
using such facilities.

Funding: 

Limited by individual state private activity volume caps, however these types of 
bonds are 75% exempt from the cap limits.
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Temporary Expansion of Small Issuer Industrial Development Bonds

Background:

Current law permits the issuance of Industrial Development Bonds with specific 
restrictions governing their use, qualification of issuers and limits of outstanding 
indebtedness by both the underlying and the conduit issuers.  

Legislation:

The Act expands the definition of a qualifying facility in an effort to promote wider 
use of this financing option.

Funding:

No change to existing limits.
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Qualified School Construction Bonds (QSCBs)

Background:

Prior law allowed school bond financing through either tax-exempt government 
bonds or through Qualified Zone Academy Bonds.  Issuers of tax-exempt bonds 
must meet certain qualifications and arbitrage requirements.

Legislation:

The Act creates a new category of bonds for school construction financing : 
Qualified School Construction Bonds (QSCBs).  These are another tax-credit bond 
program that is newly created with this act.  To qualify, the bonds must meet certain 
requirements related to use of proceeds and location of the education agency 
within the issuing local government.  There will be a national limit of $11 billion for 
both 2009 and 2010 in this program.  

The provision specifies that funding limits are allocated in much the same manner 
that Federal funding of schools is managed through the Title I program.  The 
provision stipulates that large districts qualify for approximately 40% of the national 
volume cap.  

Funding:

$22 billion over two years.
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Qualified Zone Academy Bonds (QZABs)

Background:

QZABs are tax credit bonds targeting economically depressed areas (Qualified 
Zones) and qualified issuers.  

Legislation:

The Act extends and expands the QZAB program by increasing the national limit 
from $400 million to $1.4 billion annually in 2009 and 2010.

Funding:

Total program issuance of $1.4 billion for the next two years.
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Build America Bonds

Legislation:

The Act introduces an entirely new form of municipal financing named “Build 
America Bonds”.  This program allows state and local governments to elect to 
issue taxable debt in lieu of traditional tax-exempt debt.  This program would be 
structured as a tax-credit program, but rather than the Secretary of the Treasury 
setting credit rates they would be fixed at 35%.  The intent of the legislation is that 
the interest rate paid would be lower than an equivalent fully taxable bond due to 
the credit rate.

Additionally, the Act provides for a special rule in 2009 and 2010 for the 
establishment of “Qualified bonds” which would provide proceeds dedicated to 
capital expenditures.  These qualified bonds are significantly different in that they 
are fully taxable, rather than tax-credit bonds, but qualify for an interest subsidy 
from the Treasury that equals 35% of the interest cost. The subsidy would be paid 
on the coupon date directly from Treasury to the issuer. 

Also significant is that any state tax exemption that would be applicable to the 
bond interest remains intact, that is, the bond interest is Federally taxable but state 
exempt in those states that treat municipal bond interest as exempt. 

Funding:

There is no specified limitation on the issuance of Build America Bonds.
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Recovery Zone Bonds

Legislation:

The Act permits an issuer to designate recovery zones according to certain 
restrictions.  

Allocation is designed to follow the amount of employment decline for a State 
relative to the nation and is made by the Secretary of the Treasury.

There are two variants of Recovery Zone Bonds:

Recovery Zone Economic Development Bonds •	 - Establishes a tax credit 
rate of 45% for bonds issued for qualified economic development purposes.

Recovery Zone Facility Bonds•	  - This is a new category of bonds. These bonds 
are to be used for facilities improvement projects for qualified businesses.

Funding:

$10 billion for Economic Development Bonds, $15 billion for Facility Bonds.
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Tribal Economic Development Bonds (TDEBs)

Background:

Tribal governments are permitted to issue tax-exempt debt within restrictions. 
Pragmatically speaking, the limitations essentially preclude any issuance of tax-
exempt debt by Indian tribes.

Legislation:

The Act provides for the creation of Tribal Economic Development Bonds (TEDBs) 
to promote economic development on tribal lands.  These bonds are tax-credit 
bonds.  

Funding:

$2 billion national limit.
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Pass-through of Tax Credits by Regulated Investment Companies

Background:

Prior law did not specify a means by which tax-credits could be passed-thru to 
shareholders of a Regulated Investment Company (RIC).

Legislation:

The Act specifies procedures for passing through to shareholders tax-credits from 
tax-credit bonds held by the RIC.
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Modification to the AMT Treatment of Private Activity Bonds

Background:

For nongovernmental purpose bonds meeting certain qualifications the interest on 
the bonds is deemed subject to the Alternative Minimum Tax (AMT) calculation.

Legislation:

The Act temporarily modifies the law to remove the AMT limitation so that these 
bonds are not counted towards the AMT calculation by a holder.
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De Minimus Safe Harbor Exception for Financial Institutions

Background:

The IRS allows an individual or a non-financial institution to carry up to 2% of 
investment assets as tax exempt bonds before assuming that the holder borrowed 
to purchase said securities and therefore to have any interest cost deduction 
disallowed.  This option was not available to financial institutions.  The safe harbor 
provision is commonly referred to as the de minimus holding provision.

Legislation:

The Act specifies that financial institutions may now carry up to 2% of their 
“adjusted basis of assets” in tax-exempt bonds that do not need to meet the “bank 
qualification” requirement.  For the securities that are accounted as within the 
“safe harbor” limit the 20% interest expense disallowance is enforced.  Only bonds 
issued in 2009 and 2010 are eligible for this treatment.
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Modification of Small Issuer Exception 

Background:

Prior legislation created a class of municipal bonds commonly referred to as “Bank 
Qualified” which must meet certain restrictions, specifically a maximum issuance 
amount of $10 million annually.  If the securities meet the necessary requirements 
and are specially designated as “qualified issues under 256(b)” then a financial 
institution may elect to write off up to 80% of the interest cost of acquiring the 
bonds.

Legislation:

The Act increases the limit for qualification from $10 million to $30 million annually 
for issues that come to market in 2009 and 2010 and meet qualification tests. 

The Act also transfers the test for qualification of pooled issuers from the aggregate 
pool level to the underlying issuer.  Therefore as long as all underlying issuers of 
a pooled issue meet the qualification requirements, the pool issue is not subject to 
the size limitation.

Lastly, the Act extends the qualification requirement to 501-C-3 organizations who 
otherwise meet qualification tests.
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Notes on Tax Credit Bonds

Tax credit bonds are an alternative means of financing  government expenditures.  
The essential feature is that instead of the issuer paying interest, the holder 
receives a credit against their federal tax liability.  In this regard they can provide a 
viable alternative means of financing municipal government activities.

Also of note:

Tax credits may be carried forward, generally without limitation, by the holder.•	

The tax credit may be “stripped” and transferred to someone other than the •	
bond holder.

The credit may be “passed through” to shareholders of a registered investment •	
company.

The credit “rate” is set by either statute, as in some of the new bond programs •	
listed above, or by the Treasury Department on a daily basis.

The Act dramatically expands the usage of tax-credit bonds by state and local 
governments.  There are new and innovative structures employed in these 
programs.  The market will need to put significant effort in finding appropriate 
investors for these new securities in order for issuers to receive their maximum 
economic benefit.
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Funding Overview

The Act provides a dramatic expansion in funding options available to state and 
local governments. 

Clean Water Program $4 billion Traditional Bonds
Drinking Water Program $2 billion Traditional Bonds
Clean Renewable Energy Bonds $1.6 billion Traditional Bonds
Qualified Energy Conservation Bonds $2.4 billion Tax-Credit Bonds
High-Speed Intercity Rail Facility Bonds Unchanged Traditional Bonds
Small Issuer Industrial Development Bonds Unchanged Traditional Bonds
Qualified School Construction Bonds $22 billion Tax-Credit Bonds
Build America Bonds No limit Tax-Credit Bonds
Recovery Zone Economic Development Bonds $10 billion Tax-Credit Bonds
Tribal Economic Development Bonds $2 billion Tax-Credit Bonds

Total Increase in Traditional Bonds $7.6 billion
Total Increase in Tax-credit Bonds $52.8 billion Potentially much greater 

with Build America Bonds
Total Aggregate Increase $60.4 billion

*Prior year total issuance of tax-credit bonds was $2 billion

Average municipal bond trade volume for the period January 9th, 2009 through 
February 23rd, 2009 averaged $11.89 billion.(1)

Estimated new issuance for the municipal bond market in 2008 was  
$385.66 billion.(2)

(1)	 Source- Municipal Securities Rulemaking Board
(2)	 Source- United States Federal Reserve
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Summary 

The provisions contained in the American Recovery and Reinvestment Act 
represent a sweeping re-engineering of the municipal bond market.  Perhaps at 
no time in modern history have so many changes to so many different areas of the 
Federal code been implemented.  

The implications for the municipal bond market are substantial.  New types of 
issuance programs will lead to questions regarding price discovery and valuation 
as well as necessitate identification of new buyers for placement of these securities. 
The expansion of tax-credit issuance alone is enormous. The Act takes what had 
previously been a niche financing option and turns it into a massive, mainstream 
vehicle for municipal financing.  While at the same time, the new variants of tax-
credit treatment are sure to add confusion for market participants.

How receptive will financial institutions be to the new opportunities provided to 
them to invest in municipals, given the economic pressures currently facing the 
banking system?  

The differential of interest rates for bank qualified bond issues versus non-bank 
qualified issues that has been prevalent since 1986 looks to become quite blurred, 
given the potential increase in qualified issuance. Likewise the modifications for 
pooled issuers and not-for-profit issues raise additional questions. Can market 
participants accurately analyze the credit quality of these new securities?  Will 
the new availability of larger block size enhance the cost of issuance or act as a 
deterrence to smaller issuers, which, ironically, is why the small issuer rule was 
created in the first place back in 1986.

Only time will tell, of course.  Certainly all market participants need to pay very 
close attention to developments as they occur.  The implications for issuers and 
investors are daunting. New options and strategies are available that can either be 
helpful if correctly understood or harmful if misjudged. 

As with all market information, transparency will be the single best way to enable 
efficient operation of the municipal bond market as it seeks to digest the enormity 
of the changes embodied in the Act.  The development of trade reporting since 
2001 has been extremely beneficial to market participants.  It is our sincere hope 
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that this facility will prove to be a valuable resource as these new types of securities 
reach the market.
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About First Trust and BondWave

First Trust 

First Trust Portfolios L.P. (“First Trust”) is a regional broker dealer, headquartered 
in Wheaton, Illinois, a western suburb of Chicago. The firm was founded in 1991, 
and with its affiliates has grown to over 400 employees who assist customers 
with their financing and investing needs. First Trust is a recognized leader in 
providing innovative financial products and services to the marketplace. We are 
the single largest wholesale originator of unit investment trusts in the nation.  Our 
Institutional Capital Markets and Public Finance groups offer a wide range of 
capital planning, underwriting, trading and a number of other value-added fixed 
income services.  For more information, visit www.ftinvestmentbanking.com 
or call 800.872.7276.

BondWave

BondWave LLC (“BondWave”) is a subsidiary of First Trust Portfolios L.P.  and offers 
a fixed income investment methodology called Program Portfolios™ that enables 
financial consultants to create and manage custom individual bond portfolios for 
each client using a model-based investment strategy. Program Portfolios allow 
consultants to maintain control of assets and direct the investment process, which 
includes strategy selection, portfolio monitoring services, customized electronic 
messaging and reporting.  Program Portfolios enable the investment professional to 
offer a coordinated, white-labeled investment solution to clients who seek a flexible 
and cost-competitive approach to fixed income investing. For more information, 
visit www.BondWave.com or call 877.795.6288.

   


