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CHAPTER I

INTRODUCTION

The people of the United States are faced with the greatest

school building program in the history of the country. The national

population is currently increasing at the rate of 7, 300 people per

day. Added to the high birth rate is the decreased percentage of

school drop outs. In 1900, only five out of 100 students entering

the fifth grade stayed on to graduate from high school; whereas,

fifty-four out of 100 now finish high school. 1 On this basis it is

a reasonable assumption that in the future a still higher percentage

will remain in school until graduation. The current schoolpopula-

tion of thirty- seven million children is expected to increase to

approximately forty-eight million by 1965. 2

' Today, schools are in need of approximately one hundred

twenty thousand more classrooms. It is estimated that at least

three million, five hundred thousand children are receiving inadequate

education because of poor school facilities. More than a half a

 

1 Every Week, (Columbus, Ohio) Vol. XXII, No. 11

November 75, 1955, p. 82.

 

2 Loc. cit.

 





 

 

 

million children are on half days or swing shift sessions. 3 The

November, 1955, Washington White House conference listed the

shortage of school classrooms as one of the majorcrises facing the

American public. The perusal of almost any current publication

reveals an article pertaining to the need for additional classrooms.

The need is so urgent that it has been termed by many distinguished

authors as "Today's Crisis in Education".

Michigan is not exempt from the national problem. The

state enrollment in public schools has increased from 946, 627 in

1945 to 1, 296, 558 in 1955.4 By 1960, an estimated 1, 636, 608

students will register for an education in our schools. This will be

a gain‘of over 73 per cent since 1945-6, a period of only fifteen

years. 5 Michigan's problem is becoming increasingly acute. Many

school districts that have previously erected new structures find

tut by are not sufficiently large to house the increasing enrollment.

High school districts as well as cities have developed in areas that

‘10:. entirely undeveloped a decade ago. Even the relatively small,

 

3 fiery Week, loc. cit.
 

4 Table II, Appendix.

5 Clair L. Taylor, Michigan Public School Building Needs,

(Department of Public Instruction School Facilities Survey, 1954), p. 27.

 

 





 

 

 

3

remote, rural areas have not entirely escaped the effect of increas-

ingscheol population and the resultant need of increased school

facilities.

An increase of approximately seventy thousand pupils per

year in the Michigan public schools during the immediate future

establishes without doubt the fact that new structures must be

erected. The erection of these needed structures involves enor-

mous capital outlays. The capital outlay becomes even greater be-

cause casual observance reveals that there is a direct relationship

between the economic cycles and the birth rate. That is, there

exists a parallel between the need for additional school facilities

and the cost of the construction of those facilities.

Neither boards of education nor administrators have been

very successful in obtaining permission of the electorate to erect

new building facilities prior to the actual impact of increased enroll-

ment. The general pattern, on the contrary, is that the electorate

will support the building program only following the experienced

nub The school district then is confronted not only with the need

for additional facilities, but also the problem of paying a relatively

highdollarfor value received.

‘ School districts are relatively helpless in controlling socio-

economic» cycles and the corresponding building needs and costs.
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4

They can erect less expensive buildings, but they can not change the

btdlding index costs.

There are two general approaches to raising funds for this

large capital expenditure. A district may be so fortunate as to have

a taxable base sufficient to provide new school facilities on a pay-

as—you—go basis. Unfortunately, most school districts do not enjoy

this enviable position, and are forced to obtain revenue through the

sale of bonds.

Such bonds constitute a lien upon the school district for a

specified number of years. The "bondee" (school district) agrees to

repay the principal, as well as the interest charged on the principal,

according to the requirements provided in the issue. It becomes

extremely important then, that the bond issue contain these provi—.

sions that make it most advantageous to both the buyer and the seller

of the bonds.

.. . Such mutually beneficial provisions are not limited solely to

those conditions that exist at the time of sale, but should also predi-

cate any economic condition that might present itself during the life

of the issue. No one can predict accurately what the economic

picture will be ten, fifteen, or fifty years from today, nor is it the

pupae of this study to attempt to do so. However, it has been ob-

md tint if, in the past, additional precautions had been taken and

 





 

 

 

5

a more thorough analysis made, bond issues could have been provided

that would have been more beneficial to the school program and the

school district.

It has been observed that school districts utilize a multitude of

methods in developing bond issues, and that there exists a considerable

degree of variance in these bond issues. Some school districts re-

ceive favorable interest rates, while others pay considerably higher

interest rates. Although the economic variables greatly influence the

bond interest rates, it is reasonable to assume that not all of the

difference in rates is the result of these variables. Some of the vari-

ance is the result of the manner in which the bond issue is framed.

Closely allied to interest rates is the flexibility of the issue

. itself. No school district can foresee all of the intangibles that may

or may not present themselves during the interim that the issue is

in effect. School district profiles are constantly being modified or

chnged in some way. An issue that may appear to be plausible today,

may prove to be somewhat impractical within as short a period as

two or three years. A school district, therefore, should be aware

of the possible pitfalls in formulating a bond issue. Further, a

district should provide as many foreseeable alternatives as possible,

thereby providing insurance under varying circumstances for the

most feasible means of retiring the obligations.
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In Michigan, the ability of a school district to build

school buildings is dependent on the total value of real

and personal property in the district, the amount of

building funds on hand, and the existing capital outlay

indebtednes s. 6

Even though the state as a whole showed an ability equal to

151 per cent of the total school construction need, and a surplus of

331, 000, 000 dollars, the situation in many of Michigan's school

service areas is financially unfavorable for new bond issues. 7 The

Department of Public Instruction School Facilities Survey reported

that one hundred seventeen service areas, or 22 per cent of the 524

reporting districts, showed building needs in excess of ability. 8 The

condition has been rectified in part by the adoption of a Constitutional

Amoubnent which facilitates the ability of many a school district to

obtain needed funds for school housing. 9 The 117 districts are now

able to extend their credit sufficiently to meet the building need.

The role of the school bond, however, has by no means

dintaished as an aftermath of the adopted amendment. Instead, the

need for better understanding of factors involved in school bondingis

 

‘ bide, PP. 27-90

7 Ibid., p. 32.

8 Loc. cit.

9 State Constitution of Michigan, Section x, Article 27.
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of greater significance than ever before.

The fact that it is now possible to bond and tax a school

district for a period of thirty years, intensifies the need for a study

of the ramifications that effect the subsequent cost of a bond issue.

This study, a critical appraisal of bonding practices in

Michigan public schools, is based on the following hypotheses:

I. That certain factors related to the bond issue affect the

average net interest cost of the issue.

2.. That bond issues often are not provided with sufficient

flexibility to adapt to the ever changing socio-economic conditions.

3. That the failure of the school district to provide bond

issues in light of the preceding hypotheses can result in inconven-

iences as well as financial loss to the school district.

4. That every district, due to its own variables, should

provide its individual bond issue. However, there are certain

factors that are applicable, in a degree, to every school bond issue.

5. Michigan school bond laws have developed as a series of

expedient enactments, closely allied to temporary economic condi-

tions, rather than as a result of adequate re search and far-sighted

planning.

6. That the 1955 Constitutional Amendment provides new

avenue of approach to the bonding problem that may or may not be

 



    



 

.
.
.
~

<
-
.
—

 

h-- J.‘

beneficial to every school district in the state.

7. That revision or change in the bonding laws of the State

of Michigan could improve the school district‘ s ability to provide

the necessary housing for school children on a more equitable basis.

I. THE PROBLEM

Statement of the problem. It is the purpose of this study:
 

(I) to relate the legal-historical background of Michigan public

school headings; (2) to determine the general characteristics of

Michigan school bonds and the effects of those characteristics as

related to the school board, the public, and the bond buyers; (3) to

debrmine the factors that affect the net interest costs of the bond

issues; (4) to determine the status of school bonding as related to .

the 1955 .Constitutional Amendment.

Pinportance of the study. The State of Michigan is faced with
 

a tremendous school building program. It is generally agreed that

pay~as-you-go is generally the be st and most acceptable program.

However, most school districts are in the financial position that it

is either impossible or impractical to build without the issuance of

bonds for the purpose of raising construction funds. "

The magnitude of the present bonding programs is revealed

51th number of recently approved bond issues. The Michigan
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Municipal Finance Commission approved bond issues in the amount

0! $345, 888,030 in the period of January 1, 1950, to July 1, 1955.

Of this amount there were 210 issues approved in the amount of

O The November$74, 772, 325 from July 1, 1954, to July 1, 1955. 1

issue of the American School Board Journal reveals that in the

single month of August there were $8, 165, 000 in school bonds sold

in the state of Michigan. The diversification in the amount of the

issues, length of maturity, and rates of interest, implies that

there exists a multitude of possibilities in providing and marketing

a bond issue.

The bonds approved in the fiscal year ending July 1, 1955, 11

Varied in amounts from $3, 150 to $7, 250, 000. Maturities ranged

from two years to 25 years, and interest rates differed frei'n a low.

of 1 1/2 per cent to a high of 4 per cent.

The variance in interest rates among issues of similar

nature and physical qualities suggests that, in addition to the bond

market, there exists criteria that has a direct effect upon the in-

terest rate. In addition to the need for providing the most favorable

 

10 Municipal Finance Commission files, Lansing, Michigan.

11 Bond issues approved by Municipal Finance Commission,

July 1, 1954, to July 1, 1955, Research Department, Michigan

Education Association.
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interest rates possible under the existing circumstances at the time

the bonds are issued, there are other important criteria to be exam-

ined such as the tax levy necessary to meet obligations, length of

issue, type of bond, and particularly the flexibility of the issue.

The profile of a district is in a constant state of flux. Econ-

omic cycles do occur, and if the issue is not sufficiently flexible,

the effect of the bond issue could conceivably range from hardship

to disaster. The converse could likewise have a serious effect. The

1950‘s have been a relatively prosperous period in Michigan history.

The growth of expenditures has resulted in approximately the

doubling of property tax. School districts that failed to foresee and

provide for this change in property valuations. and expanded growth,

and did not provide for flexibility within the bond issue to provide .

for such economic change, wrought a hardship to the community and

the educational program. The variety of situations, rates, types of

bonds, relative infancy of the school bond program, and number of

court decisions, all bear testimony to the fact that far too little is

known about the subject by school officials, even though public school

borrowing is a widespread practice.

There has not been any research in the field of recent and

current school bond practices in the state of Michigan. It was,

therefore, advisable to make a study of previous issues as a means
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of. determining some of the practices, and the resultant effects of

these practices. The results of such findings could provide suggested

criteria for the improvement of future bond issues. It is believed

that this study can provide valuable information and data that will

aid school districts in analyzing their particular bond issues, and

thereby provide the necessary facilities at a reduced cost and with-

out. curtailment of the educational program.

Limitation of the study. A complete appraisal of school
 

bending practices and the effects of these practices, involves many

facets. A study of all these factors and the subsequent findings

would be too involved, too complex, and too difficult a task to com-

bine in one study. Therefore, the study is limited to four facets of

bonding practices in Michigan (1) historical background, (2) latitude

provided boards of education within the issue, (3) factors affecting

net interest costs of bond issues, (4) analysis of present status of

school bonding.

The historical background is limited to (l) a brief delineation

of legal status of Michigan school bonding, (2) the history of Michi-

gan school bond debt, (3) the average municipal bond yields since

1’15.

latitude provided for boards of education involve only those

areas of (I) what the money provided in the issue can be used for
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according to the terms of the issue, (2) the leeway that is within the

jurisdiction of the local school board in the retirement of the issues,

(3) the probable effect of these latitudes upon obtaining public approval

for the issue.

The factors that affect the net interest cost were limited to

these that appear either in the bond issue itself or in the notice of

sale of said issue.

The study is limited to two hundred bond issues in excess of

twenty thousand dollars, sold consecutively after July 1, 1954. It

was determined that bond issues of twenty thousand dollars or less

be deleted from the study because they can be sold through local ad-

vertising, and thereby fall into a different category than bonds in

excess of twenty thousand dollars.

The Michigan Advisory Council publishes a notice of sale for

each school bond issue prior to the date of sale of the issue. The

notice contains most of the information pertinent to the bond issue.

Although direct communication with each school district might have

been pleasant, it was predicted that little if any benefit could be de-

rived from such a procedure, as the information obtained from such

an expensive and time-consuming procedure would be little if any

different tho the information published in the notice of sale.

. Factors such as debt to valuation ratios, debt history, and
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percentage of callable bonds could not be isolated entirely one from

the other in relation to the net interest cost obtained for a bond

issue. Because of the probable overlap, the degree of effect of

each of the factors could not be measured except in general terms.

The analysis of the present school bonding status is limited,

because of the short duration of time during which the present con-

stitutional amendment has been in effect. However, it is believed

that sufficient evidence is reported to reveal a trend, and to warrant

suggestions for improvement.

The total study is limited to the existing legal framework.

The writer is not qualified to question bond issues in relation to the

legality of the issue, or to make suggested changes within the legal

framework. Rather, it was confined solely to that area in which the

decision making is at least in part within the jurisdiction of the

board of education.

II. DEFINITIONS OF TERMS USED

Certain terms are used in the pages that follow, and the

"ways in which they are to be interpreted in the study should be under-

stood at the outset.

Bonds. Fowlkes defines a bond as "an instrument issued by

{temperate body in order to borrow money under expressed conditions
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of interest and principal payment. "12

Chamberlain describes school bonds as "simple" (or

unsecured) quasi-municipal corporation issues for the purpose of

purchasing, constructing, and equipping school property. "13

The school bond, according to Rainey, is not a mortgage

against the personal and real property of the individuals of a dis-

trict. but merely a lien (or evidence of legal debt); thus the pur-

chaser has no. recourse at law against individuals in case of default

or repudiation. 14

Bonds are issued for long or short terms. Buehler defines

15
a long-term issue as one of five years or longer.

Capital Outlay. Capital outlay costs include payments for
 

all labor, materials, supplies, and incidentals used in construction,

or the total costs of finished items purchased.

School Elector. A citizen of the United States, twenty-one
 

 

1.2 John G. Fowlkes, School Bonds (Milwaukee, Wisconsin:

lruce Publishing Company, 1924), p. 24.

 

13 Lawrence Chamberlain, The Principles of Bond Investment,
 

(Seventh Edition, New York: Henry Holt and Company, 1917), p. 103.

14 Homer P. Rainey, School Bonds, (Milwaukee, Wisconsin:

Bruce Publishing Company, 1924). '

 

15 A. G. Buehler, Public Finance, (Third Edition, New York:

McGraw-Hill Book Company, 1948).
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years of age, a resident of the state for at least six months, and a

resident of the school district for thirty days or more is a qualified

school elector.

If the proposition to be voted upon is one involving the es-

tablishment of a lien against the personal and real property of the

district, the elector must also be an owner of property assessed for

tax purposes.

Funded Indebtedness. All indebtedness, including both prin-
 

cipal and interest, evidenced by bonds, refunding bonds, notes or

certificates of indebtedness lawfully issued or assumed, in whole

or in part, by any municipality as a general obligation upon the

municipality is considered funded indebtedness.

Oblijations. This is a general term for evidences 'of indebt-
 

edness such as bonds, refunding bonds, notes, certificates of in-

debtedness and other like instruments issued by a municipality

which on their face pledge the full faith and credit of the municipality

and/or are payable primarily from taxes and/or special assessments.

PaLAs-You-Go. This plan requires that a school district
 

levy an additional tax over a period of years to be put aside in a

building and site fund. This money is used only when enough has

accumulated to meet the cost of the project.

- Tax Anticipation Notes. Tax anticipation notes are notes that
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are issued by a simple re solution of the school board against the

next current tax collection. 16

III. ORGANIZATION OF FOLIJOWWG CHAPTERS

Chapter Two pertains to the review of correlated material

already published. The material covered includes the requirements

for a sound bonding program, and the effect of economic cycles on

school bonding as well as the state's responsibility in the over-all

debt program.

Chapter Three is devoted to a description of the methods and

procedures used in developing this study.

The history of Michigan bonding, including the legal statutes

from 1835 to the present, the bonded indebtedness since 1863, and

the average bond yields since 1915 are discussed in Chapter Four.

Chapter Five is devoted to the areas that provide for latitude

in school board decision making that is included within the bond

issue, and the subsequent effect of such provisions upon securing

popular vote approval.

Chapter Six includes those facets that were studied and

 

16 Betty Tableman, Paflng for the Public Schools in

Micggan, (Bureau of Government, Institute of Public Education,

University of Michigan Press, 1951), p. 62.
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analysed in terms of whether or not they had any noticeable effect

upon the net interest rates received for the bond issues. The chapter

was not limited to those factors such as percentage of callable bonds,

debt ratios, et cetera, but also included periods of marketing, legal

counsel, acceptance of bid, and other factors pertinent to the interest

costs.

Chapter Seven relates to the present bonding status. An

attornpt is made at this point to establish the present position of

schools in relation to the ability to bond as well as to retire the bonds

under current legislation. Certain recommendations are made that

are believed necessary if districts are to continue to erect facilities

to meet the growing needs.

Chapter Eight contains the summaries of the study, conclusions,

and recemmendations.
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CHAPTER II

REVIEW or RELATED STUDIES

I. LITERATURE RELATING TO THE PROBLEM

Some justifications for bondiig: It is rather easy to sub-
 

stantiate that no municipality should place itself in debt if such a

position can be avoided without the serious impairment of a recog-

nised need. This generality is as true for school systems as it is

for any other municipality, and perhaps even more so. Unfortunately,

the majority of school districts are in such a position that it is nec-

essary to enter into some type of loan agreement in order to provide

necessary school facilities.

It is true that many established districts of long standing

could have avoided the current need for bonding, had they had the

foresight to provide future building funds during those years that

additional school facilities were not in demand. However, whether

they could or could not avoid the need for borrowing is of little con-

sequence at present. The fact remains that if they need to erect

school facilities and the building funds are not on hand, borrowing

of such monies appears to be the only solution.

The greatest need for borrowing is probably in the newly
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organized local school units and in the rapidly growing districts.

Many such areas have to provide a large scale building program

within a relatively short time. Such districts are usually of suburban

nature where the industrial tax base is generally rather low in rela-

tion to the residential tax base. This position, as described by

George Lloyd, is financially detrimental to any municipality, and

1 As the area tends to stabilize, theparticularly to school districts.

need for additional facilities declines, and the industrial tax base

tends to increase proportionately. So again, regardless of the rela-

tive merits of borrowing or not borrowing, the fact remains that

present capital outlays on any large scale can not be accomplished

except through some type of loan.

Shattuck states that the justification of long term borrowing

lies in the fact that the need for capital improvement arises at

irregular and unpredictable intervals. 2 This condition is not as apt

to develop in the established large communities, as city growth tends

in terms of percentile increase to be less spontaneous. The large

 

, 1 George W. Lloyd, Tale Of Too Many Cities, (Published

by Detroit Edison Co. ).

 

2 Leroy A. Shattuck, Jr. , "A Study of the Debt to Prosperity

Ratio," Mgnicipgl Indebtedness, Series LVIII, No. 2, (Dartmouth

College,- Baltimore: The Johns Hopkins Press, 1940), p. 113.
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city is benefited further in that it has a more favorable opportunity

to regularize capital outlays, which greatly reduces the need for

long term borrowing. In fact, any locality which-is large enough to

maintain a continuous building program with fairly equal annual

volume, can and should avoid any long term borrowing for school

erection purposes. 3 Borrowing has been, and probably will be, one

of the necessary evils in most Michigan municipalities for some time

to come.

Between 1830 and 1870, legislatures were easily induced to

approve new municipal indebtedness, and the courts of the state

were milised as a restraining agency. 4 Most states adopted con-

stitutional restriction during the 1870's, especially after the depres-

sion of 1873, as an aftermath of the large number of defaults subse-

quent to the Civil War.

The problem then of protection of the community from ad-

ministrative extravagance and increased public debts is not recent,

but one of long standing.

Most of the early outstanding debt was for municipalities

other than school districts, because, as Halsey relates, the borrowing

3 Arvid J. Burke, Financing Public Schools in U. S. ,

(New York: Harper & Brothers, 1957), p. 198.

 

4 Shattuck, op. cit., p. 9.
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for educational purposes was not a serious problem until the present

century. 5 Educational expenditures were relatively small and usually

paid out of current taxes. However, increased enrollments and im-

proved facilities have caused borrowing inevitably to become a part

of the modern school as surely as it has found its way into industry.

The question then becomes not so much whether or not to

borrow, but rather what is involved in the process of borrowing.

Bonding versus pay-as-ygu-go. There are two basic methods
 

of securing relatively large sums of money to finance capital outlay

programs: (1) bonding, and (2) pay-as-you-go, including reserve

accumulations and current levies. The relative merits of each

method of financing have been described in detail by Essex. 6 His

findings suggest that neither plan is satisfactory under all' circum-_-

stances. Pay-as-you-go tends to avoid interest costs. Bonding

' spreads the burden over a period of years, and is feasible under more

’circunstances than other plans. Paying for each program before the

 

5 Henry Rowland Halsey, "A Study of Borrowing Practices

in the Administration of Public Schools in Florida, " Contributions to

Education, No. 368, (Teachers' COllege, Columbia University,

N."Y"., 1'9'2'9). p. 68.

 

6 Donald Essex, "Bonding Versus Pay-As-You-Go In The

Financing Of School Buildings," Contributions To Education, No. 496,

New York: Bureau of Publications, Teachers' College, Calmbia

University, 1931), p. 101.
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next one is undertaken restricts the pay-as-you-go plan to com-

munities that enjoy a large tax base.

Only the larger and wealthier school districts have sufficient '

taxable wealth to provide adequate funds for plant construction on an

annual pay-as-you-go basis. The practice is sound if current tax—

paying capacity is sufficient, but most school units, of necessity,

resort to long—term borrowing in order to finance their plant pro- -

gram. 7

One observation is that bonding may be cheaper than pay-

as-you-go when cash loaned to the district is invested at higher rates

of interest than that which has to be paid on the bonds. The fallacy

in this thinking is that there is always the danger of losing a part

of the principal when high interest yields are given paramount con-

sideration in selecting securities for investment purposes, even

though the state statutes place limitations on the type of securities

in which schools can invest said funds. 8

A second observation that could cause pay-as-you-go to cost

more than bonding, or at least to greatly reduce the financial

 

7 Warren T. White, et a1. , "American School Buildings,"

Twenty-seventh Yearbook, AASA, (Washington, D.C., 1949), p. 292.
 

I Pfiublic Acts of Michigan, 1951, Act No. 195, p. 248.
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advantage of pay-as-you-go, is the increasing cost of construction.

That is, if school construction is needed during periods of economic

prosperity, the building cost index may rise so rapidly that in-

creased erection cost as a result of delayed construction can con-

ceivably absorb an amount equal to or greater than the cost of bond

interest.

A third observation is that most school systems, attempting

the defensible practice of paying cash for school plant construction,

find it necessary to accumulate reserves for varying periods of

time. It is extremely important that these funds are carefully ad-

ministered, and that money is available for intended purposes at

the specified time. Large reserve funds provide temptation for an

administration to withdraw funds from the reserve for purposes

other than originally specified. The possibility of such misappro-

priation of funds, as well as the possible legal loss of funds, has

caused Linn to suggest that even short time accumulations are not

generally advisable. 9 Indeed, both the bonding and the pay-as-you-

go methods of financing capital outlay require competent adminis-

tration. Neither program has all of the advantages, nor does either

 

9 Henry H. Linn, "Safeguarding School Funds," Contributions

To Education, No. 387, (New York: Bureau of Publications, Teachers'

Gefiege, Columbia University, 1930).
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have all of the disadvantages. Writers in general have stressed the

desirability of borrowing and building in times of deflation, and the

curtailment of capital outlay in inflationary periods. The theory is

0 Theundoubtedly sound, but it is also generally impractical. 1

present day' backlog of war deferred school construction and the

increasing enrollment make expansion of school facilities necessary

regardless of economic conditions. Neither children nor parents

can afford the educational lag that would result in most school dis-

tricts from a policy of providing construction solely on a pay-as-

you-go program. Small indeed is the number of school districts

that could provide even the minimum requirements in school housing

on such a program, even if the district employed the use of tax

anticipation notes.

The question in the vast majority of school districts is not

whether they should or should not issue bonds for the purpose of

capital outlay, but what type of bonding program best meets their

needs.

Types of Bonds. In the past, school bonds have been issued
 

in two common types, and in a third type less commonly used. 0f

 

10 William Arnold, gt a}: , Problems and Issues in Public

_gchool Finance, N. C.P.E.A. , (New York: Columbia University,

1952), p. 4160
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these three types of bonds previously used in Michigan, only the

serial type bond has survived the ravages of time. It is expedient

to relate briefly here the characteristics of the term or sinking-fund

bond and the serial-redemption sinking-fund bond in order to better

understand the serial bond.

Term bonds were scheduled to mature at a single date,

usually twenty years after date of issuance. This type of bond re-

quired careful management to insure that payments sufficient to

enable the district to retire its debt when due, were placed in the

sinking fund. The term bonding program provided two serious pit-

falls that contributed toward the outlawing of its use in the bonding

of Michigan school districts. First, the bond program required very

careful administration of the debt by the board of education and the

superintendent of schools. The possibility of change of personnel in

these areas during the life of the issue constituted a very serious

problem as to the efficient handling of the debt. Secondly, it was

necessary to provide some means of safe investment for the large

sinking-fund accumulation. Such an investment not only had to be

safe, but also had to be of a nature that its funds could not be used

for purposes other than that for which the fund was originally in—

tended.

. The serial-redemption sinking-fund bond is a modified or
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combination type bond that was occasionally marketed during the

depression years, usually as a refunding program. Although this

type of bond is not legal in the State of Michigan, fit is recommended

by the American School Administrators' Association. 1 1

This type of bond probably should be more widely

utilized in new school-bond issues because it has the

advantage of both serial and sinking-fund types, and the

disadvantage of neither. It is a term bond in that all the

issue is scheduled to mature on the same future date,

and is callable. However, the bonds are nmnbered

serially. A provision in the deed of trust requires the

school district to vote a continuing tax for the life of the

issue. Annual collections from this levy are pledged to

the sinking—fund, with the requirement that the sinking-

fund be exhausted annually by the call and redemption of

bonds in serial order. It is possible for the purchasers

of such bonds to plan their investment portfolios with

reasonable accuracy. For the school district that votes

a tax rate instead of a definite sum, this type of bond

protects the schools against unfavorable fluctuations in

depression times and accelerates the retirement of the

debt in good times.

The serial-redemption sinking-fund bond is a callable bond

in which the debt is paid off in serial order as rapidly as accumu-

lations from a continuing levy permit. This is a somewhat flexible

instrument, permitting the acceleration of redemption in good times,

and deceleration when revenues decline. The advantages of this

kind of bond would seem to more than offset the somewhat higher

 

11 "American School Buildings, " Twenty-seventh Yearbook

of American Associatiog of School Administrators, (Washington,

D. C.: 1979), p. 298. -
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interest rate that it demands. It is recommended as possessing the

advantages of both serial and sinking-fund types and the disadvantages

of neither. 12

Regardless of the relative merits of the term bond and serial-

redemption sinking-fund bond, the only type of bond available for

Michigan school bonding, under present statutes, is the serial fund

bond. 13 Serial bonds may be issued for a period up to thirty

years. 14 The principle characteristic of the serial type is that it

provides a definite maturities schedule for each year until the debt

is retired. It is the general practice to amortize these maturities so

that the sum total of principal and interest payments remains some-

what constant during the life of the debt. 15

Even though serial bonds may be issued for a period of thirty

years, serious consideration should be given to the use of five or

tenyear terms whenever possible. All other things being equal, the

school debt should be retired as soon as possible. Not only should

inflated building costs be paid with inflated dollars, but the annual

 

12 Arnold, 22. cit., p. 407.

13 Public Acts of Micggan, 1937, Act No. 88, p. 12.0.
 

14 Public Acts of Michigan, 1949, Act No. 263, p. 356.
 

15 "American School Buildings," op. cit., p. 294.
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principal payments immediately increase the borrowing capacity of

the district under a debt limitation. 16

When serial bonds are issued for periods 'of at least five

years or more, they should contain a callable feature. That is, the

district should provide a certain number of bonds that are payable on

call by the district. Thus, when interest rates decline significantly,

the schools may effect a savings by refunding the debt at a lower

rate. Or, if a surplus is accumulated in the debt retirement fund,

the district may pay off the callable bonds before maturity date and

save interest costs. The call feature may carry a slightly higher

rate of interest, but nevertheless is considered good financing. 17

Michigan has the advantage of having both the unlimited and

limited type serial bond. Since each of these bonds has definite

characteristics, and since a school district must make a choice, it

is important that the board be cognizant of those characteristics.

Limited tax bonds may be issued for a period not to exceed

twenty years. The electors must approve the issuance of the bonds

at a regular or special election. The electors must also approve an

increase in the tax limitation sufficient in amount to provide funds

 

16 Ibii. pp. 294-98.

17 Arnold, et a1. , op. cit., p. 407.
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to pay the principal and interest obligations of said bonds as they

come due. The basic security back of limited school bonds is the

voted tax millage on an equalized property tax base. 18

The legal machinery is thereby established that theoretically

allows the collection of taxes and the issuance of bonds for a twenty

year period. In practice, however, such is not the case. The

marketability of the bond demands a certain degree of security, so

it is generally necessary to vote the millage increase for a period

of from two to five years beyond the life of the bond issue. Thus,

when the tax millage increase can be legally extended for a period

of not more than twenty years, the life of a good marketable bond

issue is immediately limited from fifteen to eighteen years.

Because the tax rate is limited in a limited tax bond, it is ,

feasible that a reserve fund be established in order to protect the

bond holder and the district against the day that tax levies are not

collected as anticipated. Further, it is necessary to allow for de-

Raqancy in tax collections, even in normal times, of from 20 per

cent to 45 per cent. Both of these factors again contribute to the

shortening of the time for which the tax limited serial bond can be

 

18 Kenower, MacArthur and Co. , Financing the Public

School System in the State of Michigan, (Detroit, Michigan, 1953),
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issued.

In terms of ratio of debt to valuation, the Municipal Finance

Commission will not approve limited tax bond issues that result in

a bonded indebtedness of greater than 15 per cent of the total

assessed valuation. 19 Bond purchasers sometimes refuse to sub-

mit bids for bonds when the debt ratio is in excess of 10 per cent,

even though the Municipal Finance Commission has granted permis-

sion to sell the bonds. If the bond purchaser does submit a hid, it

is not as favorable as it would be if the bonded indebtedness were

less than 10 per cent of the total assessable wealth as equalized.

Since limited tax bonds are then relatively short term bonds,

they become a rather desirable bond for a school district that has

a low debt to valuation ratio because: (1) the interest rate) is

usually less than the interest rate for long term bonds, (2) bonds

may be made callable at a rather early date without seriously handi-

capping the marketability of the bond, (3) such early call dates per-

mit the refinancing of the callable portion of the issue should economic

conditions favor a considerably lower potential interest rate, (4) the

ability to refinance the callable portion also allows for new financing

in case of an expansion program resulting from unanticipated school

 

19 Public Acts ofMichifl 1949, Act No. 263, p. 356.
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‘ 2’- g .m or for any other voter approved capital outlay

mud-tax bend, a serial bond, was made available

. iets through the adoption of Section 27, Article X, of

, ; , ' constitution. 20 This amendment was developed

. . (Q school districts in general were bonded to a point

, gypsum longer possible to bond under the 15 per cent debt

' ' . ’.I ,3. 11th. (2) in many situations it was not possible under

””1and economic conditions to retire the tax limits-.-

. ‘ -. . within the period of time for which they could be issued,

' myhen it was possible to retire tax limitation bonds, the

’ "I .ym‘so prohibitive that the public was beginning to rebel

. wage of such issues.

em, unlimited-tax bond differs from the limited-tan bond

' " .. (pm-tax issue is not subject to the fifteen mill tax

. =Wthe last maturity date does not fall due in less

? en” years from the date of issue. 21 Thu-.9 no millage

, W.“ be voted by electors of the district. for this type bond.

~ “amount necessary to pay the principal and interest _

W1955.

McActs of Michigan, 1955, Chapter 12, Section 681,
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obligation is levied as a tax within the district. Thus, if a district

should for any reason have a rapid decline in valuation, and at the

same time have a large outstanding debt, it is conceivable that an

extremely high tax rate could be levied against the district. It is

this fact that the bond issue is exempt from the fifteen mill limita-

tion, that the name unlixnited-tax bond is derived, rather than the

length of time for which it is issued.

The advantages of the unlimited-tax bond issues are:

(l) the length of time allowable for retirement of obligation results

in a more even spread of taxation among present and future property

owners, (2) even though the tax rate is usually higher for long term

bonds, the principal and interest payments can be kept to a minimum

by spreading the payments over a greater number of years, (3) the

bonds are payable from unlimited taxes. Thus the necessity for es-

tablishing a reserve fund is eliminated, and (4) the 15 per cent debt

to valuation limitation is lifted for unlimited bond issues which

enables a school district to bond itself up to any amount, provided

a purchaser for the bonds can be obtained.

The inherent weakness of the unlimited-tax bond is that the

tax levy under certain circumstances could be exhorbitant. This

possibility was foreseen and provisions were made for the
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"qualification" of bonds. 22 All outstanding school bonds issued

prior to May 4, 1955, were automatically qualified for state loan

purposes, and all unlimited-tax bonds issued subsequent to May 4,

1955, were eligible for qualification.

A bond is qualified by the simple process of receiving affirm-

ation from the Superintendent of Public Instruction that the bond is

eligible for a loan in the event that a thirteen mill debt tax levy is

not sufficient to meet the principal and interest obligations in any

one year. This provision does protect the taxpayer from an exces-

sive high levy in any year. Some schools have failed to qualify their

unlimited bond issues either because they believed that it was not

expedient, or because they did not choose to make the necessary

effort. It would appear to be desirable for every school district to

qualify their bonds even though the necessity for any future borrowing

appears to be remote.

Requirements for sound bonding; Several items are taken
 

into consideration when bond dealers are considering the purchase

of a new bond issue. The dealer analyzes the issue from a quality

standpoint, and determines (1) whether the school board has a good

attitude toward its creditors, (2) whether it has had a past history of

 

22 State Constitution of Michigan, Article X, Section 27.
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default and, if so, for what reason, (3) whether tax collections are

average or better than average, (4) whether the district is resi-

dential, industrial, agricultural, resort, or combinations of the

foregoing, and whether the district has had major problems along

this line that affect the valuation of the district, and (5) whether the

new issue is properly set in) so as to protect both the purchaser

and the issuing mimicipality. Points to consider when issuing new

bonds are covered more fully elsewhere in this study. Let us con-

sider separately each of the foregoing items.

First, the attitude of school board members toward credi-

tors is carefully considered by bond purchasers. Fortunately, most

school officials recognize that they have a big responsibility in

handling the financial affairs of their respective districts, and ‘co-

operate to the utmost to ”sell" the district to bond buyers. They

realize that their performance and willingness to cooperate are im-

portant factors. The election of new school board members who

have not had an opportunity to acquaint themselves with major pro-

blems that may be pending at the time of their election, or who have

set ideas of their own about school problems, can upset the best laid

plans, and even damage a sound financial position.

Secondly, many districts were forced to default principal

and interest payments back in the early 1930's, during the commonly
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called "depression period". Some defaults resulted from the im-

pounding of funds in closed banks, and many school districts with

adequate funds on deposit to meet principal and interest payments

were unable to make these payments. Other districts suffered from

insufficient tax collections which did not allow for payment of princi-

pal and interest in full. Partial payments or no payments at all

were the order of the day. Other districts used the bulk of their

tax collections, including operating and debt service tax collections,

to cover payrolls and ope rating costs. This depleted funds that would

have been used to meet debt obligations. The attitude of school

officials in working out this problem, either by late payment or by

refunding, is a matter of record that is considered by all bond deal-

ers when bidding on bonds.

Thirdly, the percentage of current tax collections is of major

importance to bond purchasers. The Municipal Finance Commission

of the State of Michigan, which must approve the sale of all municipal

bond issues in the state, will not approve an issue if current tax

collections of the municipality are less than 75 per cent of the tax

levy. If tax collections are low, \(less than 90 per cent currently)

then bond dealers want to know the reasons for slow collections.

Among the reasons may be a lack of community interest or pride,

a one-industry community where the industry is forced to curtail
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business for one reason or another, an agricultural area where

crops are affected, a resort area where taxpayers pay taxes in the

summertime rather than when due, etc. Each issuing‘municipality,

if tax collections are less than 90 per cent currently collected, must

account for the reason or reasons.

Fourth, the great building boom of the current period has

brought many problems to school districts. There are more subur-

ban residential districts suffering from growing pains than ever be-

fore. More homes mean more children and more needed school

facilities. Other districts are benefiting from industrial growth

that absorbs a large percentage of the tax burden of the district.

Residential and industrial areas are having more problems than the

agricultural areas, even though the agricultural areas in many'in-

stances are reverting to residential areas. Agricultural areas on

the whole are more stable, and tax collection records of such districts

are good. Many former resort areas have been changing over to

permanent residences, and as such have become more stable.

Fifth, bond dealers are as desirous as are school officials

to have a marketable security that is properly set up to protect both

the purchaser and the school district. Bondholders like to feel that

a district can and will pay principal and interest in accordance with

a schedule that will not be a hardship on the taxpayers. Likewise,
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they feel that school districts when entering into a contract should

live up to the terms as provided in that contract. Bids are submitted

to school districts in accordance with these terms, and dealers are

able to forecast the life of the issue based upon probable performance.

Every bond dealer has access to the records indicating the

level of the market. The appetite of the buyers is determined by

the quantity of bonds being currently offered for sale. If bond issues

are plentiful, the buyer will be more careful in screening and con-

sidering quality of the issue, which makes it a good profit maker

from the standpoint of quick resale. If bonds are not so plentiful,

bond dealers are apt to bid for issues that they would not consider

if they had a choice. Dealers, to stay in business, must have

merchandise to sell. These issues, however, are scrutinizedvery

carefully, and net interest costs to the issuing municipality may be

high.

In determining the net interest costs, the buyer first deter-

mines what the bond should yield. The dealer then determines what

coupon rate or rates plus a premium (or less a discount) will produce

such a yield. Thus the interest rates which the bonds will bear are

established. If the issuing municipality has offered bonds previously,

then a pattern has already been established, and this is used in

establishing new bids. This, in part, accounts for close bidding by
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bond purchasers or dealers. Where a municipality has offered bonds

on a fairly regular schedule, the differences in rates merely reflect

the market trends.

The procedure to follow in setting up a bond issue to the best

interest of both buyer and seller should involve the following steps in

chronological order:

1.

2.

10.

ll.

12.

Advice from state officials

Choice of a reputable bond attorney

Legal school board adoption of bond resolution

Authorization of bond issue

Planning of debt instrument —- type, call provisions,

paying dates, agent and place, denomination,

maturity schedule

Approval of Municipal Finance Commission to

sell bonds

Marketing the bonds -- prospectus, credit rating,

basis for bidding, advertising for bids, acceptance

of sealed bids

Acceptance of low bid or rejection of all bids

Printing, signing, and delivering bonds to

purchaser

Obtaining final legal approval

Obtaining money from sale of bonds

Safeguarding of funds through the establishment of a

construction or building and site fund
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Establishment of debt retirement fund, schedule for

payment of principal and interest, cancellation of

redeemed bonds.

It is important in the setting up of the long term debt instrument

that the following criteria is generally followed:

1.

10.

ll.

12.

13.

Bond program should fit into existing debt maturity

schedules

Payments should fall due at time of maximum tax

collections

Bonds be dates near date of sale

Bonds be in denominations of one thousand dollars

Annual requirements of principal be in blocks of

five thousand dollars

Interest be payable semi-annually

Principal registration be optional to buyer

Debt retirement begin within two years of issuance

Proceeds not be used for purchase of moveable

equipment with life expectancy of less than five years

Early redemption schedule be consistent with ability

to pay

Provide progressive release of borrowing capacity

Be balanced with respect to bond and taxing power,

income, and debt

Be specified in the ballot the purpose for which voted

increase is to be used.

If the obligation is to be a tax-limited issue, include the
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following criteria:

14. No maturities of greater term than twenty years

15. Ten per cent margin of obligation reserved for

emergency

16. Debt service not greater than 25 per cent of total

annual budget

17. Twenty-five per cent of principal to be paid

within five year period

18. Tax increase provided for liberal allowance of tax

delinquency

19. Tax increase provided for several years beyond

maturity of issue.

Effect of economic cycles upon bonding. Economic cycles

can affect public school bonding in at least three areas. First, the

cost of construction and the resulting amount of the bonded debt is

directly related to the economic conditions prevailing or anticipated

at the time of construction contract letting. Clark states:

The decline in actual cost of school building has not

been very large, but existence of a decline itself, however,

is of very great importance. The very fact that costs have

gone down even by an extremely small amount has led to

hide closer to actual cost than in the past. If prices had

continued to go up as they have rather steadily for fifteen

years, the normal tendency would have been for a contractor

to add a very substantial amount to his bid for that expected

rise. If, on the other hand, prices have stabilized, or are

declining slightly, the contractor is much more likely to

present what he thinks is a fair bid for the actual cost of

the building. 23 '

 

23 H. C. Clark, "School Building Cost and Bond Prices,"

School Executive, 72:22, July, 1953.
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It may be assumed then that the economic cycle affects not only the

true building cost index, but also the estimated margin of profit

expected by the contractor, both of which determines in a degree

the amount of the bond issue.

The second area is the effect of the economic cycles upon the

net interest cost of the bond issue. According to Clark, a slight

easing of the boom (1953) should have resulted in a downward trend

of_interest rates. 24 The average municipal bond rate reveals that

the net interest costs did drop slightly during the year of 1954, and

again began to rise with the inflationary spiral that followed the

1953 period. 25

The fact is generally accepted that a bountiful supply of

free money results in lower prevailing bond interest rates, pro'vided

the buyers of bonds are not faced with the anticipated danger of an

inflationary spiral. If such a spiral is in the offing, the converse is

true. A bond provides no means of appreciating in value, conse-

quently a bond buyer demands a higher rate of interest to offset the

- loss of possible appreciation of monies available in other types of

inve stment.

 

24 Clark, loc. cit.

 

25 Table IV, Appendix.
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The effect of the supply of money available for the purchase

of bonds is very evident in the interest rates obtained for bond issues

in the years 1956 and 1957. The Federal Reserve Bank, in an

attempt to control the inflationary spiral, tightened the credit res-

trictions that resulted in less money being available for investment

purposes. The direct result was an increase in the net interest

rates obtained for school bonds, and also in the national municipal

average bond interest rate.

The third area is that of the ability of the district to retire

its incurred bond obligation, which is directly related to the economic

cycles. MoeMan states:

Regardless of how well-balanced the tax revenue program

is, or how carefully it is spread among state, local, and

federal governments, it is necessary to recognize the effeCts

of the economic cycle upon revenue. All tax revenue will

diminish sharply during depression periods because of the

decline in national income . . . . . Piling up long-term in-

debtedness for capital improvement provides a heavy handicap

during periods of depression which is neither economical nor

efficient. 2

The ability to retire a school bond debt is directly related to the

school district's ability to collect taxes, and the ability of the school

to collect taxes is specifically effected by the economic cycles.

 

26 Arthur B. Moehlman, School Administration

(New York: Houghton Mifflin Co. , 1951), p. 413.
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The inability to collect taxes following the depression of

1929 resulted in minor defaults of payments to bond holders and the

refinancing of bond debts to reduce the yearly payment’of principal

and interest through the extension of the payment of the debt over a

greater length of time.

Bonds are prepared and sold with definite safeguards that

are computed to be sufficient to offset considerable fluctuation in the

economic cycle. .However, when extreme or unusual circumstances

present themselves, the safeguards may not be sufficient to com-

pletely offset the condition.

The resulting effect is greater than the mere inability to

retire the bond obligation. The noticeable absence of new school

construction for a period of years following the 1929 stock market

crash and the restrictive legislation for school bonding enacted by

constitutional amendment in 1932, are ample evidence of the attitude

of the public toward incurring any new debt obligations subsequent to

such an experience.

A second effect of such an extreme change in the economic

conditions is that, when a school district defaults in its debt obliga-

tion or is unable to make the principal and interest payments on

schedule due to the percentage drop in tax collections, the ensuing

bond issue will demand a higher rate of interest in relation to the
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prevailing average marketable rate than it would have, had the

defaults not occurred.

Impact of bonded indebtedness upon the educational program.

Holy and Herrick reveal the impact that financing bonded indebtedness

had upon teacher salaries and educational programs during the de-

pression:

Thousands of teachers had their salaries reduced during

the 1930‘s so that money could be transferred from the

teachers' fund to pay maturing bonds and interest. Hundreds

of school systems all over the country had their educational

programs sharply curtailed during that period because of

heavy debt requirements which had prior claim on school

revenues. It was not uncommon to find systems in which

one-third of the money available for school purposes was

devoted to bond and interest payments. The resumption of

school construction now getting underway sets the stage for

the repetition of these circumstances and their regrettable

impact on instruction.

What is the status of bonds if a national calamity should

occur, and valuations and tax collections reach a point where the

voted tax increase will not produce sufficient revenues to retire

the bonds within the limit of years that the tax increase was voted?

John H. Nunnely answers the question as follows:

Such bonds are still by law full faith and credit obligations

of the school district, and would have to be paid out of

 

27 Thomas C. Holy and John H. Herrick, "School Plant,"

Engclopedia of Educational Research, (New York: The MacMillan

Company, 1950), p. 166.
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current allocated tax revenues and state aid funds to the

extent that state aid funds are not specifically allocated by

law to other purposes. 28

If an obligation can provide the potential for a curtailed

school program, then the future educational program is somewhat

contingent upon the method used in financing present day construction.

This would be especially true in cases where funds for the

retirement of debt obligations have first priority on tax money

collected by the district, and if there came to pass a large amount

of tax delinquency. Writers reveal that bond obligation laws effect

the school program in that monies needed for general operation can

be diverted to debt retirement funds by an inequitable tax levy.

Further, that monies not earmarked for specific uses by statutes

can be transferred from general operating to debt retirement by

action of the board of education. Some indications are that monies

were transferred by boards of education to debt retirement funds

with disregard to the statutes earmarking such operating funds for

other purposes. It is important to relate here that the converse on

occasion has also taken place and is illegal. That converse is the

practice followed by some boards of education in transferring of

monies from the debt retirement fund to which it is specifically

 

28 John H. Nunnely, "Michigan School Bonds," Bond

Buyer, May 16, 1953.
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allocated to other funds for other purposes.

Such an action by a board of education not only is illegal,

but it could also seriously affect the ability of the board to market

future bond issues at a favorable interest rate. So far, only the

effect of a major calamity has been discussed in relation to the

impact of bonding upon the educational program. There is, however,

another aspect that is certainly worthy of consideration. In Michigan

a large capital outlay for school building took place in the period

from 1910 to 1930. The subsequent depression and inability to meet

tax obligations resulted in an adverse attitude toward further capital

expenditures prevalent to World War II.

In the post war period, school construction again skyrocketed,

and many school districts were again indebted to a precarious per—

centage of the total taxable wealth within the district.

Mc Clurkin points out that two conditions jeopardize the school

position even more than the debts of pre-depression periods. The

federal government and the state government have now usurped a

greater share of taxable resources, and local assessments have not

kept pace with the enormous advances in income and real values. 29

The result is that in spite of local affirmation for the

 

29 Arnold, et a1., op. cit., p. 398.
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construction of new school building in recent years, the people are

adverse to the mounting debt, and have a tongue—in- cheek attitude

toward such expenditures. Though the public is paying for buildings,

it resents high tax rates; and because the debt tax rate is high, the

limitation of local tax for operation is fixed at a lower level than

otherwise might be. This in turn is one of the factors contributing

to a scarcity of teaching staff, and the current problem of a too low

teacher wage scale.

One could even theorize that the current critical attitude

toward schools stems in part from the tremendous tax burdens re-

sulting from bonded indebtedness.

The state's responsibility to the debt program. Michigan has
 

not faced realistically the need for a plan that will provide adequate

school facilities for children throughout the state. Facts show that

there are districts which do not have sufficient resources to provide

adequate school housing for their children with the funds available

from a reasonable local tax effort. Local tax sources are largely

confined to real estate, and this wealth is so unevenly distributed

among school districts that nothing could be more unrealistic or

unfair than to demand each school district to carry its entire school

construction debt. 30

 

30 Finis E. Engleman, "School Financing," School

Executive, 76:64, April, 1957.
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Even though the number of school districts has been greatly

reduced in the state, there are still in existence many small school

districts. Some of these districts are islands of wealth, while

others, often adjoining, are poverty ridden.

Many individuals have proclaimed that no school building

problem would exist if the districts would but reorganize. No doubt

such a solution would in many cases greatly facilitate the providing

of adequate school housing. However, the basic assumption is still

in error unless the districts could be divided and organized in such

a way as to somewhat equalize the taxable wealth. Such a division

of school areas is neither possible nor entirely feasible. Certainly

one could not advocate the reorganization of school districts strictly

on an economic basis with reckless abandonment of all other sOcio-

. economic factors.

Other individuals have with equal zeal condoned the fact that

if assessments were equal, poor districts would cease to be poor.

This assumption is also in error. A casual survey will reveal to

any investigator that the ratio of assessment to true value is not

always low in the poor district and high in the wealthy district. The

fact remains that whether districts are reorganized or whether tax

assessments are exactly equalized, some areas are just less wealthy

than other areas. Further, that the amount of local wealth does not
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regulate the degree of need for additional school facilities.

Education has long been recognized as a function of the state;

yet tradition holds that the local school district be responsible for

financing its school building. Such a view has constituted a serious

obstacle in the development of a feasible program designed to meet

the current school building needs. For some time many individuals

have recognized that the property tax base is too narrow to satis-

factorily or equitably finance the current school program. By 1951,

approximately nineteen states were providing some assistance from

31 Today, nearly one-halfstate funds for financing capital outlay.

the states contribute in some way to the local school district's capital

outlay program. Morphet describes in detail many of the kinds of

state appropriations that have been or are being tried. 32 Such'pro-

grams vary in type from loans to outright grants, the most interesting

one being the Building Authority Plan currently used in Pennsylvania.

More about these programs will be related later. It suffices here to

state that none of these programs are without their peculiar advan-

tages and disadvantages.

Many problems develop in any type of program involving state

 

31 Edgar L. Morphet, "State Responsibility for New School

Construction, " School Board Journal, 134:31, May, 1957.
 

32 Loc. cit.
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assistance. A sound, long range program, for example, must take

into account (1) local effort, (2) ability, (3) need, (4) economy, and

(5) control. Not only must these phases be recognized, but a method

must be developed to measure them objectively in order to simulate

equality between districts.

One type of program that has received little recognition to

date, yet appears to have merit, is a revolving-fund method. Such

a plan would eliminate, or at least greatly reduce, the objections that

have plagued other methods. Under such a program, the State of

Michigan would provide the means for loaning building funds to a

district. The district in turn would reimburse the state according to

a prearranged program based upon the ability of the school district to

pay. The state would accept the interest charges, if any, upon the

funds loaned, and the district would repay only the principal borrowed.

Such a program would eliminate one of the hidden high costs of school

financing. Often the interest paid by a school district on a loan exceeds

the amount of the original debt. 33 Further, it would eliminate the

existing inequality of the poorer district paying the higher net interest

 

33 Henry Rowland Halsey, "A Study of Borrowing Practices

in the Administration of Schools in Florida, " Contributions to Educa-

tion, No. 368 (Teachers' College, Columbia University, New York,

1929), p. 68.
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cost because of high debt to valuation ratio and the necessary

longer bonding period. The state, on the other hand, should accept

the interest cost as it would be considerably less in amount than

almost any other program that is currently in effect.

The revolving—fund program would leave the extent of capital

outlay in the control of the district, thereby eliminating the necessity

of over-all state control so evident in outright grant programs.

Further, the approval by the local district of what is to be con-

structed, as well as the amount to be levied for repayment of the

loan, would eliminate the danger of excessive squandering that often

accompanies any form of outright grants.

Every school district would receive equitable treatment.

'The people could provide the facilities that they deemed necessary

and for which they were willing to pay. No one would be getting

something for nothing. No district would be getting preference over

another district through subjective evaluations at the state level.

The district that previously made effort to solve its problem would

not be overlooked in favor of the district that showed a greater need

but had exercised less effort, as is so evident in the current Federal

Aid Program. The district with the very low tax would not be dis-

tressed by the enormous interest cost burden, and its rate of tax

levy need not be exorbitant. No district so far studied is so poor that
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it could not pay for its own facilities if the high interest cost were

eliminated and the debt was extended for a longer period of time.

One of the major advantages of such a'revolving fund is that

a time would evolve in which the loans would not exceed the district

payments, and the district payments could easily exceed the loans

in times of decreased building demands. The return of all monies

loaned plus any interest accumulation from state investment of in-

operative funds would keep the fund intact for a future greatly needed

building program. This would be a much more desirable position

than if the funds were completely expended, through outright grants,

for a current program.

Some would say, "Well and good, but the state does not have

the surplus funds necessary to set up a revolving-fund. "

The answer is that the state can find a means of providing the

initial funds on a more equitable basis than the local district. The

rate of interest paid by the state for loans would be far less than the

sum total of the interest paid by all the districts. Regardless of the

necessary mechanics involved, the buildings could be provided at a

less overall cost to the people of the State of Michigan. The fact that

the Federal government is discussing federal aid provides the possi-

bility that any forthcoming federal grant could be set up on a revolving-

fund basis by the state.
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The revolving-fund can and should be provided. When the

State of Michigan faces up to the problem that the education of its

children is the direct responsibility of the state, the revolving-fund

will be provided!

11. LIMITATION OF STUDIES REVIEWED

The studies reviewed provide justification for the borrowing

of funds needed for additional school plant facilities. The relative

merits of bonding versus some type of pay-as-you-go, as well as the

various types of Michigan bonds that are available to Michigan school

districts, were described in some detail. However, no specific

formulae or value scales were devised to determine the best program

on a particular situation for the individual school district.

It was revealed that economic cycles have had an effect upon

the bonded indebtedness in the past, and that safeguards are essential

to every bond program as a protection to both the buyer and the

seller of bonds in the event of unusual fluctuations in the economic

conditions during the life of the issue. The inherent weakness is that

no one has yet succeeded in determining either the magnitude of

potential economic changes or the time at which such fluctuations

will occur.

Although the various types of bonds are discussed in some
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detail, it is difficult, if not impossible, to determine the type of

bond best suited to a particular district for the unforeseeable future.

It is difficult, indeed, to obtain all of the necessary knowledge of

the present; and the ability to predict, with any degree of assurance,

even the probable future from such knowledge is apparently impos-

sible. Thus, the information related here suggests possibilities

and relative merits under certain conditions, but necessarily

leaves decisions as to what is anticipated to be best for the local

situation to the discretion of the local district.

Security can be assured only when the future has become the

past. Absolute security is only a figment of the imagination, because

the future can not be known. So any proposed bond program, neces-

sarily, is developed in the light of past experiences, together with

such foreseeable considerations as are believed to have merit at the

particular time. Sound bonding programs can be developed in this

light only by following the criteria as developed, and do not guarantee

absolute security. The criteria established tends only to reduce the

element of risk involved.

The state‘s responsibility to the debt program is established,

and a program for revolving-funds is suggested. The program, no

doubt, has definite potential weaknesses; but it is a means of devel-

oping a form of state building authority, in which the district would
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theoretically lease-rent the building until such time as the building

cost was paid by the local district. The mechanics have been in-

tentionally deleted, because the writer feels incompetent to provide

the necessary legal statutes and financial details that are necessary

to make the program both feasible and practical. The sole purpose

here is to relate the state's responsibility, and to suggest the possi-

bility of such a program.

III. CONCLUDING STATEMENTS RELATIVE TO STUDIES REVIEWED

Regardless of the manifestations set forth in this study, the

fact remains that under present conditions and existing statutes,

schools, in order to provide needed structures, must for the most

part develop, some type of bonding program.

It thus becomes imperative that school administrations under-

stand those factors that appear within the individual bond issue that

have a definite bearing upon the cost of the issue, as well as those

factors that affect the use of funds derived from the sale of school

bonds. The lack of such material in published form necessitates a

study of those factors that fall within the jurisdiction of the board of

education. It is believed that the revelation of such factors, as well

as the resulting known effects, will provide a criteria that will en-

able subsequent boards of education to develop a better bonding program.





CHAPTER III

METHODS OF PROCEDURE AND SOURCES OF DATA

This study was developed by obtaining the available liter-

ature pertaining to bonding, and by reviewing the contents to obtain

a background to determine if other studies of the subject had been

made.

Visits were made to the offices of the Municipal Finance

Commission, Michigan Advisory Council, Berry Stevens, and

Miller Canfield to obtain information concerning bond practices.

Consultations were held with members of the Department of Public

Instruction and Michigan State University regarding the development

of the study. 1

A brief document was then prepared as a pilot study, in

which the various factors were briefly covered to determine the

course of future study. It was found that two phases needed to be

covered at the onset. (l) The present position of school bond debt,

and (2) the history of how we arrived at this point.

The statutes of the State of Michigan and other sources were

examined to find the major legal enactments pertaining to the

development of the bonding laws from the first known act in 1809 up
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to the present time. These statutes provided the legal history, but

they did not provide the complete story of capital outlay. It was

necessary to obtain the school debt record of the State. of Michigan

as far back as figures were obtainable. Such records were obtained

from the Municipal Finance Commission.

To obtain a true analysis of the school bond debt, the ratio

of debt to valuation for the various years had to be obtained. The

yearly assessments for the State of Michigan were obtained, and

the ratios were computed. 1 The year 1863 was used, because it

was the earliest recorded date for which figures were obtainable.

Following 1863, ten year intervals were reduced to five year inter-

vals tmtil 1927, after which one year intervals were utilized up to

and including 1955.

The census figures for the State of Michigan were obtained

from the U. S. Census reports, and the Michigan school enrollment

figures were obtained from the Michigan Department of Public

Instruction. It was now possible to establish the per capita and per

pupil debt during the period of 1863 to 1955. 7'

The next step was to obtain from the Municipal Finance

 

1 Table I, Appendix.

2 Table II, Appendix.
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Commission the figures pertaining to the types of bonds issued and

the amounts involved in each type. This phase of the study began

with 1927 in order to reveal the effect of the depression and the

resulting issuance of refunding serial and term bonds, as well as

the declining use of sinking-fund bonds. 3

Bond yields were determined to be an important phase of

the study as related to net interest costs and to economic cycles.

The national average municipal bond yields were obtained for a

period of forty-one years. Some of the yields were obtained from

the Municipal Bond Buyer publications, and others from the Chase

Manhattan Bank of New York. 4

The average yield was then broken down for an analysis by

months of the twenty year period prior to 1956, for purposes of

determining if some months generally provided better ave rage in-

terest rates than other months. 5

The writer visited the Michigan Advisory Council offices,

and studied numerous bond issues in that office to familiarize him-

self with the form and general context of the issues, as well as the

 

3 Table III, Appendix.

4 Table IV, Appendix.

5 Table V, Appendix.
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procedures followed in developing the issues.

Issues in the amount of twenty thousand dollars or more and

sold in the fiscal year beginning July 1, 1954, were selected for

study. Issues consecutively passed after July 1, 1955, were added,

until a total of two hundred issues were included for the analysis.

The two hundred issues were studied and analyzed according

to the following: (1) what was to be constructed, (2) whether or not

furnishing of buildings were included, (3) what provisions were

made for site purchasing, and (4) how the issue was to be retired.

Additional study was made to determine the practices followed by

boards of education as related to bond denominations, retirement

levy requirements, and callable features of the issues.

The average net interest rate for each issue was obtained,

and a check was made to determine if the number of bids received

for the issue had any effect upon the net interest cost of the issue.

The issues were further analyzed to determine if the percentage of

affirmative vote by which the issue had passed, bore any relationship

to the number of bids received for the bond issue.

The issues were then divided into four groups: (1) issues

of less than one hundred thousand dollars;6 (2) one hundred thousand

 

6 Table VII, Appendix.
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to five hundred thousand dollars :7 (3) five hundred thousand to one

9
million dollars;8 (4) over one million dollars; and each group was

analyzed to find a point of beginning for determination of the factors

that affect the average net interest cost of the issue. Dates of sale,

amount of the issue and assessed valuation, were tried as methods,

and nene appeared to reveal any definite pattern. The ratio of

school bond debt to assessed valuation was computed for each issue,

and the issues were arranged according to the debt ratio. It was

revealed that a definite, though not consistent, pattern existed be-

tween the debt ratio and the net interest cost of the issues.

It was then determined to change the four groups of issues

into two groups comprising fewer issues and still representing an

approximation from each extreme.

Those issues that had a school bond debt to assessed valu-

ation as equalized, of 10 per cent or more, were placed in Group I. 10

Those issues that had a debt to valuation ratio of 5 per cent or less

 

7 Table VIII, Appendix.

8 Table IX, Appendix.

9 Table X, Appendix.

10 Table XI, Appendix.
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were placed in Group II. 11 Group I consisted of forty-eight issues,

and Group II contained thirty-six issues. The eighty—four issues as

a group covered the two extremes of debt ratio, and were represent-

ative of the average net interest rate scale. The issues were then

used as the basis to determine the effect of other factors within the

issues that caused the variations in net interest cost as related to

the percentage ratio of debt to valuation.

The first portion of the study developed two phases relating

to the actual selling of the bonds. The first phase is related to the

marketing of the bonds. A twenty year study of the average yield of

municipal bonds was made to determine if certain months of the year

were generally more favorable for low interest rates than other

months. 12 The second phase is concerned with the actual acceptance

of the bid, and the question was asked, "Is the lowest apparent bid

always the lowest actual bid under all conditions of bond retirement?"

The second portion of the study was to find the effect of the

following factors upon the net interest cost of the issue:

(1) Amount of the issue sold

(2) Number of bond bids received

 

11 Table XII, Appendix.

12 Table VI, Appendix.
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(3) Ratio of taxable valuation as equalized to debt

(4) Percentage of callable bonds

(5) Longevity of the issue

(6) Present debt

(7) Previous debt record

(8) Tax collection record

(9) Taxable years beyond life of issue

(10) Type of district

(11) Percentage of affirmative vote approving bond issue

(12) Attorneys employed

(13) Earmarked millage

(14) Bond opinion fees

(15) Bond printing fees

Amount of the issues sold. The thirty-six issues with a
 

debt ratio of 5 per cent or less, and the forty-eight issues with a

debt ratio of 10 per cent or more, were studied as to the amount of

the individual issue and the net interest rate received for the issue.

The issues were then selected from both groups that were

in amounts of fifty thousand dollars or less. The net interest cost

of these issues was compared to those issues, from both groups,

that were in amounts of five hundred thousand dollars or more.

The twenty issues bearing the lowest net interest rates, and
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the twenty issues having the highest net interest rates in the original

84 issues were then separated and studied as to the amounts of the

issues.

Number of bids received. The twenty issues bearing the
 

lowest interest rates and the twenty issues bearing the highest

interest rates, were selected from the eighty-four issues and com-

pared as to the number of bids received for each issue. The two

groups were again reduced by using the ten lowest net interest bids

and the ten highest net interest bids.

The third check on this factor was made by an analysis of

the forty-four remaining issues that had not previously been used in

this phase of the study.

Debt to valuation ratio. A comparison of debt to valuation
 

ratio was made by selecting those issues, from the total two

hundred issues used in the study, that had a debt ratio of more than

10 per cent or less than 5 per cent. The issues in the two groups

were then compared to the net interest costs received in each group.

A second comparison was made by separating the above

groups into four categories. The issues that had a debt to valuation

ratio of 10 per cent or more, and exceeded the national average in-

terest rate by one-half of one per cent, were placed in group A.

Issues having a debt ratio of 10 per cent or more, but receiving a
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net interest rate of less than national average, were placed in group

B. 13 Issues exceeding the national average net interest cost, but

having a debt ratio of less than 5 per cent were placed in group C.

Issues having a debt ratio of less than 5 per cent, and bearing interest

rates less than the national average by an amount greater than one

14 These groups were thenhalf of one per cent, were put in group D.

analyzed in terms of net interest costs.

Callable bonds. The percentage of callable bonds in each of
 

the two hundred issues was computed. 15 The net interest costs of

the bonds were then compared to the percentage of callable bonds.

A second test was made by finding the relationship of the net interest

cost, and the percentage of callable bonds, in the eighty-four issues

that had a debt to valuation ratio greater than 10 per cent or less

than 5 per cent.

Length of issue. The mean interest rate of the eighty-four
 

issues was determined to be 2. 558 per cent. A study was then made

of the longevity of the issues that exceeded the mean, as compared to

the length of the issues that received interest rates below the mean.

 

13 Table XIII, Appendix.

14 Table XIV, Appendix.

15 Table XV, Appendix.
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Debt history. Eighty-four issues were compared as to debt
 

history and the resulting net interest cost. A further study was not

made of this factor because of the multitude of implications surround-

ing the debt history, such as whether defaults were the fault of the

district or if there were extenuating circumstances, and the evidence

that this factor could not be pinpointed or isolated. Therefore, general-

izations were drawn relative to the effect of debt history and resultant

net interest costs.

Tax collection record. The per cent of previous tax collections
 

were averaged for each of the eighty-four issues. The average number

of years used in computing the average collection for a district was

five years. The eighty-four issues were then compared as to the

relationship between the percentage of tax collection of each issue

and the average net interest rate obtained for the issue.

Relation of surplus taxablerars. The number of years for
 

which tax levies could be made beyond the life of the issue were

calculated for each of the eighty-four issues. The median interest

rate of these issues had been previously established as being

2. 558 per cent. The number of surplus taxable years for those

issues exceeding the median interest rate was then compared to

the number of surplus taxable years in those issues bearing interest

rates less than the median.
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'ije of district. A breakdown of the types of districts was
 

made. The districts were classified as predominately industrial,

residential, resort, and farm. The number of each Classification

in the eighty-four issues was determined, and each group was

analyzed as to the number of the issues exceeding the interest rate

of 2. 558 per cent and the number that was less than the median.

Percentage of affirmative vote. Two hundred issues were
 

analyzed to determine if a relationship existed between the percent-

age of affirmative vote obtained for an issue and the number of

companies submitting bids for the issue. 16 The bids received for

each issue were then analyzed to determine if a larger number of

bidders for a particular issue resulted in lower net interest rates

for the issue. The selected eighty—four issues were then used for

further analysis to determine if those issues that received a net

interest rate of more than the median had a lower percentage of

affirmative vote, and if those issues that were passed by a high

percentage of affirmative vote had a net interest cost less than the

median.

Attorneys employed. When a check was made of the two
 

hundred issues, it was determined that certain legal firms appeared

 

16 Table XVIII, Appendix.
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with more frequency than others. Secondly, it appeared that

although some issues varied considerably in the mechanics of legal

structure, they bore the same attorney's name. It was believed that

such issues were compiled by attorneys other than the ones speci-

fied for legal opinion. The offices of legal firms, bonding companies,

and the Advisory Council were contacted relative to this question. It

was found that such a practice was general, and that the legal opin-

ions of only certain firms were recognized by bonding companies.

The eighty-four issues were then studied as to the practices followed

in employing legal assistance in the development of the issues, and

some generalizations were made.

Earmarked millage. Two hundred issues were examined to
 

determine whether school districts generally provided for specifically

earmarked millage within the bond resolutions as approved by the

electorate.

The eighty-four issues were then studied as to the interest

rates obtained for those issues that had failed to designate what the

millage was to be used for, as compared to those that did spell out

the exact use to which the collected tax monies could be put.

Bond Opinion fees. The eighty-four issues were investigated
 

to determine the general practices followed by boards of education as

to whether boards of education paid the fees directly, or whether they
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were paid by the bond purchasers and reflected in the net interest

cost.

The discovered methods of meeting these costs were then

analyzed as to their resultant effect upon the net interest cost.

Present status of school bonding. It was the purpose here
 

to determine the pattern of bonding subsequent to the Thirteen Mill

Constitutional Amendment.

The issues were obtained that were sold during the period

January 1, 1955, to January 1, 1957, and analyzed as to the number

of unlirnited-tax, unlimited-tax-qualified, and limited-tax bond

issues sold. 17

The issues were then compared as to interest rates received

to determine the effect of the type of issue upon the interest rates

18
received for the issues. These interest rates were then com-

pared to the national average net interest costs and to the national

average school bond interest rates for the same period. 19

The total bonding program was studied in relation to the

existing amendment as to its effectiveness during the short period

 

17 Table XXI, Appendix.

18 Table XXII, Appendix.

19 Graph I, Appendix.
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- CHAPTER IV

HISTORY OF MICHIGAN BONDING

I. EVOLUTION OF PRESENT LEGAL STATUS

The magnitude of current and future school bonding pro-

grams, methods available for present day bonding as well as the

manifestations involved in current capital outlays, have been dis-

cussed in the preceding chapters. The laws regulating the issuance

of school bonds have been somewhat in a state of flux since the

time that the State of Michigan was but an enterprizing young

territory with visions of perhaps becoming a state. In order to

better understand the involvements of present day school bonding,

it is necessary to briefly relate the delineation of the legal acts

that have been or still are in effect from the earliest recorded

date up to and including the so-called Thirteen Mill Amendment.

The Governor and Judges (Northwest Territory) adopted

an act in 1809 to levy a tax for the support of schools, but the

act was not enforced. 1 A few years later, Augustus B. Woodward

 

1 F. Clever Bald, Michigan In Four Centuries, (New

York: Harper Brothers, 1954), p. 174.
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provided a plan for an educational system (Catholepistemiad) to be

supported through a 15 per cent increase in taxes. This plan was

2A1-
made a law by the Governor and Judges on August 26, 1817.

though the system failed, it did provide an established basis of

taxation for school support. In 1827, a law was passed which made

provision for capital outlay, but it was not mandatory because it

allowed for rejection of its provisions by a two-thirds majority vote

of the qualified electors.

The Territorial School Law of 1829 "an act to provide for

and regulate common schools" was the first Michigan law that made

provision for the mandatory establishment of school facilities and

the levying of taxes against the real property within the school dis-

trict for purposes of capital outlay. 3 The law of 1830 changed the

authority of tax levy, in that it required that the amount of tax levy

for capital outlay be duly authorized by a majority vote of the

qualified electors at a legal district meeting. 4

Some schools were organized; however they were generally

supported by rate bills rather than by taxes. There were no free

 

2 Ibid., p. ’177.

3 Laws of Michigan, 1829, Section 8, p. 58.
 

4 Laws of Michigan, 1830, Section 7, p. 27.
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schools in Michigan until 1842, and then only in Detroit. 5 Detroit

did not open the first Michigan high school until 1844. It closed

shortly thereafter, and did not reopen until 1858 with an enrollment

of twenty-three boys. 6

Although the Constitution of Michigan, adopted in 1835, pro-

vided in Article X for a system of common schools, it did not provide

for free schools. It was not until April 3, 1869, that an act was

passed by the legislature providing for free schools supported by

taxes and state aid. 7 In 1874, the State Supreme Court, Justice

Thomas Cooley writing the opinion, upheld the validity of the tax

supported school law in what became commonly known as the

Kalamazoo Case.

Only eighty-three years have elapsed since the support of

schools in the State of Michigan has had the sanctity of tax support

through a Supreme Court decision. However, legislative acts were

passed during the interim that did lend support to the public schools,

and slowly modified and changed the provisions through which monies

could be obtained for school capital outlay.

 

5 Bald, op. cit., p. 175.

6 Ibid., p. 264.

7 Ibid., p. 305.
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The first Constitution of Michigan, adopted in 1835, made

no specific mention of finance for capital outlay. Provisions for

capital outlay, however, were implied in the general 'mandate to

the legislature to establish a system of common schools.

The law of 1837 entitled, "An act to provide for the orga-

nization and support of primary schools," was the first school

legislation enacted after Michigan became a state. 8 It specifically

limited the amount of levy for capital outlay in a primary district

to five hundred dollars in any one year. It was amended in 1839

by a provision requiring a two-thirds majority of the qualified

electors present at any regular qualified meeting of the school

district, to approve a tax levy for capital outlay. 9 It was further

amended in. 1840 by providing that no capital outlay levy could be

made unless the district contained at least nine scholars between

the ages of four and eighteen years. 10 Further, that the levy

could not exceed one hundred dollars per year unless the township

primary school inspectors certified that additional revenue was

needed. In that case, the levy could be raised to a maximum of

 

8 Laws of Michigan, 1837, Section 8, Paragraph 8, p. 117.
 

9 Laws of Michigan, 1839, Act No. 105, Section 7.
 

10 Laws of Michigan, 1840, Act No. 121, Section 7.
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three hundred dollars.

In 1843, a law was passed to raise the levy for capital out-

lay from one hundred dollars to two hundred dollars. In 1845, it

was amended to provide a levy not to exceed four dollars per child

for capital outlay in those districts having more than one hundred

children between the ages of four and eighteen years. 11

The first reference restricting the type of building that

could be erected upon land with a particular type title, appears in

12 It provided for thethe law of 1846, amending the act of 1843.

erection of frame buildings on sites having a title in fee or at least

a fifty year lease, and restricted the erection of stone or brick

buildings to sites with a title in fee or a ninety-nine year lease.

The second and third Constitutions, adopted in 1850 and

1908 respectively, made no specific reference to the levying of

taxes for school capital outlay. In this regard, they were like the

original Constitution of 1835. They merely provided an obligation

upon the legislature to maintain common schools, and gave the

legislature the power to determine the method of financing said

program.

 

11 Laws of Michigan, 1845, Act No. 69, Section 2.
 

12 Laws of Michigan, 1846, Act No. 134, Section 1.
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The legislature, in 1861, amended the law of 1846 by pro-

viding that districts having less than thirty resident pupils between

five and twenty years of age, should not exceed a tax levy of two

hundred dollars for capital outlay. 13 Districts with more than

thirty but less than fifty pupils were allowed up to three hundred

dollars. The law also included limitations on the amounts that

could be expended for specific types of buildings, and placed res-

trictions as to the amounts to be expended for specific sized build-

ings.

In 1867, the capital outlay levy was increased to one

thousand dollars for any district having more than fifty resident

pupils between five and twenty years of age. 14 These amounts

were raised in 1881 by providing for a capital outlay of two hundred

and fifty dollars with less than ten children, five hundred dollars

with more than ten but less than thirty, and one thousand dollars

for districts with more than thirty and less than fifty. 15

Kelder states that the law of 1881 was re-enacted from

time to time in subsequent years, and was maintained in effect in

 

13 Laws of Michigan, 1861, Act No. 176, Section 22.
 

14 Laws of Michigan, 1867, Act No. 34, Section 22.
 

15 Laws of Michigan, 1881, Act No. 164, Section 20.
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primary schools without change until 1927, when a new school code

removed all limitations and permitted the capital outlay levy to be

determined at the discretion of the qualified electors. present and

voting at the district meeting. 16 Types of schools other than

primary had been created during this time to meet the needs and

demands. Kelder cites the following types: (1) union or graded

district, (2) city school districts under special acts, (3) city

school districts under general school laws, (4) township school

districts, (5) consolidated or rural agricultural districts. 17 During

this period, some school districts used the practice of pay-as-you-

go; but the districts, in general, followed a bonding program. Each

bonding program had to have a special act of the legislature before

the school district could issue bonds.

In 1855, a law was enacted that provided for the issuance

of bonds up to fifteen thousand dollars in amount and bearing inter-

est not to exceed 10 per cent. A two-thirds majority vote of the

school district was necessary to put this law into effect, and then

 

16 Jacob W. Kelder, "An Analysis of Debt in the School

Districts of Michigan, " (unpublished Doctor's dissertation, The

University of Michigan, Ann Arbor, 1936), p. 24.

17 Ibid., pp. 24—25.
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only in districts having more than three hundred residents. 18 The

time of redemption was to be set at the time of approval.

In 1867, the 1855 law was amended to provide for an esca-

lator ratio of membership to the amount of the bond issue. 19 The

law of 1855 was again amended in 1875 to permit districts, regard-

less of size, to issue bonds graduated in amounts from three hund-

red dollars with a school census of thirty, to thirty thousand dollars

with a school census of over eight hundred. 20 It was amended again

in 1881 by reducing the maximum interest rate from 10 per cent to

8 per cent. 21

A basic change in concept occurred in the law of 1887 in

that it is the first reference that assessed valuation rather than

school census be utilized as a basis for issuance of school bonds. 22

A second basic change occurred in 1899 when the law of

1881 was amended to provide for a minimum of ten years duration

 

18 Laws of Michigan, 1855, Act No. 29.
 

19 Laws of Michigan, 1875, Act No. 183, Section 14.
 

20 Loc. cit.
 

21 Laws of Michigan, 1881, Act No. 164, Section 2.

22 Laws of Michigan, 1887, Act No. 56, Section 1.
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for a bond issue. 23 This appears to be the first reference to any

time limit on any bond issues. Further restrictions appear in evi-

dence in the law of 1905, when it was declared that the maximum bond-

ing limit could not exceed 5 per cent of the assessed valuation regard-

less of the census. 24 However, it loosened the restrictions by

extending the possible duration of the bonds from ten to fifteen years.

The trend that followed generally made bonding easier, and

restrictions tended to be lessened. In 1907, the required affirma-

tive vote was reduced from a two-thirds majority to a simple

majority. 2'5 In 1911, the percentage of bonded indebtedness was

increased from 5 to 10 per cent of the assessed valuation, and in-

creased the per capita debt from seventy-five dollars to one hund-

red dollars for those districts with more than one hundred children

between the ages of five and twenty years. 26 In 1921, the bonding

limitation was again increased from 10 per cent to 15 per cent of

the assessed valuation, and the life of the bond issue was extended

 

23 Laws of Michigan, 1899, Act No. 190
 

24 Laws of Michigan, 1905, Act No. 270.
 

25 Laws of Michigan, 1907, Act No. 256.
 

26 Laws of Michigan, 1911, Act No. 12.
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to a maximum of thirty years. 27

The law of 1925 began a general trend that was to be parti-

cularly common until 1955, in that it recognized thatithe bonding

laws were too liberal. 28 The 1925 law provided: (1) for issuance

of term and serial bonds, (2) for the management and establishing

of sinking funds for payment of bonds at maturity, (3) for the

reduction of the allowable rate of interest for bonding purposes to

6 per cent, and (4) for the refunding of outstanding bonds, with the

provision that the refunding bonds be paid in a period not to exceed

fifteen years.

The State Constitution of 1908 contained no provision relative

to the issuance of public school bonds. It was amended, however,

in 1932. 29 This action further restricted bonding, and provided a

serious handicap in the building of schools. A slight change in 1948

and a major dhange in 1955 did alleviate the situation. The 1932

amendment provided that (1) the total tax levy on property for all

purposes should not exceed 1 1/2 per cent of the assessed valuation,

except that taxes required for payment of obligations incurred before

 

27 Laws of Michigan, 1921, Act No. 31, Section 1.
 

 

28 Laws of Michigan, 1925, Act No. 273.

29 State Constitution of Michigan, Article X, Section 27.
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1932 might be levied separately, and that (2) the tax limitation

could be increased in an amount not to exceed 5 per cent of the

assessed valuation for all governmental units participating in the

fifteen mill tax limitation, for a period not to exceed five years,

when approved by a two-thirds majority vote of the qualified

electors at a regular or special meeting.

The efforts of the legislature to protect the taxpayer still

further during the early 1930‘s, is evidenced by the 1933 Property

Tax Limitation Act. 30 The act (1) created the allocation board,

(2) provided the mechanics for controlling and enforcing the

fifteen mill constitutional amendment, and (3) established specific

minimums of millage that the county‘, township, and schools could

demand from the allocation board.

Because the schools were assured of only four mills, under

this act, for purposes of operation and capital outlay, two new con—

cepts were in evidence in the period of 1932 to 1941.

The first concept was the new interest of the bond purchasers

in the operating funds of the school. Bonds were the obligation of

the school’ district, and could be paid from the operation funds. The

operation funds were now dependent upon the decision of the allocation

 

30 Public Acts of Michigan, 1933, Act No. 62.
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board, in terms of the budgets submitted, but not necessarily

determined solely by the school budget.

The second concept was that school bonds could, if financed

within the fifteen mill allocation, be issued for a duration of thirty

years; but if they were financed under the provisions of Article X,

Section 21, of the State Constitution, the bonds could be issued for

a duration of only five years.

However, all was not restriction in the year of 1933. The

legislature did provide for the issuance of revenue bonds, which

offered a new avenue for raising money to purchase, acquire, con-

struct, improve, extend, or repair and own and operate, revenue

producing public inlprovements. 31 Such revenue bonds were paya-

ble solely from the revenue derived therefrom, and they were of

little use to schools because of the limited number of revenue pro-

ducing possibilities.

In 1935, further action was taken to ease the burden on the

taxpayer by an amendment to Act 13 of Public Acts of 1932. 32 The

amendment provided: (1) that with the permission of the commission,

the municipality might refund its unmatured bonded indebtedness in

 

31 Public Acts of Michigan, 1933, Act No. 39, p. 129.
 

32 Public Acts of Michigan, 1935, Act No. 42, p. 67.
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whole or in part for the purpose of reducing the interest rate thereon,

where the evidences of such indebtedness are subject to redemption

or retirement prior to the maturity date thereof. Refunding under

this section was limited to the refunding of bonds or notes issued

prior to March 1, 1935; (2) that the money received from the sale

thereof shall be deposited in a duly qualified bank or trust company,

designated by the governing body of the municipality, in a special

trust account for the payment of the outstanding refunded bonds and

for no other purpose; and (3) that certificates of indebtedness might

be issued for the purpose of refunding in full, interest maturing

during the calendar years 1931 to 1934, inclusive.

Further evidence of the hardship existing in the early

thirties, and the resulting inability to meet bond obligations, is

revealed in the act to provide municipalities with the authority to

proceed under the federal municipal debt adjustment act, thereby

providing a means to secure readjustment of the municipality debts. 33

A second act, adopted in 1935, is of particular importance

to all school treasurers, and was enacted as a result of some school

34
treasurers' misuse of school funds. It amended Section 43B of

 

33 Public Acts of Michigan, 1935, Act No. 53, p. 83.
 

34 Public Acts of Michigan, 1935, Act No. 93, p. 148.
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Act No. 206, Public Acts of 1893. and provided that the school

treasurer be rendered liable for any loss occasioned by failure to

deposit funds in a depository designated by resolution.

A third act, passed in 1941, amended Section 13 of Chapter

9 of Act No. 314, Public Acts of 1915. 35 It provided that the

actions upon bonds which are the direct or indirect obligation of

the school district be brought within ten years after the respective

causes of such action were proved, but not afterwards.

By the early 1940's, a period of prosperity was well under

way, and school enrollments were increasing to the point that they

no longer could be housed. The twenty year period of practically

no new school construction had resulted in a definite building short-

age. However, needed new construction was still handicapped

because of the limited tune for which bonds could be offered outside

of the fifteen mill limitation.

At the November, 1948, election, the voters of Michigan

amended the fifteen mill constitutional tax law by (1) increasing the

time limitation for which increased taxes could be levied from five

years to twenty years, and (2) substituting a single majority vote for

 

35 Public Acts of Michigan, 1941, Act No. 73, Chapter 9,

p. 90.
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the previously required two—thirds majority. 36 This act greatly

relieved the restricted conditions under which school bonds could

be issued. Several problems, however, still existed, and, ifa

school district were to receive a favorable rate of interest, the

following provisions had to be made: (1) the district must vote a

tax increase large enough to provide liveral allowances for tax

delinquency, (2) the tax increase should be voted for several years

beyond the final maturity date of the proposed bond issue, and (3)

the district must establish a reserve fund equal to at least one

year's principal and interest requirements. 37

Although the change in the fifteen mill amendment was a

help, it did not go far enough. Rapid population growths in some

areas resulted in decreased per capita valuations, because of the

fact that industrial development did not keep pace with residential

growth. Further, the continued erection of new school facilities

and the resulting increase in bonded indebtedness soon placed many

districts in a position that they could not float any new bond issues.

To relieve this situation, the people of the State of Michigan

 

36 State Constitution of Michigan, Article X, Section 21.
 

37 Paper presented at Conference of County Superintendents,

Lansing, January 19, 1949, by Louis Schimmel, Director of Munici-

pal Advisory Council of Michigan, Detroit 26, Michigan.



 



85

8
again amended the Constitution on April 4, 1955. 3 The new

amendment provided:

1. That the state could borrow monies not to exceed one

hundred million dollars for the purpose of making loans to be used

by the districts for payment of principal and interest on school

bonds.

2. That the conditions under which the state shall loan

money to a school district and the conditions under which the

school shall repay the loan to the state be as follows:

(a) In any calendar year that a school district is

required to levy more than thirteen mills on its state

equalized valuation for the payment of the principal and

interest on its bonds (present and future bonds), the

State of Michigan shall loan the district the amount of

the excess over the thirteen mill levy. (Total aggregate

amount the State can loan to all school districts over '

the life of this amendment is limited to one hundred

million dollars.)

(b) After a school district has received a loan or

loans from the State, the district each year thereafter

shall continue to levy not less than thirteen mills on its

state equalized valuation until the amount loaned by the

state has been repaid. Whenever the thirteen mill levy

produces more than enough to pay the annual principal and

interest on the bonds of the district, the excess must be

used toward the repayment of the state loan.

3. That all school district bonds issued after the effective

 

38 State Constitution of Michigan, Article X, Section 27.
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date of this amendment and prior to July 1, 1962, -- if such bonds

mature in not less than twenty-five years from date of issue -- should

be payable from taxes without limitation as to rate or amount. This

removes from such bonds the tax restrictions imposed by the fifteen

mill constitutional amendment, and permits a school district to

finance a bond issue over a period up to the legal limit of thirty years.

This last constitutional amendment may have permitted schools

to arrange their financing programs on a more realistic and reason-

able basis. Only time can reveal its true effect. It did provide a

means for schools to get further in debt, and to project the debt over

a longer period of time. Just how effective the amendment is

functioning will be treated in a later chapter in this study.

II. HISTORY OF SCHOOL BOND INDEBTEDNESS, 1863 —- 1955

Although the history of Michigan school bonded indebtedness

as well as the history of municipal bond yields are closely allied to

the evolution of the legal statutes governing the issuance of school

bonds, it is believed that they can each be best understood by re-

lating them separately and subsequent to the preceding section.

In 1863, the gross school bonded debt was a mere $112, 266,

a. debt equivalent to . 0007 of the state's assessed valuation. 39 The

 

39 Table I, Appendix.
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per capita wealth in this period was $183. 00, while the per capita

. 40

debt was only thirteen cents.

The bonded debt steadily increased until 1931, when it

reached a peak of $188, 465, 101, and the ratio to bonded debt

1
to assessed valuation had increased to . 0239. 4 The state popula-

tion had increased during this period from $861, 000 to $4, 792, 000,

and the per capita wealth had increased to $1, 637. 42 The per

capita debt had increased to $39. 29, and the per pupil debt had

increased to $179. 92.

The 1929 stock market crash and the ensuing depression

years resulted in issuance of refunding bonds as well as a steady

decline of school bonded indebtedness. 43 The taxpayers who had

previously supported bond issues were now reluctant to give their

approval. The legislative action of 1932, in adopting the commonly

called fifteen mill amendment, had further restricted the ability of

the schools to secure public approval by raising the requirements

of popular vote and reducing the term of the bond issue.

 

40 Table II, Appendix.

41 Table 1, Appendix.

42 Table II, Appendix.

43 Table III, Appendix.
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By 1948, the total gross school bond debt had been reduced

to $88, 495, 745. 44 The per capita debt had dropped to $14. 33,

while the per pupil debt reached a new low of $88. 76.45

School enrollments followed a different pattern, in that

they had shown a steady increase until 1932, when a high of

1, 049 505 pupils were enrolled in Michigan public schools. 46

Membership in the public schools decreased more than 91, 000

between the years 1932 to 1933; and a steady decrease followed

through 1937, when a new low of 942, 328 enrollees was reached. 47

In 1938, enrollments again began an upward trend, and except for

a minor reduction during the war years of 1941 to 1945, continued

to rise until the previous peak was passed in 1951, and a new high

was attained by 1955 of 1,296, 553.48

Antiquated buildings, prosperous times, and the increasing

enrollments was reflected in an upsurge in the construction of im-

proved school facilities, In the period from 1949 to 1950, the gross

 

44 Table 1, Appendix.

45 Table II, Appendix.

 

46 Loc. cit.

47 Loc. cit.
 

48 Loc. cit.
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school bonded indebtedness increased over $43, 000, 000, and by

1955 it had attained the staggering height of nearly $350,000, 000.49

The indebtedness now stood at $46. 47 per capita, and $259. 46 per

enrolled pupil. 50

At the time of this writing it would appear that the bonding

debt would continue to rise considerably in the ensuing years due

to the continually increasing costs of construction, the backlog of

needed facilities (only one—third of children being satisfactorily

housed) the increasing birth rates, and the increased holding

power of the schools. 51

It is significant to note that although the per capita debt

has reached a new high of $46. 47, the ratio of bond debt to

assessed valuation is much less than it was in 1934. 52 Today

there is a considerable demand by the public for federal aid to

provide the needed school construction, because it is believed that

the school debt is so large that it is impossible to provide facilities

through local channels. Yet debt ratios reveal that Michigan today

 

49 Table III, Appendix.

50 Table II, Appendix.

51 Clair L. Taylor, So ManLChildren, (Department of Public

Instruction) .

 

52 Table 1, Appendix.
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is better able to take care of its school bonded debt than it was in

1934.

III. MUNICIPAL BOND YIELD HISTORY

In the early part of the twentieth century, the average bond

yield was well over 4 per cent. 53 Bond yields increased with

World War I, and reached a high of 5. 08 per cent shortly after the

war ended. 54 The bond market generally softened in the 1920's

with a gradually decreasing bond yield until the stock market crash

in 1929. In fact, bond yields continued to fall through the years

1930-31.55

The period of 1931 to 1935 witnessed very little reduction in

interest rates. The market was extremely small, as practically

no new bonds were offered for sale. However, offsetting the advan-

tage of limited marketable sales, was the tax collection delinquency

rate and the resultant inability of the schools to meet principal and

interest payments. It was not uncommon for a school district to

receive as little as 10 per cent in non-delinquent tax collections on

 

53 Table IV, Appendix.

54 Loc. cit.
 

55 Loc. cit.
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a current levy.

A period of refunding followed legislation of 1935, and

school districts began to recover from their financial distress.

This was particularly true as many districts changed from term to

serial refunding bonds. 56

In the years 1931 to 1948 the school bond debt was reduced

from $180,000, 000 to $88, 000, 000. 57 Accompanying the reduction

of debt was a very noticeable, though not parallel, decline in bond

interest rates. The drop in rates was without doubt accelerated by

(1) the lack of new issues on the market, (2) stabilization of school

debt, (3) improved prosperity, (4) general easing of credit res-

trictions.

In 1949, the trend changed. 58 (1) Money tightened slightly,

(2) stocks were a little more desirable than bonds, (3) schools

were offering an accelerating number of new bond issues, (4) the

bonded debt began to rise very rapidly.

By 1955 the bonded school debt had reached $336,000,000. 59

 

56 Table III, Appendix.

57 Table 1, Appendix.

58 Loc. cit.
 

59 Table III, Appendix.
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Some bonds were now demanding interest rates from 3 per cent to

over 4 per cent interest, and many sellers of bonds were unable

to find buyers. 60

The preceding paragraphs point out that interest rates do

vary, and that the variance generally follows (1) economic cycles,

(2) supply and demand, and (3) estimated risk.

 

60 Table XVIII, Appendix.





CHAPTER V

GENERAL CHARACTERISTICS OF BOND ISSUES

AND THEIR EFFECTS

The need for school bonding has been established, and the

history of Michigan school bonding has been briefly reviewed. The

next phase in the appraisal of Michigan public school bonding

practices is the study of those provisions that are incorporated

within the bond issue itself. This phase of the study was believed

necessary by the writer because school boards are often negligent

in determining specifically the terms of the bond issue. Further,

the content of the issue is often not thoroughly understood until

it becomes expedient to alter the original plans. Inevitably, ,at

that time, the board of education discovers in many cases that it

can not make the change within the provisions of the issue.

Two hundred issues bearing bond sale dates between

July 1, 1954, and July 20, 1955, were examined as to their flexi-

bility within the bond issues, determining if boards of education

provided themselves with sufficient latitude for possible emer-

gencies or expedient variation. It was found that two hundred of

the issues provided for buildings, 182 for buildings and furnishings,

while only sixty- six provided for buildings, furnishings, and
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site.

It was revealed that 143 provided no means of acquiring

additional sites or for changing the building provisions. Eight

issues were limited to the degree that they could make no changes

of any kind. For example, a bond issue might call for the erection

of four classrooms to a specific school. Several things could

suddenly happen that would cause a board to change its original

plan. (1) Cost of construction might exceed the architect's esti-

mate, and only three rooms could be constructed. (2) Surplus

funds could remain after building or buildings are erected, and

with this surplus the board is desirous of building additional rooms.

(3) Population shifts, increases, or decreases might make it

feasible to erect additions on a different building or possiblyon a

different site. (4) The board might build the additions as stated,

and find that they have surplus funds with which to provide an addi-

tional site for future construction; or they might be desirous of

providing necessary playground equipment, furniture, educational

equipment, janitorial equipment, etc. Other possibilities could be

suggested, but these are sufficient to point out that not one of the

alternates could be utilized no matter how feasible that alternate

 

1 Table XVI, Appendix.
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might be. The bond issue provides specifically for four classrooms

on a certain building, and no matter how valid the reason for change,

the board has no legal right to do anything other than that which the

issue spells out.

Twenty-two of the issues examined did provide that the

board of education could acquire additional lands for site purposes

over and beyond the immediate building site. Eighteen issues pro-

vided for varying degrees of latitude in the number and type of

schools to be constructed. These issues varied in phraseology

from "a specific addition to a specific building" to "erect and fur-

nish additional school facilities. " Fifteen issues provided varying

degrees of flexibility in the purchasing of sites as well as in the

erection of facilities. The terminology varied in these issues

from "erect additions and acquire additional sites" to "erecting

additional school facilities either as new buildings or additions to

existing buildings and acquiring additional school sites. "

One hundred eighty—two issues did provide for furnishings,

which means that those districts can, within the terms of the bond

issue, provide the building with the necessary equipment and

supplies to operate it. Such equipment is limited not only to furni-

ture, laboratory equipment, etc. , but may also include such items

as library books, typewriters, maps, globes, and visual aids.
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Unfortunately, an architect sometimes underestimates the cost of

the potential building or buildings, which results in a lack of funds

for furnishings even though the provisions were included in the

bond issue. This experience is an unfortunate one for the school

district because the district has the additional expense of reducing

the cost of structure through (1) the negotiation and reduction of

facilities, (2) the cost of rebidding a revised building program,

(3) the reduction of equipment and supplies, (4) or paying for the

equipment and supplies out of general operating funds, which in

most cases are already seriously depleted.

Therefore, it must be pointed out that it is imperative that

boards of education should not only provide a means for furnishings

within the issue, but must also provide an issue large enough to

meet the financial costs of furnishings as well as buildings.

The effect of flexibility on obtaining affirmative acceptance

for the issue. It is believed by some that the issue must spell out
 

exactly what the board of education is going to do with the funds, or

else the people will not support the bond issue and popular vote

approval would be improbable. Obviously, some particular phase

of a bond issue, such as the construction of a swimming pool or

the erection of an auditorimn, for example, might contribute to the

defeat of a bond issue. This could be true if the public did not have
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sufficient confidence in the school administration, or if the public

had not been sufficiently prepared as to why such facilities were

needed. This, however, is quite different from the matter of

providing flexibility within the issue, and the issue would be de-

feated generally under the above circumstances regardless of the

flexibility or lack of the same within the bond provisions.

Two hundred bond issues were examined to determine

whether or not flexibility of powers, provided for the board of

education within the issue, had any detrimental effect upon the

percentage of popular affirmative vote obtained for the issue. 2

The bond issues were separated into the four following classifi—

cations: (1) provided little or no flexibility, and specifically de—

tailed the latitude of operation for the board of education; (2) pro-

vided latitude only for the purchasing of additional sites; (3) pro-

vided flexibility only for the erection of buildings; (4) provided

flexibility both in the acquiring of sites and the erection of build—

ings. The percentage of affirmative vote in relation to total number

of votes cast was then computed for each bond issue and compiled

on the following page:

 

2 Percentage of affirmative vote was not available for

three of the issues.
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Classification Number of Average Percentage Median

Issues Affirmative

1 143 77. 0% _ 78%

2 22 73. 8% 73%

3 18 76. 4% 73%

4 14 81. 0% 73%

The issues examined were those issues that had been

successfully passed. It was not feasible in this study to determine

the percentage factor of unsuccessful issues, because of the multi-

tude of causes and effects that affect the passing of an issue. These

causes and effects would require a separate study in each commun-

ity in order to isolate any one reason or series of reasons for de-

feat of the issue. It is, however, clearly indicated in the percentage

of affirmative votes cast for each of the four classifications, that

the provision of a broadened latitude for the board of education

within a bond issue does not result in any substantial difference in

the percentage of the vote in favor of the issue.

It would appear then that it would behoove every board of

education to provide some degree of flexibility within the bond issue

that would allow the board of education to function in the most ex-

pedient manner during the life of the issue.

The effect of percentage of affirmative vote obtained on the
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number of bond bids received. Dr. Eugene Johnson made the

following statement about an affirmative vote of 576 to eighty-four,

approving a $, 765, 000 bond issue in the Bloomfield Hills School

District:3

We hope that this vote (576 to eighty-four) will mean a

smaller percentage of interest on our bonds. Usually

more bonding companies bid against each other when such

total community support is indicated.

The writer desired to check the validity of this statement.

The 197 issues were arranged in chronological order according to

percentage of affirmative vote. The issues were checked to find

if more bonding companies were interested in submitting a price

bid when the percentage of affirmative vote was high, and also if

fewer companies were interested when the bond issue was passed

by a narrow margin. It was found that there was no specific cor-

relation between affirmative vote and bond buyer interest. 4

II. MEANS OF MEETING THE DEBT RETIREMENT PROVISIONS

Millage levy. Three of the 200 issues guaranteed no mini-
 

mum millage or dollar tax levy for the retirement of their bonds.

Three issues were unlimited-tax bonds, hence it was not necessary

 

3 Superintendent, Bloomfield Hills School District, 1955-195 .

4 Table XVIII, Appendix.
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to specify a millage or dollar levy. Five provided for a maximum

millage until such time as the reserve was established. Then the

required minimum levy became an amount sufficient to meet the

principal and interest due in that fiscal year. Eleven issues pro-

vided for a minimum millage levy until a reserve was established.

One hundred nineteen provided for a tax spread of a minimum

number of dollars, while fifty-nine provided for a minimum millage

or a minimum dollar tax spread, whichever is the lesser. 5

It should again be pointed out that if boards of education are

lax in checking the exact provisions of the bond resolutions before

the bond sale, they may find themselves saddled with an issue that

is not in the best interest of the school district. The general policy

is to employ legal counsel or other qualified advisors to provide

the wording of the issue, prior to its presentation for public approval

and subsequent sale. The school board and the administration often

assume that everything is correct, or they do not fully understand

the provisions of the issue and pass resolutions later submitted to

the voter for approval. If the advice they received was correct, and

if the bond issue provided sufficient levy flexibility clauses, probably

no crisis can occur that would seriously handicap either their

 

5 Table XVII, Appendix.
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payment program or any future building programs. However, if

the advice was in some varying degree faulty, the board may find

itself seriously handicapped as well as severely embarrassed.

Taxablelears in excess of the life of the'issue. The exam-

ination of the issues involved revealed that all but thirteen provided

for a tax levy that extended beyond the date of maturity of the last

bond. 6 A common practice (ninety—six issues) is to extend the

possible tax collection time two years beyond the life of the bond

issue. One district provided for a ten year cushion, while the

balance varied from three to seven years.

No specific interest rate variation can be attached to the

number of years of cushion that is provided in theissue. However,

it is generally agreed that the more protection that is afforded the

bond holder by the provision of a suitable cushion, the more

marketable the bond.

Amount of certificates. Bonding companies have advised
 

the writer that the sale of bonds is gene rally most acceptable when

the bonds are in denominations of one thousand dollars and in blocks

of five. A check of two hundred issues revealed that 188 were in

one thousand dollar denominations, seven were in combinations of

 

6 Table XVI, Appendix.
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one thousand and of five hundred dollar bonds, four were issued in

five hundred dollar certificates, and one was of a five thousand

dollar denomination.

The apparent trend is for boards of education to follow the

practice of issuing their certificates in denominations of one

thousand dollars. It should also be noted that although the bonding

companies do prefer certificates in amounts of one thousand

dollars, there appeared to be no noticeably higher rate of interest

on those issues that specified certificates in greater or lesser

amounts .

Callable features in bond issues. Most school districts
 

provide bonds within the issues that are callable before the date

of maturity. For example, a bond issued in 1954 and maturing in

1974, may be called on any interest date within that period, accord-

ing to the legal provisions provided within the issue; or it may be

allowed to be outstanding until the date of maturity. Such a pro-

vision provides more flexibility for the board of education in that

the board may decide (1) to buy up the bond on the first callable

date, (2) to buy on any other callable date prior to the date of

maturity, or (3) to retire the bond debt at the date of maturity.

This legal provision in the bond issue provides a means for the

board of education to determine, according to its best judgment,
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which is the best plan to follow in light of the tax program, the

amount of monies available for debt retirement, and the current

interest yields.

However, such a variable program is not all to the advantage

of the board of education. The fact that the board has a choice in

such a debt retirement program adds to the bond buyer risk. That

is, the bond holder can not, under such a program, be assured

that he will or will not receive his payment for the bond prior to

the date of maturity. Therefore, the buyer could, under certain

conditions, require a higher interest rate than if such a condition

did not exist. The condition is then established that if a bond issue

provides for callable bonds, and the bonds are not called prior to

date of maturity, the interest cost on the total issue might be greater

than if the callable feature were not included. Conversely, if the

bonds were called before the maturity date, the total interest cost

for the issue could be substantially lower than if the callable pro-

vision had not been included in the issue.

The exact position of the individual board of education in

calling bonds can not be determined here because of such factors

as the legal provisions within the issue, the school's debt retire-

ment investment program, and the current interest rates obtained

on such investments as related to the interest demanded by the
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bonds in question. It is legally possible, under certain conditions,

for the school district actually to make money on outstanding bonds

whenever the interest rate received for legally invested debt re-

tirement funds is greater than the net interest charge for the

callable bonds. However, these points should be considered:

(1) the school is not an investment company; (2) the board of educa-

tion has definite moral obligations to the school district; (3) no

matter how apparently safe the investment, it still is not as safe

as retirement of the district's obligation; (4) districts are expected

to call bonds when debt retirement funds are available in accord-

ance with the provisions of the bond sales agreement, and refusal

of the board to call such bonds may result in unfavorable debt

retirement records, causing subsequent issues to demand higher

rates of interest.

It has been revealed in this chapter that there is a con-

siderable variation in the provisions that are incorporated in the

individual issues. Often these provisions are inserted by the

bonding attorney with little regard by the board of education as to

the limitations imposed or to the resulting consequences. Some

boards of education, no doubt, do make a concerted study of the

provisions involved, but from a study of the issues it is evidenced

that far too many do not. Whether or not school boards are
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cognizant of the possibilities of variance within the issue, the fact

remains that these possibilities do exist. The effect of these pro—

visions has been revealed in part. In order to understand the full

impact, it is expedient that they be studied in their relationship to

the net interest costs.





CHAPTER VI

NET INTEREST COST ON BONDS.

I. MARKETING BONDS

Periods for marketing bonds. Little can be done by the

local school administration to control the bond market price.

However, there are conditions surrounding the sale of each

issue that do affect the net cost of the issue within the limits of

the existing bond market. An analysis of bond yields, month by

month, from January, 1936, to December, 1955, reveals that

some months provide lower rates of interest than do others. 1

The twenty year monthly bond yield average was 2. 27%. The

months providing the lowest average yield were August, November,

and December, each with an average yield of 2. 24%. April, June,

and October appear to be on the average the poorest months in

which to market bonds. The average interest charge over the

twenty year period for bonds marketed in these three months

was 2. 29%.

One can not state positively that certain months will always

 

1 Table V, Appendix.
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provide the best interest rates. For example, December rated

one of the lowest average interest rates, and was actually the

lowest month seven times within the calendar year; but it was

also the highest calendar month four times within the twenty year

span. April, during the same period, had the highest twenty

year average rate, but was actually the lowest calendar month

three times in that period. 2 One can, however, generalize that

bonds offered for sale in August, November, and December will

generally obtain more favorable rates than those sold in April,

June, and October. The one thing that apparently pushes bond

interest rates up in the spring months is the increased number

of issues offered on the market at that time. Therefore, it be-

hooves every school board to be cognizant of the number of issues

that may be offered at any one time, and if possible, to offer their

bonds for sale at an off peak period.

Acceptance of bids. One of the ilnportant decisions that
 

boards of education must make is that of deciding which company

provides the lowest bid. Provisions are generally made within the

notice of sale of bonds that the average net interest bid shall be

computed according to a specific schedule. The bid may be computed

 

2 Table VI, Appendix.
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on the understanding that the callable bonds go to maturity. Or the

bid may be computed on the basis that the callable bonds would be

called on the earliest call date.

The fact that most of the bonds issued today are unlimited

rather than limited, and the subsequent effect of having no reserve

established, somewhat limits the ability of early calling of bonds.

The results are that the possibility of early calling is reduced, and

bonding companies usually assume that fewer bonds will be called

prior to maturity. However, bond issues will probably continue

to provide for callable bonds sufficient in number to necessitate

careful scrutiny of the bid prices submitted.

Generally, the legal counsel or advisor provides the

number of callable bonds and the schedule for the calling of bonds

as close as possible to the foreseeable paying abilities of the dis-

trict. However, as has been previously pointed out, no matter

how careful the economic projection at the time of sale, economic

conditions within a district may vary considerably from the

forecast.

Table XIX reveals that one bid differs from the other by

only $278. 00 when the bonds are redeemed at maturity. However,

the difference in the two bids increases to over three thousand

dollars if the callable bonds are redeemed at the earliest call date.
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It is revealed in Table XIX that total net interest costs vary with

the call schedule. A condition could conceivably exist, then, in

which one bid would be low if the bonds are retired at maturity,

and a different bid could be low if the callable bonds were redeemed

prior to maturity. The board of education should weigh the two

bids in the light of its potential bond retiring ability, and determine

which bid would probably be the lower. Obviously, the forecast

could be in error, but a reasonable forecast should, on the aver-

age, provide a more sound program than no forecast at all.

One of the most important decisions that a board must

make is the acceptance of one bid or the rejection of all bids sub-

mitted. The board should have time to examine and weigh care-

fully the provisions previously mentioned. Unfortunately, under

present conditions, bids submitted are firm only at the time of

submitting. The bond sale notices do not provide any clause for

a delayed acceptance of a submitted bid. This places the board of

education in the position that it must accept the low bid, or it must

reject all bids. Such a rejection implies, however, the possibility

of negotiating with the low bidder at a later time. This procedure

involves the risk that the bid may be withdrawn before the time of

negotiation.

It would be a much better situation if a provision could be
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inserted in the notice of sale that the bids submitted be firm for a

period of at least twenty-four hours. There are several reasons

for such a stipulation: (1) If an error occured in the bid, the time

span would allow the necessary checking, et cetera, to determine

whether or not it was merely typographical. (2) Granted that the

bond market fluctuates, a period of only twenty-four hours would

not noticeably jeopardize the bond bidder, because the market

might move in either direction. (3) It would provide opportunity

to obtain legal counsel, on any point not entirely clear, before the

final acceptance of a bid.

11. NET INTEREST COST ON BONDS

Factor analysis of bond issues to determine the relation-

ship of the factors to the net interest cost. In order to determine
 

the factors other than marketing that affect the net interest cost

of bond issues, two hundred bond issues, sold from July 1, 1954,

to July 20, 1955, were separated into four categories according to

the amount of the issue. 3

The amount of the issues was studied in relation to the net

interest cost obtained for the issue, and it was determined that the re

 

3 Tables VII through X, Appendix.
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might be such a relationship.

The net interest cost obtained for each issue was then

studied in relation to the equalized valuation of the district that

marketed the issue. While it was evident that the districts having

a higher valuation generally had more favorable net interest costs,

it was also evident that valuation alone did not determine the rate

of interest.

The issues were then arranged in order of the ratio of

debt to valuation. It was found that although many variations

appeared, there was a definite existing correlation between the

amount of the net interest cost of the bond issue and the percent-

age ratio of debt to valuation of the school district. Those issues

that had a debt to valuation percentage ratio of more than 10 per

cent, and those issues that had a debt ratio of less than 5 per cent,

were separated into two groups for further study. Group one

consisted of forty-eight issues that had a debt ratio of more than

10 per cent.4 The issues varied in amounts from $21, 000 to

$1, 500, 000. The ratio of total debt to total valuation, including

the new issue, ranged from 10. 06 per cent to 14. 83 per cent.

In group two there were thirty- six issues that had a debt to valuation

 

4 Table XI Appendix.



f
\



113

ratio of less than 5 per cent. 5 The ratio of debt to valuation in this

group ranged from 1. 34 per cent to 4. 97 per cent. The amounts of

the issues ranged from $24, 000 to $2, 100, 000.

The issues in group one were then arranged chronologically

according to dates of sale, and compared to the national average net

interest costs of municipal bond sales for the same periods.

Interest rate comparison of selected issues to the national

average. It was found that forty of the issues in group one de—

manded a higher net interest cost than the national average, and

that only eight Michigan issues sold for a lower rate of interest

than the national average at the time of sale. The same procedure

was followed with group two. 7 It was found that of the thirty-six

issues, twenty-three demanded an average net interest cost equal

to or less than the national average of municipal bond sales at time

of sale, and thirteen issues required an average net interest cost

than the national average.

It is not the purpose here to determine why these issues

we re above or below the national ave rage. Rather, the national

 

5 Table XII, Appendix.

6 Table XIII, Appendix.

7 Table XIV, Appendix.
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average was utilized solely for the means of establishing that those

issues that had a debt ratio of less than 5 per cent, had a greater

number of issues demanding less than the national average inter-

est rates than did those issues with a debt ratio of 10 per cent or

more.

It is recognized that some hazard exists in this particular

procedure, as Michigan interest rates may not always parallel the

national average. However, it was impractical to use Michigan

averages because the issues studied determine the Michigan aver-

age. Further, it was believed that the national average did provide

a reasonable scale for comparative purposes. It is worthy to note

that the Michigan school bond average interest rate was generally

above the national municipal average bond interest rate.

Relationship of the amount of the issue to the net interest

cost of the issue. Thirty-six issues, with a debt ratio of 5 per cent
 

or less and bearing an interest rate variation of from 1 per cent to

3. 112 per cent interest, and forty-eight issues with a debt ratio of

10 per cent or more and an interest rate variation from 2. 02 per

cent to 3. 5 per cent, were examined as to relationship of the

amount of the issue to the average net interest cost. The average

amount of the issues in group one was $324, 000 and in group two,

$289, 000. The slight difference in the average amount of the issues
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would tend to indicate slight relationship between the amount of the

issue and the net interest cost. If any inference could be drawn,

it would be that larger issues demand more favorable interest rates.

The issues of fifty thousand dollars or less were then

selected from both groups, and the average interest rate was com-

puted. There were twenty-one such issues, and the net average

interest rate was computed to be 2. 654 per cent. The issues were

then selected from both groups that were five hundred thousand

dollars or more. There were seventeen such issues, and the

average net interest cost of these issues was 2. 206 per cent.

This analysis would substantiate the fact that larger bond issues

received more favorable net interest rates.

A third means of checking the relationship was to separate

the eighty-four issues into two groups. Group one consisted of

the twenty issues demanding the lowest interest rates, and group

two consisted of the twenty issues demanding the highest interest

rates, as shown on Table XX. It was found that group one contained

only five issues of less than one hundred thousand dollars, and ten

issues of more than two hundred thousand dollars. Group two

contained fourteen issues less than one hundred thousand dollars,

and only four issues of two hundred thousand dollars or more.

The exact effect of the amount of the issue upon the net
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TABLE XX

COMPARISON AVERAGE NET INTEREST COST

TO AMOUNT OF ISSUE

 

 

Group one Group two

 

 

No Average net Amount of Average net Amount of

interest cost issue interest cost issue

1 1.186 $1,225,000 3.500 $ 180,000

2 1.493 350,000 3.228 61,000

3 'l.514 800,000 3.195 40,000

4 1.597 125,000 3.112 2,000,000

5 1.612 2,100,000 3.110 45,000

6 1.650 40,000 3.094 21,000

7 1.689 170,000 3.090 21,000

8 1.729 60,000 3.065 26,000

9 1.743 50,000 3.013 32,000

10 1.749 500,000 2.997 350,000

11 2.020 750,000 2.970 50,000

12 2.065 525,000 2.968 75,000

13 2.083 315,000 2.941 27,000

14 2.093 40,000 2.930 200,000

15 2.104 40,000 2.918 50,000

16 2.110 24,000 2.919 37,000

17 2.112 310,000 2.910 45,000

18 2.138 200,000 2.910 65,000

19 2.150 600,000 2.863 150,000

20 2.183 100,000 2.847 395,000
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interest cost has not been established, nor has a point of dilninish—

ing return been located. Rather, it has been the purpose here to

establish whether or not there is any relationship between the

amount of the issue and the average net interest rate obtained for

the issue. There are many variations in the issues studied, but

each of the three methods revealed in varying degrees that there

is an existing relationship, and that those issues receiving the

lower interest rates tend to be the larger issues.

Relationship of the number of bids received to the net

interest cost. The same eighty-four bond issues were used to
 

determine the effect, if any, of the number of bids received at a

bond sale upon the net interest cost of the issue. The issues again

were separated into two groups, Table XXI. Group one was made

up of the twenty lowest consecutive interest bearing issues, and

group two consisted of the twenty highest consecutive interest

bearing issues. The average number of bids received per issue in

group one was 3. 3, and 2. 9 per issue in group two indicated that

on the average a lower interest bearing bond might have obtained

a greater number of bids.

The groups were then reduced to ten issues each by re-

moving the lower ten issues in each category, thereby increasing

the differential in interest rates of the two groups. Group one
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issues now had an interest rate range of 1. 186 to l. 749, and these

issues had received an average of 3. 6 bids per issue. Group two

issues now ranged in net interest rates from 2. 970 to 3. 500, and

these issues had obtained an average of 2. 7 bids per issue. It

was noted here that as the twenty lowest interest bearing issues

were reduced to the ten lowest, that the average number of bids

received per issue increased from 3. 3 bids to 3. 6. Further, that

the reduction of the twenty highest interest bearing issues to ten

issues, resulted in a similar reduction of the average number of

bids received from 2. 9 to 2. 7 per issue. This correlation appeared

to add strength to the observation that a greater number of bids

results in a lower net interest rate for the issue.

However, individual issue studies indicated that the number

of bids received does not affect the interest. For instance, issues

bearing interest rates of 1. 650, 2.112, 2. 800, 2. 910, 3. 500, all

received just one bid per issue, while issues receiving interest

rate bids of l. 689, 2. 110, 2. 847,2. 930, and 3. 228 had nine, five,

two, five, and two bids submitted respectively.

A second refuting of the concept that the number of bids

affects the interest, was found when the remaining forty-four issues

of the original eighty-four were examined and were found to have

received an average of 3. 8 bids per issue. This group of issues
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had a net interest cost range from 2. 183 to 2. 847', which placed it

between the first two groups analyzed, yet it received the highest

average number of bids per issue. The interest rate is apparently

not determined to any specific degree by the number of bidders.

Rather, the potential rate of interest, size of issue, and market-

ability, appears to determine the number of bidders.

The erroneous assumption that the greater the number of

bidders, the lower the resulting interest rate, can not be checked

because no one knows what the results might have been in each

bond sale if a greater or lesser number of companies had sub-

mitted bids. It would appear, however, that if ten bids were

submitted, and the lowest bid was from the same company that

would have been the bidder if only one bid were submitted, the

interest rate would have been the same. It is possible that some

companies might be interested in which other companies were

bidding before setting up a bid price. However, because no one

company can be sure of the number or of the identity of the com-

peting bidders, it would appear that a company bases its bid, not

upon the number of potential bids that will be submitted, but upon

the marketability of the issue and the expected profit margin.

There is no concrete evidence, but a hypothesis might be

drawn that when several interested companies join together and
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submit one bid, the interest rate obtained might favor the involved

companies more than if smaller groups submitted a greater number

of bids. However, this hypothesis would seem to hold true only

when a single bid was submitted. It would appear also that conso-

lidation of companies for purposes of submitting a joint bid is the

result of the size of the issue and/or the correlated conditions,

rather than a specific attempt by the bidders to control the inter-

est rate.

RelationshiJ? of debt to valuation ratio on the net interest

535:. The issues that had a ratio of debt to valuation of 10 per

cent or more were placed in group one8 and those issues having

a debt to valuation of 5 per cent or less were placed in group

two. 9 Group one consisted of forty-eight issues ranging in a

debt to valuation ratio from 10. 06 per cent to 14. 83 per cent. The

average debt ratio of this group was 11. 65 per cent and the median,

11. 53 per cent. The net interest cost of the issues ranged from

2.020 per cent to 3. 500 per cent, with an average rate per issue

of 2. 696 per cent. Group two consisted of thirty- six issues

ranging in a debt to valuation ratio from 1. 55 per cent to

 

8 Table XI, Appendix.

9 Table XII, Appendix.
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to 4. 97 per cent. The average debt ratio was 3. 34 per cent and

the median was 3. 60 per cent. The average net interest cost per

issue was 2.21 per cent. Group one contained eight issues that

had bonds bearing interest rates exceeding 3 per cent. Group one

contained no issues that demanded less than a 2 per cent net

interest, whereas group two contained ten issues in that category.

In order to verify the analysis that the ratio of debt to

valuation does have a direct effect upon the net interest cost

received for a bond issue, a second analogy was made. The forty-

eight issues were arranged according to their relationship to the

national net interest rates for municipal bonds, at the date of

sale. The issues that. exceeded the national average interest rate

by one—half of one per cent and had a debt ratio of 10 per cent or

more, were placed in group A. Issues with a debt ratio of 10 per

cent or more but demanding an interest rate less than national

average, were placed in group B. Issues bearing interest rates

more than the national average and having a debt ratio of less

than 5 per cent, were placed in group C. Finally, those issues

of less than 5 per cent debt ratio and bearing interest rates less

than the national ave rage by an amount greater than one-half of

one per cent, were placed in group D.

The ratio of debt to valuation varied in group A from
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10. 10 per cent to 14. 83 per cent, with an average debt ratio of

11. 56 per cent. Group B ranged from 10.11 per cent to 13. 52

per cent, with an average of 11. 66 per cent. GrOup C varied in

debt to valuation ratio from 1. 34 per cent to 4. 97 per cent, with

an average rating of 3. 83 per cent. Group D ranged from 1. 48

per cent to 4. 15 per cent in debt ratio, with an average debt ratio

per issue of 4.15 per cent.

Group Average Debt Ratio Average Net

Interest Cost
  

 

A 11.56% 3.044

B 11.66 ' 2.240

C 3.83 2.683

D 2. 54 - 1.741

Although the average debt ratio was slightly higher in

group B than in group A, the lowest debt ratio in each group was

similar, and the high in group A exceeded the high in group B by

1. 31 per cent. The interest rates in group C exceeded the aver-

age rates in group B. However, because the issues in group B

had interest rates below those of the national, and group C had

interest rates above the national average, the inference might be

drawn that factors other than ratio of debt to valuation could have

caused this discrepancy. These analyses do establish that there
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is an existing relationship between the debt to valuation ratio of a

school district and the average net interest costs of the bonds sold

by the district, but that it is not the sole factor.

Percentagg of callable bonds and the relationship to net

interest cost. It is generally accepted that in the process of re-
 

tiring a debt, the interest payments become progressively reduced

as the payment of principal becomes progressively larger. Most

school districts provide for this situation not only by having a

greater portion of bonds maturing in the later years of the debt

retirement program, but also by providing for a specific number of

callable bonds.

Callable bonds within an issue can result in at least two

manifestations. One, it enables a district to redeem the callable

bonds ahead of maturity as specified in the bond resolution, with a

resulting decrease in total net interest cost. Two, because of the

callable feature, a certain amount of uncertainty or buyer risk is

written into the bond issue, and hence the average net interest cost

to the district would be correspondingly higher.

The first situation is basic and needs no further study. It

is generally accepted that the more rapidly a debt is retired, the

smaller the net interest cost. However, the second point implies

that a district receives a more favorable net interest cost when
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callable bonds are omitted in an issue that it does when callable bonds

are included and not redeemed prior to the date of maturity.

It was not feasible in this study to determine the entire effect

of the callable bond upon the net interest cost, but it was desirable

to determine if there were any correlation between the percentage

of bonds that were callable in an issue and the net interest cost.

Two hundred issues were examined and the ratio of the amount of

the callable bonds to the total amount of the issue was determined

in percentage. It was found that only three of the two hundred

issues examined, made no provision for callable bonds, while

five issues provided for 90 per cent or more of the issue to be

callable, the highest of which provided for 97 per cent of the total

issue to be called. The median appeared at 74 per cent. ' That is,

50 per cent of the issues examined had callable features that pro-

vided for 74 per cent or more of the issue to be redeemed prior to

maturity date.

The average net interest cost was then compared between

those issues that had 74 per cent or more of the bonds callable,

and those that had less than 74 per cent callable. The average

interest rate of issues having 74 per cent or more callable was

2. 616681 per cent as compared to 2. 467378 per cent for those

issues having less than 74 per cent of bonds callable. There
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appeared to be a great amount of variation among the individual

issues as to the net interest cost in relation to the percentage of

callable bonds, indicating that factors other than the percentage

of callable bonds were having their effect. Therefore, it was

believed advisable to attempt a second analysis.

For the second analysis, the forty-eight issues that had

an average debt to valuation ratio of 10 per cent or more, and the

thirty-six issues with a debt ratio of 5 per cent or less, were

arranged chronologically according to net interest cost. It was

found on the average that 59. 8 per cent of the bonds were callable

in issues having a net interest cost of less than 2. 558 per cent.

The issues having a net interest cost of more than 2. 558 per cent

had an average of 70. 5 per cent of the bonds callable.

It would be difficult indeed to determine the degree of effect

of the percentage of callable bonds, as it is impossible to isolate

any one of the factors from its relationship to the other factors

involved. However, it has been demonstrated, in the two hundred

issues studied, that those issues that have the higher percentage

of bonds callable also have on the average the higher net interest

cost if the bonds go to maturity before being redeemed. It must

also be stated here that, if the bonds are redeemed before maturity,

those issues having the highest percentage of callables could
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conceivably pay the least amount of financing cost. However, it

is not possible to study this aspect because the future retirement

history of these bonds is a question.

Length of issue as related to net interest costs. The number

of years for which the bonds are issued generally increases the

buyer risk. It is difficult to predict the economic conditions a

year in advance with any definite degree of assurance. Therefore,

it is understandable that the buyer assumes some additional risk

in investing monies for a twenty year period, when there is no

possibility of appreciation of investment. However, because there

is a second factor involved in that the length of the issue is usually

proportioned to the district's ability to pay, the buyer is usually

more concerned about this risk than the lack of appreciation of

invested monies.

The conclusion drawn in the study of eighty-four issues is

that those issues having an interest rate of less than 2. 558 per cent

had an average life of thirteen years, while those issues bearing

interest rates in excess of 2. 558 per cent, had an average span

of seventeen years.

Relation of present debt to net interest cost. In the eighty-
 

four issues studied, seven issues with net interest costs below the

median interest rate had no present debt, while twenty-six issues
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with net interest costs above the median had no present debt.

Twenty-eight issues with interest rates below the median had

small debts as compared to six small debt issues. with interest

rates above the median. Five districts that had debts ranging

from medium to large received interest rates below the median,

and five other districts in the same debt category received bids

above the median interest rate.

It is apparent that the present debt is not important in

itself, except as related to the total debt to valuation ratio of the

district. However, one might hypothesize that a recent debt

accompanied by a good debt retirement record, places the district

in a more favorable position to sell its bonds than a district that

had no previous debt record from which to judge its paying record

and attitude.

Debt history and its relation to net interest cost. The
 

same hypothesis would hold true for debt history as for present

outstanding debt. That is, a good debt history might provide a

more favorable bond selling position than no history at all. In

examination of the eighty—four issues it was found that the debt

history of Michigan schools is excellent. Seven had no previous

debt record, fifty-nine districts had no records of default or

delayed payment of obligations, and eighteen districts had had
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minor problems in meeting payments during the bank holidays of

1932.

It was concluded that the debt history does have an effect

upon buyer interest, in the same general relationship that any

lender has to any borrower. The greater the risk, the greater

the demanded interest rate. However, the information gathered

in this survey is too limited to draw any exacting conclusions as

to the amount of the effect.

Percentage of current tax collections versus net interest

£925. The percentage of taxes collected is of major importance

to bond purchasers. The Municipal Finance Commission will not

approve a sale of municipal bonds if the current tax collection rate

is less than 75 per cent. Further, bond dealers demand that

school districts account for low tax collection at the time of sale,

if the tax collection is below 90 per cent. The eighty-four issues

studied revealed that the forty-one issues, having an average net

interest cost of less than 2. 558 per cent, had an average tax

collection rate of 99 per cent. Those issues bearing interest rates

in excess of 2. 558 per cent, averaged 98 per cent in yearly tax

collection. Table XXII reveals that tax collection records of

Michigan are rather favorable. In the eighty-four issues studied,

only one district had an average tax collection record of less than
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TABLE XXII

FIVE YEAR AVERAGE TAX COLLECTIONS

 

 

 

Number of Ave rage tax

districts collections

35 100%

22 99%

9 98%

6 97%

7 96%

5 95

or below
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90 per cent, and it had 89 per cent.

Relation of surplus taxable years on net interest cost. The

eighty-four issues were again analyzed to find if the number of

years that taxes could be levied over and beyond the life of the

issue had an effect upon the net interest cost. The median interest

rate of the eighty—four issues has previously been established to

be 2. 558 per cent. It was determined that the average number

of surplus taxing years for those issues bearing an interest less

than the median, was 2. 3 years; while those issues having interest

rates higher than the median averaged 2. 1 years. Further study

of this factor as it pertained to each individual issue would have

to be made, because the important factor to the bond buyer is the

ability of the district to meet its obligation during the life of the

issue. We may conclude that generally the number of surplus

taxable years is not too strong a factor in itself, except in parti-

cular cases where there might be some doubt as to the school

district's paying ability.

Type of district and its relationship to net interest cost.
 

The type of district is obviously associated closely with the percent-

age of tax collection. The bond buyer is not interested in the type of

district except as it relates to the ability of the district to pay its

obligations. If the district has diversified taxable incomes, stable
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industries and populations, certain racial and religious constitu-

ents, and sound residential housing, it finds itself in a more

favorable position than does a district that has no' industry or a

declining industry, migrant populations, poor housing, or a popu-

lation dependent upon a single type of income.

In the eighty-four issues studied, the district types are

represented as follows:

Interest rates below 2. 558 Interest rates above 2. 558

Number of Predominate Number of Predominate

districts type district districts type district

10 Industrial 0 Industrial

16 Residential 18 Residential

2 , Resort 0 Resort

11 Farm 22 Farm

It was further noted that in the ten districts having the lowest

interest charge on their bond issues, only 10 per cent were pre-

dominately farm areas. The ten districts having the highest inter-

est bearing bonds were 70 per cent farm predominated.

Percentage of affirmative vote on issue versus net interest

£2_s_t_. The effect of affirmative vote was determined to have no

direct effect upon the net interest cost. The issues having a net

interest average of 2. 558 or less passed by an average vote of 75
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per cent. The issues bearing an interest rate of more than 2. 558

in the eighty-four issues studied were passed by an average popu-

lar vote of 77 per cent.

The real effect of a high percentage affirmative vote is

the moral value to the school administration and the people of the

district. Although this study provides no statistics for attitude,

it has been generally observed that public sentiments are more

unified and more favorable toward schools when there is a larger

favorable vote for its bond propositions.

Attorneys employed versus net interest cost. The writer
 

was unable to measure the effect of the different attorneys that

prepared the bond issues as related to the net interest cost. How-

ever, some general observations were made.

The first observation made was that in the state of Michigan

only four firms are recognized by bonding companies for legalized

opinions regarding the legality of a bond sale. The eighty-four

issues studied specified the following firms for legal opinions,

Table XXIII.

The second observation is that when the opinion of only

four firms is recognized by bonding companies, any firm specified

other than one of the four would result in duplication of legal work.

Such a duplication would result in an additional legal cost to the
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TABLE XXIII

FIRMS SPECIFIED FOR LEGAL OPINIONS

134

 

 

 

Legal firm Number of issues Percentage

A 58 69. 0

B 15 18. 0

C 2 2. 4

D 0 0

E* 1 2. 4

F* 1 l. 2

G* 1 1. 2

optional1 5 6. 0

 

* Not recognized by bonding companies.

! To be selected by purchaser of bonds.
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district.

The third observation is that any legal firm utilized by a

district in the formulation of the bond program other than one of

the recognized firms would result in a duplication of legal work

accompanied by some additional costs to the district.

A fourth observation is that when a local district employs

legal assistance that is not recognized by bond companies, the

district incurs a greater risk of developing a legally unsound

issue, greater delay in securing approval, and completing the

bond selling process, either of which adds to the cost of market-

ing the issue.

Relationship of earmarked millage and net interest cost.

The school board resolutions submitted and voted upon at. the

bond election generally specify that the millage levy be earmarked

for the particular issue in question. However, such is not always

the case. The eighty-four selected issues had a total of seven

resolutions that failed to earmark the tax levy provided in the

resolution to the specific issue. The exact effect can not be

determined because of limited number of times the condition

appeared. However, of the issues studied the three having the

highest net interest costs also had tax levies not specifically ear-

marked to the issues. The fact that the millage is not specifically
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designated for a particular purpose does have an effect on the net

interest cost because it does contribute to the buyer risk.

Bond and opinion fees versus net interest'cost. It is

general practice that if a company incurs an additional expense,

the expense is added to the cost of the product. Some bond issues

provide for certain fees to be paid by the purchaser, and the net

interest cost is the usual means of recouping the cost. However,

the cost is approximately the same whether it is paid directly to

the second party or whether it is amortized in the net interest

cost. Because it has probably little if any effect upon the total

cost of processing the issue, the purpose here is to merely reveal

the procedure followed in the issues studied.

Number of bond issues Procedure followed
  

35 School district paid legal opinion

and bond cost printing

5 School district paid legal opinion,

purchaser paid bond cost printing

44 Purchaser paid legal opinion

and bond cost printing

Summary of factors affecting net interest cost. The bond
 

dealer analyzes the bond issue from the standpoint of saleability

and profit. Each dealer has access to the level of the market and

the quantity of bonds being offered for sale. If bond issues are
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plentiful, the buyer will be more careful in screening the quality

of the issue. If bonds are not so plentiful, bond dealers are apt to

bid for issues that they would not consider if they had a choice.

Dealers must have issues to sell if they are to stay in business.

Therefore, exacting degrees of effect of certain factors upon the

net interest cost can not be determined except by a specific

study of the issue and its relationship to the quantity of issues

being offered and the market level at the time of sale.

Many factors are taken into consideration when bond

dealers are considering the purchase of a new bond issue. The

dealers first analyze the issue from a quality standpoint. They

determine (1) whether the district has a good attitude toward its

creditors, (2) whether it has had a past history of default and,

if so, for what reason, (3) whether tax collections are average

or better, (4) whether the district is residential, agricultural,

industrial, resort, or combinations of the foregoing, and whether

the district has had major problems along this line or problems of

particular racial or religious groups that affect the valuation or

paying potential of the district, and (5) whether the new issue is

properly set up so as to protect both the purchaser and the issuing

municipality.

These five points establish the framework in which the bond
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dealer operates. Within this framework are certain other factors

that affect the net interest cost such as amount of issue, legal

counsel, ratio of debt to valuation, length of issue, and percentage

of callables, while other factors such as number of bidders, per-

centage of affirmative vote, and amount of certificate, have little

or no affect upon the total cost of issuing and retiring a bond loan.

The timing of the bond sale, as well as the analogy of the

bids received, likewise can have an effect upon the net interest

cost of an issue. The latter makes it important that in the near

future some provision be made to provide a reasonable span of

time in which the board may accept one of the bids submitted,

rather than the present condition of having to accept bids at the

time of bid opening or chance the risk of withdrawal of said bids

by the bonding companies.

It has been revealed that certain factors do have an effect

upon the net interest costs, and that the bond market does fluctuate

in relation to certain economic conditions. It has been pointed out

previously that the condition of too high a debt to valuation ratio

and a high bond market may cause an issue to be unmarketable.

Such a condition was rapidly developing in the state of Michigan.

The result was that in 1955 certain hurried changes were made in

the Constitution in an attempt to alleviate the situation. In order to
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understand the affect of these changes in the school bonding program,

it was determined that a separate chapter should be added to this

study. Therefore, Chapter VII is an interpretation of the mani—

festations resulting from this enactment.





CHAPTER VII

CURRENT STATUS OF SCHOOL BONDING

An expedient enactment. On the fourth day of April, 1955,
 

an amendment to the Constitution of the State of Michigan was

approved by a popular vote of 455, 668 to 382, 093. The legis—

lature followed with two enabling acts, and the State of Michigan

was legally in the position to loan up to one hundred million dollars

to school districts for the purpose of meeting qualified bond obli-

gations, provided the school districts met the requirements as

stipulated in the enactments. 1’ By June 29, 1956, only three small

suburban school districts had found it necessary to borrow from

the state loan fund. The agregate sum of the three loansamounted

to only $46, 058.

On this basis, the Citizens' Research Council of Michigan

grossly criticized the amendment as being an example of hurried

legislation that urged solutions bearing no reasonable semblance to

actual facts and needs involved. 2 Proponents of the amendment

 

1 Public Acts of Michigan, 1955, Act No. 10, Section 27,

(as implemented by Acts 74-151).

 

2 Citizens' Research Council of Michigan, "Bulletin

No. 661," August 13, 1956.
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stoutly defended it by reporting that although only three loans had

been made to date, the bulk of the $111, 000, 000 worth of school

construction undertaken since the law took effect ”could not have

been financed under the legislative restrictions that prevailed

prior to 1955. 3

In order to determine whether the amendment was neces-

sary and to what extent it does meet the needs of the school

districts, it is necessary to relate what transpired immediately

preceding the adeption of the amendment as well as the subsequent

developments .

On January 18, 1955, Joint Resolution D was introduced

to the legislature. This resolution was the hurried result of a

group study suggested by real estate interests of the metropolitan

area, and conducted under the auspices of the State Department of

Education. The provisions of the resolution were: \(1) that a state

loan fund be provided in an amount not to exceed two hundred

million dollars; (2) that a school district with a bonded indebted-

ness of 9 per cent of state equalized valuation, levying at least

forty-seven mills and with authorization by electors of the district,

could be eligible to participate in the loan; (3) that a state school

 

3 News article in the Detroit Free Press, July 2, 1956.
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construction board be established for the purpose of supervising

and directing the state loan program. Objections were raised to

Joint Resolution D on the basis that the provisions contained within

the resolution would not be acceptable to the legislature, and that

its provisions were such that it should not be written into the

Constitution.

A counter resolution was then submitted that in essence

is the present amendment, except that the proposal, as submitted

to the legislature, pledged the full faith and credit of the State of

I Michigan as collateral to the unlimited-tax qualified bond. Al-

though proposal three contains some excellent principles suggested

by Schimrnel in 1949, it does not provide an adequate solution for

all school districts, nor did it provide for the qualification of all

school bonds. 4 Hurried legislation and short cuts utilized to meet

a time schedule contributed to certain discrepancies that have

resulted in hardships to some school districts, and in a test case

in the Supreme Court of the State of Michigan.

Supreme Court test case. In early March, 1957, Paul
 

 

4 Louis H. Schirnmel, "Michigan School Bonds, Effect of

Constitutional Amendment adopted November 2, 1948, " (unpublished

paper read at Conference of County School Superintendents, Lansing,

Michigan, January, 1949.
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O. Strawhecker, attorney and financial consultant for the Forrest

Hills School District in Kent County, sought a legal opinion from

the State of New York on an unlimited-tax bond issue for his

client. The opinion was sought because it was believed that a

favorable decision by a New York firm would result in a greater

amount of interest in the purchasing of Michigan bonds by eastern

bonding houses. The New York firm of Wood, King, and Dawson,

from whom the opinion was sought, refused to give a favorable

opinion until such time as the Michigan Supreme Court ruled

favorably on the Thirteen Mill Amendment.

The immediate result of the action taken by Wood, King,

and Dawson was that no further sale of unlimited-tax bonds could

take place in Michigan pending a Supreme Court decision. Michigan

bond attorneys could not give a favorable legal opinion as long as a

New York firm questioned the legality of the amendment.

A Supreme Court test case was instigated through the co-

operation of the Haslett Board of Education. Haslett had sold an

$850, 000 bond issue on April 2, 1957, and although the bonds had

been sold, they could not be delivered for lack of a legal opinion.

The secretary of the school board refused to sign the school bonds

on the basis that the bonds were not legally acceptable, and the

remaining members of the board brought suit against him because
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of his refusal to sign the bonds.4 The three questions raised by

the defendand regarding the legality of the amendment are as

follows:

1. The form that was set forth in the joint resolution

passed by the Michigan Legislature, authorizing the sub-

mission of the amendment to the electors, was changed by

the Secretary of State when the question was prepared for

submission to the electors of the State. Wood, King, and

Dawson raised the question of whether or not the Secretary

of State had the right to make the change in form.

2. Wood, King, and Dawson point out that the Constitu-

tional Amendment covers more than one purpose or subject

but was submitted to the electors as a single question on one

ballot. The double purpose is (1)the establishment of a

$100, 000, 000 School Bond Loan Fund and (Z) the issuance

of bonds payable from unlimited taxes. Wood, King, and

Dawson ask whether or not it was necessary to submit

these in one or in two separate ballots.

3. The third point concerns the question of whether or

not the 1955 Constitutional Amendment altered or abrogated

Section 21 of Article X of the Constitution, commonly known

as the Fifteen Mill Amendment. If the 1955 Amendment

altered the provisions of Section 21, (adopted in 1932), then

was it necessary to publish Section 21, Article X, along with

Section 27, Article X, as part of the election notice and

ballot?

Effect on school bonding. The Supreme Court decision on
 

this case was of extreme importance because, until such a dicision

was reached, there existed a question of legality on approximately

 

4 Graham, et a1. , Members of Haslett Board of Education,

vs Noel Miller, No. 47353.
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two hundred million dollars of such unlimited-tax bond issued in

the less than two year period since the adoption of the amendment,

and the question as to whether any future unlimited-tax bonds

could be issued.

Several school districts had sold school building and site

unlimited-tax bonds, and were in the process of obtaining a final

legal opinion before obtaining the actual funds. The aforementioned

legal question stopped all sale of such bonds until a decision was

obtained from the Supreme Court.

Several hardship conditions that did or could have developed

were: (1) no unlimited-tax bond issues could be marketed from

March 5, 1957 to June 14, 1957: (2) twenty—three issues involving

$22, 770, 000 were sold but could not be delivered;5 (3) some school

districts were notified by the bidders that the bonding companies

might not honor their bid on unlimited issues sold but not delivered,

because the district was not able to provide a marketable issue

within the specified time; (4) some school construction already

underway could be stopped because of the inability of the schools

to obtain funds; (5) some districts might have the expense of re-

selling bonds as well as experiencing perhaps a higher interest bid

5 Table XXIV, Appendix.
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on the resale; (6) the purchasers of the bonds conceivably could

have difficulty collecting the invested money on issues already

delivered if the Supreme Court ruled said bonds 'to be illegal: (7)

it might be extremely difficult to get public acceptance in a new

public election for a corrected amendment if the present one had

proven to be illegal.

Fortunately for all schools concerned, as well as for the

bonding companies and their clients, the Supreme Court handed

down the following decision on June 13, 1957.

This matter having been heretofore heard upon the petition

of plaintiff, and the answer of defendant and the briefs and

arguments of counsel for the respective parties hereto, and

due consideration thereof having been had by the Court and no

sufficient cause being shown to the contrary, It is ordered;

that a peremptory writ of mandamus issue out of and under

the seal of this Court directing said defendant, said Secretary

of the Board of Education of Haslett Public Schools, to forth-

with sign the bonds as required by the resolution of the Board

of Ediacation of Haslett Public Schools, dated January 10,

1957.

Strengths of the amendment. /The amendment has been a
 

success in that it has enabled some districts to market bond issues

that would not have been marketable under tax limitation statutes.

Eight hundred fifty-one school districts out of 3, 340 districts in

Michigan had outstanding debts in the amount of $371, 881, 000 as of

 

6 Graham, et a1. , op. cit.
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August 1, 1956. 7 One hundred sixty—one of the 851 districts are

encumbered with 85 per cent of the total outstanding debt. Of

the 161 districts, only twelve will require more monies for debt

service than they can obtain with the thirteen mill debt levy. By

January 4, 1957, twenty-five school districts had successfully

marketed $20, 641, 000 worth of bonds at an average net interest

cost of 4. 08 per cent. These could not have been marketed under

the limitation imposed by the fifteen mill tax limitation laws be-

cause the debt ratio of these districts would have exceeded the

15 per cent limitation. 8‘ It is stressed by the supporters of the

amendment that, to date, $369, 000 is the maximum amount that

would be needed from the one hundred million dollar potential

loan fund, and that the most ambitious estimate of building needs

and subsequent borrowing from the fund, would tax the total re-

sources of the fund less than one-third the amount available.

The amendment not only provides a means of marketing the

bonds, but incorporates certain advantages for the holders of these

bonds. If the bond is an unlimited-tax issue, the holder is no longer

 

7 Braun, Bosworth & Co. , "Study of Outstanding Bonds and

Adequacy of the State Bond Loan Fund," Detroit, pp. 1-19.

8 Table XXV, Appendix.
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dependent upon whether or not the voted tax increase is sufficient

to carry through to the expiration of the bond issue, with sufficient

funds to retire the bonds. If the bond is a qualified bond, the

holder enjoys a measure of security that goes beyond the ability

of the school district to levy sufficient taxes to pay principal and

interest obligations as needed. This measure of security results

from the state's obligation to loan monies for purposes of meeting

the payments in full, when and if the obligations exceed the tax

collections as a result of too low a tax base, or a decline in tax

collections or receding property valuations.

There are several advantages that conceivably could be

divided between the school and the taxpaying public, but because

the interests are mutual, these advantages will be treated under

the single grouping of the school districts. Certainly one of the

outstanding advantages, at least to some districts, is the fact

that they can now borrow money through the sale of bonds, where

under the tax limitation statutes they were prohibited from floating

any further bonded indebtedness. Other districts, though they could

have floated loans, would not have been able to do so for the

amounts that they desired.

The possibility for a rapidly growing district to build needed

structures on a low tax base is greatly enhanced through the
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provision of the extended credit period and the elimination of the

limitation on the amounts that could be borrowed. At this writing,

at least one district had sold bonds although their debt ratio to

the total taxable valuation was in excess of 40 per cent.

Many of these districts are not as seriously indebted as

would appear on the surface. As the community tends to stabilize,

many of them will enjoy a larger tax base and a corresponding

lesser demand for additional new school facilities. Definite ad-

vantages are evident here: first, in that the taxpayer supposedly

is protected against unusually high tax levies at any one time, and

second, over a twenty-five to thirty year period, the facilities

tend to be paid for by all the users; whereas, if the debt must be

retired in eight to twelve years, the cost is born just by the initial

users.

The district no longer has to vote tax limitation increases

unless it desires to sell limited-tax bonds. If the district does not

choose to float limited bond issues, it is unnecessary to overlevy

for the purpose of establishing reserve funds. The elimination of

such reserves greatly reduces the necessity for the school to be in

the investment business. As has been pointed out earlier in this

study, such a condition not only provides additional safety factors

for the taxpayers, but also greatly reduces the strain and mental
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anguish on the part of the members of the board of education and

the school administrators.

An advantage of some consequence is that the district has

several alternatives. Not only does the district have a choice in

the type of issue it desires to market, but if the bonds are qualified

the district has several possibilities for determining the amount of

tax that is to be levied.

The district may levy less than thirteen mills in any one

year, provided that the amount levied will meet the principal and

interest obligations, and provided that the district has no obligation

due the state loan fund. If a thirteen mill levy will not meet the

principal and interest obligation in any one year, the district may

levy in excess of thirteen mills that amount that will meet such

obligations; or it may borrow from the state the amount of difference

needed. A third choice would be to levy some in excess of the

thirteen mills, but not enough to meet the entire obligation, and

thereby reduce in part the amount necessary to borrow from the

state loan fund.

It is further stressed by proponents of the amendment, that

a wider market for sale of Michigan school bonds will develop as

out of state companies become aware of the possibilities of sound

investments in Michigan school bonds. In the past, many companies
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have regarded Michigan bonds as being somewhat of a risk because

of the limitations on tax spread under the fifteen mill provisions.

Not enough time has elapsed since the adoption of the amendment

to determine the extent to which this will be an advantage. How-

ever, the recent concern of a New York firm in Michigan unlimited

bonds, as evidenced by the Supreme Court case, indicates that

there exists an added interest; and, if that be the 'case, it is

conceivable that more favorable net interest costs may result

for school districts in the state.

Weaknesses of the amendment. It has been revealed that
 

the amendment has greatly aided the ability of school districts to

meet the pressing problem of large capital outlays for building

purposes. However, the possibility exists that the amendment

did not go far enough in its effort to provide relief to school dis-

tricts; and that it is just another means of acquiring a temporary

solution to a problem without truly facing up to the fact that educa-

tion is a function of the state, and that the state should provide a

greater semblance of equality throughout its multitude of individual

districts.

It was related previously that it was necessary for only

twelve districts to borrow from the state loan fund, and then only

for an estimated amount of $369, 000. Opponents of the amendment
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interpret this small sum as being evidence that the amendment did

not truly meet the need of hard pressed districts, but provided

merely a means for getting further in debt for a longer period of

time. Even with the extension of credit, eight of the 161 districts

having the largest bonded indebtedness still are in the position of

having a debt to valuation ratio in excess of 15 per cent, and one

district has a deb ratio of 36. 37 per cent. Though they were pro-

vided with the means of procuring added facilities, they were

saddled with a larger long term debt and with a greater potential

risk than any district should carry for the safety and welfare of

its inhabitants. All other things being equal, the possibility of

industry moving into these Michigan areas and stabilizing the

community is reduced because of the debt ratios previously es-

tablished.

The point in question is that the new amendment still utilizes

the tax base of the local district as the sole means of retiring a

school bond debt obligation. When the amount of tax collections

are subject to the fluctuating state equalization factor, economic

conditions, and indirectly to the allocation board whims, it is dif-

ficult indeed to justify the property tax as the sole means of income

for debt retirement.

Under present conditions, with state revenues for operation
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declining and the trend of the allocation boards to usurp a greater

portion of the fifteen mill allocation for county functions, it becomes

increasingly difficult for schools to operate withOut levying special

millages. 9 Those districts that must levy a thirteen mill debt

tax rate to meet their bonded school indebtedness in part or in

full, are also handicapped in finding sufficient revenue for opera-

tion. Thus the amendment provides an easier means of financing

school debt, but jeopardizes the ability to raise adequate funds

for ope ration. The resulting inequality not only reduces the

operation funds in one district versus a more fortunate area,

but results in the poorer district paying a third to a half more

for classrooms because of added interest costs than does a district

that can finance its buildings over a relatively short time.

A weakness of the amendment is that it provides for the

issuance of unlimited-tax bonds only until July 1, 1962. If the

current anti-borrowing attitude persists among the public, it may

be impossible to extend the time limit now established, and some

districts may find themselves again in the position of not being

able to sell unlimited bonds for purposes of capital outlay. If

 

9 Home Rule Depends on Local Support, (Central Michigan

School Administrators Research Association, Vol. 1, No. 4.

Mt. Pleasant, 1956), 15pp.
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an unforeseeable condition should materialize in which the one

hundred million dollar fund is exhausted, some school districts

might conceivably have to levy a millage considerably higher than

thirteen mills. The assumption is that the amendment provisions

will be extended if the need proves justifiable, and that the loan

fund could be increased if needed. However, these are only

assumptions, and may not come to pass. Therefore, the criticism

of this phase of the amendment is justifiable at this time.

A shortcoming that was not sensed until after the amend-

ment was passed resulted from the interpretation of the wording.

Several districts had marketed lirnited-tax bonds, but the bonds

were not delivered until after May 4, 1955. The amendment

stated that all bonds sold prior to May 4 were automatically

qualified, and that all unlimited-tax bonds issued subsequent to

that date could be qualified. The opinioning attorneys held that

the bonds were not sold until they were actually delivered. Thus

a situation developed in which some districts had bonds that they

were unable to qualify, no matter what the districts' wishes

might have been.

The amendment as originally worded provided for the full

faith and credit of the State of Michigan as security for the bond

issue. The wording was changed, and the amendment as adopted
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provides for the full faith and credit of the school district supple-

mented by the provision of monies available through state loan.

It is not possible to relate at this time the effect’of this change

upon the net interest rates currently being obtained for school

bond issues. It is reasonable to assume, however, that the full

faith and credit of the state would have resulted in lower net in-

terest costs, because it is a larger and wealthier unit of govern-

ment possessing additional means of obtaining needed revenues.

Several conditions of the amendment could be potential

causes for embarrassing or hardship situations. A well-meaning

district, through error of judgment or through extenuating cir-

cumstances, may levy a millage less than thirteen mills. Tax

collections from the levy might not be sufficient to cover. the total

principal and interest obligations. In accordance with the pro-

visions of the qualifying clause, the district would have no means

of securing a loan and would have to temporarily default in its

payments or utilize such non-earmarked funds as it might be

fortunate enough to possess. Further, if the district has already

borrowed from the loan fund, the state may withhold primary and

state aid monies when the full thirteen mills are not levied until

such time as the loan is repaid. A third way in which the opera-

tion of a school can be affected through the qualifying program, is
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that the state levies a charge against the district for the qualifi-

cation of bonds. No maximum fee is established, but a minimum

fee of one hundred dollars is provided. Although any fee charged

against the school district results in the lessening of revenue

for some other purpose, it is reasonable to assume that this fee

will not become so exhorbitant that it will become too serious a

matter. The seriousness, though, results from the fact that this

amendment provides a wedge through which the state may legally

charge school districts for services rendered. The inherent

danger, then, is not so much the amount of the fee, but the fact

that a pattern may have been established that could grow ultimately

to a point where the state "back charges" the school for all the

services rendered. The State Department then becomes an entity

in itself rather than merely an agent of the schools in the state.

Another phase of the amendment that may have serious im-

plications is that the bonds to be qualified must provide revenues

for certain types of school facilities. Facilities not approved by

the state can still be erected, but that portion of the total bond issue

used for such expenditures must be deducted from the amount

qualified. On the surface this could be good, in that it allows a

school district to provide what it wishes if it is willing to pay for it

in excess of the thirteen mill qualified limitations. The fallacy is
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that some districts, by virtue of their location, can provide special

facilities on a reasonable basis, while at the same time a relatively

poor district is informed that such facilities for its students is

out of the question unless an additional levy over and above the

thirteen mills is raised. However, had such a district provided

special facilities with limited-tax bonds even to the detriment of

sound planning prior to May 4, 1955, the facilities could have been

paid for within the provisions of the thirteen mill levy.

Probably one of the strongest objections to this situation

is not the additional levy necessary, but it is the fact that for the

first time in the history of the state, approval must be received

from the state for the erection of certain facilities under specified

conditions. This is interpreted by many as again being an opening

wedge that leads in the direction of state control of education. Such

fear at this time may be grossly exaggerated. However, control

of facilities no matter how slight can only be interpreted as a step

in that direction.

Analysis of bond issues, 1955-56. A condition developed
 

during this period that resulted in considerable financial loss as

well as time loss to school districts. It was related more to the

rising bond market than to any phase of the amendment, but is

nevertheless pertinent to the study of the issues marketed in this
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period. This condition developed through the persistent attempts

of bonding attorneys to estimate the bond market too closely. The

Constitution provides that the maximum interest. rate for a bond

issue shall not exceed 6 per cent. However, bond attorneys

usually provide in the resolution to be adopted by the board of

education prior to the sale of bonds, an interest rate somewhat

less than the maximum, and as close to the prevailing rate as

possible. The maximum rate as established in the resolution

has no bearing upon the interest rate actually received for the

issue, but merely signifies that the district will not pay a rate

greater than the amount stipulated. The reluctance of the attorneys

to provide for a 6 per cent maximum resulted in many issues being

offered for sale with maximum acceptable rates lower than the

market price at the actual time of sale. The inevitable result of

such a procedure was that the issue offered for sale received no

bids. The maximum interest rate was then increased in the reso-

lution, and the issue was re-offered for sale. By this time, how-

ever, the bond market in some cases had increased to the extent

that the revised maximum was again too low.

The result of this procedure was that many bond issues

were rebid at least once, and some as often as three times. The

board of education not only has the additional cost of readvertising,
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but experiences considerable delay in marketing the bonds. Some

districts experienced a financial loss in that in a rising market

the greater the delay in selling the bonds, the higher the interest

rates obtained for the sale of the issue. This point is stressed

because no value apparently is derived from setting a maximum

acceptable millage of a lesser amount than that established by

the Constitution, and a great amount of loss can develop from

establishing the acceptable rate too low.

Although the amendment has been in effect less than two

years, it is important that the issues marketed during this period

be examined in the light of what it has or has not accomplished.

The analysis began with January, 1955, even though only one un-

limited bond was marketed in the first six months of that year.

Though the amendment was effective in early May, most bond

issues had progressed sufficiently that the local districts did not

deem it to their advantage to revise the issue. Consequently, un-

limited issues did not appear in any great number until after

July 1, 1955, and the number of unlimited—tax issues did not ex-

ceed limited-tax issues until the semi-annual period beginning

January, 1956.

Many supporters of the unlimited-tax bond amendment and

its qualification clauses, were of the opinion that its adoption would
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result in no district paying more than 2 per cent interest on the

bonded school debt. It was also anticipated that debts already in

existence could be refunded at a lower rate of interest. An exam-

ination of bonds sold in a two year period indicates that the

reverse was true. 10 Average interest rates have continued to

rise with occasional spasmodic downward trends. 11 It is signi-

ficant to note, though it is too early to tell the complete story,

that the evidence available at this time indicates that unlimited

qualified bonds on the average demanded higher interest rates

than did unlimited issues, and unlimited-tax bonds demanded

higher rates than did limited issues. Further, that Michigan

school bonds demanded still higher average net interest rates than

the national municipal bond ave rage.

In the six month period from January to July, 1955, there

were ninety issues sold totaling $30, 666, 000, and varying in

amounts from twenty thousand dollars to $1, 250, 000. The median

interest rate for these bonds was 2. 5111 per cent, and they ranged

from a low of 1.4932 per cent to a high of 3. 934 per cent.

One hundred seventeen issues in the amount of $55, 295, 000

 

10 Table XXVI, Appendix.

11 Figure 5, Appendix.
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were sold from July, 1955, to January, 1956. Sixty-two issues

were limited-tax, nineteen unlimited, and thirty-six were of the

qualified-unlimited-tax variety. The issues varied in amounts

from twenty thousand dollars to $4, 500, 000. Median interest

rate was 3. 058 per cent, while the range was from a low of

2. 2649 per cent to a high of 4. 04 per cent.

Average net interest cost continued to rise in the period

of January to July, 1956. The low for one hundred eight issues

sold in the amount of $76, 931, 000 was 2. 2422 per cent, and the

high was 4. 1385 per cent, while the median was established at

3. 3516 per cent. There were forty-three limited-tax issues,

eight unlimited, and fifty-seven qualified unlimited-tax issues,

varying in amounts from twenty thousand dollars to $4, 500, 000,

sold during this period.

In the six month period ending December 31, 1956, there

were ninety-two issues marketed in the amount of $72, 775, 000.

Forty-three were limited-tax issues, while only seven of the

seventy unlimited-tax issues were unqualified. Although some

rather sizeable and excellent marketable issues were offered, the

largest being fourteen million dollars, the interest rates con-

tinued to increase. The lowest average net interest rate was

2. 6876 per cent, and the new high was found to be 5 per cent,
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while the median for this period was established at 4. 03 per cent.

During the entire four periods, 216 limited issues,

thirty-five unlimited-unqualified, and 156 unlimited-qualified

tax issues were marketed. The percentage of each type of bond

exceeding the median interest rate for that period is as follows:

 

Period U. T. Q. U. T. L. T. Median

interest

rate

1/1/55 to 7/1/55 100.0% 49.4% 2.5111

7/1/55 to 1/1/56 94.4 63.1 33.8 3.0580

1/1/56 to 7/1/56 70.2 50.0 9.5 3.3516

7/1/56 tol/l/57 71.4 42.8 2.3 4.0300

It is recognized that many of the districts selling unlimited

bonds had debt to valuation ratios that would have prohibited the

sale of limited-tax bonds. Also accepted is the fact that some

unlimited-tax issues sold during the past two years could not

have been marketed had the bonds not been qualified. Qualified

issues received higher net interest rates than non-qualified be-

cause of such reasons as debt to valuation ratios in the local

district, rather than because the state had agreed to loan sufficient

monies to meet the principal and interest obligations. Obviously,

the greater the possibility of the need for such loans, the greater

the need for districts to qualify their unlimited-tax issues.
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Limited-tax bond issues, as pointed out earlier in this

study, generally receive more favorable interest rates than

unlimited-tax issues. This two year analysis further substanti-

ates the fact that, in spite of state guaranteed payments of local

obligations, the net interest costs for unlimited—tax issues ex-

ceeded that of the limited-tax issue by a considerable margin.

It has been stated by some that the interest rates were

lower during this period than might otherwise have been, had

the amendment not been passed. This of course can not be sub-

stantiated either way at this time, because one can only hypothe-

size such generalizations unless the condition actually came to

pass. However, it can be pointed out definitely that the bond

market did rise considerably during this period, probably because

of governmental controls placed upon banks for purposes of con-

trolling inflation. Whether the resulting market is higher or

lower than it would have been if the amendment had not passed,

is a point of conjecture. The fact is that the amendment did not

result in greatly reduced interest costs as predicated.

The amendment also failed in another respect, in that it

did not provide for greater equality among school districts. The

district that is the hardest pressed for monies for purposes of

building, is still paying the higher interest rates because of such
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factors as higher debt to valuation ratios. For example, the

actual construction cost of a classroom might be twenty

thousand dollars. District A might be in a position to purchase

said room on a pay-as-you-go basis, and the room actually will

cost twenty thousand dollars. District B is in a financial position

such that it can use limited-tax bonds, and the classroom might

actually cost twenty-five thousand dollars. District C might

have to use unlixnited—tax bonds, and the principal and interest

cost for the classroom to the district could conceivably be

thirty thousand dollars or more. 12

Interest costs are something that are usually left out of

discussions relative to bond issues. Figures quoted represent

usually the bonded indebtedness, and neglect to include the interest

costs. As has been pointed out earlier, interest costs often be-

come nearly as great as the bonded indebtedness. Thus, the

district that is financially pressed is still paying more for the

same commodity, in spite of the amendment, than the district

that is not so financially encumbered.

The district that is a "hardship district" in terms of pro-

viding building facilities is usually one that is also sorely pressed

 

12 Table XXVIII, Appendix.
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for operation funds. Obviously, if a greater portion of its poten-

tial tax levy is spread for loans, a smaller portion must be

spread for operation. Thus it is reasonable to assume that

those districts that are paying a greater cost for their classrooms,

because of added interest charges, have less proportionate poten-

tial for providing operation revenues.

Some years ago, the State of Michigan recognized that the

local tax base was not sufficient to provide funds for operation.

It also recognized that the local tax base did not provide funds on

an equitable basis to school districts, and an equalization factor

was applied to the state formulae for state aid in the form of

deductible millage. The thirteen mill amendment recognizes

neither of these points in that it does not provide for any revenues

other than local taxes for payment of bonded indebtedness, and it

does not provide for an equalization between districts, no matter

what may be their relative financial positions.
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CHAPTER VIII

CONCLUSIONS AND RECOMMENDATIONS

I . CONCLUSIONS

The study revealed that: (1) Michigan school bond laws

have developed as a series of expedient enactments closely allied

to temporary economic conditions rather than as a result of ade-

quate research and far-sighted planning; (2) boards of education,

too often, fail to provide sufficient latitude within the bond issue

for board decision-making subsequent to the acceptance of the

bond issue by popular vote; (3) the provision for this latitude with-

in the issue has little or no effect upon the percentage of affirm-

ative votes cast by the public for the bond issue. ~

It was found that certain factors related to the bond issue

have a definite bearing upon the average net interest cost of the

bond issue. Those factors are: (1) period of marketing the issue,

(2) amount of the issue, (3) ratio of valuation to debt of the district,

(4) percentage of callable bonds, (5) longevity of the issue, (6)

history of previous debt payments, (7) percentage of current tax

collections, (8) number of surplus taxable years beyond the life

of the issue, (9) socio-economic characteristics of the district,
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and (10) millage specifically earmarked to the issue.

The study revealed that certain other factors had no

measurable effect upon the marketing of the bond issue and the

resultant net interest cost. It was found, for example, that

(l) the number of companies involved in making a single bid had

no direct measurable effect upon the interest rate obtained, (2) the

number of bids received, at the time of sale, for the purchase of

the bonds did not in itself determine the rate of interest obtained.

and (3) the percentage of the affirmative popular vote obtained in

the passing of the bond issue bore no relationship to the ability of

the district to market the bonds, nor to the number of bids re-

ceived for the purchase of the bonds.

It was further concluded that the so-called thirteen mill

amendment provides the school districts with the same ability to

get itself into long term debts that it had prior to 1932.

A school district, with the assistance of an expedient con- -

stitutional amendment, can now bond itself for a period of thirty

years; thus it is able to provide itself at least for a brief time with

the necessary new school housing. However, it faces the same

dilemma that any indebted individual experiences when his credit

is further extended by increasing the length of time that is re-

quired to meet the obligation.
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The amendment then does not relieve the burden of the

heavily taxed and rapidly expanding districts. It enables the district

only to get further in debt for a greater period of time.

It was very evident throughout the various phases of the

study that the tax levies for building purposes we re very inequit-

able throughout the State of Michigan. Many school districts were

able to provide pupil housing with little local tax assessment

effort, while other districts were in the position of levying ex-

tremely high tax rates for long periods of time. This condition

often existed simply because the employees resided in one dis-

trict while the location of employment was largely located in the

other school district.

The very fact that high millage levies for a long-period

of time are necessary to finance capital outlay in certain areas,

in'itself adds to the cost to the district because of demanded higher

bond interest costs. Such a condition must, to some degree, re-

flect in the kind of school facilities that are made available in the

various districts.

The slightest examination of the data in this study reveals "

that Michigan is giving only lip service to the concept that education

is a function of the state and that every child should have an equal

educational opportunity. a
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II . RECOMMENDATIONS

1. That the Department of Public Instruction prepare and

publish a handbook for the perusal of boards of education. The

handbook should contain the procedure for developing and market-

ing a bond issue, and should describe those factors that have a

definite effect upon the net interest cost. Such a handbook would

aid school boards to avoid many pitfalls that they have encountered

in the past and will encounter in the future.

2. That a study be made at a later date to determine the

full impact of the thirteen mill amendment upon the ability of

school districts to issue and redeem school bonds.

3. That further study be made to determine the psycho-

logical impact of the public toward its schools, resulting from the

increased tax burden for school construction.

4. That a study of Michigan tax structure be made for the

purpose of determining if a revision of Michigan tax laws would

result in school bond interest rates being lowered at least to the

average rate that is obtained by the schools of the United States.

5. That a study be made of the possibility of a state re-

volving fund as a means of providing a more equitable and feasible

manner of financing public school buildings. (1) Such a fund would
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eliminate the danger of excessive squandering usually evident in

outright grants. (2) It would leave the control of the extent of

capital outlay within the district. (3) The fund Would be replen-

ished and available at a later date rather than depleted as in a

grant program. (4) The cost of such a program to the state,

even if no interest were charged to the district for the loan, would

be far less than if outright grants were made. (5) Every school

district would be treated equitably. (6) School districts would

not be placed in jeopardy by interest costs that under present

conditions often approximate the cost of the buildings.
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