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Public Bond Issuers Seek Costs Caused by Insurers 
BY JEFFREY A. BARRACK 
S@LI to  tbe &III 

A 
recent article by David Weinstein in 
Legal affiliate Tke New Jersey Law 

Journal explained that the "sub- 
prime mortgage meltdown morphed [into] 
the municipaI bond market" when bond 

insurance companies' credit ratings were 

downgraded. Weinstein noted that "munici- 
palities, schools, colleges and other g o m -  

mental institutions that borrow to undmake 

projects" are f a d  to pay 'bigher costs 

for capital improvements" in the wake of 
revelations that bond insurers had enormous 
exposure to collateralized debt obligations. 
or a O s ,  and mortgagebacked securities. 

Weinstein concluded that bigber municipal 

h w i n g  cwtg m potentially lead to higher 
taxes. This column addresses the issues and 
identifies certain theories being used by pub- 

lic bond issuers to s& Iemrnpense for costs 

caused by their bond insurers. 

HOW BOND AUCTIONS WORK 
Auction-rate gecurities, or ARS, and other 

forms of variablerate debt instruments are 
used by municipalities as a low-cost finane 
ing 1001. Although ARS have intermediate 
to long-term maturities, they bear interest 

at lower short-term rates that reset at pre- 

determined intwvds; they are bought and 
sold through a Dutch auction. Typically 
the auctions reset interest rates every day, 

seven days, 28 days, 35 days, 49 days or six 
months. In ihe auctions, investors submit 
bids thrwgh a broker-deder acting as auc- 
tion agent specifying the principal amount 

to purchase and the minimum interest rate 
the investor is willing to accept. The auction 
agent then sorts the bids by their ascending 
interest rates until tbe entire principal amount 
of the securities available for sale are sold. 
The lowest rate ar which dl the gecurities can 

be sold establisb~s h "clearing rate" that 
applies to all the securities of an offering. If 
there are not enough bids to cover the securi- 

ties for sale, an auction is said to 'Yail," and 

the rate on the ARS is set at a predetermined 
'maximum" rate. Nearly $307.2 billion in 
municipal ARS have b n  issued since 1988. 

ISSUERS MUST BUY BOND 
INSURANCE 

Alrhoughmunicipal bonds have historically 

been exceptional Iy safe investmmts and of 

high-grade credit quality, credit rating agm- 

cia, including the three leading agencies, 
Fitcb, Standard & Poor's, and Moody's, use 

a dual rating system designed to uniformly 

rate municipal debt lower than corpwate 
debt witb cornprabk risk profiles. Because 
lower-rated securities must pay higher inter- 
est, municipalities are forced to look for ways 

to enhance their d t  ratings and thereby 
reduce the interest rates payable on their 
debt. This is generally done by purchasing 
bond immnce, whereby au insurer guaran- 
tees that it will cover itlterest and principal 
payments on the debt if the municipal issuer 
defauIts. The public issuer makes a onetime, 
up-front premium payment. Weinstein notes 
that many of the largest bond insurance 
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downgrdag, of the insurers MUNICIPALITIES BEAR BRUNT OF 
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municipal ARS and other variablerate mu- 
nicipal bonds. Certain institutional investws 
in auction and variablerate securities are not 
permitted to own se~urities w h w  ratings fall 
below a certain level. The pool of investors 
alw dried up w t  of fea that, because of the 

ratings downgmde, these securities would 
lose liquidity in the marketplace. Concerns 
about the credit-worthiness of the insurers 
dso prompted broker-dealer agents, who 

often supported the ARS market by placing 
bids to prevent a failed auction, to cease their 

As Weinstein notes, for public issuers - 
even those whose financial health rernnins 
smng - this dislocation in the ARS market 
has caused steep ia~eases in the cast of 
capital. When an auauction fails, the issuer is 
obligated to pay a predetemined m a x i m  
interest rate, wbich in some cases may be 

higher than 20 percent, until an auction is 
successfuI. Alternatively, the issuer may re,- 
finance the security with a different type of 
financial instnuneat - typically at a higher 
interest rate than had previously been the 

markets geml ly .  As insurer d n g s  de- 
clined, banks providing liquidity facilities re- 

fused to renew them, municipal issuers were 

required to pay higher interest r a w  to reflect 

the higher perceived risk, or remarket efforts 

failed, causing bands to be tenbed and bear 
interest at a bank rate. Municipalities sought 

to refinance variable-rate debt on more favor- 

able terms. But there are costs assmiated 
with refinancing debt, including the cost of 
obtaining ntw liquidity commitments from 

banks to fund the ongoing payments to public 

bond investors. As Weinstein notes, "banks 

... are obtaining higher fees for the letten," 

adding to the increased cost of capital that 

public entities have been forced to incur. 

'WHAT'S A CITY TO DO? 
These facts give rise to a number of 

Iegd theories being asserted in the courts. 

Municipal issuers entered into insurance 
agreements with bond insurers to acquire 
insurance from AM-rated imumce compa- 
nies for which they paid substantial up-front 
premiums. Under these circumstanoes, the 

bond insurers a~guably had a duty to avoid, 
or at the very least a duty to disdcse, their 

enormous exposure to risky subprime debt, 
which threatened their liquidity and their 
ability to fulfill their contractual obligations 
to public issuers. Indeed, while bond insur- 
ance companies have marketed themselves 

on the basis of their high ratings, they appear 
to have sacrificed the in- of their cus- 

tomers for their own increased profits. 
Consequently, public iasucrs have a s d  

claims against their bwd insurers in state and 
federal corn seeking damages caused by the 

insurers' misrepresentations and omisions 
related to their creditworthiness and conceal- 

ment of the enormous expmure they E a c d  

with the CDOs and mortgage-backed securi- 
ties they guaranteed. Their claims include 
breach of conh-act, based on the insurers' 
"wrap defaults" and conceafment of the huge 
exposure they faced with respect to risky 
subprime debt; common law fraud, based on 
bond insureas' material m i ~ ~ t a t i ~ ~ ~  

and omissions regarding their true financial 
condition and negligence. 
Damages to public issuers of bonds are 

straighhard.  The d t  downgrades of 
the bond insurers, aad the unc-ty sur- 

roundiag their claims-paying ability, led to 

the failure of auctions for auclion-rate secu- 

rities, wbich under the terms of the instru- 
ments rermltcd in dramatic increases in the 

interest rates due on those securities. Tbus, 

an issuer's damages can be measured by the 

increased interest costs that it was conmtu- 
ally r equ id  to pay. Issuers also suffered 
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