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Ohio9
§ New Approach 

to Prison and Jail Financing 

The problem 

There has never been a greater need 
for financing construction of correc
tional facilities. A national survey 
conducted in 1986 shows that 141 new 

From the Director 

The dilemma of too many serious 
crimes with injured victims and not 
enough space to incarcerate convicted 
criminals is a major domestic policy 
issue. Convicted violent and repeat 
serious offenders have contributed to 
swelling prison and jail populations, 
which outstrip capacity in many juris
dictions. Given today's fiscal pres
sures, policymakers face difficult 
choices. Building and operating prisons 
are extremely costly. But the price of 
not expanding capacity also has expen
sive consequences: increased victims 
of crime and its attendant fear. 

The gravity of the problem is recog
nized by officials throughout the crim
inal justice system. In fact, when the 
National Institute of Justice asked crim
inal justice officials to name the most 
serious problem facing the system, 
police, courts, and corrections officials 
rcached a virtually unanimous consen
sus: ,prison and jail crowding is the 
number one concern. 

Attorney General Edwin Meese III has 
spoken out repeatedly on the dimen
sions of the crisis and the need to help 
State and local jurisdictions find Jess 
costly ways to increase corrections 
capacity so convicted serious criminals 
are prevented From preying on people, 
communities, and our economy. 

By Charles B. DeWitt 

State institutions are under construc
tion across the Nation. When renova
tions are included, a total of 51,932 
bedspaces are now being added to the 
capacity of America's prisons. 

Responding to the need voiced by prac
titioners and the policy statements of 
the Attorney General, the National 
Institute of Justice has launched a new 
corrections construction initiative to 
help State and local officials make 
informed decisions on building or ex
panding facilities. The program was 
announced by the Attorney General at 
the National Sheriffs' Association 1986 
Criminal Justice Symposium. 

These Construction Bulletins, as a 
series, are designed to share informa
tion on advanced construction 
techniques that hold the potential for 
saving both time and money in the 
construction of safe and secure 
facili ties. 

This particular Bulletin, however, fo
cuses on a different set of new 
techniques: Alternatives to traditional 
municipal bonds a~ a method for raising 
the money for new construction. Our 
case study is Ohio, where $79 million 
in lease-purchase securities were sold 
to finance prison construction and, 
later, another $25 million for county 
jails across the State, 

In addition to the Bulletins, the Na
tional Institute ofJustice is publishing 
a National Directory of Corrections 
COllstruction, based on the ('esults of a 
national survey, which provides a 

The cost of the current effort is esti
mated at more than $2.6 billion, and 
an additional 61,934 bedspaces are 
being planned for construction in the 
immediate future. J 

wealth of information on construction 
methods and costs for jails and prisons 
built since 1978. The NationaIInstitute 
will also maintain, at our National 
Criminal Justice Reference Service, a 
computerized data base on corrections 
construction. Through this Construc
tion Information Exchange, those plan
ning to build or expand facilities will 
be put in touch with officials in other 
jurisdictions who have successfully 
used more efficient building 
techniques. 

Surveys indicate that an estimated 95 
percent of those in prison in 1979 were 
repeat or violent offenders. We know 
from research that repeat offenders are 
responsible for a large portion of the 
serious crime that plagues our com
munities. We also know that prisons 
do work: While in prison an offender 
cannot commit additional crimes 
against innocent victims. If we can 
drive down the excessive costs of build
lng-and of financing those costs
State and local officials will be in a 
better position to provide the additional 
jail and prison space they need to in
capacitate those who victimize again 
and again. 

James K. Stewart 
Director 
National Institute of Justice 



State and local agencies are caught 
between increasing costs of govern
ment and limited sources of revenue. 
Cities and counties must work hard to 
balance their annual operating 
budgets, and few units oflocal govern
ment can now afford to finance con
struction of jails with cash. At the 
State level, the size and cost of correc
tional institutions often leave officials 
confronting financial conditions com
parable to those faced by their col
leagues in local government. 

In all but rare examples, modern jails 
and prisons are financed through 
borrowing. Officials recognize that 
cash or "pay as you go" would avoid 
costly interest payments, but most 
State and local governments do not 
have sufficient reserves for major 
capital expenditures. Since most 
correctional institutions in the future 
will be built with debt financing, the 
critical question is: What is the best 
way to borrow the funds? 

This Bulletin discusses the choice 
made by Ohio. After careful review of 
several alternatives, Ohio rejected 
traditional finance methods and de
cided upon an innovative form of mu
nicipal bond to finance constmction 
of prisons. 

Traditional finance 
methods 
Public resistance to tax increases has 
made constmction finance more 
difficult than ever before. In the past, 
general obligation bonds have been 
considered the most desirable type of 
debt instrument, from the perspectives 
of both issuer and investor. This 
approach is depicted in Figure A. 

General obligation bonds are distin
guished from other securities by their 
pledge of "full faith and credit" from 
the issuing State or local government. 
In vestors are assured that both interest 
and principal will be repaid because 
the debt is a binding obligation, 
backed by the taxing power of a 
government agency. The traditional 
approach for both local and State 
governments has been to pledge taxes 
to make interest payments to bond 
holders. 

A "taxpayers' revolt" has caused the 
decline of conventional finance 
techniques, as many agencies are no 

Figure A 

TRADITIONAL 
METHOD Voters 

J 
(new tax revenues) 

Local/State Government 

Principalllnterest Payments Funds for Building 

Investors 

Interest payments for general obligation bonds are generally backed by taxes. 

longer allowed to commit taxes with
out approval by the voters. While the 
impact on States has been less severe, 
very few local agencies have been able 
to secure voter approval for the prop
erty tax increases needed to make 
payments on general obligation bonds. 

Conventional methods of construction 
financing are often blocked by one or 
more of the following obstacles: 

4) Debt capacity: Like many jurisdic
tions, the State of Ohio has reached 
the maximum limit of bonded indebt
edness permitted by law. This is a 
common problem as most State and 
local governments have either a statu
tory or constitutional ceiling imposed 
on public debt. The debt limit legally 
restricts or Heaps" borrowing by 
general obligation bonding. 

o Taxing authority: In recent years, 
many units of local government have 
been stripped of their legal authority 
to increase ad valorem (property) 
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taxes. Through voter initiatives and 
State legislation, many cities and 
counties have been prevented from 
raising taxes without approval by the 
voters. 

41) Tax base: Even in jurisdictions 
permitted to raise ad valorem taxes, 
practical limits may preclude further 
taxation. After years of borrowing, 
many cities and· counties may have 
maximized the taxing capacity of 
property in their jurisdictions. A 
comparison to other counties may 
show that increased property taxes 
would be excessive, as all real prop
erty has already been fully appraised 
and taxed. 

• Budget allocation: Annual operat
ing budgets are rarely a source of 
funding for jail and prison construc
tion. If revenues are frozen by a cap 
on property taxes, counties may 
already find it difficult to keep pace 
with inflation. When a new facility is 
planned, elected officials are also 



Facts about 
municipal bonds 
State and local governments may 
raise money for constructing cor
rectional institutions by seIling 
securities in the bond market. Most 
securities issued by public agencies 
are called municipal bonds. Com
pared to the stocks and bonds 
issued by private companies, 
municipal bonds offer investors an 
attractive combination of safety 
and tax-exempt income. 

mindful that it is the annual budget 
that must bear the burden of personnel 
and operating costs. For most agen
cies, commitment of sufficient fund
ing to retire the construction debt 
would require substantial cuts in the 
annual operating budget or depletion 
of emergency reserves. 

(I Special elections: When putto the 
test of an election, voters often refuse 
to authorize increased taxes for jail 
and prison construction. Whether it is 
a special tax or increased property 
taxes, the public often looks upon 
such ballot measures with disfavor. In 
California, required approval has been 
established at a two-thirds affirmative 
vote, and not a single county has 
secured voter approval for a new jail 
since the requirement was imposed in 
1978. 

The Ohio finance method 
Ohio's plan for financing prison 
construction differs from the tradi
tional method in ways that serve as 
valuable examples for both prisons 
and jails. The Ohio approach is pro
gressive in two noteworthy respects: 
Prisons will be leased by the Depart
ment of Rehabilitation and Correc
tions, and the securities carry a vari
able interest rate. These new funding 
techniques may offer advantages 
worthy of consideration by officials 
now planning construction of new 
correctional institutions. 

Ohio's constitutional debt limitled to 
creation of the Ohio Building Author
ity, an agency that finances construc
tion of public facilities by leasing to 
State and local agencies. Because the 
Ohio Building Authority cannot 
pledge the full faith and credit of the 
State of Ohio, lease bonds are the only 
type of securities which may be issued. 

These securities usually offer stabil
ity and security that cannot be 
matched by the stocks and bonds 
issued by private companies. While 
a private company may lower or 
eliminate dividend payments at any 
time, interest payable by State and 
local governments represents a 
legal commitment. Similarly, 
municipal bonds offer a promise of 
return of the invested cash on their 
date of maturity; private-sector 
stocks provide no such assurances. 

In addition to the safety of the 
investment, municipal bonds also 
offer tax-exempt income. As an 
obligation of State or local govern
ment, these securities are exempt 
from Federal taxes, and generally 
exempt from State and local income 
taxes as well. For investors who 
desire tax savings, this feature 
represents a significant benefit 
available only from municipal 
bonds. 

Costs ofborrowing-i~Suance and interest ' 

Like anycdnsumer whol;uyswith 
credit rather th~n cash, an·agency 
that finances construction faces .. 
$ignificantcosts. Asa generalttile; , 
financing a jail or prison will cOSt 
in totalprincipalandinterestpay~ 
ments ntorethan2 times the actual 
amount required for coristruction.· , 
Fora 20~yearfixed rate bond atB 
percent, tbe'c)pst of a $10 million 
jail could .actt:tally repres~nta$23 
million outlay overthe duratiOJ,l of 
the financing period.2 ,.'. 

Issu.ance costs 
Costs assochited with the bo~dill~ . 
process representa,dditionalexw

' • 

'penses forthe State orlocalagency. . 
Cnargestelatillg to the issuance of 
securities incl'easetheissue by 
approximately 2 .to 4 pel,'cent, and 
establishingareservefundequiva- .' 
lent to 1 year' s,paYIT,lents of princi .. 

, pal and interest, adds· another 15 
percent to the total. Altogether, ~ " 
agencymustplan on borrowjng 15 
to 20 percent more than the cost of 
the jail or prison. Costs inclUde the' 
following; . 

Go Legal fees 
• Printing and distribution of 

documents ' 
fI Credit ratings 
• Bonddiscounts/underwriters fees 
eReserve,fund (may be invested). 

Interest costs 
By far the most significant expense 
is the cost of interest pn the debt. 
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"". 

. TWlce each year, intetestmust he 
paid by the issuing unit of gOy¢tn~ 
n1entto investors Who purchased '. 
the bonds. !he total amount of 
inteiest, oVer the d~ratiori offillai1c-, > 

ing depends :ultimately l1POU sev~ral 
factors:' ....' .', 

..• lnterestrate~ Interest rates in 
effect at the time., sectuitiesa,r:e ' , 
iSSll~d tep,l"tserit a c~itic~L (actor ... '. 
I?unngpenods ofblgh luterest . 
:r,ates~ bO(roWil1gismorecostlyfor" , 

". everyone';";"';fr:omthe conSU'Illet toa 
government ~genGY. From 1 980to " 
1985,interestrlltes as measured by 
TfieBQnd Buyer Index 0(20 
M\1nicipal Bonds yarjedfI'om a 
~igh,of 13.44 percent tha laWoi 
7.11 petcent. ~ Jtiterest rates 'in 1986 

, ru:e the,lowesi'since 1979.' 
. " ";,." " " .'" , 

.RepaYni~nts~heilllle:~Ithough '.' 
the term Or re~aYll1entpe:riodis, . 

. generaUy 20'·to 30 yeru:s!sOlI1e ' 
agen,cieshave 'shortened. the: . ' 
schedule to, reduce. interest cos~s. 
As wit~home1n,ortgages, aShotfer 
. term maX rec!uce,both tl~e interest· 
r~teandthectfmlilative interest 
cost. Unfortunatdy, an accelerated 
schedule requires much Jru:ger 
payments. for principal,. which' . 
many ageaties cannot afford. . 

• Type ofsecuritiesr'l'hespeCific . 
financial instrument or method, of 
borrowing is the major determinant' . 
ofint~re$tcost.Unlike thepreced~ ", 
jng. f[ctors ,that are determined by 
the economy ,s¢lecti9n onhe '.' " 
specific secutity'js a matter of 
.choice. J ,. 
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Although the Oh.io plan was original~y d~veloped to finance prison constlUction, local jurisdictions 
may also use thIS framework to buIld Jails. 

Lease-purchase financing 
The State of Ohio is financing its 
prison master plan by lease-purchase 
agreements, illustrated by Figure B. 
Lease-purchase financing is a method 
for buying real property and equip
ment through installment payments. 
Although technically an installment 
sale, lease-purchase is based upon a 
legal arrangement in which the unit of 
government becomes a tenant in a 
facility that is nominally owned by 
another entity. 

The agreement is termed a lease 
because the agency does not actually 
receive the title to the jail or prison 
until all required payments are made 
to the entity who financed the con
struction. Since a lease-purchase issue 
is a limited obligation issued on behalf 
of State or local government, income 
paid to investors is tax-exempt in 

generally the same manner as a general 
obligation bond. Both are considered 
to be municipal bonds. 

I.Jease-purchase compared 
to conventional metliod 
Similarities: 

4) Tax-exempt income: As an obliga
tion of a unit of State or local govern
ment, leases are tax exempt. Payments 
to investors for lease bonds are not 
subject to Federal taxation and are also 
generally exempt from taxes in the 
jurisdiction of issue. 

o Ownership by public: After comple
tion of all payments, the government 
entity ultimately acquires title to the 
facility. This is usually after 20 to 30 
years, but may be accelerated by a 
shorter debt retirement schedule 
requiring higher payments. ' 
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Differences: 

o Legal agreement: This arrangement 
provides for legal ownership by 
another entity which leases the correc
tional facility to the unit of govern
ment. Many States permit creation of 
a public building authority for this 
purpose. The entity may be a public 
agency, nonprofit firm, or financial 
institution that legall y owns the facility 
and sells the securities on the bond 
market. Although the corrections 
agency controls and operates the 
facility, the agency is technically a 
tenant. Since the leasing entity serves 
only as a nominal owner or "middle
man," most rights and liabilities 'are 
assigned to a trustee. 

g Annual renewal: A legislative body 
must appropriate funds for lease 
payments, and the lease agreement 
may be terminated by action of the 
government agency. This provision is 
termed the "nonappropriation" clause 
and legally qualifies the arrangement 
as a lease. 

o Debt limit: Since the obligation is 
renewable each year, the amount 
borrowed is not categorized as an 
ongoing legal debt and does not count 
against debt capacity. Like equipment 
rental, the facility is leased and not 
owned, a feature which distinguishes 
this method from general obligation 
bonds. 

o Taxing authority: Lease bonds are 
not guaranteed with the "full faith and 
credit" of the city, county, or State. 
Accordingly, they are not directly 
backed by the taxing power of the is
suing jurisdiction, and general reve
nues are used to make lease payments. 

Issues to be considered 
A comparison of Figures A and B 
shows that arrangements for advanced 
financing are quite similar to the 
organizational structure for conven
~ional methods. In both examples, 
Investors purchase a security in the 
bond market that provides tax -exempt 
income and a promise to repay the 
invested cash on the date of maturity. 
Likewise, proceeds of a lease
purchase issue are used for construc
tion of a new jail or prison in the same 
manner as general obligation bonds, 
and both methods permit the unit of 
government to own the institution 
"free and clear." 



But there are issues inherent in the 
lease-purchase approach that State 
and local government must weigh. 
Here are some of the most important: 

Higher cost 

Because the lease approach offers less 
safety than general obligation bonds, 
a higher rate of return is usually paid 
to the investors who purchase lease 
bonds with fixed rates. Lease se
curities lack the commitment of "full 
faith and credit," because they are not 
backed by taxing authority. As a 
lease, the arrangement also provides 
that payments may be terminated by 
the governmental entity, if funds are 
not appropriated. Together, these 
factors represent a risk that funds may 
not be available to make payments. 

The higher degree of risk demands a 
higher rate of interest, thus increasing 
the cost to governmental entities for 
lease securities. The interest rate on 
lease bonds, depending upon the 
security, usually ranges from one
quarter to one percentage point higher 
than the rate paid by a unit of govern
ment for general obligation bonds. 

Since interest payments are the major 
expense for a government agency, 

Interior of new prison at Chillicothe, Ohio. 

fixed-rate lease bonds are almost 
always more expensive than similarly 
structured general obligation bonds 
when compared on the same date of 
issue. However, the risks of lease 
financing are generally viewed as less 
significant for correctional facilities 
when compared to other types of 
construction such as office buildings 
and parks, because investors recognize 
that it is highly unlikely that correc
tions officials would fail to make an 
appropriation and abandon their new 
jail or prison. Moreover, a unit of 
government taking such action wcmld 
face extreme difficulty in any sub
sequent rating of credit. 

In the recent past, tax laws have 
permitted units of government to earn 
interest on reserve funds. Reserve 
funds may be created for several 
purposes, including debt service 
reserve (to provide funds for 1 year's 
principal and interest payments) and 
contingency reserve (to pay for 
emergencies such as damage by 
inmates). Federal regulations have 
limited the total amount to an addi
tional 15 percent, which may be 
invested in high-yield securities, 
earning extra income to help offset the 
interest costs. Depending upon market 
conditions and prevailing interest 
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rates, such arbitrage can reduce the 
net cost of lease-purchase bonds to a 
level comparable to general obligation 
bonds. 

However, the practice of investing 
reserves for higher earnings may soon 
be eliminated by a change in Federal 
tax laws. In 1986, the U.S. Congress 
is considering legislation to prohibit 
the arbitrage arrangement. Should 
such changes be made, fixed-rate 
lease-purchase bonds would probably 
cost government agencies signifi
cantly more than general obligation 
bonds on the same date of issue. 4 

Repayment of debt 

As shown in Figure B, a key distinc
tion between general obligation bonds 
and lease-purchase techniques is the 
difference between sources of money 
used to pay interest and return princi
pal to investors. A leasing entity or 
building authority simply passes 
payments from the government agency 
through to investors. 

Lease-purchase methods impose a 
budget strain upon the governmental 
entity comparable to conventional 
methods, but there are usually no new 
property taxes to cover the interest 



payments. Rather, general revenues 
are pledged, and another source of 
repayment must be found. 

The lease-purchase method does not 
answer the question of how the gov
ernment agency will find the funds to 
make the payments. Without property 
taxes, officials must either identify an 
alternative source of revenue or make 
an allocation from the annual budget 
of their jurisdiction. Thus, lease
purchase offers opportunities for 
construction that may be otherwise 
impossible to finance, but lease 
methods are viable only when officials 
have identified a source of repayment 
for the debt. 

Jurisdictions now issuing lease se
curities have developed a number of 
creative new sources of revenue to 
take the place of property taxes. 

Both California and Kentucky have 
passed laws that dedicate criminal 
fines and forfeitures to financing of 
justice facilities. Many jurisdictions 
have also used new sales taxes for this 
purpose, Ohio has committed rev
enues from inmate industries to secure 
a portion of the principal and interest 
due on lease securities, 

Timing 
A late start on jail or prison construc
tion can be very costly. Both rising 
interest rates and increased building 
costs may take a toll on the project 
budget, Moreover, litigation on 
crowding may require a swift re
sponse, since construction may be 
ordered by a court. 

A vital advantage oflease-purchase is 
the speed of the process: Funds can 
often be raised much faster than with 
conventional methods. How much 
faster depends upon factors like State 
laws on leasing and whether an elec
tion would be required for general 
obligation bonds. 

Time savings generally range from 4 
to 8 months, and 6 months is quite 
common. This has two impacts on 
project cost: 

Ii) Bid price. If construction costs are 
increasing, an early bid can save a 
substantial amount. Assuming a 
modest 5 percent rate of inflation, the 
cost of a $10 million project would 
increase at almost $42,000 per month. 

Because voter approval and legal 
requirements can delay a general 
obligation bond by up to 8 months, 
the bid for a $10 million jail or prison 
could increase by more than 
$333,000.5 For this reason, the 90-day 
timetable typical for lease-purchase 
may represent substantial savings, 

e Interest rates. During periods of 
rising interest rates, a delay can result 
in greater interest costs. A $10 million 
facility would require an issue of 
approximately $11.3 million in se
curities, costing a State, county, or 
city about $1,151,000 per year for 
initial interest payments (assuming 
interest at 8 percent). If securities 
were issued at a later date when rates 
were just 1 percent higher, the jurisdic
tion would pay an additional $87,000 
per year for the 20-year duration, or 
a total of $1. 7 million. 6 

In this way, time savings can have the 
effect of erasing the extra cost for 
fixed-rate lease bonds. Lease
purchase securities bear a higher rate 
of interest than general obligation 
bonds issued on the same date. How
ever, the costs may be equalized if 
general obligation bonds are delayed 
long enough for interest rates to rise 
to the same level. 

Unfortunately, the opposite would be 
true during a period of declining 
interest rates, as the gap between more 
costly fixed-rate lease bonds and 
conventional methods would grow 
wider. 

Variable-rate financing 

Ohio has sold one of the Nation's 
largest vadable-rate issues and the 
first floating-rate securities for State 
correctional facilities. 

In 1985, the Ohio Building Authority 
issued $79 million in floating-rate 
demand securities, backed by a lease 
to the Department of Rehabilitation 
and Correction. A floating rate was 
evaluated in comparison to conven
tional methods, and Ohio officials 
determined that substantial savings 
could be realized through variable-rate 
demand bonds. 

Table 1 illustrates key features of the 
Ohio approach. In contrast to tradi
tional fixed-rate financing, Ohio's 
bonds bear an interest rate that changes 
every 7 days, according to an index 
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Table 1 

Profile of Ohio finance method 

<I Type of security: Lease-purchase 
demand bonds 

o Size of issue: $79,000,000 

e Rate on date of issue: 5.15 percent 

e Operator/tenant: Ohio Department of 
Rehabilitation and Correction 

El Issuing entity: Ohio Building Authority 

o Interest provision: Variable rate, 
weekly interest adjustment 

o Conversion features: Convert to fixed 
rate; also convert rate adjustments to 
weekly, monthly, or semiannual 
periods 

o Liquidity: Demand provision permits 
bond holders to redeem or "put" se
curities with 1 week notice 

G Security: Letter of credit from bank 

o Current number of investors: Five 
institutional buyers 

G Unit size: May be subdivided to $5,000 
units, now set at $100,000 

o Date of issue: 4/1185 
" Rating:' S&P, PI + ; Moody, AaaJ 

VMIGI 

o Current rate: (July 7, 1986); 3.95 
percent 

III Due date: March 1, 20057 

of comparable issues. Like a home
owner's adjustable-rate mortgage, 
Ohio securities pay interest which is 
raised or lowered according to changes 
in the economy. 

During the year following issuance in 
April 1985, the rate paid to investors 
moved down t04.5 percent, up to 9.0 
percent, and back down to 4.8 per
cent.s 

Lower costs-Variable-rate se
curities almost always pay a lower rate 
of interest than fixed-rate bonds at the 
time of issue. This can be of substan
tial benefit, since the amount paid to 
investors by a governmental entity 
will generally be less than required by 
long term fixed-rate bonds. 

Officials of the Ohio Building Author
ity continue to monitor the difference 
between fixed-rate issues and their 
own floating issue, and Table 2 com
pares the Ohio variable-rate approach 
to fixed-rate securities. During the 
first year, Ohio saved more than $3 
million by issuing variable-rate se-



curities. Ohio's lower interest costs 
result from two important distinctions 
which characterize floating-rate se
curities. 

III Short-term rate 

The Ohio bonds bear a lower rate 
because the interest rate is fixed for a 
very short period of time. Since the 
rate changes weekly, they do not offer 
the protection that their interest rate 
will remain at the level set on the date 
of issue. For fixed-rate bonds, the 
interest rate remains unchanged for up 
to 20 to 30 years, no matter what 
happens to prevailing market rates. 
This protection warrants a premium, 
and government agencies must pay 
more to lock in a fixed rate. 

Homeowners who compare fixed-rate 
mortgages to variable-rate borrowing 
will note that a 30-year, fixed-rate 
mortgage usually begins with much 
higher monthly payments. With vari
able-rate mortgages, the savings in 
house payments can be substantial, 
and the same rule applies to jail and 
prison financing. If a governmental 
agency is willing to give up some 
safety, interest payments can be much 
lower. 

(.) Liquidity 

The Ohio bonds offer a high degree 
of liquidity, because investors may 
quickly obtain the full (,Ish value for 
their securities. Somewhat like a 
bank's passbook savings account, the 
Ohio securities may be cashed in 
almost immediately. 9 

In a bank, highly liquid accounts bear 
a lower interest rate than long-term 
accounts like Certificates of Deposit. 
The same holds true for Ohio's vari
able-rate bonds, since they may be 
redeemed or "put" back to the Building 
Authority with only 1 week's notice. 

Termed the "demand" feature, this 
permits Ohio to pay a much lower 
interest rate than would be required 
for conventional bonds. Moreover, 
the lower rate was not an obstacle to 
raising capital. In fact, the entire $79 
million Ohio issue was sold during its 
first day in the market. 

Risks-The short-term variable-rate 
feature that results in reduced interest 
rates for the Ohio approach also 
creates a degree of risk that does not 
accompany conventional methods. 

o Market Conditions 

Interest rates will vary and may not 
remain at the level in effect at the time 
of issuance. There is a significant risk 
that the variable rate may move up to 
a level higher than the fixed rate 
available at the time of issue. Looking 
back, governmental officials might 
deeply regret their decision to follow 
a floating rate when it would have 
been easy to lock in a fixed rate for 
30 years. If rates increased, it would 
not be long before savings initially 
realized by variable-rate securities 
would be offset by higher interest 
payments. 

o Demand feature 

Although low interest rates are possi
ble because investors maintain the 
prerogative to "demand" their money, 
this procedure represents a significant 
risk to a unit of government issuing 
variable-rate securities. Someone 
must guarantee the cash to investors, 
since the government agency has 
already spent the money on building 
the new correctional institution. 

Should investors exercise the demand 
feature, the funds to return their 
principal must be borrowed from a 

Table 2 

financial institution until the securities 
can be resold. An underwriter is 
retained to remarket securities that are 
"put back" by investors, and the risk 
of this procedure is that market condi
tions might make it difficult or impos
sible to sell the securities in a timely 
fashion. 

Security 

In order to receive a favorable rating 
for demand bonds, an issuing unit of 
government must guarantee a source 
of funds to pay investors in the un
likely event that bonds cannot be 
immediately resold. This procedure is 
known as a "letter of credit," and 
represents the guarantee by a financial 
institution that funds will be provided 
to cover the "put" by purchasers who 
have cashed in their bonds. This 
liquidity support is an essential feature 
of demand securities. 

When these events transpire, every 
effort is made to remarket the se
curities as quickly as possible. Since 
the government agency must pay 
interest on the funds drawn against the 
letter of credit, the securities must be 
sold to new investors right away. 

Interest cost savings with Ohio approach 
$79 million variable rate bonds-comparison to fIxed-rate securities 

Fixed Rate Variable Rate Savings* 

Month Rate Interest RateRan~e Interest Paid Per Month Since Issue 

April1985 9.63% $633,975 5.15-5.20 $302,473 $331,502 $ 331,502 

May 1985 9.63% $633,975 5.30-5.40 $359,395 $274,579 $ 606,082 

June 1985 9.63% $633,975 4.60-5.30 $324,441 $309,534 $ 915,615 

July 1985 9.63% $633,975 4.50--4.80 $305,286 $328,689 $1,244,304 

Aug. 1985 9.63% $633,975 4,80-5,50 $351,604 $282,371 $1,526,675 

Sept. 1985 9.63% $633,975 5.45-5.50 $354,959 $279,016 $1,805,691 

Oct. 1985 9.63% $633,975 4.90-5.45 $347,384 $286,591 $2,092,583 

Nov. 1985 9.63% $633,975 4.90-5.50 $324,874 $309,101 $2,401,384 

Dec. 1985 9.63% $633,975 5.50-8.40 $477,355 $156,620 $2,558,004 

Jan. 1986 9.63% $633,975 6.25-9.00 $483,740 $150,235 $2,708,239 

Feb. 1986 9.63% $633,975 5.25-6.25 $351,821 $282,154 $2,990,393 

Mar. 1986 9.63% $633,975 4.60-5.25 $314,501 $319,474 $3,309,867 

Note: 
Savings shown here are gross differences, not reflecting costs associated with variable-rate lease 
bonds. Charges to Ohio for a letter of credit and remarketing of securities, now estimated at 
approximately $400,000 annually, reduce the net savings somewhat. lO 

* all figures rounded to nearest dollar. 
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This guarantee also provides credit 
support for an unforeseen disruption 
in lease payments. Should the gov
ernmental entity face difficulty, inves
tors are assured that a financial institu
tion will cover payments. 

Banks and insurance companies pro
vide this service to government agen
cies, a feature which costs anywhere 
from 118 of a percentage point up to 
1 full percent per year. Ohio pays .45 
percent to maintain this credit guaran
tee. When funds are actually drawn 
against the letter of credit, the unit of 
government pays interest as though it 
were a bank loan. 

Both the letter of credit and remarket
ing fees represent additional costs 
associated with the demand feature of 
variable-rate securities. These costs 
have the effect of reducing the savings 
available from variable-rate securities. 

Precautions 

The Ohio Building Authority has 
taken steps to reduce risks associated 
with rising interest rates. Officials are 
confident that they have retained 
sufficient flexibility for an appropriate 
response to adverse economic condi
tions. 

For example, officials may change the 
schedule for adjusting interest rates, 
anywhere from weekly to semiannu
ally or any other period specified by 
the Building Authority. This mech
anism works as a safeguard during 
periods of interest rate volatility. 

The primary protection against 
dramatic increases in interest rates is 
a feature called "conversion." This 
permits Ohio to change from variable 
rates to fixed interest rates at any time. 
Should interest rates suddenly soar 
upward, the Building Authority could 

lock in the most favorable fixed rate 
available. 

Because of the conversion feature, 
some agencies have issued variable
rate securities in anticipation of a drop 
in rates. When a lower interest rate 
becomes available, an agency may 
exercise the conversion feature to lock 
in a reduced rate for 30 years. Ohio 
considered conversion to a fixed rate 
during July 1986, but officials decided 
to retain the flexibility of the variable 
rate. 

As a final measure of safety, Ohio has 
provided that the entire issue may be 
redeemed or repurchased by the State 
in the event that the Building Authority 
wished to arrange for a new financing 
package. 

Advantages of 
lease-purch.ase 
Jurisdictions unable to proceed with 
traditional financing may consider the 
lease-purchase method for a variety of 
reasons: 

IS Variable rates: Since variable rates 
are usually not available for general 
obligation bonds, governmental en
tities may take advantage of lower 
interest payments for variable-rate 
lease issues, provided they are willing 
to assume the risks associated with a 
floating rate. 

o Avoid debt limit: Leases do not 
create an ongoing obligation for the 
governmental entity. Leases are not a 
public debt because they generally 
include a "nonappropriation" clause 
permitting the lease to be terminated 
at the end of any year. 

o No voter approval: Unlike general 
obligation bonds, lease bonds rely on 
general revenues and do not pledge 

Table 3 

Comparison of interest costs 11 

Conventional 
finance rate 

General obligation 
bond 

9.63% 

New method 
fixed rate 

Lease-purchase 
bond 

10.09% 

New method 
variable rate 

Lease-purchase 
demand bonds 

5.15% 
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new taxes. Since the issue is only a 
lease, voter approval is almost never 
required. 

I\) Flexibility: Conditions imposed 
upon the issuer of general obligation 
bonds may not apply to certain leases. 
Several States permit agencies to 
negotiate terms of lease financing 
when issued as certificates of partici
pation, while general obligation bonds 
must be publicly bid. Another example 
is that date of issue and pricing may 
be shifted during volatile market 
periods. 

• Set-up time: Lease financing may 
be arranged in as little as 45 days, 
provided that legal or organization 
changes, or both, are not required. 
Conventional methods consume more 
time for satisfaction of legal and 
procedural requirements. This benefit 
represents a significant advantage 
since an earlier bidding process may 
save the costs of inflation and may 
secure a lower interest rate. 

o Pooled financing: Lease packages 
make it possible for a number of 
jurisdictions to form an agreement 
with a single financing entity, thus 
simplifying the process and reducing 
costs. The States of Ohio and Ken
tucky have used pooled financing to 
sell lease securities for a number of 
county jail projects. 

Disadvantages of 
lease-purchase 
Despite several positive features, 
alternative finance techniques also 
have significant disadvantages, repre
senting important policy questions for 
a governmental agency. 

III No new tax revenues: Since lease
purchase does not result in new ad 
valorem taxes, the unit of State or 
local government must find another 
way to make payments. This may 
require a direct outlay from the annual 
operating budget, allocation of a new 
tax, or development of a new revenue 
source. 

o Higher interest fol' fixed-rate 
issues: Since the investment commu
nity does not consider a lease obliga
tion to be as secure as general obliga
tion bonds, lease issues earn a higher 
rate of interest, and costs to a gov
ernmental entity are higher. 



Table 4 

Construction finance alternatives: Typical examples 

Traditional approach (General obligation bonds) 

Fixed rate, 
20- to 30-
year 
maturity 

Decline 
inuse 

13 Provides tax-exempt interest to investors 
III Most secure investment-highest rating 
G Voter approval often required; new property 

taxes source of payments 
o Adds to public debt 
III Least costly fixed-rate security 

New techniques (Tax-exempt lease-purchase bonds) 

Fixed-rate 
securities 

Most 
frequent 
alternative 

(I Bypasses many requirements and problems 
I) Source oflease payments must be identified 
G Role of government agency unchanged 
• Raises capital quickly 
o More costly forissuer if rate is fixed 

Variable
rate 
securities 

Innovative 
technique 

o Same benefits as fixed-rate lease-purchase 
o Risks of rising interest rates and remarketing 
4» Usually convertible to fixed rate 
111 Issued in Ohio, California, and Pennsylvania 
o Usually lowest interest rate at time of issue 

Privatization (Taxable pr1ivate financing) 

Private 
ownership 

Limited 
experience 

411 Owned by profitmaking company 
111 Higher interest rate than public financing 
I) Owners may receive special tax advantages 
o Tax-exempt income not available to owners 
o Financing and operation are separate issues 

CI Risks for variable-rate issues: 
Although less expensive than conven
tional financing, floating rate issues 
are also somewhat risky. Like any 
homeowner with an adjustable-rate 
mortgage, a State or county assumes 
the risk of rising interest rates. If 
interest rates increase rapidly, a unit 
of government may ultimately have to 
pay a higher rate than would be 
required if a fixed-rate issue had been 
selected. 

III Adverse public opinion: Since 
lease-purchase issues may bypass a 
ballot measure, taxpayers may view 
leases as an effort to evade the will of 
the electorate. In this way, the decision 
to proceed with lease-purchase could 
become a political issue, particularly 
if a previous referendum has failed. 

Table 4 summarizes each of the four 
financing methods described in this 
Construction Bulletin. Ohio's ap
proach is depicted as the most ad
vanced method since it incorporates 
both lease-purchase and variable 
rates. Privatization is also shown to 
illustrate how the private sector may 
become involved in financing. 

Conclusions 
Evaluation of financing options has 
become a complex undertaking. 
Mistakes can be costly. Officials 
should exercise caution when consid
ering alternative finance methods. A 
variety of strategies for borrowing 
may be considered by officials plan
ning to build correctional institutions, 
and positive or negative consequences 
of their financing decisions may 
endure for as many decades as the 
institution itself. 

As demonstrated by Ohio, lease
purchase bonds come in several forms, 
and variable-rate issues can be quite 
complicated. While a fixed-interest 
lease requires the issuer to pay inves
tors up to 1 percentage point more than 
general obligation bonds, a floating
rate lease costs less than the traditional 
method. As shown in Table 3, these 
savings can be substantial. If officials 
are willing to assume risks associated 
with rate increases and remarketing, 
variable-rate securities may cost 4 to 
5 percent less than rates for general 
obligation bonds. 
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Although Ohio's variable-rate ap~ 
proach is responsive to needs and 
priorities in that State, this method 
may not be the answer for everyone. 
Because financing alternatives now 
available to State and local officials 
are numerous and diverse, gen~raI 
conclusions are usually inappropriate. 
Each city, county, and State should 
consider the unique factors that bear 
upon ability to raise capital and repay 
debt. 

Lease-purchase financing is a viable 
alternative for agencies that are 
blocked from use of conventional 
methods. However, lease bonds are 
likely to cost a governmental entity 
more money, in the fonn of higher 
interest payments. 

Fixed-rate lease financing is being 
employed in many States, including 
Alaska, Arizona, California, Col
orado, Florida, Georgi?:., Indiana, 
Kentucky, Louisiana, Massachusetts, 
Missouri, New Jersey, New York, 
Oregon, Rhode Island, Texas, Vir
ginia, and Washington. 

Variable-rate securities can cost less 
than both fixed-rate lease bonds and 
general obligation bonds, but this 
approach presents certain risks that 
must be carefully considered. 

The Ohio plan has been expanded to 
include local jails. On February 15, 
1986, anotherissueof$25 million was 
sold to finance construction of county 
jails throughout the State. Like the 
lease issue for prison construction, 
these securities were also variable-rate 
demand bonds. Another $150 million 
prison issue is being sold during the 
summer of 1986. 

Like Ohio, other jurisdictions have 
tested variable-rate financing of cor
rectional facilities. The City of 
Philadelphia previously financed a jail 
with floating-rate securities. In 
California, both Los Angeles and 
Sacramento counties have issued 
similar securities for criminal justice 
facilities. 

To help make these decisions, many 
jurisdictions have engaged the services 
of a professional financial adviser. 
Independent consultants and account
ing finns may be retained to analyze 
the alternatives and prepare recom
mendations for review by the govern
ment agency. Investment bankers also 



provide these services as part of their 
underwriters contract to arrange for 
financing. 

Only rigorous quantitative analysis 
can detennine which approach works 
best for each agency. Like Ohio, 
many State and local agencies are 
weighing the risks of variable-rate 
lease securities against the substantial 
savings that may be realized from this 
approach, and this creative new 
technique has captured the attention 
of officials across the Nation. 

For more information ... 

Corrections officials: 
Richard P. Seiter, Director, 

614-431-2762 
Robert Prosser, Public Infonnation 

Officer, 614-431-2771 
Ohio Department of Rehabilitation 

and Correction 
Suite 403 
1050 Freeway Drive North 
Columbus, OR 43229 

Finance: 
Michael J. Dorrian, 614-466-5959 
Executive Director 
Ohio Building Authority 
30 East Broad Street 
Columbus, OR 43215 

John C. Conner, 216-443-2800 
First Vice President 
McDonald and Company Securities, 

Inc. 
2100 Society Building 
Cleveland, OR 44114 
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',With lease~Pllfch.a$~r~o:vein":' 
ment offi(iiaJshavecJ;eated a' 
nonprpfjtentitythafactsOI,l. ' 
behalf of their ag~ncy.With ' . 
"privatizatiop, "aP!9titmffi(ing . 

'. compan)'actually.OWllS th~" .. 
, instittItionbecause priya,~e ~nves~ 

tors haye put up themon~y to. 
build the facility ~ ',', ' . .' 

Financingpnrvi<ledby apriv~te 
companyis~lmostalways mOre 
. costly because a unit of govern.
inentcan obtain alowednterest '. 
rate thanaprivate.company~A 
major reason fortp,ehighercost 
is that lease payme:nts.On a." 
ptivatelyownedinstitution InUS( " 

. be treated as tax:ableincom~ .. In 
the recent past~tbehighercost 
of private financl~gp:asbeen 
somewhat reduced because . 
spe?ial tax benef!tS~lay b,e;' . 
available to .acoQJP:;tny ral~lng 

. capital for cons~~tioII'\VP~n • 
. . tax benefits ate available, pnvate. 

. owners ofa facility may pass 
. their savings through:t9 tlle" ' ..... . 
government~t}htity . in tp,e . forrt) . ' .. 
of reduced l~ase. payilients, '. 

Private oWners ofcorrectiw\al 
faciljties have been eligible . to 
claim such tax benefits as depre
ciationand investment tax cred~ 
its. However;' Federallegis1ac:' 
tionpe\lding In the summer of . 
1986 wC{uld disall()\~most.ofthe 
tax advantages ofpnvate owner~ 
ship. Accordingly, the costof . 
private financingvvill'probably 
be even higher than in the past. 
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the lease. Use of industrial. .... . 
development bond& is tightly 
reStricted by FederatraW, audit 
· is expected that Congress will 

. impose furtherJimi~ations on 
this approach in the future; 



Some of the most commonly asked questions are: 

If a jurisdiction cannot raise funds to 
build a correctional institution because 
oj obstacles to convelltionalfillancing, 
can lease-purchase be of help? 

Yes. Lease-purchase may serve as an 
appropriate alternative to traditional 
financing when conventional alterna
tives have been exhausted. Legal 
distinctions make lease financing 
possible where conventional methods 
may be precluded. However, the lease
purchase apprQach may not be as safe or 
economical. Variable-rate issues are 
somewhat risky and fixed-rate leases are 
more expensive than general obligation 
bonds. 

If ajurisdiction does /lot havefunds to 
make payments Ofl general obligation 
bOllds, williease-purcizase methods 
solve the problem? 

No. Like conventional methods, the 
lease-purchase approach also requires 
regular payments. A stream of revenue 
must be identified to cover lease pay
ments. Many jUrisdictions have created 
new sources of revenue. Examples may 
be found where sales taxes, filing fees, 
and fines are used to satisfy the required 
payments. Ohio has pledged sales 
revenues from penal industries. 

Variable-rate lease issues are less 
expensive than conventional methods, 
and may be of assistance to jurisdictions 
with a limited ability to make payments. 
However, the extent of savings depends 
upon many factors, including changes in 
interest rates, and whether funds must 
be drawn against the letter of credit. 

Notes 

'. Camp, Georg.e and Camille, Correctio/Is 
/('or/Joof... /986. Puhli~hed hv CrilJ1inal 
ju~tice Im,lltUlc. South S,l\eni, New York. 

2. A,wlnc'i c(}n~tructi\ln cn,,( of $10 milhon 
is financed at $\1.3 llIillion issue. Intert:~t 
paymellh at X percent are $1,150.929 annual1:. 
for 2() years. Tht' total paYll1l'nt .. for 20 years 
would he 'i>23.0 J X.SXO. Assullle,~ no arbitra!!e. 
and deht scrvkc re~~rve fund maJ...c .. limtl 
payment. 

3. i'llI' BO/ztl Burel'. I Swte Str~'l't Pl;u:e. Ne\\ 
York. NY IO(}O.f. FO\llvkd in IRql 

4. Legishllion pending. in JtlI~ I (IXII. 1M in it-. 
final form al the tllllC Ill' puhlication 

Since the variable-rate securities have 
a Upllt" featllre, does this mean the 
govemment agency must return the 
money to investors if they exercise the 
demand feature? 

Yes. However, a government agency 
would prepare for this possibility by 
securing a letter of credit (LaC) and 
having a remarketing agent to im
mediately sell the securities to new 
purchasers. The LaC represents aloan, 
so that funds may be borrowed to pay 
investors if the bonds are not resold. 

When State and local government 
officials isslle a variable~rate lease 
bond, are they protectedfrom illcreases 
in the interest rate? 

No, not completely. Underwriters have 
developed a number of features to afford 
a high level of protection, but the risks 
are not entirely eliminated. Safeguards 
come in the form of conversion fea
tures-allowing an agency to switch 
from a variable rate to a tixed rate, 
change the schedule for adjustments in 
interest rates, and buy back the entire 
issue for refinancing. 

If the prime rate were to increase at a 
pace that caused concern, the conversion 
feature might be exercised to provide the 
protection of a fixed rate. However, the 
fixed rate available at that time would 
be higher than the fixed rate available at 
the time securities were issued. How 
much higher these rates might be at 
conversion depends on how quickly the 
prime rate advances and when the 
decision for conversion is made. 

5. Assumes construction cost of $10 million 
i~ financed as $11.3 million issue. Interest 
payments at 8 percent are $1,150,929 annually 
for 20 years. With 5 percent annual inflation. 
cost increase, at $500,000 annually or $41.667 
each lllonth. 

6. Inten.~!>t rute of 9 percent on $11.3 million 
i"ue would he $1.237.875 versus $l .150.929. 
representing an additional co,t of $86.946 
annu,llIy .or$l, 738. 920 for 20 years. The total 
prindp,l\ and interest payments al 9 percent 
would be $24.757.500. 

7. Data taken rrol1111fficial ~talemenl prepared 
by McDonald and Company Sectlrities. Inc., 
Cleveland. Ohio. Current information [rom 
Ohio Building Authority. 

I I 

Do lease-purchase methods represent 
"privatization" of corrections? 

No. These finance methods do not 
involve the private sector in any position 
of management or control over correc
tions agencies. The role of the sheriff or 
corrections director remains unchanged 
when the finance techniques shown in 
this Bulletin are used to build a correc
tional facility. 

An entity like the Ohio Building Author~ 
ity is not a private fIrm, and ownership 
of correctional institutions never passes 
to a profitmaking company. Independ
ent, nonprofIt governmental-corporate 
agencies such as the Building Authority 
were in widespread use all across the 
Nation long before the current debate 
over private-sector management of 
correctional institutions. 

A true example of "privatization" is one 
where a private company assumes 
responsibilities formerly discharged by 
a government agency, and such arrange
ments do not necessarily have anything 
to do with how to fInance construction 
of a new jail or prison. 

A few examples may be found where 
units of government have built correc
tional institutions with advanced finance 
methods and also decided to contract 
with private companies to operate the 
facilities. Although very limited in 
number, these true examples of "privat
ization" have contributed to a mistaken 
understanding that all applications of 
new finance methods result in private
sector ownership and/or management of 
correctional facilities. 

8. Rate at issue in April 1985 was 5.15 
pcrcent. Ohio Building Authority reports a low 
of 4.5 percent and a high of9.0 percent during 
tbe first year from issuance. 

9. Current procedures require 1 week notice 
for exercising "put" option/demand Feature. 

10. Datu provided by Ohio Building Author
ity. 

11. Shown is Ohi()'~ actual variable rate 
compared to the 0.0. rate and revenue bond 
rate on April 4. 1985. the date ofisstlc. From 
The Bond Buyer (see note 3). Each example 
is 20-yearterl11. Interest rates in effect in Ohio 
for rcpresentative securities shown. data 
provided by McDonald and Company. 



One or Ohio's new pri~on~. the R(l~~ Correctional Institution. 

Further information about lease
purchase financing ... 

Do YOU want to evaluate how the 
information presented here ahout 
Ohio may bc applicable in your 
.iurisdiction'? Another National 
Institute of Justice puhlication, 
soon to he availahle. provides morc 
details on lease-purchase financing 
in clear, understandable terms. The 
puhlication leads you through 
~implified examples of financing 
facility construction. complete 

If .S. Department of Justice 

National Imtitute of Justice 

Washingtort, D. C. 20531 

Official Business 
Penalty for Privllte Use $300 

with all the necessary c("st calcula
tions. and shows you h\)w and 
when lease-purchase financing will 
be more expensive or approxi
mateh: the same cost as traditional 
neneral obligation hond financin u • c ~ ~ 

Tn order your copy. call ROO-KSl
~..t.20 or write to the National 
Criminal Justice Reference Service. 
Box 6000, Rockville. MD 20R5(), 
and request l,cose-PlIrchase 
Final/cing jilr Prisoll Ill/d Jail 
( 'olls{rllctioJl. 

Please note: 

Readers are cautioned that generalizations 
may not apply to every jurisdiction across 
the Nation. State and [ocallmvs will vary. 
resulting in somewhat different applica
tions. The concepts published in this case 
study do not necessarily reflect the official 
polit:y or ret:omrnendations of the National 
Institute ofJustice nor is any endorsement 
of particular firms or products implied. 
Point" of view or opinions slated in this 
document are those of the author anu do 
not necessarily represent the official 
position or policit.'" of the U.S. Depart
ment of Ju"licl? 




