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With the Loss of Advance Refundings, 

What Can We Expect Going Forward? 
 
The Tax Reform Bill passed by Congress at the end of last year has had a significant impact on the municipal bond 
market.  In the months leading up to its passage, speculation regarding what may ultimately may be included in the Bill 
resulted in a wave of issuance at the end of the year unlike anything we have seen in recent history.  December 
experienced the largest single-month of municipal bond issuance on record with $64.5 billion in bonds being issued.  
The key provisions being considered for the Bill that were driving this rush to market included (1) the potential 
elimination of tax-exempt private activity bonds, including financings for 501(c)(3) organizations, (2) uncertainty 
regarding corporate and individual income tax rates, and (3) the potential elimination of advance refundings for 
municipal bonds. 
 
To the great relief of all non-profit sector borrowers - including countless hospitals, universities and cultural 
organizations, the elimination of tax exempt private activity bonds was left out of the final bill.  However, the ability to 
advance refund tax exempt bonds was eliminated, and along with it, approximately 30% of annual tax-exempt bond 
issuance historically.   
 
Decrease in Bond Issuance 
In 2018, the issuance of tax-exempt bonds is down approximately 15% YTD compared with 2017.  Part of this reduction 
in volume is due to the record issuance at the end of 2017.  An estimated $35 billion in bonds that would have been 
issued in 2018 were instead pulled into 2017 to avoid the potential effects of the Tax Reform Bill.  The other key factor 
in this decreased issuance has been the loss of tax-exempt advance refundings for municipal bonds.  Representing 
approximately 30% of tax-exempt bond issuance in any given year, the loss of this refinancing structure is likely to have 
a lasting impact on the level of tax-exempt bond issuance going forward.   

 

Source: MSRB EMMA 
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“Advance refundings” involved the issuance of tax-exempt refunding bonds more than 90 days prior to the call date of 
the outstanding tax-exempt bonds that were being refunded.  In a typical advance refunding structure the proceeds of 
the new bond issue were placed into escrow and invested, with the proceeds used to provide for the debt service 
payments on the outstanding bonds until the call date, and then to pay off the outstanding bonds in their entirety on 
the call date.  When investment yields were close to the yield on the bonds being refunded, this financing structure 
provided an efficient method for issuers to take advantage of lower interest rates and pay off existing bonds even 
though the call date may have been several months or years away.  This method of achieving interest rate savings 
has long been a staple for municipal issuers, and its elimination has left them with fewer options to take advantage of 
lower interest rate environments. 
 
Alternatives to Advance Refundings  
However, if necessity is the mother of invention, we can expect the market to adjust over time and develop alternative 
financing structures to fill the void left by advance refundings.  We are only nine months into this new post-Tax Bill era 
and already there are several potential alternatives that are beginning to appear in the market: 
 

1. Taxable Advance Refundings:  Despite the recent changes in tax law, it is still permissible under the Internal 
Revenue Code to advance refund a tax-exempt bond with a taxable bond.  This may make sense if the issuer 
is seeking to restructure their existing debt or eliminate certain covenants with their existing bonds.  It may also 
be used to generate interest rate savings if the current taxable interest rates are lower than the tax-exempt 
rates of the outstanding bonds being refunded. 
 

2. Interest Rate Swaps:  An interest rate swap can be used to hedge against the risk that interest rates rise prior 
to the time at which a current refunding bond can be issued.  A cash settlement based upon a specified index 
is often used to offset any rise in interest rates at the time the fixed rate current refunding bonds are issued.  
However, due to the basis risk involved with most interest rate swaps for tax exempt bonds, they are typically 
not an efficient method of hedging interest rate risk.  As a result, the anticipated savings from a desired bond 
refunding may not be realized. 
 

3. Forward Delivery Bonds:  One alternative financing structure that has been used recently is the issuance of 
forward delivery bonds.  With these bonds, the interest rates for a new refunding bond are determined in the 
same manner as with an advance refunding bond issue.  However, the bond purchase agreement for the 
refunding bonds contains a longer than normal delivery date so that the closing occurs within 90 days prior to 
the call date for the refunded bonds.  The forward period – the time between when the interest rates are 
determined and when the bond issue is closed – can be several months.  Since interest does not accrue on 
the new bonds during this forward period, there is either a cash settlement or an interest rate premium 
assessed on the new bonds to compensate the purchasers for locking in the interest rates for the new bond 
issue several months in advance of closing.  This interest rate premium or cash settlement reduces the financial 
benefit from the refunding, which limits the situations where it can be used effectively.  However, issuers such 
as the City of Kansas City, Missouri and the University of Dayton have already issued forward delivery bonds 
this year. 
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4. Cinderella Bonds:  Another alternative structure that has garnered interest in the market is the use of Cinderella 
bonds.  Since it is still permissible to advance refund a tax-exempt bond with a taxable bond, a Cinderella bond 
is initially issued as a taxable bond and then converts to tax-exempt within 90 days of the call date for the 
refunded bonds.  However, due to the changing taxability of the interest rate for this type of structure, it has a 
much more limited market among investors. 

 
Each of these options has its limitations, and none of them have proven as efficient or as accepted in the market as 
the traditional advance refunding.  However, it hasn’t even been a year since the Tax Reform Bill took effect and the 
market is still adjusting to this new environment.  In addition to new financing structures being developed, we should 
also expect to see changes in the call provisions for bonds being issued over time.  Shorter calls, premium calls and 
make-whole calls are likely to become more common as they give issuers greater flexibility to refund these bonds in 
the future.   
 
This is sure to be an interesting area to keep your eye on over the next several months, with new developments to be 
expected.  Although the landscape is changing, there seems to be one thing we can always count on - the financial 
markets’ creative ability to fill voids like the one left by advance refundings! 
 

          Sources: Bloomberg, MSRB EMMA 
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