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Municipal Bonds [Indore Muni Bonds]

A municipal bond, also known as a muni bond, is issued by a local government or an allied agency in
order to finance public projects such as roads, airports, schools, etc.

In India, guidelines for Municipal Bonds are issued by SEBI.

This article will give details about Municipal Bonds within the context of the Civil Services
Examination.

Municipal Bonds Latest Updates

India’s first-ever municipal bond for investment from retail investors started in Feb 2023. Indore
Municipal Corporation’s (IMC) municipal bond issue became the first to issue this bond.

e Bonds to raise funds for the project of Municipalities: Municipalities raise money to fund public
infrastructure, such as roads, water supply and sewerage by issuing bonds.

o Raising money by issuing such bonds was not a new phenomenon. It is an operation and many
municipalities have been using the mechanism. But the limitation was that it can be only bought by
institutional investors. Now, IMC is the first to target individual/retail investors.

Indore Muni Bonds

e Indore MC has floated a public issue of rated, listed, taxable, secured, redeemable and non-convertible

green municipal bonds.

e They have a face value of Rs 1,000 each and a minimum application of Rs 10,000.
e The green bonds have different tenors, three years, five years, seven years and nine years.

Overview of Municipal Bonds

A municipal bond is a debt obligation that is issued by a nonprofit organization, the private sector or any
entity that is involved in public projects for the construction of vital infrastructure.

Municipal bonds may be general obligations of the issuer or secured by specified revenues.
Types of Municipal Bonds

Municipal bonds are categorized based on the source of their interest payments and principal
repayments. It is structured in ways that can offer benefits such as risks and tax treatments. Income
generated by a municipal bond may be taxable. Additionally, capital gains are also not tax-exempt.

Keeping the above in mind Municipal Bonds are of the following types:
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1. General obligation bond (GO) is issued by government agencies and not exalt backed by revenue from a
particular project. There are some GO bonds which are supported by dedicated property taxes and some
by payable general funds.

2. Revenue municipal bonds secure principal and interest payments through sales, fuel, hotel occupancy, and
other taxes. When a municipality is a conduit issuer of bonds, a third party covers interest and principal
payments.

Characteristics of Municipal Bonds
Characteristics of municipal bonds are as follows:
1. Taxability

What makes municipal bonds different from other bonds is that they are able to provide income that is
exempted from tax.

Bonds issued for certain purposes are subject to the alternative minimum tax as an item of tax
preference.

The type of projects are funded by a bond affects the taxability of income on the bonds Interest earning
on bonds that fund projects that are constructed for the public good are generally exempt from federal
income taxes

The type of project or projects that are funded by a bond affects the taxability of income received on the
bonds. Interest earnings on bonds that fund projects that are constructed for the public good are
generally exempt from federal income taxes, while interest earnings on bonds issued to fund projects
partly or wholly benefit only private parties.

For more UPSC notes about the Indian Economy, visit the linked article.

2. High Interest Rates

Municipal bonds have much higher interest rates compared to other financial instruments like savings
accounts, money market accounts, and others. From 2011 to 2016, the average interest rate return on
municipal bonds has hovered around 4.5%, while CDs of similar lengths have been at 1.5%.

Among other factors, this is a result of the longer, fixed return periods. Unlike stocks and other non-
dated investments, municipal bonds have fixed rates and are far less liquid. As a general rule, municipal
bonds with longer time to maturity have higher coupon rates.

3. Liquidity
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Historically, municipal bonds have been one of the least liquid assets on the market. While stocks can be
bought and sold within seconds on exchange platforms, given the current absence of widespread
secondary market platforms for the exchange of stocks, municipal bonds are much harder to manoeuvre.

The historical default rate for municipal bonds is lower than that of corporate bonds. The Municipal
Bond Fairness Act (HR 6308), introduced September 9, 2008, included a table giving bond default rates
up to 2007 for municipal versus corporate bonds by rating and rating agency.

Municipal Bonds in India

The following cities have issued Municipal bonds in India. Lucknow became the ninth city in India to
issue a municipal bond when the state government of Uttar Pradesh on December 2, 2020, announced it
as part of the AMRUT Scheme.

Cities Amount

Amravati Rs. 2000

Visakhapatnam“Rs. 80 |

|
|Ahmedabad ||Rs. 200 |
|
|

Surat [Rs.20 |
Bhopal |Rs. 175 |
Indore Rs. 140

|Pune |Rs. 495 |
|Hyderabad “Rs. 200 |
[Lucknow [Rs. 200 |

Facts about Municipal Bonds

e Municipal bonds are debt investments issued by state and local government entities to raise money to
fund operations or certain projects.

e Muni bonds are around 20 times less likely to default than corporate bonds with similar credit ratings.

e The bonds can be issued by states, cities, counties, utility providers, transit authorities, school districts,
hospitals, and more.

India Municipal Bond Index

In February 2023, NSE launched India’s first Municipal Bond Index which will track the performance
of bonds issued by municipal corporations.

e The Municipal Bond Index will be known as India Municipal Bond Index (IBMX) and will track the
performance of bonds issued by Municipal corporations.
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e The index includes municipal bonds issued as per the Securities Exchange Board of India Issue and
Listing of Municipal Debt Securities Regulations, 2015.

e NSE’s bond index will have 28 municipal bonds, which were issued by 10 issuers, as its constituents.

e The bonds in the index have an investment-grade credit rating of the AA category.

e The weightage will be allotted to the index constituents according to their outstanding value.

e The index has a base date of January 1, 2021, and a base value of 1,000.

e The review of the index will be based on the total return methodology which includes price return and
total return.

e The India Municipal Bond Index (IBMX) will be reviewed on a quarterly basis.

Impact on Municipal Corporations and Investors: There is a rising trend in funding through
municipal bonds which has seen a three-fold jump since 2017. Fundraising through the municipal bond
route in 2017 was 32,342 crore when compared with 36,252 crore last year. So the municipal bond
market will benefit municipal corporations in the following ways:

e Money raised through the municipal bond route will help in the creation of necessary infrastructure and
improve civic amenities.

o Asthe bonds are rated and listed on the index, the municipal corporations are expected to be fiscally
disciplined and improve governance.

e The move will help in fulfilling the financial needs for Urban Infrastructure which needs immediate
attention as urban areas contribute to a significant chunk of GDP growth.

¢ India Municipal Bond Index (IBMX) will provide more investment choices to Indian fixed-income
investors.

What are the risks associated with Municipal Bonds?

Compared to corporate bonds, the risk of default is low when it comes to Municipal bonds. Yet, revenue
bonds are more vulnerable to change due to consumer whims or general economic downturns than GO
bonds. For example, a sewage treatment plant or a waste disposable unit has better streams of revenue
than homeless shelters.

Since municipal bonds are fixed-income securities, the market price of municipal bonds fluctuates with
changes in interest rates: When interest rates are on the rise, bond price declines, and when interest rates
decline bond prices rise. In addition, a bond with a longer maturity is more susceptible to interest rate
changes than a bond with a shorter maturity period causing even greater changes in the municipal bond
investor’s income.

Furthermore, the majority of municipal bonds are illiquid; an investor needing immediate cash has to
sell other securities instead.

Many municipal bonds carry call provisions, allowing the issuer to redeem the bond prior to the maturity
date. An issuer typically calls a bond when interest rates drop and reissues municipal bonds at a lower
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interest rate. When a bond is called, investors lose income from interest payments and face reinvesting
in a bond with a lower return.

The bonds are not an AAA-rated issue, unlike government security. Municipal corporation alone is
responsible for the repayment of the debt. The risk of project delays and overruns are also associated
which may affect the reputation of the corporation, their rating, and cash flow and it will also reflect in
the risk and investors' confidence.
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