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DO NOT DAMAGE MUNICIPAL BOND FINANCING: 
A SYSTEM WORKING WELL TO BUILD AMERICA’S FUTURE 

 
Overview 
 
Municipal bonds have been the chief engine for infrastructure growth in American for over 100 
years.  Today, roughly 75% of the infrastructure in this country was funded with the help of 
municipal bonds, making them the cornerstone of America’s infrastructure strategy.  Over time, 
municipal bonds have built 4 million miles of roads, 500,000 bridges, 16,000 airports and 
900,000 miles of pipe in water systems.  They fund the building blocks of a competitive, modern 
American economy.   
 
Proposals to alter or replace the municipal bond tax exemption threaten to damage this 
essential financing tool.  These proposals come in essentially two forms: 1) curtailing the 
benefits of the tax exemption; and 2) replacing municipal bonds with direct pay bonds (i.e., 
taxable bonds receiving a direct subsidy from the federal government).  All of these proposals 
would raise borrowing costs, hurt middle income Americans and their communities, and 
disproportionately hurt retirees and smaller, rural communities.  It makes no sense to derail a 
system that has worked so well for communities throughout America for 100 years.      
 
 
Curtailing the municipal bond tax exemption would impose a crippling blow on America’s 
communities.  Recent proposals would limit the municipal bond tax benefit, such as the 
Administration’s cap on deductions and exemptions that would limit the value of the municipal 
bond exemption to 28%. Such proposals strike at the heart of municipal bond financing for 
several reasons: 
 
• Higher Borrowing Costs:  Reducing the tax benefit of the exemption means states and 

localities would need to offer higher rates to sell their bonds, raising borrowing costs 
significantly for communities.  For example, a retroactive 28% cap would impose an 
increase in borrowing costs of as much as 20%1 - effectively, a tax on local governments. 
This is comparable to an individual’s home mortgage interest costs suddenly skyrocketing 
by 20%.  This burden will be imposed on state and local governments already struggling to 
recover from the weak economy.  Fewer projects will be built and those built will cost more.  
Middle Americans would suffer lost jobs.  Essential services will be cut - and there will be 
higher taxes/fees on those services that remain.     

 
• Retirees Hurt Especially:  Retirees disproportionately purchase these bonds.  In fact, 

roughly 59% of municipal bond interest is paid to those 65 years and older.  Many of these 
individuals count on both the bond interest and the principal investment to fund their 
retirement, precisely because they believe these bonds are stable and secure.  A federal 

                                                   
1 Assuming a 70 basis point increase on an average yield of 3.2%.   
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step retroactively undermining the value of those bonds shakes that sense of stability, hitting 
those most vulnerable.   

 
Direct pay bonds cannot be a substitute for municipal bonds.  The second type of proposal 
suggests using taxable bonds that receive a direct federal subsidy to offset some of the 
state/local borrowing costs (“direct pay bonds”).  Build America Bonds ("BABs") are one 
example.  The President recently has proposed similar "America Fast Forward Bonds". These 
bonds can be a supplement to existing infrastructure financing tools, but if they are seen as a 
substitute for tax exempt municipal bond financing, it would deal a severe blow to the nation’s 
infrastructure efforts.  The reasons are clear: 
 
• Breach of Trust:  The Federal government is now entering a period of tighter funding as it 

seeks to reduce the federal deficit, raising doubt whether Congress will be able to honor 
Federal commitments to replace the tax exemption with a direct federal payment. The 
sequester brings this into sharp focus: it actually reduces federal payments to issuers of 
direct pay bonds that issuers had relied upon to plan budgets and finance projects.  This 
action took local planning and control away from fiscally responsible state and local 
governments and placed it in the hands of the federal government, shifting federal burdens 
to local taxpayers.  In that context, it is inconceivable any direct pay bond program could be 
a substitute for the financing power of municipal bonds.  

 
• Small, Rural Communities Disadvantaged:  Direct pay bonds overwhelmingly have been 

used by large and well-known cities and states who can compete in global, taxable markets 
for investors.   Smaller issuers, such as in small towns, are likely to be hit with dramatically 
higher borrowing costs, coupled with a declining pool of investors willing to purchase their 
bonds.  They could be shut out of the market as buyers naturally gravitate to bigger 
government issuers, favoring Dallas, Texas over Richardson, Texas.  Traditional tax-exempt 
municipal bonds work for all issuers to permit decisions about local projects to be made by 
local officials at the local level.  

 
• More Costly:  For shorter maturity borrowing (e.g., 5-10 years), direct pay bonds, such as 

BABs, have typically had higher net interest costs (i.e,costs even after receiving the federal 
subsidy) than municipal bonds.  Increasing direct pay bonds, while curbing the 
attractiveness of municipal bonds, would only make this shortfall worse, costing state and 
local governments even more to meet their shorter-duration financing needs. It is also 
noteworthy that some proposals to reintroduce direct pay bonds have assumed a relatively 
low federal subsidy rate, which would reduce the attractiveness for issuers with longer 
maturities as well (e.g., out to 15 years). 

 
Conclusion 
 
Either type of proposal undermines what has been the dominant force for infrastructure 
improvement over the last 100 years – a force that offers to help build America’s future in the 
21st Century.   For decades, municipal bonds have been the means for state and local 
governments to raise capital to meet pubic infrastructure needs critical to keeping America 
connected and competitive.  Over 50,000 government issuers issue municipal bonds.  This 
amounts to an average of roughly 920 issuers per state, underscoring that no part of America 
would be exempt from the devastating effect of these proposals.  Municipal bonds are the 
building blocks of a competitive, modern American economy.  It is system that has functioned 
remarkably well and should be allowed to continuing performing its vital function.   


