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Sovereign credit risk-sharing between 
countries in Europe has become more 
prominent since 2008
 Following the crisis: ECB administered assistance 

packages to Greece, Ireland, and Portugal

 March 2015: quantitative easing program in 
which distressed sovereign bonds would be held 
by the ECB and European national central banks

Still unclear: the long-term effects of these 
risk reallocations on sovereign borrowing 
costs

Motivation
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The risk-sharing policies of the ECB in 
many ways parallel those of U.S. states
 Draghi: “The ECB is ready to do whatever it 

takes to preserve the Euro” (in the wake of 
the sovereign debt crisis)

 Similarly, many U.S. states have policies in 
place to protect the creditworthiness of the 
state and its municipalities

• Edward Rendell, governor of PA in 2010: 
“(missing a bond payment) would 
devastate not only the city, but the 
school district, the county, and central 
PA” (in the wake of a fiscal crisis in 
Harrisburg, PA)

Motivation
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This paper examines the implications of intergovernmental risk 
sharing on government borrowing costs
 Specifically, the costs and benefits of risk reallocation

The U.S. municipal bond market provides an ideal setting for 
examining these implications
 Significant cross-state variation in risk-sharing policies

 State policies for its municipalities and ECB policies for its member 
countries share the same goal to protect the creditworthiness of the 
region

Motivation 
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“Chapter 9” states allow unconditional Chapter 9 (hands-off)
 Independence of the local governments from the state

 Weak creditor protection: Chapter 9 operates advantageously for debtors 

“Proactive” states deal with distressed municipalities directly via 
state programs (hands-on)
 Risk transfer from the local governments to the state government

• Emergency loans and revenue transfers

• Restructure municipal finances

 Strong creditor protection

 Conditional approval of Chapter 9 (last resort)

State Policy for Distressed Municipalities 
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State Type Classification
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C1: program 
triggered by default

C2: debt contracts

C3: labor contracts

C4: taxes and fees
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Distress Policy by State
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For local municipal bonds, does either state policy:

 … mitigate yield reactions following default?

 … lead to lower borrowing costs?

 … reduce cyclicality in yields?

 … prevent contagion?

If local municipal bond yields are generally lower 
under one of these state policies, are there tradeoffs?

Questions
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Trade-level data from the Municipal Securities 
Rulemaking Board (MSRB)

 Data are aggregated into bond-month observations

 Yield spread is the main variable of interest: difference 
between municipal bond-month yields and the duration-
matched treasury yield

 Sample period: 1999 to 2010

Default data obtained from Bloomberg

Municipal bond attributes obtained from Mergent

Data
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Summary of Data
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Summary of Data by State Type

11



Gao, Lee, and Murphy

Default Rates by State Type
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For local municipal bonds, does either state policy:

 … mitigate yield reactions following default?

 … lead to lower borrowing costs?

 … reduce cyclicality in yields?

 … prevent contagion?

If local municipal bond yields are generally lower 
under one of these state policies, are there tradeoffs?

Questions
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Yields, Post-Default and Ex-Ante
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The yield change following a 
default event in a Chapter 9 state is 
2.6 percentage points higher 
(Default x Chapter 9 minus Default 
x Proactive) than the change in 
Proactive states.

Ex-Ante: yields in Chapter 9 states 
are 3.9 basis points higher (Chapter 
9 minus Proactive) than those in 
Proactive states.
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Control Variables (for those interested)
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Offering Yields
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Offering yields in Chapter 9 
states are 1.4 basis points 
higher than those in 
Proactive states.

This difference is even 
higher for risky bonds: 3.2 
basis points for unrated 
bonds, 10.4 basis points for 
uninsured bonds.
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Empirical challenge: are the higher yields in Chapter 9 states 
actually due to the Chapter 9 policy, or for some different 
reason that is common to these states?

Identification Strategy 1: examine conduit bonds (“corporate 
munis”), which are not subject to Chapter 9 or Proactive state 
policies

Identification Strategy 2: examine municipal bonds issued in 
the counties on the border of NC and SC

Identification
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Falsification using Conduit Bonds

18

Conduit bonds are not subject to 
Proactive state policies and cannot 
declare Chapter 9.

Yields reactions following default 
are not significantly different in 
Chapter 9 states versus Proactive 
states.

Ex-ante, yields are also not 
significantly different.
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North Carolina vs South Carolina
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North Carolina vs South Carolina
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Secondary yields and offering yields 
are higher in SC border counties 
than NC border counties.
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For local municipal bonds, does either state policy:

 … mitigate yield reactions following default?

 … lead to lower borrowing costs?

 … reduce cyclicality in yields?

 … prevent contagion?

If local municipal bond yields are generally lower 
under one of these state policies, are there tradeoffs?

Questions
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Yields and Economic Conditions 
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During bad times, yields in 
Chapter 9 states are 6.4 
basis points higher than 
those in Proactive states.

There is no difference 
during good times, 
however.
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For local municipal bonds, does either state policy:

 … mitigate yield reactions following default?

 … lead to lower borrowing costs?

 … reduce cyclicality in yields?

 … prevent contagion?

If local municipal bond yields are generally lower 
under one of these state policies, are there tradeoffs?

Questions
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Contagion: negative externality of a municipal default

What causes contagion in municipal bond markets?

 Information about individual issues is limited 

 Distress of one locality is perceived as a signal of imminent 
distress elsewhere

Kidwell and Trzcinka (1982, 1983) show that the NYC 
financial crisis in 1975 was not associated with 
contagion effects

When Harrisburg, PA was financially distressed in 
2010, the state provided emergency lending, with the 
governor citing contagion concerns

Contagion Effects
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Contagion Effects
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• Contagion effects are significant in Chapter 9 states, and last for 
about one year

• No contagion effect in Proactive states at any time horizon
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For local municipal bonds, does either state policy:

 … mitigate yield reactions following default?

 … lead to lower borrowing costs?

 … reduce cyclicality in yields?

 … prevent contagion?

If local municipal bond yields are generally lower 
under one of these state policies, are there tradeoffs?

Questions
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Proactive state governments bear some of the credit 
risk of its municipalities

 Low-cost emergency loans, grants, credit guarantees, 
professional/technical assistance

The prospect of bailout creates moral hazard 
problems

We expect that yields on state-issued bonds in 
Proactive states will be higher than those in Chapter 9 
states due to the transfer of credit risk and moral 
hazard problems

Tradeoffs
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According to US Census data, we do indeed see higher state-to-
local revenue transfers, especially during bad times

Revenue Transfers
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During good times, state-
to-local revenue transfers 
are 2.2 pct. points higher 
in Proactive states than 
Ch. 9 states. 

During bad times, this 
difference increases to 
3.5 pct. points.
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This creates a moral hazard problem – local municipalities in Proactive 
states take on more debt, as credit risk is shared with the state

Moral Hazard
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DEPVAR: total local debt divided 
by total local revenue

Local debt levels are higher in 
Proactive states than Chapter 9 
states in good times and bad times
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Because Proactive states take on local credit risk, the yields on their state-
issued bonds are higher

State-Issued Bonds
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Yields on state-issued bonds 
in Proactive states are 3.5 
basis points higher than 
those in Chapter 9 states. 
Offering yields are 11.4 
basis points higher.
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Local municipal bond yields are higher in Chapter 9 states than 
Proactive states, particularly following default
 These yields are also more cyclical and susceptible to contagion

The lower borrowing costs for the local governments in 
Proactive states come at the expense of higher borrowing costs 
for the state government

Intergovernmental risk-sharing policies clearly have benefits 
and costs
 Implications for sovereign debt policies in Europe; do the costs of being 

Proactive justify the benefits?

Conclusions
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