Case Discussion for State of Connecticut Municipal Swap
Objectives

To discuss financial innovation and the use of synthetic finance in the municipal bond market.

To understand the supply and demand for various forms of tax-exempt debt.

To discuss the determinants of municipal vs. taxable yield curves.

To discuss the opportunities and problems faced by issuers in attempting to use innovative methods to obtain cheaper financing.

Synopsis

The State of Connecticut is considering alternative proposals for raising long-term fixed rate tax-exempt debt. The choice is between “plain vanilla” fixed-rate debt and various synthetic alternatives which involve issuance of long-term variable-rate debt coupled with an interest-rate swap. The synthetic alternatives require the issuer to bear various mismatch, basis and credit risks.

Discussion

The design and pricing of long-term variable-rate debt

The long-term variable-rate debts are structured such that they are functionally equivalent to short-term (municipal) paper:

· The put option puts a floor of par on the security by giving the investor the right to sell it at par.

· The call option gives the issuer protection in case the yields on these securities are “absurdly high”, in principle allowing the issuer to redeem the debt and refinance itself in a more “efficient” market.

· The letter of credit enhances the credit-worthiness of the put option. 

· The role of the cap feature is less obvious since the debt is puttable. If the coupon were to reach the cap, the investor can simply put the debt back to the issuer for par and invest the proceeds in the debt of another issuer. Thus the cap does not have much effect on the investor. Perhaps the cap is there to assure the legislature or some other constituency of a maximum interest rate on this particular debt issue. Or more likely, the cap limits the risk to the issuer in the event of a severe deterioration in its credit quality, shifting this risk to the provider of the letter of credit.

The remarketing agent tries to clear the market, finding buyers to match the sellers exercising their put options. The task is to find the lowest yield that attracts sufficient buyers. It should be noted that the yield applies to the entire issue so that even a small number of participants are setting the yield at the margin, all holders of security earn his yield until the next reset.

Together these features result in a long-term security that will trade at par and have a yield very close to that on tax-exempt commercial paper. A major benefit to the issuer of this form of debt, over the alternative of rolling over short-term commercial paper, is that for budgetary and other purposes it offers “guaranteed availability” for an extended period of time while retaining all the benefits of commercial paper, such as being able to dynamically adjust the maturity of the paper – perhaps from one week, to three months, back to one week – and in general being able to pay coupons tied to short-term rates.

There are essentially two forms of risk faced by holders and issuers of debt – interest rate risk and credit risk. For investors, risk is defined here as exposure to price changes, while for issuers risk is defined as exposure to changes in their cost of funds. In the case of fixed-rate debt, both interest rate risk and credit risk are borne by the investor. With “regular” floating-rate debt, which pays a coupon that floats according to a predetermined formula such as LIBOR plus a fixed spread, interest rate risk is borne by the issuer, while credit risk is borne by the investor (because of the fixed spread). In the case of UPDATES or VRDOs, it is the issuer that bears both types of risk. In particular, the coupon increases as the issuer’s credit deteriorates, forcing the issuer to pay a higher spread. The investor bears only the default risk of the support letter of credit.

With regard to the rate at which this paper will trade: Merrill Lynch is quoted in the case as arguing that the paper will trade at the JJ Kenny rate minus 55 basis points. This differential stems from the tax savings by Connecticut residents which is adjusted for the fact that state taxes are deducted at the federal level.

The fixed-rate alternative

The analysis of the fixed-rate alternatives presented by Merrill Lynch and Bankers Trust is relatively straightforward, with the all-in costs given in the case as 7.060% and 6.964% for the ML and BT proposals, respectively. There are two aspects worth noting:

· These are different from traditional debt offerings by virtue of their serial nature. Why municipalities issue bonds serially is an interesting question. The hypothesis advanced in the case is that smoothed debt service is easier on the budget process. A related but alternative hypothesis is that investors do not wish to be exposed to the risk of the state legislature suddenly deciding not to pay off on its debt when faced with a lump sum obligation. Thus it might be investors who require the serial structure as a means of reducing credit risk.

· A second point to note is that serial maturities can be accomplished in more than one way. In the Banker’s Trust case, part of the serial structure is accomplished through sinking funds.

The synthetic fixed-rate alternative

There are several risks to the State of Connecticut if it goes the synthetic route. The first is basis risk – the risk that the State of Connecticut may end up paying a rate on its variable-rate debt much higher than JJ Kenny-55 bps. This would occur, for example, if the State’s credit quality deteriorates or if there are adverse relative tax changes – such as the tax rate on interest income rising in other states relative to that in Connecticut.

A second risk is term mismatch arising from the swap being of only ten-year maturity (versus twenty years on the debt). Thus, in year ten, interest rates might be high making this form of debt issuance expensive ex post. The risk is symmetric, however, in the sense that rates may also be lower in year ten, resulting in a cost of funds that is low ex post. Moreover, the risk applies only to the principal remaining in year ten.

Finally, there is default risk on the swap. 

The LIBOR-based swap

To illustrate the attempted “yield curve arbitrage” underlying this deal, it is useful to examine a 20-year LIBOR for fixed-rate swap. This is done most easily by assuming an average ten-year life for the swap on a fixed notional amount (as an approximation to a swap on an amortizing notional amount). From exhibit 1 in the case, this swap would carry a rate of 76 basis points per annum over the ten-year Treasury. The swap would be written on a notional amount given by 70% of the initial balance of $325 million, on the assumption that the JJ Kenny index will average 70% of LIBOR. The State of Connecticut will thus be receiving 70% of LIBOR and paying 70% of T10+76 on the full principal outstanding. Of course, the State of Connecticut would be exposed to the basis risk of the JJ Kenny index deviating from 70% of LIBOR.

The Decision

Bud Cohn ultimately chose not to proceed with either of the synthetic proposals, in part because the margin of “profit” seemed too slim. However, in the Fall of 1990, the State of Connecticut did execute a large synthetic fixed-rate financing structured very similarly to the proposals in the case.

