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Introduction
The issuance of long-term bonded obligations enables states to finance large capital projects,
such as bridges, buildings, and highways. Rather than use cash on hand to commence
construction, government entities instead pledge future revenues, either from taxes or fees
for services, to ensure payment of the principal and interest on these newly issued bonds.
Bonds serve an important purpose when used to finance vital projects, such as infrastructure
that is vital to economic activity. The benefit to taxpayers of deferring upfront payment
combined with the economic benefit of the completed projects should exceed the cost of
accumulated interest costs plus bond repayment. This is like a household purchasing real
estate with a mortgage or a business purchasing manufacturing equipment with a loan.
Unfortunately, states sometimes issue bonds for fiscally irresponsible purposes, such as
papering over structural deficits. Others gamble by transferring borrowed funds into
underfunded pension plans, hoping to generate investment returns greater than the interest
on their bonded obligation, arbitrage. These actions are akin to a family carrying debt for
living expenses such as rent or groceries on a credit card or investing proceeds from a cash
advance in the stock market.
Individual states borrow for a multitude of purposes and via a spectrum of debt instruments.
With this in mind, State Bonded Liabilities, 2018 surveys the state Comprehensive Annual
Financial Reports (CAFRs) of all 50 states and analyzes the liability structure along with total
liabilities and liabilities per capita by type of bond. In total, states and their component units
have issued $1.1 trillion of bonded obligations, the equivalent of 62 percent of total state
government expenditures in 2016.i
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Chapter 1: Key Findings
Do not let problems grow into crises
Between Q4 2007 to Q2 2009, most states discovered that their budget stabilization funds
were insufficient for managing a financial crisis so deep and prolonged as the Great
Recession. To compound matters, from 2003 and 2010, bonded obligations as a share of
state personal income increased by 21 percent, from 3.3 percent to 4.0 percent of state
personal income.ii Since 2010, state bonded obligations have declined mildly while state
pension system liabilities have ballooned in most states, along with Other Post-Employment
Benefit (OPEB) liabilities in some states. With states taking on more overall debt throughout
the 2009 to present recovery, only a dozen or so states are well prepared for the next
recession.iii
Most states make a considerable effort to manage their obligations efficiently and
responsibly. However, a bare majority (27) of states publish debt affordability studies, of
which only nine can be considered high quality.iv Seven of the 10 states with the highest
bonded obligations per capita produce these reports.
Obligation types
States issue bonds using a variety of revenue sources, obligations, term length, and
structures to address their financial challenges. However, most states cluster their bonded
obligations into four categories, general obligation bonds, governmental activity bonds,
business-type activity bonds, and component unit bonds. The definition of each category
varies slightly from state to state. Furthermore, some states use entirely different methods
of categorization, usually reflecting a different approach to state finance. The type of
revenues and obligations that support the bonds is reflected, roughly, by each category.
Only a portion of state issued bonds are “debt.” These bonds are commonly referred to as
“general obligation bonds,” meaning that they are backed with the faith and credit of the
state. General obligation bonds are considered the most secure type of state bond and thus
tend to have lower interest rates than other types of state obligations. These bonds are
usually supported with state taxes but are sometimes “double-barreled,” where fees and
leases pay for the bond, but shortfalls are supported by the general fund. General obligation
bonds can be used for many functions, from building schools and roads to covering budget
deficits.
States typically issue two types of revenue bonds: “governmental activity bonds” and
“business-type activity bonds.” Governmental activity bonds are often supported or doublebarreled with appropriations approved by the legislature or dedicated tax revenues, such as
the gas tax. While the definition of governmental activity varies from state to state, most
states consider bonds issued for transportation infrastructure and capital projects as
governmental activity. State agencies that are largely self-supporting tend to issue “businesstype activity bonds,” such as state universities or toll roads. These entities generate revenue
4

through fees, lease agreements, tolls, investment returns, and other non-tax revenues to pay
their bonded obligations. Most revenue bonds represent a less distortive form of bonded
obligation due to their reliance on user fees and other use-based revenues and thus adhere
more closely to the benefit principle.
If a state were to issue a series of general obligation bonds and then experience a recession,
the higher fixed cost of the general obligation debt service would either crowd out core
services as a percentage of revenue or the state would raise general revenues through new
or higher taxes, usually income or sales taxes. These taxes are not closely aligned with the
demand for any particular project or program.
On the other hand, a revenue bond issued to reconstruct a highway and supported by gas
tax or toll revenue would more closely link the willingness to pay for a given service with the
revenue collected.v This creates a weak form of market signal, where the revenues that back
revenue bonds impact demand for additional bonds. If the revenue grows stronger, a state
may be able to issue transportation bonds at a lower interest rate and thus afford to initiate
more projects at a lower cost, leading to a more efficient use of the state’s credit. However,
new types of obligations such as the “tax revenue bond” may weaken the relationship
between revenue bonds and market signals.vi Broad based taxes differ from fees for service
in that the revenue from a broad-based tax may not correlate with the demand for a given
service.
Finally, states can create “component units,” such as an economic development authorities
or banks, which may be able to issue bonds. Bonds issued by component units are not
usually considered obligations of the state, but some states extend the faith and credit of the
state to their component unit bonds. Furthermore, some states, such as Connecticut, have
created debt service funds that component units can draw from and that the state may be
statutorily responsible to maintain.vii
Component unit revenue bonds are similar to state business-type activity bonds, in that they
are usually funded by fees, fines, leases, and other service fees but differ in that component
units can file for bankruptcy. Component units are similar to municipalities in that they are
creations of the state and can therefore engage in a similar debt restructuring process as
municipalities, depending on how independent the component unit is from the state.viii All
other things being equal, bond investors usually demand higher interest rates to compensate
for this additional flexibility. As a result, borrowing cost efficiency of these component unit
revenue bonds tend to be lower relative to state general obligation bonds. Some states
provide credit enhancement programs for component units or municipalities to reduce this
cost.
Because the four broad categorizations used in this study are “fuzzy,” some bonded
obligations do not clearly fall into any one particular category. For example, Minnesota
5

issues general obligation component unit bonds. This study classifies these as general
obligation bonds. Furthermore, although state revenue bonds—particularly business-type—
could be considered self-liquidating, these are often backed up with either an appropriation
or taxes as a double-barrel mechanism. Additionally, even without explicit protection in a
bond covenant, states generally find a path to restructuring the revenue bonds at risk of
default in a way agreeable to bondholders to protect a state’s credit rating.
States vary widely in terms of the degree of utilization of each kind of bond obligation. For
example, the two states with the highest bonded obligations per capita (Alaska and
Connecticut) structure their obligation types in nearly opposite manners. Component unit
obligations comprise 87 percent of Alaska’s total bonded obligations contrasted with just 17
percent of Connecticut’s total obligations, as seen in Chart 1. All other things being equal,
Alaska’s intensive use of component units places the state in a better position to restructure
their bonded obligations relative to Connecticut. However, if Connecticut were to follow
Alaska’s example, average interest rates on their bonds would likely be much higher.

6

Chart 1: Alaska debt service to maturity requirement

Chart 2: Connecticut debt service to maturity requirement
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Table 1: National Bonded Obligations

Total bonded obligations
In total, states and their component units have issued more than $1.1 trillion of bonded
obligations. About 39 percent of this $1.1 trillion is debt, meaning that the bonds are backed
with general taxing power. The remaining 61 percent of bonds are issued with varying
degrees of securitization, ranging from statutory requirements to moral obligations.
Statutory requirements are theoretically stronger than moral obligations, as a moral
obligation is simply a pledge to pay the creditor. One third of the remaining bonds are
“component unit” bonds, meaning that they are issued by entities created by but separate
from the state and can enter structured default, depending on their financial relationship
with the state. For example, the New York Metropolitan Transport Authority is a component
unit of the state of New York.
States vary from high liability states, such as California (with more than $209 billion in
bonded obligations), to liability averse states, such as Wyoming (with just $65 million in
bonded obligations). Just seven states account for half the total bonded obligations;
California, New York, Texas, New Jersey, Illinois, Massachusetts, and Washington. However,
the bottom 7 states account for a mere 1 percent of total bonded obligations: Idaho, South
Dakota, North Dakota, Indiana, Montana, Nebraska, and Wyoming, in descending order.
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Map 1: Total Bonded Obligations ix
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Table 2: Table Total Bonded Obligations
Value,
State
Rank
dollars in
thousands

State

Value,
dollars in
thousands

Rank

California

50 209,051,881

Arkansas

25

9,364,837

New York

49

77,629,000

Oklahoma

24

9,055,340

Texas

48

67,430,738

Missouri

23

8,643,287

New Jersey

47

62,504,239

Colorado

22

8,141,067

Illinois

46

54,298,039

Rhode Island

21

8,009,018

Massachusetts

45

50,204,759

Iowa

20

7,831,274

Washington

44

49,053,984

Alaska

19

7,801,800

Ohio

43

38,242,785

Mississippi

18

7,715,211

Connecticut

42

36,957,068

West Virginia

17

7,322,744

Michigan

41

36,377,600

Utah

16

6,955,368

Pennsylvania

40

35,488,482

Tennessee

15

6,799,371

Virginia

39

35,466,426

Kansas

14

6,247,978

Florida

38

28,641,586

New Mexico

13

6,057,932

South Carolina

37

25,620,409

Nevada

12

5,217,833

Maryland

36

24,153,131

Maine

11

5,023,212

Wisconsin

35

22,635,075

Delaware

10

4,544,873

Minnesota

34

19,807,135

Vermont

9

3,776,873

Oregon

33

19,076,187

New Hampshire

8

3,600,298

Georgia

32

18,702,772

Idaho

7

3,370,171

North Carolina

31

16,659,174

South Dakota

6

2,888,329

Kentucky

30

14,829,194

North Dakota

5

1,940,367

Alabama

29

13,145,936

Indiana

4

1,611,354

Louisiana

28

11,369,789

Montana

3

1,540,606

Arizona

27

10,275,410

Nebraska

2

1,224,056

Hawaii

26

10,260,758

Wyoming

1

65,653
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Total bonded obligations per capita
The $1.1 trillion of bonded obligations amounts to about $3,500 per capita nationally. This
burden varies widely from state to state. Bonded obligations per capita are less than $2,000
in 12 states and less than $3,000 in half of all states. At the other end of the spectrum, this
debt burden exceeds $5,000 per capita in 10 states and $7,000 in five. Connecticut and
Alaska break away from all others with more than $10,000 per capita of outstanding bonded
obligations. Although Alaska has the highest total bonded obligations (the majority of which
are component units), the state’s nearly $65 billion “Permanent Fund” is the largest budget
stabilization fund in the nation, equal to nearly $88,000 per capita.x Alaska’s the relatively
healthy credit rating reflects their lower leverage and better restructuring capability relative
to Connecticut.
Map 2: Per Capita Bonded Obligations
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Table 3: Per Capita Bonded Obligations

State

Value, in
dollars

Rank

State

Value, in
dollars

Rank

Alaska

50

10,576

New Mexico

25

2,912

Connecticut

49

10,310

Pennsylvania

24

2,774

Rhode Island

48

7,587

Alabama

23

2,708

Massachusetts

47

7,400

New Hampshire

22

2,697

Hawaii

46

7,200

Mississippi

21

2,581

New Jersey

45

6,995

North Dakota

20

2,564

Washington

44

6,851

Iowa

19

2,508

Vermont

43

6,032

Texas

18

2,458

California

42

5,361

Louisiana

17

2,435

South Carolina

41

5,234

Utah

16

2,326

Delaware

40

4,814

Oklahoma

15

2,317

Oregon

39

4,740

Kansas

14

2,149

Virginia

38

4,239

Idaho

13

2,039

Illinois

37

4,229

Georgia

12

1,834

Maryland

36

4,029

Nevada

11

1,809

West Virginia

35

3,977

North Carolina

10

1,660

New York

34

3,931

Arizona

9

1,507

Wisconsin

33

3,924

Colorado

8

1,494

Maine

32

3,778

Montana

7

1,493

Michigan

31

3,668

Missouri

6

1,422

Minnesota

30

3,613

Florida

5

1,415

South Dakota

29

3,367

Tennessee

4

1,031

Kentucky

28

3,352

Nebraska

3

646

Ohio

27

3,295

Indiana

2

244

Arkansas

26

3,145

Wyoming

1
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Debt structure
Debt structure determines the repayment period of the bonded obligations. An extended
repayment period may result in lower costs initially. However, much higher interest costs will
accrue over the term of the bond as repayment of principal is delayed. The proportion of
total debt servicing costs (interest plus repayment) due beyond 10 years on existing debt is a
rough estimate of how deferred or accelerated the nature of the debt structure.
On an equal-weighted basis of all 50 states, an average of 37 percent total bonded
obligations, both interest and principal payments, are scheduled to mature beyond 10 years.
This amount varies widely from state to state. Just two percent of Wyoming’s bonded
12

obligations mature beyond 10 years, contrasted with 64 percent of Rhode Island’s. While
component units typically issued the bonds with the most extended maturities, many
general obligation bonds have long maturities as well. This holds true with 52 percent of
California’s general obligation bond liabilities.
States with a larger percentage of debt service beyond 10 years also tend to have large
capital appreciation bonds outstanding. The principal and accrued interest of capital
appreciation bonds are both due at maturity. No interest or capital payments are made
during the life of the bond. Despite their murky reputation in recent years, this type of
financing is a valuable tool when properly used.xi Of course, being hit with a “balloon”
payment of the entire principal plus interest when the bond matures can be crippling if the
entity is not adequately prepared. States have largely mitigated the risk associated with large
“balloon” payments by issuing these bonds through component units, such as economic
development authorities.
Map 3: Percentage of debt service on existing obligations due beyond 10 years
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Table 4: Percentage of debt service on existing obligations due beyond 10 years

State

Rank

Percent

State

Rank

Percent

Rhode Island

50

64%

Arkansas

25

37%

Ohio

49

57%

Arizona

24

36%

South Carolina

48

54%

Nebraska

23

35%

California

47

52%

Wisconsin

22

35%

Michigan

46

51%

Montana

21

35%

Vermont

45

51%

Missouri

20

34%

Texas

44

50%

Maine

19

34%

Iowa

43

48%

Minnesota

18

34%

Oklahoma

42

48%

Kentucky

17

34%

Colorado

41

47%

North Carolina

16

33%

Washington

40

47%

Idaho

15

33%

Louisiana

39

46%

Georgia

14

32%

North Dakota

38

45%

Connecticut

13

31%

South Dakota

37

44%

New York

12

31%

Massachusetts

36

42%

Kansas

11

30%

Alaska

35

41%

Florida

10

30%

Oregon

34

40%

New Hampshire

9

30%

Alabama

33

39%

Hawaii

8

29%

Pennsylvania

32

39%

New Mexico

7

28%

West Virginia

31

39%

Maryland

6

27%

Tennessee

30

39%

Delaware

5

27%

Illinois

29

38%

Nevada

4

23%

New Jersey

28

38%

Indiana

3

22%

Mississippi

27

38%

Utah

2

16%

Virginia

26

38%

Wyoming

1

2%

Interest costs over time compared to debt issued
A higher cost of borrowing erodes the net benefit of capital projects. Interest rates and
length of bond repayment determine total interest costs relative to bond issuance proceeds.
The longer the amortization period, the greater the proportion of servicing costs going
towards interest payments relative to principal repayment. This increases the amount of
interest paid over the term of the bond per each dollar of bond issued. Dividing total annual
interest payments by the total of annual interest costs plus principal repayment serves as an
indicator of how much value is eroded by interest charges.
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The interest rate on a bond is impacted by a variety of factors. One of the most important
factors is the type of obligation (general obligation, specific purpose, etc.) Other factors
include the source of repayment, the outlook on the source of repayment, the history of the
state, outstanding liabilities, the order of who receives payments, and other contractual
agreements detailed in the covenant. In order to achieve as clear a picture as possible of the
interest cost differential between the states, this report compares interest costs across
general obligation bonds only. Of course, absent from this comparison are the 11 states
which do not issue general obligation bonds.
California, Alaska, Washington, Texas, and Illinois have the highest total interest cost as a
percent of total general obligation bond debt servicing costs (interest cost plus principal
payments). California stands alone in having more than 40 percent of its total general
obligation bond liability consist of interest payments. California also suffers from a less than
stellar credit rating, being only one of six states with AA- or lower credit rating in 2015,
resulting in an additional risk premium for its bonds.xii

15

Map 4: Interest costs as a percentage of general obligation bonds
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Table 5: Interest costs as a percentage of total general obligation bond debt servicing
State

Interes t cos t

Ra nk

State

Interes t cos t

Ra nk

Ca l i forni a

43.33%

50

Wes t Vi rgi ni a

23.63%

25

Al a s ka

37.59%

49

Arka ns a s

23.63%

24

Wa s hi ngton

35.97%

48

New Ha mps hi re

22.37%

23

Texa s

35.94%

47

New Jers ey

21.92%

22

Il l i noi s

34.16%

46

North Ca rol i na

20.65%

21

Oregon

33.13%

45

Ma ryl a nd

20.42%

20

Ma s s a chus etts

32.82%

44

Mi chi ga n

19.96%

19

Fl ori da

32.40%

43

Montana

18.59%

18

New York

29.27%

42

South Ca rol i na

18.00%

17

Mi s s i s s i ppi

29.25%

41

Utah

16.62%

16

Connecticut

29.23%

40

Ma i ne

14.96%

15

Tennes s ee

29.20%

39

New Mexi co

14.94%

14

Penns yl va ni a

28.89%

38

Mi s s ouri

11.02%

13

Wi s cons i n

28.58%

37

Okl a homa

10.72%

12

Ha wa i i

28.15%

36

Ari zona

N/A

1

Loui s i a na

27.90%

35

Col ora do

N/A

1

Rhode Is l a nd

27.68%

34

Ida ho

N/A

1

Vi rgi ni a

25.87%

33

Indi a na

N/A

1

Del a wa re

24.45%

32

Iowa

N/A

1

Mi nnes ota

24.29%

31

Ka ns a s

N/A

1

Neva da

24.16%

30

Kentucky

N/A

1

Vermont

24.05%

29

Nebra s ka

N/A

1

Ohi o

23.96%

28

North Da kota

N/A

1

Al a ba ma

23.92%

27

South Da kota

N/A

1

Georgi a

23.91%

26

Wyomi ng

N/A

1

Maximum Time to Maturity of Newly Issued Bonded Obligations
States issue bonds of varying maturities based on the time value of money, flexibility of a
particular bond, and risk of funded projects. On average, general obligation bonds—the least
flexible type of liability—have the shortest maturities. Meanwhile, the longest maturities
belong to component units thanks to their myriad of liability restructuring options.
According to the debt service to maturity tables contained in state comprehensive annual
financial reports (CAFRs) as of 2015, 15 states do not have obligations extending beyond 30
years while 4 states have obligations maturing 45 years or greater. Connecticut and
17

Maryland both issued bonds due in 2060. In 2015, California and Ohio both issued new
“century bonds” from their component units.
The century bond issued by the University of California system illustrates the challenges
associated with extremely long-term bonded obligations. This will be discussed more later.
Historical performance, current fiscal conditions, and statistical predictions may all fail to
completely account for potential risks when dealing with bonds extending past 30 years.
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Table 6: Maximum Time to Maturity of Bonded Obligations
Sta te

Yea rs

Ra nk

Sta te

Yea rs

Ra nk

Ca l i forni a

100

49

South Da kota

35

22

Ohi o

100

49

Uta h

35

22

Connecti cut

45

47

Vi rgi ni a

35

22

Ma ryl a nd

45

47

Wes t Vi rgi ni a

35

22

Arka ns a s

40

36

Ari zona

34

20

Col ora do

40

36

New Mexi co

34

20

Il l i noi s

40

36

Loui s i a na

32

19

Mi chi ga n

40

36

Iowa

31

16

Mi nnes ota

40

36

Nebra s ka

31

16

Mi s s ouri

40

36

New Ha mps hi re

31

16

Oregon

40

36

Al a ba ma

30

7

Rhode Is l a nd

40

36

Ida ho

30

7

Texa s

40

36

Ka ns a s

30

7

Wa s hi ngton

40

36

Ma i ne

30

7

Wi s cons i n

40

36

Mi s s i s s i ppi

30

7

South Ca rol i na

39

35

Monta na

30

7

Kentucky

38

34

New York

30

7

Al a s ka

35

22

North Ca rol i na

30

7

Del a wa re

35

22

Vermont

30

7

Georgi a

35

22

Fl ori da

29

4

Ma s s a chus etts

35

22

New Jers ey

29

4

Neva da

35

22

Tennes s ee

29

4

North Da kota

35

22

Ha wa i i

26

3

Okl a homa

35

22

Indi a na

25

2

Penns yl va ni a

35

22

Wyomi ng

15

1
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Chapter 2: Background
History of state default
Despite their position as the most secure of state bonds, states historically have defaulted on
general obligation bonds. The series of state defaults in the 1840s and Arkansas’s default in
the 1930s shaped modern state fiscal policy and offer insight into how future state defaults
may be resolved.
After the success of the Erie Canal in 1825, states across the country sought to replicate New
York’s endeavor by issuing $125 million of bonded liabilities for capital construction projects,
about $3.3 billion in current dollars.xiii Unfortunately, most of these projects proved
inefficient. Compounding the problem, a financial crisis in 1837 caused deflation in the
following years. Instead of inflation diminishing the “real” value of principal owed, deflation
caused the real value of the debt to increase over time.
By 1844, states had defaulted on nearly half the newly issued state capital project bonds.
Louisiana, Arkansas, Michigan, Mississippi and Florida outright repudiated their debt
whereas Maryland, Illinois, Pennsylvania, and Indiana made late payments.xiv These state
defaults triggered a subsequent string of state fiscal reforms aimed at preventing future
crises and earning back the trust of banks and investors such as bonding caps, barriers to
cronyism, and standards on debt issuance. Eventually, states regained their status in the
market and were able to borrow again. Investors and taxpayers benefited from newly
enacted state constitutional restrictions to reduce fiscal mismanagement.
In the 1920s, Arkansas made a similar mistake as the “canal boom” states in the previous
century by attempting to develop an extensive system of roads in anticipation of the
automotive age.xv The state launched the initiative at the municipal level, allowing towns to
bond and develop roads individually. However, this effort created a disjointed network of
roads and massive municipal debt. The state consolidated the municipal debt onto the
state’s ledger to ease their debt burden.
Illustrating the danger of debt leverage and unexpected risks, the Mississippi River flooded
Arkansas in 1927. The flood ravaged industry and infrastructure, degrading the state’s capital
assets and undermining the state’s revenue. Two years later, the stock market collapsed,
heralding the Great Depression. By 1933, Arkansas was broke. Ultimately, Arkansas resolved
its obligations through higher taxes—primarily an extremely high gas tax—and reduced
social program spending.
Presently, states are not able to file bankruptcy under the federal bankruptcy code.
However, inability to declare bankruptcy does not preclude default. Upon entering default, a
largely ad hoc negotiation process ensues or, possibly, a settlement through lawsuits filed by
the bondholders. The Puerto Rico default provides a more recent example of what a modern
default would look like. Decades of fiscal mismanagement resulted in default on its general
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obligation bonds in 2015.xvi In a period of chaos amplified by Hurricane Maria in 2017, the
territory is yet to resolve its dispute with bondholders.
Legislatures of states with exorbitant liabilities, such as Illinois, Connecticut, and California,
are closely watching Puerto Rico’s default process. Although Puerto Rico is a territory rather
than a state, the restructuring of its liabilities may serve as a blueprint or a warning to states
considering it.
Debt Structures
Debt structures can be categorized into three clusters: accelerated, level, and deferred.
These are exemplified respectively by the debt service requirements of Nevada,
Massachusetts, and Rhode Island. These states have similar final maturity dates, but
different structures. These structures carry different risks and opportunity costs.
The state of Nevada’s debt structure is 5th most accelerated nationally, with 77 percent of
their total outstanding liabilities maturing between 2016 and 2026. Considering that Nevada
has the 11th lowest total bonded obligations per capita, Nevada may be underutilizing the
credit terms of its bonded obligations.xvii.
Efficiency and future coverage ratios are not the only considerations states should make
when deciding whether to finance new projects. Debt and obligations “fragilize” an entity by
dedicating a large portion of its revenue to fixed costs, limiting their ability to adapt to
crises.xviii This goes beyond countercyclical stimulus or five-year smoothing in response to
macro-economic trends; an environmental tragedy or the unexpected collapse of a major
infrastructure asset can also significantly add stress to a state budget. An accelerated
structure may be relatively less efficient, but this is offset by far greater flexibility, all else
being equal.
In terms of annual debt service, Rhode Island and Nevada have similarly high rates, with
Nevada devoting 9 percent of its revenues to debt service and Rhode Island devoting 11.2
percent. xixxx However, Rhode Island, relative to Nevada, likely has less flexibility in the future.
In theory, most of Rhode Island's inflexibility comes from securitizing their tobacco
settlement with a capital appreciation bond (CAB) which will expire in 2052.xxi In a CAB,
interest accrued is not paid out at regular intervals throughout the life of the bond. Instead,
this interest accrues and grows at an agreed upon compound interest rate (See Chart 5). The
interest payable compounds for decades. Once payable, the debt service on the CAB is
nearly the total debt service of 2015. Of course, it will not be paid in a single lump sum but,
instead, refinanced even further out into the future. Decades from now, Rhode Island will
have to wrestle with refinancing the CAB and subsequent debt service payments.
Deferred structures (backloading liabilities) also incur additional interest costs higher interest
rates and extended compounding periods, usually semiannual applications of the interest
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rate. Because the benefit derived from the borrowed funds must equal or exceed the costs
of borrowing, each additional dollar of obligation or year of deferment becomes more
difficult to justify than the last.
Chart 3: Nevada’s debt service requirements

Chart 4: Massachusetts’ debt service requirements

Chart 5: Rhode Island debt service requirement
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Economic shifts or interest rate changes can cause states to deviate from a debt
management philosophy or prior long-term financial planning. For instance, recessionary
budget deficits may induce bond issuance by states to mitigate revenue shortfalls, deficit
bonding. The Federal Reserve may also decrease interest rates to spark economic growth,
spurring states eager to take advantage of lower borrowing costs to issue new debt at lower
interest rates to repay debt issued at higher rates (refunding bonds) or to initiate projects
forgone during a recession. As a case in point, the Federal Reserve was already attempting to
increase liquidity by decreasing short term lending rates in 2007 even before the depth of
the economic crisis was not yet fully understood.xxii These actions can create a more deferred
structure.
Additionally, poor economic outlook for states—such as Connecticut and Illinois—may be
independent of national macroeconomic trends.xxiii In these localized environments, future
tax revenues may be weaker, reducing investor appetite for bonds even as additional debt
financing is sought. This may increase borrowing costs and accelerate the debt structure as
newer issuances are forgone.
Sudden reductions in short term lending rates—exemplified by the financial crises of 2007
through 2009— can dramatically reduce the cost of capital investments and, unfortunately,
incentivize deficit bonding. Furthermore, the likelihood of debt arbitrage with other
liabilities—such as state pension plans—increases. Arbitrage involves investing borrowed
funds in the hopes of investment returns exceeding interest costs.
If the expectation that the Federal Reserve will continue to increase interest rate targets, the
currently low borrowing costs may prove temporary. This window of relatively low rates can
be used prudently to refinance existing liabilities at lower rates. However, states may also
feel pressured to expand their debt load without adjusting their medium-term debt service
ratios. This results in a deferred liability structure that will present a challenge to future
taxpayers as their representatives attempt to refinance the liabilities or face a large spike in
debt service.
As an example, Rhode Island’s 2007 tobacco settlement CAB has some of these elements. In
1998, tobacco companies agreed to transmit $100 billion to state governments over a 25
year period as part of massive legal settlement. 17 states sold bonds to investors with
interest payments on the debt “secured” by the annual proceeds due the states from the
tobacco companies to access a lump sum.xxiv The proportion of the 25-year stream of
settlement proceeds bonded in this manner varied from state to state.
With the drop in interest rates, Rhode Island saw an opportunity to refinance their existing
tobacco bonds in addition to bonding out a greater portion of the future settlement stream
by issuing a larger tobacco settlement fund CAB.xxvxxvi The revenue crunch of the Great
Recession compounded this desire. The proceeds of the sale were devoted to otherwise
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delayed capital investments.xxvii In theory, refinancing the 2002 bond and the remainder of
the tobacco settlement fund payments offered a lower than normal borrowing cost. In
addition, this enabled the state to fully shed the risk of tobacco companies defaulting on
their obligations, inverting to other countries, or paying less than expected amounts due to
lower than expected consumption. The concern was validated as tobacco consumption
projections turned out to be overly optimistic and thus the payments are lower than
expected.xxviiixxix
Despite their potential as a valuable financial tool, CABs can be destructive when poorly
designed or too large relative to a state’s economic base.xxx The 2007 tobacco settlement
bond requires a payment of nearly $3 billion at maturity in 2052. If Rhode Island’s 2018
budget of $3.8 billion grows 2.5 percent annually until 2052, this CAB payoff could represent
more than one third of the state’s $8.8 billion general fund budget in 2052.xxxi Of course,
several factors could diminish the threat of a future budget crisis; inflation could increase
(decreasing the real value of the debt), tax revenue could increase, and Rhode Island might
restructure their liabilities again at a lower rate.xxxii Regardless, current Rhode Islanders have
assumed risks ultimately shifted in large part to future taxpayers through no choice of their
own.
Rationale Behind Maximum Time to Maturity of Bonded Obligations
Maturity lengths of bonded obligations typically vary by type of obligation, with general
obligation bonds having the shortest lifespan and component units having the longest. The
decision to issue component unit bonds with longer life spans stems from a desire to take
advantage of historically low interest rates, the ability of component units to file for
bankruptcy, and the time value of money. We will briefly explain each factor below.
Historically Low Rates
In the wake of the Great Recession, the Federal Reserve dramatically lowered the federal
funds target rate. “Federal funds” are overnight loans made by one bank to another in order
for the borrowing bank to meet the reserve requirements set by the Federal Reserve.
Individual banks determine the rate they will actually charge for these federal funds, but the
Federal Reserve takes measures to influence this “price” of money. In order to spur this
decline in rate, the Federal Reserve purchased trillions of dollars of government treasury
bonds from banks. In effect, cash was infused into the banking system. Total “assets” held by
the Federal Reserve—mostly consisting of government bonds purchased from banks—
soared from under $900 billion in 2008 to more $4.4 trillion by the end of 2013.xxxiii
As a result of this and other reasons, the effective federal funds rate plummeted from 5.25
percent prior to the Great Recession to just 0.07 percent in the aftermath.xxxiv Likewise, the
discount rate (the rate at which the Federal Reserve lends funds directly to banks in need of
reserve capital) plunged from 6.25 percent in August 2007 to a record low 0.50 percent in
January 2009, rates stayed under 1 percent until February 2016.xxxv Overall, long-term
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interest rates plunged to levels unseen in more than 50 years. Quality corporate bond yields
reflected this, dropping from 6.8 percent in October 2008 to just 3.48 percent in August
2012—the lowest since 1956.xxxvi
Many state governments chose to take advantage of these historically low interest rates,
especially since these levels would likely prove temporary. Indeed, the Federal Reserve
began increasing rates in 2016. By April 2018, the effective federal funds rate stood at 1.69
percent, the highest level in nearly 10 years. The current 2 percent target may rise in the
future to perhaps as high as 5 percent.xxxvii
Risks for default build over longer time frames
States that have longer term liabilities are generally taking on more risk but tend to do so in
a savvy way. Time is an element of risk. Circumstances creating a default may be extremely
rare in any given year; however, with sufficient time and variability in the occurrence of risk
factors, the probability for default over long periods of time is far greater. The cumulative
default over time in AAA corporate bonds illustrate this.xxxviii
To balance the risk associated with time, states have used component units to issue bonds.
Agreeing to make interest payments for up to a century involves making long term
assumptions about the coming century that are uncertain, even for institutions as historically
stable as universities. The university can take on these liabilities because, in part, they have a
path to restructuring as a component unit of the state. If an alternative university system
was to arise in response to the student debt crisis, universities, that are component units,
would be able to file for bankruptcy and renegotiate the century bonds, if needed. If the
component unit becomes insolvent, taxpayers are not liable to backstop the obligations with
general tax revenue.

Time value of money
The present value of a dollar declines with the passage of time combined with inflation.
Although inflation is an enemy of savers, inflation benefits the borrower. For instance, a
promise today to pay someone $1 million in the future is worth just $667,608 in current
dollars in 20 years, $364,170 in 50 years, and $13,262 in 100 years with 2 percent annual
inflation. Why is this? Each year, $1 million buys less than the year before as inflation erodes
the value of each dollar. In certain instances, longer-term debt structures take advantage of
this fact. In effect, inflation makes a future principal payment worth less in current terms
than it’s worth today. Despite this fact, interest rates on longer term bonds are typically too
high relative to shorter term bonds to justify the issuance of long term obligations solely for
eroding the future value of principal repayment. The higher interest rate charged for the
ability to repay the debt at a date further into the future mitigates the advantage of inflation
erosion of the future value in real terms of that debt.
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Other factors
Investor demand for a particular maturity length can influence the decisions related to bond
issuance. Heightened demand means that an issuer can offer a lower interest rate and still
attract the desired amount of financing. Issuers may also choose to increase the amount of
the bond offering given that increased demands may result in a desired interest rate on a
larger amount of obligations than previously thought possible. Demand for long maturity
bonds is intense but niche because institutional investors such as pension funds and
insurance companies match long term liabilities with investments in long term bonds.
The 2012 University of California century bonds exemplify the balancing act between risk,
time value, and flexibility. The state treasurer sold a $860 million interest-only bond with
principal payment due at maturity in 2112 at a 4.9 percent interest rate.xxxixxl The proceeds of
the bond were directed toward capital improvement, such as catching up on deferred
maintenance and new projects across ten campuses. The California treasurer originally
intended to sell $500 million of University of California century bonds but ended up
expanding the offering to $860 million thanks to heightened demand from institutional
investors.
Interest costs
The price of money (interest) is determined by a complex system of information processed
by the marketplace, albeit nudged by the Federal Reserve’s short-term lending rate. Interest
costs generally rise with credit risk and length of time until maturity.xli Generally speaking,
the more deferred the structure of debt service, the greater the total interest costs. Under
most circumstances, bonding far into the future exposes the state to the risk of high fixed
costs during a recession or some other tragedy and high total interest costs.
Decisions made on the state level directly influence the interest rate on state bonds. Factors
include the type of obligation issued, the credit rating of the issuer, the source of repayment,
the trend of both the credit rating and reliability of the source of repayment, outstanding
liabilities, the waterfall of payments, and other details of the bond covenant.
Given this multitude of variables, cost of borrowing comparisons across bonds must be made
cautiously.
A key price determinant is whether a bond instrument is general obligation or a revenue
bond, particularly a component unit revenue bond. As discussed earlier, a general obligation
secures a bond with the full faith, credit, and taxing power of the state to repay the bond. A
component unit bond is secured only by a revenue flow related to the component. For
example, consider two states (A and B) seeking to construct new highways. State A has a
poor credit rating and issues a general obligation bond with debt servicing to be paid with
gas tax revenue and backed with appropriations, if needed. State B has a good credit rating
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but chooses to issue the bond through a component unit with an identical credit rating that
will operate the highway as a toll road, the proceeds of which will pay debt servicing costs.
Despite State A’s elevated credit risk, interest rates on both bonds may be similar. The credit
rating differential placing State A at a relative disadvantage may be cancelled out by the risk
premium related to State B’s use of a component unit with its structured default option.
In recognition of the particular interest rate differentials inherent between general
obligations and component unit obligations, this study limits all comparisons of interest costs
to the general obligation bonds issued by 39 states.
Furthermore, as interest costs increase, the likelihood that a capital project—or anything
else funded by bonds— will produce an economic or social utility more than its cost
decreases. For example, a highway may produce $120 of utility per capita and cost $100
dollars to build in construction costs, resulting in $20 of net utility per capita. However,
borrowing costs will reduce this net utility value. Once interest costs exceed $20 per capita,
construction of the highway no longer produces a net benefit. Higher interest costs reduce
the number of projects capable of producing a net benefit for a state.
Budget stabilization funds alleviate bonded obligation credit risks
Assets, such as budget stabilization or “rainy day” funds, can alleviate bonded obligation
credit risks. These funds can help states weather economic downturns, reduce the need for
deficit bonding, and reduce the likelihood of default on bonded obligations.
States could run on rainy days funds for a median of 20 days in 2017, an improvement from
recent years.xlii Budget stabilization provisions vary widely. For example, Georgia did not
report having a fund in 2017 while Alaska’s could fund state government operations for 383
days.
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Chart 6: Days Each State Could Run on Total Balances
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(Source: Pew Charitable Trust, Fiscal 50)
Budget stabilization funds significantly impact state credit ratings. Consider the states with
the two highest total bonded obligations, Connecticut and Alaska. Despite Connecticut’s
immense wealth and proximity to New York City and Boston, Alaska’s general obligation
bonds had a AAA S&P bond rating while Connecticut had a AA rating, two notches lower in
the year studied, 2015.xliii Alaska’s credit rating is due in large part to its massive reserve
fund. Connecticut had a rainy-day fund of just $59 per capita in 2017, contrasted with
Alaska’s robust $6,353 per capita.xliv Of course, Alaska also maintains a Permanent Fund
worth nearly $65 billion, nearly $88,000 for every Alaska resident. Even after the fall of oil
prices and subsequent collapse of Alaskan state revenues, Alaska still maintains a higher
bond rating than Connecticut in 2017.xlv
Maintenance of a healthy rainy-day fund signals fiscal responsibility to investors and credit
rating agencies. After all, this surplus revenue could easily have been spent on programs
likely to improve the political fortunes of politicians. Although rainy day funds can prevent
fiscal mismanagement, channeling resources into these reserves and protecting these
reserves from premature drawdown often proves politically difficult. Automating deposits
and placing restrictions on withdrawals can resolve these issues.
Since the Great Recession, many states have reevaluated and improved their rainy-day fund
management. For example, in 2017 five states linked rainy day funds to revenue volatility,
capturing surplus years to offset future downturns before lawmakers can be tempted to
expand state programs.xlvi In this regard, volatility caps have a similar function to TABOR, a
Taxpayers Bill of Rights. Both Colorado’s TABOR and the American Legislative Exchange
Council’s model policy based on Colorado’s TABOR require that excess revenue growth is
deposited into a rainy-day fund. However, whereas TABOR aims to limit the growth of state
government, a volatility cap only limits the growth of the state in that it prevents legislatures
from echoing the business cycle.
Incentive challenges associated with long-term obligation management
Policymakers must contend with several incentive challenges to long-term obligation
management. Legislators and treasurers are typically able to manage state finance for
several years, and yet the bonds that they issue or authorize can mature decades after they
leave office. An example of this is the 2007 tobacco settlement refunding bond issued by
Rhode Island described in the Debt Structure section of this report. Objectively evaluating
whether to issue debt is especially difficult when the need is clear and the risk to taxpayers is
hypothetical.
The lack of a path to structured default causes some investors to perceive a state’s bonded
obligations as safer than warranted. This increases demand for the debt, pushing rates lower
than and thus incentivizing more borrowing. A recent example of this is Puerto Rico.
Investors bought $70 billion of Puerto Rican debt, primarily over the past 15 years, or
29

$20,000 per capita, about twice the total bonded liability per capita of Connecticut or
Alaska.xlvii The rising debt service ratio failed to deter both the state and investors from
deepening the state’s debt.xlviii
In 2016, Puerto Rico defaulted on their general obligation bonds, beginning a chaotic
restructuring process that is yet to be resolved.xlix While Puerto Rico is not a state, it also
lacks a path to structured default.l Initially, then-President Obama and both parties in
congress intervened by blocking investor lawsuits and providing a temporary framework for
default. However, the temporary framework lapsed, triggering a series of lawsuits by bond
holders against Puerto Rico, including claims of unconstitutional seizing of private property. li
Three years later, negotiations over the territory’s debt continue.lii While bondholders were
not surprised when Puerto Rico defaulted on the bonds, it’s doubtful they were expecting
the restructuring process to be this protracted and expensive.
However unlikely, the ambiguity of state default, along with other tax-based market
distortions, appears to create a form of moral hazard, where states issue and investors
purchase more debt than sensible.

Chapter 3: Methodology
This study collected the debt service requirements to maturity for bonds by type of bond
primarily from state comprehensive annual financial reports (CAFRs) for fiscal year 2015. The
bonded obligation categories were selected based on the most common form of sorting used
by states in their CAFRs. Categorizations in states not using the more common forms were
reaggregated, when possible, to approximate comparisons. The data was then analyzed by
state in total, per capita, over time, and interest costs relative to total.
Data collection
Debt service requirements to maturity were collected between January 1 and February 1,
2018, from state CAFRs or alternative sources for all states. The fiscal year was selected
based on the most recent state CAFR of the state that had the least up-to-date CAFR, which
was, at the time of collection, Alabama. Some states either did not report their debt service
requirements by year to maturity or reported their debt service to maturity in aggregates
less detailed than normal. For these states, an official bond statement from a bond issued
toward the end of the 2015 fiscal year was used in its place; the financial disclosure section
of official statements usually has a detailed debt service to maturity table. Official
statements were retrieved from the Electronic Municipal Market Access (EMMA) website.liii
However, three states required an additional step of contacting the state treasurer's office
for a more detailed description and division of state bonded obligations.
The use of a uniform starting year is a deviation from our other state liability studies,
Unaccountable and Unaffordable, 2017 and Other Post-Employment Benefits, 2017. These
studies use the most recent year and most recent year minus one. CAFRs are more regular in
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frequency than pension or other post-employment valuations. As such, regular, annual
tracking is more possible for bonded obligations than liabilities requiring actuarial valuations.
Most states organized their bonds into general obligation bonds, governmental activity
bonds, business-type activity bonds, and component unit bonds. However, many states
organized their bonded obligations in variations from this format, some to a slight degree
and others omitted the bonded obligation section of their CAFR entirely in favor of a debt
report. Some of these differences rendered the debt service tables in the CAFR unusable. For
example, Image 1, below, is a debt service table from the Arizona state CAFR which
aggregates general and special obligation bonds. As specified in the CAFR, special obligations
bonds are “payable solely from gross pledged revenues and are not general obligations of
the State.” These special obligation bonds are used for highway construction and other
capital projects that most states would call “governmental activities.” Because our study
does not aggregate general obligation and governmental activity bonds, a financial
disclosure from an official bond statement was used in place of a state CAFR.
The Nevada state CAFR highlights another challenge with re-aggregating into the four more
common categories: states may not be ascribing identical meanings to identical financial
terms. For example, a capital project bond issued by a state university, paid for by leasing
fees, may be considered a business-type activity bond in one state and a component unit
bond in another. Presumably, these differences reflect a relatively closer financial
relationship to the state in the former case. Regardless, states with similar bonds, and
potentially similar financial obligations, may have the appearance of significantly different
liability structures because of differences in how they report their finances.

31

Image 1: Example from Nevada State Comprehensive Annual Financial Report, 2015

Source: Nevada State Comprehensive Annual Financial Report, 2015

Two states—Florida and New Jersey—prepared annual debt reports in lieu of long-term
obligation notes in their state CAFRs and had less than descriptive official bond financial
disclosures. These reports are detailed breakdowns of the state and component unit
liabilities. In both cases, the ALEC Center for State Fiscal Reform research team reached out
to the treasurer’s office. Florida referred the team to the Division of Bond Finance where
staff quickly compiled a spreadsheet of the state liabilities and provided information about
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the type of bonds and obligations of each issuer. New Jersey’s various budget, finance, and
treasurer’s offices were unable to decide between them who should respond to the team’s
request. Eventually, the treasurer’s office responded, claiming that “the State cannot provide
you with the underlying data from the visualizations as it would be providing asymmetric
information to you that is not publicly available to the rest of the financial community.” For
this reason, New Jersey’s debt service requirement to maturity table is less descriptive than
any other state.
Depending on the state and the source of the data, the first five years of debt service
requirements are annual figures and reported every five years in aggregate thereafter. In our
visualizations, the five year lump sums are smoothed over the five years they represent.
Figures from official bond statements tended to be reported annually to the final maturity.
Some states used “Thereafter” and aggregated the remainder of their bonded obligations. In
CAFRs that used “Thereafter”, the time period between the last five-year increment and the
date of the last bond to mature were used to average the “thereafter” lump sum. The
smoothing approach misrepresents balloon payments, dividing the payment over five years,
or the thereafter period, as opposed to the single year it is due. However, using more
detailed debt service tables found in official bond statements would cause the starting point,
2015, to vary more as some states did not issue bonds in 2015, or even the years leading up
to 2015.
Component unit reporting
While the vast majority of state general, governmental, and business type revenue bonds
were accessible from the state CAFR, 44 of the 50 states, component unit reporting varied to
a greater degree. Several states, citing the fact that component units are separate entities
from the state, deferred reporting their component units bonded obligations, instead
referring readers to the financial reports prepared by the component unit. The quality of the
component unit financial reports tended to below that of the state CAFRs, and thus the
component units’ most recent bond issued before 2016 was often pulled from EMMA and
used for calculating the component units’ debt service requirement. Component units that
did not have comprehensive financial reports or outstanding bonds on EMMA were assumed
not have bonded obligations.
The assumption that component units that do not have readily accessible financial reports or
bonds on EMMA do not have outstanding bonds that are material to the component unit, or
potentially the state, underlines a challenge in measuring state liabilities and encouraging
greater transparency. A state with excellent financial transparency may appear worse than a
state that has poor financial transparency when the truth may be the complete opposite.
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Omitted liability instruments
Notes, certificates of participation, lease agreements, and other non-bonded obligations
were omitted from this study wherever possible. Most of states reported their certificates of
participation, notes, and lease agreements as distinct liabilities with their own section in the
state CAFR. However, some states aggregated smaller liability instruments such notes into
their bonded obligation sections. These notes are assumed to be immaterial relative to the
error introduced by deviating from state CAFRs. Ideally, states would not aggregate different
types of obligations or instruments in the CAFRs.
Time value of money
One of the primary limitations of this study is that the time value of money is not accounted
for. However, applying a standardized discount rate across the great diversity of bonds
would imply that each bond has the same risk premium. Unlike most state employee
pensions, a risk-free rate may not be applicable to a component unit or even some types of
revenue bond. At most, an assumed inflation rate could be reasonably applied to general
obligation bonds, about 2 percent, but even the Federal Reserve's target inflation rate may
change soon.liv For this reason, our figures overestimate the liabilities of bonds as the
maturities lengthen.

Chapter 4: Policy recommendations
This study recommends the following three, tiered policy proposals: improve budget
stabilization fund management, create or extend bond caps for tax supported bonds
(including gas taxes), and that congress should explore eliminating the ambiguity
surrounding state defaults by creating a path to structured default.
Budget stabilization fund managementlv
Improving budget stabilization funds is the most politically feasible recommendation.
Rebuilding financial buffers stronger than maintained before should be one of the states’
highest priorities, especially considering the fiscal calamity experienced during the Great
Recession. Without adequate stabilization funds, budget crises remain likely to spur the
worst types of bonding, such as deficit bonding, pension obligation bonding, and other more
deferred structures.
States deposit revenue into stabilization funds based on a variety of rules, see Image 2,
below. However, the stabilization fund goals of most states do not accurately account for the
volatility risks associated with each of their revenue streams. lvi In short, states reliant
primarily on sales and property taxes will need a smaller fund relative to states more reliant
on volatile income taxes.
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Image 2

Source: The Pew Charitable Trust, “Building State Rainy Day Funds”
In addition to reforming deposit conditions, states should also re-examine their withdrawal
conditions.lvii Stabilization fund purposes vary from state to state. When withdrawal
conditions are too loose, structural deficits can gradually erode a budget stabilization fund.
On the other hand, overly restrictive withdrawal conditions may prevent the state from
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utilizing the fund during a recession. Limitation of withdrawals to shifts in macroeconomic
conditions may be prudent to prevent drawdowns due to typical revenue volatility or state
and local economic and demographic shifts.
For example, Alaska’s heightened tax revenue volatility may require large, regular
withdrawals and deposits independent of national economic trends. For most other states,
declines in revenue independent of national trends may signal structural fiscal problems. In
those instances, reliance on a budget stabilization fund will exacerbate, rather than resolve,
the underlying problems.
Better managed and larger budget stabilization funds can reduce the likelihood of poor
financial choices during economic downturns, increase the confidence of credit rating
agencies in the state's ability to manage its finances, lower the costs of bonding, and
increase the number of financially feasible capital projects.
Bonding caps and revenue bonds
Bonding caps for various types of obligations prevent financial mismanagement. Caps on
general obligation bonds are the most common. In fact, some states prohibit or dramatically
limit the issuance of general obligation bonds; Arizona, Colorado, Idaho, Indiana, Iowa,
Kansas, Kentucky, Nebraska, North Dakota, South Dakota, Wyoming.
General obligation bond caps
Although well-intended, caps on general obligation bonds may simply result in increased
issuance of revenue bonds. Revenue bonds can be backed by taxes and fees for core
services, such as the gas tax or highway tolls, which have a direct impact on the cost of living
for a state.
As a case study, consider Connecticut. In the decade prior to 2017, Connecticut’s fiscal
outlook dramatically deteriorated, earning the state multiple credit downgrades.lviii In 2011
and 2015, the state responded to falling revenues by increasing taxes. However, this only
accelerated the erosion of the state’s tax base.lix Entering the 2017 legislative session, state
legislators were faced with projected deficits for the current and following two years.lx This
paired with massive unfunded pension. other post-employment benefit liabilities, and
outstanding general obligation bonds, earned Connecticut a “F” financial ranking from Truth
in Accounting.lxi
In 2017, Connecticut’s state budget was four months late, but it included a state bonding cap
for general obligation bonds. The goal of the cap was to prevent the state from taking on
future debt by capping authorization to $2 billion, starting in 2017 and adjusted for inflation
thereafter.lxii However, the cap only protects against the over-issuance of general obligation
bonds, meaning that the state could simply issue more revenue bonds or revenue bonds out
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of component units. Connecticut highlights both the benefits and limitations of a general
obligation bond cap.lxiiilxiv
Tax revenue bonds
Tax supported revenue bonds can create pressure on the budget or increase the probability
of new and higher taxes. The most common tax supported revenue bonds are gas tax
supported revenue bonds for capital projects, such as bridges and roads. Mismanagement of
these bonds can create large, financial burdens that must be shored up with additional,
future revenues. Nationally, the states have accrued $86 billion of critical, yet deferred,
infrastructure maintenance. States have likely bonded for and built more infrastructure
projects than they can afford to maintain, especially as gas tax revenues decline.lxv
A bonding cap should extend to governmental activity revenue bonds to reduce this
likelihood of infrastructure overextension, the resulting degradation of existing
infrastructure, and a rise in the cost of living due to a higher tax burden.
Business type activity bonds
On the other hand, business type activity revenue bonds should not be capped, as an
increase in their total bond liability is largely dependent on an increase in actual demand for
the entities services. Business type revenue bonds are best applied to collective action
problems while governmental activity bonds are often used for subsidization.
Take two, hypothetical capital projects, a bridge connecting two low income areas and a
bridge connecting two high income areas. Let us assume a need for both bridges due to
congestion on existing routes. Tolls could be set high enough on the first bridge to cover the
cost of the project and maintenance. However, ridership would not be sufficient at the same
toll level to cover the costs of the second bridge. For the first bridge, a business-type revenue
bond backed by toll revenue makes the most sense. In the latter situation, a governmental
activity bond that is double barreled with toll revenue and gas tax appropriations when
necessary would be more fitting.
In moderation, this sort of double barreling can allow the state to pursue projects that
operate at a loss but have social benefits. But in excess, capital project bonds can lead a state
to extend its transportation infrastructure beyond what it can maintain on gas tax revenues,
leading to desperate budget maneuvers like borrowing income tax revenue from the next
fiscal year to cover the current fiscal year’s transportation fund deficit.lxvi
Effective bonding caps can incentivize the legislature to consider the potential challenges
associated with more deferred debt structures and to maintain a certain debt service ratio
over time. Bonding caps can shift the debate from what can be passed to what is most
urgent to fund.
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Structured vs. chaotic default
Both historically and relative to other industrialized countries, states are managing their
bonded obligations well. However, concern still exists because this debt is far from being the
only component of total state liabilities. Bonded obligations are unlikely to be a leading
cause of defaults on a state level, but this matters little in the event a state’s overall debt
load becomes unbearable.lxvii In recent years, the primary driver of total state debt service
has been state pension obligations. Although several states have enacted substantive
reforms (including Utah, Oklahoma, Michigan, and Pennsylvania), unfunded public pension
liabilities still exceed $6 trillion when valued using a risk-free rate of return.lxviii Arkansas’
default in the 20th century and Puerto Rico’s default on constitutionally guaranteed debt
recently bear testament of the risks inherent to state debt. Unlike the federal government,
states do not have the capacity to monetize the debt by issuing more currency. If the fiscal
conditions in a given state deteriorate, state debt default is certainly a possibility.
A path to structured default could prevent chaos and federal bailouts in the event of such a
crisis. Although the risk of default is already implied by the spread of yields demanded by
investors on state general obligation bonds relative to U.S. Treasury bonds with similar
maturities, lack of a defined process for restructuring state liabilities in the event of default
impedes the ability investors to accurately gauge the risk of purchasing additional state debt.
Interest rates which fail to reflect actual risk may act as a perverse incentive for state
governments to take on more debt and for investors to lend the funds at bargain rates. For
example, Puerto Rico bonds more fully reflective of associated risks would have discouraged
the territory from additional borrowing and deterred investors from lending additional
funds. Lack of a clear process in the event of default could cause similar—albeit much
larger—problems in states nationwide.
Clearly defined parameters and processes for state default would transform the risk from a
known-unknown to a known-known. Investors could better ascertain and calculate the risks
of default and possible recovery rates. Once the rules of default are established, pricing of
state debt will become more precise as more information has been added to the market.
Depending on how loose or strict the rules of state default are set, the spreads would widen
or tighten, respectively. States could institute limits related to total debt issued relative to
state GDP or interest obligations relative to total revenue to ensure to minimize default risks.
Bond covenants could specify that breach of these limits constitute a technical default (a
lesser offense), even if actual default has not occurred.
A path to structured default could also eliminate the moral hazard stemming from a
potential for federal bailouts of state governments. For example, the prospect of a federal
bailout may be delaying meaningful fiscal and pension reform in Illinois. Some political
factions perceive a federal bailout as a viable, or even preferable, alternative to state-level
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reforms.lxix Even a single bailout in one state on a small amount of debt would set the
precedent for broad state bailouts on a massive level nationally. The American Legislative
Exchange Council has taken a clear stance against federal bailouts of states, issuing a model
resolution opposing federal intervention in January 2017.lxx A path to restructure state
liabilities through bankruptcy proceedings would eliminate expectations of federal bailouts.

Conclusion
There is no “one-size-fits-all” policy for bonded liability management. Evaluating the decision
to issue a bond requires an understanding of existing liabilities, the quantitative and
qualitative aspects of the liabilities, the future fiscal health of the state, and a balance
between efficient utilization of credit and future flexibility to manage unexpected challenges.
This paper recommends that state policymakers error on the side caution by developing and
maintaining assets commiserate with their revenue volatility, limiting obligations that are
dependent on general taxation, and for the federal government to remove the ambiguity
surrounding state default, thereby increasing information in the market and allowing it to
price state debt more precisely. These policy recommendations would, in tandem, decrease
the likelihood of state default.
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