Why Revenue Bonds are a Risky Deal for Local Governments

When industrial revenue bonds are issued, the public is often told that neither the local government nor the taxpayers will be obligated or negatively affected in any way if the project fails.  While it’s true that revenue bonds are not a general obligation of the issuer, it is not true that governments and taxpayers will be unaffected by the risks of the project.  

What are the potential consequences of financing a for-profit prison? 

County or city involvement in a “risky” project may lead to loss of access to credit, even if a default is unlikely.  Even though a local government is not incurring a direct obligation by participating in a revenue bond project, lenders may see involvement in a prison project as a potential liability and withhold credit accordingly.  For example, Crystal City, Texas, was denied a $132,000 loan to buy trucks and police cars after the city’s non-profit development authority issued $14 million in revenue bonds to “refinance” detention facilities operated by the Bobby Ross Group.  Although the city is not liable for the bonds, the President of the Zavala County Bank expressed concern that “the recent actions by the current City Council appear to pose a financial threat to the city's future and are not in the best interests of the community”. (San Antonio Express, February 24, 2003)

A revenue bond default may damage investor confidence in the issuer, the local government and the entire region.  Municipal bond defaults are fairly rare, but as a consequence, the defaults that do take place attract attention and are taken seriously by investors.  For example, in 1998, Dauphin County, Pennsylvania issued $80 million of revenue bonds through its General Authority to purchase a 376,000 square-foot office building in downtown Harrisburg.  In November 2001, the Pennsylvania Department of Transportation, the building’s largest tenant, declined to renew its lease, depriving the General Authority of sufficient revenues to make bond payments.  The potential default generated a story in The Bond Buyer, which reported that, “Although the 1998 bonds were limited obligations of the authority and neither the credit of the authority nor the credit and taxing power of Dauphin County or the state were pledged, local officials said a default would damage the municipal market's confidence in Harrisburg area debt.” (The Bond Buyer, June 21, 2002, emphasis added) 

Voters may be asked to approve tax increases in order to avoid a revenue bond default.  

Although revenue bonds do not directly obligate local governments or taxpayers, the consequences of a default—including loss of investor confidence in the region as well as any jobs that may have been created by the project—can be serious enough to convince elected officials to pursue a public bailout.  For example, in July 2003, voters in Grady County Oklahoma were asked to approve a half-cent sales tax increase to cover debt service on a 330-bed jail complex that was financed with revenue bonds.  The project was originally projected to generate revenue for bond payments by renting beds to state and Federal authorities.  Despite the fact that the jail is 90% full, revenues proved to be insufficient, and voters were asked to approve a tax increase.  Voters eventually declined, and the jails will probably be turned over to the bond insurer. (The Oklahoman, July 7 and 11, 2003)

A revenue bond default may make the local government a target of costly litigation.  

The fact that revenue bonds do not legally obligate taxpayers does not prevent investors from suing local government if they feel they have been misled or have no other way to recoup their losses.  For example, in 1996, bondholders sued the city of Lewisburg, Tennessee, over $7.15 million in Certificates of Participation (a type of revenue bond) that when into default when the local golf course they helped to finance failed to generate enough revenue for debt service.  While a county judge sided with the city, the final settlement required that the city’s insurance company contribute $250,000 toward a refinancing package, and it turned control of the golf course over to First Tennessee Bank, the trustee. (The Bond Buyer, April 23, 1996).

For more information, contact the American Friends Service Committee (AFSC) Arizona’s Criminal Justice Program at (520) 623-9141 or email cisaacs@afsc.org 
