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ABSTRACT

This paper considers the market for pri-
vate guarantees for municipal debt. It re-
views the empirical evidence on the effects
of insurance upon the pricing of new is-
.sues. It also presents the first empirical
evidence available on the effects of bond
insurance in the aftermarket for tax ex-
empt securities. Aftermarket trades in
identical securities in insured and unin-
sured forms are used to estimate the effect
of insurance upon the true yield of the
bonds and the sale price of those bonds.
The effect of bond insurance upon yields
and during 1987-89 is estimated to be
substantial—14 to 28 basis points in terms
of yield, or 1.9 to 3.9 percent in terms of
the quoted prices for municipal securities
with 30-year maturities.

DURING the past decade there has
been an astonishing increase in the

incidence of guarantees for the securities
issued by state and local governments. A
wide and diverse variety of public pro-
grams provide some form of credit en-
hancement for local issues. These pro-
grams include state bond banks, revolving
loan funds ("credit pools"), debt service
guarantees, and a range of explicit assur-
ances, Direct state guarantees include
programs providing full collateralization
(Texas), full-faitb-and-credit backing by
the state, state-administered insurance
programs (Minnesota), more complex
pledges of future tax revenues, and some-
times pledges to divert unrelated state
funds to bondholders under certain con-
ditions.'

But the most important addition to the
complex patchwork of guarantees has come
from the private sector. The provision of
guarantees by private profit-making firms
for the debt issued by public agencies has
been transformed from a niche in tbe fi-
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nancial services industry to a major com-
ponent of that industry.

This paper presents new evidence on the
pricing of private guarantees. In Section
1 we describe briefly the operation of the
industry and the recent history of its ex-
pansion.^ Section 2 considers the micro-
economics of bond guarantees and sur-
veys existing econometric evidence on the
pricing of insurance in the market for
newly-issued debt. This section also pre-
sents the first empirical evidence avail-
able on the pricing of bond insurance in
the resale market (or "aftermarket") for
municipal bonds. This empirical analysis
is based upon a unique body of micro data
on bond trades during the period 1987-
1989. Tbe data consist of observations on
the trades of bonds which are "identical
twins"; in each case the underlying se-
curity was originally issued without in-
surance, but some part of the issue was
subsequently insured in the aftermarket.

Conclusions are presented, briefly, in
Section 3.

1. Private Municipal Bond
Guarantees

A variety of private firms and govern-
ment agencies provide some form of guar-
antee or insurance for the timely pay-
ment of municipal bond obligations. This
enhancement of the creditworthiness of
municipal bonds affects the cost of bor-
rowing by local governments and the ex-
tent of the market for the securities is-
sued by those governments.

The net cost of borrowing is affected by
the cost of insurance, but also by tbe fact
that the more secure guaranteed bonds
with higher credit ratings can be mar-
keted to investors at lower interest costs
to tbe issuer. The routine award of AAA
credit ratings for these securities, based
on the credit history of the guarantor, in-
creases the liquidity of tbe bonds, partic-
ularly those issued by smaller jurisdic-
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tions without independent ratings.
There are two principal forms of pri-

vate credit enhancement; bond insurance
and standby letters of credit. In addition,
tbere exists at least one other variant—
the so-called guaranteed investment con-
tract.

Private insurance for municipal bonds
may be purchased by local governments
at the time the bonds are offered to inves-
tors. The insurance is irrevocable and ex-
tends for the life of the issue. Premiums
are negotiated individually between in-
surance firms and public agencies. De-
pending upon the creditworthiness of the
issuer, bond premiums are in the range of
0.1 to 2.0 percent of the undiscounted sum
of principal and interest for the issue. The
average premium is reported to be 0.8
percent of" the simple sum of principal and
interest (Bland and Yu [1987]). The in-
surer agrees to guarantee the timely pay-
ment of principal and interest to inves-
tors in return for the one-time premium
paid on the issue date of the securities.
About two-thirds of the premiums for mu-
nicipal bond insurance are generated in
this way at the initial issue of the secu-
rity (Rindlaub (19861). The other third of
bond premiums is generated in the "af-
termarket," that is, after the security has
been issued and purchased by the initial
investors.

The second principal form of private
credit enhancement is the standby letter
of credit, a commitment by a commercial
bank to pay principal and interest in the
event the issuer cannot. Unlike private
insurance extended for the life of a secu-
rity, letters of credit are extended for short
periods, usually terms of five years or less.

Although standby letters of credit have
been utilized for decades, municipal bond
insurance apparently began only in 1971
with the formation of the Municipal Bond
Insurance Corporation. The market for
insurance was small until the celebrated
failure of the Washington Public Power
Supply System (WPPSS) in 1983.^

Figure 1 indicates tbe course of private
credit enhancements during the past de-
cade. In 1981 less than 10 percent of new
issues carried private credit enhance-
ment, and only three percent were in-

sured. However, by 1985 the incidence of
credit enhancement increased to about 37
percent of new issues. In 1985 about one-
fiflb of the dollar volume of new issues was
backed by municipal bond insurance.
During this period, the number and vol-
ume of new issues increased, driven by the
need to finance new public infrastructure
(or by a rush on the part of issuers to get
to market before passage of the Tax Re-
form Act, many of whose provisions went
into effect in August, 1986).

In absolute terms, the growth in pri-
vate credit enhancement was even more
impressive. Between 1981 and 1985, the
dollar volume of privately-insured issues
increased by almost 1900 percent, from
$2.4 to $44.5 million, while the volume of
municipals backed by letters of credit in-
creased by about 800 percent.

In addition to these two forms of insur-
ance, guarantees of investment returns
have been provided in certain instances
to enhance the credit of municipal bonds.
Under guaranteed investment contracts,
some fraction of the proceeds of a bond sale
is deposited with the insurer, who guar-
antees a specified retum on this invest-
ment for a specific period and the timely
retum of principal at the expiration of the
period.*

Finally, as noted above, municipal bonds
may be privately insured when they are
traded in the "aftermarket." In this case,
insurance is purchased for only some por-
tion of a particular bond issue. For ex-
ample, the individual bonds comprising a
unit trust portfolio may be insured for their
remaining lives. Alternatively, a fund or
portfolio as a whole may be insured. In
this case, the insurer may guarantee
timely payment of principal and interest
on the component bonds only as long as
they remain in the portfolio.^ Third party
insurance for some part of a hond issue
may also be arranged by broker dealers
who then offer the credit-enhanced secu-
rities for sale through their trading or re-
tail desks.

Tbe value of any of these guarantees
depends entirely upon the creditworthi-
ness of the insurer, as perceived in finan-
cial markets. Thus the market for standby
letters of credit is dominated by large in-
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ternational banks with AAA credit rat-
ings. The loss of a AAA rating by a bond
insurance firm is a major calamity.

2. Bond Insurance and the
Microeconomics of Information

Conceptual Issues

Clearly, all actors in the municipal bond
market do not possess the same infor-
mation about the creditworthiness of is-
suers. Presumably those offering finan-
cial guarantees do so, in part, because they
can provide credit analysis more effec-
tively and at lower cost than other mar-
ket participants can.

It seems reasonable to expect that the
issuers of bonds know the most about their
own capacities to repay debt obligations.
Those offering insurance can obtain much
of this information through the expendi-
ture of funds for "research," while poten-
tial holders of the obligations would have
to invest even more to obtain equivalent
information. Insurance offerings provide
information in this world of asymmetric
information.

This characterization of information
suggests several rational responses to the
failure inherent in the market for "lem-
ons." Sellers could simply make side pay-
ments to cause information producers to
acquire and reveal information on risk
(Campbell and Kracow 119801).̂  Sellers
could be encouraged to issue costly sig-
nals of their own about tbe quality of bonds
offered for sale; in equilibrium, prospec-
tive buyers could use these signals to dis-
criminate accurately among bonds of dif-
fering quality (See Ross 119771).

Of direct relevance to the municipal
bond market is the alternative mecha-
nism analyzed by Thakor 119821. In
Thakor's solution to tbe problem of infor-
mation asymmetry, third parties spend
resources to produce information about the
quality of each product offered for sale;
they use this information to structure and
to price a fixed quality service that they
provide to the sellers of the variable-qual-
ity product. The seller of each product
chooses a desired service level; this choice

is itself a signal to the market about the
quality of the product. In Thakor's model
the "third parties" may be bond insurers,
Euid the "fixed quality service" offered may
be bond insurance.

With competition in both the product
and service markets, in equilibrium a
specific premium pricing rule will induce
eacb product seller (issuer of bonds) to ob-
tain a level of insurance coverage which
varies with the true default risk known
to the seller. Thus, insurance coverage
signals to the market tbe seller's default
probability.

More generally, insurance will reduce
tbe default risk and lower the yield on the
bonds. The yield will be further reduced,
in these circumstances, because insur-
ance coverage also serves as an efficiency
enhancing signal.

This reasoning suggests that there will
be net benefits to tbose issuers choosing
bond insurance. Issuers will receive cost
savings (in terms of lower required yields)
in excess of the costs of purchasing insur-
ance, reflecting the value of the signal
emitted by the purchase of bond insur-
ance.

This signalling implication is consis-
tent with the claim that premium costs
are only between a third and a half of ag-
gregate interest cost savings to issuers.
(Rindlaub |1986]).

The signalling implication is also con-
sistent with decisions by issuers to forego
insurance when there is consensus that
there is little risk of default—the pricing
of the debt under tbese circumstances will
be insensitive to the presence or absence
of insurance. Issuers subject to greater
degrees of price and quality uncertainty
gain larger benefits from insurance.

Existing Empirical Evidence: The
Market for New Issues

Several analysts have investigated the
effect of bond insurance on the interest
costs for newly issued municipal bonds.
These studies are typically based upon a
sample of issues whose sales are reported
in the Daily Bond Buyer, the newspaper
of record for the municipal bond indus-
try.'
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For these sales, the reported net inter-
est cost (NIC) to the horrower is compared
for insured and uninsured placements. NIC
is easily obtainable from Bond Buyer re-
ports, but it is not really comparable to a
present value or a yield.^

Bland and Yu 119871, for example, com-
pared the NIC of 445 insured and 694 un-
insured bonds offered in 1985. Regression
relationships using dummy variables re-
flecting Moody's credit ratings as inde-
pendent variables revealed a clear in-
verse relationship between credit rating
and NIC, with privately insured bonds
trading at NIC's between A and Baa-1.
Ceteris paribus, insured bonds sold at
about 20 basis points higher in terms of
NIC than Aaa-rated municipals. Bland and
Yu used similar regression techniques to
estimate the NIC savings from insurance
at various levels of underlying creditwor-
thiness, concluding that insurance is only
"cost effective" for issues with underlying
ratings of Baa-1 or that are unrated. It is
"likely that the savings in NIC compen-
sate for the premium cost of insurance only
in these cases." (Bland and Yu 119871).

Other work hy Bland fl9871, including
analyses of several hundred bond offer-
ings in New Jersey, 1981-1984, and in
Texas, 1983-1984, yields similar conclu-
sions. Net interest costs at issue are sig-
nificantly higher for privately-insured
bonds than for bonds whose underlying
risk is judged by Moody's to be Aaa. Is-
sues with private insurance trade some-
where between the prices of A and Baa-1
securities.

Recent work by Kidwell, et al [19871
carries the analysis one step farther by
utilizing sensitive internal firm informa-
tion about the prices charged for munic-
ipal bond insurance. Kidwell et al gath-
ered NIC and other information from the
Daily Bond Buyer for a sample of some
2700 general obligation bonds sold in
1975-1980. For the uninsured bonds in
this sample, they estimated a regression
relationship between NIC and the char-
acteristics of the issue and market, as well
as the geographical region of the issuer.

Forecasts from this regression, together
with information on insurance costs, per-
mitted the net benefits to be estimated for

those issuers who chose bond insurance.
On average, gross benefits were esti-
mated to be 34.1 basis points in reduced
yield, at an average insurance premium
of 11.7 basis points—leaving average net
benefits of 22.4 basis points. On average,
net benefits of insurance varied inversely
with Moody's quality rating and were in-
significantly different from zero for the
highest-rated bonds (Aa in this sample).

In general, the results of the Kidwell
analysis suggest that the innovation of
bond insurance has increased market ef-
ficiency. The alternative explanation, that
somehow the oligopolistic insurers leave
set prices too low, seems less credible.

New Evidence: The Aftermarket

As noted previously, about a third of the
premium income in the municipal bond
industry is generated in the aftermarket.
The analysis of aftermarket transactions
provides a unique opportunity to observe
the effects of insurance on bond yields. This
is because only a fraction of any given se-
curity, which originally had heen issued
without insurance, is offered for sale with
insurance in the aftermarket. Thus it is
possible to observe precisely the same se-
curity, and its underlying credit risk,
trading with and without third party in-
surance.

For many years Kenny Information
Systems, Inc. ("Kennybase") has acted as
a principal information clearing house for
the aftermarket in municipal bonds. The
firm provided us with a random sample of
trades during the period 1987-1989 of se-
curities insured in the aftermarket, From
its data base, Kennybase also provided us
with all the other trades during the same
period on those same securities—trades
which were not insured by any third party.
This analysis concentrates on bonds is-
sued without call provisions in any form
and insured by a single monoline insur-
ance firm.

The available data for each trade in-
clude the maturity of the issue, the semi-
annual coupon, the date of the trade, the
Moody's and/or S&P rating of the issue
on the date of trade, as well as the "basis"
(interest rate) and any "concession" (dol-
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lar premium or discount) for that trade.
From the basis, concession, and matu-

rity, the dollar price associated with each
trade can be computed. Because we con-
sider only bonds without call provisions,
the maturity, the coupon, and the dollar
price so computed uniquely determine the
true yield or interest rate at which each
trade occurred.

Altogether, the data include observa-
tions on 1772 trades on 110 different is-
sues during the three-year period—317
observations on trades in insured securi-
ties and 1455 observations on trades in the
uninsured versions of those same securi-
ties.

To these data on securities, we have ap-
pended the Moody's Aaa Index and the Baa
Index for the week of the trade, as well
as the Composite Index of long-term
Treasury securities.^

Table 1 presents the average charac-
teristics of the securities traded in in-
sured and uninsured forms during the
three-year period. The average coupon rate
of insured and uninsured bonds was vir-
tually identical. The basis and conces-
sions for uninsured bonds were somewhat
higher, translating into sales prices (pre-
sented relative to par) higher by $5.50.
When all attributes of the sale are con-
sidered, the yield averaged 7.836 percent
for uninsured bonds and 7,392 for insured
bonds.

The composite indices vary somewhat
for the two samples, refiecting only the
timing of transactions. Among uninsured
bonds, the modal Moody's rating was Al,
bonds with the "strongest investment at-
tributes" among the class of "upper me-
dium grade obligations." According to
Standard and Poor's classification, the
modal rating among trades in uninsured
bonds was AA, indicating debt with "a very
strong capacity to pay interest and repay
principal"; a large portion was rated A,
indicating a "strong capacity to repay."

With bond insurance, the same under-
lying risks of the issuer were rated much
higher by the agencies, and 90 percent of
the trades were considered to be Aaa and
AAA, the highest ratings for municipal
debt awarded by Moody's and Standard
and Poor's respectively.

Table 2 presents regressions of the bond
yields on the three indices representing
time-varying interest rates.'" Clearly a
great deal of the variation in bond yields
during this period is attributable to tem-
poral changes in interest rates. We have
no strong prior on the appropriate rep-
resentation of rates; it appears that the
yields in this sample more closely follow
the index of yields on investment grade
(Baa) tax-exempt securities, hut the dif-
ferences in overall fit for the regressions
reported in columns 1, 2, and 3 are quite
small. Each regression includes eight
dummy variables indicating the Moody's
rating for uninsured bonds and a dummy
variable signifying insured bonds. With
one inexplicable exception, the coeffi-
cients indicate that higher yields are re-
quired for bonds with lower credit rat-
ings."

Columns 4, 5, and 6 add three variables
indicating the size of the trade: less than
10 bonds, 10 to 99 bonds, 100 to 999 bonds.
Relative to the omitted category, small
volume trades are priced substantially
higher.

The results in Table 2 indicate that bond
insurance has an important effect upon
the yields for bonds traded in the after-
market. According to the estimated coef-
ficients, insurance lowers the yield on
bonds by 8 to 27 basis points (relative to
an average yield to maturity of 7.77 per-
cent).

The "twins" feature of the data permits
the effect of insurance on bond pricing to
be measured more precisely. The data set
includes at least two observations on each
security and at least one observation on
the insured version of each security. We
can thus hold constant the underlying
creditworthiness of each issue by a set of
dummy variables representing the differ-
ent securities.'^

Table 3 presents the results of regres-
sions on bond yields when 109 dummy
variables representing each underlying
security are included in the model, in-
stead of the cruder credit rating cate-
gories. The explained variance of the model
increases substantially; roughly four-fifths
of the variance in hond yields is explained
by the model. The importance of interest
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TABLE 1
AVERAGE CHARACTERISTICS OF SAMPLE OF AFTERMARKET TRANSACTIONS

(STANDARD DEVIATIONS [N PARENTHESES)

Coupon 6.201
(percent) (2.10)

Dollar Price 84.522
(Par = JI0O) (21.06)

Basis 4.651
(percent) (3.75)

Concessioa -5.463
(dollars) (7.10)

Size of trade 427.65
(thousands) (1113.36)

Yield 7.766
(percent) (0.73)

Aaa index 7.144
(percent) (0.45)

Baa index 7.810
(percent) (0J8)

Fed index 8.697
(percent) (0.55)

Moody's (perecnt)
Unrated 0J)16
Baa 0.015
Baal a003
A2 0.00S
A a224
Al 0394
Aa3 0.001
Aa2 0.011
Aa 0.157
Aaa 0.171

S&P's (pereent)
Unrated 0022
Under review

A
A*

AA 0320
AA' OXXM
A A A 0.171

Number of 1772
transactions

0.071
0.253
0.119

Uninsured
Only

6.203
(2.06)

83.542
(212S)

4.706
(3.79)

-5,607
(7.24)

420.137
(1149.47)

7.836
(0.73)

7.152
(0.46)

7.841
(0Ji9)

8.703
(0.56)

0.014
0.018
0.004
0.006
0.269
0.469
0.001
0.014
0.190
0.013

0.022
0.001
0.085
0.300
0.144
0.042
0.390
0.006
0.013

Insured
Only

6.193
(2.25)

89.022
(19.57)

4.397
(3.56)

-4.802
(6.33)

462.129
(930.58)

7392
(0.62)

7.106
(0.40)

7.661
(0J2)

8.670
(0.51)

0.025
0.000
0.000
0.000
0.016
0.050
0.000
0.000
0.003
0.896

0.022
0.003
0.006
0.054
0.006
0.000
0.000
0.003
0.896

1455 317
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TABLE 2
REGRESSION ESTIMATES OF MUNICIPAL BOND YIELDS

1771 OBSERVATIONS
It-ratios in parenthesis)

IntcrcM Rate

Aaa Index

Baa Index

Fed Index

Mood/s Rating
Utiinsurcd Issues

Unrated

Baa

Baal

A2

A

AI

Aa3

Aa2

Insuranee

Am aunt
Bonds <10

1.011
(37.11)

1.000
(37.10)

0.804
(38.26)

0.799
(38.66)

0.751
(31.71)

0.741
(31.48)

onds <100

100£Bonds <1000

Intercept

0.292
(2.47)
-0.487
(4.56)
0.576

(2.67)
0.148

(0.84)
0.048

(1.19)
0.264

(7.26)
1.530

(4.13)
0.767

(6.50)
-0.228
(5.38)

0.457
(23!)

0.154
(1.32)
•0J37
(5.10)
0.656

(3.09)
0.257

(1.47)
0.079

(2.00)
0.273

(7.61)
1.350

(3.70)
0.826

(7.10)
-0.128
(3.05)

1.378
(8.20)

0.220
(1.75)
-0.479
(4.21)
0.598

(2.61)
0.100

(0.53)
0.034

(0.78)
0.245

(6.30)
1.423

(3.61)
0.756

(6.02)
-0.274
(6.08)^

1.168
(5.60)

0.360
(3.08)
-0.439
(4.16)
0.523

(2.46)
0.163

(0.94)
0.099

(2.45)
0.289

(8.00)
1.627

(4.45)
0.788

(6.78)
-0.181
(4.28)

0.403
(5.71)
0.173

(438)
0.042

(1-09)
0.402

(2.05)

0.236
(2.06)
-0.483
(4.66)
0.593

(2.85)
0.258

(1.49)
0.135

(8.42)
0.299

(8.42)
1.469

(7.37)
0.841

(7.37)
-0.076
(1.83)

0J76
(5.42)
0.190

(4.90)
0.012

(0.33)
1.286

(7.73)

0.283
(2.27)
-0.437
(3.88)
0.551

(2.43)
0.132

(0.71)
0.086

(1.99)
0.271

(7.04)
1.506

(3.86)
0.781

(6.29)
-0.227
(5.03)

0.428
(5.68)
0.193

(4J>8)
0.089

(2.16)
1.102

(5.23)

0.496 0.510 0.429 OJl l 0.529 0.443

rates in determining bond yields is em-
phasized in these regression results; the
interest rate variables have t ratios in ex-
cess of 40. Again, prices are estimated to
be significantly higher for small volume
trades.

More importantly, the statistical sig-
nificance of bond insurance in affecting
yields is increased and the range of esti-
mated effects of bond insurance is nar-

rowed considerably. The results in Table
3 suggest that the value of bond insur-
ance in enhancing the creditworthiness of
bonds sold in the aftermarket is between
14 and 28 basis points.

3. Conclusion

This paper has analyzed the market for
private guarantees for municipal securi-
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TABLE 3
REGRESSION ESTIMATES OF MUNICIPAL BOND YIELDS

1771 OBSERVATIONS
(t-ratios in parenthesis)

Coefficiem

Interest Rale

Aaa Index

Baa Index

Fed Index

Insurance

Amount
Bonds <10

10 £ Bonds <100

100^ Bonds <1000

Intercept

X

0.946
(30.22)

•0.253
(8.23)

1,144
(4.24)

0.780
(54.32)

-0.133
(4.51)

1.726
(6.89)

J .

0.707
(41.28)

-0.277
(8.09)

1.632
(5.40)

A.

0.947
(50J0)

-0.256
(8.38)

0226
(4J52)
0.O40

(1J3)
OSiX

(2.13)
1.085

(4.03)

A.

0.783
(54.93)

-0.136
(4.66)

0.267
(5.77)
0103

(3.66)
0.059

(2.28)
1.650

(6.63)

0.708
(41.58)

-0.283
(8.29)

0.219
(4.02)
0.044

(U3)
0.096

(3.15)
1.529

(5.08)

0.809 0.827 0.763 0.812 0.831 0.766

TABLE 4
IMPLIED PERCENTAGE INCREASE IN SALE PRICES ARISING FROM BOND INSURANCE*

Yield Without Insurance 10 Years
Maturity

30 Years

A. Assuming Insurance saves 14 basis points

6 3 %
7.0
7.5
8.0
85

1.032%
1.023
1.013
1.010
0,994

1.588%
1.550
1.512
1.476
1,440

1.881%
1.810
1.739
1.672
1.607

B. Assuming Insurance saves 28 basis points

6.5%
7.0

8.0

2.079%
2.059
2.040
2.020
2,001

3.212%
3.134
3,058
2.984
2.910

3.818%
3.672
3.529
3391
3.259

Calculations assume semi-annual payments at the sample average coupon rate of 6.201 percent.
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ties and has reviewed existing empirical
evidence on the effects of insurance upon
the pricing of new issues. The paper also
presents new evidence on the perceived
effects of hond insurance in reducing the
risks associated with holding municipal
debt. This new evidence is derived from
observations on the true yield of securi-
ties traded in the aftermarket in insured
and uninsured forms. It suggests that bond
insurance lowers the required yield on
municipal debt by 14 to 28 basis points.

Table 4 presents an alternative sum-
mary of the implications of the statistical
analysis. It indicates the effects of the es-
timated changes in yield upon the sale
prices of municipal bonds. These efTects
vary with the yield, coupon and maturity
of securities. For 20-year maturities, at
the average coupon rate in the sample, a
yield of 6.5 percent implies that bonds sell
at 91.468 relative to 100 par. A 14 basis
point reduction in true yield, arising from
insurance, implies a selling price of 92.886.
The insurance is thus worth an increase
of 1.588 percent in selling prices. Analo-
gously, a 28 basis point reduction in yield
is worth something over 3.2 percent in in-
creased prices.

Clearly the effect of bond insurance in
the aftermarket for municipal bonds is
quite important. Considerably more work
needs to be done to understand the insti-
tutional context of this market and its re-
lationship to the primary market for tax-
exempt debt. For example, the random
sample of aftermarket transactions ana-
lyzed in this paper includes a large frac-
tion (19 percent) of trades in bonds "nat-
urally" rated aa, but for which insurance
has been purchased. Conventional wis-
dom, based upon the market for new is-
sues, says that it is not profitable to in-
sure aa bonds. We suspect that
aflermarket trades in the issues of smaller
jurisdictions require higher yields than
initial offerings with the same credit rat-
ing, reflecting differences in the level and
timeliness of information about credit-
worthiness. We expect that analyses of the
aftermarket can provide new insights
about the role of information and signals
in the market for tax-exempt deht.

ENDNOTES

''*We are grateful to Kenny Information Systems,
Inc. ("Kennybaae") for making bond trade data avail-
able to us, and especially to Robert S. Bulka. Product
Development Coordinator of Kenny S&P Information
Services, for his extraordinary help in data acquisi-
tion and data transfer. This paper could not have been
completed without the capable assistance of Eric
Hoffmann, We are also grateful for the comments of
Roger Craine and those of an anonymous referee. Fi-
nancial support for this research was provided by the
Center for Real Estate and Urban Economics, Uni-
versity of California. Berkeley.

'Many of these are outlined in Petersen, etal [1988|,
Â more detailed quantitative description of the in-

dustry and its recent hiatory can be found in Quigley
and Rubinfeld 119911.

*rhe WPPSS default involved some $2.25 billion in
revenue bonds and more than 78,000 investors. About
$23,6 million of this issue had been privately-insured.
Prompt settlement of the insurance claims was widely
reported in tbe financial and popular press.

*The use of guaranteed investment contracts iGIC's)
in municipal bond finance is currently a subject of lit-
igation in several states, Tbe Tax Reform Act of 1986
placed severe limitations upon the arbitrage financ-
ing of tax-exempt municipal bonds (i,e,. tbe ability of
tax-exempt issuers to invest bond proceeds in inter-
est-bearing securities, sucb as bigh-yield bonds, for
"temporary" periodsof up to three years), In response.
some issuers turned to taxable municipal bonds, free
of the arbitrage financing prohibition. By depositing
the proceeds of taxable bonds, issuers could purchase
GIC's from insurance companies that could, in turn,
invest the proceeds in high yield "junk" bonds. At is-
sue are the representations that resulted in the AAA
ratings of the issues so "guaranteed," Pending liti-
gation includes: Associated Kellogg Bank et ai v. Lou-
isiana Agricultural Finance Authority et al (United
States District Court. Eastern District of Louisiana);
Farm Bureau Town and Country Insurance Co, et al
V, El Paso Housing Finance Corporation el al (United
States District Court. Western District of Texas)

*Bonds sold from tbe specified portfolio are not in-
sured, and changeB in tbe creditwortbiness of issues
after purchase may thus lead to capital losses to
investors upon sale. For tbis reason, bonds whose
riskiness has increased are less likely to be sold out
of portfolios insured in this manner. Bonds issued by
agencies in default are stili held in some unit trusts
and bond funds, and their yield to investors is tbe same
as it was when they were acquired.

^his is. of course, exactly the action taken when a
jurisdiction purchases a credit analysis from one of
the independent rating agencies.

^Reported sales are probably not a random sample
of all municipal placements. They exclude small ne-
gotiated placements and some of those made by smaller
jurisdictions.

"NIC is defined as total interest payable minus any
bid discount, divided by the par value of tbe issue times
the average maturity. See Hendersbott and Kidwell
119781 for a discussion of the shortcomings of this
measure.

*rhe Moody's indices are based upon tbe yields on
20 different securities. The Composite Index is based
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on the yields on U.S. Treasury obligations neither due
nor callable in less than 20 years.

'"Interest rates are measured weekly throi^hout this
analygis.

"The results are essentially the same when Stan-
dard and Poor's credit ratings are used instead of
Moody's. In both cases, an unexpected negative coef-
ficient is estimated for one class of lower grade se-
curities (i.e., Moody's Baa). We subsequently discov-
ered that this coefficient is based entirely on 26 trades
in five different uninsured securities, all issued by a
single agency, the government of the District of Co-
lumbia iDC). These DC issues are exempt from state
and local, as well as federal taxes. Presumably, this
difference in tax treatment underlies the lower yields
for the 26 trades in Baa bonds in this sample.

'̂ ThiH is not quite true. Intertemporal changes in
the creditworthinesB of a security are not accounted
for directly, tf it were not for the time varying aspects
of the transactions, the effects of insurance on pricing
would he directly observable aB yield differentials.
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