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  INVESTMENT PLANNING 

 Municipal Bonds: An Unusual 

Investment Opportunity 
   By S Timothy Kochis 

Mr. Kochis  is Chairman of Aspiriant, San Francisco, Califor-

nia, and is a member of the CCH  FINANCIAL AND ESTATE PLAN-

NING  Advisory Board. 

   Sadly, there is not much good news these days 
for users of municipal services or for taxpay-
ers, but municipal bond  investors  probably 

have little to fear. In fact, there may now be some 
unusually attractive investment opportunities. 

 With special thanks to my colleagues in As-
piriant’s Investment Strategy and Research De-
partment, led by Aspiriant’s Chief Investment 
Offi cer, Jason Thomas, PhD, here are some of our 
current thoughts on the attractiveness of munici-
pal securities in the current market environment. 

 The Great Recession has created a fi nancial 
strain on state and local municipal bond issuers, 
with a few commentators predicting huge losses 
for municipal bond investors. We don’t think so. 
Let’s consider the challenges facing issuers of mu-
nicipal bonds, the safeguards for investors, and 
scenarios in the case of default and implications 
for client portfolios. 

 Overview of the Municipal Bond Markets 

 Less than one third of municipal bonds outstand-
ing are the direct debt of state and local govern-
ments, and about nine percent of that is “pre-
refunded” (collateralized by US government 
bonds). i  Most of the remainder is revenue bonds, 
half of which are utilities with rate-setting powers 
and generally less impacted by recession. 

 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 percent and 0.58 per-
cent respectively. The vast majority of issuers (per-
haps over 80 percent) in the municipal market that 
have defaulted did not have taxing authority. 

 Even during the Great Depression, most de-
faults did not last long (interest payments were 
missed, but payments were resumed shortly and 
any defi ciency cured) and the estimated loss on 
the total was only about 0.5 percent. ii

 There are two principal challenges facing mu-
nicipal bond issuers: 
   1. Substantially reduced tax income; and 
   2. The growing burden of pension and retiree 

health care obligations, most of which are un-
funded.   

 A number of states entered the recent crisis 
with existing budget gaps and underfunded pen-
sions already on the books. The accumulation of 
further annual defi cits is too large to be solved by 
a few years of good economic growth. The budget 
gaps of California, Illinois, New York, and Texas 
for FY 2012 account for 50 percent of the total. iii

 Still, contrary to common perception, there 
has not been an increase in defaults. Standard & 
Poor’s reports that, through late 2010, municipal 
bonds defaulted at roughly the same pace as in 
2009—a mere 0.3 percent. A signifi cant increase in 
municipal defaults seems unlikely. iv

 Low current cost of debt service 

 The primary reason is that the cost of servicing 
debt is now very low, with interest payments 
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representing a relatively small part of state and 
local budgets. With the very long average ma-
turity of municipal bond borrowing, municipal 
bond refi nancing risk is quite small relative to 
corporate borrowers. 

 Opportunities for revenue enhancement 

 Even without tax rate increases, municipal fi nances 
will improve as the economy recovers. According 
to the State Controller’s Offi ce, California’s general 
fund revenues for 2010 through September were 
$1.2 billion (6.7 percent) higher than expected. 

 If the recovery proceeds too slowly, state and 
local governments can raise rates, exploiting their 
captive tax bases. For example, many cities are rais-
ing property taxes by double digit percentages. v

 Opportunities for expense reduction 

 State and local governments have demonstrated 
willingness to maintain budget balance while 
making full and timely debt service payments. 
The National Association of State Budget Offi cers 
reported that 43 states cut their budgets in 2009 
and 42 did so again in 2010.  

 Prioritization and protection 

 Moreover, offi cials managing municipal fi nances 
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 fi nancial stress. vi

 Security for general obligation (GO) and ded-
icated tax bonds is very strong, provided for in 
state constitutions, statutes, covenants with bond-
holders, and local ordinances. In California, only 
education spending has a higher priority than debt 
service; in New York and Illinois nothing does. 

 Pension obligations—a light at the end of 
the tunnel 

 Most of the actual pension 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 pen-
sion assets totaled $3.2 trillion as compared to 
“only” $175 billion in annual payments to retir-

ees. Improved investment 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. Illinois, 
for example, raised its retirement age for new em-
ployees from 60 to 67. 

 These protections for municipal bond investors 
are refl ected in the ratings on municipal bonds. 
In November 2010, Moody’s Investors Service af-
fi rmed the A1 rating and stable outlook on Cali-
fornia’s outstanding general obligation bonds 
and credits whose ratings are linked to those of 
the state, despite the high profi le hand-wringing 
of some economic pundits. 

 But what would happen in a worst case sce-
nario, where a state or large municipality actually 
defaulted? 

 Bankruptcy 

 Before a municipal issuer defaulted on its debts, 
it would consider a number of restructuring op-
tions. Some municipal issuers have the option of 
a Chapter 9 bankruptcy fi ling, which may be the 
only way to restructure their obligations, particu-
larly pension-related obligations. 

 The fundamental objective of Chapter 9 is to 
provide court protection for distressed municipal-
ities, allowing them to adjust their debts in a man-
ner which enables them to continue to provide es-
sential public services. vii  There were 10 municipal 
bankruptcy fi lings in 2009 and fi ve in 2010. Since 
the law was created in the 1930s, there have been 
about 600 cases; or only about eight a year. 

 The recent bankruptcy fi lings appear to be 
aimed at restructuring pension obligations rather 
than debt. 

 Not all municipalities would be able use bank-
ruptcy protection. Twenty one states do not allow 
municipal bankruptcy fi lings, partly out of con-
cern for hurting bond investors. 

 Unlike local municipalities, states are barred 
from seeking protection in federal bankruptcy 
court. Right now, a number of politicians and 
academics are pushing to allow states some form 
of relief. viii  To date, all of these proposals have fo-
cused on onerous pension obligations rather than 
reducing outstanding debt. 
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 Default 

 If a municipal issuer did default on its debt pay-
ments, creditors would seek to recover their prin-
cipal, just as they would with a corporate borrow-
er. Bond offerings from many local governments 
explicitly grant creditors the right to specifi c tax 
revenue, which may put those creditors in a better 
position than other unsecured creditors. There is 
no modern experience with a state defaulting on 
its general obligation bonds. Several states default-
ed during the Civil War, and Arkansas defaulted 
during the Great Depression, but these situations 
would likely not provide any current guidance. 

 Implications for investment portfolios 

 Current conditions for state and local govern-
ments are the most challenging since the Great 
Depression. In all likelihood the risk of further 
downgrades and defaults will remain elevated for 
several more years. 

 While that is true, it is important to understand 
that municipal bonds are still one of the safest in-
vestments. The default rate in 2010 was only 0.3 
percent which is in-line with the long-term his-
torical average and reveals that governments are 

largely managing through the downturn by mak-
ing tough fi scal decisions. 

 In the long-run, we believe the Great Recession 
will be a positive for municipal investors, creat-
ing demands for greater transparency, and most 
importantly, forcing public offi cials to address 
runaway spending and unsustainable public sec-
tor obligations they otherwise would have little 
appetite for rectifying. 

 Additionally, we expect demand for municipal 
debt to remain high as investors continue to take 
advantage of a steep municipal yield curve and 
attractive credit spreads versus low-yielding trea-
suries and cash alternatives. By almost every mea-
sure, we see good relative value in today’s mu-
nicipal bond prices, compared both to their own 
historical levels and to other parts of the fi xed in-
come universe. 

 For investors under-allocated to municipal debt 
or holding higher levels of cash, we believe it is an 
opportune time to restore strategic weightings or 
reinvest excess cash. Although we are generally 
optimistic that the large majority of issuers will 
rise to today’s challenges, there will certainly be 
areas of the market that are more vulnerable, so 
we recommend exposure that is both profession-
ally managed and broadly diversifi ed. 
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