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•  The Great Recession has created a financial strain on state and local municipal 
bond issuers, with a few commentators predicting huge losses for municipal 
bond investors. In this Investment Perspectives, we go beyond the media’s 
analysis to look deeply into the municipal bond market.

•  The municipal bond market is very diverse and resists broad generalizations.  
Fewer than one third of municipal bonds outstanding are the direct debt 
of state and local governments, and about 9% of that is “pre-refunded” 
(collateralized by US government bonds).

•  The historical experience of municipal bonds is that they very rarely default.  
Both the number of instances and the dollar impact of defaults have been 
small.  Recent defaults highlight key risk factors: non-general obligation bonds 
rated by only one rating agency (or not rated at all) and issued by smaller 
entities that use the proceeds for risky and/or non-essential projects are higher 
on the credit-risk spectrum.

•  We believe that a significant increase in municipal defaults is unlikely for a 
number of reasons: the low current cost of debt service; opportunities for 
revenue enhancement; opportunities for expense reduction; and prioritization 
and protection. Pension and retiree health care obligations, while large, will 
be paid many years in the future. This may not be good news for users of 
municipal services or for taxpayers, but municipal bond investors probably 
have little to fear.

•  Before a municipal issuer defaulted on its general obligation debts, it would 
consider a number of restructuring options.  Recent discussion about state and 
local bankruptcy has been focused on reducing pension obligations rather 
than reducing outstanding debt.

•  By almost every measure, municipal bonds are priced attractively relative to 
U.S. Treasuries and U.S. corporate bonds. In the current environment, the 
longer the maturity and lower the credit quality of a municipal bond, the 
more attractive its price relative to historical averages. Consequently, and 
from some perspectives surprisingly, Aspiriant takes an opportunistic and 
broadly diversified approach to municipal bonds, which includes allocations 
along both the maturity and the credit spectrums where an allocation to fixed 
income is part of the overall investment strategy.

Jason Thomas, Ph.D., CFA
Chief Investment Officer

Municipal Bonds: An Unusual  
Investment Opportunity
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As the litany of investor concerns in 2010 – inflation, sluggish economic growth, 
European debt crisis – has subsided, municipal bonds have taken center stage. 
The Great Recession has created a financial strain on state and local municipal 
bond issuers, with a few commentators predicting huge losses for municipal 
bond investors – perhaps the most alarming was Meredith Whitney’s 60 Minutes 
interview during which she described the possibility of 50 to 100 sizeable 
municipal bond defaults in 2011 amounting to hundreds of billions of dollars. 
In this Investment Perspectives, we go beyond the media’s level of analysis to 
look deeply into the municipal bond market. We consider the challenges facing 
issuers of municipal bonds, the safeguards for investors, scenarios in the case of 
default, and implications for our client portfolios. 

Overview of the Municipal Bond Markets
The municipal bond market is very diverse and resists broad generalizations. Some 
reports put the number of municipal bond issuers at over 50,000, with millions of 
unique securities making up almost $3 trillion in value. Less than one third of 
municipal bonds outstanding are the direct debt of state and local governments, 
and about 9% of that is “pre-refunded” (collateralized by US government 
bonds).1  Most of the remainder are revenue bonds, half of which are utilities with 
rate-setting powers and generally less impacted by recession. Many universities, 
endowments, hospitals, and toll roads also issue tax-exempt bonds.

The historical experience of municipal bonds is that they very rarely default. 
Both the number of instances and the dollar impact have been small. According 
to the most recent studies from Moody’s and Fitch, two municipal bond rating 
agencies, the 10-year cumulative default rates for all municipals, including 
high yield, are 0.09% and 0.58% respectively. Going back nearly 40 years, the 
vast majority of issuers (perhaps over 80%) in the municipal market that have 
defaulted did not have taxing authority, and were either part of the healthcare 
(typically special care facilities) or housing sectors.

Fewer than one third 
of municipal bonds 
outstanding are the 
direct debt of state and 
local governments,  
and about 9% of that  
is “pre-refunded” 
(collateralized by US 
government bonds).”

1  See  Payden & Rygel, “Fact vs. fiction in the muni market”, December 28, 2010.
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Number of  
Defaulted Credits

Size ($ millions)

City 1 2
County 4 427
Electric enterprise 2 2,375
Healthcare 21 1,328
Higher education - private 1 10
Housing facilities 19 200
Privatized student housing 1 72
Recreation 1 98
Sewer enterprise 1 3,200
Special district 1 20
Student housing 1 37
Town 1 15
TOTAL DEFAULTS 54 7,785

Figure 1. Defaults out of 18,400 Moody’s-rated issuers from 1970 to 2009.

Source: Moody’s Housing Finance Rating Methodology & Housing Research, September 2007; Moody’s U.S. 
Municipal Bond Defaults and Recoveries, 1970-2009, February 2010; Barclays Capital.

Even during the Great Depression, when almost 4,800 issuers of municipal debt 
(7% of outstanding debt) defaulted between 1929 and 1937, most defaults 
did not last long (interest payments were missed, but payments were resumed 
shortly and any deficiency cured) and the estimated loss on the total was only 
about 0.5%.2 This modest impact is all the more surprising given the lack of 
economic stabilizing mechanisms (e.g., unemployment insurance, the FDIC) 
which did not then exist.

Because data is most readily available on state finances, we will focus our analysis 
there, commenting on local municipalities and other issuers as appropriate.

Challenges facing municipal issuers
There are two principal challenges facing municipal bond issuers:

1. The Great Recession, which has substantially reduced tax income; and

2.  The growing burden of pension and retiree health care obligations, most of 
which are unfunded (i.e., there are no funds put aside to pay for the expenses).

The National Governors Association and the National Association of State 
Budget Officers recently released its biannual The Fiscal Survey of States, which 
presents data on the states’ general fund receipts, expenditures, and balances. 
Total general fund tax revenues in FY 2010 were $610 billion, a 10% decline 
from FY 2008. Primary sources of state revenue – personal income, property, and 
general sales taxes – were all impacted.

Even during the Great 
Depression … most 
defaults did not last long 
… and the estimated loss 
on the total was only 
about 0.5%.”

2  Hempel, George.  The postwar quality of state and local debt.  New York: Columbia University 
Press, 1971.
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Figure 2. State and local tax revenue by type, Y/Y quarterly change.

Source: U.S. Census Bureau, Barclays Capital.

A number of states entered the recent crisis with existing budget gaps and 
underfunded pensions already on the books. The accumulation of further 
annual deficits is too large to be solved by a few years of good economic growth. 
According to the Center on Budget and Policy Priorities, 39 states have projected 
gaps of $112 billion for FY 2012, to create a cumulative total (including deficits 
from prior years) of $350 billion. California, Illinois, New York and Texas are 
the states with the largest budget gaps for FY 2012, accounting for 50% of the 
total.3

Strong support for municipal investing
Contrary to common perception, there has not been an increase in defaults. 
Standard & Poor’s reports that, for 2010 through November 1st, municipal bonds 
defaulted at roughly the same pace as in 2009 – a mere 0.3%. We believe that a 
significant increase in municipal defaults is unlikely, for a number of reasons: 4

Low current cost of debt service

The primary reason defaults are unlikely is that the cost of servicing debt is now 
very low for most municipal bond issuers, with interest payments representing 
a relatively small part of state and local budgets. As discussed more fully below, 
pensions represent a growing spending pressure and large unfunded liability 

3  Barclays Capital “Taxable municipal market commentary”, December 3, 2010.
4  See, e.g., November 16, 2010 report by Fitch “U.S. State and Local Government Bond Credit Quality: 

More Sparks than Fire”.

California, Illinois,  
New York and Texas 
are the states with the 
largest budget gaps for 
FY 2012 … accounting  
for 50% of the total.”
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for some municipal bond issuers, but most of those pension expenditures will 
not be made for many years.

For corporate borrowers, the tipping point between technical insolvency (the 
company’s liabilities exceeds its assets, but it is able to stay current on debt 
payments) and bankruptcy usually occurs when the company’s debt matures 
and it is unable to refinance. With the very long average maturity of municipal 
bond borrowing, municipal bond refinancing risk is small relative to corporate 
borrowers.

Opportunities for revenue enhancement

Even without tax rate increases, municipal finances will improve as the economy 
recovers. According to the California State Controller’s Office, California’s general 
fund revenues for 2010 through September were $1.2 billion (6.7%) higher than 
expected, with personal income tax collections ($10.1 billion) accounting for 
$642 million of the overage. This is despite California’s unemployment rate of 
12.4% in September, significantly above the national rate of 9.6% and behind 
only two other states, Nevada and Michigan, at that time.

If the recovery proceeds too slowly, state and local governments can raise rates, 
exploiting their captive tax bases. For example, many cities are raising property 
taxes by double digit percentages5 and incoming governors, both Democrat and 
Republican, are proposing an array of new personal income and use taxes.

Opportunities for expense reduction

State and local governments have demonstrated the willingness to make difficult 
choices to maintain budget balance while making full and timely debt service 
payments even in very stressful financial situations. The National Association 
of State Budget Officers reported that 43 states cut their budgets in 2009 and 
42 did so again in 2010. Cost reductions have taken the form of delayed or 
cancelled projects (the rail tunnel between New Jersey and New York City is a 
well-known example), reduced services, and reduced public workforce.

5  See “Pensions push taxes higher,” December 24, 2010 Wall Street Journal.

… the cost of servicing 
debt is now very low 
for most municipal bond 
issuers, with interest 
payments representing 
a relatively small part of 
state and local budgets.”
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Figure 3. Y/Y % change in state general fund expenses.

Source: National Association of State Budget Officers, Barclays Capital.

Prioritization and protection

Officials managing municipal finances cannot arbitrarily choose to pay other 
expenses instead of debt service. The priority of payment is generally very high, 
so that a bondholder is well positioned, even in financial stress.6

Security for general obligation (GO) and dedicated tax bonds is very strong, 
provided for in state constitutions, statutes, covenants with bondholders, and 
local ordinances. For local municipal issuers, GO bonds are secured by their 
power to levy and pledge property tax revenues for debt service. In California, 
only education spending has a higher priority than debt service; in New York and 
Illinois nothing does. Analysts at S&P estimate that the revenues of large states, 
such as Texas, California and New York, would have to fall by 45% or more for 
debt service to be jeopardized. In recent decades, municipal bondholders have 
largely escaped big losses in bankruptcy cases because much of the debt has 
been secured by special liens and tax pledges that are protected.

Pension obligations – a light at the end of the tunnel
While pensions represent a growing spending pressure and large, long-term 
liability for some municipal bond issuers, most of the actual expenditures will not 
be made for many years, giving pension plan sponsors time to make necessary 
adjustments. According to the U.S. Census, in 2008 public pension assets totaled 
$3.2 trillion as compared to $175 billion in annual payments to retirees. Actuarial 

6  Illinois, for example, has not been paying bills for years and yet continues to make all debt 
payments.

Analysts at S&P estimate 
that the revenues of 
large states, such as 
Texas, California and 
New York, would have 
to fall by 45% or more 
for debt service to be 
jeopardized.”
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funding for state pension plans in 2009 averaged 75% of the accrued liability, 
according to Wilshire Associates.7 The funding shortfall was exacerbated by the 
downturn in global securities markets – according to Moody’s, the median state 
funded ratio fell from 83% in 2008 to 77% in 2009 – and improved markets will 
naturally increase the funded status. 

States are also taking steps to reduce their long-term pension liabilities. 
According to the PEW Center on the States, in FY 2010, 19 states took action to 
reduce their pension liabilities. California rolled back pension benefits for new 
employees to 1999 levels, increased employee contributions 3%, and passed 
legislation strengthening its reserve fund policy. Illinois raised its retirement age 
for new employees from 60 to 67. In one of the most aggressive moves, New 
Jersey rolled back a 9% increase in pension benefits that was enacted through 
legislation in 2001 and suspended cost-of-living increases for at least three 
years. Our survey of the literature found that every state and most large cities, 
are considering pension reform proposals.

Worst case scenario: default
The above elements of protection for municipal bond investors is reflected in 
the ratings on municipal bonds. In November 2010, Moody’s Investors Service 
affirmed the A1 rating and stable outlook on California’s outstanding general 
obligation bonds and credits whose ratings are linked to those of the state, 
despite the high profile hand-wringing of economic pundits.
 
A recent report by Barclays Capital8 examined three recent municipal bond 
defaults in an attempt to identify risk factors. 

The cases were:

Menasha, WI – Defaulted on debt used to convert a portion of its electric 
generation plant into an industrial steam facility.
 
Buena Vista, VA – Failed to appropriate for the annual debt service payment on 
lease revenue bonds related to a municipal golf course.

Cicero, NY – Defaulted in 2004 on debt used to finance a recreational center.

…  most of the actual 
expenditures will not be 
made for many years, 
giving pension plan 
sponsors time to make 
necessary adjustments.”

7  Wilshire Associates, 2010 Report on State Retirement Systems.
8  Applegate, Austin and Katharine Cheng.  “Defaults by Small cities and Towns: Three Case Studies,” 

Barclays Capital, November 2010.
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The report identified a number of common attributes:

1. Small: The cities and the amount of debt involved were small;

2. Non-essential and/or high risk projects: Defaults relate to specific projects;

3. Not general obligation: None of the defaults relate to GO debt;

4. Not rated or only one rating

But what would happen in a worst case scenario, where a state or large 
municipality defaulted?

Bankruptcy  

Before a municipal issuer defaulted on its debts, it would consider a number of 
restructuring options. Some municipal issuers have the option of a Chapter 9 
bankruptcy filing, which may be the only way to restructure their obligations, 
particularly pension-related obligations. Federal municipal bankruptcy laws 
were first introduced in 1934 during the depths of the Great Depression as 
municipalities across the country struggled to provide necessary services while 
facing a dramatic drop in tax revenues.

The fundamental objective of Chapter 9 is to provide court protection for 
distressed municipalities, allowing them to adjust their debts in a manner which 
enables them to continue to provide essential public services.9 There were 10 
municipal bankruptcy filings in 2009 and 5 in 2010. Since the law was created in 
the 1930s, there have been about 600 cases; or about 7.5 a year.

The recent bankruptcy filings appear to be aimed at restructuring pension 
obligations rather than debt. For example, Prichard, AL turned to bankruptcy 
court in October 2009, proposing capping benefits of current retirees at about 
$200 per month, down from monthly payments of as much as $3,000.

In some cases, however, municipal finances are so stretched that current debt 
service is impossible. Vallejo, CA filed for bankruptcy protection in May 2008 
after several years of budget shortfalls. Under its proposed plan to emerge from 
bankruptcy, it will defer any debt repayment until 2013 and cut health-care 
benefits for retirees. The plan is being resisted by creditors.

Not all municipalities would be able use bankruptcy protection. Twenty one 
states don’t allow municipal bankruptcy filings, partly out of concern for hurting 
bond investors.

9  House Report No. 95-595, 95th Cong., 1st Session 263 (1977), U.S. Code Cong. & Admin. News 1978 
pp. 5787, 6221.

The recent bankruptcy 
filings appear to be 
aimed at restructuring 
pension obligations 
rather than debt.”
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Unlike local municipalities, states are barred from seeking protection in federal 
bankruptcy court. At the time of this writing, a number of politicians and 
academics are pushing to allow states some form of relief.10 To date, all of these 
proposals have focused on onerous pension obligations rather than reducing 
outstanding debt.

Default  

If, after assessing its options, a municipal issuer defaulted on its debt payments, 
creditors would seek to recover their principal, just as they would with a 
corporate borrower. Again, the diversity of the municipal bond market makes it 
difficult to generalize about the likely outcome. Bond offerings from many local 
governments explicitly grant creditors the right to specific tax revenue, which 
may put those creditors in a better position than other unsecured creditors. 
Revenue bonds have specific revenues dedicated to repayment, often with 
associated assets which could be foreclosed upon. There is no modern experience 
with a state defaulting on its general obligation bonds. Several states defaulted 
during the Civil War, and Arkansas defaulted during the Great Depression, but 
these situations would likely not provide any guidance regarding a potential 
default in the current environment.
 

Implications for client portfolios
The fundamental truth of investing is that we must be willing to take risk to 
achieve a return. Of course, a primary purpose of a bond component in Aspiriant 
portfolios is to mitigate portfolio risk, with the secondary (but still important) 
objective of receiving a fair return on capital. It is our job to balance these 
(often competing) objectives, and in doing so we must ask ourselves whether all 
of the factors discussed above are reflected (albeit imperfectly) in market prices. 
That is, do the returns offered compensate for the risks that are present?

Assuming a bond is held to maturity (i.e., putting aside any potential short-term 
trading opportunities) and the issuer pays in full, the total return of a bond will 
be the yield to maturity at purchase.11 The pricing of the interest rate and credit 
risks of a bond12 (the “spread”) therefore gives much more information about 
the likely total return of a bond than the pricing of equity risk (the price/earnings 
ratio, for example) gives information about the likely future return of a stock.

The pricing of … a bond 
… gives much more 
information about the 
likely total return of the 
bond than the … price/
earnings ratio … gives … 
about the likely future 
return of a stock.”

10  See “State bankruptcy option is sought, quietly,” January 20, 2011, New York Times.
11  For more on the importance of the yield to maturity, see our January 2011 Investment Perspectives 

“A Bond By Any Other Name.”
12  The pricing of various risks of a bond are measured by the “spread,” or the additional yield of 

that bond relative to a similar bond with less exposure to that risk.  To evaluate the compensation 
to interest rate risk, for example, we would look at the yield on a longer duration (20 year, for 
example), AAA-rated bond relative to a shorter duration (say 2 year), AAA-rated bond.  The 
compensation for credit risk might be measured as the additional yield for a 10 year BBB-rated 
bond relative to a 10 year AAA-rated bond.



Investment Perspectives          Municipal Bonds: An Unusual Investment Opportunity

aspiriant.com 10

The table below plots the starting spread between the yields on the Barclays 
Municipal High Yield and Municipal High Grade indices (on the horizontal axis) 
against the subsequent performance of high yield municipal bonds relative 
to high grade (on the vertical axis). There is a clear relationship between the 
starting spread and the subsequent return – the more compensation offered 
by the upfront yield, the greater likelihood of outperformance. If we include 
monthly spread observations which do not appear on graph because there is 
not 3 years of subsequent return data (i.e., February 2008 through January 
2011), the average spread is 2.9%, far lower than the current spread of 4.5%.

Figure 5. High yield spread (annual additional yield of High Yield relative to 
Investment Grade) and subsequent three year outperformance of High Yield.

Source: Barclays Capital, Aspiriant calculations. Data is monthly, 148 observations starting October 1995 
and ending January 2011. Performance is total return, including the reinvestment of dividends. 

Until 2008, Aspiriant believed that the spreads of long-duration and lower 
quality bonds was insufficient for their risk, and we maintained an intermediate 
duration, investment grade portfolio. The financial crisis of 2008 caused the 
spreads to increase to record levels, and we changed our approach — adding 
long duration and lower quality bonds. That decision was painful for our clients 
in the second half of 2008, as the financial crisis caused spreads to widen to 
historic levels, but has paid off handsomely through 2009 and 2010.

Are the spreads still attractive enough to bear the risk of longer maturity and 
lower quality municipal bonds?  It seems so – by almost every measure, municipal 
bonds are priced attractively relative to U.S. Treasuries and U.S. corporate bonds. 

... by almost every 
measure, municipal 
bonds are priced 
attractively relative to 
U.S. Treasuries and U.S. 
corporate bonds.”
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The chart below shows the additional yield of municipal bonds with various 
credit ratings relative to US Treasuries, all very high relative to historical 
averages. With fear among retail investors dominating the current municipal 
bond environment, opportunity arises for a more sophisticated approach. Now, 
the longer the maturity and lower the credit quality of a municipal bond, the 
more attractive its price relative to historical averages.

Figure 6. Treasury and municipal bond yields by maturity and quality.

Source: Federal Reserve Board; Delphis Hanover Corporation, Crandall, Pierce. Data as of December 31, 2010.

Consequently, Aspiriant continues to employ an opportunistic and broadly 
diversified approach to municipal bonds, which includes allocations along both 
the maturity and the credit spectrums. We believe this approach will result in 
significant outperformance relative to a conservative approach which avoids 
credit risk. 

Our confidence in this approach to municipal bonds is further bolstered 
by the diversity of the municipal market and the absence of the kind of 
interdependence which drove the financial crisis in September 2008. In many 
cases, a single municipality will issue several series of bonds, each supported by 
a different source of revenue. For example, the same city might issue GO bonds, 
utility revenue bonds, and bonds supported by a first lien on a citywide sales 
tax. Although the credit quality of each of the bonds is largely affected by the 
local economy, unique factors will influence the specific repayment scenarios. 
Because less than 60% of the municipal bond market is backed by taxes, an 
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investment approach which focused only on tax-backed and essential service 
bonds would leave out over 40% of the investment opportunity set.

Figure 6. Market value % by source and purpose for Barclays Capital High Grade 
Municipal, High Yield Municipal, and Municipal Taxable Indices.

Source: Bloomberg, Barclays Capital.

There are, however, certain common vulnerabilities – slow economic growth, 
still falling real estate values in some areas, and pension obligations, to name 
a few – and we may see an increase in the incidence of default among certain 
types of issuers, notably among smaller, non-essential projects from economically 
challenged areas, with cash flows that are not supported by taxes. But limiting 
investments only to tax-backed and essential service bonds would be an over-
reaction, cutting out a large and attractive portion of the market. In fact, this 
could be a counter-productive approach with yields on short-duration, high 
quality bonds currently offering a negative real (after inflation) rate of return.

Consequently, for municipal bond investors who are able to look beyond the 
headlines and the short-term volatility, it is critical to take a discerning and 
analytical approach to bond selection that acknowledges the entire municipal 
bond universe.  To that end, we have selected bond fund managers for Aspiriant 
client portfolios based in large part on the quality and depth of their credit 
analysis, which we think is particularly important during this period of stress in 
credit markets.

Our confidence … is 
bolstered by the diversity 
of the municipal market 
and the absence of the 
kind of interdependence 
which drove the financial 
crisis in September 2008.”
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This Investment Perspectives is neither an offer to sell nor a solicitation to buy securities, and does not constitute an offering.  Past performance is not necessarily 
indicative of future performance. All investments may lose value over time. Investments in bond funds and ETFs are subject to interest rate, credit, and inflation 
risk. None of the financial strategies outlined here should be construed as advice from Aspiriant. Such illustrations are educational only and do not take into 
consideration your personal circumstances or other factors that may be important in making investment decisions.

The Barclays Municipal Bond Index is an unmanaged total return index, considered to be generally representative of fixed rate, investment-grade municipal 
bonds The Barclays High Grade Municipal Index is an unmanaged total return index, considered to be generally representative of fixed rate, investment-grade 
municipal bonds with a minimum rating of Aa3/AA- issued across all states, and does not contain any management fees. The Barclays High Yield Municipal Index 
is an unmanaged total return index, considered to be generally representative of fixed rate, below investment-grade municipal bonds issued across all states, 
and does not contain any management fees.
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