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CREDIT 
ENHANCEMENT

LETTER OF CREDIT (LOC)

▪ Bank
▪ Annual fees
▪ LOC, remarketing, liquidity
▪ Direct Pay vs. Standby 
▪ Limited Period 
▪ More flexible with                                               less 

restrictions especially                                               if 
local bank friendly                                                  to 
institution


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CREDIT 
ENHANCEMENT

BOND INSURANCE

▪ Insurer guarantees lender will receive timely payment  of 
principal and interest

▪ Premium paid from bond proceeds at issuance based on 
total debt service 

▪ Contract requires reimbursement to insurer 

Guarantee of debt service payment by                                         
a financially stronger party





    BOND INSURANCE TIMELINE

1ST bond insurer forms 
 AMBAC (American Municipal Bond Assurance Corp.) 

 Subsidiary of MGIC Investment Corp of Milwaukee

 1st project – hospital facilities in Juneau, AK

 Initial credit rating – “AA” from S&P


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INSURANCE & GUARANTEES AS % OF TOTAL PAR ISSUED
2005 - 2024



✓ Assured Guaranty (AA)
• AGM                                              

(formerly Financial Security Assurance) 

insures only public finance

• AGC  

              
• diversified

✓ Build America Mutual  (AA)

MAJOR PLAYERS: 

“In a sector like higher education              

where all credits tend to get 

painted with a negative brush…                                             

to some degree                                    

putting insurance on top of it                                      

is attractive to some investors                    

who then don’t have to do                         

all the research.” 

“An A-rated borrower might                         

pay $500,000 for insurance                       

that would lower rates on                                     

a $100 million 20-yr bond issue                                               

by 0.05% to 0.10% points                          

after factoring in                                        

the cost of insurance.”
 

Dan Hartman  

Managing Director

PFM Financial Advisors LLC

 

ASSURED GUARANTY 

2024

• 58% of  market

• $24B of primary-market (most since 2010)

• 645 new issues -  23% more than in 2023

• Insured 27% more AA credits over 2023

 
Source: Assured Guaranty.com

EXTRA PROTECTION
BOND INSURERS

Bond insurance is more popular than at any time since                                      
the last recession but remains far below pre-crisis levels.

SHARE OF NEWLY ISSUED MUNI DEBT THAT IS INSURED

Source: Wall Street Journal/Municipal Market Analytics

2008
crash
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SELLING 
WITHOUT 
INSURANCE

▪ 91% NOT insured in 2025

▪ More diligence required

▪ Direct marketing efforts 



▪ Investor Roadshows

▪ Investor Websites

▪ Investor Relations                   
Managers  



SUBPRIME 
MORTGAGE CRISIS

A CASE STUDY



SUBPRIME 
MORTGAGES
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BOND 
INSURANCE

INITIAL RISK STRATEGIES
▪ “Monoline” coverage (one type of coverage only)

▪ Zero loss standard

▪ Highly successful
▪ Insured nearly 50% of bond market
▪ 1987 -1994 default rates < .63%

 MOVE TO DIVERSIFICATION
▪ Structured Financial Products

▪ Residential Mortgage-Backed Securities (RMBS)
▪ Prime + subprime mortgages

▪ Collateralized Debt Obligations (CDOs)
▪ Sliced and diced many RMBS cash flows



This subprime 

mortgage exposure, 

more than half in the 

form of triple-A CDO 

tranches, brought down 

the monoline insurance 

industry.

Journal of Applied Finance 
2012
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SUBPRIME 
MORTGAGES

▪ Loans to borrowers with <  normally acceptable credit

▪ Credit score of 660 or below (Scale 300 to 850)

▪ History of late payments or defaults

▪ Charged approx. 2.00% (200 basis points) higher than rate 
for loans to prime customers



Rationale?                           
 Protected by rising real estate values

“I thought we were just buying a house”

30% of U.S. adults have subprime scores

$625 Billion subprime mortgages in 2005
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SECURITIZATION

▪Lending institutions need capital                                                           
to continue lending and growth

▪Originate mortgage-backed loans                                                                                                 
then sell to investors 

 Banks 

 Govt. Sponsored Enterprises (GSEs)

▪Securitize loans

 Pool assets and issue fixed income securities                   
representing % of the pool



This Photo by Unknown Author is licensed under CC BY-NC-ND

This Photo by Unknown Author is licensed under CC BY-NC-ND

https://www.propublica.org/article/cdo-world
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://www.propublica.org/article/cdo-world
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
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SECURITIZATION

Banks & GSEs issue                                                           
collateralized debt obligations (CDOs)                                             

of asset-backed securities (ABSs)



This Photo by Unknown Author is licensed under CC BY-NC-ND

Residential mortgage-                                                                                                
backed securities (RMBS)

Primarily backed by                                                                                                     
subprime &  second-lien mortgages

https://www.propublica.org/article/cdo-world
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
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TURMOIL 
IN BOND 
MARKETS

  BOND INSURERS GUARANTEED SECURITIZED POOLS

▪ Unexpected losses realized when pooled securities default 
on debt payments to lenders

▪ Real estate bubble burst – prices decline in 2006

 FMV of illiquid mortgaged property drastically fell

▪ Required to increase funding of reserves 

▪ Result:  Ceased writing of new business

▪ Bond insurers ratings downgraded

▪ Domino effect: Insured corporate & municipal 
     bonds downgraded



This Photo by Unknown Author is licensed under CC BY-NC-ND

https://mronline.org/2018/02/08/world-stock-market-turmoil-prepare-for-a-rough-ride/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
https://creativecommons.org/licenses/by-nc-nd/3.0/
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TURMOIL 
IN BOND 
MARKETS

  Liquidity problem grew exponentially

▪ Investment policies often require minimum ratings                         
for securities in portfolio

▪ Investors forced to sell many downgraded bonds 

▪ Must replace from smaller pool of high-grade bonds

▪ Few buyers for downgraded bonds & bondholders must record 
MV losses from contracted bond market

SEC rules changes 

▪ Disclose analytical data 

▪ More transparency


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RATING 
STANDARDS 

▪ Separate corporate and municipal scales

▪ Connecticut 1st to file suit

▪ Investors demand comparability

▪ Moody’s & Fitch agreed to recalibrate municipal bond rating 
scale 

▪ S&P:  disparity “within a tolerable band”

▪ Debate 

 Munis = Financial strength;  Corp = default risk

 Need more differentiation for useful munis


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QUASI-
IMMUNITY?

CRA ISSUES IDENTIFIED:
▪ “Issuer Pay” model

▪ Conflicts of interest

▪ NRSRO designation / liability insulation

LITIGATION:
▪ 2009:  SDNY court denied 1st Amendment protection to CRAs

▪ Rating agencies settled lawsuits for $2+ Billion

The Icarus Syndrome:                                                                                               

How Credit Rating Agencies Lost Their 

Quasi Immunity                                             
SMU Law Review 2018

REGULATION:
    2010: Dodd-Frank Act

▪ Internal controls, consistent methodology, transparency

▪ Accountable for statements same as public accounting firms

▪ Removed all references to credit ratings from federal regs 

    2018: Economic Growth, Regulatory Relief & Consumer Protection Act 

▪ Eased some Dodd-Frank restrictions (e.g. bank stress testing threshold) 

▪ Critics:  regulatory rollbacks contributed to Silicon Valley Bank catastrophe in 2023 

Once CRAs shifted their 

business model, charged 

issuers for ratings, and 

assigned their ratings in 

the interest of issuers                     

(i.e., the investment banks 

that issued Structed 

Finance products, rather 

than investors), their 

ratings and reports became       

commercial speech.

Flying 
too close 
to the sun

Moody’s admitted to a more 
lenient standard for CDOs

S&P’s admitted CDO rating models 
affected by business concerns

Justice News | DOJ | Department of Justice

https://www.justice.gov/news


Documents, 
Documents and More 

Documents!



 

www.cartoonstock.com

A Bit More 
Terminology 



CLOSING DOCUMENTS  
Trust Indenture

Loan Agreement &  
Assignment of Revenues

Tax Regulatory Agreement

Ground Lease Agreement

Project / Facilities Lease 
Agreement

Bond Resolution

Preliminary & Final        Official  
Statement (“OS”)

Bond Purchase  Agreement 
(“BPA”)

Mortgage and Security 
Agreement 

Continuing Disclosure 
Agreement

Tax Certificate and Non-
Arbitrage Certificate

Legal Opinions

And many more!



PRIMARY AGREEMENTS  

Borrower
Tax 

Regulatory 
Agreement

Ground 
Lease &
Facilities 

Lease

Trustee

Issuer

Institution



22
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INDENTURE

▪ Agreement between Issuer and Trustee 

▪ Called “Trust Indenture”

▪ Terms and conditions  of bond issue

▪ Contains covenants 


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CALL / 
REDEMPTION 
PROVISIONS

MANDATORY

▪ Requirement to redeem                                                                          
fixed amount of bonds

OPTIONAL

▪ Call at issuer’s option 

▪ Premium for 10 year call often 2%,  usually reduces                      
to 0% by Year 12

▪ Increases cost of borrowing

EXTRAORDINARY

▪ Unusual circumstances, e.g. destruction of facility


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CALL / 
REDEMPTION

▪ Right of issuer to redeem bonds prior to stated 
maturity date

▪ Bondholders receive principal, accrued interest, 
and call premium (if any)



Indenture 
generally             

prohibits call for                      
a specified period, 
usually 10 years



ARBITRAGE
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ARBITRAGE

▪ Expenditure Test

▪ Net sales proceeds & investment proceeds reasonably expected to be allocated 
to expenditures on capital project within 3 years of issue date –   may be extended 
to 5 yrs with designer certification project will take longer

▪ Time Test

▪ Within 6 months incur binding obligation to 3rd party to expend at least 5% of                
net proceeds on capital projects 

▪ Due Diligence Test

▪ Completion of project & net proceeds allocation proceed w/ due diligence 

    



Source: IRS, Complying with Arbitrage Requirements: A Guide for Issuers of Tax-Exempt Bonds  

Allowed construction fund spending 
    

        6 months   10%
      12 months   45%
      18 months   75%
      24 months 100%

TEMPORARY PERIOD EXCEPTION FOR CAPITAL PROJECTS
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REFUNDING 
BONDS

▪ Refinance existing debt
▪ Outstanding bond issue

▪ Bank Loan

▪ Capital lease

Why refund?
▪ Lower interest rate

▪ Eliminate burdensome covenants from existing debt

▪  Advance refunding

▪ Defeasance
▪ Proceeds are invested, usually in government securities,  until 

refunded bonds become callable 

▪Anti-abuse rules 
▪  Hedging against future increases in interest rates not allowed



This Photo by Unknown Author is licensed under CC BY-SA

http://thebluediamondgallery.com/r/refinance.html
https://creativecommons.org/licenses/by-sa/3.0/
https://creativecommons.org/licenses/by-sa/3.0/
https://creativecommons.org/licenses/by-sa/3.0/


2
9

REFUNDING 
BONDS

ADVANCE REFUNDING

▪ Sale of new bonds before 1st call date of existing bonds

▪ Exchanging bonds before their maturity for other bonds with 
longer maturities and lower interest rates 

▪ According to Forbes and Jefferies, advance refundings   were  
17% of  municipal bond issuances

▪ Tax Cuts and Jobs Act of 2017 made interest on                     
advance refunding bonds taxable

▪ In March 2023, the Investing in Our Communities Act  
introduced to reinstate the exclusion from gross income                     
for interest earned on advanced refunding bonds

▪ Several workarounds and alternatives (e.g. Current refunding, 
forward delivery bonds, “Cinderella” bonds”, tender offers)  





APRIL 2025- APRIL 2026



DERIVATIVE 
INSTRUMENTS



DERIVATIVE INSTRUMENTS  

• In this simple example, the fixed rate payer exchanges payments with 
floating rate payer

• Universities are usually a fixed rate payer, and banks are usually a floating 
rate payer

• If the university payment is short, it will need to pay additional amounts to 
floating rate payer



WHAT TO KNOW ABOUT DERIVATIVES:

▪ Overreliance on an interest rate swap can make debt look cheaper 

▪ Derivatives include liquidity risk and counterparty risk 

▪ Most common derivative is an interest rate swap – it effectively 
changes the institution’s underlying rate

▪ Others: interest rate caps and floors, collateralized debt 
obligations (CDOs), and credit default swaps (CDS)  

▪ Before the Great Recession variable rate debt hedged by interest 
rate swaps were common — but many were terminated

DERIVATIVE INSTRUMENTS  



WHAT TO KNOW ABOUT DERIVATIVES:

• Public universities that engage in a swap strategy are required to 
have an independent representative (“swap advisor)

• Swaps must be tracked monthly to determine whether the 
institution is “in the money” or “out of the money”

• The institution may need to post collateral depending on its 
contracts — if its credit rating falls, the institution may also need 
to post collateral

• So, the institution should thoroughly understand its obligations

DERIVATIVE INSTRUMENTS  
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COVENANTS

▪ Pledge by borrower

▪ If violated, can cause default

▪ Bond insurer requirements > LOC provider 

▪ Affect operations 



Examples
▪ Rate Maintenance Covenant

▪ Debt Service Coverage Ratio

▪ No Competing Facilities



  Financing Terms & the Effect on Your Options & Operations

“When examining these new contracts, gentlemen, please note that in Paragraph 48 the             
word ‘golden’ has been replaced by ‘plywood’  and ‘parachute’ is now ‘toboggan’.”
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POSSIBLE 
COVENANTS

Maintain Maximum Annual Debt Service (MADS) in a reserve



RATE MAINTENANCE

DEBT SERVICE COVERAGE RATIO

DEBT SERVICE RESERVE

Available Revenues / Annual Debt Service                   

Agree to maintain rents and other charges at the 
level necessary to service the debt 
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POSSIBLE 
COVENANTS



OPERATING RESERVE

ADDITIONAL BONDS TEST

PERMITTED INVESTMENTS

Sufficient revenue        
required before additional                       
parity bonds issued              

 Maintain balance to cover operational losses

 Typically 1-2 years of operating expenses
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POSSIBLE 
COVENANTS

▪ Bondholder approval of certain 
significant transactions

▪ Credit enhancer approvals

▪ Mandatory actions if fail to              
meet covenants

▪ Required to engage consultants

▪ Covenants less restrictive with 
increased credit quality



InsideHigherEd.com  - Moody’s Report Sept 2020:  
   

Lower debt service coverage could trigger some bond covenants, leading to a technical default but not 
situations where colleges have defaulted on their loans because they did not pay.                                            

Such technical defaults can often lead to colleges being required to bring in a consultant.

Dodge City Community College 
Student Union & Dorm Bonds

“… feature a clear disclaimer          

that the school has no direct 

obligation for these bonds. 

But DCCC remains the                   

sole issuer of the bonds.                            

According to bond traders active in 

the municipal bond markets, the 

school’s exact obligation      
in case of legal default                      

can only be discovered 

through careful examination 

of the covenants                                      
of a specific bond and the overall 

financial health of the school.”
   

Brookside Research
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DEFAULTS 
AND 
POTENTIAL 
DEFAULTS

BUT USUALLY MEDIA EVENTS



STILL SMALL IN 
NUMBER

Dowling College in Default on Bond Payments

Dowling College in Default on Bond Payments
August 7, 2015

 

Troubled Law School 
Defaults On Its Bonds,         

May Be Forced to             
Cease Operations
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DEFAULTS 
AND 
POTENTIAL 
DEFAULTS

BUT USUALLY MEDIA EVENTS



STILL SMALL IN 
NUMBER

Dowling College in Default on Bond Payments

Dowling College in Default on Bond Payments
August 7, 2015

 

Troubled Law School 
Defaults On Its Bonds,         

May Be Forced to             
Cease Operations



Sources  
&  

Uses 
of Funds
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PROJECT 
SIZING: 
SOURCES 
AND USES 
EXAMPLE 

SOURCES

Par amount  (Principal) $ 81,000,000 
Less: Underwriter’s discount (414,000)
 Total Sources $ 80,586,000

USES

Project (Construction) Fund $ 68,311,350
Capitalized Interest Fund    3,842,500
Costs of Issuance                   1,542,150
Debt Service Reserve Fund 6,890,000
     Total Uses $ 80,586,000
     

NOTE THAT ONLY 85% OF PAR VALUE GOES INTO THIS PROJECT
  


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DECLARATION 
OF 
OFFICIAL 
INTENT

REIMBURSEMENT RESOLUTION

▪ Borrower wants to work on a project before tax-exempt debt is incurred and 
reimburse itself with bond proceeds (e.g., feasibility analysis, planning/design work, 
demolition, extraordinary working capital)

▪ Other than for certain preliminary expenditures, borrower must have 
“reimbursement resolution” in place that satisfies Treas. Reg 1.150-2

▪ Reimbursement resolution requirements

▪ Information

▪ Project description

▪ Maximum amount of reimbursement

▪ Timing

▪ Resolution adopted not later than 60 days after pmt of original expenditure

▪ In most cases bonds must be issued no later than 18 months after later of 

▪ Date the original expenditure is paid; or 

▪ Date project placed in service, but NOT > 3 years after original expenditure is paid

▪ Does not commit borrower to issuing debt; merely provides flexibility

https://www.law.cornell.edu/cfr/text/26/1.150-2
https://www.law.cornell.edu/cfr/text/26/1.150-2
https://www.law.cornell.edu/cfr/text/26/1.150-2
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EXAMPLES OF 
BOND ISSUE 
STRUCTURES

www.munios.com


www.emma.msrb.org



OFF-BALANCE SHEET 
FINANCING



PRIVATIZED  
STUDENT 
HOUSING

47
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FINANCING 
PRIVATIZED 
HOUSING

PRIVATIZED HOUSING PROJECTS

▪Various structures

▪Tax-exempt bonds with total or partial institutional 
leases or guarantees

▪More risk

▪More potential return

▪Taxable financing 

▪Developer financed and owned 

▪Less Risk

▪Less Return



48



PRIVATIZED STUDENT HOUSING STRUCTURE 
COMPARISON

Developer             Foundation with         Foundation with     
        Guaranteed                No Guarantee            Institution Guarantee  

              Taxable                     Tax-Exempt                        Tax-Exempt

Net Oper. Income    $675,000       $675,000                $675,000 

Debt Service ($888,274)     ($846,712)             ($707,162)  

Gross Cash Flow ($213,274)       ($171,712)              ($32,162)   

Developer loss ($213,274)                    $0                $0

Foundation loss    $0         ($171,712)                        $0

Institution loss     $0                      $0               ($32,162)    

Debt Service Coverage           .76                         .80                       .95
49



PRIVATIZED STUDENT HOUSING STRUCTURE 
COMPARISON

Developer             Foundation with         Foundation with     
        Guaranteed                No Guarantee            Institution Guarantee  

              Taxable                     Tax-Exempt                        Tax-Exempt

Net Oper. Income    $1,075,000       $1,075,000                $1,075,000 

Debt Service ($888,274)     ($846,712)             ($707,162)  

Gross Cash Flow $186,726      $228,288              $367,838   

Developer gain $93,363                   $0                $0

Foundation gain   $0         $228,288                        $0

Institution gain     $93,363                      $0               $367,838    

Debt Service Coverage        1.21                        1.27                       1.52
50
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CASE 
STUDIES

• Student housing development suffered low occupancy levels 
attributable at least in part to unconventional architecture

Fullerton Village at Depaul University 

Total debt affected:  $72.23 million

• Loft-style apartments with concrete floors                     
and high ceilings – noisy!!

• Occupancy dropped from 87% in Spring 2007                   
to 52% in Fall 2007 

• June 2008: tapped DSRF to pay debt service

• Dec 2008: Defaulted

• Fall 2016: occupancy =  83%

• Project revenues paid operating expenses + interest, but not principal

• 2017: Project sold for $92 million 

• Both senior and subordinate bondholders were repaid in full
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CASE 
STUDIES

• Texas A&M student housing had been at                                                                 
maximum capacity for 5 years

NCCD – College Station Properties LLC, TX 

Total debt affected:  $341.6 million

• Project would increase on-campus housing               
stock by 28% in 2017, creating a risk that                
new stock may not be fully absorbed

• During construction numerous projects              
sprung up in better proximity to campus

• Initial lease up rate well below projections

• Also, market did not support rent levels at 
targeted price points

• 2018:  Revenues insufficient due to lower market rents than projected; 
operating reserves tapped to  pay 1st year of amortizing debt service 

• July 2022: Occupancy strong but rent insufficient to make  principal

• Recovery pending

NCCD – College Station Properties LLC, TX 
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S Q U A R E

C B M I  F I N  2 2 3 2

CONCLUSION

DEVELOP A PRIORITIZED CAPITAL PLAN AND CAPITAL BUDGET

QUESTION AND NEGOTIATE DOCUMENT TERMS 

UNDERSTAND COVENANTS & EFFECTS ON OPERATIONS4

HAVE WELL DEFINED OBJECTIVES

HIRE FINANCIAL ADVISOR UNLESS VERY EXPERIENCED

ENSURE DOCUMENTS ARE CLEAR FOR BENEFIT OF SUCCESSORS

STAY ON TOP OF POST-ISSUANCE TASKS 

5

3

2

1

6

7
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CAMPUS-
BASED 
DEFAULTS—
PAYMENTS 
AND 
COVENANTS 

 1. https://cardinalnews.org/2025/01/16/averett-bonds-
in-default-due-to-high-debt-ratio-trustee-reports/

 2. Hampshire College to close after failing to 
refinance bonds

 3. University in Kentucky breaches covenant, hires 
consultant

 4. https://www.bloomberg.com/news/articles/2024-01-
16/struggling-private-midwest-college-strikes-deal-
with-bondholders

 5. https://www.bondbuyer.com/news/georgia-proton-
center-bondholders-will-take-haircut-after-bankruptcy-
sale

https://cardinalnews.org/2025/01/16/averett-bonds-in-default-due-to-high-debt-ratio-trustee-reports/
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https://cardinalnews.org/2025/01/16/averett-bonds-in-default-due-to-high-debt-ratio-trustee-reports/
https://www.bondbuyer.com/news/hampshire-college-to-close-after-failing-to-refinance-bonds
https://www.bondbuyer.com/news/hampshire-college-to-close-after-failing-to-refinance-bonds
https://www.bondbuyer.com/news/hampshire-college-to-close-after-failing-to-refinance-bonds
https://www.bondbuyer.com/news/university-in-kentucky-breaches-covenant-hires-consultant
https://www.bondbuyer.com/news/university-in-kentucky-breaches-covenant-hires-consultant
https://www.bloomberg.com/news/articles/2024-01-16/struggling-private-midwest-college-strikes-deal-with-bondholders
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EXAMPLES OF 
BOND ISSUE 
STRUCTURES

Extracts from Official Statements are in your handouts

Preliminary Official Statements
Colorado State University System

Cheltanham Township Industrial Development Authority (Arcadia 
University)

General Obligation Bonds                                                                          
The University of Vermont and State Agricultural College 

Revenue Bonds                                                            
University System of Maryland

University of Delaware 

Development Authority of Fulton County 
(Georgia Tech Athletic Association Project) 


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EXTRACTS OF 
MUNICIPAL BOND DOCUMENTS

PRELIMINARY OFFICIAL STATEMENTS

OFFICIAL STATEMENTS

APPENDIX
 A































Education is what                                 
you get when you                                   

read the fine print.      

This Photo by Unknown Author is licensed under CC BY-NC

Experience is what you get when you don’t.
-Pete Seeger                        

http://www.flickr.com/photos/unreal_estates/6803395735/
https://creativecommons.org/licenses/by-nc/3.0/
https://creativecommons.org/licenses/by-nc/3.0/
https://creativecommons.org/licenses/by-nc/3.0/
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