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Fiscal ly challenged municipalit ies are issuing 
new types of bonds with enhanced security 
features.   Bondholders get f irst  crack at re-
directed revenue streams.  

MOVE TO THE FRONT OF THE LINE

In these diffi cult economic times, municipal issuers with less than sterling credit profi les are frequently 
structuring highly secured issues which take fi rst priority on specifi c revenues, garnering a higher rating 
and lower interest cost.  This class of bonds dates back to Big MAC issues of the 1970’s, when, on the 
heels of a New York City default, the state of New York created Municipal Assistance Corp. (MAC) to help 
the city survive its fi nancial diffi culty.  MAC raised funds to give the city breathing room and enable it 
to get its fi scal house in order.  The bonds were secured by a dedicated portion of sales and other taxes 
collected by the state in New York City.  Credit ratings for MAC bonds were high enough to allow a lower 
interest rate than the city would have paid – if it could have issued bonds at all.

New York City and MAC were successful.  Today New York City carries the same ratings as New York State 
(Aa2/AA/AA) and is known for its strong fi nancial management.  The circumstances surrounding each of 
the issuers we look at are not identical to New York’s.  For example New York City is the largest city in 
the country, with a population that continues to grow, while Detroit has had a declining population since 
the 1950s.  Nevertheless, some observable trends are evocative of New York City’s original problems.  As 
MAC was a well secured, strongly rated issuer, so too are several of the newer breed we’ll look at.  

DETROIT AND PUERTO RICO 

Detroit’s Distributable State Aid (DSA) bonds, issued in March 2010, carry a Aa3/AA- rating while the 
city’s general obligation debt is junk rated at Ba3/BB/BB+.  The DSA bonds are secured by a dedicated 
portion of Michigan’s statewide sales tax.  Ironically the stronger credit of the DSA bonds weakens 
the creditworthiness of the city’s outstanding GO debt since it has a senior claim on revenues the city 
would otherwise receive from the state.  Effectively the new bonds move to the front of the line to 
receive revenue.

COFINA (Puerto Rico Sales Tax Financing Corp.) bonds were issued, beginning in 2007, to refi nance cer-
tain Puerto Rico appropriation debt, with 2009 legislation expanding the scope to include the funding of 
Puerto Rico’s defi cit through 2012.  Senior debt is rated Aa3/AA-/A+ while subordinated bonds are A1/
A+/A+.  These bonds are secured by a carved out portion of the island wide sales tax.  Revenues which 
would have supported Puerto Rico GO debt, rated A3/BBB-, are applied fi rst as security for the COFINA 
bonds, which therefore are able to move to the front of the line.     

Comprehensive Janney reports are available on Detroit and COFINA, with important information on both 
the strengths and weaknesses of these issuers.  Future reports will look at other issuers whose bonds 
were issued with similar dedicated revenue sources offering stronger security than the issuer’s GO debt.

THE PATH TO DIVERSIFICATION

We’ve regularly emphasized our belief that municipal investors need portfolio diversifi cation that extends 
beyond state of residence, despite potential tax costs associated with paying state income tax on interest 
from bonds issued in another state. (Diversify Your Munis 6-15-10).  There are many issues to choose 
from among the nearly three million CUSIPs of US municipal issuers.  We are focusing on this particular 
type of bonds, largely because they represent stronger credit quality than their associated issuers.  The 
yields available are frequently above those of like rated bonds because of the diffi culities experienced by 
the underlying issuer.  
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ANALYST CERTIFICATION

I, Alan Schankel, the Primarily Responsible Analyst for this report, hereby certify that all of the views expressed in this report 
accurately refl ect my personal views about any and all of the subject sectors, industries, securities, and issuers. No part of 
my compensation was, is, or will be, directly or indirectly, related to the specifi c recommendations or views expressed in this 
research report. 

DISCLAIMER

This Firm, its offi cers, directors, employees, or members of their families may have positions in the securities mentioned and 
may make purchases or sales of such securities from time to time in the open market or otherwise and may sell to or buy from 
customers such securities on a principal basis.

Unless otherwise noted, market data is from Bloomberg, Barclays, and Janney Fixed Income Strategy & Research (Janney FIS).

This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or 
published by any person for any purpose without Janney’s express prior written consent.

This report has been prepared by Janney and is to be used for informational purposes only.  In no event should it be construed 
as a solicitation or offer to purchase or sell a security.  The information presented herein is taken from sources believed to be 
reliable, but is not guaranteed by Janney as to accuracy or completeness.  Any issue named or rates mentioned are used for il-
lustrative purposes only, and may not represent the specifi c features or securities available at a given time.  Preliminary Offi cial 
Statements, Final Offi cial Statements, or Prospectuses for any new issues mentioned herein are available upon request.  The 
value of and income from investments may vary because of changes in interest rates, foreign exchange rates, securities prices, 
market indexes, as well as operational or fi nancial conditions of issuers or other factors.  Past performance is not necessarily 
a guide to future performance. Estimates of future performance are based on assumptions that may not be realized.  We have 
no obligation to tell you when opinions or information contained in Janney FIS publications change.  

Janney Fixed Income Strategy does not provide individually tailored investment advice and this document has been prepared without 
regard to the circumstances and objectives of those who receive it.  The appropriateness of an investment or strategy will depend on an 
investor’s circumstances and objectives.  For investment advice specifi c to your individual situation, or for additional information on this 
or other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor.


