
By RONALD A. WIRTZ
Editor

Imagine you’re a business owner hoping
to borrow money despite the fact that
your firm—though well established and
generally stable—is currently having
problems trying to make ends meet, and
that’s not likely to change much in the
short term.

You brace for the lender’s response
and hear: “No problem—and how about
we lend you money at cheap rates, too?”

In today’s skittish financial markets,
this might seem like fantasy. But not so
with municipal bonds, which are getting
a generally warm reception from
investors when state and local govern-
ments seek to borrow money for a new
bridge, low-income housing or a variety
of other public uses.

The reasons for this amenable cred-
it environment generally have to do
with the secure nature of municipal
bonds, the lack of good, comparable
alternatives and, more recently, a fed-
eral bond program that encourages
municipal issuers to sell bonds and
offers incentives for investors to buy
them. Data on current bond issuance
also omit a significant amount of addi-
tional local and state financing being
propped up by other federal initia-
tives. While these federal supports
might be viewed as a boon for munici-
pal issuers that need to raise money,
they also distort bond markets and
impose significant costs on taxpayers.

Large bills, please
When local and state governments
(including their related authorities)
need to borrow money for capital proj-
ects and a host of other priorities, they
sell municipal bonds—the umbrella
term for these debt securities.

Last year, the value of municipal bonds
issued in the Ninth District rose by just 1
percent; since 2006, annual values (infla-
tion-adjusted) have been table-top flat.
Gains were higher last year at the nation-
al level, though annual levels over the
past few years have been more volatile
compared with the Ninth District. (See
Charts 1 and 2. All issuance data come
from Thomson Reuters, a business data
and services firm.)

This might seem like a tepid per-
formance, until you compare it with
credit conditions in the broader econo-
my, which are at a virtual standstill:
Businesses and consumers are nervous
about borrowing and investing, and
lenders have raised the bar on who can
receive credit.

Total outstanding loans and leases
among U.S. commercial banks dropped
by about 7 percent—or more than $500
billion—last year, according to Federal
Reserve data. Corporate bond issuance
last year bounced back after a steep
drop in 2008, but is still 25 percent
below inflation-adjusted levels from
2007, according to figures from the
Securities Industry and Financial Markets
Association (SIFMA). Mortgage-related

bond issuance recovered somewhat last
year after a great deal of support from
the federal bailout of Fannie Mae and
Freddie Mac and an aggressive program
by the Federal Reserve to purchase
mortgage-backed securities. And finally,
asset-backed bond sales in 2009 are off
almost 80 percent from 2006.

Although it’s not quite as obvious in
the overall data, the municipal bond
market also saw considerable volatility
that began in 2007 and came to a head
near the end of 2008. (Read more
about this volatility in the November
2008 fedgazette online at minneapolis
fed.org.) But by many measures, the
market is currently on stable ground,
evident in the fact that the total num-
ber of bond issues reversed course last
year and ticked upward, both in the
district and nationwide (see Charts 1
and 2).

Strong demand for municipal bonds
pushed rates downward after a rate
spike in late 2008, when financial mar-
kets seized up worldwide (see Chart 3).
David MacGillivray, a principal at
Springsted Inc., a Twin Cities-based
municipal bond consultancy, said via e-
mail that investors were looking for a
safe haven after the financial crisis. After
flocking to treasuries, according to
MacGillivray, investors “began to realize
that higher yields at basically the same
risk level could be obtained in munis.
This drove up the demand for munis”
and forced yields—the returns investors

are willing to accept to part with their
money—down.

Lower rates have reportedly also gen-
erated increased bond refinancing.
(Refinancing activity is not reflected in
Charts 1 and 2, which tally only primary,
or new, issues.) Last fall, for example, the
city of Grand Forks, N.D., refinanced
three separate bond issues for various
water infrastructure projects, saving the
city an estimated $1.7 million. Bond refi-
nancing in Minneapolis will reportedly
save upward of $8 million.

Look closer: More ups
and downs
The apparent stability of the municipal
bond market nonetheless covers up
some volatility in recent years among
district states and the various levels of
local and state government that issue
muni bonds. Wisconsin, for example,
has seen the value of bond issuance
increase significantly since 2007, grow-
ing from $5.1 billion to $6.6 billion in
2009, much of it due to a $1.5 billion
bond issue sold to cover a state deficit.
Total bond issuance in Montana has
gone the other direction, free-falling
from almost $1.4 billion in 2006 to $153
million last year.

It’s more instructive, however, to look
at particular bond categories, or so-
called use of proceeds. Some uses for
bond proceeds are seeing an upward
trend. For example, bonds sold for gen-
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No shortage of credit here
Municipal bond market active, with help from Uncle Sam
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eral use and public improvements have
skyrocketed (see Chart 4). Proceeds
from these bonds can go toward a wide
range of uses, and the net increase is
almost entirely from Wisconsin and
Minnesota. Montana and the Dakotas
sell comparatively few bonds for gen-
eral uses, though sales are rising there
as well. (Additional data and charts on
municipal bond trends at the state
and issuer level are available online at
minneapolisfed.org.)

For other programs or uses, bonding
issuance is dropping. For example, bond
sales to private investors to fund housing
programs in district states have witnessed
a steady decline (see Chart 4), most like-
ly the result of investor fears over a
slumping housing market. And every dis-
trict state, save Wisconsin, has seen bond
proceeds for health care facilities drop
significantly in the past year or two.

MacGillivray, from Springsted, said
that financial standing has a strong bear-
ing on how individual municipal issuers
fare in the bond market. Bonds from
highly rated municipal issuers, he said,
“continue to have a good market recep-
tion with relatively lower interest rates,”
while lower-rated issues run into more
difficulty and are sold at higher interest
rates. Such a pattern can also be seen in
the wider spread between general obliga-
tion and revenue bonds (see Chart 3).

Revenue bonds tend to be lower
rated because they depend on project
income to repay bond debt. As a result,
they are inherently more risky than gen-
eral obligation bonds that are backed by
the full faith and taxing powers of an
issuing government. MacGillivray added
that noninvestment grade issues, like
those used to fund local economic

development projects, typically get no
takers until projects have established a
revenue history. This can mean some
projects never get off the drawing
board.

Lending a hand—
or a shove
But bond issuance data don’t tell the
whole story, because the federal govern-
ment has intervened to provide financ-
ing to local and state governments in
areas where the private bond market has
backed away. Much of this federal assis-
tance is not captured in the Thomson
Reuters data, which track only private-
buyer bond purchases.

For example, the Montana Higher
Education Student Assistance Corp. is
authorized by the state to sell bonds to
finance student loans. The collapse of
the auction-rate bond market in 2008
dried up hundreds of millions of dollars
in traditional funding for the organiza-
tion. (More on this topic can be found
in the November 2008 fedgazette online.)
Enter federal lawmakers, who in 2008
created a program whereby MHESAC
can sell student loans from previous aca-
demic years to the federal government,
with the proceeds funding new student
loans. The arrangement is similar to the
home-mortgage liquidity provided by
Fannie Mae and Freddie Mac.

An even more prevalent example in
the district involves local and state hous-
ing authorities, which typically issue
bonds to pay for various home-finance
programs, including those serving first-
time and low-income buyers. As Chart 4
demonstrates, private investors have
shied away from buying these program
bonds because of the shakiness of the
overall housing market.

Despite these clear market signals—or
because of them, depending on your per-
spective—the federal government start-
ed two programs last fall to fund these
housing organizations. The New Issue
Bonds Program involves swapping
municipal bonds for more desirable
securities from Fannie Mae or Freddie
Mac. Once the swap has taken place, the
U.S. Treasury buys the securities from
the municipal issuer. Last year, housing
agencies in 49 states took advantage of
this three-way swap, including state hous-
ing agencies in each district state and two
local agencies in Minnesota—the Dakota
County Community Development
Agency and the Minneapolis-St. Paul
Housing Finance Board. In total, seven
housing agencies have been authorized
to receive up to $1.2 billion in financing
through this program, according to a
federal database.

Yet another program provides tempo-
rary credit and liquidity to these same
housing authorities using similar finan-
cial arrangements with the U.S.
Treasury and Freddie Mac and Fannie
Mae. Only one agency in the district—
the Wisconsin Housing and Economic
Development Agency—had received an
allocation from the program as of
January, but to the tune of almost $500
million, according to federal data, allow-
ing the agency to restart a first-time
home buyer program in March that had
been mothballed for 17 months.

None of this replacement financing
shows up in annual municipal bond sta-
tistics; if it were added, the total value of
local and state borrowing would have
been considerably higher.

Bond tower of BABble
The entire municipal bond market also
got an across-the-board boost from last
year’s federal stimulus bill, which creat-
ed the Build America Bonds (BAB) pro-
gram.

Most muni bonds are tax exempt, but
BABs are taxable bonds issued for local
and state infrastructure projects.
Because they’re taxable, BABs have to
offer higher yields to attract buyers. The
hook here is that the federal govern-
ment pays the municipal issuer 35 per-
cent of interest costs—effectively subsi-
dizing both the issuer and the investor
by lowering net issuer costs while match-
ing and possibly beating net yields that
investors can earn from tax-exempt or
corporate bonds.

Given the subsidies, it follows that
BABs have proven popular. The first
Build America Bonds were issued last
April, and they accounted for about 16
percent of the $410 billion in munici-
pal bonds issued in 2009. (Because they
are purchased by private investors,
BABs are counted in the Thomson
Reuters annual data.) But that market
share has increased over time. In the
fourth quarter of last year, BABs made
up almost one-third of all municipal
bond issues.

Use of BABs in the district is both
high and low, depending on how you
measure. Minnesota and Wisconsin
have been frequent issuers of BABs,
ranking second and third (respectively,
behind California) in the number of
BABs issued nationwide in 2009, accord-
ing to a January SIFMA report.
However, BAB deals in both states are
comparatively small in size; at $443 mil-
lion in Minnesota and $781 million in
Wisconsin, neither state cracked the top
20 in terms of the total value of BABs
issued. South Dakota has issued $141
million in BABs, North Dakota just $22
million, and Montana has yet to issue its
first BAB.

The expectation is for the BAB pro-
gram to continue growing. A Congres-
sional Budget Office report released in
January noted that BAB participation “has
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By JOE MAHON
Staff Writer

After years of letting irrigation water
flow freely in their fields, Ninth District
farmers have tightened the spigot. From
2003 to 2008, irrigation on farms and
ranches decreased in district states, even
as producers continued to reap bounti-
ful harvests of corn, soybeans, wheat
and other crops.

Much of the decline in both irrigated
acreage and total water use occurred
because of the return of rain after a dry
spell, but an additional factor has
helped to reduce water use: Operations
that use the most water are using less on
average than in the past.

Irrigation is crucial to agriculture in
the dry, western reaches of the
District—Montana and the Dakotas west
of the Missouri River—but is also com-
mon in wetter eastern states, to boost
crop yields when rainfall lags. In 2008,
the U.S. Department of Agriculture
(USDA) analyzed agricultural water
usage, comprising on-farm sources such
as wells and creeks as well as off-farm
sources such as federally controlled
rivers and reservoirs.

The Farm and Ranch Irrigation
Survey found that, compared with 2003

figures, acres of irrigated farmland in
Minnesota, Montana, the Dakotas and
Wisconsin fell 3 percent. This decline
reversed an upward trend in district irri-
gated acres from 1997 to 2003 and ran
counter to the national trend, which saw
irrigated acres dip in 2003 and then
increase in the most recent survey (see
Chart 1).

Total water usage dropped even
more in the district; from 2003 to 2008,
the volume of water applied (in acre-
feet) in district states declined 18 per-
cent. Nationally, water volume decreased
5 percent during the same period.

The most important driver of year-to-
year fluctuations in irrigation is rainfall,
or the lack of it. Peak levels of irrigation
in 2003 coincided with a drought that
was particularly severe in South Dakota
and Montana. Subsequent easing of
drought—2008 was relatively wet—
reduced the need to irrigate, causing a
drop in both irrigated acreage and
water use. But there may be more to the
decline in water use than the return of
rain; district water usage in 2008 dipped
about 1 percent below 1998 levels,
despite robust growth in farm output in
recent years. (From 2003 to 2008, dis-
trict production of corn, soybeans and
wheat increased 28 percent.)

Much of the district decline in water
use occurred in South Dakota; opera-
tors in the state applied 72 percent less
water in 2008 than five years earlier
(see Chart 2). Irrigation volume also
declined in Montana. Drought was less
severe in the eastern part of the dis-
trict, so water use in that region didn’t
change much. In fact, it increased
slightly in Minnesota and in North
Dakota.

Because some crops demand more
water than others, changes in the
crops farmers plant can affect irriga-
tion volume. But there’s no evidence
that changes in crop mix have any-
thing to do with the falloff in irrigation
between 2003 and 2008. The number
of irrigated acres dedicated to corn, a
water-intensive crop, jumped dramati-
cally in district states over that peri-
od—56 percent in North Dakota and
almost threefold in Montana. But irri-
gated acres of soybeans, another
thirsty crop, declined. It’s likely that
the increase in rainfall after 2003
swamped any crop-related impact on
water use.
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Receding waters
Irrigation on district farms has fallen in recent years—

and not just because of rain
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More water, less waste
Beyond the impact of increased rainfall,
another factor that has lowered water
use in recent years is more effective irri-
gation by heavy users. Intensive irriga-
tors—which also tend to be relatively
large operations—can take advantage of
economies of scale. Between 2003 and
2008, water applied per acre by the
biggest irrigators fell, reducing their
share of aggregate water use. In con-

trast, water use by farms applying less
than 1,000 acre-feet was generally a wash
(see Chart 3).

In Wisconsin, for example, water
applied per acre fell more than 10 per-
cent for all irrigators, but it fell more
than twice as much on farms using more
than 1,000 acre-feet of water.
Meanwhile, water use per acre increased
15 percent among farms using between
100 and 499 acre-feet.

In North Dakota, although overall

water use increased, the average volume
of water applied per acre by operations
using 1,000 acre-feet or more fell by
almost a quarter, while it increased 19
percent for operations using less than
100 acre-feet.

How have intensive irrigators cut
their water consumption? By investing
in technologies that conserve water.
The irrigation survey showed that many
big farms are switching from gravity irri-
gation systems to new sprinkler systems
that apply water more precisely and are
less prone to leakage. From 2003 to
2008, the area of district farmland irri-
gated by gravity systems fell 18 percent,

while the acreage watered by sprinklers
increased almost 12 percent.

Upgrading irrigation systems can be
expensive, and indeed the survey shows
an increase in irrigation expenditures,
particularly by large operations. The
number of district farms spending more
than $75,000 (the highest value the
USDA tracks) on irrigation equipment
more than doubled between surveys.

Continued investment in water-saving
equipment by farms and ranches in the
district may lead to further reductions
in irrigation—until the next drought, at
least. f
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already risen to a level significantly higher
than CBO’s ... original estimates.”

Some industry sources predict that
Build America Bonds could reach $100
billion to $150 billion this year—or close
to 30 percent of all municipal bonds. The
BAB program is also keeping a lid on
rates for traditional tax-exempt munici-
pal bonds because it is providing an
attractively priced alternative for both
buyers and sellers of municipal bonds.
Matt Fabian, managing director of
Municipal Market Advisers (MMA), a
bond market research firm, said, “I think
it’s pretty clear that [BABs] have been
replacing, on almost a dollar-for-dollar
basis, funds that would have been sold tax
exempt. So they are contributing to a

scarcity situation” for tax-exempt bonds.
If that’s the case, the BAB program hasn’t
necessarily expanded the municipal
bond market as funds flow from one
muni bond type to another.

Clouds or sunshine?
How long these conditions and circum-
stances last in the muni bond market is
an open question, in part because some
countervailing forces are at work.

For example, though defaults in this
bond sector are still rare, particularly
compared with corporate bonds, they
are nonetheless increasing. In 2007, less
than $1 billion in municipal bonds
defaulted. In late January, Fabian of

MMA estimated that $16 billion worth of
municipal bonds was in some form of
payment distress, including $5 billion
“where investors actually missed getting
paid.”

But pushing in the opposite direction
is the BAB program. Although the pro-
gram is slated to run only through the
rest of this year, in late January,
President Obama proposed making it
permanent, with a small reduction in
the subsidy to 28 percent starting in
2011. That’s a positive development for
issuers and investors alike but an extra
burden on taxpayers, who pay the pro-
gram’s annual subsidy of $2 billion to $3
billion, an amount that will grow as
more BABs are issued. Total costs, how-

ever, are somewhat offset by federal
taxes on income earned from these tax-
able bonds. In budget documents, the
Obama administration has estimated
total net BAB subsidies of $5.6 billion
through 2015.

At the same time, inflation fears are
growing and the financial condition of
state and local governments is in tatters.
Estimates for the upcoming fiscal year
predict that states face cumulative budg-
et deficits of between $150 billion and
$180 billion, some of which likely will be
papered over by bonds from issuers
whose creditworthiness has clearly dete-
riorated. All of these factors put upward
pressure on the rates municipal issuers
will have to pay to find buyers. f
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