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Foreward

This hand book in tro duces lo cal gov ern ment of fi cials to the gen eral con cepts un der ly ing the pro cess of
in cur ring new debt and man ag ing ex ist ing debt.  It is not a sub sti tute for sound le gal ad vice.  For the most
cur rent in for ma tion, mu nici pal le gal and fi nan cial ad vi sors should be con sulted.  For spe cific ad vice and
guid ance on mat ters re lat ing to bor row ing, a mu nici pal so lici tor should be the pri or ity con tact.
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I. Role of Debt Management

Debt man age ment is an im por tant part of mu nici pal fi nan cial management. It in volves plan ning, budg et ing,
ac count ing and pub lic relations. Proper debt man age ment can mean the dif fer ence be tween con trol ling debt and 
be ing con trolled by it.

Debt Management - Why Do I Need It?

Debt management is important to the overall financial administration of a municipality. If a municipality incurs 
debt, it should do so only with proper planning and awareness of the impact the debt will have on its overall
finances. Debt commits future revenues to its repayment, requiring elected officials to make provisions for it
far into the future. Without proper perspective and preparation, the municipality’s debt, as any household
budget, could get out of hand and create financial difficulties. It is also possible to back unconsciously into a
difficult financial position by accumulating year-end deficits, much like a household that overextends its use of 
credit. Proper management of debt helps to avoid these problems.

The procedures to follow when issuing debt may seem complex and intimidating at the outset. There are laws
which regulate how much and when to borrow and for what purposes. They spell out the procedure to issue
debt, and define responsibilities until the debt is paid off. The information contained in this handbook, and that
supplied by financial advisors and solicitor, will help to explain the law, the municipality’s responsibilities and
the proper way to incur debt.

What is Debt Management?

Debt man age ment con sists of the pol icy plan ning and pro ce dures that are to be fol lowed in in cur ring debt and
in planning for the fund ing to meet debt serv ice re quire ments. It should be keyed into the mu nici pality’s capi tal 
budget pro cess, as well as with the annual op er at ing budget prepa ra tion.

A primary goal of debt management is to maintain access to the debt market, which can be accomplished by
avoiding unnecessary or unreasonable amounts of debt. Difficulty in meeting debt payments or, in the extreme, 
default, have very serious consequences. The market for the municipality’s debt could disappear or become
very costly, making it impossible to borrow funds in future years. Just like a personal credit rating, the credit
rating of the municipality should be guarded with care. Proper debt management helps to safeguard that rating.

Debt management is an important aspect of fi nan cial ad min is tra tion and should be conducted in conjunction
with every aspect of the budget. Plan borrowing needs with the aid of a capital budget. Justified capital projects 
can be planned in advance to keep borrowing costs low.

Proper debt management helps to recognize that the effects of incurring debt for a capital facility, such as a
new municipal building, go beyond the annual costs of debt service and should be reflected in the operating
budget. Each year, make provisions in the budget not only for debt service throughout the term of the
borrowing, but also for funds to operate and maintain the new facility, calculating increased costs for utilities,
insurance, janitorial services and others as appropriate. Before bor rowing, make certain that the municipal
revenues to meet all of these obligations will be available and budgeted.

Debt man age ment also in volves sound, over all ad mini stra tion. Good debt man age ment re quires es tab lishing a
process and policy for de cid ing the need, tim ing and pur pose for in cur ring debt. Borrowing is only one way to
ob tain needed fi nanc ing; other al ter na tives should be considered to determine the proper course. Develop a
writ ten policy, and fol low it in de ter min ing when to borrow.
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Make ar range ments in ad vance to have the serv ices of a fi nan cial spe cial ist, such as bond coun sel, ac count ant
or an in vest ment banker, avail able. When con sid er ing a debt of fer ing, bring these spe cial ists into the pro cess
early; don’t wait un til it is close to the time to en ter the bond mar ket. Involving them early in the pro cess saves
time and  head aches later. An on go ing re la tion ship with these spe cial ists, their early in volve ment in the
plan ning for debt, may provide eas ier ac cess to the bond mar ket.

Fi nally, proper debt man age ment re quires the municipality to take steps to pro tect its credit rat ing. This means
sound day- to- day man age ment; keep ing debt within man age able bounds; mak ing sure that proper fi nan cial
ac count ing exists; and main tain ing con tact with fi nan cial ad vi sors.
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II.  When Is Borrowing Appropriate?

There is no hard and fast rule for de ter min ing when to borrow. Local of fi cials must make that de ci sion given
the cir cum stances, the community’s pref er ences and fi nan cial ability, and other avail able op tions. However,
there are some gen eral guide lines to fol low in mak ing that de ci sion.

Aspects to Consider

First, con sider how the borrowed money will be used. Will the bor rowed funds be used for a long- range pub lic
pur pose?  Lo cal gov ern ments may only spend money for pub lic pur poses. Furthermore, with only a few
ex cep tions, state law per mits lo cal gov ern ment units to bor row only for capi tal projects. The ex cep tions are
bor row ing to fund the unit’s un funded ac tu ar ial ac crued pen sion fund li a bil ity, self-insurance pools and to pay
for a coun ty wide re as sess ment of real es tate.1  With court ap proval, a unit may also is sue un funded debt to pay
off un paid prior years’ ob li ga tions or le gal judg ments.

Sec ond, only in cur debt to fi nance a proj ect that re turns bene fits to the com mu nity through out the term of the
debt. In other words, the pub lic should reap the bene fits from the pro ject, at least as long as it takes to pay for
it. State law lim its the life of a debt is sue to 40 years or the stated use ful life of the proj ect, which ever is
shorter. As part of a capi tal budget pro cess, bonds with a term of 30 years can be is sued to fund the cur rent
por tion of a capi tal budget even if all the items in cluded in the budget do not have use ful lives of 30 years (for
ex am ple, fire trucks and po lice cars).2  

Third, care fully weigh the al ter na tives to bor row ing. Does the mu nici pal ity qual ify for a capi tal grant from
ei ther the fed eral or state gov ern ment?  Some ex am ples of these are the com mu nity de vel op ment block grants
from the fed eral gov ern ment, and the com mu nity fa cili ties or hous ing/com mu nity de vel op ment fi nan cial grant
pro grams of the state gov ern ment. Such grants might fi nance a por tion or all of the proj ect. If a de ci sion is
made to pur sue one of these grants, be aware that there may be match ing pro vi sions as well as other regu la tions 
and re quire ments. Can the mu nici pal ity com ply with those re quire ments?  Would the costs of com ply ing
out weigh the bene fits?

If a par ticu lar proj ect is not needed for a few years, a good op tion is to create a capi tal re serve fund; a spe cial
fund into which mo nies are regu larly de pos ited in an tici pa tion of capi tal proj ects. This fund could be used to
re duce or elimi nate the need to bor row, thereby sav ing in ter est costs over the long term.

Fourth, con sider financing the proj ect from cur rent reve nues (pay- as- you- go). Perhaps the costs could be met
by levy ing a one- time tax or fee.

A se ries of fac tors should be considered when de cid ing whether to bor row. These include:3

     Fac tors Fa vor ing Pay- As- You- Go

1. Municipalities must immediately face up to the fiscal realities rather than borrow to defer
costs. Pay-as-you-go encourages municipalities to take a harder look at the need for projects and
the costs involved before undertaking them.

2. Avoiding debt affords municipalities greater flexibility in times of economic downturns because
future resources are not committed to repay debt. Municipalities will not be saddled with debt
service payments during the times they are least able to pay. During recessions, capital costs can be 
cut by postponing projects and reducing outlays without harming current operations.  



4

3. Interest costs are avoided. The total interest on every $1,000 bond issued at 8 percent amounts to
approximately $1,600 over 20 years. The pay-as-you-go approach avoids this cost.

4. Borrowing capacity is saved for those times the municipality actually needs it.

5. Debt is not passed on to future generations.

     Fac tors Fa vor ing Pay- As- You- Use (Bor row ing)

1. As revenues increase over time, the fixed costs of the debt repayments will represent a smaller
portion of total revenues. Paying debt should become easier over time.

2. Projects that are currently needed should not be delayed unnecessarily because of low current
revenues. This is especially applicable to new or growing communities. Postponement of projects
might delay the municipality’s development and retard growth in its tax base.

3. Borrowing ensures that new residents and future generations using the facilities help to pay for
them, as future taxes or user fees go to debt service.

4. During times of inflation, the dollars used to repay the debt are worth less than the dollars
borrowed.

I’ve Decided to Borrow - What Next?

There are a number of things you must know and con sider once you make the de ci sion to bor row. The is su ance
of debt is a highly regu lated, struc tured pro cess. Laws, and the mar ket for debt it self, im pose many ob li ga tions
and re spon si bili ties.

This hand book will help to explain the le gal lim its, of fi cial re spon si bili ties and the gen eral pro ce dures to
fol low for is su ing debt. There is a proper, le gal way to bor row. 

References

1.  53 Pa C.S.A. Lo cal Gov ern ment Unit Debt Act, Sec tion 8002 (c).

2.  53 Pa. C.S.A.;  Lo cal Gov ern ment Unit Debt Act, Sec tion 8142.

3.  Moak, Len nox L. Mu nici pal Bonds: Plan ning, Sale and Ad min istra tion. Chi cago: Gov ern ment Fi nance Of fi cers As so cia tion, 1982, 
p. 103.
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III.  Legal Framework Governing Debt

Lo cal gov ern ments in Penn syl va nia are crea tures of the state; their ex is tence, form and pow ers are de rived
from the Con sti tu tion of the Com mon wealth and the acts of the Gen eral As sem bly. One of those pow ers is the
power to bor row funds and pledge fu ture reve nues. Municipal debt has been con trolled by the Commonwealth
since 1874. State law con trols the abil ity of lo cal gov ern ments to in cur debt, par ticu larly the amount of debt to
be in curred.

Pennsylvania Constitutional Provisions

The Penn syl va nia Con sti tu tion does not con tain ab so lute debt lim its (ex cept for the City of
Phila del phia). Rather, it grants to the Gen eral As sem bly the author ity to set debt lim its for all general- purpose
units of lo cal gov ern ment.

The Con sti tu tion in Ar ti cle IX, Sec tion 10 gives the Legislature dis cre tion ary power to es tab lish debt lim its
with cer tain ex cep tions:  the debt lim its so es tab lished are to be de ter mined in re la tion to the to tal reve nues of
lo cal gov ern ments; and to tal reve nues are to be meas ured for a time pe riod (de ter mined by the leg is la ture)
im me di ately pre ced ing the year of bor row ing. Also, these debt lim its set by the Leg is la ture do not ap ply to the
City of Phila del phia. The Con sti tu tion, in Ar ti cle IX, Sec tion 12 lim its Phila del phia’s abil ity to in cur debt to a
to tal of 13.5 per cent of the value of its as sessed tax able re alty, based on an av er age of the im me di ately
pre ced ing 10 years.

The Con sti tu tion in Ar ti cle IX, Sec tion 10 speci fies that certain types of debt are ex cluded from the statu tory
debt lim its. It ex cludes from the limit all debt that (1) is self- liquidating or self- sustaining, or (2) has been
ap proved by a vote of the elec tor ate. Local gov ern ments, there fore, may in cur any amount of these two types
of debt with out ref er ence to con sti tu tional or statu tory lim its, al though there are prac ti cal and per haps more
strin gent lim its - those im posed by the bond mar ket it self.

The Con sti tu tion, within the same Sec tion, at taches a duty to the right to bor row. It re quires any lo cal
gov ern ment in cur ring debt to adopt a bind ing cove nant to re pay the debt and in ter est, at speci fied times, from a 
sink ing fund or other reve nues. This guar an tees that the debt is sues of Penn syl va nia lo cal gov ern ments are
ne go tia ble in stru ments and, there fore, more at trac tive to in ves tors.

Local Government Unit Debt Act

The Gen eral As sem bly ful filled its constitutionally- imposed re spon si bil ity to es tab lish debt lim its with pas sage 
of the Lo cal Gov ern ment Unit Debt Act in 1972. This Act, re en acted in 1978 and since amended, con tains the
ab so lute debt lim its de ter mined by the Leg is la ture. It prescribes the ex clu sive method of bor row ing by lo cal
governments, and it applies to all units of lo cal government, except Phila del phia city and county.

Gen eral Debt Lim its. The statu tory debt lim its are ex pressed as per cent ages of a  “borrowing base.” As
pre scribed by the Con sti tu tion, the Act de fines the bor row ing base for any lo cal gov ern ment unit as the av er age 
of to tal reve nues for the three fis cal years im me di ately pre ced ing the year of bor row ing.1 The pe riod of three
years was se lected by the Leg is la ture to be long enough to avoid ex treme fluc tua tions of reve nues in any one
year and short enough to re flect cur rent fis cal re al ity. In gen eral, to tal reve nues in clude all money re ceived by
a lo cal gov ern ment unit from any source which is un re stricted as to its use. Excluded are sub si dies re ceived for 
a par ticu lar proj ect fi nanced by debt; in ter est earned on sink ing funds, re serves or other re stricted funds;
reve nues, user fees and other re ceipts pledged for self- liquidating debt or lease rental debt; and money from
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sale of capi tal as sets and other non re cur ring in come. Local gov ern ment of fi cials have the re spon si bil ity to
cal cu late and cer tify the bor row ing base to the De part ment of Com mu nity and Eco nomic De vel op ment. The
serv ices of the mu nici pal audi tor or an in de pend ent ac count ant can be help ful in the prepa ra tion of the
cer ti fi ca tion to the De part ment, al though their par tici pa tion is not re quired.

The debt lim its are as fol lows:2  

1.  100 percent of its borrowing base for a school district of the first class (Philadelphia School
District).

2.  300 percent of its borrowing base for any county. 

3. 225 percent for a school district of the first class A through fourth class.

4.  250 percent of its borrowing base for any other unit of local government.

It is im por tant to note that the debt lim its pre sented above ap ply only to none lec toral debt. As con sti tu tion ally
man dated, the debt lim its ex clude voter- approved and self- liquidating debt, debt quali fy ing as “subsidized
debt” un der the Act and debt in curred to fund an un funded ac crued ac tu ar ial pen sion fund liability to the extent 
used to actually fund the liability. Subsidized debt is de fined as debt for which a lo cal gov ern ment re ceives
pay ments from the Com mon wealth, fed eral gov ern ment, an other lo cal gov ern ment unit or an author ity. The
best ex am ple of such pay ments are state sub si dies to school dis tricts on be half of school con struc tion proj ects.

Self- liquidating debt and sub si dized debt are not auto mati cally ex cluded from the debt lim its. Local
gov ern ment of fi cials must prove to the De part ment of Com mu nity and Eco nomic De vel op ment what
con sti tutes self- liquidating and sub si dized debt ex cluded from the debt lim its. The Lo cal Gov ern ment Unit
Debt Act, Sec tions 8024, 8025 and 8026, details the pro ce dure to cer tify to DCED the amount of debt quali fied 
for ex clu sion from the debt lim its.3

The Lo cal Gov ern ment Unit Debt Act also sets lim its for a broader meas ure of debt: one that in cludes
ob li ga tions for lease rental debt pay ments to an author ity or other units of gov ern ment. In gen eral, lease rental
debt is debt in curred by some other en tity, such as an author ity or an other lo cal gov ern ment, which you are
ob li gated to pay from mu nici pal reve nues be cause of a lease, sub sidy con tract or other type of guarantee. In
es sence, your mu nici pal ity will be pay ing or guar an tee ing the debt serv ice pay ments of an other en tity through
lease rental pay ments or un der other con trac tual ar range ments or in case of de fault. The Act re stricts the
com bined amounts of none lec toral and lease rental debt to the fol low ing lim its:4

1.  200 percent of its borrowing base for a school district of the first class (Philadelphia School
District).

2.  400 percent of its borrowing base for counties.

3. 225 percent for a school district of the first class A through fourth class.

4.  350 percent of its borrowing base for all other units of local government.

Spe cial Debt Lim its.  The debt lim its as set forth in the Act af ford some flexi bil ity. First, be cause the
bor row ing base is cal cu lated on lo cal gov ern ment to tal reve nues, the debt limit will grow to re flect mu nici pal
growth (and pre suma bly needs) as meas ured by in creas ing reve nues. Second, the Leg is la ture has fore seen that
spe cial cir cum stances could in crease the need to bor row. For that rea son, the Leg is la ture has built into the Act a 
mecha nism to in crease the lim its in the pres ence of spe cial needs.

For any county assuming coun ty wide re spon si bil ity for speci fied pro grams, the law al lows ad di tional debt in
the amount of 100 per cent of its bor row ing base. The ad di tional debt limit could also be claimed by a lo cal
gov ern ment assuming re spon si bil ity for any of the same speci fied pro grams in ad ja cent ar eas if the county has
not al ready done so.5  The pro grams speci fied in the law in clude the fol low ing:
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· hos pi tals and other pub lic health ser vices

· air and wa ter pol lu tion con trol

· flood con trol

· en vi ron men tal pro tec tion

· wa ter dis tri bu tion and sup ply sys tems

· sew age and re fuse col lec tion and dis posal sys tems

· ed u ca tion at any level

· high ways

· pub lic trans por ta tion or port op er a tions

The ad di tional debt may only be in curred to fi nance capi tal fa cili ties for use in any of the above pro grams.

Court- Approved Bor row ing.  If a lo cal gov ern ment has in curred debt up to its statu tory limit, and needs to
bor row more money as a re sult of a cer tain event (such as a law suit) or to pro tect the pub lic health and safety,
the Act al lows pe ti tion to the Court of Com mon Pleas for ad di tional author ity to bor row.6 Additional
bor row ing must be shown to be nec es sary for any of the fol low ing rea sons:

1. to replace assets lost as a result of fire, flood, storm, war, riot, civil commotion or other
catastrophe.

2.  to replace or improve facilities to protect the public health or safety.

3.  to pay a tort liability settlement not covered by insurance.

4.  to meet costs of complying with federal or state mandates, such as those for health, safety,
pollution control or environmental protection facilities.

Reclassification of Existing Debt. The Local Government Unit Debt Act contains a procedure for the voters
to approve debt retroactively.7 The question must be put before the voters in a referendum.  If a majority of the
voters approve, the remaining unpaid debt previously classified as nonelectoral may be reclassified as electoral 
and removed from calculation of the remaining borrowing capacity. The Department of Community and
Economic Development must give its approval before the debt may “officially” be reclassified. This requires
the local government to submit to DCED a certified copy of the resolution calling for the election, proof of
advertisement of the election and a certified return of the election.

Municipality Authorities Act

Primarily dur ing the 1930s, municipal au thor i ties be came a pop u lar ve hi cle in Penn syl va nia for is su ing debt as
the state and lo cal gov ern ments sought le gal ways to fi nance needed pro jects re strained by the rigid and of ten
in suf fi cient debt lim its con tained in the 1874 Con sti tu tion. The debt lim its at that time were based on the
assessed value of real es tate. In the de fla tion ary en vi ron ment of the De pres sion, debt lim its re flected nei ther
needs nor the abil ity to re pay debt, and did not al low for spe cial bor row ing needs. Creation of debt by
au thor i ties of fered a way around the re stric tive lim its be cause it was not con sid ered to be debt of the
mu nic i pal i ties which cre ated them. The Gen eral State Au thor ity (GSA) be came the state gov ern ment’s ve hi cle
around the restrictive con sti tu tional debt lim its. Once the courts ruled the state’s ar range ment with GSA le gal,
local governments fol lowed suit by cre at ing their own au thor i ties. The Penn syl va nia State Pub lic School
Building Authority was cre ated to is sue bonds for school con struc tion.

To day, the stat u tory debt lim its have elim i nated the need to use mu nic i pal au thor i ties as a ve hi cle to skirt the
debt lim its. The lim its are set at lev els high enough to meet the bor row ing needs of most mu nic i pal i ties, grow
along with a mu nic i pal ity’s econ omy, and al low for ad di tional bor row ing in the pres ence of spe cial needs.
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Mu nici pal authori ties, how ever, con tinue to have a role in lo cal gov ern ment. They are par ticu larly use ful as a
means for fi nanc ing and ap por tion ing costs of proj ects used by more than one mu nici pal ity. The fees de rived
from us ers or pay ments from mu nici pali ties un der lease back ar range ments fi nance both the op era tions of the
author ity and the re pay ment of its debt.

The re vised law gov ern ing authori ties, known as Act 22 of 2001 re peals Act 208 of 1947, known as the
“Parking Au thor ity Law”, and Act 164 of 1945, the “Mu nic i pal ities Au thor ities Act of 1945.” Both stat utes are
con tin ued, with amend ment, as Chap ters in Ti tle 53 (Mu nic i pal ities Gen erally) of the Penn syl va nia
Con sol i dated Stat utes en ti tled, “Parking Au thor ities” and “Mu nic i pal ities Au thor ities Act”, respectively. This
Act al lows flexi bil ity in the ways authori ties can struc ture debt and how they re cover costs from
us ers. Sometimes, there are com pel ling ad min is tra tive or po liti cal rea sons to fi nance a proj ect through an
author ity rather than di rectly by the mu nici pal gov ern ment.

Ad di tional state laws author ize crea tion of spe cial pur pose authori ties, such as park ing authori ties, hous ing
authori ties and re de vel op ment authori ties. These spe cial kinds of authori ties are widely used and of fer spe cific
bene fits.

It is wise to con sider the fi nanc ing op tion af forded by mu nici pal authori ties. Depending upon the type of
proj ect and par ticu lar cir cum stances, it might be more ad van ta geous to fi nance a proj ect through an author ity
rather than di rectly by the mu nici pal ity. For more in for ma tion, re quest a copy of Mu nici pal Authori ties in
Penn syl va nia from the Gov er nor's Cen ter for Lo cal Gov ern ment Serv ices, De part ment of Com mu nity and
Eco nomic De vel op ment, or con sult with your so lici tor for more de tailed ad vice on a par ticu lar pro posal.

Federal Tax Law

The tax treat ment of debt se cu ri ties pro foundly af fects the cost of bor row ing for lo cal governments.
Tax-exempt bonds can carry lower in ter est rates than tax able is sues. At one time, vir tu ally all mu nici pal bonds
were ex empt from fed eral taxa tion. This is no longer the case. Today, lo cal gov ern ments must care fully de sign 
bond is sues and the proj ects they fi nance to pre serve their tax- exempt status.

The In ter nal Reve nue Code gen er ally ex empts in ter est earned on state and lo cal gov ern ment bonds from fed eral 
taxa tion. This fed eral tax ex emp tion is im por tant be cause it ef fec tively low ers the cost of bor row ing for state
and lo cal gov ern ments. Here’s how it works.

In ter est re ceived by hold ers of state and lo cal gov ern ment bonds is not in cluded in their gross in come for tax
pur poses and, therefore, is not taxed. Interest in come from other simi lar in vest ments, such as cor po rate bonds,
are tax able thus re duc ing the after- tax yield to in ves tors. As a re sult, tax- exempt bonds can of fer a lower stated
in ter est rate than tax able bonds and still at tract in ves tors, par ticu larly those in the upper- income tax
brack ets. The lower in ter est rates on mu nici pal tax- exempt bonds re sults in sig nifi cant sav ings to mu nici pali ties 
over the life of the bonds.

Tax Re form Act of 1986.  The fed eral Tax Re form Act of 1986 made sig nifi cant changes to the tax treat ment
of state and mu nici pal bonds with far- reaching ef fects for both hold ers and is su ers of such bonds. Fewer types
of bonds are tax ex empt. The Act es tab lishes new clas si fi ca tions for bonds and ex pands tax abil ity.

For tax purposes, the Act dis tin guishes be tween what are termed gov ern men tal bonds and pri vate ac tiv ity
bonds. In gen eral, the Tax Re form Act im poses tax on the in ter est paid by mu nic i pally-issued pri vate ac tiv ity
bonds while it re tains the ex emp tion for gov ern men tal bonds. The Act also es tab lishes an over all cap, based on
pop u la tion on the to tal amount of pri vate ac tiv ity bonds that can be is sued in each state. States have the
au thor ity to al lo cate the over all cap among all bonds is sued by state and lo cal agen cies.

Mu nici pal of fi cials need to be aware that in ter est on some bonds is sued af ter 1986 may be tax able by the
fed eral gov ern ment un der re cent changes in law. If so, the costs of bor row ing will be greater than for
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non tax able bonds for the rea sons pre sented ear lier. The types of proj ects fi nanced through debt is sues and the
way they are struc tured is criti cal in de ter min ing the tax status of the bonds. The care ful man age ment of debt in 
this area can avoid sig nifi cant in ter est costs over the long term.

Private Activity Bonds.  The term private activity bonds replaces the previous category of industrial
development bonds. The category is broader than the one it replaces, and further restricts tax-exempt debt
issues. All interest paid by governments to holders of private activity bonds is taxable, except that paid by
“qualified” private activity bonds, as explained below. In addition, the interest on private activity bonds
constitutes a tax preference item when calculating the federal alternative minimum income tax for both
individuals and corporations; diminishing the attraction of these bonds to investors, driving up interest rates
and borrowing costs of local governments.

A mu nici pal bond which meets ei ther of the fol low ing tests is con sid ered a pri vate ac tiv ity bond and is tax able:

1. The funds have a private business use and private security interest.

2.  The funds will be used for a private loan.

A pri vate busi ness use and pri vate se cu rity in ter est ex ist if any of the fol low ing con di tions are met:8

1.  More than 10 percent of the bond proceeds are used for any private business use, that is, a use
either directly or indirectly in a trade or business of a person other than a government unit.

2.  More than 10 percent of the payment of the bond’s principal or interest is directly or indirectly:

a. se cured by any in ter est in prop erty used in a trade or busi ness or by pay ments in re spect of such
prop erty.

b. to be de rived from pay ments (whether or not to the is suer) in re spect of prop erty, or bor rowed
money, used in a trade or busi ness.

A spe cial rule ap plies to bonds is sued to fi nance gas or elec tric power proj ects. The rule caps at $15 million the 
ag gre gate amount that busi nesses and in di vidu als may use.

A bond will meet the pri vate loan test if more than five per cent or $5 mil lion, which ever is less, of the pro ceeds 
are loaned to non gov ern men tal per sons.

The tests for pri vate ac tiv ity bonds are pre sented here in gen eral terms only. The pur pose is to pro vide gen eral
guid ance, not de fini tive cri te ria. There are many ex cep tions to the gen eral rules and al low ances for spe cial
cir cum stances. For ex am ple, gov ern ment owned and op er ated sewer and wa ter fa cili ties might not be sub ject to 
the 10 per cent use test for pri vate busi ness use. The Act is sub ject to in ter pre ta tion by the IRS and the tax
courts as rul ings are ap plied to spe cific in stances. You should rely on the mu nici pal so lici tor or bond coun sel
for guid ance and cur rent rul ings.

Quali fied Pri vate Ac tiv ity Bonds. Certain bonds are termed quali fied pri vate ac tiv ity bonds based on the
kinds of proj ects fi nanced.  Like gov ern men tal bonds, quali fied pri vate ac tiv ity bonds are tax- exempt. While
their pro ceeds fi nance pri vate activity- type proj ects, the proj ects them selves serve the gen eral pub lic’s in ter est
to a de gree that war rants their tax ex emp tion.

Ex am ples of quali fied pri vate ac tiv ity bonds in clude the fol low ing:

· ex empt fa cil i ties bonds (multi-fam ily res i den tial rental pro jects; air ports; docks and wharves; mass com -
mut ing fa cil i ties; sew age dis posal fa cil i ties; solid waste dis posal fa cil i ties; elec tric en ergy or gas fa cil i -
ties; wa ter fa cil i ties; lo cal dis trict heat ing or cool ing fa cil i ties; and haz ard ous waste fa cil i ties)

· qual i fied mort gage bonds (both multi-fam ily hous ing and sin gle-fam ily hous ing)

· qual i fied vet er ans’ mort gage bonds (loans to vet er ans for the pur chase of homes)
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· qual i fied stu dent loan bonds

· qual i fied re de vel op ment bonds and

· qual i fied 501(c)(3) bonds (for tax-ex empt en ti ties or gov ern men tal units)

The fed eral and vol ume lim its are com plex, sub ject to change and be yond the scope of this hand book. For
spe cific in for ma tion, con sult your mu nici pal so lici tor.

Ar bi trage.  Ar bi trage re fers to the abil ity of a lo cal gov ern ment to is sue tax- exempt bonds and re in vest the
pro ceeds in higher- yielding tax able bonds. The spread be tween the in ter est paid on the tax- exempt mu nici pal
bonds and the in ter est re ceived from the tax able bonds pro duces in vest ment earn ings for the lo cal
gov ern ment. Although the in vest ment bonds may be tax able, mu nici pali ties do not pay taxes.

Cur rent fed eral law at tempts to mini mize the op por tu nity for abuse of ar bi trage by im pos ing pen al ties on
mu nici pali ties that en gage in this prac tice. In ad di tion to fines, the pen al ties may also in clude the loss of
tax- exempt status (ret ro ac tively) for the bonds is sued by the mu nici pal ity.

The rules and regu la tions gov ern ing ar bi trage are com plex and new in ter pre ta tions con tinu ously oc cur. Not all
in vest ment earn ings are sub ject to ar bi trage re stric tions. Because of the com plex ity of this mat ter, you are
urged to con sult your ad vi sors for the best cur rent ad vice.

Pennsylvania Tax Law

State law ex empts from state and lo cal in come taxes in ter est paid on bonds and notes is sued by the
Com mon wealth and its po liti cal sub di vi sions. It also pre vents the di rect taxa tion of the bonds un der the county
in tan gi ble per sonal prop erty tax or taxa tion of their trans fers. No dis tinc tions are made be tween gov ern ment
bonds and pri vate ac tiv ity bonds un der state law. Regardless, Penn syl va nia resi dents must pay state in come
taxes on in ter est earned from bonds is sued by other states and their sub di vi sions.

The tax ex emp tion in state law is im por tant to lo cal gov ern ments be cause it de creases their bor row ing costs. As 
dis cussed ear lier, tax ex emp tion al lows mu nici pal bonds to carry a lower rate of in ter est than tax able bonds, as
in ves tors are will ing to set tle for less in ter est in re turn for the tax ex emp tion privi lege.

Securities Laws

Fed eral and state laws con cur rently regu late the is su ing and trad ing of debt se cu ri ties. The fed eral se cu ri ties
laws and Penn syl va nia Se cu ri ties Act im pose re quire ments and re spon si bili ties on bor row ing mu nici pali ties.

Fed eral Se cu ri ties Laws.  Fed eral se cu ri ties law re quires the reg is tra tion of most se cu ri ties of fered to in ves tors 
and sub mis sion of pro spec tuses for re view. However, non tax able mu nici pal bonds are ex empt from the
strin gent reg is tra tion and regu la tory re quire ments of the Fed eral Se cu ri ties Act of 1933 and the Se cu ri ties
Ex change Act of 1934. Tax-free mu nici pal se cu ri ties and ac com pa ny ing pro spec tuses need not be filed with
and re viewed by the Se cu ri ties Ex change Com mis sion as re quired for of fer ings of cor po rate and tax able
se cu ri ties. Like wise, the ex ten sive dis clo sure re quire ments do not ap ply to tax- free mu nici pal bonds. How ever,
the an ti fraud pro vi sions do ap ply to mu nici pal bor row ers.

State Se cu ri ties Law.  At the state level, the ap pli ca ble law is the Penn syl va nia Se cu ri ties Act of 1972, as
amended.9 Like its coun ter part fed eral laws, the Penn syl va nia Act re quires reg is tra tion of cer tain se cu ri ties
of fer ings and sets stan dards for the type and amount of in for ma tion that must be dis closed. The state law,
how ever, ex empts all mu nic i pal bonds, whether tax able or not, from fil ing and reg is tra tion with the
Penn syl va nia Se cu ri ties Com mis sion. Guarantees of debt se cu ri ties (such as those ev i denc ing lease-rental debt) 
are con sid ered sep a rate se cu ri ties and may also be ex empt from reg is tra tion un der cer tain con di tions. Like
fed eral law, the antifraud pro vi sions in the state law, how ever, still ap ply to mu nic i pal debt is sues.
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Fraud. Fraud within the mean ing of both fed eral and state se cu ri ties law ap plies not only to mis rep re sen ta tion
of facts, but also ex tends to in for ma tion that should have been dis closed to in ves tors but was not. The strin gent
an ti fraud pro vi sions of both fed eral and state se cu ri ties law ap ply to mu nici pal bonds, whether or not the bonds 
are ex empted from reg is tra tion. This means that mu nici pal of fi cials could be held li able for any
mis rep re sen ta tion or omis sion of ma te rial facts re lated to the debt of fer ing. For that rea son, mu nici pal
bor row ers need to en sure that their of fer ings are ac com pa nied by a full, ac cu rate and ade quate dis clo sure of all
rele vant in for ma tion. The pen al ties for not com ply ing with the an ti fraud pro vi sions, plus pos si ble law suits,
un der score the im por tance of com mu ni ca tions with in ves tors.

Dis clo sure.  To in ter est in ves tors in a par ticu lar bond sale and to com ply with the an ti fraud pro vi sions in
se cu ri ties laws, mu nici pal bor row ers must dis close ba sic in for ma tion about the bond is sue and the is su ing
mu nici pal ity. The ma jor prob lem for mu nici pal bor row ers, es pe cially those with lit tle ex pe ri ence with the debt
mar ket, is know ing what the mar ket ex pects in terms of dis clo sure. What should be in cluded? How should it be
pre sented? What con sti tutes full and ade quate dis clo sure? 

For tu nately, the Gov ern ment Fi nance Of fi cers As so cia tion (GFOA) has ad dressed the needs of lo cal of fi cials
by com pil ing a man ual en ti tled Dis clo sure Guide lines for State and Lo cal Gov ern ment Se cu ri ties.10 The
guide lines de scribe in de tail both the con tent and for mat of the of fi cial state ments which ac com pany of fer ings
of mu nici pal se cu ri ties. Compliance with the guide lines is not man da tory, but it is rec om mended. The mar ket
fa vors their use, and they of fer pro tec tion from an ti fraud laws.

Of fi cial State ment.  The of fi cial state ment is the equiva lent of a pro spec tus for a cor po rate se cu rity; it is the
pri mary tool used to mar ket mu nici pal se cu ri ties. It should con tain all the nec es sary in for ma tion an in ves tor
needs, in clud ing a sum mary of all the im por tant docu ments and agree ments that sup port the bond of fer ing, a
full dis clo sure of se cu rity pro vi sions, the opin ion of the bond coun sel as to le gal ity and tax abil ity of the is sue,
the cove nant and fi nan cial state ments. The fi nan cial state ments may or may not be audited; how ever, they
should state whether or not they com ply with gen er ally ac cepted ac count ing prin ci ples.

Of fi cial state ments are not sub ject to SEC re view. Rather, they are filed with the Mu nici pal Se cu ri ties
Rule mak ing Board and cop ies are pro vided to in ves tors. However, the SEC has the author ity to in ves ti gate
cases of al leged fraud based on the con tents of the of fi cial state ment.

Ad ver tis ing.  The Penn syl va nia Se cu ri ties Com mis sion has is sued reg u la tions gov ern ing the ad ver tis ing of a
debt of fer ing that ap ply to gov ern men tal units (al though reg is tra tion of their se cu ri ties is not re quired).11   The
reg u la tions ba si cally cover “tombstone” advertisements, and re quire the dis clo sure of ba sic in for ma tion about
the is suer and se cu rity, such as name and ad dress of is suer; ti tle of se cu rity; price, yield, date of is sue; name of
un der writer; tax sta tus; and a dis claimer that the ad ver tise ment is not an of fer to buy or sell.
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IV.  Types of Borrowing

There are sev eral dif fer ent types of clas si fi ca tion for debt. The clas si fi ca tion of debt is im por tant be cause it
de ter mines which laws, regu la tions and lim its ap ply.

Electoral and Nonelectoral & Lease Rental Debt

The pri mary clas si fi ca tions of debt are electoral, nonelectoral and lease rental. Electoral debt is debt that has
been in curred with the ap proval of a ma jor ity of the vot ers in a ref er en dum. It also in cludes debt which is
ap proved by the vot ers sub se quent to its in cur rence. The Penn syl va nia Con sti tu tion ex empts elec toral debt
from the statu tory debt lim its con tained in the Lo cal Gov ern ment Unit Debt Act. The only lim its to this type of 
bor row ing are the will ing ness of the vot ers to bor row and the will ing ness of the debt mar ket to buy the debt.

Nonelectoral debt are the bonds or notes the municipality issues directly, without voter approval. Lease rental
debt is the backing by the municipality of debt of an Authority or another local government unit through
leases, subsidy agreements, guarantees or other agreements.

None lec toral debt and lease rental debt, on the other hand, are lim ited by law. The Lo cal Gov ern ment Unit
Debt Act es tab lishes the lim its for none lec toral debt by type of lo cal unit. However, if a ma jor ity of the vot ers
ap prove in a ref er en dum, none lec toral debt and lease rental debt can be re clas si fied as elec toral debt and is no
longer charge able against the debt limit.

General Obligation and Revenue Debt

Gen eral ob li ga tion debt is cre ated when a mu nici pal ity backs its bor row ings with the munici pali ty’s full faith,
credit and tax ing pow ers. No spe cific reve nues are pledged; instead, the debt is re paid from gen eral
reve nues. When is su ing gen eral ob li ga tion debt, the Lo cal Gov ern ment Unit Debt Act and the Penn syl va nia
Con sti tu tion re quire mu nici pali ties to es tab lish a cove nant to re pay the debt at speci fied dates and in stated
amounts over the life of the debt. General ob li ga tion debt is usu ally con sid ered by in ves tors to be the most
se cure type of debt be cause it is backed by the munici pali ty’s full faith, credit and tax ing power.

Rev e nue debt, on the other hand, is se cured by pledges of spe cific reve nues, usu ally those gen er ated by the
fa cil ity pur chased or con structed by the debt. The debt is re paid from user fees and charges, and not from
gen eral tax reve nues. However, por tions or all of reve nue debt may be guar an teed by a munici pali ty’s full
faith, credit and tax ing power. This means that if pledged reve nues from the fa cil ity are in suf fi cient to pay the
debt serv ice, the re main der must be paid from the munici pali ty’s gen eral reve nues. This type of debt is termed
guar an teed reve nue debt.

Au thor ities pri mar ily is sue revenue debt, al though mu nici pali ties may also is sue reve nue debt. Authorities
can not is sue gen eral ob li ga tion debt. Municipalities, how ever, may use their full faith and credit to guar an tee
the reve nue bonds is sued by authori ties, mak ing them, in ef fect, gen eral ob li ga tion bonds. From the stand point
of the mu nici pal ity, this guar an tee cre ates lease rental debt, charge able against the munici pali ty’s debt
lim its. This guar an tee can be used to lower the costs of bor row ing for proj ects with un cer tain reve nues. In
many cases a guar an teed reve nue stream is nec es sary to make the bonds sal able. Revenue debt may be
ex cluded from the statu tory debt lim its if mu nici pal of fi cials cer tify to the De part ment of Com mu nity and
Eco nomic De vel op ment that such debt is self- liquidating.
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The Lo cal Gov ern ment Unit Debt Act re quires that all bonds and notes be la beled to in di cate whether they are
gen eral ob li ga tion, reve nue, guar an teed reve nue or lim ited guar an teed reve nue bonds or notes.1 The fol low ing
are spe cial kinds of gen eral ob li ga tion debt.

Bond Anticipation Notes

Bond An tici pa tion Notes (BANS) are is sued in an tici pa tion of is su ing long- term debt. They are short- term,
is sued for one year or less, but can be “rolled over” or con tin ued, if needed. BANS are usu ally is sued to fi nance 
start- up costs of a proj ect that a mu nici pal ity in tends to fi nance with long- term debt in cases where the
long- term debt can not be is sued im me di ately for cer tain reasons; for example, if the mu nici pal ity is un able to
es ti mate to tal con struc tion costs at the out set of con struc tion.

BANS may be is sued in amounts up to the to tal amount ex pected to be fi nanced through long-term debt. The
notes must be paid by ex change with the long-term bonds or from the pro ceeds of the sale of the long-term
bonds. In prac tice, BANS are in fre quently is sued. Instead, most mu nic i pal i ties is sue short-term debt, which
then may be re fi nanced as part of the ma jor bond is sue.

Small Borrowing for Capital Purposes

The Lo cal Gov ern ment Unit Debt Act per mits mu nici pali ties to is sue small amounts of nonelectoral debt, up to
a cer tain thresh old, with out meet ing all the statutorily- prescribed pro ce dures for is su ing debt.2 Spe cifi cally,
mu nici pali ties may author ize small amounts of debt by reso lu tion rather than or di nance and with out the need to 
re ceive the ap proval of the De part ment of Com mu nity and Eco nomic De vel op ment.

The to tal amount of debt is sued in this fash ion is lim ited, in the ag gre gate, to the lesser amount of $125,000 or
30 per cent of the munici pali ty’s none lec toral debt limit. This means that the amount of small bor row ing in any
year, when com bined with the out stand ing por tion of any small bor row ing from prior years, may not ex ceed
these lim its. In ad di tion, the life of such debt may not ex ceed five years, and it may not cause the to tal debt
out stand ing to ex ceed the statu tory debt lim its. This par ticu lar bor row ing tech nique may be used only for
capi tal proj ects; it can not be used for refunding or funding unfunded debt, or for lease rental debt.

Funding Unfunded Debt

Mu nici pali ties may bor row money to fund “unfunded debt.”3 How ever, a number of re stric tions and
re quire ments dis cour age its use ex cept for when it is ab so lutely needed.

The Lo cal Gov ern ment Unit Debit Act de fines un funded debt as cur rent ob li ga tions for ex penses in curred in
the same or prior years, or for court judg ments against mu nici pali ties, whose lo cal reve nues are in suf fi cient to
pay with out dras ti cally cur tail ing serv ices. In ad di tion, the mu nici pal ity must be un able to raise suf fi cient tax
reve nue to pay these ob li ga tions be cause of tax lim its, tim ing in the fis cal year, or be cause it would not be in
the pub lic in ter est to do so. Unfunded debt does not in clude any amounts for pay ments of debt in curred un der
the Lo cal Gov ern ment Unit Debt Act.

Mu nici pali ties must ob tain court ap proval be fore fi nanc ing un funded debt through bor row ing. Of fi cials must
pe ti tion the court of com mon pleas, re quest ing ap proval to is sue bonds or notes. Af ter a hear ing, the court will
grant ap proval upon all of the fol low ing de ter mi na tions:

1.  The unfunded debt is a legal obligation of the municipality;

2.  There has been an unforeseeable decline in revenues, or taxes levied have not produced the
revenues anticipated, or it was not reasonable to foresee such obligation;
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3.  Paying the debt by curtailing services would be dangerous to the public health, safety or  
education; and

4.  It is not feasible or in the public interest to levy additional taxes in the current fiscal year.

All these re quire ments must be met be fore the situa tion quali fies as un funded debt.4 

If the court ap proves the lo cal gov ern ment pay ing the un funded debt through bor row ing, it will de ter mine a
debt re pay ment sched ule that does not jeop ard ize the munici pali ty’s abil ity to pro vide serv ices or re quire the
levy of ex ces sive taxes. The life of the debt may not ex ceed 10 years. The court has the author ity to rule that a
por tion of the debt is not sub ject to the statu tory debt lim its. Following court ap proval, the mu nici pal ity must
is sue the debt in com pli ance with all the usual re quire ments.

Tax Exempt Municipal Leasing

The vari ous mu nici pal codes en able mu nici pali ties to ac quire capi tal equip ment through leas ing ar range ments
with vendors rather than borrowing funds to make these pur chases.

The primary benefit to municipalities of acquiring capital equipment through leases rather than borrowing is 
avoiding the debt limits. If the term of the lease is less than the useful life of the asset, and the lease is carefully 
worded to terminate in any year that the municipality fails to appropriate funds to meet the lease payments, and 
there is no pledge of the municipality’s full faith credit and taxing power, obligations for payment under the
lease are not considered debt under the statutory debt limits. Acquiring capital equipment through leasing might 
be less expensive than borrowing because the interest rate might be less and there would be no administrative
costs to issue and service debt.

A leas ing ar range ment may also be at trac tive to a ven dor. First, the ven dor makes a sale, with pay ments
ex tended over time. Second, if the trans ac tion is treated as a true sale rather than a rental agree ment, the ven dor 
could re ceive the mu nici pal in ter est pay ments tax free. This low ers the cost to the ven dor of of fer ing a lease.

Com pare the costs of leas ing versus bor row ing be fore de cid ing which one to pur sue. Be sure the ven dor
(les sor) dis closes to you both the full pur chase price and the true in ter est cost. You may even find that
ex e cut ing leases is eas ier and faster than bor row ing. In some cir cum stances, your mu nici pal ity can de rive
bene fits from leas ing. However, there are ar eas for cau tion. Con sult your mu nici pal code for dol lar lim its above 
which municipalities are re quired to award leases based on com peti tive bids. There may be other re stric tions or
re quire ments to fol low. Consult the so lici tor for de tails.

Lease Rental Debt and Guaranteed Debt

Lease rental debt is used most of ten in con junc tion with an author ity. Under this type of ar range ment, an
author ity (or other gov ern ment en tity) ac quires or con structs a fa cil ity for the pur pose of leas ing it to a lo cal
gov ern ment unit, such as a school dis trict or mu nici pal ity. The author ity ar ranges the fi nanc ing and is sues
debt. It may ar range for the con struc tion or ac qui si tion of the fa cil ity, or it may pass this task to the leas ing
mu nici pal ity. The fa cil ity is de signed to meet the needs and speci fi ca tions of the les see, which or di nar ily will
op er ate and main tain it. The author ity may un der take simi lar ar range ments with a number of gov ern men tal
en ti ties.

Al though the debt so in curred is owned by the author ity, the debt serv ice is paid by the gov ern men tal en tity
through lease pay ments as it uses the fa cil ity. This ar range ment is called a lease back. The lease pay ments
se cure the debt is sued by the author ity. By sign ing the lease, the leas ing mu nici pal ity pledges its gen eral
reve nues to pay the debt in curred by the author ity for the leased fa cil ity. This guar an tee makes the debt of
authori ties more at trac tive to the debt mar ket and low ers bor row ing costs.
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Mu nici pali ties may also in cur lease rental debt by guar an tee ing or agreeing to subsidize the debt is sued by an
author ity or an other lo cal gov ern ment unit in the event of in suf fi cient reve nues. A lease back ar range ment need
not ex ist for a mu nici pal ity to guar an tee the debt of an other en tity.

For pur poses of the statu tory debt lim its, lease rental debt is con sid ered to be long to the mu nici pal ity that leases 
the fi nanced fa cil ity or guar an tees the debt of the author ity or other lo cal gov ern ment unit. The Lo cal
Gov ern ment Unit Debt Act im poses lim its on this broad meas ure of debt — all di rect debt (none lec toral debt)
plus lease rental debt — at amounts higher than for di rect, none lec toral debt alone. Therefore, if your
mu nici pal ity has lease rental debt, it is added to your di rect, none lec toral debt and ap plied against the statu tory
debt lim its to re strict the ad di tional none lec toral debt you may in cur.

There is a distinction between lease rental debt incurred in conjunction with an authority or another local
government unit, and leases for capital equipment with vendors as discussed earlier. Capital equipment leases
can be written to avoid classification as “debt” and application to the debt limit; however, lease rental debt is
charged against the debt limits. Leases for capital equipment are never “lease rental debt.” If the lease
agreement does constitute debt, it would be nonelectoral debt.

Self-Liquidating and Subsidized Debt

The Lo cal Gov ern ment Unit Debt Act de fines self-liquidating debt as any debt which is pay able solely from
rents, rates or charges on us ers of fa cil i ties fi nanced by such debt.5 The Act fur ther in cludes within its
def i ni tion any debt pay able solely from spe cial lev ies or as sess ments of ben e fits ear marked ex clu sively for the
pur pose of re pay ing the debt. The Act also de fines sub si dized debt as debt payable from the Com mon wealth,
Fed eral Gov ern ment or sub sidy con tract with an other lo cal gov ern ment or au thor ity.6 Por tions of all of the
ma jor types of debt — gen eral ob li ga tion, guar an teed rev e nue, rev e nue and lease rental — may be clas si fied as
self-liquidating or subsidized debt.

It is important to distinguish self-liquidating and subsidized from other types of debt because self-liquidating
and subsidized debt do not count against the statutory debt limits. By categorizing and excluding
self-liquidating or subsidized debt from all other types of debt, you can increase your municipality’s remaining
capacity to borrow.

Municipalities must certify to the Department of Community and Economic Development the amount of debt
that can be properly classified as self-liquidating or subsidized.7 The Act sets forth the procedures to follow to
establish that the revenues generated by the facility will be sufficient to pay both the operating expenses of the
facility and the debt service as it comes due, or that the subsidies to be received will be sufficient to cover the
debt service payments. If a prospective debt issue would push debt beyond the  municipality’s debt limit, it
must be excluded before any new debt can be issued.

Calling, Defeasing and Refunding

There may be times when, sub se quent to sell ing bonds or notes, in ter est rates fall to lev els sig nifi cantly be low
the rates paid on these ob li ga tions. There may also be times when re stric tive cove nants con tained in a bond
in den ture (most likely for reve nue bonds) be come dif fi cult to live with. If you could ter mi nate or re place those
bonds with new debt car ry ing lower rates or with out the dif fi cult re stric tions, you could save on in ter est costs
and avoid head aches.

There are sev eral tech niques avail able to de fease, or ter mi nate, a debt is sue be fore its sched uled ma tur ity. One
method is to call the debt is sue and re pay the hold ers. This re quires in clud ing a call fea ture in the origi nal bond
is sue. A call fea ture gives the is suer the right to call and re pur chase all or part of a bond is sue at a speci fied
date or dates dur ing its life. The bond hold ers re ceive early pay ment of the prin ci pal and any un paid in ter est
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earned to date (and in most cases a pre mium for early re demp tion). The early pay ments could be made pos si ble
by an ac cu mu la tion of cash or, more likely, from the pro ceeds ob tained by a new is sue of debt in a re fund ing.

An other tech nique which can be used to de fease a debt is sue is through a re fund ing. Refunding is the is su ance
and sale of new debt to ob tain funds to pay or re deem out stand ing debt at or be fore ma tur ity. In a re fund ing,
the cash is not used to re pay the hold ers in ad vance of ma tur ity. Rather, the funds go into an es crow ac count.
Money from the es crow ac count is then used to meet the in ter est and prin ci pal pay ments on the re funded
ob li ga tions ac cord ing to the origi nal sched ule. In es sence, the re funded debt is more se cure fol low ing a
re fund ing be cause suf fi cient money has al ready been set aside to re pay the ob li ga tions.  Re funded debt,
whether re deemed or pro vided for by an es crow ac count, is then de feased, that is, no longer con sid ered a debt
of the mu nici pal ity.  The cove nants on the de feased debt re strict ing the use of reve nues also cease to ex ist.  In
most cases, a call pro vi sion is needed to use a re fund ing to re pay out stand ing bonds; a call pro vi sion is not
nec es sary if an es crow fund is used to de fease the bonds.

Bonds are fre quently called to pro duce sav ings. The sav ings may ac crue from avoided in ter est costs, by ei ther
re deem ing the bonds with cash or re plac ing them with lower- yielding bonds. When es ti mat ing sav ings, the
ad di tional costs must also be con sid ered:  any pre mium paid to bond hold ers to ex er cise a call fea ture and the
ad min is tra tive costs of any re fund ing. Most mu nici pali ties will need to con sult a fi nan cial ad vi sor to per form
the nec es sary, com pli cated cal cu la tions, as well as to de sign and ar range for a re fund ing.

In most cases, there is a front- end cost for in clud ing a call fea ture in a bond of fer ing. Bondholders, de pend ing
upon cir cum stances and ex pec ta tions for changes in in ter est rates, may not view a call fea ture
fa vora bly. Consequently, in ves tors may de mand a higher re turn for call able bonds. Inclusion of a call fea ture in 
a bond is sue does not ob li gate the is suer to ex er cise it. The call pro vi sion al lows the bond to be re deemed early; 
it does not re quire it. Any re fund ing should be ap proached with cau tion. Your so lici tor should check all re cent
changes in fed eral tax law.

Tax and Revenue Anticipation Notes

The Lo cal Gov ern ment Unit Debt Act per mits mu nic i pal i ties to in cur short-term obligations in the cur rent
fis cal year prior to re ceipt of tax col lec tions or other rev e nues.8  Both the Act and fed eral tax laws limit the
amount that may be bor rowed. The pri mary pur pose of such bor row ing is to al le vi ate cash flow prob lems.

Short- term an tici pa tion notes author ized by the Debt Act may an tici pate taxes or reve nues, or both. They may
not ex ceed the lesser of 12 months or the end of the fis cal year. They are not considered to be “debt” of the
municipality, and therefore do not count against the debt lim its. The Lo cal Gov ern ment Unit Debt Act speci fies 
the is su ing pro ce dures and re stric tions. Be aware of fed eral tax code regu la tions which will also have a bear ing
on the amount of debt you may is sue. The re quire ments for is su ing tax and reve nue an tici pa tion notes are
dis cussed in Chap ter 5.
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V.  Procedures and Techniques to Issue Debt

Money, like corn and oats, is a com mod ity. It is for sale, gen er ally to the high est bid der. Municipal bor row ers
com pete for funds in the capi tal mar ket. Investors buy and sell mu nici pal bonds based on risks and re turns, the
same as other in vest ments. This sec tion de scribes the mar ket in which origi nal is sues of debt are sold.

The Marketplace

Lo cal banks can be a source of funds for lo cal gov ern ments. Depending upon the amount needed, a
mu nici pal ity may be able to bor row di rectly from or sell its bonds to a lo cal bank. If bonds are in volved, the
bank of ten will hold the bonds un til ma tur ity. Borrowing from a bank re sem bles a loan made by a bank to an
in di vid ual. It can be rela tively sim ple and the least ex pen sive method for small bor row ings.

Most new debt is sues are sold in the open mar ket. The bonds are sold to bond deal ers, or groups of bond
deal ers op er at ing as a syn di cate, in a pro cess known as un der writ ing. Municipalities may sell their bonds to
deal ers known as un der writ ers by pub lic bids or by privately ne go ti ated sale. The method se lected is gov erned
by the cir cum stances of the of fer ing and an in formed judg ment about which method will yield the bet ter,
mean ing cheaper, re sults.

Un der writ ers may be in vest ment bank ers, se cu ri ties deal ers or lo cal banks. They buy the bonds di rectly from
the mu nici pal ity and re sell them to in ves tors. Underwriters are com pen sated by the markup they charge when
they re sell the bonds. They act as agents be tween the is su ing (bor row ing) mu nici pal ity and in ves tors. They
as sume any risk that in ves tors may not want the bonds they buy or the pos si bil ity in ves tors will buy them only
at a price lower than the un der writ ers paid for them.

The mar ket for mu nici pal se cu ri ties is di verse. Individual in ves tors, in sur ance com pa nies, banks, in sti tu tions
and mu tual funds all buy mu nici pal bonds from un der writ ers. Despite the di ver sity of in ves tors, their com mon
in ter est is in the tax- free na ture of mu nici pal bonds.

An other source of funds is bond pool authori ties. Such pools pro vide funds for capi tal im prove ment proj ects to
mu nici pali ties and school dis tricts.It can be com para tively less ex pen sive to bor row from such en ti ties,
es pe cially for small bor row ers, be cause you can take ad van tage of the econo mies of scale nor mally re sult ing
from large debt is sues.

Credit Ratings

Credit rat ings pro vide im por tant in for ma tion to in ves tors. They con sti tute an in de pend ent judg ment re gard ing
the abil ity of a bor rower to meet sched uled debt serv ice pay ments as prom ised. The pos si bil ity of missed
pay ments con sti tutes one of the risks of buy ing bonds that in ves tors (lend ers) must weigh.

While always important, credit ratings assume greater importance as the size of a bond issue grows. As more
investors are needed to purchase large issues, it is less likely every investor will possess sufficient firsthand
knowledge of an issuer to evaluate the investment adequately. Therefore, they must rely more heavily upon
independent evaluations of credit-worthiness.

Credit rat ings af fect the cost of bor row ing. The lower the rat ing, the greater the risk, and the greater re turn (that 
is, higher in ter est rate) in ves tors will de mand. Conversely, a fa vor able rat ing could re sult in lower in ter est costs 
and pro duce sig nifi cant sav ings to the is su ing gov ern ment unit over the life of a bond is sue.
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Among the ma jor rat ing agen cies that ex press opin ions on gov ern ment bonds are Moody’s In ves tors Serv ice,
Stan dard and Poor’s, and Fitch’s. For a fee, plus suf fi cient in for ma tion, these agen cies will rate the credit
qual ity of a bond is sue or the is suer it self.

What in for ma tion forms the ba sis for the rat ings? Gen er ally, the rat ing agen cies ana lyze four cate go ries of
in for ma tion: debt bur den; budg et ary op era tions and fis cal dis ci pline; source and amounts of reve nue; and
socio- economic (popu la tion trends, eco nomic growth and di ver sity and per sonal in come trends). Analysts also
con sider the qual ity of the is su er’s fi nan cial rec ords, in clud ing whether they are pre pared ac cord ing to
gen er ally ac cepted ac count ing prin ci ples. Each rat ing agency as signs rela tive weights to the col lected
in for ma tion to pro duce a rat ing. As the weight ings vary from one agency to an other, so can rat ings.

Many mu nici pali ties, es pe cially those par tici pat ing fre quently in the debt mar ket, rec og nize the im por tance of
fa vor able credit rat ings. As a re sult, they have a strat egy for deal ing with the rat ing agen cies. The strat egy
usu ally in volves com pil ing re quested data and pre sent ing it in per son to the agen cies and main tain ing good
com mu ni ca tions both be fore and af ter the bonds are is sued. Some lo cal gov ern ments em ploy fi nan cial ad vi sors
for this pur pose. They have found it to their bene fit to co op er ate fully with the rat ing agen cies, even to the
ex tent of pro vid ing them with timely, ac cu rate and com plete in for ma tion pe ri odi cally through out the life of the
bonds.

Credit Enhancement

From the per spec tive of a bor rower, the pur pose of credit en hance ment is to save on in ter est costs over the life
of a bond is sue. Various tech niques of credit en hance ment may pro duce these sav ings by al low ing a
mu nici pal ity to is sue bonds at lower in ter est rates than its credit rat ing or di nar ily would al low.

There are two main types of credit en hance ments:  mu nici pal bond in sur ance and a bank let ter of credit. Each
re duces in ves tor credit risk —the risk of missed pay ments for in ter est and/or prin ci pal — by trans fer ring the
risk to a third party (the in sur ance com pany or bank). In ef fect, the mu nici pal ity trades its credit rat ing for that
of a third party.

Of course, there is a cost to credit en hance ment. Fees vary ac cord ing to type, credit rat ing, amount and length
of cov er age. Issuers must care fully com pare these costs with the pos si ble im prove ment in the bond’s credit
rat ing and the po ten tial sav ings in in ter est ac cru ing over the life of the bond is sue. The use of a credit
en hance ment only makes sense if the in ter est sav ings out weigh the cost.

In sur ance.  Some ma jor in sur ance car ri ers, such as the Mu nici pal Bond In sur ance As so cia tion and the
Ameri can Mu nici pal Bond As sur ance Cor po ra tion, of fer mu nici pal bond in sur ance. If an is suer of an in sured
bond is sue is un able to make any of the debt serv ice pay ments as sched uled, the in sur ance will make the missed 
pay ments. The in sur ance does not re lieve the mu nici pal ity of the need to meet its ob li ga tions; the in sur ance
trans fers the rights of the bond hold ers to the in sur ance com pany (a pro cess known as sub ro ga tion).

Not all credit rat ing agen cies rec og nize the credit pro tec tion af forded by in sur ance. Standard and Poor’s is one
which does rec og nize the in creased pro tec tion by grant ing its high est rat ing to in sured bond is sues.

The cost of bond in sur ance con sists of a one- time pre mium, paid when the bond is sue is origi nally of fered. The 
in sur ance then pro vides pro tec tion for the life of the bonds. The cost of the pre mium gen er ally ranges from 0.1
to 2 per cent of the to tal debt serv ice (prin ci pal plus in ter est) of the is sue. It may be paid by ei ther the is su ing
mu nici pal ity or the un der writer.

Let ter of Credit. A let ter of credit is a prom ise by a bank to meet the debt serv ice pay ments on a bond in
speci fied amounts if the is su ing mu nici pal ity is un able to make the pay ments. In ef fect, a let ter of credit
pro vides the mu nici pal ity with a back- up source of funds. When a mu nici pal ity ar ranges for a bank let ter of
credit, it sub sti tutes the bank’s credit rat ing for that of the mu nici pal ity. For a let ter of credit to bene fit a
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mu nici pal ity, the credit rat ing of the bank must be higher than that of the mu nici pal ity. Banks charge an an nual
fee for a let ter of credit.  The fee is based on the amount of author ized avail able funds.

Funds bor rowed through the ex er cise of a let ter of credit are debt ob li ga tions un der the Lo cal Gov ern ment Unit
Debt Act; all re quire ments of the Act must be met be fore the debt is drawn down. The in ter est rates charged by
banks for ex er cis ing let ters of credit are usu ally de ter mined in ref er ence to the prime rate (the rate banks charge 
their best com mer cial bor row ers). These rates may ex ceed the stated rates paid by mu nici pali ties on their
bonds. These costs are in ad di tion to the an nual fees charged by banks for ar rang ing this sup port.

Requirements for Borrowing

Once a municipality makes a decision to in cur debt for a capi tal pro ject, it must com ply with a number of
re quire ments im posed upon it by the Lo cal Gov ern ment Unit Debt Act. The ma jor re quire ments are
sum ma rized in this sec tion. Con sult both the Act and le gal and fi nan cial ad vi sors for the de tails that may ap ply.

Or di nances.  Before a mu nici pal ity can bor row funds, the gov ern ing body must en act an or di nance or a
reso lu tion in the case of small borrowings. For elec toral debt, the mu nici pal ity must adopt a reso lu tion sig ni fy ing
its de ter mi na tion to in cur elec toral debt and call ing for an elec tion. Once author ized by the elec tor ate, the is su ance 
of bonds, notes or lease rental debt as elec toral debt re quires the en act ment of an or di nance.

The or di nance is both an in for ma tion tool for the municipality’s cit i zens and a means to of fi cially be gin the
pro cess of in cur ring debt. Notice of the or di nance must be pub lished both be fore and af ter its en act ment. The
law re quires that the or di nance con tain cer tain items, which in clude the fol low ing: 1

· an in di ca tion of the type of debt to be in curred (elec toral, nonelectoral, or lease rental debt).

· an in di ca tion of the form of debt (gen eral ob li ga tion, rev e nue or guar an teed rev e nue).

· a re pay ment sched ule and in ter est rates.

· a cov e nant.

· a no tice whether the bonds will be sold at pub lic or pri vate sale.

· au tho ri za tion for an of fi cer of the mu nic i pal ity to pre pare a debt state ment (which must be sub mit ted to
DCED), to ex e cute and de liver the bonds or notes, and to take other of fi cial ac tion as may be needed.

· an iden ti fi ca tion of the pro ject/pur pose for which the debt is be ing is sued and its use ful life.

Filings and Calculations

Prior to issuing most types of debt, the Local Government Unit Debt Act requires municipalities to make filings 
with the Department of Community and Economic Development.2   With the exception of tax anticipation
notes, all debt proceedings must be filed in the Office of Chief Counsel in Harrisburg. The DCED reviews the
filings to ensure the municipality does not exceed its borrowing base and that it has complied with all the
procedures stipulated by the Act. A fee must accompany filings with the DCED. The fee is currently set at $50
plus 1/32 mill of the principal amount of the debt.3 There is no fee for tax anticipation notes or small
borrowings for capital purposes under Section §109 of the LGUDA.

The Act al lows the DCED 20 days from re ceipt of fil ing to con duct its re view and to no tify the mu nici pal ity of
its ap proval or dis ap proval. The DCED will is sue ei ther a cer tifi cate of ap proval or a cer tifi cate of dis ap proval
to the mu nici pal ity. If the DCED can not ap prove the ap pli ca tion, it must no tify the mu nici pal ity of its
rea sons. The De part ment may ex tend the re view pe riod by a maxi mum of 20 days.

Dur ing the DCED re view pe riod, the bor row ing ac tion may be chal lenged. If your ap pli ca tion is chal lenged,
the mu nici pal ity may be de layed, or even pre vented from is su ing debt. The ap pli ca tion you file with DCED
must, by law, con tain cer tain items. These in clude cer ti fied cop ies of the fol low ing (which ever are ap pli ca ble to 
your par ticu lar bor row ing):
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· the or di nance or res o lu tion with proofs of pub li ca tion.

· the re turn of the elec tion (if elec toral debt).

· the ac cepted pro posal for the pur chase of the bonds or notes.

· the or di nance or res o lu tion award ing the bonds or notes with proofs of ad ver tise ment.

· the debt state ment and cer tif i cate of bor row ing base.

· cer tif i ca tion and proof of any amount that could be ex cluded from the debt lim its as self-liq ui dat ing or 
sub si dized debt.

In case of lease rental debt, the fil ing with the DCED should in clude cer ti fied cop ies of the fol low ing:

· the or di nance or res o lu tion au tho riz ing the lease rental debt with proofs of pub li ca tion.

· the debt state ment and bor row ing base cer tif i cate.

Some of the in for ma tion needed for the fil ings can be found in the An nual Audit and Fi nan cial Re port;
how ever, parts may need to be updated with the most cur rent data avail able. For the bor row ing base cal cu la tion 
and debt state ment, the Of fice of Chief Counsel of the DCED has forms you can re quest and use for the
fil ings. The cal cu la tions are de scribed be low.

Bor row ing Base. When ever a lo cal gov ern ment unit re quests per mis sion to in cur debt, it must file a cer tifi cate
of its bor row ing base. This cal cu la tion es tab lishes the base against which the statu tory debt lim its are
ap plied. The bor row ing base, as stipu lated in the Lo cal Gov ern ment Unit Debt Act, is calculated as the av er age
of to tal reve nues (with cer tain ad just ments) for the im me di ately prior three fis cal years. For each year, the
be gin ning number is to tal reve nues re ceived from all sources. This fig ure can be ob tained from Sched ule C-2 of 
the An nual Audit and Fi nan cial Re port. From this amount, the fol low ing com po nents are sub tracted:

· state and fed eral sub si dies and re im burse ment re lated to a par tic u lar pro ject fi nanced by debt.

· rev e nues, re ceipts, as sess ments and the like pledged for self-liq ui dat ing debt.

· in ter est earned on money in sink ing funds pledged for debt.

· grants and pri vate con tri bu tions mea sured by con struc tion or ac qui si tion of spe cific pro jects.

· non re cur ring re ceipts.

The re main der for each year is added to gether and the sum is di vided by three. The nec es sary cal cu la tions may
be per formed by lo cal gov ern ment of fi cials or an in de pend ent ac count ant. The cer tifi cate must be signed by
author ized lo cal of fi cials or by an in de pend ent ac count ant.

Debt State ment.  All fil ings to re quest author ity to in cur new debt must in clude a debt state ment.4 The debt
state ment es tab lishes the amount of mu nici pal debt out stand ing and its re main ing bor row ing ca pac ity un der the
debt lim its. It con tains a cal cu la tion of the bor row ing base, the gross amount of out stand ing debt, the amount of 
debt be ing is sued, the debt which can be ex cluded from the debt limit, and the ap pli ca ble limit for the
com bi na tion of none lec toral debt and lease rental debt. Any debt pre vi ously ex cluded from the limit as ei ther
self- liquidating or sub si dized must be re cer ti fied as an un changed amount ex cept for de creases re sult ing from
pay ments, or re vised and cer ti fied. A debt state ment need not ac com pany the in for ma tional fil ings re quested for 
tax and reve nue an tici pa tion notes.

Five ma jor items must be shown on the debt state ment:

1.  gross incurred debt, by type (electoral, nonelectoral, and lease rental).

2.  all credits and exclusions (by item) from gross debt.

3.  the aggregate principal amount of new bonds, notes or lease rental debt being issued.
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4.  the borrowing base (shown on an accompanying borrowing base certificate).

5.  the nonelectoral debt limit and the nonelectoral plus lease rental debt limit.

In a fil ing for a re fund ing, the debt state ment should also con tain the prin ci pal amount of bonds or notes be ing
re funded (which will no longer be deemed out stand ing).

A debt state ment form can be ob tained from the Of fice of Chief Counsel of the DCED. It must be signed by
mu nici pal of fi cials, veri fied un der oath or af firma tion, and dated not more than 60 days be fore fil ing with the
DCED. A debt state ment must also be pre pared for a small bor row ing for capi tal pur poses, al though it need not
be filed with the DCED.

Small Borrowings

You may author ize small bor row ings for capi tal pur poses by reso lu tion rather than by an or di nance and avoid
the ad ver tis ing re quire ments.5 How ever, a home rule char ter may spec ify that an or di nance is re quired. It is not
nec es sary to file with and ob tain the prior ap proval of the DCED, pay a fil ing fee or cre ate a sink ing fund.

Small bor row ings are notes which, when all such small bor row ings are con sid ered in to tal, do not ex ceed the
lesser of ei ther of the fol low ing:

· $125,000.

· 30 per cent of the nonelectoral debt limit.

You should note that these lim its ap ply to the ag gre gate amount of all small bor row ings in ad di tion to the
amount you are cur rently bor row ing.

There are ad di tional re stric tions on small borrowings that do not ap ply to other borrowings. They are:

· the prin ci pal of each small debt is sue may not re main out stand ing for more than five years.

· the in cur rence of the small bor row ing can not cause your net out stand ing debt to ex ceed your stat u tory debt
lim its.

Tax and Revenue Anticipation Notes

Short- term tax or reve nue an tici pa tion notes may only be is sued to al le vi ate a cash flow prob lem aris ing
be cause budg eted taxes or reve nues have not yet been re ceived, but will be by the end of the fis cal
year. Traditionally, such notes were not viewed as ad di tional sources of reve nue, but sim ply as a means to
cor rect an im bal ance in the tim ing be tween ex pen di tures and the re ceipt of funds.

The Lo cal Gov ern ment Unit Debt Act treats tax and reve nue an tici pa tion notes dif fer ently from other types of
bor row ing. The notes are not “debt” obligations and do not count against the statu tory debt lim its. The law does 
spec ify cer tain re stric tions and pro ce dures that must be fol lowed when is su ing these notes. The re stric tions and
pro ce dures are the same for both tax and reve nue an tici pa tion notes.

There is a maxi mum amount which you can bor row in tax or reve nue an tici pa tion notes. The limit un der the
Lo cal Gov ern ment Unit Debt Act is 85 per cent of the es ti mated taxes (reve nues) which re main to be col lected
in the cur rent fis cal year or dur ing the pe riod in which the note will be out stand ing, which ever is less.6 The
ac tual amount you are per mit ted to bor row un der cur rent fed eral tax code regu la tions is lim ited to the
cu mu la tive cash flow defi cit, which may be some what less than 85 per cent. The es ti mate must be based on past 
his tory of col lec tions and cur rent eco nomic con di tions.  Lo cal gov ern ment of fi cials must cer tify the amount of
an tici pated reve nues.



22

To is sue an tici pa tion notes, the gov ern ing body must pass a reso lu tion author iz ing the debt. Home rule char ters
may re quire an or di nance and pub lic no tice. The author iz ing reso lu tion should spec ify the an tici pated taxes or
reve nue (or both) that will be re ceived dur ing the cur rent fis cal year and are pledged as se cu rity for the notes. It 
may also es tab lish one or more sink ing funds into which the an tici pated taxes or reve nues are de pos ited as
re ceived.

Notes may be sold at pub lic, pri vate or in vited sale. They may not be sold for less than their face value. The
notes may be in reg is tered form or con tain cou pons. The re pay ment sched ule may be de signed to meet your
needs, but the life of the notes may not ex tend be yond the end of the fis cal year in which they are is sued. The
notes are gen eral ob li ga tions of the lo cal gov ern ment unit.

Be fore the tax or reve nue an tici pa tion notes be come le gal and valid, they must be filed with the DCED. This
fil ing must con tain the fol low ing items:

· a writ ten cer tif i ca tion of the es ti mate of ex pected taxes (rev e nues), signed by mu nic i pal of fi cials, and
dated no more than 30 days prior to the date the notes are au tho rized.

· cer ti fied cop ies of the au tho riz ing and award ing res o lu tion.

· a true copy of the ac cepted pro posal for the pur chase of the notes.

The fil ing with the DCED is for in for ma tion pur poses only; the DCED’s ap proval is not nec es sary. However
the DCED will is sue a re ceipt which is re quired for clos ing.

The holder of your tax/reve nue an tici pa tion notes (most likely a bank) re quires you to com plete a cer tifi cate of
cu mu la tive cash flow. The cer tifi cate, a fed eral re quire ment un der ar bi trage re stric tions, de ter mines the tax
status (tax able or tax- exempt) of the notes.

Professional Advisors

Pro fes sional ad vi sors can pro vide the highly spe cial ized serv ices you will need at some point ei ther in plan ning 
for or man ag ing debt, or in bring ing a debt is sue to mar ket. These spe cial ists can help you de velop a sound debt 
pol icy and save you time and money in the long run. All mu nici pal bor row ers, no mat ter how fa mil iar with the
debt mar ket, need the serv ices of ex perts at some point in the pro cess. There is no ques tion of do ing it on your
own. Therefore, it is im por tant to know who some of these ex perts are and what they do.

Some of the ma jor types of pro fes sional ad vi sors are bond coun sel (at tor neys), cer ti fied pub lic ac count ants
(CPAs), fi nan cial ad vi sors and in vest ment bank ers and un der writ ers. It is worth while to main tain ac cess to
these spe cial ists dur ing all phases of plan ning for and mar ket ing debt.

Bond Coun sel. Bond coun sel are at tor neys who pre pare the le gal opin ions to ac com pany the of fi cial
state ments. Their main pur pose is to as sure po ten tial in ves tors of the le gal ity of the is sue. Bond coun sel re view
the le gal status of the bond of fer ing, in clud ing the le gal ba sis for the mu nici pal ity to is sue the bonds, and
de ter mine if the bonds le gally bind the is suer. They may also draft the re quired bond or di nance or
reso lu tion. Bond coun sel may per form their du ties for ei ther the mu nici pal ity or un der writer, or
both. Ultimately, they pro tect the rights of the in ves tors, thereby im prov ing the sal abil ity of the bonds.

Cer ti fied Pub lic Ac count ants. Cer ti fied pub lic ac count ants are pro fes sional ac count ants who can pro vide a
range of fi nan cial serv ices to lo cal gov ern ments, from cal cu lat ing the bor row ing base to pre par ing the fi nan cial
data for the of fi cial state ment. They may be use ful for any of the re quired fil ings with the DCED.

Fi nan cial Ad vi sors. Fi nan cial ad vi sors have the train ing and ex pe ri ence to ad vise you on the de sign of a
fi nanc ing plan for proj ects, help you de velop a debt pol icy, de sign a sched ule for your debt pay ments, fore cast
costs and help de sign and mar ket your bond is sue. In a pri vate bond sale, they can rep re sent the mu nici pal ity in 



23

the ne go tia tions and pro vide the ex per tise needed to make a pri vate sale work. Local com mer cial bank ers,
un der writ ers and in de pend ent con sult ants can act as fi nan cial ad vi sors.

In vest ment Bank ers and Un der writ ers. In vest ment bank ers and un der writ ers link you to the pri vate capi tal
mar ket. They pur chase your bonds, as sume cer tain risks and re sell your bonds to in ves tors. They can be ei ther
se cu rity deal ers or com mer cial banks.

In ad di tion to pro vid ing spe cial ized func tions, pro fes sional ad vi sors have the ex pert knowl edge to as sist you in
vari ous mat ters per tain ing to debt man age ment and the sale of bonds. They can help you sched ule your debt to
match your needs with your re sources, and time your en try into the mar ket to ob tain the most fa vor able
re sults. They may be able to as sist in ob tain ing the es sen tial credit rat ings for your bonds. They also can help to 
keep debt load within man age able lim its.

Selecting a Professional Advisor

The se lec tion of pro fes sional ad vi sors is im por tant. Se lect re spon si ble pro fes sion als whose knowl edge,
ex per tise and ex pe ri ence meets the munici pali ty’s needs. Some pro fes sional ad vi sors, such as law yers and
CPAs, are cer ti fied in their pro fes sion; other types are not. None are cer ti fied in their abil ity to work with lo cal
gov ern ments.

The se lec tion pro cess, then, can be dif fi cult. How should a municipality find the best pos si ble ex per tise?

1.  Define needs. What expertise is available on staff?

2.  For those specialists in professions where certification is required, check out their certification. Do
they currently possess the credentials they claim?  Are they professionals in good standing?

3.  Check with other municipalities. With whom have they worked? Whom would they recommend?

4.  Request and check references. What types of services did they provide and how well did they
perform them?

5.  Check for experience in providing the type of service you need. Has the attorney ever written an
opinion for a municipal bond offering?

6.  Consult other professionals: Whom would they hire?

If the bonds are to be mar keted na tion ally, the bond coun sel should have na tional rec og ni tion. The repu ta tion
of the bond coun sel is cru cial to se cur ing the con fi dence of in ves tors, and can af fect the pur chase price.

Once you en gage pro fes sional ad vi sors, rec og nize your re spon si bil ity to pro vide su per vi sion. It is im por tant to
work with them; don’t sim ply hire them and turn them loose. Good com mu ni ca tions are es sen tial. Define
expectations, especially about reporting.

Be cause of the di ver sity of serv ices pro vided by fi nan cial ad vi sors, it is im por tant to have a for mal writ ten
con tract before the municipality engages their serv ices. The con tract must spec ify the serv ices and the amount
of com pen sa tion.

A good source of in for ma tion on se lect ing fi nan cial ad vi sors is a pub li ca tion by the Gov ern ment Fi nance
Of fi cers As so cia tion en ti tled  The Price of Advice: Choosing and Us ing Fi nan cial Ad vi sors.7 This pub li ca tion
pro vides in valu able guid ance on how to choose and use fi nan cial ad vi sors.



24

Method of Selling Bonds

Two ma jor meth ods are used to sell origi nal is sue bonds: com peti tive pub lic sale and ne go ti ated pri vate
place ment. Competitive pub lic sale is a familiar tech nique to pro cur e equip ment and sup plies. Ad ver tise the
speci fi ca tions and re quest bids, then award the con tract on the ba sis of the most fa vor able bid. Selling bonds
works in a simi lar fash ion. Ad ver tise the bond is sue well in ad vance of the sale to at tract as many bid ders as
pos si ble, speci fy ing the amount of the bonds, ma tur ity dates and other  ma te rial fea tures. At the ap pointed time
and place, open the bids and, if suc cess ful, award the bonds to the low est cost bid der.

A ne go ti ated pri vate sale oc curs when a mu nici pal ity, ei ther di rectly or in di rectly through an un der writer,
ne go ti ates a price for its bond is sue with a buyer (usu ally an un der writer). The un der writer who ne go ti ates for
the bonds might also help de sign the bond is sue and pre pare the of fi cial state ment.

While many states re quire pub lic sales, Penn syl va nia is an ex cep tion in that it per mits ne go ti ated sales ei ther by
negotiation or by invitation. The Lo cal Gov ern ment Unit Debt Act al lows municipalities to use ei ther method as
cir cum stances war rant.8 How ever, prior to sell ing bonds or notes through a pri vate sale, the law re quires the
gov ern ing body to pass a reso lu tion stat ing that a pri vate sale by ne go tia tion is in the best fi nan cial in ter est of the
lo cal gov ern ment unit. This reso lu tion could be in cor po rated into the or di nance author iz ing the bond sale. Despite 
this ad di tional re quire ment, the vast ma jor ity of bond sales in the Com mon wealth are ne go ti ated sales.

Un usual or com pli cated bond is sues fa vor the use of ne go ti ated sales. However, suc cess fully ne go ti ated sales
usu ally re quire ex pe ri ence and a high level of ex per tise on the part of the is suer. Pro fes sional fi nan cial ad vi sors 
can pro vide the nec es sary know- how. Negotiated sales can be more prone to pub lic criti cism than com peti tive
sales be cause the is suer se lects the un der writer and ne go ti ates the price. Questions may be raised: i.e. Are the
terms and prices favorable? Would an other un der writer have been better? These char ac ter is tics of pri vate sales
in crease the im por tance of quali fied, pro fes sional as sis tance dur ing every stage of the pro cess.

Full Disclosure and Investor Needs

The im por tance of full and ade quate dis clo sure was dis cussed in an ear lier chap ter. While there are gen eral
guide lines on what should be dis closed in any debt of fer ing, the par ticu lar cir cum stances of each of fer ing of ten
de ter mine both the na ture and the amount of in for ma tion that should be dis closed.

It is in the best in ter est of the is suer to make a full and ade quate dis clo sure. First of all, as pointed out in
Chap ter 3, proper dis clo sure of fers pro tec tion from po ten tial law suits. Second, full in for ma tion al lows
un der writ ers to of fer a fair price based on the mer its of the is sue. Uncertainties will in crease the risk fac tor,
thus the price to the mu nici pal ity. Indeed, high in ter est costs are of ten the pen alty in flicted upon is su ers who
are in ex pe ri enced or less dili gent in their du ties.

Advertising and Public Relations

Once a mu nic i pal ity has de cided to in cur debt to fi nance a cap i tal pro ject, it should rec og nize the im por tance of 
sell ing the idea to its cit i zens. A good in for ma tion and pub lic re la tions cam paign can de ter pos si ble pub lic
op po si tion, sav ing time, trou ble and money in the long run. Sell the idea to tax pay ers. Explain why the pro ject
is needed and why the man ner of fi nanc ing was se lected as the best al ter na tive. Anticipate ar gu ments against
the plan and meet them di rectly. The im por tance of these com mu ni ca tions is height ened if the municipality
wishes to in cur elec toral debt and will place the ques tion be fore the vot ers in a ref er en dum. Dispel the
mys ter ies quickly; tell vot ers the pur pose of the debt and ex plain the tax im pacts. Be up front. Tak ing the
initiative, and pub li ciz ing the de tails of the bor row ing plan early, can help to avoid or to minimize the ef fect of
the op po si tion us ing the same in for ma tion.



25

Dis con tented cit i zens can mount op po si tion to the ap pli ca tion to the DCED for per mis sion to in cur debt. This
could re quire the DCED to de lay the ap pli ca tion and hold hear ings. This prob lem can send a bad sig nal to the
debt mar ket.
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VI.  Managing Outstanding Debt

When ever a lo cal gov ern ment unit in curs debt, it as sumes ad di tional du ties and re spon si bili ties. Some du ties are
the re sult of fed eral and state law, while oth ers are im posed by the debt se cu ri ties mar ket. The abil ity of a lo cal
gov ern ment to ful fill those du ties is di rectly re lated to how well it man ages its debt. Debt man age ment must be gin 
well in ad vance of bor row ing funds. Otherwise, the op por tu nity to con trol debt may be lost. The abil ity to con trol
one’s debt means the dif fer ence be tween a planned, or derly as sump tion and re pay ment of debt, or fi nan cial strain
and cri sis. Investors are more will ing to pur chase debt is sued by those who ex er cise con trol.

Debt man age ment helps to con trol debt by ena bling a lo cal gov ern ment to as sess its needs for bor rowed funds
and to evalu ate its abil ity to re pay its debts. A writ ten debt pol icy in con junc tion with a well- developed capi tal
budg et ing pro gram will help to guide bor row ing de ci sions. Debt man age ment can also pro vide a cus tom ized,
sound plan to help a lo cal gov ern ment meet its ob li ga tions in a re spon si ble, timely fash ion. Debt man age ment
is an im por tant as pect of sound, over all man age ment. It should be in te grated with the budget pro cess so that
both the capi tal and op er at ing budg ets re flect the uses and ef fects of bor row ing.

Mu nici pal debt con cerns do not end once the debt is is sued. Rather, du ties and re spon si bili ties to bond hold ers
con tinue as long as the ob li ga tions are out stand ing. These du ties in clude pay ing debt serv ice when due and
con duct ing af fairs re spon si bly for the pro tec tion of credi tors. Municipalities must inform lenders of current
fi nan cial con di tions to com ply with re quire ments and agree ments re gard ing sink ing funds.

Keeping Lenders Informed

Proper and ade quate dis clo sure is an on go ing and dy namic pro cess; it does not cul mi nate with the prepa ra tion
and re lease of the of fi cial state ment to ac com pany an ini tial of fer ing. Additional dis clo sures to re flect cur rent
con di tions must be made an nu ally and as needed through out the life of a debt is sue. Such re port ing is one of
the most im por tant as pects of debt man age ment. There are many us ers of cur rent in for ma tion. Among them are
bond hold ers, rat ing agen cies and bond buy ers in the sec on dary mar ket. This in for ma tion is cru cial to make buy
and sell de ci sions in a con stantly chang ing mar ket.

Cur rent in for ma tion may be pro vided in any of three forms: of fi cial state ments by those lo cal gov ern ments that
regu larly of fer and sell bonds; an nual fi nan cial re ports; and state ments com piled ex pressly for us ers of cur rent
in for ma tion. Whichever form is used, the in for ma tion must be timely, suf fi cient to meet the needs of us ers and
avail able to them on a con tinu ing ba sis.

What con sti tutes ade quate dis clo sure for cur rent data? As is true for the in for ma tion that must ac com pany
ini tial of fer ings, there are no set re quire ments for what should be dis closed on a con tinu ing ba sis. Whatever
ma te rial in for ma tion that could rea sona bly af fect the in vest ment de ci sions of the av er age pru dent in ves tor must
be dis closed. The ade quacy of dis clo sure must be judged in light of cir cum stances sur round ing par ticu lar debt
is sues.

The Gov ern men tal Fi nance Of fi cers As so cia tion (GFOA) has de vel oped a se ries of guide lines to as sist in the
de vel op ment of cur rent dis clo sures. While the guide lines are not le gally bind ing on bor row ers, they re flect the
type of in for ma tion that the mar ket has come to ex pect from cur rent dis clo sures. Copies of the guide lines are
con tained in the GFOA pub li ca tion Dis clo sure Guide lines for State and Lo cal Gov ern ment Se cu ri ties dis cussed 
ear lier. GFOA re vises the guide lines from time to time to re flect chang ing mar ket needs. The lat est guide lines
for an nual dis clo sure comprise five sec tions.
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1. Cover page and introductory information.

a.  name of local government, type of issue, and source for more information about each.

2.  Description of the issuer and enterprise, debt structure and finances.

3. Legal matters.

a.  pending legal proceedings.

b.  any changes in the legal opinion issued for an initial offering.

4.  Changes in indebtedness.

a.  any additional authorized borrowing since the last disclosure.

b.  any changes with respect to outstanding issues.

5.  Miscellaneous.

a.  ratings.

b.  interest of certain persons named in the information statement.

In ad di tion to an nual dis clo sures, mu nici pal bor row ers are ob li gated to re lease in for ma tion when events hav ing
a sig nifi cant ef fect upon their fi nan cial re sources oc cur. Major de vel op ments con cern ing a debt is sue or the
lo cal gov ern ment it self may ne ces si tate im me di ate dis clo sure. Such de vel op ments could in clude a de fault, a
change in credit rat ing, a natu ral dis as ter, a se vere loss in the tax base or simi lar prob lems. The prime con cerns
in such re leases are time li ness and re li abil ity.

Be sure to present information ac cu rately, clearly, timely and to all those who need it. The GFOA rec om mends
us ing both lo cal and re gional news pa pers and spe cial ized news wires to com mu ni cate with the mar ket. It also
rec om mends sub mit ting docu ments to a cen tral re posi tory (such as “Munifiche” main tained by The Bond
Buyer, and that main tained by Se cu ri ties Data Com pany, Inc.) so that the docu ments re main avail able to
us ers. Keep in mind that the pur pose of dis clo sure is to pro vide in ves tors with cur rent in for ma tion nec es sary to
make de ci sions.

Debt Service Funds

The Lo cal Gov ern ment Unit Debt Act re quires a lo cal gov ern ment to es tab lish and main tain a sink ing fund
any time it is sues bonds or notes.1 The sink ing fund must ex ist un til the bonds or notes are re paid. Sinking funds 
are not re quired for tax an tic i pa tion notes or small borrowings for cap i tal purposes or for lease rental debt. The
pur pose of a sink ing fund is to pro vide a pool of money which can be used to pay debt ser vice as sched uled (to
“sink” bonds that have been “floated”). Therefore, the money in a sink ing fund should, at min i mum, be
suf fi cient to make any re quired pay ment when sched uled. The agree ment with the hold ers of the bonds and
notes might spec ify the amounts and times of sink ing fund de pos its. The Lo cal Gov ern ment Unit Debt Act
re quires that money suf fi cient for debt ser vice pay ments be de pos ited prior to the time they be come due and
pay able. The Act spec i fies the trea surer of each lo cal gov ern ment as the of fi cial who is responsible for mak ing
de pos its in the sink ing funds.

Sinking funds may be main tained with any bank or bank and trust com pany lo cated in and au tho rized to do
busi ness in Penn syl va nia. The de pos i tory of the sink ing fund may also serve as the pay ing agent.

The gov ern ing body of each lo cal gov ern ment is vested with re spon si bil ity to man age and con trol the sink ing
funds. Sink ing funds, there fore, are part of the as sets of a lo cal gov ern ment and should be re flected in the
An nual Audit and Fi nan cial Re port of each lo cal gov ern ment. The lo cal gov ern ment unit is re spon si ble for the
audit of sink ing funds. The DCED, un der a grant of author ity by the Lo cal Gov ern ment Unit Debt Act, may
con duct an audit of any sink ing funds not audited by an in de pend ent pub lic ac count ant and re ported an nu ally.2
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The DCED may im pose pen al ties, in clud ing crimi nal prose cu tion, on lo cal of fi cials found in vio la tion of
re quire ments to es tab lish and to make ade quate de pos its into sink ing funds.

References

1. 53 Pa.C.S.A.8106; Lo cal Gov ern ment Unit Debt Act, Sec tion 8106.

2. 53 Pa.C.S.A.8226; Lo cal Gov ern ment Unit Debt Act, Sec tion 8226.
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Additional Information

Listed be low are ma te ri als avail able from the Of fice of Chief Counsel, Penn syl va nia De part ment of
Com mu nity and Eco nomic De vel op ment, 4th Floor, Com mon wealth Key stone Build ing, Har ris burg, PA
17120-0225  (717) 783-8452.  These ma te ri als in clude sam ple pro ceed ings for var i ous types of debt fil ings and 
the text of the Lo cal Gov ern ment Unit Debt Act.

· Sam ple Pro ceed ings for Five-Year Gen eral Ob li ga tion Debt

· Sam ple Pro ceed ings for Tax And Rev e nue An tic i pa tion Notes

· In for ma tion Sheet for Lease Rental Debt

· Sam ple Pro ceed ings for Small Borrowings for Cap i tal Pur poses

· Model Forms for Pe ti tion Court of Com mon Pleas for Au thor ity to Fund Un funded Debt

· Lo cal Gov ern ment Unit Debt Act

Copies of sam ple forms are also avail able on the web at www.newPA.com, se lect Com mu nities in PA or search 
on “Lo cal Gov ern ment Unit Debt Act.”

A num ber of pub li ca tions gov ern ing var i ous as pects of mu nic i pal debt are avail able from the Gov ern ment
Fi nance Of fi cers As so ci a tion, 180 North Mich i gan Av e nue, Suite 800, Chi cago, IL  60601  (312) 977-9700. 
Please con tact GFOA di rectly for prices and or der ing in for ma tion.

· Com pet i tive v. Ne go ti ated: How to Choose the Method of Sale for Tax-Ex empt Bonds

· Debt Is su ance and Man age ment: A Guide for Smaller Gov ern ments

· Dis clo sure Guide lines for State and Lo cal Gov ern ment Se cu ri ties, 1977

· A Guide to Mu nic i pal Leas ing, 1983

· A Guide to Reg is tered Mu nic i pal Se cu ri ties, 1983

· In for ma tion Flows in the Mu nic i pal Bond Mar ket, 1989

· Mu nic i pal Bonds:  Plan ning, Sale and Ad min is tra tion, 1982

· Pric ing Bonds in a Ne go ti ated Sale: How to Man age the Pro cess

· Pur chas ing Credit En hance ment: How to De cide if Bond In sur ance Makes Sense

· Tax-Ex empt Fi nanc ing: A Primer                                    
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