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Research Question

I Investigate changes in bank loan shares of municipal debts in
response to shocks

I Understand the debt dilution problem in the municipal debt
market

I Study inter-creditor con�ict problem



Local Debts Growing Over Time
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Bank Loans are Growing Faster

 Electronic copy available at: https://ssrn.com/abstract=3056079 

1 Introduction

A fundamental question in financial economics at least since Jensen and Meckling (1976) has

been the conflict of interest among different types of claimholders to the cash flow of the

same economic entity. While this question has been studied thoroughly for publicly-traded

corporations facing timely and comprehensive disclosure requirements for all cash flow claims,1

empirically we know little about the extent of such conflicts in the absence of disclosure. In

this paper we study the claim dilution problem in the municipal debt market. The muni

market presents a unique opportunity to investigate this question because even though public

debt claims have to be disclosed in a timely manner no disclosure requirements exist for

private debt claims and voluntary disclosure is virtually nonexistent.2 Bank financing of

local governments has also experienced a tremendous increase since the Financial Crisis (see

Figure 1), making the municipal debt market a particularly relevant empirical setting:

Figure 1: Volumes of bank loans and municipal bonds outstanding over time

1For instance, see Smith and Warner (1979), Barclay and Smith (1995b), and Rauh and Sufi (2010) for
conflicts between different classes of debt or equity claims; how such conflicts could be alleviated contractually
(Smith and Warner (1979), Smith (1993)); and the role disclosure in alleviating these problems (Healy and
Palepu (2001), Leuz and Wysocki (2016)).

2For example, only less than a 100 issuances of bank loans have been reported as compared
to the 44,000 state and local issuers (see https://www.sec.gov/rules/proposed/2017/34-80130.pdf and
https://www.sec.gov/news/studies/2012/munireport073112.pdf). In addition, a substantial fraction of
those documents are so heavily redacted that no information on bank loan interest rates, commitment
amounts, maturities, or fees could be obtained.

2

Source: Ivanov and Zimmermann (2017)



Municipal Bonds Have Lower Default Rates



Overall Defaults have Increased

MOODY'S INVESTORS SERVICE U.S. PUBLIC FINANCE

Exhibit 5

Overall Default Frequency Has Increased
Number of Defaults per Calendar Year, 1970-2016
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Default volumes for recent defaults have been larger. The $2.25 billion default of the Washington Public Power Supply System Projects
4 & 5 in 1983 remained the largest municipal default for 25 years until it was eclipsed by Jefferson County in 2008, roughly matched
by Detroit in 2013, and now dwarfed by Puerto Rico (Exhibit 6).

Exhibit 6

Default Volume is Driven by Large General Governments and Utilities
Default Amount by Sector per Calendar Year (billion USD)
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Exhibits 5 and 6 illustrate a stark difference between the count of default events and volume. While competitive enterprises made up
72.8% of rated defaults, by default volume these projects were relatively small. The many housing defaults in the 2004-2008 period,
for instance, concerned small-scale, stand-alone rental project financings. However, the overwhelming bulk of debt in the housing
sector is issued by the large state housing finance agencies; here, there has been only a single default, which concerned a Connecticut
Housing Authority multi-family project in 1994. General governments accounted for 20.4% of the overall count of rated defaults since
1970, followed by municipal utilities with only 6.8%.
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Methodology

I Identify potentially exogenous shocks to municipalities

I Permanent shock: population estimate revision (Suarez
Serrato and Wingender (2016))

I Census count minus population estimates
I Population counts are related to federal funding
I Shocks of di�erent signs are included in regressions separately

(asymmetric e�ects)

I Transitory shock:
I Snow coverage
I Revenue and service disruptions are costly to municipalities

I Regress variables of interests on these shocks with county
controls

I Bank shares, amount of bonds and bank loans, and share of
term loans



Main Results

I Permanent negative shock increased bank share only in low
income counties

I Bonds decrease while bank loans increase
I E�ects have a two-year lag because of the delayed release time

of revision

I Transitory shock increased bank share and credit line usage
I But results are mostly weak (not statistically signi�cant)



What are the stories?

I Most of the results are consistent with �ndings in the
corporate debt market

I e.g. Su� (2009), Raugh and Su� (2010), Colia, Ippolito, and
Li (2013)

I What are the explanations?
I Lower credit quality? (and heterogeneity of municipality in

general)
I Bank lenders provide monitoring bene�ts to other creditors

I e.g. James (1987), Mikkelson and Partch (1986)

I Inter-creditor relationship and renegotiation costs
I Billett (2016), Becker and Ivashina (2017), Berlin, Nini, and

Yu (2018)

I Financial constraints and market access



Overall Ratings have been Improving
MOODY'S INVESTORS SERVICE U.S. PUBLIC FINANCE

Exhibit 2

Municipal Sector is Highly Rated: Typically Rated A and Above
Municipal Rating Counts By Broad Rating Category, Year End 1970-2016
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The increase in A and Aa ratings since 2000 reflects the recalibration to a global rating scale in 2010 and not a fundamental shift in credit quality. The increase appears gradual instead of as
a sudden shift because rating histories were also recalibrated. This affected all credits that were outstanding at the time of the recalibration, comprising about half of all ratings; any ratings
that were withdrawn prior to the recalibration were not adjusted (See Municipal Ratings Performance Since the Recalibration of the US Municipal Scale).
Source: Moody's Investors Service

Only 1.4% of all public sector credits were rated below Baa3 (the market's investment-grade threshold) at year-end 2016, compared
to 49.6% of global corporate credits as shown in Exhibit 3. Speculative-grade ratings have been about 1.0% of all municipal ratings
historically, but were as high as 2.7% in 1970.

Exhibit 3

Most Municipal Ratings Are Distributed In High Investment-Grade
Rating Distributions by Sector: Municipals by Sector vs. Global Corporates, Year End 2016
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Overall Sector Stability, But Long-Term Headwinds Have Not Abated
Most municipal credits have stabilized since the Great Recession (2007-2009), having done the hard work to rebalance operations
through cutting costs, raising revenues, dipping into and then rebuilding reserves as tax bases recovered, or combinations of all three.
The majority of US state and local governments also have strong institutional frameworks. Their revenues are generally not linked to
expenditures, in contrast to corporate issuers that must reinvest in order to generate future revenues. As such, our various outlooks
for 2017 for most US public finance sectors are once again stable. Nevertheless, a confluence of events has fostered a “new normal”
of more fragile budgetary balance. These include uneven economic recovery and tepid growth, rising deferred maintenance, higher
fixed costs, and changing demographics as populations age or relocate. A small but growing minority of the rated universe now has less
resilience, less margin or appetite to tax further, and a weaker position to weather the next recession.
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Municipality Debt Market

I What do we learn from studying the municipality debt market?

I Di�erent treatment in bankruptcy law
I Territory vs states (e.g. Puerto Rico vs Detroit)

I Tax exemption status
I Tax advantage of bank debts vs bonds?

I Di�culty to increase tax revenue or reduce expenditures
I Other �nancial constraints?
I Study the e�ects by counties with di�erent levels of �nancial

constraint



Other Comments

I What's the magnitue of the shocks in dollars?

I Tax reform and the ownership of municipal debts
I Bergstresser and Cohen (2015)

I Ownership types can also matter
I Bonds and loans are held by the same owners?
I e.g. bank holding of bonds has increased

I Consequences of changing the mix of stake holders

I Performance over time
I default rates by di�erent bank/bond mixes



Changes in Bond Holdings Ownership

msrb.org   |   emma.msrb.org     3© 2017 Municipal Securities Rulemaking Board

makes available various statistical reports including the annual Fact Book and quarterly and monthly data 
summaries that aggregate and summarize trade characteristics, interest rate resets, and primary and 
continuing disclosure information. Additionally, research reports related to continuing disclosure and 
other topics are also published on a periodic basis. All data is available to the public for free. 

Source:  Federal Reserve Board Financial Accounts of the United States.  December 8, 2016 (2016: Q3 Release). 

Source:  MSRB
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Summary

I Interesting and the shocks are very neat

I I enjoy reading it very much.

I Very useful especially when we are likely heading for more
municipal debt defaults


