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Build America Bonds—A Preliminary Assessment

Briefing Paper for the American Association of State Highway and Transportation Officials

Background

On February 17, 2009, President Obama signed into law The American Recovery and Reinvestment Act
of 2009 (P.L. 111-5) (“ARRA”).  Section 1531 of ARRA contains an amendment to the Internal Revenue
Code establishing a new type of tax-advantaged debt instrument—“Build America Bonds.”  The
Department of the Treasury subsequently issued implementation guidance on April 3, 2009.  This
Briefing Paper assesses the performance of this new financing tool after its first month of utilization.

Mechanics

A Build America Bond (“BAB”)is a bond issued prior to January 1, 2011 by a state or local entity for
“governmental” (non-private activity purposes) and for which the issuer elects to have the interest on
the bond be taxable, in return for a federal interest subsidy.  There is no volume cap on the amount of
BABs that may be issued in 2009 and 2010.

There are two types of BABs.  “Tax Credit” BABs are bonds for which the investor (bondholder) receives
a tax credit equal to 35 percent of the amount of interest paid by the issuer, net of the tax credit.  Tax
Credit BABs can be used for the same purposes as tax-exempt borrowing (i.e., new construction, current
refundings or one advance refunding, and working capital.)  The federal interest subsidy on a Tax Credit
BAB works out to be approximately 26% of total interest expense.  For example , if an investor required
a ten percent return ($100) on a $1,000 bond, and the issuer paid $74.07 in interest, the investor would
receive a supplemental credit equal to 35 percent of the interest the issuer paid, or $25.93, to provide
the desired annual return of $100.  The investor can apply the tax credits against regular income tax
liability and alternative minimum tax, and unused tax credits may be carried forward to the next year.

The second type of BAB, and the only form used to date, are qualified or “Direct Payment” BABs.  Under
this approach, the Issuer pays 100 percent of the taxable rate interest cost to the investor ($100), and
applies for a refundable tax credit itself from the U.S. Treasury, in an amount equal to 35 percent of the
gross interest paid by the issuer ($35).  The credit is “refundable” in the sense that the issuer can
present it directly to the Treasury for cash, and the Treasury has permanent indefinite budget authority
to make the cash payment (no annual appropriation risk).
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Clearly, the Direct Payment BABs provide a higher subsidy than the Tax Credit BABs (35% vs. 26%), and
are much more readily marketable (no need for the investors to worry about having sufficient tax
liability).  But Direct Payment BABs are more limited in purpose:  Proceeds are effectively restricted to
new construction projects (i.e., no refinancing or working capital).  From the investor’s perspective, the
Direct Payment BAB is indistinguishable from a conventional taxable bond, as the annual return is paid
entirely in cash.  The diagram below illustrates the two variants of BABs:

10% Build America Bonds:
Direct Pay vs. Tax Credit Structure
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It should be noted that these BABs differ from the Build America Bonds Act proposal introduced in
January, 2009 by Senators Wyden and Thune (S. 238) to assist transportation projects.  Their proposal
entailed a tax credit equal to 100 percent, not 35 percent, of the borrower’s interest cost, providing a
greater subsidy.  In addition, issuance volume was capped at $50 billion of bonds to be issued over six
years.  The maximum term of these bonds was to be 30 years.  All of the bonds were to be issued
through a centralized nationwide issuer, the Transportation Finance Corporation, rather than the direct
issuance process by state and local governments being used for the ARRA-enacted BABs program.
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Purpose.

ARRA contains several new and expanded tax credit bond programs intended to stimulate investment in
sectors such as economic development, energy conservation and school construction.  Each of these
other programs provides a much deeper subsidy than BABs—ranging from 45 to 100 percent of the
borrower’s annual interest cost.  The policy objective of BABs appears to be more about stabilizing the
credit market for state and local issuers than providing a deep financing subsidy to expand investment.
In fact, issuers are viewing BABs as an alternative to, not an addition to, conventional tax-exempt
borrowing programs.  By appealing to taxable bond investors (low-bracket or non-taxable investors such
as life insurance companies, pension funds and foreign investors), BABs have substantially broadened
the investor base for state and local issuers.  At the same time, BABs have reduced some of the supply
pressure from the tax-exempt bond market, helping (together with other measures in ARRA) to
moderate long-term tax-exempt borrowing rates.

The primary motivation for state and local issuers to issue BABs has been the net rate benefit.  It is
estimated that the current market yield spread between BABs net of the 35% Treasury subsidy and tax-
exempt bonds is 80-100 basis points for long-term (20-30 year) maturities.  However, part of this yield
benefit is attributable to the BABs conforming to corporate bond conventions of being non-callable (not
optionally prepayable by the issuer prior to maturity), or only allowing prepayments if bondholders are
given a “make-whole” call premium.  Market analysts have estimated that the value of this call premium
is perhaps 35 basis points, suggesting that the net ”true” savings are in the range of 45-65 basis points.1

This translates to present value savings of six to nine percent of the face amount borrowed.

An ancillary objective from a federal perspective is to provide a more cost-effective form of federal
subsidy.  Many federal policymakers believe tax-exempt borrowing is an inefficient form of assistance
for state and local governments.  As a Treasury official testified before the House Ways and Means
Subcommittee recently:

Tax-exempt bonds are an inefficient means of subsidizing State and local borrowing if
the Federal revenue cost of tax-exempt bonds exceeds the benefit provided to State
and  local  governments.   This  would  occur,  if,  in  order  to  clear  the  market,  interest
rates on tax-exempt bonds are set high enough to attract investors below the top
Federal  marginal  tax  rate  bracket.   The  interest  rate  paid  in  that  event  is  such  that
investors with the lowest marginal tax rate among buyers receive the same after-tax
return on tax-exempt bonds as they do on taxed bonds.  For those so-called marginal
investors, the value of the tax exemption is equal to the interest subsidy paid to State
and local governments.  But investors with marginal tax rates higher than that of the
marginal investor would receive tax subsidies larger than the interest subsidy
conveyed  to  the  borrower.   [In  contrast]...the  tax  credit  provides  investors  with  a

1   George Friedlander, Municipal Market Comment, Citi Smith Barney, May 11, 2009.



4

subsidy just sufficient to make them indifferent between the tax credit bond and an
otherwise similar taxed bond.” 2

Market History to Date

Since the first BABs were marketed on April 15, 2009 by the University of Virginia, state and local issuers
have sold some 39 issues totaling $9.46 billion (through May 28, 2009).  The bonds issued have varied in
size from $790,000 (City of Albany, MN) to the State of California ($5.0 billion).  The median issue size is
approximately $35 million.  Nearly three-quarters of the issuers have been rated in the double-A
category by at least one of the bond rating agencies.  Most of the bonds have final maturities of 20 to 30
years.

BAB Issuance by Par Amount of Each Issue
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Just over half of the BABs (as measured by issuance volume) have been used for general governmental
purposes.  Seven issues, accounting for 32 percent of the issuance volume, have been identified as being
used for transportation purposes:

New Jersey Turnpike Authority ($1,375 million)
NY Metropolitan Transportation Authority ($750 million)
 Illinois State Toll Highway Authority ($500 million)
Utah Transit Authority ($261 million)
 State of Louisiana ($103.1 million)
 City of Rugby (ND) ($4.8 million
City of De Pere (WI) ($2.7 million).

2   Alan B. Krueger, Assistant Secretary of Economic Policy and Chief Economist, U.S. Department of the Treasury,
May 21, 2009.
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A complete list of the BABs issues appears as Appendix A.

BABs Use/Purpose by Amount Issued
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Although most of the issuers of BABs have been periodic to frequent participants in the tax-exempt
bond market, they are not traditional issuers in the taxable fixed-income markets.  Among the key
differences between the taxable (or corporate) bond market and the tax-exempt (or municipal) bond
market are the following:

Name—Most of the issuers in the taxable market are large, well-known  corporate or
governmental entities, and there are far fewer rated issuers (3,000 vs. 28,000);

Size—The average taxable issue size is generally $200 million and above; while the average tax-
exempt issue size in 2008 was $36 million.

Structure—Most of the taxable issues are term bonds with a balloon maturity, as opposed to the
serial bond structure used by municipal issuers with annual principal retirements.

 Callability—Most investors in the taxable market prefer bonds that can’t be optionally prepaid
by the issuer, or have a “make-whole” call penalty that conserves most of the economics for the
investor if the issuer redeems, in contrast to the standard 10-year par call feature in the tax-
exempt bond market.

The chart on the following page shows the types of purchasers of California’s large BAB issue.
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Buyers of State of California Build America Bonds
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Source: Citi

The chart below shows the holders as of 2008 of all taxable corporate and foreign bonds.  Investors such
as life insurance companies, pension funds and foreign investors—hardly a presence at all in the tax-
exempt market—constitute nearly half of all taxable bond holdings.  Over time, the distribution of
purchasers for BABs may conform more closely to the general taxable markets.

Holders of Corporate and Foreign (Taxable) Bonds
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* Other includes Nonfinancial and nonfarm businesses, state and local
governments, GSE's and broker/dealers.

                                                Source:  Federal Reserve Flow of Funds, 2008
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Net Borrowing Rate for Issuers

Under current market conditions, the tax-exempt bond market appears to provide a lower borrowing
cost than BABs for principal maturing in the first ten to fifteen years.  Thereafter, the relative weakness
in demand for long-dated (20 year and above) maturities in the municipal market compared to taxable
yields, results in BABs currently being more cost-effective, by about 85 basis points (0.85%).

Rate Benefit of BABs vs. Tax-Exempt Borrowing for AA Rated Issuers
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                                                                                                              Source:   Bloomberg Yield Curve Data

However, this “yield spread” relationship is dynamic, not static, and depends on market conditions at
the time of initial pricing.  The table below shows how the net interest cost to the issuers compared to
the estimated tax-exempt yields in the municipal bond market at that time for three of the large BAB
offerings sold in April:

Indicative Interest Savings from BABs for Select Issuers

BUILD AMERICA BONDS

Issuer
Issue Size

($ in
millions)

Taxable
Yield

35%
Treasury
Subsidy

Net Interest
Cost

Tax-
Exempt

Yield

Annual
Rate

Savings

State of California  $ 5,000.0 7.43% 2.60% 4.83%  5.35% 0.52%

New Jersey Turnpike
Authority

 $ 1,375.0 7.41% 2.59% 4.82% 4.89% 0.07%

NY Metropolitan
Transp. Authority

 $ 750.0 7.34% 2.57% 4.77%  5.10% 0.33%

Source:    Citi
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The net savings ranged from only 7 basis points to 52 basis points for these issuers.  Other, smaller
issuers experienced more substantial rate reductions compared to tax-exempt yields.  As described
below, the spreads have tightened over the last six weeks, meaning the value of BABs has increased as
market acceptance has broadened.

Call Feature.  The larger BABs issues ($100 million and above) have generally conformed to the
corporate bond convention of either not being optionally redeemable, or requiring a make-whole call
premium.  As noted above, issuers should consider the “cost” of foregoing this call option when
evaluating the cost-effectiveness of BABs.  This investor requirement likely will be relaxed over time,
with increasing volume.  Smaller BABs issues have tended to be marketable with a conventional
municipal bond 10-year par call feature.

Rating Category.  To date, the market has been dominated by issuers with high credit ratings.  Of the 39
issuers of BABs thus far, 29 have had underlying ratings in the AA category or higher; the balance were
in the single A category, except for one very small ($790,000) issue rated Baa-1.  This universe of issuers
is not reflective of the ratings for municipal issuers generally.  For example, 74 percent of the local
general obligation issuers rated by Moody’s are in the single A or Baa (BBB) category; only 23 percent
are rated Aa, and just 3 percent are rated Aaa.3    It remains to be seen if BABs will prove cost-effective
for lesser-rated issuers.

Trading Activity

For any new financial product, there invariably is a period of “price discovery,” where financial
intermediaries and investors ascertain the underlying trading (market) value of the instrument.  This
appears to be the case with BABs as well.  The initial issues were priced at a higher rate-spread to
benchmark U.S. Treasury yields than was subsequently demanded by buyers in the secondary market.
For example, the New Jersey Turnpike—at the time, the largest BABs issue to come to market—sold its
bonds at a fixed rate spread over Treasuries of 3.65% (365 basis points).  Within three weeks, those
same bonds were trading at a much tighter spread—approximately 2.35%, leading to a substantial run-
up in their relative price.  The State of California and the NY Metropolitan Transportation Authority
experienced similar reductions in the yield spread in the weeks following initial pricing.

The table on the next page shows how yield spreads have tightened on several of the earlier BABs issues
since their initial pricing date, whereas two of the more recent BABs (Illinois State Toll Highway
Authority and Utah Transit Authority) were able to obtain initial pricing with narrower spreads in a
somewhat more “mature” market:

3   Mapping for Moody’s U.S. Municipal Bond Rating Scale, Moody’s Investors Service, June 2006.
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Yield Spreads Over Time for Selected Issuers of Build America Bonds

Issuer Sale Date
BAB

($MM)

Avg.
Life
(yrs)

Structure
Initial Taxable

Yield (1)
5/13/09

Yield
5/20/09

Yield

State of California
(A2/A/A)

4/21/2009 5,000 27.9
$2bn 25-yr Bullet;
$3bn 30-yr Bullet

7.43%
(UST +365)

7.38%
(+330)

7.49%
(+333)

NJ Turnpike Auth.
(A/A3/A+)

4/20/2009 1,375 29.3
2040 Term

(Sinkers beg. 2037)
7.41%

(UST +370)
6.43%
(+235)

6.48%
(+232)

Metropolitan Trans.
Auth. (AA/A+)

4/23/2009 750 29.5
2039 Term

(Sinkers beg. 2037)
7.34%

(UST +350)
6.38%
(+230)

6.31%
(+215)

Illinois St. Toll Hwy.
Auth. (Aa3/AA-/AA-)

5/12/2009 500 21.0 2024 & 2034 Term

2024: 5.290%
(UST +210)

2034: 6.184%
(UST +200)

5.97%
(+197)

5.96%
(+196)

Utah Transit Auth.
(Aa3/AAA/AA)

5/12/2009 261 27.0
2039 Term

(Sinkers beg. 2030)
5.937%

(UST +185)
5.80%
(+180)

5.72%
(+172)

(1) Spread to 30-yr Treasury Source: Citi

This compression of yield spreads is not solely attributable to the rapid evolution of the market for BABs
and price discovery.  Concurrently, the last month has witnessed a dramatic reduction of taxable yield
spreads to Treasuries for most taxable corporate bonds, as Treasury yields have climbed and investors
have become more comfortable again with accepting credit risk of other issuers.  This trend, which
began in April and has continued through May, suggests that the “pioneer” issuers in retrospect might
have benefited from allowing the market to develop further before pricing their issues.

Conclusion

Nearly $9.5 billion of Build America Bonds have been sold since mid-April, and there are hundreds of
millions of dollars of new issues scheduled to be priced in coming weeks.  Although still in “early
innings,” it appears that this new product provides a broader and marginally more cost-effective way of
issuing long-term debt, at least for higher rated issuers.  Current yield spreads on the long end are
approximately 85 basis points (0.85%) for AA issuers.  If the estimated “cost” of relinquishing the 10-
year call feature is deducted, the net benefit of BABs over tax-exempt borrowing would be an
approximately ½% rate reduction (6 to 7 percent in present value terms).  It is unclear at this stage
whether large, lesser rated issuers—especially those with “project-backed” revenue streams in the low
A and BBB categories—will be able to take advantage of the taxable bond market in the same way.  A
more thorough assessment should be done in several months’ time, once the market has further
developed.  And policymakers may still wish to consider whether certain types of transportation projects
merit a deeper subsidy, in the form of 100 percent tax credits similar to qualified tax credit bonds, rather
than the 35 percent tax credits associated with Build America Bonds.
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Appendix A:  Build America Bonds Issuance Activity
April 15 – May 27, 2009

Issuer State
Sale
Date

Amount of
Issue

($ mils)

Use of
Proceeds

Reoffering
Spread to
Treasuries

Final
Maturity

Call
Issue

Fitch
Rating

Moody's
Rating

S&P
Rating

University of Virginia VA 04/15/09 $ 250.000 Education 250 09/01/39 Make Whole AAA Aaa AAA

Univ. of Minnesota Regents MN 04/15/09 37.330 Education 270 12/01/28 10 years @ par Aa2 AA

Plainfield Fire Protection
District

IL 04/16/09 8.160 Public Facilities 01/01/34 10 years @ par Aa3
Aa3

New Jersey Turnpike Authority NJ 04/20/09 1,375.000 Transportation 370 01/01/40 Make Whole A A3 A+

City of De Pere WI 04/21/09 2.675 Transportation 12/01/28 10 years @ par AA Aa3

State of California CA 04/22/09 5,000.000 General
Purpose 365

04/01/34;
04/01/39

Make Whole A A2 A

Du Page Comm. College Dt.
#502

IL 04/22/09 62.450 Education 01/01/29 10 years @ par Aaa AAA

Glendale-River Hills School Dt. WI 04/22/09 2.905 Education 03/01/29 4 years @ par Aa3 AA

Riley Co Unified School Dt
#383

KS 04/22/09 54.280 Education 365 09/01/30 10 years @ par Aa3

Metropolitan Transportation
Authority

NY 04/23/09 750.000 Transportation 11/15/39 Make Whole A+ AA

Monroe Co (Milan) ASD MI 04/23/09 49.165 Education 335 05/01/34 10 years @ par Aa3 AA-

Lake Co THSD #121 IL 04/28/09 23.725 Education 01/01/28 10 years @ par AA

Oshkosh City WI 04/28/09 16.740 General
Purpose

12/01/28 9 years@par Aa3

City of St Paul MN 04/28/09 9.275 Public Facilities 12/01/34 10 years @ par AAA

Oshkosh City WI 04/29/09 2.945 General
Purpose

12/01/18 7 years @ par Aa3
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Sacramento Mun. Utility
District Financing Authority

CA 05/05/09 200.000 Electric Power 225 05/15/36 Make Whole A A1 A+

State of Louisiana LA 05/06/09 103.125 Transportation 05/01/43 Make Whole Aa3 AA

Johnson Co (Olathe) USD #233 KS 05/07/09 95.000 Education 09/01/29 10 years @ par Aa3 AA

Mesa City AZ 05/07/09 59.900 Utilities 07/01/33 10 years @ par A1 AA-

Southern Illinois University IL 05/07/09 53.735 Education 04/01/30 10 years @ par Aa2 AAA

Victor Valley Comm. College
Dt.

CA 05/07/09 12.000 Education 08/01/33 10 years @ par Aa3 AA-

Johnson Co Unified School
District #229

KS 05/11/09 73.000 Education 10/01/29 10 years @ par Aa1 AA

Village of Villa Park IL 05/11/09 7.000 General
Purpose

12/15/28 10 years @ par AA

Brier Creek School Building
Corp

IN 05/12/09 27.710 Education 07/15/29 Make Whole AA+

Illinois State Toll Highway
Authority

IL 05/12/09 500.000 Transportation
210

01/01/24;
01/01/34

10 years @ par
Make Whole

AA- Aa3 AA-

Sedgwick Co (Wichita) USD
#259

KS 05/12/09 132.500 Education 215 10/01/28 Make Whole Aa3 AA

Staples City MN 05/12/09 1.975 Public Facilities 02/01/35 10 years @ par A

Utah Transit Authority UT 05/13/09 261.450 Transportation 185 06/15/39 Make Whole AA Aa3 AAA

Van Buren Public Schools MI 05/13/09 79.040 Education 240 05/01/39 10 years @ par Aa3 AA-

City of Council Bluffs IA 05/14/09 7.165 General
Purpose

06/01/24 8 years @ par A1

Brea Public Finance Authority CA 05/15/09 12.945 Utilities 07/01/39 10 years @ par AA-

Central Weber Sewer
Improvement District

UT 05/18/09 51.000 Utilities 03/01/34 10 years @ par AA AAA
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Fort Dodge IA 05/18/09 8.950 Public Facilities 06/01/24 8 years @ par A1

Grand Rapids Community
College

MI 05/20/09 12.000 Education 05/01/29 10 years @ par Aa2 AA

Rugby City ND 05/20/09 4.755 Transportation 05/01/24 8 years @ par A+

City of Green Bay WI 05/20/09 8.680 General
Purpose

04/01/29 10 years @ par Aa2

Brown County WI 05/20/09 13.475 General
Purpose

11/01/28 7 years @ par Aa1

South Dakota University Board
of Regents

SD 05/27/09 90.065 General
Purpose

04/01/39 No

City of Albany MN 05/20/09  0.790 General
Purpose

02/01/25 7 years @ par Baa1

Total $ 9,460.91
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