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Chapter 1.  Recommendations of the 

Department of Legislative Services 

 

 

New General Obligation Bond Authorization 

 

 The Capital Debt Affordability Committee (CDAC) recommended a limit of 

$1,160 million for new general obligation (GO) bond authorizations during the 2014 legislative 

session.  The recommendation is $75 million more than was planned by the committee in last 

year’s report.  The proposed increase is on top of the $150 million increase in authorizations 

proposed last year.  Taken together, these two increases add $1,125 million to the State capital 

program between fiscal 2014 and 2019.   

 

As discussed in Chapter 7, the Department of Legislative Services (DLS) is concerned 

that GO bond debt service costs are increasing at a higher rate than the State property tax 

revenues supporting them.  State pension costs are also increasing in the out-years.  As a result, 

the general fund share of GO bond debt service and State pension costs increase from 9.5% of 

general fund revenues in fiscal 2013 to 13.7% of general fund revenues in fiscal 2018.  Unless 

pension payments are reduced (they are now $300 million above the actuarially required level), 

the remaining lever to provide relief from this ongoing fiscal squeeze is through moderation of 

the burden of debt service.  This can be accomplished by constraining, rather than increasing, the 

level of debt to be incurred, or through the Board of Public Works by increasing the property tax.  

As one step toward constraining the growth in long-term obligations, DLS recommends 

that the previously established debt authorization levels be maintained. 

 

 

Issuance of Taxable Debt 
 

The State’s capital program supports a number of different public policy objectives, such 

as health, environmental, public safety, education, housing, and economic development 

objectives.  Federal government regulations allow the State to issue debt that does not require the 

buyer to pay federal taxes on interest earnings.  In cases where investors do not pay federal 

income taxes, they are willing to settle for lower returns.  Investors in taxable debt require higher 

returns to offset their tax liabilities.  Consequently, the State can offer lower interest rates on 

tax-exempt bonds. 

 

 Federal laws and regulations limit the kinds of activities the proceeds from tax-exempt 

bonds can support.  To avoid exceeding the private activity limits imposed in the federal 

regulations, the State has previously appropriated funds in the operating budget instead of issuing 

debt for private purpose programs and projects.   

 

 At the August 2013 bond sale, the State issued $40 million in taxable GO bonds and 

$435 million of tax-exempt bonds.  The true interest cost of the taxable bonds was noticeably 

higher than the tax-exempt bonds – 1.48% for four-year, taxable debt compared to 1.04% for 
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QECBs, and BABs.  QZABs, QSCBs, and QECBs have been issued to support education capital 
projects.  BABs support the same projects that tax-exempt bonds support. 
 
 To date, the State has issued $185 million in QZABs, QSCBs, and QECBs to support 
education construction projects.  Exhibit 3.7 shows that DLS estimates that the lower costs 
associated with these bonds reduced total debt service payments by almost $59 million.   
 
 

Exhibit 3.7 

Federal Tax Credit and Direct Pay Issuances Supporting 

Public School Capital Projects 
($ in Thousands) 

 

Type 

Year 

Issued 

Amount 

Issued 

Sinking Fund 

Payments 

Debt Service 

Payments 

Similar GO 

Payments
1
 Savings 

       QZAB 2001 $18,098  $12,432  $0  $27,182  $14,750  
QZAB 2004 9,043 7,356 0 12,393 5,038 
QZAB 2006 4,378 3,609 0 6,132 2,523 
QZAB 2007 4,986 4,089 0 6,967 2,877 
QZAB 2008 5,563 0 6,142 7,606 1,464 
QZAB 2009 5,563 0 6,275 7,052 778 
QSCB2 2009 50,320 49,964 0 63,791 13,827 
QSCB2 2010 45,175 44,663 0 52,731 8,068 
QZAB2 2010 4,543 4,543 0 5,302 759 
QZAB 2011 15,900 0 15,900 20,267 4,367 
QECB 2011 6,500 0 7,080 8,285 1,206 
QZAB 2012 15,230 0 15,230 18,303 3,073 
Total 

 

$185,299  $126,656  $50,627  $236,011  $58,730  
 
 
GO:  general obligation     QSCB:  Qualified School Construction Bonds 
QECB:  Qualified Energy Conservation Bonds   QZAB:  Qualified Zone Academy Bonds 
 
1 Estimates the cost of issuing an equal amount of bond assuming the true interest cost of the nearest general 
obligation bond sale. 
 
2 Sinking fund payments are estimated, and the final amount may change when final arrangements are made. 
 
Note:  Subtotals and totals may not sum due to rounding. 
 
Source:  Comptroller; State Treasurer’s Office, October 2012 
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 Qualified Zone Academy Bonds 

 
QZABs were created under the federal Tax Reform Act of 1997 as a new type of debt 

instrument to finance specific education projects.  In Maryland, the proceeds support the Aging 
Schools Program.  QZABs are issued with the full faith and credit of the State.  Consequently, 
QZABs are considered State debt.  For purposes of calculating State debt affordability, QZABs 
are included in the State’s GO bond debt outstanding and debt service. 

 
 Prior to 2008, the State did not pay interest on QZAB issuances.  Instead, bondholders 
receive a federal income tax credit for each year the bond is held.  The State is not required to 
make payments on the principal until the bonds are redeemed.  For example, under its 
2001 agreement with Bank of America, the State, through the State Treasurer’s Office, makes 
annual payments into a sinking fund invested into a guaranteed rate of interest.  Since the funds 
are invested in interest-bearing accounts, the repayment of the principal by the State is less than 
the par value of QZABs, making QZABs less expensive than GO bonds. 
 

The Treasurer’s Office advised that the federal government approved new rules regarding 
arbitrage that precluded the State from investing sinking funds.  As a consequence, the State is 
no longer able to invest the sinking funds payments, interest earnings will no longer be 
generated, and the State will need to fully appropriate the principal borrowed.  Costs also 
increased because the State cannot issue all QZABs at par but must instead offer a supplemental 
coupon.  The December 2008 sale offered a 1.60% supplemental coupon.  As Exhibit 3.6 
showed, even with a supplemental coupon, QZABs are still less expensive than GO bonds. 
 
 Recently, the federal government has authorized QZABs with a direct payment to the 
State.  Because interest rates are quite low, the federal payment is sufficient to fully subsidize the 
interest costs.  For example, the State issued $15.2 million in August 2012.  The winning bid was 
submitted by Morgan Stanley & Co., LLC with a true interest cost that is essentially 0% because 
State debt service costs are reimbursed by the federal government.  The net interest cost for the 
winning bidder was 2.83%.  Since the federal government fully reimburses the State, there 
effectively is no interest payment for these bonds. 
 
 The State has received additional QZAB allotments that need to be issued before 
December 2013, 2014, and 2015.  The State can issue $4.5 million in 2013 and $4.6 million in 
2014 and 2015.  The DLS debt service calculations assume that this debt will be issued as direct 
pay debt and that federal payments will be sufficient to support interest costs.  As such, the 
payments represent State principal payments from fiscal 2015 to 2032.   
 
 Qualified School Construction Bonds 

 
QSCBs were created under the federal American Recovery and Reinvestment Act of 

2009 as a new type of debt instrument to finance the construction, rehabilitation, or repair of 
public school facilities.  The bonds are issued with the full faith and credit of the State and are 
debt.  For purposes of calculating State debt affordability, QSCBs are included in the State’s GO 
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bond debt outstanding and debt service.  These bonds were issued in place of tax-exempt bonds.  
The net effect of the bonds was to reduce the State debt service payments. 
 
 QSCBs are tax credit bonds entitling the holder of the bond to a tax credit for federal 
income tax purposes in lieu of receiving current interest on the bonds, similar to QZABs.  The 
tax credit rate on QSCBs is set by the U.S. Treasury to allow for issuance of QSCBs at par and 
with no interest costs to the issuer.  Unlike QZABs, tax credits may be stripped from bonds and 
sold separately, which could increase the marketability of the bonds. 
 
 Under ideal circumstances, the bonds sell at par without any interest payments (referred 
to as a supplemental coupon).  Prior to December 2009, QSCBs were sold with supplemental 
coupon payments (such as the Baltimore County sale which included a 1.25% coupon) or at a 
discount (such as the Virginia Public School sale which generated proceeds equal to 91.0% of 
the bonds’ principal).   
 
 In December 2009, the State sold $50.3 million in QSCBs at par without a supplemental 
coupon.  The State’s second QSCB bond sale was in July 2010 when the State sold $45.2 million 
in QSCBs.  The bonds generate savings by replacing subsequent GO bond issuances that would 
have supported public school construction.  Since there was no supplemental coupon, the State 
will not pay any interest on these bonds.  The State is not authorized to issue any additional 
QSCBs. 
 
 Qualified Energy Conservation Bonds 

 
 QECBs were created by the Tax Extenders and Alternative Minimum Tax Relief Act of 
2008.  The American Recovery and Reinvestment Act of 2009 increased the allocation.  The 
bonds are taxable bonds.  The State will receive a direct federal subsidy for 70% of the federal 
tax credit rate.  All the bonds mature in 15 years.  The definition of qualified energy conservation 
projects is fairly broad and contains elements relating to energy efficiency capital expenditures in 
public buildings, renewable energy production, various research and development applications, 
mass commuting facilities that reduce energy consumption, several types of energy-related 
demonstration projects, and public energy efficiency education campaigns.   
 
 The State issued the full $6.5 million allocated to the State in July 2011.  The proceeds 
will support the construction of energy conservation projects at a school in St. Mary’s County.  
The winning bid’s interest cost was 0.62%.  This low rate is attributable to the federal 
reimbursement.  The winning bidders’ net interest cost is 4.22%.  Insofar as the federal tax credit 
rate at the day of the sale was 5.15%, and the State will be reimbursed 70.0% of that rate, the 
effective federal reimbursement is 86.0%.  Annual interest payments are approximately 
$137,000.  The federal subsidy is $117,000, requiring a net interest payment that is just over 
$19,000 from the State.  Over the life of the bonds, payments will total $7.1 million. 
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 Build America Bonds 

 
 The American Recovery and Reinvestment Act of 2009 authorized the State to sell 
BABs.  The bonds support the types of projects that traditional tax-exempt bonds support and are 
issued in place of tax-exempt bonds.  The buyers of the bonds do not receive any federal tax 
credit and are subject to federal taxes.  Instead, Maryland receives a 35% subsidy from the 
federal government.  Unlike QZABs, QSCBs, and QECBs, these bonds can support any project 
that is eligible to be funded with tax-exempt bonds. 
 
 To minimize debt service payments, the State bid the first BABs issuance as both 
traditional tax-exempt bonds and BABs, with the sale awarded to the lowest bid.  
Nine underwriters bid for BABs, and there were no bids for the tax-exempt bonds.  In subsequent 
bond sales, the State bid them as BABs only. 
 
 The federal program expired on December 31, 2010.  In 2009 and 2010, the State issued 
BABs four times:  in August 2009, October 2009, February 2010, and July 2010.  These 
issuances totaled $583.2 million.  The BABs are structured similarly to tax-exempt GO bonds.  
In January 2011, DLS estimated that BABs reduced State GO bond debt service costs by 
$39.0 million over the life of the bonds. 
 
 Effect of Sequestration on Direct Payment Bonds 

 
 The federal Budget Control Act of 2011 imposes caps on federal discretionary spending 
from federal fiscal 2013 to 2021.  The Act also created a Joint Select Committee to further reduce 
the federal deficit by at least $1.2 billion over 10 years.  The committee could substitute reductions 
for the mandatory spending reductions required through sequestration.  The committee did not 
reach any agreement on reductions, and mandatory reductions are now in place.   
 
 Direct pay bonds are affected by mandatory reductions required through sequestration.  The 
State Treasurer’s Office advises that this reduces federal fund reimbursements for these bonds.  In 
fiscal 2013, reimbursements were reduced by approximately $51,000.  Fiscal 2014 federal funds 
are expected to be reduced by $1.1 million, from $12.4 million to $11.3 million.  If sequestration 
continues into fiscal 2015, federal funds could be reduced by $0.9 million, resulting in an 
$11.5 million federal subsidy.  Because exact reductions are influenced by the mismatch between 
federal and State fiscal years, the date bond payments are due, and the timing of the request for 
federal reimbursements, the amount that federal funds are reduced can vary from initial estimates.   
 
 
Transportation Debt 
 

MDOT issues 15-year, tax-supported consolidated transportation bonds.  Bond proceeds 
usually support highway construction.  Revenues from taxes and fees and other funding sources 
accrue to the Transportation Trust Fund (TTF) to pay debt service, operating budget requirements, 
and to support the capital program.  Debt service on consolidated transportation bonds is payable 
solely from the TTF. 
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In addition to issuing consolidated transportation bonds, MDOT also issues debt referred to 
as nontraditional debt.  Nontraditional debt currently includes Certificates of Participation, 
Maryland Economic Development Corporation debt, and debt sold on MDOT’s behalf by MDTA.  
Of the 10 outstanding issuances of nontraditional debt, 2 are tax-supported and are included in the 
State debt affordability analysis in the Capital Lease section.  The General Assembly annually 
adopts budget language that imposes a ceiling on MDOT’s nontraditional debt. 
 
 Chapter 429 of 2013 provided additional revenues for the TTF by indexing the motor fuel 
tax rate to the Consumer Price Index and creating a sales and use tax equivalent rate applied to the 
average annual price of motor fuel.  This additional revenue will be used to support additional 
capital spending.  The additional revenue generated from Chapter 429 also allows for the 
department to issue more debt to support the capital program. 
 
 Consolidated Transportation Bonds 
 

The issuance of transportation bonds is limited by two criteria:  an outstanding debt limit 
and a coverage test.  Section 3-202(b) of the Transportation Article establishes the maximum 
aggregate and unpaid principal balance of consolidated transportation bonds that may be 
outstanding at any one time.  During the 2013 session, the maximum outstanding debt limit was 
increased to $4.5 billion (from $2.6 billion) in recognition of the enactment of an increase in motor 
fuel tax revenue.   

 
Section 3-202(c) of the Transportation Article further requires the General Assembly to 

establish each year in the State budget the maximum unpaid principal balance in bonds that may be 
outstanding at the end of the forthcoming year.  The fiscal 2014 budget bill set the maximum 
ceiling for June 30, 2013, at $2,292,670,000.  DLS estimates that as of June 30, 2014, debt 
outstanding will total $1,754,035,000 due to smaller bond sales than originally estimated and the 
timing of those bond sales. 
 

The bond revenue coverage test, which is established in MDOT’s bond resolutions, 
establishes that the department will maintain net revenues and pledged taxes equal to at least twice 
(2.0) the maximum future debt service, or MDOT will not issue bonds until the 2.0 ratio is met.  
MDOT has adopted an administrative policy establishing a minimum coverage of 2.5.  Based on 
projected bond sales, DLS estimates that as of June 30, 2014, MDOT will have net income 
coverage of 3.3 and pledged taxes coverage of 5.6. 
 

As shown in Exhibit 3.8, MDOT has issued new (e.g., nonrefunding) consolidated 
transportation bonds in 17 of the past 23 years.   
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