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I. INTRODUCTION

Nebraska has developed a unique approach to the 
problem of urban growth in the form of Sanitary and Im
provement Districts. Ordinarily, areas surrounding cities 
are developed by private investors to provide housing and 
commercial services for persons working in the city.
Growth is sporatic and, even when regulated by zoning 
ordinances, largely uncontrolled.

Sanitary and Improvement Districts (S.I.D.) allow 
formation of a corporate political subdivision for the 
purpose of constructing public Improvements such as 
paving, sanitary sewers, storm sewers, sewage disposal 
facilities, water, parks or playgrounds, underground wiring 
a ’d swimming pools. S.I.D.s have the power to issue 
bonds, levy assessments and tax by mill levy to fund 
the improvements.

This paper will examine some of the financial 
risk factors attending S.I.D.s and will develop the hy
pothesis that S.I.D. financing has provided a useful tool 
for the orderly growth of real estate developments ad
jacent to municipalities in the State of Nebraska and, 
more particularly. The growth of Omaha and its suburbs.
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II. SOURCES OF INFORMATION

A review of the literature located only one article, 
but an excellent one, in the Creighton haw Review entitled 
"Nebraska Sanitary and Improvement District Legislation.
The author's treatment Is clear and concise. Reference will 
be made to the article in the pages that follow.

The Omaha World Herald has occasionally reported on 
the activities of Sanitary and Improvment Districts. They 
have focused attention on alleged abuses of S.I.D. legis
lation and. have, in some cases, led to reform. A series

|

of articles entitled "Who Pays in SID s" appearing in the 
Omaha World Herald, September 17 thru 21, 1970 suggested 
abuses of the law regarding District improvements and ir
regularities in issuance of bonds. It was the opinion of 
the persons Interviewed for this paper as well as the 
writer that although the law has been abused in isolated 
instances, it has generally proved to be far better than 
alternative forms of financing.

Since Sanitary and Improvement Districts are a 
specialized segment of the municipal bond market and 
Nebraska law is unique regarding S.I.D.s, very little more

John C. Minahan, Jr. , "Nebraska Sanitary and Im
provement District Legislation, " Creighton Law Review 5 
(1971-1972): 269-290.
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has been published about them. Personal interviews with 
persons actively involved in S.I.D. operations proved to 
be the most effective means of examining the sxib ject, I 
gratefully acknowledge the help and guidance of the 
following persons:

1) David C. Erickson, Omaha attorney representing 
the bonding houses. He approves or disapproves warrants 
for District projects and prepares legal opinions on those 
transactions.

2) William J. Gourley, President of Dain, Kalman 
and Quail, Inc., whose Omaha office arranges about half 
of the S.I.D. financing in Douglas County, Nebraska.

3) Eldbidge Scurr, Vice-President of First Mid- 
America Inc., another Omaha bonding house.

¿0 Donald G. Lamp, Chairman of the Board of Lamp, 
Rynearson and Associates, Inc., consulting engineers to a 
representative cross-section of Districts in Douglas County. 
He is also a land developer with experience with S.I.D.s 
since the mid-1950's.



III. SANITARY AND IMPROVEMENT DISTRICTS 
IN GENERAL TERMS

5.1. D.s are corporate political subdivisions whose 
boundaries are outside the corporate limits of any city or 
village. They are governed by a 5-member board of trustees. 
The Sanitary Districts are formed for the purpose of con
structing public improvements within the boundaries of the 
District including : paving, storm sewers, sanitary sewers, 
sewerage disposal, water, narks or playgrounds, underground 
wiring and swimming pools.

5.1. D.s'came into being in Nebraska in 19^9 as the 
result of urging by real estate developers in Douglas County, 
Nebraska. Prior to that time there had been few instances
of successful development of land adjacent to Omaha. Ori
ginally, S.I.D.s were limited to the installation of sewer 
systems, electrical facilities and contracting for water 
for fire protection.2 In 1961 their powers were expanded 
to Include installation of public roads, public parks, play
grounds and recreational facilities.3 Checks and balances 
were introduced in 1965, when approval of District sewer and 
power Improvements was required by adjacent municipalities. 
Conformity with local municipal standards allowed Districts

2lbid., p.272.
3Ibid.
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to install Improvements that would compliment the system 
in the approving municipality. When the District is even
tually annexed to the city, major Improvements compatible 
with the cities are already Installed and functional. The 
city benefits by being relieved of the burden of installing 
the improvements or modifying them so they can be compatible 
with other city services. The District benefits by having 
municipal-grade services from the beginning, and not having 
to undergo the lnstalltion of sanitary sewers and other 
Improvements when the city annexes the area. Also, provi
sions for the maturing of S.I.D. bonds was changed, requiring 
that they mature serially, with the first series due no 
more than three years after issue.^

I

In 1967 amendments redefined the requirements for 
approval of sewer and electrical installations, providing 
that such approval would be from the public works department 
of a municipality, and would be required only where the
S.I.D. was within the zoning jurisdiction thereof. It was 
also provided that property within the District be specially 
assessed to the extent benefited by improvements.

Amendments introduced in 19&9 provided for an in
crease in the maximum interest payable on warrants and bonds; 
prohibited the S.I.D. from levying special assessments after 
annexation; and authorized the District to contract for 
gas, street lighting, and the installation of sidewalks.5

4Ibld., pp. 272-273.
5lbld., p.274.
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In 1971 Districts were required to gain approval 

for the construction of playgrounds, parks and recreational 
facilities from the governing body of the municipality.
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IV. S.I.D. FINANCING

During the design and construction stages of devel
opment the District has no cash funds, Financial obliga
tions of the District to contractors and others are paid 
in the form of Warrants. Since there are no funds to re
deem the Warrants, they must be registered with the office 
of the County Treasurer. Warrants bear interest at a cur
rent rate of 8% from the date of registration until the date 
called for payment. Interest on warrants is paid at the 
time the Warrant is redeemed and is computed on an annual, 
uncompounded basis.

Upon completion and acceptance of Improvements, 
special assessments are levied for the cost of the improve
ment that is of special benefit to the individual lots or 
parcels of land. Specially assessed improvements include : 
water, sanitary sewers, underground wiring and paving. A 
general tax is levied for remaining costs considered to be 
of general benefit to all lots or parcels of land. Costs 
of storm sewers, sewerage disposal and recreational areas 
are considered to be general obligations of the District; 
so, all taxable property is levied for payment of this 
portion of the cost.

Bonds are issued after completion and acceptance of 
the public improvements and after special assessments have
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been levied. 'The bonds are general obligations of the 
District. Interest and principal on rhe bonds is paid from 
the proceeds of Special Assessment Taxes and the General 
Obligation Tax which is levied against all of the taxable 
property within the District boundaries.

All proceedings taken by the Trustees of a S.I.D. 
are examined and approved by the Bond Attorney at the time 
of passage. In addition, at the time bonds are to be issued, 
those proceedings are approved by the District Court as well 
as the Bond Attorney.

Security for payment of interest and principal of 
the bonds are the special assessment taxes and unlimited 
general taxes that may be levied by the District. Special 
Assessment funds are set aside and constitute a sinking 
fund for payment of interest and principal on the bonds.
The District's mill levy is adjusted to a level where, to
gether with the sinking fund from special assessments, pay
ment of principal and interest on the bonds can be made 
as the bonds become due.

Currently, Interest paid for bond holders is exempt 
from Federal Income Tax and Nebraska State Income Tax.
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V. S.I.D. RISK FACTORS

To this point, investment in S.I.D. warrants and 
bonds appears to be a sound way to earn ? or 8% tax-free 
interest. It appears to be an ideal means of financing 
the cost of improvements and of deferring the cost to any 
municipality adjacent to the District. There are however 
risk factors involved. They include the following: 
business risk, inflation, interest rate risk and market 
risk.

These risks can be viewed from several perspectives. 
The real estate developer, the bonding houses, the munici
pality that may someday annex the District, and the District's 
landowners all face these risks in different ways. During 
the discussion of each risk factor, their effects on each 
of these parties should be kept in mind.

When considering investment alternatives, the in
vestor must determine the return he expects and the risk 
he is willing to accept. The developer may return 50% on 
his investment in real estate, but the risk is extremely 
high. Investors in fixed-income securities settle for re
latively modest returns, but the risk Is low.

In the municipal bond market, the most risk-free 
bond is a AAA-rated State bond. The most risky is probably 
a Drainage District Bond. S.I.D. bonds are toward the



10
risky end of this spectrum, and S.I.D. warrants are generally 
more risky than bonds.

With the performance of the Stock Market at its 
present level, no attempt will be made to compare S.I.D. 
investment risk with the risk of stock ownership.

As with any Investment, the greater the risks of 
an investment, the higher its minimum expected return 
should be. The bonding houses are largely responsible for 
establishing the rate of return on S.I.D. bonds; and, 
therefore, control one side of the risk-return gradient.

Risk is difficult to predict. Our approach will be 
to examine the tyres of risk that can affect S.I.D. financing 
and see how they might change the outcome of the investment 
decision. Again it should be kept in mind that all parties 
involved in the S.I.D. have an investment and risk factors 
affect all of them.
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BUSINESS RISK

Business risk Is a broad term referring to failure 
of a business to reach an expected earnings level because of 
financial insolvency or declining profitability. There are 
a variety of reasons why a business is declining in its 
• "ofliability. Some are internal such as poor management,

■iff 1 dent cost control, or lack of new products. Other 
oio"s such as overcapacity in the industry, general busi
es downturn, increasing competition from other industries, 
re external and less subject to the control of the corpor- 
lon. A land developer is subject to the same risks as 
iy other businessman, though the degree of risk may be 

' ff“rent.
Success or failure of a District depends largely 

o i the real estate developer's ability to improve raw 
-round and sell it to the public. If he does not manage 
his business successfully, the development can fail and ser
iously affect the future of the S.I.D. involved. Incorrect 
assumptions about market demand, or about the amount of 
time needed for property values to go up can be serious 
n oblems if too much time passes and the early District 
ionds come due. Also, the developer may become over-extended 
end not able to complete part or all of the project.

If on-~ or all of those things happened to a sub
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division, all would not necessarily be lost. For sake 
of illustration, assume a developer purchased the land, 
brought the lots to grade and formed an S.I.D. The 
District put in streets and utilities in accordance with 
the municipality involved. Now, for some reason the dev
elopment falls, and the developer is no longer in business. 
If the special assessments were unpaid for a long time, say 
five or ten years, the lots would be sold for taxes. The 
trend in this area since World War II has been that the 
value of these lots would be higher than the special 
assessments. Revenue from sale of the lots would be used 
to pay off the outstanding special assessments and any
thing left over' would fund the outstanding general obli
gation bonds. The possibility of this situation happening 
is remote, but the outcome of it indicates that even in 
the hands of an incompetent developer, a S.I.D. can meet 
most of its financial obligations.
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INFLATION

Bond investors generally fare poorly in inflationary 
periods. The trend of interest rates has been upward since 
19^6, causing a downward movement in bond prices. As a 
result, not only has the purchasing power of bond income 
been falling, but bond principal values have fallen too.
The bond holder suffers from the interrelated risks of rising 
interest rates and falling purchasing power. For example, 
a person who bought a ten year bond in 1959 at par for 
#1,000 found that when he cashed the bond in 1969, he had

I

lost about 30 percent of the purchasing power of his ori
ginal Investment.

Real estate Investments are usually exceptions to 
the general rule that inflation is generally bad for in
vestors. Real estate Investments often advance in price 
• faster than the rate of inflation, since real estate con
struction costs have invariably risen faster than general 
inflation. They have proven to be a good hedge against 
inflation because they are heavily debt-financed; have large 
amounts of fixed-cost assets with long productive lives; and 
they are not subject to extreme competition, so their 
prices are flexible.

The general condition of the economy represents a 
risk because of the amount of time required to complete 
improvements in the District. Inflationary pressures might



slow construction and delay Increased valuation of the 
property within the District. The warrant holders would be 
forced to hold their warrants longer than normal. Since 
the 8% interest is not compounded, the rate during the 
second year is somewhat less than investments paying 8% 
on a compounded basis. Generally speaking, however, in
flation doesn't greatly affect a S.I.D. warrant or bond
holder. A profile of that type of investor would include 
characteristics such as: a high-income tax bracket indivi
dual who needs the tax advantage offered by tax-free muni
cipal securities. He would not need the interest income 
until the warrant was paid. Interest rates of 7 and 8% 
on bonds and walrrants respectively would return an effective 
14 or 16% to an investor in the $0% income tax bracket. 
Inflation is not likely to hurt that type of investor in 
the short run.

A major recession or depression, however, would have 
a dramatic affect on all sectors of the S.I.D. financial 
structure. Contractors and others paid for their services 
in connection with financing, engineering and legal matters 
of the District would not receive payment. Warrants already 
issued would not be redeemable because the bonding houses 
would not have access to a viable money market. During 
a severe depression, the public would not be able to pur
chase land in the District and as a result, there would be 
no source of revenue for the District to meet its debt 
obligation.



15

INTEREST RATE RISK

Investors putting their money in fixed-income secur
ities such as bonds, face the risk that interest rate levels 
will rise (or fall), leaving the holders of old bonds with 
lower (or higher) coupons rates on their securities than 
those which new bonds are carrying. This causes the prices 
of old bonds to fall (or rise).

The Interest rate on warrants is currently 8% and 
bonds, 7%. Warrants are considered a riskier Investment 
than bonds for several reasons. First, they are issued 
during the critical early stages of development when there 
is no tax base, no assessed valuation In the District.
Second, warrants are more sensitive to the effects of 
business risk as was discussed earlier. Therefore the inter
est rate on warrants is higher than bonds» There are no 
restrictions on the interest rate on bonds or warrants, but 
as a practical matter, Nebraska’s Usury laws restrict the 
rate to 9%. The effective rate as compared with taxable 
investments places S.I.D. warrants and bonds in a favorable 
return range for wealthy investors.

The prime rate has an effect on the interest rate 
of warrants and bonds. If the prime rate goes down to 5%, 
Districts are not going to want Q% warrants and 7% bonds 
to remain outstanding. The district has the option of re
structuring its debt at the end of its first five years of
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existence. This provides for adjustments to unexpected 
events which either slow or accelerate a development with 
relation to expected results. If the prime rate went down 
to 5%, Districts would probably not try to restructure their 
debt unless it appeared that the prime rate would remain 
that low for an extended period. Again, a drastic economic 
situation would be necessary to upset a bond retirement 
schedule extending over several decades.

In the event the tax base of the District expands 
more rapidly than expected, the District can lower the mill 
levy to a point where each taxpayer's tax rate is lower, but 
the total amount of tax collected remains the same.



17

MARKET RISK

Bond prices are affected by a number of factors 
discussed earlier. There is also a psychological risk a- 
rlslng from uncertainities of the market place. A rumor 
that the stock market Is beginning a long upward shift may 
convince bond holders to switch to equity Investments or a 
speculated change in S.I.D. legislation may prompt 5.I.D. 
bondholders to look for alternate investments. There are 
long-term changes that can affect market risk. A general
shift in Investment natterns will find some securities more

|

highly favored at any given time; and, consequently, its 
price will be bid up. Investors in other securities will 
suffer price depreciation. The movement from stocks to 
bonds and back over the last thirty years is a clear example.

S.I.D. warrants and bonds must compete with other 
securities for investment capital. Because of risk factors 
discussed earlier, warrants are not what would ordinarily 
be considered an investment for widows and orphans. Bonds 
are somewhat more secure, but do not compare with AAA-rated 
municipal or corporation bonds. Fluctuations in the secur
ities market do affect the relative desirability of S.I.D. 
warrants and bonds from the investor's point of view. From 
the bonding house view-point, the timing of the bond issue 
is important. If the Stock Market goes down, bonds will be 
more attractive to investors who have more to invest than



they would If that money were tied up in stocks. The re
verse is equally true.
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S.I.D. bonds must be payable in not less than thirty 
years with the first maturity not later than five years 
from the date of issuance. The resale market or secondary 
market is ordinarily limited. The underwriter who originally 
sold the warrant or bond will make every effort to repur
chase them if the investment turns bad. Obviously, they 
cannot repurchase beyond a reasonable point, at which time 
the investor has no recourse but to hold the security and 
hope it will regain its original value. There are about 
three large traders and several smaller ones that will 
occasionally hahdle warrants originally issued through an
other bonding house. If there were only one bonding house 
handling them, he could set the price for both new issues 
and resales. That is not the case in Omaha.

Market risk effects on S.I.D.s also include the 
housing market. If there is a rumor that mortgage interest 
rates are going up, prospective homebuyers will probably de- 
lay purchasing a new home. That could slow development of 
the District.



VI. CONCLUSIONS

The risk factors influencing the S.I.D. bond market- 
are reasonable when compared, to the return they offer the 
investor of the type described earlier in this paper. That 
satisfies the investor and the bonding house. What about 
the landowner and the adjacent city? The landowner benefits 
in several ways. He has the advantages offered by modern 
improvements of the land that increase the value of his 
property over time. He can pay for these improvements over
a period of years rather than having all the Improvement

|

costs included in the sale price of the lot. Finally, the 
quality of the improvements must meet the standards of a 
local municipality, so the lanowner is not left to the 
mercy of the developer who will be out of the picture when 
the improvements need maintanence or repair.

The municipality benefits the most from the S.I.D. 
system. It controls the quality of the improvements 
approved for the District, and it gets sewage systems and 
water systems compatible with the cities. When annexation 
time comes, the city has the option to annex or not, de
pending on the District's ratio of debt to assessed valua
tion (debt ratio). If it is too high, the city can simply 
decline to annex at that time. If it does annex, it gets 
an area with installed improvements and an established tax 
base. The risk is low that the development will fail
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during the maturity stage of the development. Most Impor
tant of all the city can control its growth. It can dis
approve either the proposed Improvements in a new District 
or refuse annexation of any District if it feels its 
growth rate is higher than is desirable. This has allowed 
Omaha to grow at a controlled, healthy rate, and the city 
has benefited from it.

Taken as a whole, everyone benefits from a well-run 
Sanitary and Improvement District. Risk factors necessarily 
play a significant role in a system as complex as an S . T . D .  

The experience of many Districts Indicates that the rewards 
to all concerned are worth the risks.

|
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