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Repayment of Municipal Loans

ANALYSIS of the Merits of the Three Recognized Methods of Paying Moneys
Borrowed by Municipalities for a Long Term of Vears, namely the Sinking
Fund, Annuity Instalment and the Serial Instalment— Some Practical [llustrations

HE following address of Mr. Thomas Bradshaw, F.ILA. a
well-known actuary of Toronto, is one of the most valuable
contributions on record to the subject of municipal finance
in Canada :—

Among the many problems confronting a municipality there s
probably none which concerns its citizens more, and which so

- vitally affects its credit and future, as that of sound Finance. This
statement will be best appreciated when the large increase in our
municipal debts, in our vearly borrowings and in our tax levies
for interest and repayment of principal on these debts are con-
sidered,

In view of the disturbed financial conditions the world over,
the important obligations of our municipalities, and the necessity
for further heavy borrowings from time to time, it is believed that
any practical suggestion which will have a steadving influence is
worthy of attention, and without further preliminaries I will pro-
ceed to discuss three features of municipal finance :—(1) method of
repayment of permanent loans, (2) rate of interest which loans
should carry, and (3) administration of sinking funds.

The three recognized methods of repaying moneys borrowed by
municipalities for a long term of years are, (a) Sinking Fund, (b)
Annuity Instalment, (c) Serial Instalment.

It is submitted that municipalities should, in practically every
instance, adopt the instalment method, either annuity or serial, in-
stead of the sinking fund method, chiefly because of the heavy
financial loss involved in the sinking fund method. Many of the
smaller Ontario municipalities issue only instalment bonds, and in
this they have shown greater wisdom than our important cities,
most of which still persist in obtaining their loans by the issue of
long-term Sinking Fund Bonds.

Let us consider the essentials of each method.

(a) Sinking Fund Method. Bonds are issued pavable at the
end of a certain term,—j5 to 40 vears, according to the purpose for
which the loan is required. Interest is pavable half-vearly or vearly
throughout the whole term on the entire amount of the debt, and
the principal is payable in one sum at the end of the term. In order
that the municipality may be in a position to pay the principal at
maturity, a certain amount, accurately determined beforehand, is
annually laid aside by the municipality, which, with its interest
accumulations from year to year, reckoned usually at 3%, 1s
sufficient to meet the amount of the loan. These annual amounts
so laid aside, and their interest accumulations, constitute the
Sinking Fund, hence the name by which the method of repayment
is known. The monevs to pay the interest on the debt and to pro-
vide the Sinking Fund are, of course, obtained by levving a special
tax, in accordance with the Municipal Act.

(b) Annuity Instalment Method. By this method the loan
created is gradually paid off each year instead of at the end of the
period. No Sinking Fund is required to be established, but the
annual levy for principal and interest is immediately applied in pay-
ment of principal and interest, and, of course, on that part of the
debt so liquidated interest ceases to be paid. The annual levy,
which exactly covers both principal and interest, is the same
throughout the history of the loan. It is, of course, mathematically
determined beforehand. Bonds are issued maturing in one, two,
three, etc., vears, according to the length of the period for which
the loan is made, instead of all being issued payvable at the end of
the term, as under the Sinking Fund plan,

(c) Serial Instalment Method. This method is very similar to
the Annuity Instalment Method. It has, however, the advantage of
liquidating the debt from vear to vear in round amounts instead of
in odd amounts; (see illustration on pages 6 and 7), while it has
the slight disadvantage of calling for a levy slightly differing in
amount each year. This plan, of course, admits of the loan being
redeemed in larger or smaller annual amounts, but the repayments
on account of principal can be made to so closely follow those of
the Annuity Instalment Method that the annual levy varies very
slightly from vear to year. The first two are authorized by the On-
tario Municipal Act; the last, viz., Serial Instalment, is not, but its
popularity among investors and financial houses is such that it is
fully expected that the legislature will at its next session adopt the
suggestion made last year,—that the Act be so ‘amended that
municipalities may use it as an alternative plan.

From the foregoing it will be gathered that both instalment
methods of repayment in effect contain within themselves a sinking
fund which bears the same rate of interest as the loan which it is
intended to discharge: whereas the Sinking Fund Method necessi-
tates the establishing of a separate sinking fund which is not
calculated to earn (and in fact does not) as high a rate of interest
as is pavable upon the loan itself. What are the facts in the case
of those municipalities which issue their bonds according to the
sinking fund system? Loans are obtained bv the issue of perman-
ent debentures carrving interest ranging from 4% % to 5% %,
while the sinking fund to redeem such loans is assumed to earn
only from 3% to 4%, or from % % to 2% % less, and, as a matte.r
of fact, in many instances not much more than the assumed rate is
earned.

In addition to this important difference between the rate of
interest the municipality pays on its loans and that which the sink-
ing fund, for their redemption, earns, considerable delay takes place
in the investment of sinking fund moneys, and as a consequence



