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) Consequences of GAAP Disclosure Regulation
Evidence from Municipal Debt Issues

Abstract

We compare characteristics of municipal debt issues in states that mandate GAAP for
municipalities with characteristics of issues in states that impose no annual municipal disclosure
requirements. The investigation is motivated by interest in whether GAAP standards influence
the cost, and thus the use, of municipal debt financing. The study is also relevant to more
general issues of how regulating accounting and reporting methods influences contracting
between borrowers and lenders. Cross-sectional comparisons indicate that the use of public
(versus private) debt is greater, and pubhc mum(:lpai ‘debt costs are lower by 13 to 25 basis
- points in states where GAAP is required. Moreover, states that mandate GAAP for the first time
during the period encompassed by the study realize lower mean municipal debt costs following -
the effective date of the reguldation. As a whole the results suggest that GAAP disclosure

regulation is associated w1th lower municipal debt costs. - '




Consequences of 'GAAP Disclosure Regulation
~ Evidence from Municipal Debt Issues
1. Introduction _

“The Governmental Accountinig Standards Board (GASB) wés established by the
Financial Accounting Foundation in 1984 in response to démand for standard accounting and
reporting procedures specifically applicable to state and local governments. ‘The authority of the
GASB is well established since 1986 when the AICPA recognized GASB as the primary body
for seiting Generally Accepted Accounting Practices-(GAAP) for municipalities: ‘By 2000,
fifteen U. S. states required their municipalities to file annual financial statements using GAAP
as-defined by the GASB.

The objective of this study is to consider whether state requirements that municipalities
use GAAP mnfluence municipal debt financing decisions. Addressing this objective is relevant © -
because “those who finance government or who participate in the financing process” are among -
the primary users of state and local government financial reports that GASB 13 -bbligated to serve
(GASB 2005). in addition, because compliance with GAAP is costly, if tangible benefits.of
GAAP regulation do not accrue, then decisions to impose GAAP reporting appear to contradict . -
~ the publié interest.'

Implications of the study extend beyond the municipal sec;.tor. Spec‘iﬁéally, the current
status of municipal reporting facilitates investigation of the consequences of mandatory: -

disclosure requirements in a relatively controlled environment, as'not all states regulate

"' The analysis is confined to measurable financial costs and benefits to the municipality, and as such, ignores social

welfare issues. The focus on costs and benefits in this context is consistent with both GASB-commissioned focus

groups and characterizations in prior research that bond market participants are primary users of GAAP financial
statements (Gore 2004).




municipal disclosure. Thus, the investigation potentially informs deliberations of more general

issues about the consequences of imposing accounting and disclosure regulation.

The empirical analysis compares municipal debt issues in states that require. GAAP . -
(designated GA AP states) with issues in states that do notregulate municipal disclosure (non-

GAAP or unregulated states). The underlying proposition is that, if state GAAP requirements ...;

are associated with Jower debt financing costs, then the characferiétiqs of debt issues shoul_d_ -
differ between GAAP states:and non-GAAP states. |

‘Webegin by investigating whether the amount of municipal debt issued differs between

GAAP and non-GAAP states. This analysis is;predicated on the expectation that GAAP
disclosure regulation reduces the costs of contracting between municipal borrowers and lenders,
which suggests greateruse of deiat—by municipalities in GAAP than in non-GAAP states, -
Notwithstanding this expectation, we find relatively little evidence of differences between GAAP- | :
and non-GAAP states in the use of debt financing, even in multivariate §pebi_ﬁcations designedto. -
control for other state-imposed regulations, municipal size, gro_wth-, and voluntary disclosure.

Next we consider whether municipalities issue debt publicly or negotiate arrangements -
with private }eﬁders (e-g., banks, insurance firms, or pension funds). We expect that GAAP has
greater value in public debt markets, where many borrowers and lenders compete, thanin : E .
privately-negotiated arrangements. This expectation is.guided by studies of the use of debt in the
private sector context, which predict and find greater proportions of privately negotiated lending 5
afrangements when disclosure costs. are high..(DhaliwaI, Khurana, and Pereira 2005). Thus, we
anticipate greater use of pul_Jlic versus private debt (e.g., bank debt or private placements)
financing by-municipegli_ti_es in GAAP states than in non-GAAP states. The empirical analysis

indicates. g':rieatef.ilsé of public debt by municipaiities in GAAP states, which $ﬁége_$t_s thaf'[‘ |



reductions in municipal debt'costs associatéd with state thandated GAAP are greater for public
than for private deﬁt” issues.

We then compare dei)t costs (‘bond-j/ields). fora sam'ple of 439 municipal debt issues, 212
from the GAAP states and 227 from the non-GAAP states. After controlling for market and '
issue—speciﬁé factors that affect municipal yields, including voluntary disclosure, we find that -
mean municipal debt costs are lower by 13-25 basf’s points in states that mandate GAAP.

Finally, for two states that recently imposed GAAP regulation, Montana andNeVaﬂa’;(We :
compare municipal debt costs before and after GAAP is mandated. Although the sample of 33
debt issues is relatively small, we find that municipal debt costs are significantly lower following =
the GAAP requirement. This result corroborates the cross-sectional comparisons of municipal -
debt costs in GAAP states versus non-GAAP states. .

‘Three prior studies examine whether state régul'atidn' of municipal disclosure affe&g R
municipal bond interest costs. Ingram and Copeland ( 1982) document negative associations” =
befween ordinal measures of state requirements and the change in offering yield premiums (i._e.,
secondary market Blue List quotes less the corresponding U. S. Treasury vields): In an-
extension, Benson, Marks and Raman (1984) find ﬁo statistically significant associations - -

: betweén bond yields and state regulation of accounting for a sample of new issues. The authors':
dé) find, however, that associations between bond yields and accounting-based measures of -
municipal government financial viability are lower for municipalities in states that impose -

T . R . . 2
accounting or financial reporting requirements.,

? In another study, Benson, Marks, and Raman (BMR 1991).find that, for state governments with relatively more
short-term debt, state government general obligation bond interest costs are lower cross-sectionally for states that
voluntatily disclose GAAP information in their financial reports. In this case, however, GAAP disclosure is
voluntary rather than imposed. In contrast, our focus is on the consequences of state regulation of municipal
disclosure. Moreover, our paper differs from BMR (1991) in the focus on municipal-level government: BMR: note



. In contrast with Ingram and Copeland (1982)and Benson et al. (1984), Fairchild and .
Koch (1998) find that yields on primary market municipal bond issues are lpyvér in states where -
so-called Blue Sky Laws require “official statement” filings in anticipation of municipal debt
issues: Ofﬁcial statements are comparable to prospectus filings required by the SEC for public .
security issues in th_e‘ private sector. Analysis reported in the study indicates éha,t net inferest _
costs are 14 basis péints lower for municipalities m states that require official statement filings, |
compared to those -in._states that do not require such filings.

* The current study contributes to prior literaturé that examines whether state disclosu_rg
regulation affects municipal debt costs in at least four ways. _F_irét, we go beyond‘documentinlg .;
associations between state disclosure requirements and municipal interest costs to investigate -
whether disclosure regulation influences both the issuance of municipal debt and the use of
public debt markets versus pn'vat.a_ placement. These associations have not been investigated
previously.

Second, we consider the role of state-mandated .GAA_P in the context of other state
regulations designed to menitor or control municipal financing decisions, including official .
statement regulations. The re_sults suggest that state GAAP requiréments contribute .
incrementally toward determining municipal debt, characteristics. In contrast, prior studies do .
not consider the effects of alternative state regulations or state characteristics that can also éffect
municipal debt costs.

Third, the study advances the literature methodologically. Specifically, we addressa
larger sample that includes debt characteﬁstids not considered in prior studies, and compare

mean municipal debt costs surrounding the implementation of GAAP disclosure regulation. -

(p. 309) that results for empirical smdies of state govefnmen_t-_iss_ucs_ often differ from results for municipal issues.



These analyseé.moré'éompreh'ensi-vely and deﬁhitive]y establish a'tole of GAAP accounting
requirements in the context of municipal debt markets.

Finally, we use more recent data than prior studies which primarily investigate municipal -
debt costs during the 1970s and 1980s. New federal regulations whié‘h encourage voluntary
disclosure — for example, the Single Audit Act {discussed in section 2.1 below) = potentially
obviate the need for state disclosure regulation. On the other hard, the involvement of the = =~ -
GASB has led to a richer and more compreheﬁsivé set of GAAP requirements, which can
strengthen the relations found in prior studies (Reck et al; 2004; Hildreth and Zorn 2005).> Thus, -
the- current municipal reporting environment differs substantially from periods investigated in =
prior studies, and therefore, the relation between GA-AP disclosure regulation and municipal
bond interest costs using recent data is not obvious:

As a whole, the analysis supports the proposition that state-imposed requiremerits on’
municipalities to use GAAP accountiﬁg are associated with lower municipal debt costs.
Moreover, the evidence suggests that the consequences of state-imposed GAAP tend to be more -
substantial for small municipalities. This evidence should be interpreted cautiously, hiowever, as
we do not consider the costs of disclosure regulation, which potentially excéed benefits realized
in debt markets. - For example, while we find that differences in debt costs in GAAP states tend :
to be more substantiél for smaller municipali'ties, disclosure costs are likely to be more
substantial as well.

The next section (Section 2) provides institutional background and poses three

hypotheses regarding the relation between disclosure regulation and municipal debt

* As examples, newly implemented disclosure standards -- including standards regarding investment disclosure
(GASB 3 and 31), pension disclosure (GASB 5,25, and 27), risk financing disclosure (GASB 10}, and a standard”
financial reporting model (GASB 34) — are potentially useful for assessing risk.




characteristics. Sample selection and measures used in the analysis are in Section 3. Results for.
multivariate specifications are in Section 4. Concluding remarks are in Section 5.

2. Hypothesis development .

2.1 . Background
Prior to the 1970’s, oversight of municipal 'gccounting and bond is_suanc¢_ was
inconsistent and frequently ineffective (Gellis 1996). High profile defaults by .New York City in.
the 1970s, the Washington Public Power Supply System (WPPSS) in the 1980s, and Orange - .. .
County in the 1990s brought municipal accounting under scrutiny and cfeated a demand for *
regulation to remédy.alleged abuses.. In response, financial disclosure and audit requirements -
were imp.lemcnted_at both the federal and state levels, o
Consistent with state sovereignty guarantees 1n the U. S. Con;titution, the 1933 and 1934
Securities Acts specifically exempt municipal securities fromy federal regplation. The U. S.-
Congress reafﬁrméd this proscription regardingl federal government oversight of municipal debt
issues in 1975 by passing the Tower Amendment, which specifically prohibits the Securities
. Exchange Commission (SEC) from requiring issuers of municipal securities to file with the SEC
(Hildreth and Zorn 2005). The trading environment for U. S. municipal debt, which exceeded $2
' tril!ic_JnLat the beginning of 2005 (Hildreth and Zorn 2005), therefore differs in important ways - |
from that for corporéte debt. More specifically, unlike publicly-traded securities issued by
private sector firms, securities issued by state and Ipcal governments - and more to the point of.
this study, accounting and reporting practices used by municipalities that issue publicly traded
debt — are not directly regulated by the federal government.
The federal government can influence municipal financial reporting practices indirectly,

however, and has increasingly done so since New York City’s 1975 financial crisis (Soybel -




1992; Reck and Wilson 2006);; A saliénit example is the Single Audit Act of 1984, which
requires audited financial statements for municipalities receiving federal funding in exc':es-s of
$50.O,000.4 While the Act requires aﬁdits for certain large municipalities, it does not require
speciﬁc-m'unicipa:l accounting and disbIcLéﬂ'ré methiods, including GAAP standards, which reﬁlaiifl o
the purview of state regulators. In fact, municipalities in non-GAAP states are free to follow
altemétii?é'aééduﬂiing methOdé, including the cash basis.’

Moreover, the SEC issued rule 15¢2-12 in 1994, exploiting anti-fraud provisions in the
1934 Sepurities Act. The Rule requires'brokers, dealers, and underwriters to obtain
commitrients from municipal borrowers in excess of $1 million to disclose ﬁnénéial mformation -
annually (Fairchild and Koch 1998; Reck and Wilson 2006). Rule 15¢2-12 is clearly intended to
force municipalities to disclose information to secondary bond market participants. The
und‘eflyingrlegislation does not provide for an enforcement mechanism, however, and as a resuit,
many municipalities do not comply (Humé 2002), and brokers, dealers, and underwriters lack
incentives to force compliance (Gellis 1996).

Although neither of these federal regulations requires municipalities to use GAAP
financial reporting practices, they do potentially encourage voluntary GAAP compliance by
mﬁﬁicipalities in states where disclosure is unregulated. These recent changes in the municipal -
financial reporting environment raisé issues about whether state-imposed GAAP disclosure .

regulations are necessary or effective, -

* The original Act applies to municipalitics receiving Federal funding greater than $100,000. The threshold was
mcreased to $300,000 in 1996 and to $500,000 in 2003 (Reck and Wilson 2006).

’To illustrate, consider the following excerpt from the 1. S, Department of Housing and Urban Development
(HUD): “Neither the Act nor A-128 require financial statements to be presented in accordance with Generally -
Accepted Accounting Principles (GAAP). If a government entity reports on the cash basis, those reports, with an’
appropriate auditor's opinion, will'satisfy the single audit requirements” (HUD, 1984).. =+ - - : :



In contrast with the federal government, states can directly dictate financial reporting -
‘practices for municipalities (Benson, Marks and Raman 1991). Soine states apparently adopted -
GAAP following the high-profile bankruptey filings of New York City of $600 million in 1975 ; .
land the WPPSS of $2.5 billion in 1988, as in both of these cases, inadeﬁuate financial disclogure,
was cited as a contributing factor (Gellis 1996). Coincidcntally_of not, sayeral sf@tes_ adopj:e’d_ '
GAAP regulations within five years following the New York City default (i.e., Rho(_:ip‘_lslar_ld,_
Florida, and Kentucky), while two others (Connecticut and Ohio) adopted GAAP shortly after
the WPPSS default. On the other hand, some states (e.g., Massachﬁsg:tés and New Jersey)
impose state-specific accounting practices tha:t differ from methods established and promulgated
by the GASB, while other states require GAAP for sbme, but not all, municipalities.® Finally,
some states — for example, Texas - impose no disclosure requirements on municipalities.

- Addressing why some states require GAAP while other states require virtually ,ndthing_is_ -
beyond the scope of this study; however, some non-GAAP states appeaf reluctant to mandate: ... -
disclosure dﬁe .to cost considerations. For example, communication w1th the authors suggﬁ_:sts:_-
that the State of Iowa does not require GAAP because they “have a large number of small
communities who would not see any benefit from this requirement.” Another state regulator .
suggests that municipalities that issue bonds have incentives to yqluntarily_ comply with GAAP, |
while smaller municipalities, who seldom issue debt, cou.ld avoid the cost of GAAP compliance. .
Such reasoning is used to justify piecemeal GAAP requirements in some states where

_population, revenue, or debt thresholds determine which municipalities are exempted from

GAAP requirements.

® New Jersey, whlch accepts reports from municipalities nsing three different bases of mummpal accountmg, 7
recently debated whether to begin requiring GAAP for all municipalities, citing companson within the state and with
municipalities in other states as a motive for doing so (Higgenbotham 2001).




‘Regardless of specific state requirements, and in contrast with federal regulators, state - .- -
regulators can insure compliance with state-imposed accounting and- disclosure regulations. Eor;-'-_a -
example, in the State of Michigan, which requires GAAP, state auditors routinely test GAAP « .
compliance by reviewing municipal reports. If a financial report is not ir'1 compliance, then the ...~
municipality must subinit a revised ﬁnancial*reﬁoﬁ- {Gore 2004).

To summiarize, in contrast with markets for most publicly-traded securities where federal . -

regulation dominates, state governments primarily establish and enforce municipal accounting. .. -

and disclosure practices’. Thus, information transparency and disclosure in municipal debt
markets varies substantially and is typically léss than that for private sector debt issues. -
2.2 Consequences of disclosure regulation -

Prior studies, set primarily in ‘;he context of federally regulate& securities markets,
suggest that borrowers have private incentives to -d‘isqlose voluntarily when voluntary disclosure -
is beneficial to contracting parties (Leftwich 1980; Easterbrook and Fischel 1996; Healy and .
Palepu 2001).: Empirical studies of factors that influence the cost of debt financing in the private. . .
sector indicate inverse associations between v_oluntlary disclosure.and the cost of capital - -
(Sengupta 1998; Botosan and Plumlee 2004). Such results-raise guestions about whether .
regulation is justified when accouhting and disclosure practices can be used voluntarily.

On the other hand, Bushee‘and Leuz (2005) suggest-circumstances where even voluntary.
discloéers can benefit frorn_di'sclbsure regulation. First, regulation pre-commits regulators to -, .
enforcement and borrowers to future disclosur;a. Lacking such comm;itment,‘ voluntary. diécloéers
can withhold information opportunistically. If lenders demand compensation for the risk that-

borrowers behave opportunistically, then borrowers potentially benefit from disclosure:

7 In addition to annual disclosure requirements, states can impose other'municipal regulatioris such as.audits or -
official statement disclosnres. We discuss implications of such alternatives in section 2.5.
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requirements. A second benefit of disclosure regﬁlatieﬁ arises when information availability
influences the overall search and transaction costs and thus influences liquidity in lending
markets. If-disclosure improves market liquidity, then decisions to disclose voluntarily fail tp, S
incorporate public benefits that accrue to other lenders from liquid capital markets. That is, -
voluntary disclosure decisions fail to consider “information spillover,” a positive extemali_ty_that
accfues when borrowers act collectively. - If either of thése scenarios applies, then disclosure
regulation potentially provides benefits beyond those that result from voluntary disclosure.
Requiring public financial disclosure can have adverse consequeﬁces beyond the out-of-
pocket bookkeeping costs of compiiancé,- as-requirements to report information publicly can ..
increase agency costs of an organization in important, b:ut subtle, ways. As examples, the,
disclosure of proprietary information in the private sector can undermine an organization’s
position with respect to competitors or contracting with othér external parties (Bowen,
DuCharme, and Shores 1995). Moreover, Dhaliwal, Khurana, and Pereira (2005) document - |
positive associations between the relative use of private (versus public) debt financing and
measures that suggest high costs of public disclosure. Private financing typically doeé not

require public financial disclosure; therefore, such evidence supports the premise that public = .+~

disclosure is costly. Further, managers can respond to disclosure regulation by reducing reﬁancg Lo

on other less costly mechanisms that could be implemented voluntarily in an unregulated -
environment. For example, Gore et al. (2004) describes the use of bond insurance as a substitute
for public disclosure to reduce municipal debt costs. Thus, notwithstanding evidence that -
voluntary disclosure re_duces the costs of debt financing, the consequences of man_déting- .
financial disclosure are not sfrai-ght-forward.

2.3 GAAP disclosure regulation and decisions to use municipal debt financing

11



Potentially important-oifferences between ‘the public and privaté sectors suggest caution . - -
when importing results from publicly’-tra'ded. companies into the context of municipal d‘eb_t; As:
examples, existing studies posit relatively less liquidity (Downing and Zhang 2004) and higher -
transaction costs (Harris and Piwowar 2006) in municipal bond markets, which implies greater
information asymmnetry than in corporate debt markets. Moreover, municipal governments do': -
not compete for market share in the usual sense (although see Tiebout 1956), so municipal
managers are less likely than their private sector counterparts to be ct)nt;en’teti abont disclosur_e of
proprietary information.

These dtfferences suggest that net beneﬁts to d1sclosure.regutat1on are potentlally greater
int the context of municipal debt markets than in pnvate debt markets. On the other hand pubhc |
disclosure can adversely 1nﬂuence transactlons costs incurred under 1mp1101t contracts such as )
those with supphers and employees (as in Bowen .DuCharme and Shores 1995). Thus -
predicting how disclosure regulation lnf]uences the'use and characteristics of mun1c1pal debt |
requires thinking comprehensively about now disclosure regtﬂation affects decisions abou.tldebt~
financed municipal spending. More speciﬁcalljt, a municipality’s. use of ctebt ﬁnancing can be |
endogenous to the financial reporting environment in the scnse’that the ma:tginal cost of ldebt
influences incentives to undertake debt-financed capitol I:trojects.. If GAAP disclosute

regulations are associated with lower debt costs, then‘ rnunicipalities potentially respond by

'undertaking more activities that use debt financing. Given this scenario, we expect greater use of

debt financing in states that impose GAAP.
Alternatively, since GAAP requirements are only one of a variety of potentially less
costly mechanisms that states can impose to reduce municipal financing costs, state requirements

that municipalities follow GAAP may not affect municipal incentives to use debt financing. This

12




.....

efficient minimum such that GAAP reporting provides lenders _wit_h no incte_rn_ental assurance .
(Gore 2004; Gore et'al. 2004). .

Thus, the effect of state#mantlate’d GAARP on the use of municipal debt 1s not g
straightforward. The related null hypothesisis .. | |

Hzg.othesxs 17 he issuance of mumczpal debt Isrzndependent of whether .

. GAAP is required by the state government. . L

Next we consxder that municipal debt financing can be either issued publlcly or
negot1ated with private lenders Although debt cost savings from GAAP potenhally accrue to
mumelpahnes that engage all types of lenders, the beneﬁts of GAAP are likely greater in the
context of public markets because the value of publ'ic deBt is determined by many potential
traders. Munielpalities in unregulated states can, at sonle cost, diselose GAAP information to.‘
public lenders voluntanly, but mummpahues in states that require GAAP incur no 1ncremental
cost of disclosure. Thus if GAAP disclosure regulatmn reduces the costs of contractmg with
public lenders, we expect relatively greater use of pnvate than public debt ﬁnancmg innon-
GAAP states than.in GAAP states. This characterization suggests the following null l}ypothesis.'

Hypothesis 2: The relative use of private (versus public) municipal debt '

financing is independent of whether GAAP is required by the
state government. . . :

Rejecting hypotheses 1 or 2 in favor of ﬁnding greater use of mnnie‘ipal'.debt or relati\tely )

greater use of pubhc debt in GAAP states supports the proposmon that the GAAP reqmrement

reduces the margmal cost of mun1c1pal debt financing. On the other hand not reJectmg these

13




hypotheses, or rejecting in faver of the alternative hypotheses that the use of debt frnancing or
public debt is less for GAAP states, implies that GAAP regulation is not an important
determmant of municipal debt costs beyond what is provided through voluntary disclosure. -
2.4 GAAP dtsclosure regulation and the cost of debt fi. inancing .

| Notwithstanding evidence from prier literature that voluntary disclosure redﬁt’:e's state
government bond interest costs (Benson et al. 1991), associations between GAAP regulation and
mean public debt costs are not obvicus. One perspective is that the marginal-cost of new debt is = -

unchanged when states miandate GAAP because federal regulations-encourage adequate - -

disclosure indirectly among municipalities in non-GAAP states, Moreover, if regulation reduces =

marginal debt corst's,' then municipalities may pursue additional debt financing to the point whete -
cross-sectional differences between average debt costs for regulated versus voluntary regimes are - -
not detectable. -

On the other hand, consistent with discussion in section 2.2, state-mandated GAAP -
iJotentia-Ily assuies 1end-ers of continuing disclosure and enforcement and/or promotes municipal
debt merket liquidity such that benefits to municipal lenders and borrowers cant go beyond what-
| exists when GAAP disclosure is voluntary. Ifso, we anticipate.IOWer mumicipal debt costs when °
GAAP is state-mandated. The following null hypothesis applies.

Hzgotheszs 3: The cost of mumczpal debt f Inancing is mdependent of
SRR Whether GAAP is required by the state government,

Rejectlng the mull hypothe51s 3 in favor of Iower debt costs in GAAP states suppox“cs the -
premise that GAAP dlsclosure regulatlon reduces average mumclpal debt costs.

25 The GAAP reqm_rement as part of a comprehensivg state govem_an_ce policjz .

14




Finally, we recognize that GAAP disclosure is only one of many mechanisms that state.
governments can use o oversee and control the actions of municipalities and assufe prospective:
lenders regarding the risk of debt issues. Thus, the GAAP requirement potentially,_ distinguishes -
municipalities where the state goveﬁmlent-,centralizes fiscal control over municipalities.- If so,.
then differences between GAAP and non-GAAP states can indicate the consequences of
comprehensive state policies that include mandated GAAP, rather than direct effects.of the
GAAP requirement itself.®

To address these possibilities,,\ﬁe consider statutory differences among the states that . -
potentially-influence contracting between municipal borrowers and lenders. More specifically, .

following the international governance literature (La Porta et al. 1998), we consider measures of

regulation, creditors’ rights, and enforcement. To consider regulation, we identify states that - .~ -

mandate official staternent requirements (Fairchild and Koch 1998). To consider creditor rights;: -
we ascertain whether state law proscribes municipal bankruptcy. We use three indicators of
enforcement. Specifically; we consider whether municipal audits are mandated; whether the NN
percentage of CPAs on thé state auditor’s staff is above the median, and whether the state has a ;  i
corruption index that exceeds the sample median.’
3. Sample and Data

Following Gore and Trzcinka (2004), who survey each state to determine the mumclpa}

disclosure regulations, we 1dent1fy 15 states that fequire mumc:palmes to prepare annual GAAP—

% This point is also relevant in the context of international studies. La Porta et al. (1997; 1998) conjecture that
“strong” financial disclosure laws potentially compensate for relatively weak investor protection laws. Consistent
with this conjecture, Miller and Puthenpurackal (2002} find that vields on public debt offerings in the U.S. by
foreign firms (or “Yankee” bonds) are greater by 52 basis points for issues from countries with relatively weak - ... .
investor protection laws. As in the international context, disclosure requirements vary among states, but in contrast
with international markets, the municipal debt market has the same general underlying system of investor protection
Jaws. In this regard, the consequences of accounting regulation are potentialty easier to'document in the municipal
debt context. '

? The corruption index measures indictments of state and local ofﬁmals See Butler (2004) for details.
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based financial statements (regardless of whether they issue debt) and. 11 states that do not -
require annual financial reporting by municipalities.'® Table 1 shows state size (1998: - .-
population), state marginal'pefsona] income tax Erate‘s;,' and the number of municipal bond issues
rfor each GAAP state (panel A) and each unregulated state (panel B). The remaining 24 stat_eé- e
réquire piecemeal, hy‘t_)rid, or inconsistent state-specific disclosure regulations. Asa result, state
disclosure requiremen;cs for these 24 states are ambiguous and contain--rc;latively high cross-
sectional variation such that comparisons with GAAP states or unregulated states are not " :
meaﬁingful. We therefore festr’ict the pﬁmary investigation to municipalities within the states . -
that clearly and definitively either require or do not require GAAP for all municipalities."’ N

| We select and classify sample observations based on state requirements, not individual -
municipal disclosure practices. Municipalities can, and frequently do, disclose financial - -
mformation voluntarily - in;:luding information not required by GAAP - and therefore, the
extent of actual financial disclosure by specific municipalities in either GAAP or unregulated
states both varies and potentially exceeds GAAP standards (Gore 2004). Thus, we control-for
individual municipal disclosure in the multivariate tests."

We use data from several sources to address the hypotheses: Hypothesis 1 considers the -

amount of total debt issued (both public and private) for each municipality. These data-are -

obtained from the U.S: Bureau of Census {Census data) for 1995 to 2002, resulting in 5,030

' The Gore and Trzcinka (2004) survey supplements a 2000 survey conducted by the National Association of State
Auditors, Comptrollers and Treasurers (NASACT). The 2000 NASACT survey is often incomplete and/or
apparently contradicts the NASACT survey taken in 1996. Further, NASACT surveys do not distinguish states that
are unregulated from states that require state-specific disclosure, nor do they distinguish regulations for :
municipalities from regulations for other types of government entities (schools, counties, and authorities). Thus, we
rely primarily on the Gore and Trzcinka, rather than the NASACT, classification. When differences exist, however,
we researclied relevant state statutes and contacted state regulators to ensure that states are correctly classified.
Results from alternate classifications, including straightforward use of the NASACT classifications (2002, 2000, and
1996), do not differ qualitatively from those reported. e : .

! Municipalities in Montana and Nevada, which implemented the GAAP requirement during 2001, are excluded
and analyzed separately in section 4.4.
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observations.'” Data for individual municipal disclosure (i.e., the GFOA certificate of .
~ achievement) are from the Government Finance Officer's Association.-

Hypothesis 2 involves the relative use of public versus private debt. These details are. .
from the Thomson Financial SDC: Platinum database (SDC data). Combining SDC .data with ..
Census data yields 2,111 observations with complete data.

Hypothesis 3 requires details of public __bohd issues. We obtain. Qdmpicte information for
1,849 new bond issues (that is, bonds issued in the primary market) in GAAP aﬁd__unregulated :
states during 1995 to 2002 from the SDC data. ébsemations are either general obligati_on or .
revenue bonds issued in the primary market by municipal governments (cities, towns; villages, or. -
boroughs).. We focus on primary market bond issues because municipalities have direct
incentives to reduce the costs of debt at the original issue. In contrast, debt costs in secondary ..
market transactions are borne by market participants, and therefore municipalities Jack direct . .-
inceﬁtives to miﬁimize secondary matket yields. To mitigate concern about statistical
independence of the sample observations; we select the most recent bond issue for each of :4-3,9t e
municipalities in the GAAP or unregulated states (Sengupta 1998). These procedur-e__:,s yi_el,d 212 .
public debt issues in GAAP states and 227 issues in non—GAAP states."?

State-imposed auditing requirements and the percentage of CPAs on the state auditor’s . ...
staff are from NASACT (1996; 2000; 2002); state official statement requirements are fr_oﬁl ',

Fairchild and Koch (1998); municipal bankruptcy requirements are from the Public Law

12 Following Figlio and O'Sullivan (2001), we exclude municipalities with popuiation less than 2,000, as Census
data are often incomplete. S

1% The 439 observations do not include th.ree observanons consistently 1dent1ﬁed as mﬂuennal in regressxons :
reported later using Cook’s D statistic (Belsley, Kuh and Welsch 1980). Results are comparable when the earliest,
rather than the most recent, debt issue is selected. We also estimate specifications that omit each statg separately, as -
well as omit the largest two GAAP and non-GAAP states, in order to determine whether results are mﬂuenced by

the inclusion of any individual state. Results for these procedures are consistent with those reported
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Research Institute, University of California _(2005)_;‘ and corruption measures are fromthe U. S, ..
Department of Fustice, Public Integrity Section.

- Table 2 compares characieﬁstics‘ of GAAP -and non-GAAP states. The use of debt and < |
the use of private versus public debt are considered in Paqel A. Weuse one': observation (mean: - .
or median) per state; therefore, statistical tests compare-samples of thirteen GAAP:state |
observations (fifteen GAAP stétes less two that first mandate GAAP in'2001) with eleven -
observations of unregulated states. The first four rows indicate measures relevant for hypothesis
1. Differences in measures of the amount of debt-issued are not statistically significant, perhaps -
owing to small sample sizes. Even so, except for_ the median debt outstanding, the overall use of-
municipal debt in GAAP states exceeds that of non-GAAP states. The last three rows in Panel A -
indicate that GAAP states are more likely to issue public debt, although comparisons are not - .-+
always statistically significant. | |

Panel B of Table 2 summarizes seiect features of the sample 'o.f 439 public debt issues - -

used to consider whether the GAAP requirement varies cross-sectionally with debt costs
{Hypothesis 3). The first row of Panel B indicates tﬁat true interest cost (77C) — defined as tﬁe :
rate of return that equates the proceeds of the issue with the present value of interest and
principal payments (Benson 1979; Sengupta 1998) - 18 Iowér for municipal bond issues in
GAAP states than in unregulated states. This comparison is consistent with the premise that
mandating GAAP reporting requirements is associated with lower municipal debt costs. |
Conclusions are premature, however, as debt costs are.inﬂuenced by factors_othcr than state -
regulation (Kessel 1971; Benson 1979; Wilson and Howard 1984; Sengupta 1998; Mansi et al.
2004). In particular, the table shows that bond issues in GAAP ‘stéltes: are less likety to be

insured, more likely fo be cbmpetitively bid, and are less likely to have Ca11 _provis‘ions. Finding
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greater use of bond insurance for unregulated municipalities 15 consistent with findings 1n. Gore
et al. (2004) that bond insurance and financial disclosure are s_ub_st_i_tute.detenﬁinants of municipal.
debt costs. On the other hand, we find no significant between-sample differences in overall bond
ratings (t-statistic = 0.11), although po-tentially important differences exist in individual rating,
categories. Finally, differences in the use of general obligation (GO) versus revenue debt and

- whether or not the issue is bank qualified are not statistically significant.

Panel C of Table 2 indicates whether GAAP states are more likely than non—GAAP states .
to require annual independent municipal audits, require official statement filings with municipal
debt issues, or prohibit municipalities from declaring Bankruptc_y. These characteristics are used
to address concerns about the extent that empirical results reported later can be attﬁbuted to state .
imposed requirements that méy be correlated with the GAAP disclosure requirerhent_, Evidence . ..
in Panel C indicates that these state requirements are imposed independently of the GAAP
requirement. Again, relatively small sample sizes potentially compromise statistical power, and
therefore, we incorporate these requirements into the multivariate specifications, which are

- considered next.
4. Multivariate Specifications
4.1 Tests of hypothesis 1
We use the following specification to .investigate a:ssocia_tions between GAAP discIosu;e

regulation and the use of municipal debt financing.:
DEBTUSE ;= a + oy GAAP state; + 22 0y CONTROL 5, (1)

where the dependent variable DEBTUSE; is a measure of municipal /s 1995-2002 use of debt

financing (described later), and CONTROL j; represents eight j = (2,...,9) control variables.
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Parameter estimates ¢; o the dummy variable G44P state; which is set to one (zero) for bond

issues in GAAP (non-GAAP) states, are the focus of the investigation. Specifically, a; > 0
indicates municipal debt use is greater for GAAP than for non-GAAP states.
Results for specification (I) are displayed as Table 3.1 The dependent variable

DEBTUSE; for specifications in the first three columns distirignishes 2,259 municipalities that

~

issue public or private debt during 1995-2002 from 2,771 municipalities that do not issuedebt

during the period. Parameter estimates in these columns are from 4 logit specification of the
probability of debt issue. Resuits in the fourth thfough'sixth columns are for an O1.8
specification of DEBTUSE; computed as the total new debt per capita issued during the same
period. For both'dependent variables, we show parameter estifates for sub-samples delineated
according to size (municipal population). Size partitions consider thé’possibility-t-hat differences
in the reporting environment between large and small municipalities causes the consequences of
state regulation to manifest differentially between the sﬁb~samples. For example, potential =
lenders may be better informed about large than small municipalities or incentives to comply
with GAAP voluntarily rhay differ between large and small municipalities.
We control for municipal size (log population), 1995-2002 population growth, Sta-té

‘regulation of municipal practices other than state GAAP requirements, and individualrmurlicipal'

disclosure (GFOA cettificate). The GFOA certificate is awarded to municipal governments that

satisfy financial reporting standards set by the GFOA (formerly the Municipal Finance Officers -

Association). GFOA standards require both GAAP compliance and additional non-GAAP

" Standard errors for all multivariate specifications are adjusted for within-state cIuétering using procedures
advanced by Rogers (1993) as described in Cohen, Polk and Vuolteenaho (2003).
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disclosures, although pa_rticipatidn in the program is volunt@.. Thus, the GFOA variable
indicates both GAAP compliance and the extent of voluntary disclosure..

The positive associations between the use of debt financing and the GFOA c.ertiﬁca;te.are 7
consistent with_ le_vid'gnpq _ir_lﬁjEyans and Patton (1983) and Gore (2004). Size is associated with
greater use pf debt financing, while population growth is not significant: Two measures éf_
enforcement (i.e., whether q;lgpjcipa_l audits are mandated and a high percentage of CPA’s on the
state auditor"_ss?taﬁ), and bank:rup;cy proscription are associated with si_g_m'ﬁcantly less debt
financing.

Except for the specification in the second column, the estimate ¢; is not statistically
significant (p <0.10, two-tailed). These results, particularly when combined with the univariate - .-
comparisons displayed in Tabie 2A, do.not consistently and reliably support rejectg hypothesis.
1, although we achieve statistical significance for the logit specification of small municipalities,”
where potential lenders are likely to be less well informed and/or incentirves to disclose.
voluntarily arc less substantial. Therefore, we find no consistent evidence that GAAP dis,closurq .
regulation 31 gnificantly influences debt issuance beyond what is achieved through voluntary .
disclosure and other state-imposed mechanisms. Failure to detect statisticaﬂy significant .
diffe;ences indicates that decisions to implement debt-financed municipal projects are more .
complex than what is suggested by the characterization in Section 2. For example, such'
decisions are certainly influenced b.y.political considerations, as well as by the costs of debt .

financing.. . |
4.2 Tests of hypothesis 2

We use the following specification to consider the use of private versus public municipal

debt.
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- PRIVDEBT,=fiy + ) GAAP state; + . [ CONTROL;,  (2)

where PRIVDEBT ; is computed as municipal s ratio of private debt issued to total debt issued

during 1995-2002,-and the subscript j = (2,...,12) indicates a vector of munigipél—speciﬁg confrol

variables that potentially explain variation in the use of private versus public debt. The

dependent variable PRIVDERT ; is obtained by comparing municipal i’s total debt issued from =

the U.S. Census data with the total public debt issues from the SDC data. We compute the

proportion of private debt as the complement‘of the proportion of pubiicly issued debt

(Krishnaswami et al. 1999; Dhaliwal et al. 2005)."> Parameter estimates 5 on the GAAP stgte

dummy variable indicate tests of the null hypothesis 2. Specifically, rejecting the null in favor of

H1 <0 supports the proposition that municipalities in GAAP states are more likely to issue public. .

debt than municipalities in states where municipal accounting practices are not regulated.

Results for specification (2) are in Table 4. Estimates for the full sample are in the first

column; results for small and large municipalities are in the second and third columns,

respectively. Control variables.— beyond those discussed previously in the analysis, of the use of,

debt financing — are inspired by arguments in Dhaliwal, Khurana and Pereira (DKP 2005), who

consider the use of private versus public debt issue in the corporate context. More specifically, -

DKP distinguish issues with BBB or higher bond ratings, arguing that firms with lowerbond =

ratings are more inclined to use private debt. The distribution of municipal bond ratings is

skewed high relative to corporate ratings, and thus, we distinguish issues with AAA ratings from - -

the others. DKP also posit that larger issues (the size of the debt issue) are more likely to be

'* Consistent with Dhaliwal, Khurana, and Pereira (2005) we compute the ratio of private to total debt ‘usin'g the
entire sample period, as annual financing decisions can temporarily deviate from the true underlying profile. Resulis
for specifications using sample observations for each municipality-year are consistent with those presented,
however. :
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issued pubiicly than privately. Absol;@te municipal debt .issues during 1995-2002 are highly
collinear with population (see evidence in Table 3), and therefore, we usé th; mean debt per
capita issued from 1995-2002. DKP include return on ?asse'tS‘as a financial perfoﬁnance'meas'ur'e,-
| positing that performance varies difectly' with the use of public'debt. The notion of accountirig j
income lacks substantive interpretation for municipalities; therefore, to consider financial
performance, e distinguish municipalities that experience at least one deficit during 1995-2002.1

. Finally, to consider voluntary financial disclosures, we iriclude the fraction of observations

during 1995-2002 that earn .th'e' GFOA certificate. Notwithstanding these differences in

measures, results in Table 4 ate consistent with the DKP characterization. In particular, we find
negaﬁve‘ assoéi‘ations for mean municipal debt per capita, the AAA bond rating, and voluntary -
disclosure, and a positive association for the deficit dummy variable.

Tumirig to the primary focus of the analysis, parameter ‘estimates J; on the GAAP versus. -
non-GAAP state distinction are consistently negative. Moreover, the estimate is robust to' -
considering other staiteéimposed statutory controls for muniéipalities. As examples, results are!
comparable regardless of whether state law requires independent audits, official statement
disclosure, broscﬁbes municipal bankruptcy, or whether the state has a high corruption index or-a
high percentage of CPAs on the state auditors’ staff. Thus; the null hypothesis 2 is rejected in -
favor of the alternative that municipalities in GAAP states are less likely to place debt issues .-
p-n'vately (miote likely to issue public debt) than municipalities in unregulated, non-GAAP states.
This evidence is "bonSisiént with the premise that disclosure regulation lowers public debt costs, - :
beyond what is achieved through voluntary disclosure and other staté—imposed regulations.

4.3 Tests of hypothesis 3
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We estimate cross-sectional regressions of the following general form to-consider - -~ -

associations 'bétween GAAP disclosure regulation and bond yields."

TIC;= 3 + y; GAAP state; + 7, JND:'E:X;TF 2 5 CONTROL;,, ‘('3')'

where the subscript / distinguishes the most recent bond issue for municipality i during 1995- o
2002, and the subscript j = (2,...,20) indicates a vector of c_optro_l va_xiab_;_les :t_hat:potgn_tia_lly

explain variatib_n 1n true interest costs (771C).

Parameter estimates y, for the dummy variable GAAP state are the principal focus of the . .
:investigation. In particular, finding 7, < 0 supports rejecting hypothesis 3 in favor of the
alternative hypothesis that interest costs are lower for municipalities in GAAP states.than for
municipalities in unregulated states.

‘The variable INDEX, which is the }irevailing Bond Buyer market yield at the time of the
issue, considers interest rate ﬂuctuaitionsi" % We use indicator variables to distinguish issue-
specific qualitative features that we expect influence bond yields (Kessel 1971; Benson 1 979;
Wilson and Howard 1984; Sengupta 1998; Mansi et al. 2004). In particular, competition among
underwriters reduces bond yields, and therefore, we distinguish issues that are competitively.bid. .
General obligation issues, which are guaranteed by the municipal government and typically also
by the state government, sell at lower yields than revenue debt issues, which are backed only by
specific revenue streams. Similarly, bank—qlialiﬁed issues — that is, issues where the total debt .-
1ssued by the municipality in the year is less than $_1_0,00Q,OQO — receive fayorab_le_fgci_eralﬂ -

income tax treatment, and therefore, typically sell at lower vields. Because lenders require

' F ollowing Kessel (1971), we also consider specifications (not reported) of risk premia (TIC-INDEX), or the true-
interest cost net of the appropriate Bond Buyer index. Results using this measure are comparable qualitatively to:-
reported results. Results are also comparable when the dependent variable is computed as net:interest.costs, a
measure that ignores the time value of money, but is commonly vsed in early studies of municipal borrowing costs.-
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compensation fof the related interest rate risk;. callable debt typically sells at higher yields.-
Recall that the GFOA certificate indicates the extent of voluntary disclosure (and GAAP. .-
coﬁipliance) by the municipality.

Evidence in prior studies finds that boﬁd ﬁélds vary directly, albeit not linearly, vﬁth
bond maturity. Maturities of municipal issues in unregulated states tend to be greater than
maturities in GAAP states ‘(result not reported). Following Gande et al. (1999), we classify the
issues into three groups according to maturity. In particular, wense two dUth'y' variables to
distinguish both short-term maturities.(< 5 years'). and long-term maturities (> I'5 years) from
issues with five to fifteen year maturities. -

We use bond ratings to control for credit risk: Following Anderson‘et al. (2003) and-
Mansi et al. (2004), we convert default ratings into a single control variable.. More specifically,
we assign a value of one if the Moody’s bond rating is Aaa, and as the bond rating declines, the
ratings variable increases by one (Anderson et al. 2003), with the highest number assigned to .
unrated issues.!” As with prior analysis, we tse a seriesAof dummy variables to investigate how: .
state requirements other than GAAP disclosure regulation are associated with T/C. In'addition, -
we include marginal personal income tax rates and state gross product per capita, two measures
of state economic-condition that potentially influence debt costs.'®. Finally, specifications include °
seven dummy variables to consider mean effects of factors correlated with the.year of issue

(1995:2002). To ease the presentation, estimates are not tabulated for year indicator variables:

"7 Results are comparable when the log of maturity is used rather than the Gande et al. (1999) classification, and
when a series of dummy variables is used to consider bond ratings categories. Results are also comparable when
observations are distinguished according to whether the municipality purchases bond insurance. Thie effects of bond
insurance are apparently subsumed by bond ratings variables, however, as the correlation between the insurance
dummy and the bond ratings variable is -0.73. '

18 Results are consistent for specifications that include measures of state disposable income per capita, state *
population, and the volume of municipal bonds. Note that continuous measures of state characteristics are unique to
each state, and thus distinguish state fixed effects. Hence, we construct dummy. variables that partition
municipalities according to how corresponding state characteristics compare with median state characteristics.
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‘Specification (3) applied to the sample of 439 municipal debt issues is in Table 5.
Consistent with prior literature, we find that most control variables that consider characteristics - -
of the debt issue are statistically significant in predicted directions. On the other hand, with the
exception of the GAAP state variable, most of the state-level control variables are; not significant. -
Estimates on the parameter y; for the entire safnple, display‘ed‘ in the first column, indicate that
mean true interest costs in GAAP states are 16 basis points lower than in unregulated-disclosme' :
states. For partitions established'by comparing municipal population with the sample median; ©
displayed in the second and third columns, the GA AP-versus-uniegulated state mean diff_eré'nce =
in trile interest costs (parameter estimates -0.25 versus -0.13) indicates that the benefit to the
GAAP requirement is approximately 12 basis points’ greater for small municipalities than for
Iarge municipalities. This difference, which is statistically significant (two-tailed p<0.05), -
supports a characterization where greater benefits accrue to small municipalities where lenders
are less well-informed or \ifhere federal regulation is less likely toapply. Overall, we can
confidently reject the null hypothesis 3 in fayor of the alternative hypoﬂlesié that borrowing costs
are lower for GAAP states than for non-GAAP states. Such evidence is consistent with the
premise that state-imposed GAAP. disclosuré regulation reduces municipal debt costs = -
incrementally beyond what is a’cf-lieved thréugh voluntary municipal disclosure and other state-
imposed regul'atiéns.J Further, the results indieate that state-level GAAP regulations are effective
despite the recent federal regulations that encourage vbluntar'y disclosure in unregulated states.:
4.4  Evidence regarding the 'implemén_taiioin of GAAP regulation

The preceding approach uses 'crdsé;seCtiona] comparisons to consider associations-
between GAAP disclosure regulation and municilé)_all debt costs. Although we éons’idér measures

that control for the influence of variation in other state-imposed statutory mechanisms, we are
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concerned about whether results can be a_ttribﬁted:to umdentified state-level factors not
considered in the specifications. To address such concerns, we consider municipal debt issuesn -
Montana.and Nevada, states that first imposed GAAP accounting regulations on 7/1/01 and = .
6/27/01, respectively. . |

For these analyses, we use the SDC data to construct a sample of 33 mun_ic-_ipall debt. .. -
issues — cleven in qutana and 22 in Nevada - during the calendar year preceding the state i
GAAP requirement (2000), the year that the requirement is imposed (2001), and the year
following the requirement (2002). Note that we execute the analysis using refatively long
windows because municipal debt is issued infrequently, and also because regulation is i_nevitably:_:
anticipated, which undermines our ability to _con_ﬁdently identify a unique event date. Weuse. -
two sets of dum;hy variables to partition the sample observations according to how the bond
issue <;1ate compares with the effective date of the state-imposed GAAP regulation.

First, we consider specihcations of TIC that inplgdc a dummy variable equal to one for. -
issues during the-one and one-half year period following the effective date of the regtilation_.
Negative parameter estimates on this variable indicate lower mean_TIC following the effective
date. Second, we consider specifications that include two dummy variables that classify debt
isSues'according_to calendar year. In particular, we set a dummy variable eqﬁal to one for 2001
issues (set to zer_o; otherwise), and another dummy vgriabl,e equal to one for 2002 issues (zero, ... '
otherwise). Negative parameter estimates on the first dummy variable indicate lower mean TIC
for issues during 2001, the calendar year that the requirement is imposed, than for issues durmg
2000, the year prior to the disclosure regulation. Negative parameter estimates on the.s_econd.
dummy variable indiéate_lower mean TIC for issues during 2002, the calendar year after the

requirement is imposed than for issues during 2000. _For either classification scheme, negative
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parameter cstimates onr dummy variables are consistent with the premise that the implementation
of GAAP disclosure regulation reduces municipal debt costs.

Resuits for these specifications are in Table 6. Panel A of the 'ta'ble.shows results for
M'ont&-u-'la- (first two columns), Nevada (third and fouith columnns), and the two states combined.
(last two columns), where the dependent variable.-is compitted as TIC less the corresponding |
Bénd Buyér Index of market yields (BBI). Estimates displayed in the first, third and fifth -
columns indicate that mean post—regulaﬁon- TIC (net of BBI) are significantly lower than mean™
pre-regulation means. Estfmates displayed in the second, fourth, and sixth columns indicate that
means-are significantly lower in the yeér following the regulation year than in the year prior to
the regulation year. Results for comparisons of the regulation year with contignous years aré not
always statistically significant, although-all estimates are negative.

Panel B of Table 6, which shows estimates for multivariate specifications of TIC when
factors considered in the cross-sectional analysis in Table 5 are included, demonstrates that
estimates in panel A are not attriButable to differences in issue-specific factors. Estimates for
dummy variables that classify observations according to how the issue date compares with the
effective date of the GAAP requirement support results in Panel A. In particular, estimates in the -
first column indicate that mean TIC during the 18 months after the requirement is signiﬁcantly B
lower than mean TIC during the 18 months prior to the régulatibn, and estimates in the second -
column indicate that mean TIC is signiﬁcantly lower during the year following the regulation
year,””

4.5  Other procedures

' Adjusting TIC for BBI (Panel A in Table 6), or including BBI in the multivariate specification (Panel B);
addresses concerns about whether interest costs for all states decreased afier 2001 Mereover, pooling the Moutana
and Nevada samples with the GAAP state sample in Table 5 indicates that Montana and Nevada municipalities have ~
significantly lower interest costs than non-GAAP states in the post-adoption peried. RO T

28



- Additional procedures validate the robustness of the results. ‘First, we consider that, prior

to issuing debt, municipalities choose between public versus private debt. This sequencing of the

decision process raises concerns about how selection bias influences TIC specifications in:Table
5. To consider this possibility, we estimate a first-stage probit specification of the choice to issue-

public versus private debt, and include the inverse Mills ratio in the TIC specification.”® We find -

that the negative estimate for the GAAP state variable is robust tothe two-step procedure;
moreover, the inverse Mills ratio is not consistently sigmficant.

Second, we examine whether the Table 4 and 5 results hold for the subset.of

municipalities that undergo Single Audits according to the U. S. Census.. This procédure hastwo;

objectives. First, to address the issue of whether municipalities voluntarily comply with GAA_P _
but choose not to apply for a GFOA certificate, we use the audit opinion per the Single Audit -
report, rather than GFOA certification, as a measure of voluntary GAAP compliance. We .
include an indicator variable equal to one if the municipality received an unqualified opinion,
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indicating material compliance with GAAP, and zero otherwise.”" .

Second, examining the subset of municipalities that are subjected to Single Audits

considers whether GAAP disclosure regulation adds incrementally beyond what is provided by -

federal statutes. . Results using the Single Audit opinion are consistent with those presented, in - -

that both the relative use of private debt is significantly higher (t=-2.11; p < .03, two-sided) and

® Results are comparable for two alternative approaches. First, we construct the probit specification to distinguish

municipalities that issue only private debt from municipalities that issue only public debt during 1995-2002. -
Second, we distinguish municipality-years where the municipality issues only private or only public debt for a gwen

year.
' The single audit-opinion is a noisy measure of GAAP compliance. We find a significant positive correlation -

between this measure and GFOA certification, however. Further, prior studies indicate that the majority of qualified

municipal audit opinions indicate GAAP violations — specifically, inconsistent application of GAAP or a lack of
appropriate fixed asset disclosures (Wilson and Howard 1984). . :
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TIC is significantly lower in GAAP states (t =-2.07; p < 0.05, two-sided). The Siﬂgle Audit
opinion indicator variable is insignificant in all specifications, however.

 Finally, the analysis focuses on states that unequivocally require GAAP or are -
_ unregulatéd,'even though some states, while not requiring GAAP; do impose un"’iq-ue state-- i
specific disclésure'requiremeﬁts. This raises issues about whether interstaté disclosure ©
regulation in the form of GAAP disclosure requiremnents or intrastate standardization of -
accousiting methods matters more in terms of reducing debt costs. Although addressing this <
issue comprehensively is beyond the objective of the study, we can offer some preliminary -
insight. To this end, we supplement the sample used to.execute the Table 5 analysis by including -
municipalities in five states that require state-specific disclosure and examine the effect of
interstate versus intrastate disclosure regulations. We include an indicator variable equal to-one
if the municipality is in a state requiring state-specific disclosure, and zero otherwise. We find
that, while the' G4A4P state indicator variable continues to be negative and statistically significant -
(esﬁmate =-0.20; t-statistic = -2.49), mean debt costs are 54 basis points higher for
muﬁicip‘alities' in states that require state-Speciﬁ; non-GAAP disclosure (estimate = 0.54; t-
sta-tis‘[ic=3.31).22 Such evidence supports the proposition that comparability in interstate, not
intrasfate, disclosure is associated with lower municipal debt costs.
5. Concluding Remarks

“Changes in the municipal debt eﬁviro@ent, including the 1984 establishment of GASB -

as the authority for setting municipal accounting standards, and the imposition of a variety of.

* For a specification of the ratio of private to total debt which also includes municipalities with state-specific
disclosure requirements, the GAAP state indicator t-statistic is -2.29, while the state-specific indicator variable is not
significant. Results are also consistent with tabulated results for samples that include, and specifications that
distinguish municipalities in al 24 states that neither impose GAAP nor are unregulated (that is, have state-specific,
piecemeal, or hybrid regulations). In particular, the GAAP state variable is associated with lower interest costs and
lower relative use of private versus public debt when these observations, which are omitted from the primary
analysis, are included and distinguished. '
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new federal and state regulations, are reasons to reconsider the coéts and b.eneﬁts c;f disclosure
regulation in the municipal government context. Overall, we find that municipalities in states .
that mandate-GAAP accounting and reporting are more likely to pursue public debt than private
debt financing 6ptions,- and. that municipal débt; ﬁnanging costs are 13 to 25 basis poinis lqwér. in
GAAP states than in states with unregulated disclosure. We find no.evidence that lower .
financing costs lead to an increased use of debt financing in general, but we do find some limited
evidence that the use of debt is.greater for small municipalities where cbnt:racting costs between

— municipal bon‘o_wers_and lenders are likely to be high., We further dcmon_stréte that these r_cs_ul_ts: ‘
are robust to considering other state-imposed requireme_nts that can affect debt costs. Moreover,,
in corroborating analysis we find that two states which first require GAAP duriné the period.
encompassed by the study realize significantly lower mean municipal debt costs following the
effective date of the regulation. Such evidence indicates that the effects of GAAP rgport_ing_a@d,-_
other state requirements are independent of, and incremental to, the effect of each other.

Finally, it is perhaps important to emphasize thzit.the costs of GAAP regulation
potentially outweigh benefits that accrue in municipal debt markets, and therefore, we cannot .
conclude that specific practices recommended by the GASB domiﬁate other possible reporting.
procedures. Nor can we meaningfully compare the costs of GAAP compliance with other
voluntary mechanisms that potentially yield greater reductions in municipal ﬁnanc;ipg costs.
Thus, the analysis does not definitively support conclusions regarding the costs of reg_ulatioﬁ or
decisions by the states to mandate GAAP accounting for municipalities. Even so, the results .

- consistently support the efficacy of GAAP.disclosure regulation as a detsrminant_ofj_.hg: cost of

municipal financing.

31




“References

Anderson, R.; Manst, S. Reeb, D.-2003. Founding family ownership and the agency cost of debt.
Journal of Financial Economics 68 (2),263-285. SRR e .
Belsley, D., Kuh, E., Welsch; R. 1980. Regression Diagriostics, Identifying Influential Data and =~
Sources of Collinearity. New York, NY: Wiley. :
Benson, E. 1979. ‘The search for informatien by underwriters and its impact on municipal
interest cost. Journal of Finance 34, 871-884. . - - . S T
Benson, E., Marks, B., Raman, K. 1984. State regulation of accounting practices and mumnicipal
- borrowing costs: Journal of Accounting and Public Policy 3 (2), 107-122. ~ =
Benson, E., Marks, B., Raman, K. 1991. The effect of voluntary GAAP compliance and
financial disclosure on governmental borrowing costs. Journal of Accouriting, Auditing,
and Finance, 303-319, - R R .
Botosan, C., Plumlee, M. 2004. Are information attributes priced? Unpublished working paper; - _
University of Utah. ' S S
Bowen, R. Ducharme, L. Shores, D. 1995. Stakeholders' implicit claims-and accounting method
choice. Journal of Accounting and Economics 20 (3), 255-295. ; _ o
Bushee, B., Leuz, C. 2005. Economic consequences of SEC disclosure regulation: evidence
from OTCBB. Jowrnal of Accounting and Econonics 39 (2), 233-264: -
Butler, A. 2004. Corruption and municipal finance. Unpublished working paper, University of
Texas at Dallas. o : : _ '
Cohen, R., Polk C., Vuolteenaho, T. 2003. The value spread. Journal of Finance 58 (2), 609-
64l - _ . . :
Dhaliwal, D., Khurana, 1., Pereira, R. 2005. Costly public disclosure and the choice between
private and public debt. Unpublished working paper, the University of Arizona. - -
Downing, C., Zhang, F. 2004. Trading activity and price volatility in the municipal bond market.
Journal of Finance 59 (2), 899-931. : BRI e ERE
Easterbrook, F., Fischel, D. 1996. The Economic Structure of Corporate Law. Cambridge, MA:
- Harvard University Press; - B _ T T "
Evans, J., Patton, J. 1983. An economic analysis of participation in the municipal finance -
officers association certificate of conformance program. Journal of Accounting and
Economics 5 (2), 151-175. - 7 . S
Fairchild, L., Koch, T. 1998. The impact of state disclosure requirements on municipal yields.
National Tax Journdl, 51 (4), 733-753. : S R E R
Figlio, D., O'Sullivan, A. 2001. The local response to tax limitation measures: Do local
governments manipulate voters to increase revenues? Journal of Law and Economics 14:
233-257. g » o
Gande, A., Puri, M., Saunders, A. 1999. Bank entry, competition, and the market for corporate
securities underwriting, Journal of Financial Economics 54, 165-195. B
Gellis, A. 1996. Municipal securities market: same problems - no solutions. Delaware Journal
of Corporate Law 21. - D L e
Governmental Accounting Standards Board (GASB).2005. http://www.gasb.org/facts/index.htm] -
Norwalk, CT. , - - SN
Gore, A. 2004. The effects of GAAP regulation and bond market interaction on local -
government disclosure.. Journal of" Accounting and Public Policy 23 (1), 23-52.

32




Gore A., Sachs, K., Trzcinka, C. 2004. Financial disclosure and bond insurance. The Journal of
Law and Economics 47 (1), 275-306.

Gore, A., Trzcinka, C. 2004. Is there a substitute for mandatory disclosure? Unpublished -
Workmg paper, University of Oregon: -+

Harris, L., Piwowar, M. 2006. Secondary. tradmg costs in the mumclpal bond market Journal
omeance 61 (3), 1361-1397.

Healy, P., Palepu, K. 2001.. Information asymmetry, corporate drsclosure and the caprtal
markets A review of the empirical drsclosure literature. Journal of Accounting and

- Economics 31, 405-440. : :
Higginbotham, S. 2001 New -Jersey ofﬁce pushes for mumelpahtles to adopt GAAP Bond

Buyer 335 (31067), 6.

Hildreth, B., Zorn, C. 2005. Evolut:on of the state and local govemment mumcrpal debt market
over the past quarter century. Public Budgeting & Finance 25, 127-153.

Hume, L. 2002. Many issuers fail to meet disclosure obligations. Bond Buyer 340 (31410)

Ingram, R., Copeland, R. 1982. Municipal market measures and reporting practrces An

 extension. Journal of Accounting Research 20 (2), 766-772. -

Kessel, R. 1971. A study of the effects.of competition in the tax-exempt bond. market Journal of
Political Economy 79, 706-738. - .

Krishnaswami, S., Spindt, P., Subramaniam, V. 1999 Informatron asyrnmetry, momtonng, and
the placement structure of corporate debt. Jowrnal of Financial Economics 51: 407-434."

La Porta, R., Lopez-de-Silanes, F., Shleifer, A, Vishny, R. 1997. Legal determinants of externaI
ﬁnance Journal omeance 52,1131-1150. o .

La Porta, R., Lopez-de-Silanes, F., Shleifer, A. 1998. Law and finance. Joumal of Polztzcal
Economy 106, 1113-1155.

Leftwich, R. 1980. Market fajlure fallacies and accounting information. Journal of. Accountmg
‘and Economics 5,3-30,

° Mansi, S., Maxwell, W, Miller, D. 2004. Does audltor quahty and tenure matter to mvestors?
Evrdence from the bond market. Journal of Accounting Research 42 (4), 755-793.

Miller, D., Puthenpurackal J. 2002. The costs, wealth effects, and determinants of 1nternat10na1
capltal raising: evidence from pubhc yankee bonds. Journal of Financial Intermediation
11 (4), 455-486. :

National Association of State Audrtors Comptrollers and Treasurers (NASACT) 1996.
Auditing in the States: A Summary, Lexington, KY. —

National Association of State Auditors, Comptrollers, and Treasurers (NASACT) 2000
Auditing in the States: A Summary, Lexington, KY. ' :

National Association of State Auditors, Comptrollers, and Treasurers (NASACT). 2002. .
Auditing in the States, Lexington, KY.

Public Law Research Institute. 2005. Municipal bankruptcy: State authorization under the
federal bankruptcy code. http://www.uchastings.edn. University of California.

Reck, J., Wilson, E. 2006. Information transparency and-pricing in-the municipal bond
secondary market. Journal of Accounting and Public Policy 25 (1), 1-31.

Reck, J., Wilson, E, Gotlob, D. and Lawrence, C. 2004. Governmental capital markets research - -
in accounting: A review, extension, and directions for future research Research in
Governmental and Nonprofit Accounting 11, 1-33.. : :

Rogers, W. 1993. Regression standard errors in clustered samples. Stata Techmcal Bulletm
Reprints, vol. 3, College Station, Texas: Stata Press, 83-94.

33



Sengupta, P. 1998. Corporate disclosure quality:and‘the cost of debt. The Accounting Review 73
(4), 459-474. : - T T

Soybel, V. 1992. Municipal financial reporting and the general obligation bond market: New
York City, 1965-1975. Journal of Accounting and Public Policy 11 (3), 207-29.

Tiebout, C. 1956. A pure theory of local expenditures. Journal of Political Economy 64 (5),
416-424. . o -

U. S. Department of Housing and Urban Development. 1984. Single Audit Act of 1984:
‘Questions and Answers.. www hudclips.org. =~ .. - :

Wilson, E., Howard, T. 1984. The association between municipal market measures and selected .
financial reporting practices: Additional evidence. Jowrnal of Accounting Research.22
(1), 207-225. o

34




: o : S - Tablel . - - SR RPI . T
Characteristics of States that Require GAAP Reporting (GAAP States) and .
- States that do not Impose Reporting Requirements (non-GAAP States)

Panel A: GAAP States m=15) .

 Highest Marginal Number.of |

: : o Personal Income. . © Bond Issyes:
State : Population Tax Rate - Qutstanding
Arizona - 4,667,277 504 812
Connecticut © 3,272,563 - 4.50 SIS o1 0
Florida 14,908,230 0.00 - 3,300
Georgia 7,636,522 6.00 1,410
Kentucky 3,934,310 6.00 740
Michigan 9,820,231 4.20 2,392
Montana* 879,533 11.00 151
Nevada* 1,743,772 0.00 550
New Hampshire 1,185,823 5.00 - 348
New Mexico 1,733,535 8.20 - 456
North Carolina 7,545,828 7.75 846
Ohio 11,237,752 6.98 1,332
Rhode Island 987,704 9.90** 264
South Dakota 730,789 0.00 148
Tennessee 5,432,679 6.00 1,092
Panel B: Non-GAAP States (n = 11)
Alabama 4.351,037 5.00 862
Delaware 744,066 5.95 144
Idaho 1,230,923 8.20 294
Missouri 5,437,562 6.00 858
Nebraska 1,660,772 6.68 252
North Dakota 637,808 5.54 176
Pennsylvania 12,002,329 2.80 3,515
South Carolina 3,839,578 7.00 832
Texas 19,712,389 0.00 5,633
Vermont 590,579 0.50** 85
Virginia 6,789,225 5.75 800

GAAP States require municipalities to prepare financial statements that comply with Generally Accepted
Accounting Practices (GAAP) as specified by the Governmental Accounting Standards Board. Non-GAAFP States
impose neither GAAP nor other, state-specific disclosure regulations. The remaining states, which are not shown,
impose hybrid, and/or state-specific disclosure requirements. Population is the 1998 U. S. Census Bureau estimate.
Highest . Marginal Personal Income Tax Rate is for 1998 per the Federation of Tax Administrators
(http://www.taxadmin.org). Number of Bond Issues Outstanding is from the 1998 Moody's bond record.

* Montana and Nevada impose GAAP in 2001 during the period encompassed by the analysis. Thus, observations
for these states are omitted from cross-sectional tests and analyzed separately.
** Rhode Island’s and Vermont’s marginal rates are 25.5% and 24% of federal taxable income, respectively.
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' Table 2
Comparisons of GAAP and Non-GAAP States

Panel A: mean (median) state-level municipal bond activity, 1995-2002

| | Non-Ga4P | |
- All states | GAAP states states | . 7o
. (n=24) (n=13) (n=11) f-statistic
Fraction of municipalities 0.59 0.59 0.59 0.02
that issue debt _ -
New debt per capita, all 225.6 237.7 2113 .76
municipalities L (220.9) (231.5) (213.1)
New debt per capita, issuing 245.0 257.5 230.3 0.78
municipalities only (245.2) (252.7) (232.6)
Outstanding debt per capita 1603.8 16763 - 15182 0.54
| (1434.9) (1400.6) (1469.2) o

Fraction of total new debt 0.24 0.28 0.19 159
that is public debt . o .
Fraction of municipalities 0.59 0.55 0.63 0.85
that use private debt only
Fraction of municipalities 0.07 0.10 0.02 2.52%%%
that use public debt only

*®, ¥, ®+* indicate statistical significance (two-tailed) at p <.10, .05, and .01.

Fraction of municipalities that issue debt is the percentage of municipalities in-the state that issued debt from 1995-
2002; New debt per capita, all municipalities is the 1995-2002 mean {median} for all municipalities in the state; New
debt per capita, issuing municipalities only is the 1995-2002 mean (median) for all municipalities that issued. debt; :
Outstanding debt per capita is the 1995-2002 mean {median); Fraction of total new debt that is public debt is the -
1995-2002 ratio of the total new public debt to total new debt; Fraction of municipalities that use private debt only
is the 1995-2002 percentage of municipalities in each state that borrow only from private lenders (banks or
institutional lenders such as pension funds or insurance Jirms); and Fraction of municipalities that use public debt
only is the 1995-2002 percentage of municipalities in each state that issue only publicly-traded debt. ' B
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Table2
(continued)

Comparisons of GAAP and Non-GAAP States -

Panel B: inean (median) characteristics of public debt issues

All Issues " GAAP States ~ Non-GAAP States

(n=439) (n=212) - (n=227) t-statisiic
TIC . 4.59 _ 4.39 4.80  5.68%%%

(4.59) - (4.46) L (476) L

Bond ratings: : _
Unrated 020 0.19 0.21 0.42
Baa 0.01 0.01 002 -1 036
A - 0.05 0.07 006 1.03 -
Aa 0.12 0.17 0.08 L 3.15%Ex
Aaa ' 0.62 0.56 . 0.66 2.12%%
Insured 0.58 0.52 063 : 2.44%%

. Competitively bid 0.83 0.91 075 4. 79%*F
Bank qualified 0.68 0.65 ' 0.71 132
GO bond 0.73 0.74 ' 0.72 064
Call 0.84 0.75 0.92 4.76%+%

* % 4% jndicate statistical significance (two-tailed) at p <.10, .05, and .01.

TIC 1s the true interest cost, computed as the interest rate that sets the present value of the principal and interest
payments equal to the issue proceeds received by the issuer; Rating is the Moody's bond ratings; Jnsured is a dummy:”
variable equal to one if any part of the bond issue is insured, and 0 otherwise; Competitively bid is a dummy variable -
equal to 1 if the bond is issued through competitive bid, and 0 if the bond is seld using a negotiated sale; Bank. .
qualified is 2 dummy variable equal to 1 if the bond issue is bank qualified, and 0 otherwise; GO bord is 2 dummy
variable equal to 1 if the issue is a general obligation bond, and 0 if the issue is a revenue bond; and Call is a dummy _
variable equal to 1 if any part of the bond issue is callable, and 0 otherwise. ‘

Panel C: distributions of state-lmposed requirements by GAAP requirements

All states | GAAPstates | - Non-GAAP e |
(n=24) (n=1i3) | - states (n=I11). | Xostatistic . |
Require audits 9 st e 003
Require official statements 10 6 4 0.04
No bankruptcy 4 3 1 0.58

# #% *%¥ indicate statistical significance (two-tailed) at p <.10, .05, and .01.

Require audits indicates states that require municipal audits; Regquire official statemenis indicates states that require
official statements when municipal bonds are issued; and No bankruptcy indicates the state law proscribes municipal

bankruptcy.
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" Associations betwee

Table 3

# the Use of Debt Financing

- and GAAP Disclosure Requirements

Logit model "} - . ) OLS model .
Full sample Small Large Full sample Small Large
(n=3,030) (n=2515) (n=2515) (n=5030) (n=2515) (n =2,515)
Intercept 943 -11.26 . -8.92 238 . .154 -3.55
- CLO.TL™ % (7319 (:636)* %% («6.00)*** (24T (.7.69)*+*
Ln population (+) -, 1.13 - 137 1.05 0.32 021 046
: o (TL6O)™HH - (7.70)%*4%  (7.08)***  (6.73y¥+% (278 (10.04)%%*
Population growth (+) 0.19 0.47 0.11 -0.05 0.05 - -0.04
(-0.85) (-0.71) (-1.01) (-1.91)* (-1.02) (-1.40)
GFOA certificate (+) 0.88 0.59 0.96 0.30° 0.20 0.30
' (3.06)¥** " (1.36) (3.17)*+*  (3.50)%** (1.57)  (3.68)F**
Audits (?) L -136° -1.67 -1.10 041 -0.39 0.22
' ) (-1.88)* (-2.10**  (-1.50) (-1.47) (-1.05) (-0.44)
Official statements (?) -0.59 0.72 -0.46 -0.23 -0.12 041
- (-1.20) (-1.39) (-0.88) (-1.27) (-1.11) {-1.66)
No bankruptcy (?) 077 .. 0.98 -0.56 0.18 0.12 -0.08
(-1.67y*  (-2.75)%%*  (.0.93) (-0.99) (-0.67) (-0.25)
Corruption (7) -0.23 -0.31 -0.17 -0.04 - 0.05 -0.29
(-0.56) (-0.66) {(-0.41) - (-0.30) (0.31) (-1.79)*
Percentage of CPA's (7) -0.71 oo-1.22 -0.29 -0.16 -0.16 (.00
(-L72)*  (2.61)***%  (-0.60) (-1.19) (-0.96) (0.01)
GAARP state (?) 0.27 0.67 -0.04 0.20 0.24 0.03
(0.76) (1.72)* (-0.09) (1.44) (1.08) (0.13)
Adjusted R? ) - 0.11 0.01 . 0.17
Model likelihood ratio 1381.56 155.77 543.32

*, **, *¥* indicate statistical significance (two-tailed) at p <.10, .05, and .01.

Entries in the first three columns are estimates for a logit specification of the probability of using debt financing
(public or private)-during 1995-2002. Entries in columns four through six are for an OLS ‘specification of the 1995-
2002 ‘amount of new debt per capita. “Small” and “Large” partitions are at the sample median population.. Ln

population is log of mean 1995-2002 population; Population growth is the ¢
five years; GFOA certificate is a dummy variable equal to 1 if the GFOA ¢
four years; dudits is a dummy variable equal to 1 if the state requires m
dummy variable equal to 1 if the state mandates official statements; No Ban
state law proscribes municipal bankruptcy;
indicted_state and Jocal government offi
Percentage of CPA’s is a dummy variable
the sample median; and GAAP state is a d
and zero if the municipality is in an unregula

procedures advanced in Rogers (1993).

ummy variable ¢
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Table 4. .

Associations between GAAP Reqmrements and the Ratio. of Private to Total Debt

Variable Full sample Small Large
(expected sign) C(mn=2111) (1 = 1,056) (n = 1,055)
Intercept. - . 134 1.87 1.25
= (7.37)%%% (6.10)+** (4.63)*%*
Ln population (-) -0.05 - -0.12 -0.05
L (-4.26y*** (-3.30y%** (-2.15)**
Population growth (?) 0.03 001 , 0.04
o L (2.38)** (0.95) (2.04)%*
AAA bond rating (-y - -0.39 0.61 -0.37 _
' o (-7.38)*** (-4.66)y** (-5.48)%*+*
. Mean debt issued (-) -0.06 -0.07 -0.03 -
: (-2.51)%** (-2.33)+% (-1.30)
Deficit (+) 0.04 001 0.08
_ (1.49) 0.67) (1.84)*
 GFOA certificate (-) 20.06 ©0.01 -0.08
: ' (-2.06)** (0.33) (-2.96)%*
~ Audits (7)- ' _ 0.11 0.13 0.10
_ ' (1.34) . (1.89)* (0.98)
Official statements (?) -0.01 -0.07 0.05
_ B ' (0.12) - (-1.16) (0.71)
No bankruptcy (?) -0.01 004 _ 0.02
: (-0.22) (-0.84) 0.23)
Corruption (7). T 006 008 0.04
' (0.82) C(1.28) (0.46)
Percentage of CPA's (?) 0.02 0.02 0.04
(0.25) (0.31) (0.30)
GAAP state (-) -0.12 =010 -0.15
o C(R2ASYRERR (00 L (22.5)kex
Adjusted R? - 020 : 018 0.17

*, *+ *+ indicate statistical significance (two-tdiled) at p <10, .05,'and .01

Entries aré parameter estimates for an OLS specification of the ratio of riew private debt to total new debt issued’
during 1995-2002. “Small” and “Large™ partitions are at the sample miedian population. Ln population is the log of

the mean annual mumclpal popu]ation during the period; Populauon growth is the ‘change in population over the
'precedmg five years AAA bond rating is a dummy variable’ equal to 1if the mumcxpahty s most recent bond rating
is AAA, and 0 otherwise; Mean debt issued is the mean 1995-2002 total new debt per capita; Deficit is a dummy
variable equal to 1'if the mummpahty reports at least one deficit dunng 1995-2002; GFOA certificate is the fraction
of years durmg 19952007 the mun101pahty 18 awarded the GFOA cernf cate; Audits' is a dummy variable equal 0 1
if the state requires mumcxpal audits; Offi cial statements is a dummy variable équal to 1 if the state mandates official
statements; No Bankmptcy is a dummy ‘variablé equal’ to 1 if the state does not allow municipal bankruptcy; .
Corruption is a dummy variable equal to 1 if the ratio of the number of indicted state and local government officials
deflated by total state population exceeds the sample median; Percentage of CPA’s is a dummy variable equal to 1 if
the percentage of CPA’s on the state auditor’s staff exceeds the sample median; and GAAP state is a dummy
variable equal to 1 for municipalities in GAAP states, and 0 for municipalities in viregulated states. Predicted signs
are shown parenthetically. Standard errors are adjusted for clusterlng w:thm states using procedures advanced in

Rogers (1693).
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Table 5

Associations between True Interest Cost (TIC) and GAAP Disclosure Reguirements

Independent variable Full sample Small Large .
fexpected sign) . . (n=439) (n=216) - L n=223)
Intercept : W =213 _ -148 S 2660
_ I_) : L (328 (-1.71)* (3.7
‘Bond Buyer Index (+). - ... - .. 25 ~BIL 1320
' S cr 0 (QOS9YFEE L (688 (9.97)kEE
Competitively bid (-y QDT e e 08 e 0.18 . - -
GO issue (- 029 -0.19° 035 '
o (_) U (505 (2070 (-538)yre -
Bank gualified (-} -013 . 2010 003 .
T (213) . (L19)F (-0.49)
Call provision (+) 034 029 0.34 L
. . (GAFFF . (2.60)F** REVL) L N
GFOA certificate (-) = 0.04 o001 0.02 .
e S {0:81) (-0.15) .. 034)
Maturity <5 years (-) -0.63 -0.67 -0.61-- .
A o (-2.43y%*% - (-1.38) (-2.55)%**
Maturity >15 years (+) 057 0.49. . 0.63
' o C (12.69)%** | (6.42)*** S (7.95)%%* -
Ln issue amount (-) S 006 -0.04 : -0.04
: (-1.98)** (-0.95) (-1.48)
Ln population (-) -0.07 -0.08 - 0.05
C (433 (-2.09)** (-2.11)**
Population growth (-) -0.00 0.01 -0.00
(-1.13) (1.15) (-1.47)
Tax rates (+) 0.01 0.02 0.04
. 0.19) (0.30) (0.64)
State gross product per capita (?) 0.12 0.26 -0.05
- (1.57) (3.58)*** (-0.61)
Bond rating (-) 0.02 0.02 0.00
(5.27)%** (5.11)%** (0.75)
Audits () 0.01 0.02 -0.11
(0.08) (0.17) (-1.54)
‘Official statements (-) 0.03 -0.02 0.14
(0.45) (-0.21) (1.85)*
No bankruptcy (-) -0.11 -0.14 -0.01 .
: (-1.11) (-0.88) (-0.07)
Corruption (?) 0.02 0.12 -0.15
(-0.27) (1.10) (-2.63)***
Percentage of CPA's (7) 0.05 0.15 -0.01
(0.92) (1.17) (-0.17)
GAAP state (-) -0.16 -0.25 -0.13
(-3.40)*** (-3.69)%F** (=2.70)***
Adjusted R 0.80 0.78 0.79

¥, *k, ¥ indicate statistical significance (two-tailed) at p <10, .05, and .01.
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 Table5, 'éaﬁﬁﬁued _

Entries are OLS estlmates for specxﬁcanons of true interest cost (TIC‘) computed as the dlscount rate that equates
the present valie of the bond principal-and interest payments with proceeds. “Small” and “Large” partitions are at
the sample median population. Independent variables are the Bond Buyer Index of market yields for municipal
general obhgatmn or revenue bonds; Competitively bid is a dumimy variable set to 1 for sales through a competitive
bidding process, and 0 for negotiated:sales; GO issue is a dummy variable set to 1 for general obligation issues, and
0 for revenue issues; Bank qualified is“a dummy variable set to 1 if the issue qualifics for preferential tax treatment
by bank lenders; Call provision is a dummy variable set to 1'if any part of the issue is callable; GFOA certificate is a
dummy vatiable equal to 1 if the municipality is awarded the, GFOA certificate; Maturity < 5 years (Maturity > 15
years) is a dummy variable set to 1 if the years to maturity are less than 5 (exceeds 15); Ln issue amount is the log of
the face value of the issue; Ln population is the log of population; Population growth is the change in population
over the preceding five years; Tax rates is an indicator variable set to 1 if the state marginal tax rates are above the
sample median;, State gross product per capita is an indicator variable equal to 1 if the state pross product per capila
exceeds the sample median; Bond rating indicates Moody's ratings, where Aaa=1, and the numerical rating increases
by 1 as the bond rating declines; Auditsis a dummy variable equal to 1 if the issuing municipality is in a state that
mandates audits; Official statements is a‘dummy variable équal to 1 if the issuing municipality is in a state that
mandales official statements; Ne bankruptcy is a dummy variable equal to 1 if the issuing municipality is in 4 state
that-does not allow municipal bankruptcy; -Corruption is a dummy variable equal to 1 if the ratio of the number of
indicted state. and local government officials deflated by total state population exceeds the sample. median;

Percentage of CPA’s is a dummy variable equal to 1 if the, percentage of CPA’s on the state auditor’s staff exceeds
the sample median; and GAAP state is a dummy variable equal to 1 for mumicipalities in GAAP states, and 0 for
mupicipalities in unregulated states. Predicted signs are shown parenthetically. Specifications include year dummy
variables to consider mean effects of unspecified time-variant factors (estimates not reported). Standard eITOrS are
adjusted for clustenng within states using procedures advanced in Rogers {1993).
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. Table 6 - :
Regression Specifications of True Interest Cost (TIC) and GAAP Disclosure Requirements for -
- S " States Newly Adopting GAAP T

Panel A. Dependent variable: TIC less bond buyer index

Event date: ' Montana Nevada ' Full sample .

(=11) (0=22) (n=33)
Intercept 0.42 -0.26 -0.29 -0.30 -0.34 -0.29
(ATEY**  (ATT)x ((125)  (-123) (-2.39y%#* (.1 75)%
Issues post—reg_ulation -0.23 o -0.83 -0.65 |
: (-1.77)* | (-2.84)%5* (3.28)r+%
Issues during the - -0.35 -0.12 -0.24
regulation year (-3.16)*** (-0.45) -137)
Issues year after the -0.38 -0.92 -0.84
regulation year (-6.01)**=* (-2.67)F%x (-3.40)r**
Adjusted R> 0.17 036 - 021 0.20 0.19 022

*, #% ¥+ indicate statistical significance (two-taile_'d) atp <.10, .05, and 01,

Entries are OLS estimates for specifications of true interest cost (T7C), computed as the discount rafe that equates
the present value of the bond principal and interest payments with proceeds, less the Bond Buyer Index of market
yields for municipal general obligation or revenue bonds. “Montana” and “Nevada” indicate bonds issued by . -

“municipalities Montana and Nevada, respectively. Independent variables are as follows: Issues post-regulation is a
dummy variable set to 1 if the municipal bond is issued within 1 % years after the effective date of regulation, and 0
if issued within 1 ¥ years prior to the effective date of regulation; Jssues during the regulation year is a dummy set
to 1 if the municipal bond is issued within the year of the effective date of regulation (2001}, and 0 otherwise; fssues .
year after the regulation year is a dummy variable set to 1 if the municipal bond is issued within 1 year following
the effective date of regulation (2002), and 0 otherwise. Predicted signs are shown parenthetically along with _
independent variables. Standard errors are adjusted for clustering within municipality using procedures advanced in
Rogers (1993).
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Table ¢ (continued)

Panel B. .D‘epé;ld'ent variable: TIC; Controlling for other variables associated with TIC

Full sample

: _ (n=33) . .
Intercept ™ _ - ' -0.14 o o 708
o (-0.04) . (1.36)
Bond Buyer Index (+) - 1.02 - -0.05
' o . & (2.79)*_%* - {-0.08)
Competitively bid (-) : -0.26 , . -0.44
' (-093) ‘ (-1.81)*
GO 1ssue (-) , -0.07 -0.39
N o (-0.37) . (-1.27y -
Bank qualified (-) , -0.12 -0.64 o
| (-034) (-1.80)*
Call provision {+) - 0.21 . 0.02
(.39 . _ (-0.15)
GFOA certificate (-} 0.09 -0.59 '
- (0.38) (236
Maturity < 5 years (-) -0.39 -0.72
{-0.50) (-1.24)
Maturity >15 years (+) ' - 0.66. _ T2
396y (5.90)+**
Ln issue amount (-) : ~0.20 . -0.31 _
. _ _ : (-2.71)***% . . (_3_73)***7
Ln population (=) ' -0.03 : : -0.01
: - (-0.18) : (0.04)
Population growth (-) 0.06 S 0.11
B (1.11) - _ (225
Bond rating (-) ' o -0.01 ' -0.020
D 04y (1.32).
Issues post-regulation (-) 0.61 . -
(-2.35)*%*
Issues during the regulation year (-) : -0.61
' ' (-1.60)
Issues year after the regulation year (-) -1.62
: (-2.82)***
. Adjusted R? 0.63 0.68

* ¥+ indicate statistical significance (two-tailed) at p <.10, .03, and .01.
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Table 6 (con.tinued)

Entries are OLS estimates for specifications of true interest cost {TIC}, computed as the discount rate that equates
the present value of the bond principal and interest payments with proceeds. Independent variables are the Bond
Buyer Index of market yields for municipal general obligation or revenue bonds; Competitively bid is a dummy
vatiable set to 1 for sales through a competitive bidding process; GO issue is a dummy variable set to 1 for generat
obligation issues, and 0 for revenu¢ issues; Bank qualified is a dummy variable set to 1 if the issue qualifies for
preferential tax treatment by bank lenders; Call provision is a dummy variable set to 1 if any part of the issue is
callable; GFOA certificate is a dummy variable equal to 1 if the municipality is awarded the GFOA certificate;

. Maturity < 5 years (Maturity > 15 years) is a dummy variable set to 1 if the years to maturity are less than S
{exceeds 15); Ln issue amount is the log of the face value of the issue; Ln population is the log of population;
Population growth is the change in population over the preceding five years; Bond rating indicates Moody's ratings,
where Aaa = 1, and the numerical rating increases by 1 as the bond rating declines; Issues post-regulation is a
dummy variable set to 1 if the municipal bond is issued within 1 % years after the effective date of regulation, and 0
if issued within 1 ¥ years prior to the effective date of regulation; Issues during the regulation year is a dummy set
to 1 if the municipal bond is issued within the year of the effective date of regulation (2001), and 0 otherwise; fssues
year after the regulation year is a dummy variable set to 1 if the municipal bond is issued within 1 year following
the effective date of regulation (2002), and 0 otherwise, Predicted signs are shown parenthetically along with
independent variables. Standard errors are adjusted for clustering within municipality using procedures advanced in
Rogers (1993). :
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