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FORMS OF CREDIT ENHANCEMENT

Credit enhancement refers to the purchase by the borrower of a support facility that will upgrade the credit rating assigned its debt by the national rating services such as Moody’s, Fitch and Standard & Poor’s.  Typical forms of credit enhancement include bank letters of credit, bond insurance, corporate guarantees and escrowed securities.  Credit enhancement has become an increasingly important element in the financing of revenue bonds.

A borrower can improve the credit quality of a bond issue and simplify an otherwise complex security arrangement through credit enhancement.  By using credit enhancement, a borrower can also broaden the market for its bonds, as there are many investors who will not buy bonds below a certain credit rating.  Enhancement can increase the perceived liquidity for a little known or infrequent borrower because the institution providing the credit support has greater name recognition in the marketplace.  The result is a lower interest rate on the enhanced debt.

The decision whether or not to enhance a particular bond issue is usually an economic one.  In some cases, credit enhancement may be required by the Council or, in the case of a pooled loan program, it may be a pre-existing condition for actually obtaining a loan from the program.  There are costs associated with credit enhancement, but the interest rate paid by the borrower may be lower with the credit support than without it.  A savings analysis to determine if the credit enhancement is cost effective must be performed in order to compare the credit support fees to the savings in debt service payments over time.  If the present value debt service savings exceed the enhancement cost, it may make economic sense to enhance the issue.  However, there may be other considerations that could negate the economic need for enhancement:  (a) the institution providing the credit support may require burdensome covenants or security pledges which the borrower is not prepared to offer and/or (b) the review process by the enhancer may slow down the financing timetable.

The following summarizes the more common forms of credit enhancement:

Bond Insurance

A bond insurance policy is a noncancellable guarantee to make scheduled debt service payments.  It is designed to protect the bondholder from nonpayment on the part of the borrower.  In the event the borrower fails to meet a scheduled principal or interest payment, the bond insurer will make that debt service payment to the bondholders.  The insurer charges an up front fee, expressed as a percentage of total debt service.  The fee is dependent upon the insurer’s assessment of the borrower’s creditworthiness.

In all insured bond issues, the borrower continues to be the first source of payments on the principal and interest.  The borrower’s creditworthiness remains very important to the marketplace’s acceptance of the debt.  Therefore, all insured bonds do not provide identical rates of return.  However, one of the most attractive features of bond insurance for an investor is that the insurance policy is issued for the life of the bonds, and will cover debt service payments as originally scheduled.  This is preferable to a letter of credit guarantee, which accelerates the outstanding principal payments in order to pay off the entire obligation in the event of a default.  The insurance premium is usually paid from bond proceeds and increases the size of the bond issue.

Letters of Credit

A Letter of Credit is an irrevocable pledge on the part of a financial institution to pay all the outstanding principal and accrued interest to the bondholders in the event of a borrower’s default, or some other specified circumstance.  The bank providing the Letter of Credit becomes the ultimate security for the bond issue and the bank’s credit rating is substituted for that of the underlying borrower.  Although the borrower continues to pledge the usual types of security to the bondholders, such as full faith and credit, net revenues, loan repayments and mortgages, an investor relies on the bank’s ability to pay rather than the borrower’s ability to repay the debt.  Letters of credit are issued for a specified period of time, usually not exceeding seven years.

Any moneys drawn under a Letter of Credit are payable to the bond trustee.  In a “direct pay” Letter of Credit, moneys are drawn to make all debt service payments on the bonds.  Alternatively, in a “standby” Letter of Credit, moneys are drawn only to cover a borrower’s default or bankruptcy.  Under either of these types of letter of credit, the bank is reimbursed by the borrower for any draws pursuant to the reimbursement agreement between the bank and the borrower.

While bonds backed by a Letter of Credit will receive the same rating as the bank providing the Letter of Credit, they will sell at a slightly higher yield than debt with identical ratings that are not backed by a letter of credit.  The reason for this is not so much the credit risk of the underlying borrower but rather, the potential reinvestment risk to the investor.  If payment of principal on the bonds is accelerated because of a borrower’s default, investors who purchased a seven year security, for example, are holding bonds with a short maturity and must reinvest the redeemed principal at yields that are possibly lower than the original yield.

There are other factors that should be considered in determining whether a Letter of Credit is advantageous to a financing.  The bank may impose onerous conditions in the reimbursement agreement that restrict the borrower’s ability to operating in deteriorating economic or financial conditions.  Violation of these bank-imposed conditions could lead to acceleration of the repayment of the debt by the bond trustee at the direction of the Letter of Credit bank.  The borrower would then be obligated to either pay back the bank immediately for the funds drawn to pay the bondholders, or to pay a substantial taxable interest rate on those moneys not repaid.

Due to the short duration of a Letter of Credit, which typically lasts from five to seven years, it must be renewed at each expiration date until the debt has been retired.  Failure to obtain an extension or substituted letter of credit will trigger a mandatory redemption of the outstanding bonds.  This results in a draw on the Letter of Credit.  Therefore, it is usually in the best interests of the bank to renew the Letter of Credit rather than risk a draw.  
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