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Introduction and summary
In the months after the collapse of Lehman Brothers in September 2008, fear and
uncertainty in the global credit markets spread to the municipal bond market.
Investors fled muni bonds and prices plunged.
Advisers recommended that state and local governments delay issuing new debt
because of high yields and weak demand. But pressing financial and infrastructure
needs meant that state and local governments often could not just wait out the
crisis. The turmoil in the municipal bond market threatened to worsen the nation’s
plunge into recession.
The municipal bond crisis presented an opportunity for federal lawmakers to not
only strengthen the municipal market, but to respond to a longstanding problem
in the way state and local tax-exempt bonds are structured. In 2009, the Obama
administration and Congress created the Build America Bonds program. Build
America Bonds were taxable state and local government bonds for which a portion of the interest costs were subsidized by the federal government.
The subsidized bonds were an innovative financing mechanism that would prove
to strengthen the municipal debt market. Over the past two years, these subsidized bonds financed much-needed infrastructure investment at the state and
local government level while making the tax-exempt municipal bond market
stronger and more efficient. Perhaps most importantly, the program also lowered
the borrowing costs for state and local governments.
Despite the success of this program, Congress failed to reach agreement to extend
the program at the end of the 111th Congress and it expired on December 31,
2010. The opposition to Build America Bonds stemmed largely from an antipathy
to federal spending. But, as we show, Build America Bonds do not necessarily
increase the size of the federal government; the program simply makes the federal
government more efficient in how it invests taxpayer funds. Build America Bonds
provided a streamlined alternative to an existing federal subsidy program: The tax
exclusion for municipal bonds.
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The yields on tax-exempt bonds have since risen dramatically, with many market
analysts attributing the turmoil to the demise of Build America Bonds. State and
local governments are already facing severe budget shortfalls, and higher borrowing
costs will exacerbate these problems, threatening needed services and investment.
Fortunately, Congress can still revive the Build America Bonds program and
make it a permanent feature of the municipal bond market. In this paper, we propose to strengthen the municipal market as a whole through a permanent Build
America Bonds program that improves the way the federal government promotes important public investments at the state and local level, and lowers their
cost of capital. Specifically, we recommend to expand the Build America Bonds
market and to place an annual ceiling on the number of tax-exempt issuances. In
so doing, we allow Congress to better manage federal support of state and local
finance—a particularly important outcome as our country simultaneously confronts large structural budget deficits and long overdue infrastructure investment.

2
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The problem with tax-exempt
municipal bonds
State and local governments issue bonds to finance long-term investments in
things like roads, transit, public works, and schools. Bond sales raise funds that
can be used immediately while allowing the governments to repay them, with
interest, over time and according to a schedule.

What are tax-exempt bonds?
Municipal bonds are an attractive investment because the interest payments
received by investors are exempt from federal income taxes, unlike most other
forms of income. Because municipal bonds entitle their owners to a tax-free
stream of income, investors are willing to accept lower interest payments than they
would if the bonds were taxable. The federal tax exemption, therefore, effectively
reduces borrowing costs for state and local governments.
To understand how this works, consider the following example:
John runs a successful accounting firm in Los Angeles. His annual income
of $500,000 easily puts him in the top federal income tax bracket of 35 percent. John is interested in relatively safe investments and is considering
various fixed-income securities, such as Treasury and municipal bonds.
One option is to invest $20,000 in taxable 20-year Treasury bonds yielding
4.3 percent a year. The Treasuries would pay John annual interest payments
of $860, or $559 after federal income taxes. That’s equivalent to a 2.8 percent after-tax yield.
Meanwhile, the city of Shelbyville is planning to issue bonds to raise money
for a large public-works project. In order to entice investors like John,
Shelbyville only needs to offer them 20-year tax-exempt bonds at slightly
more than a 2.8 percent yield (assuming, for purposes of this example, the
investors believe the likelihood that Shelbyville will default on its debt is

The problem with tax-exempt municipal bonds | www.americanprogress.org

3

no greater than a federal credit default). The Shelbyville bonds would pay
slightly more than $559 in interest each year, but none of it would be taxed,
providing John with the same amount of after tax-income as the taxable
Treasury bond.
Bottom line: Shelbyville can offer interest rates that are 1.5 percentage points
lower than the equivalent-duration Treasury bonds and still find investors
who are willing to buy its bonds. That means that Shelbyville, assuming its
creditworthiness is good, can finance its capital investments at a lower cost
than the U.S. government can.
Even though U.S. Treasury bonds are considered the safest investments, interest
rates on tax-exempt municipal bonds have tended to be lower than Treasuries,
reflecting the effect of the tax exemption. (See Figure 1)
By letting state and local governments pay tax-exempt interest to their bondholders, the federal government is forfeiting income tax it would have otherwise
collected. That’s why economists call this kind of tax rule a “tax expenditure,” or
special provision in the tax code that results in lower tax revenue.

Figure 1
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The tax exemption for state and local
public purpose bonds will cost the
federal government $230.4 billion
over the 2012-2016 period, according
to estimates published by the Office
of Management and Budget, making it
one of the largest tax expenditures.1
There were about $2.8 trillion in
municipal bonds outstanding at the
end of 2010. Individual investors and
mutual funds, whose shareholders are
mostly individuals, own 71 percent
of tax-exempt municipal bonds.
Insurance companies and banks
each own roughly 10 percent of the
municipal bond market.2

Types of tax-exempt municipal bonds
General obligation bonds

Private activity bonds

General obligation bonds, or GO bonds, are secured by the taxing
power of the issuing government. GO bonds make up more than
80 percent of the tax-exempt bond market.3 They allow states to
finance a variety of public works projects and activities, using future
tax revenue to pay back the bonds.

Private activity bonds are tax-exempt bonds issued by state or local
governments for the primary purpose of financing a private project
or activity. Congress allows state and local governments to allocate a
limited amount of these bonds to encourage certain private development that ostensibly creates a public benefit, such as building
hospitals. Each year, Congress restricts the issuance of private activity
bonds by implementing an annual volume cap on new issuances. In
2010, the volume cap was $30.857 billion, a slight increase from the
2009 cap of $30.607 billion.4

Revenue bonds

State and local governments also issue revenue bonds, so called
because they are backed by the revenues expected to flow from the
bond-financed project. For example, a bond used to finance the construction of a toll road might be backed by the toll revenue.

Why tax-exempt bonds are inefficient
Tax-exempt municipal bonds lower the borrowing costs for state and local governments, but they are an inefficient and costly federal subsidy. That’s because a significant portion of the subsidy intended for the governments is instead captured
by bond buyers in the top income tax brackets.
Understanding how this windfall happens is key to understanding why directsubsidy bonds like Build America Bonds are a fairer and less expensive way for the
federal government to subsidize local capital projects.
The main point to keep in mind is that the tax exemption on municipal bond
interest, like any income tax exemption, is most valuable for buyers in the top
income tax brackets. A muni bondholder in the 35 percent bracket pays $35 less in
taxes for every $100 in interest income he receives, while a buyer in the 10 percent
bracket saves just $10. That explains why people in the top income tax bracket, the
wealthiest Americans, are the most willing buyers of tax-exempt bonds.
If state and local governments sold bonds exclusively to these top-bracket investors, the governments could, in theory, issue bonds paying a 35 percent lower
yield than comparable taxable bonds. At that yield, top-bracket investors would
find the tax-exempt and taxable bonds equally attractive.
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The problem is that the appetite for muni bonds among people in the top tax
bracket is insufficient to meet state and local governments’ need for financing. The municipal issuers, therefore, must also sell bonds to people with lower
incomes who are taxed at lower rates.5 And that means the bond issuers have to
offer higher rates to all investors, giving the bond buyers in the highest income
tax brackets a windfall.6
To see how this happens, let’s return to John, our $500,000-a-year accountant:
John, who is in the 35 percent income tax bracket, decides to buy $20,000
of taxable 20-year Treasury bonds yielding 4.3 percent annually. That gives
him an after-tax annual return of $559, equivalent to a 2.8 percent yield on a
comparable tax-exempt municipal bond.
John’s friend, Stan, is an engineer whose salary is $125,000, which puts him
in the 28 percent income tax bracket. Stan also invests $20,000 in taxable
20-year Treasury bonds paying 4.3 percent a year. That gives Stan an aftertax annual return of $619, equivalent to a 3.1 percent yield on a comparable
tax-exempt muni bond.
While a tax-exempt muni bond issuer would have to pay 2.8 percent to
entice John to purchase its bonds, it must offer a yield of at least 3.1 percent
to make it worth Stan’s while. If not enough top-bracket investors like John
buy all the municipal bonds available, the issuers must offer a yield that will
also attract investors like Stan.
And that’s exactly what happens, generating a windfall for John. The muni
issuer competing for Stan’s business has to pay a 3.1 percent interest but
John gets that rate as well, giving him $60 more in after-tax returns than
what should be needed to motivate him to buy the bond.
That’s good for John, but not for the issuer, whose borrowing costs have
gone up and who therefore isn’t receiving the full value of the federal subsidy. In theory, the issuer should be able to borrow $20,000 a year for just
$559 in annual interest payments. But because part of the subsidy has leaked
to John, the issuer is actually paying $619 in interest payments—and John is
pocketing the difference.
To be sure, this is a simplified example that ignores the many other factors that
governments and investors consider when selling and buying bonds. But the evi-

6

Center for American Progress | Bring Back BABs

dence shows that the general dynamic is real: Lower-bracket buyers push up the
yield on municipal bonds above what a buyer in the top bracket would demand
to buy the bonds.7 As a result, local governments offering tax-exempt bonds pay
higher interest-rate payments than necessary to attract top-bracket investors.8
(See Figure 2)
None of this is the fault of high-income tax-exempt bond buyers. They’re just
buying the bonds that offer the best after-tax yield. The fault lies with an imperfect
federal subsidy delivered to states through the tax code.
The Treasury Department estimates that 10 percent to 20 percent of the subsidy,
intended solely for state and local government issuers, is captured by bond buyers
in higher tax brackets.9 The tax expenditure for municipal bonds, therefore, constitutes “a federal transfer to bondholders in higher tax brackets.”10 (See Figure 2)
The cost of this inefficiency is not trivial. With 10 percent to 20 percent of the subsidy leaking to bond buyers, the cost of the inefficiency to U.S. taxpayers in unnecessary foregone revenue could be greater than $6 billion per year.11 Ultimately, the
reduction in interest costs for state and local governments is less than the federal
tax expenditure. That is, the federal government forfeits one dollar in tax revenue
under the deduction, but state and local governments save only eighty cents.
Figure 2
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A Congressional Budget Office-Joint
Committee on Taxation study found
that “A direct appropriation of funds
would purchase more infrastructure
on a dollar-for-dollar basis.”12 That
is, the federal government would get
more bang for its buck if it simply gave
money to state and local governments
to spend on capital investments.

This graphic shows that investors in the top marginal income tax brackets receive a consistently
higher yield on tax-exempt bonds than the after-tax yield on comparable Treasury bonds. That
means high borrowing costs for issuers.
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Figure 3

An inefficient subsidy
Ten to 20 cents of every dollar intended for state and local governments leaks to top
tax bracket buyers instead
One dollar in the form
of foregone tax revenue

Only 80-90 percent of the
subsidy accrues to state and
local government issuers in the
form of reduced-borrowing costs
10-20 percent of the subsidy
is captured by investors in
the top income tax brackets

Source: U.S. Department of the Treasury13

An accidental subsidy
The tax exemption for municipal bond interest has been around since
the federal income tax was established in 1913. Its original purpose
was not to provide a federal subsidy to states, but to comply with
constitutional law as it existed at the time.14
The Supreme Court in 1895 held in Pollack v. Farmers’ Loan and
Trust Company that the Constitution prohibited the federal government from taxing state or municipal financial instruments.15 (The
same case also held the income tax to be unconstitutional, a holding
that was overturned by the Sixteenth Amendment.) When the modern income tax was enacted in 1913, Congress provided a specific
exclusion for municipal bond interest on the belief that taxing such
interest would be unconstitutional under Pollack.16
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The principle established in Pollack, known as the doctrine of “intergovernmental tax immunity,” was gradually undermined by successive court decisions beginning in the 1930s. In 1988 the Supreme
Court ruled that the intergovernmental tax immunity doctrine had
been “thoroughly repudiated.”17 That case, South Carolina v. Baker,
made it clear that Congress has the constitutional authority to tax
municipal bond interest.
In the intervening years, however, the municipal bond market had
grown tremendously in size and importance. Strong constituencies
developed for retaining the exemption. Numerous efforts to repeal
the exemption or convert it into different forms all failed.18

The birth and premature death
of Build America Bonds
The financial crisis that began in the sub-prime mortgage market had by 2008
infected the municipal bond market. Foreclosure rates had spiked, causing state
and local property tax revenue to plummet. The credit markets were contracting
and the underwriters and insurers that traditionally supported the municipal bond
market were in dire straits. Municipal bond insurers were being downgraded, driving up interest rates on the bonds they backed. Investors were fleeing the market
as a whole. For some, it was, “the worst crisis in bond market history.”19
The municipal bond market problems threatened to worsen the economy-wide
recession. But they also presented an opportunity for experimentation in state
and local finance. In the American Recovery and Reinvestment Act of 2009,
Congress created an alternative to tax-exempt bonds, called Build America
Bonds.20 Under this program, state and local governments could issue taxable
bonds to finance infrastructure investment, but have the federal government pay
part of the interest cost. This subsidy was set at 35 percent of the interest costs
for 2009 and 2010. That means the direct subsidy on a Build America Bond was
equal to the implicit federal subsidy on a tax-exempt bond purchased by an investor in the 35 percent tax bracket.
By making direct payments to the issuer, the federal government eliminated the
windfall to high-income investors, ensuring instead that 100 percent of the federal
subsidy benefited state and local governments. Build America Bonds promised
to be a far more efficient way to subsidize state and local governments than taxexempt bonds.21
Indeed, the Treasury Department estimates that state and local governments
saved over $20 billion in net present value by issuing Build America Bonds.22
Lower borrowing costs, in turn, mean states pay less for public projects and pass
less of the cost of the project onto taxpayers.
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The program also helped expand
Build America Bonds strengthened the tax-exempt bond market
the market for municipal bonds at a
time when individual retail investors
The increase in issuances of Build America Bonds reduced the supply of taxexempt bonds. With fewer tax-exempt bonds in the market, issuers were able
were fleeing the tax-exempt market.
to issue bonds at lower rates and generated important cost savings.
That’s because Build America Bonds
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program has succeeded in opening
up the municipal market to nontaxable and other non-traditional
investors,” wrote Andrew Ang, Vineer Bhansali, and Yuhang Xing in what was the
first independent report of the Build America Bonds program.23
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Figure 4

Build America Bonds also had salutary effects on the tax-exempt market. “The
availability of Build America Bonds has enabled state and local governments to
issue fewer tax exempt bonds, which has lowered their borrowing costs in the tax
exempt market,” wrote Alan Krueger, former assistant Treasury secretary for economic policy, in December.24 With Build America Bonds available as an alternative, state and local governments could opt to issue tax-exempt bonds only when
low yields made them attractive.
In the six months following the creation of the Build America Bonds program,
yields on long-term tax-exempt bonds dropped by about 20 to 30 basis.25 More
tellingly, the spread between tax-exempt bond yields and taxable Treasury bond
yields narrowed significantly over the life of the program. (See Figure 4) When
tax-exempt bond yields approach Treasury yields, that’s a sign that the market for
tax-exempt bonds is becoming more efficient.
Another positive outcome of the Build America Bonds program was its ability to
stimulate critical infrastructure investment. Infrastructure projects typically demand
longer-maturity financing because of the longer economic life of projects. Taxexempt bonds have traditionally been issued at shorter maturities, reflecting the
preference for short-term debt of the retail investors they attract.26 This preference
created a mismatch between the needs of issuers and the demands of investors.
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But Build America Bonds could be issued at longer maturities because they
catered also to long-term institutional investors. The independent study of the
Build America Bond program by Ang, Bhansali, and Xing noted that 54 percent
of Build America Bonds have maturities longer than 10 years, compared to just 34
percent for tax-exempt bonds.27
“[Build America Bonds] are the latest mechanism that can efficiently and materially mitigate the structural inefficiencies in the long end of the tax-exempt curve,”
wrote JP Morgan municipal market analysts Chris Holmes and Alex Roever in
Bond Buyer in November, referring to Build America Bond’s ability to attract
buyers with longer investment horizons.28 Build America Bonds, in being issued
at longer maturities, helped stimulate investment in infrastructure at a time when
such investment was badly needed.
All in all, the Build America Bonds experiment was successful: It strengthened
the municipal market, reduced inefficient returns to high income bond buyers,
and brought about long-overdue investment in infrastructure at the state and
local level. It did so at a time when broader financial markets were fragile and the
economy was struggling out of the deepest recession in two generations. And yet,
Congress failed to extend the program beyond its expiration on December 31,
2010. Why was that?

The backlash against Build America Bonds
The Build America Bonds program provides federal payments to state and local
governments to offset borrowing costs. Those subsidy payments appear as an outlay in the federal budget. Tax-exempt bonds, in contrast, involve no federal outlay
because the equivalent government subsidy is delivered as a tax expenditure—or
forfeited revenue. Since the Build America Bonds program generates a cost on
the spending side of the ledger, it has drawn criticism from conservatives with an
ideological aversion to spending.
Sen. Charles Grassley (R-IA) said the Build America Bonds program “increases
the size of the already bloated federal government because it takes what used to be
a tax-cutting program, namely, [tax-exempt] municipal bonds, and converts that
into Build America Bonds.”29 Columnist David Reilly of The Wall Street Journal
called the bonds a state budget “bailout” that should be scrapped.30

The birth and premature death of Build America Bonds | www.americanprogress.org

11

These critiques are based on a meaningless accounting distinction between directgovernment spending and indirect-government spending done through the tax
code. It makes no difference to the federal treasury whether Congress spends
money by collecting taxes and then writing a check, or by forfeiting tax revenue
it otherwise would have collected. Money spent and money distributed through
tax breaks for specific activities are both a form of government “spending.”
Tax-exempt bonds and Build America Bonds are both spending programs that
commit federal resources to state and local governments, and involve the federal
government in supporting state and local infrastructure. Build America Bonds just
deliver the federal subsidy more efficiently.
Build America Bonds critics also noted that underwriting fees were typically higher
for direct-subsidy issuances than for comparable tax-exempt bond issuances. To
be sure, fees were higher at the outset as underwriters took on the additional risk
and effort involved in offering a new product. Since May of 2010, the fees declined
steadily in line with underwriting fees for tax-exempt bonds.31 Had the program
been extended, underwriting fees would have likely been pushed down by more
competition among underwriters and an expanding market for the bonds.

A return to muni-bond turmoil
The expiration of the Build America Bonds program has not only restored the
inefficient market for tax-exempt bonds, it has contributed to distress in the
municipal bond market generally.
Tax-exempt yields are at their highest in a year. Twenty-year general obligation
tax-exempt bonds rose 31 basis points in the first week alone after the program’s
expiration at the end of December. The municipal market “has basically lost its
training wheels, and now it has to learn how to ride a bike all over again,” said
Michael Pietronico, chief executive officer of Miller Tabak Asset Management in
January. “That means higher yields.”32
At a time when most states face budget shortfalls, states are now paying up to
two-thirds more to borrow than when they issued Build America Bonds in 2010.33
Others will simply choose not to finance projects because the borrowing costs
will be too high. That will mean fewer new investments, with immediate impacts
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on job creation and long-term ramifications for economic growth. For deficitwracked state and local governments, the demise of the Build America Bonds
program could not have come at a worse time.
In the next section, we argue that Congress should strengthen the municipal
bond market by reviving Build America Bonds. We describe some of the benefits
of reviving Build America Bonds and propose a potential way for Congress to
manage the depth of the federal subsidy for state and local finance.
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A proposal to bring back BABs
Congress should revive the Build America Bonds program, broaden the projects it is permitted to finance, and make it a permanent feature of the municipal
bond market. 34
The reintroduction of Build America Bonds will again expand the municipal bond
market to new investors who tend to purchase bonds at longer maturities. That
should add much needed demand to a currently volatile municipal bond market,
as well as provide crucial support to state and local infrastructure investment.
This approach should also lower the borrowing costs of state and local government issuers. That will reduce pressures to increase taxes in order to finance
important public projects. At a time of great financial distress in many state and
local governments, such savings are all the more important.

BABs promote budget discipline
One of the major advantages of Build America Bonds is that they give Congress
the ability to determine the amount of federal resources that go toward subsidizing state and local finance.
By contrast, the tax expenditure on tax-exempt bonds is not determined by
Congress. For most federal programs that invest directly in infrastructure, such as
federal highway spending, Congress sets its annual budget authority through the
appropriations process. Tax-exempt bonds, by contrast, operate on autopilot. The
cost to the U.S. Treasury from year to year is determined mainly by the aggregate
volume and interest rates of tax-exempt bonds that state and local governments
issue and have outstanding.

14
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The fiscal cost is also determined by marginal tax rates, principally the top-marginal rate. The higher the top-marginal rates, the more attractive tax-exempt bonds
are for investors in those brackets. Yet Congress must weigh innumerable other
considerations in setting marginal tax rates other than the appropriate level of
subsidy for state and local finance. Tethering that subsidy to increases or decreases
in the top marginal tax rate is a strange way of setting national priorities. The point
is that, as a matter of principle, the size of the federal subsidy should be the result
of deliberate policy decisions concerning federal support for state and local infrastructure investment.
With Build America Bonds, Congress can choose the size of the subsidy simply by
adjusting the subsidy rate. During their first two years of existence, Build America
Bonds paid a 35 percent subsidy rate. That is, the federal government covered
35 percent of issuers’ interest costs. But Congress could choose to renew Build
America Bonds at a lower subsidy rate. Different economic conditions in future
years might call for a less- or more-generous subsidy.
The Obama administration has proposed renewing Build America Bonds at a 28
percent subsidy rate. That is what the administration projects as the “revenue neutral” subsidy rate, or the rate at which the cost of the Build America Bond subsidy
is naturally offset by a reduction in forfeited revenue from fewer tax-exempt bond
issuances.35 Others in Congress have proposed reviving Build America Bonds at a
32 percent subsidy rate.36
Congress could even offer varying subsidy rates for the Build America Bonds that
fund different types of investments, better targeting federal funds toward desired
purposes. And to ensure that Build America Bonds become a greater share of the
municipal bond market, Congress could expand its eligible uses to include refunding and other activities that they were not permitted in its original incarnation.

BABs can coexist with tax-exempt bonds
Earlier this year, Sens. Ron Wyden (D-OR) and Dan Coats (R-IN) proposed replacing tax-exempt bonds with tax-credit bonds.37 Erskine Bowles and former Sen. Alan
Simpson, co-chairs of the President’s Commission on Fiscal Responsibility and
Reform, in December 2010 proposed to achieve deficit reduction by simply eliminating the tax exemption for new issuances of municipal bonds.38
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While we believe Build America Bonds are superior to tax-exempt bonds, we
think that the two financing vehicles can co-exist. The country’s recent experiment
with Build America Bonds proves that their availability has salutary effects on the
tax-exempt bond market by reducing supply pressures.
Of course, it might be argued that the immediate elimination of tax-exempt
bonds could create turbulence in an already unstable market. According to the
National Conference of State Legislatures, 35 states are expected to have budget
gaps for state fiscal year 2012.39 An immediate and dramatic change to the municipal bond market might increase borrowing costs for state and local governments
at a different time.
A sensible approach is to gradually reduce the supply of tax-exempt bonds while
nurturing the taxable bond market through the Build America Bonds program.
To this end, Congress could reintroduce Build America Bonds with a high enough
subsidy rate to draw more and more issuers away from issuing tax-exempt bonds.
Of course, the higher the subsidy rate, the greater the cost to the federal treasury.
Assuming the revenue-neutral subsidy rate on Build America Bonds is 28 percent,
their reintroduction at a subsidy rate higher than 28 percent would be revenuenegative. That is, the cost of subsidizing Build America Bonds at a higher rate
would outweigh the revenue gained from luring issuers away from tax-exempts.
But a subsidy rate lower than 28 percent is not necessarily correspondingly revenue-positive for the U.S. Treasury. It could result in fewer Build America Bonds,
but also more tax-exempt issuances—which means a bigger tax expenditure for
tax-exempt bonds.

A volume cap on tax-exempt bonds can control costs
Congress can overcome this challenge by setting a volume cap on public
purpose tax-exempt bonds, similar to the volume caps that currently exist for
private-activity bonds. Assuming demand for tax-exempt bonds stays constant,
the reduction in their supply would decrease yields to the point at which state
and local governments captured the entire federal subsidy, and leaked none of it
to high-income investors.
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This volume cap could be set periodically by Congress. Tax-exempt bonding
authority could be allocated to states on the basis of population size; state bond
commissions could in turn distribute bonding authority to local governments.
Alternatively, the federal government could allocate bonding authority by auction: Those governments that offer to remit to the federal government the highest percentage of their interest proceeds on the bonds would win the right to
issue them. As envisioned by Calvin Johnson, a law professor at the University
of Texas at Austin: “The winners of the auction would be those entities that have
a capital project that can pass the highest hurdles.”40 The bond issuers would
receive the same subsidy that it would under the current tax-exempt bond
system, but the “windfall” would be remitted to the federal Treasury rather than
accruing to top-bracket investors.
Regardless of the method of allocation, the cap would help ensure that all buyers of newly issued tax-exempt bonds are in the top marginal-income tax bracket.
This would mean that there would be no buyers from lower tax-brackets pushing
up yields beyond what a top tax-bracket investor would demand—and therefore
no unintended windfall to those top-bracket investors. And to prevent short-term
disruption in the municipal bond market, the cap could be implemented over time
with the ceiling on tax-exempt issuances set high at first and then gradually reduced.
By imposing a cap on tax-exempt issuances, Congress can eliminate the inefficiency, strengthen the tax-exempt bond market, and nurture the market for Build
America Bonds—without spending more than it already does through the munibond tax expenditure.
It can do all this because both a volume limit on tax-exempt bonds and the subsidy rate for Build America Bonds would be under Congress’s control.
By wielding two policy levers—the subsidy rate for Build America Bonds and
the volume cap for tax-exempt bonds— Congress can create a municipal finance
subsidy that is simultaneously:
• More efficient: By reducing the supply of tax-exempt bonds, the windfall to
investors in the top marginal-tax bracket is eliminated and borrowing costs for
states are lowered.
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• More fiscally responsible: The depth of the overall subsidy could be ratcheted
up or down to address federal fiscal challenges and national priorities.
• More flexible: Congress can adjust the tax-exempt volume cap and the Build
America Bonds subsidy rate for various types of projects and in response to
changing economic conditions.
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Conclusion
The municipal bond market appears poised for a troubling year ahead. Demand
for tax-exempt bonds is weak and borrowing costs are increasing for municipal
issuers. To further complicate matters, the municipal bond market in its current
form is extremely inefficient and is far from the best way to subsidize important
public investments. Billions of federal tax dollars, intended to subsidize state and
local governments, are captured by bond buyers in higher-income tax brackets.
This is a troubling state of affairs for two principal reasons. First, municipal finance
is critically important to our economy. It allows state and local governments to
raise the money necessary to fund projects that benefit the public good, improve
our quality of life, and strengthen communities. It helps finance the construction
of bridges, roads, and sewer systems, and pay for essential services provided by
police officers, nurses, and teachers.
Second, federal dollars are increasingly scarce at a time of structural budget
deficits and serious long-term fiscal challenges. Federal lawmakers have begun to
consider what to do with beleaguered state and local governments. The proposal
outlined in this paper provides the 112th Congress with a viable way to stabilize
the market in the short term, and strengthen the efficiency and potency of the
municipal bond market in the long term. This proposal provides crucial support to
state and local governments when they need it most.
The advantage of this proposal is that it is based on a Build America Bonds
program that has been tested and shown to work. Given the immediate fiscal
challenges facing all levels of government and the ongoing need for infrastructure
investment, we should not let such a good idea go to waste.
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