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INTRODUCTION 

On September 7 the legislature passed House Bill 4995 and Senate bills 651, 865, 866, and 867 
creating two bond proposals that will c ppear on the November ballot. Proposals C and D will ask voters 
to approve the issue of a total of $880 million in general obligation bonds that would be used to finance 
environmental and recreational projects. This paper contains a brief explanation of these proposals and 
an analysis of Michigan's current debt standing and the effect passage of the proposals would have on 
both the level of debt and expenditims on debt retirement. The implicit costs of the addition of new 
long-term debt is also discussed, as is the effect of new federal tax legislation on the tax deductibility of 
any interest earned on the bonds. 

ANALYSIS 

Types of Debt Obligations in Michigan 

There are three general classifications of long-term debt issued by the state of Michigan: general obliga- 
tion debt bonds, special revenue debt lands, and special authority revenue debt bonds.' 

General obligation (G.O.) bonds are guaranteed by the full faith and credit of the state, with interest and 
principal on these issues paid from general fund appropriations. With the exception of those issues used 
to provide loans to school districts, G.O. bonds are subject to voter approval. 

Special revenue bonds are issued for specific purposes, such as transportation or state parks. They differ 
from G.O. bonds in that they are funded from dedicated revenue sources and are not guaranteed by the 
state's credit. 

Special authority revenue bonds are issued by state authorities (the Michigan Higher Education Facilities 
Authority, for example) in order to finmce construction projects or to acquire facilities for the state or its 
institutions. These bonds are the obligations of the issuing authorities and are not direct obligations of the 
state. Debt retirement of one type of I hese bonds-those of the State Building Authority-are financed 
in part by appropriations from the genx-4 fund in the form of lease payments. 

1 Definitions taken from Michigan Department of Treasury, The Annual Report of the State Treasurer, FY 1986-87 
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THE PROPOSALS 

Proposal C will ask voters to approve a $660 million issue of general obligation bonds to be used for en- 
vironmental protection programs. Of tlhis amount, $425 million would be allocated for the removal of 
toxic waste, $150 million for solid waste clean-up programs, and $85 million for water pollution control 
and clean-up. 

From the $425 million toxic waste funds, $40 million would be used to clean up those sites that have been 
identified under the Michigan Environmental Response Act as having economic development potential 
but that have not yet been allocated funds. Up to another $5 million could be used to investigate sites not 
yet identified as being contaminated and to provide funds (in the form of grants and loans to local govern- 
ments) to develop those sites found free: of contamination. 

The $150 million for solid waste projeclis would be available for state projects, local projects (in the form 
of grants and loans), and private concerns (in the form of loans). At least $17 million of the funds would 
be used in recycling projects, including assistance in recycling, the development of markets for recycled 
materials, and recycling research. 

The remaining $85 million of the issue lxould be put into two funds that would allocate monies for water 
control and protection projects. The Slate Water Pollution Control Revolving Fund would receive $60 
million, and $25 million would be used to fund the state's participation in a yet-to-be-formed Regional 
Great Lakes Protection Fund. (If this fund is not established within two years, the funds will be allocated 
to hazardous waste clean-up projects.) 

Proposal D will ask voters to approve $l40 million in funds to be used to develop, construct, and expand 
recreational facilities within the state. Half of the funds would be allocated for use in state facilities, and 
$65 million would go for grants and loais to be used in local recreational projects. The remaining $5 mil- 
lion would be used to redevelop abandmed andlor vacant manufacturing and industrial sites for recrea- 
tional use. 

For each of the proposals, the issue of tlhe debt would occur over a three-year period, with no more than 
34 percent 01 the toiill debt issue occunirig in the h i  year, and no more than 33 percent being issued in 
each of the succeeding two years. Provisions in the proposal call for the yearly appropriation of sufficient 
funds to pay the interest and principal OII the bonds upon maturity. The bonds would also be exempt from 
all state and local taxes. 

MICHIGAN'S CURRENT DEBT SITUATION 

As of the end of fiscal year 1986-87, Michigan had $6.8 billion in total outstanding debt. Total principal 
on outstanding debt consisted of $157..7 million in general obligation debt, $413.0 million in special 
revenue debt, and $6.2 billion in special authority revenue debt. (See Exhibit 1.) Since FY 1981-82, total 
state debt has grown by 113 percent. 11.1 that year, outstanding principal on total state debt was $3.6 bil- 
lion. In per capita terms, total state debt has increased by 90.0 percent, from approximately $390 per capita 
in FY 1981-82 to $741 per capita in FY 1986-87.2 

2 Per capita debt calculations are based on I.I.S. Bureau of the Census estimates provided by the Michigan Department of 
Management and Budget in "Population and Census News," Spring 1988. 
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Item 

GENERAL OBLIGATION DEBT 
School Loan 
Water Resources 
Public Recreation 
Vietnam Veteran Bonus 

Total General Obligation Debt 

NONGENERAL OBLIGATION DEBT 
Special Revenue Bonds 

Michigan Department of Transportation Tax Dedicated Bonds - .  
Tuini Vtmiure YW Dedicaiwi Highway iioncis 
Department of Natural Resources State Park Revenue Bonds 
Public Building Corporation Bonds 

State Office Building Corporation (Mason Building) 
Special Authorities-Revenue Bonds and Notes: 

International Bridge Authority 
Mackinac Bridge Authority 
Mackinac State Park 
Michigan Economic Development Authority 
Michigan State Housing Authority 
Michigan State Hospital Finance Authority 
Michigan Higher Education Facilities Authority IF Michigan Higher Education Studcnt Loan Authority 

Y Michigan Job Development Authority 
1h Michigan Municipal Bond Aulhority 
LFI Michigan State Building Authority 
C Michigan Strategic ~ u n d ~  z 
0" Michigan Family Farm DevelopmentC 

V, 
o Total Nongeneral Obligation Debt 
0, 

E x C i r  1 

Combined Schedule of Bonds and Notes Payable by Fiscal Year 
(in thousands) 

Debt Outstanding on September 30 

3 SOURCE: Michigan Department of Treasury, The Annual Report of the State Treasurer, FY 1985-86 and 1986-87. 

s aAll or part of the principal amount not presented and not represented in the totals due to the advance refunding of all or part of this obligation. 

i2 b ~ n  September 26,1985, the MSF acquired and succeeded to all the rights, properties, obligations, and duties of the Michigan Job Development Authority and the Michigan Economic Develop- 
c ment Authority. The MSF has two types of obligations outstanding: direct obligation---Oil and Gas Revenue Bonds and direct obligation of MSF. Not included in above amount are $21,510 oil and 

gasrefundbonds. 

2 Limited obligation bonds--Obligation of the MSF limited to the payments made by the user of the proceeds. 
V, T h e  $4,748.809 outstanding principal is audited and adjusted for principal retirement on a calendar annual basis. 
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The growth of total debt was due to increases in nongeneral obligation debt. Since FY 1981-82, non- 
general obligation debt has more than doubled, with an average yearly growth rate of 16 percent. (See 
Exhibit 2.) Special revenue debt increased by 7 1 percent (from $24 1 million in FY 198 1-82 to $4 13 mil- 
lion in FY 1986-87)' and special authority debt rose by l l l percent (from nearly $3 billion in FY 1981- 
82 to $6.6 billion by the end of FY 19815-87). Nongeneral obligation issues also claim a larger share of 
the state's total debt pie, up from 89.9 pcrcent in FY 1981-82 to 97.7 percent of total outstanding issues. 
(See Exhibit 3.) This was due to the increase in special authority issues. The $157.7 million of outstand- 
ing general obligation principal, however, amounted to only 2.3 percent of total outstanding state debt. 
This is a significant reduction from FY 1981-82 when general obligation debt stood at $361 million and 
accounted for 10.1 percent of total outstanding state debt. The last issue of long-term G.O. bonds was in 
FY 1983-84 (for water resources), and most current outstanding G.O. debt--66 percent-was issued prior 
to 1979. (See Exhibit 4.) Because of the small amount of this type of debt issued by the state since that 
time, the payments necessary to retire existing G.O. bonds have been declining. These payments will fall 
significantly after FY 1990-91, by which time a majority of the current outstanding G.O. debt (58.6 per- 
cent) will have been retired. (See Exhibit 5.) According to the Senate Fiscal Agency, payments made 
from general fundgeneral purpose (GFiGP) appropriations on total state debt (G.O. appropriations plus 
State Building Authority lease payments) are estimated to peak in FY 1988-89.3 

Michigan's current debt situation compares favorably with the rest of the country. As of FY 1986-87, 
Michigan state and local guaranteed deb1 per capita ranked 27th among the 50 states (higher number ranks 
are assigned to those states with less debt per capita). Michigan ranked 41st in state and local nonguaran- 
teed debt per capita and 42nd in the amount of total state and local debt per capita.4 

EXHIBIT 2 

Growth of State Debt from Previous Fiscal Year 

Year G.O. Debt Non-G.O. Debt Total State Debt 

Average yearly 
growth rate -15.1% 

SOURCE: Calculations made by Public Sector Consultants based on data provided by 
the Michigan Department of Treasury. 

3 Senate Fiscal Agency. Notes on the Econom,y and Budget. Issue #48. February 1988. 
4 Advisory Commission on Intergovernmental! Relations, Signijicunt Features of Fiscal Federalism, vol. 11,1988. Total state 

and local debt ranking calculated by Public $;ector Consultants based on this information. 
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EXHIBIT 3 

Size and Relative Shares of Total State Debt for FY 1982 and FY 1987 
(millions of dollars) 

Special Re irenue 
($241.4) 

n Special Authority 
($2,964.3) 

Total State Debt: $3,566.8 

Special Rwenue 
($413.0) , 

6.1% General Obligation ($157.7) 

2.3 76 

Specia I Authority 

Total State Debt: $6,819.2 

SOURCE: Michigan Department of Treasuy, Annual Report of the State Treasurer, FY 1986-87. 
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EXHIBIT 5 

Payments Schedule for Currently Existing General Obligation Bonds 

For Period 
Ended 
September 30 Prin~:ipal Interest Total 

1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
TOTAL 

SOURCE: Michigan Llepartment of Treasury, The Annual Report of the State 
Treasurer, FY 1986-87. 

Passage of proposals C and D would sij,:nificantly increase Michigan's general obligation debt. The in- 
crease appears large, however, only beci:use of the small number of new issues over the last 13 years. The 
effect on total state debt of passage of both proposals would be to increase total outstanding band prin- 
cipal by 11.7 percent over FY 1986-87 levels; the G.O. bond share of total state debt would rise to 12.6 
percent of total debt. Passage would rake G.0 debt per capita from $17 to approximately $104, and total 
state debt from $741 to $828 per capita. 

New bonds would not begin to be issued until FY 1990-9 1, with retirement beginning in the following 
year. Because of the retirement of so mncn oid G.O. debt, increases in GFiGP appropriations should not 
be significantly larger than in past years. 

Because the legislation required to put I he proposals on the ballot was passed so late in the session, few 
details of the bonds' issuance are k n o w  at this time. Exhibit 6 provides an example of a straight-line 
bond retirement of $800 million issued Iwer a three-year period (the fastest rate at which the bonds may 
be issued under the proposal), with the ('orresponding changes in GFIGP appropriations. 

THE EFFECT OF FEDERAL TAX REFORM ON BOND INTEREST DEDUCTIBILITY 

The interest on the bonds that would be i!;sued due to passage of proposals C and D would be exempt from 
aLl state and local taxes. Exemption of tile interest from federal taxation would depend upon whether the 

L issue complies with federal law and, ml )re specifically, with the 1986 Tax Reform Act. This act limits 
the size and type of bonds that a state ntay issue as well as the amount of benefit that private firms can 
receive from bond funding. Only 10 pelcent of a bond's issue may be spent on facilities that will be used 
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EXHIBIT 6 

Payments Stream Necessary for Retirement 
of $800,000,000 Bond Issue 

1st Issue 2nd Issue 3rd Issue 
($272,000,000) ($264,000,000) ($264,000,000) Total 

1990-91 Year of issue - - - 
1991-92 $27,703.200 Year of issue - $27,703,200 
1992-93 27,703,200 $26,888,400 Year of issue 54,591,600 
1993-94 27,703,200 26,888,400 $26,888,400 8 1,480.000 
1994-95D010-11 27,703,200 26,888,400 26,888,400 8 1,480,000 
2011-12 26,888.400 26,888,400 53,776,800 
2012-13 26,888,400 26,888,400 

NOTE: Estimates assume 20-year bonds issued at an 8 percent rate of interest. Total principal and interest on 
issue: $1,629,600,000. 

by private firms, and no more than 10 percent of the principal and interest on the issue may be paid by 
5 privateentities. If spending of funds docs not comply with these restrictions, they are classified as "private 

activity bonds." Some private activity bc mds may be tax exempt, but a state is restricted inthe total amount 
of funds of this type that it can issue. L.ate passage of the legislation placing the proposals on the ballot 
limits our knowledge of specifics with respect to the bonds' issuance. The loan provisions provided within 
the two proposals make it possible that the bonds to be issued under proposals C and D could be classified 
as private activity bonds, making any interest earned on them non-tax deductible on federal returns. This 
problem is likely to be overcome in the [manner in which the spending of the funds is structured. In addi- 
tion, corrections to the Tax Reform Act are currently being written, and litigation regarding this issue is 
pending, causing the tax-deductibility of the bonds to be in question. 

APPROPRIATION VS. DEBT 

In general, bonds are issued because thc: funds necessary to enact specific new programs or projects are 
substantial. Allocation of funds from tl~e existing budget would require that current programs be cut or 
eliminated or the new programs be implemented slowly, with only small portions of the total funds neces- 
sary being allocated at any one time. By issuing bonds, the necessary funds are raised and the project im- 
plemented more swiftly than with allocation, while allowing for payment of the project over a long period 
of time. Thus, the project is implemented without requiring cuts in existing programs, and the benefits to 
be derived from the new program begin to accrue immediately. In addition, by spreading the repayment 
of the issue over a long period, current and future generations, both of which will benefit from the project's 
implementation, pay for it. 

Bond-financed programs have the added advantage of being relatively low cost. Interest received from 
state-issued bonds are tax deductible (at least at the state and local level) and, therefore, can compete with 

5 Carroll A. Campbell, Jr., "Tax Reform and I'ublic Finance," The Journal ofstate Governments, vol. 61, no. 4, July/Augusr 
1988. 
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comparable bonds issued at higher rates of intcrest that arc not tax deductible. General obligation bonds 
are also considered to be low risk due to  the state's full faith guarantee to pay principal and interest on the 
issue. Both of these facets of G.O. bonds allow them to be issued at interest rates below market rates. 

Using the example of a bond retirement schedule in Exhibit 6,  the issue of bonds under proposals C and 
D would increase GFIGP spending levels in W 1991-92 by approximately $15 million over that of FY 
1983-84, when spending on G.O. bond mirement was slightly more than $65 million. While the increase 
is not large, this does not imply that the 1;ecurities issued would be without cost. There are implicit costs 
associated with the issuance of new debt For example, funds freed up by the retirement of old debt could 
be spent on other programs rather than 11sed to service new debt. In addition, incurring additional long- 
term debt today will limit the amount th;it can be issued in the future. Some worthy projects may not be 
undertaken due to the state incurring adclitional debt today. 

According to the Michigan Constitution the state can vote to issue as much long-term debt as it pleases, 
but in reality, this is not the case. Massive issuance of long-term debt is not practical because it can call 
into question the ability of the state to relire that debt upon maturity, which results in a loss of faith and a 
decline in the state's credit rating, causi~~g future borrowing to become more costly. 

CONCLUSIONS 

Due to the restraint of state government with respect to the issuance of new debt over the last 13 years, 
Michigan's credit situation is sound. Thi: funds asked for under proposals C and D are not excessive, and 
the amount.of spending on debt retirement would not have to increase substantially over the levels of the 
last several years. The proposals call f o ~  portions of the funding to be provided to projects that would aid 
in economic development (via loans to local governments and private concerns) and to infrastructure 
repairs that would help foster continued clevelopment, especially with respect to the tourism industry. We 
therefore endorse passage of the bondin;: proposals. 
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