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Recent municipal bond (muni) market volatility has raised questions about the risks and rewards facing muni investors. Steven Permut, senior vice president and senior portfolio manager in charge of American Century Investments’ muni team, responds to these uncertainties. 

What led to the recent muni market volatility?

A “perfect storm” of events—coming in the wake of the 2008 financial crisis and while investors were also focused on the European sovereign debt situation—created market responses that we believe were driven more by investor emotions than by economic and financial fundamentals, though economic factors did enter into the equation.
First, rising Treasury yields (largely in response to expected economic stimulation from the Federal Reserve’s quantitative easing measures and the federal government’s tax cut extensions) weighed heavily on munis. The broad bond market experienced an upward yield adjustment based on concerns about future inflationary pressures.

Second, Republican gains in the November elections essentially gave license to the legislative tax compromise that extended the 2001 and 2003 tax cuts. That hurt the muni market because lower tax rates reduce the appeal of tax-free bonds. The election also cast doubt on federal support for state finances in general and the extension of the Build America Bonds (BABs) program, which provided a federal subsidy for issuers of these taxable munis. As it turned out, the BABs program was allowed to expire at the end of 2010. This will result in increased muni issuance in the tax-exempt side of the market, putting more upward pressure on tax-exempt yields.
Third, the media’s focus on a handful of troubled state and local issuers overshadowed the past year’s improvements in state tax receipts and other signs that municipal financial stability could be achieved in the not-too-distant future. Negative press helped lead to lower muni demand and higher redemptions in muni bond funds at a time when muni issuers were boosting supply (rushing to complete new bond deals before the BABs program expired), which put technical pressure on the market.

How serious are the reported threats to municipal credit quality?

Credit challenges do exist, but the situation is not as dire as some media and analyst reports make it out to be. The media tends to focus on the most dramatic stories, such as state budget troubles in California and Illinois, and local government mishaps, such as city bankruptcies (Vallejo, CA) and missed bond payments (Harrisburg, PA). And some of the most negative analyst reports have come from individuals who built their reputations in corporate credit analysis, and are relatively new to muni credit analysis.
The negative stories and reports don’t, in our view, reflect the fact that munis comprise a massive, nearly $3 trillion market that encompasses thousands of issuers in hundreds of still-functioning submarkets. Doomsayers are also overlooking or discounting munis’ comparatively high credit quality and low default rate history. And there seems to be a lack of understanding that most municipal debt is structured to be as immune as possible to economic swings and budget shortfalls—muni debt service typically has a high priority claim on revenues, and muni issuers can be very resourceful in terms of finding and generating income.
How do you respond to assertions that muni market challenges are more severe in this economic cycle than they’ve been in prior ones in most portfolio managers’ lifetimes? How can muni issuers avoid defaults in this environment?

We agree that prolonged subpar economic growth has put the credit quality of most muni issuers under heightened pressures. We expect more credit rating downgrades and a handful of additional defaults at the local level. But that’s far less severe than the broad muni market collapse suggested by the media and some analysts. We think muni credit quality in general will be resilient.
Consider first that states cannot file for bankruptcy, cease to exist, reorganize, or be liquidated, like corporations can. The payments on general obligation bonds are a full faith and credit pledge that have a high priority claim on state revenues. Debt service typically represents a small portion of state budgets, less than 10% on average. State debt outstanding is also low compared with the size of their economies.
With respect to municipalities below the state level, remember that they have a long history of dealing with economic cycles. Their “economic cycle-proofing” includes very high priority claims on available revenues, relatively low debt-to-income ratios, and “rainy day” reserves set aside for difficult periods. Even if other daily operations are hampered by budget deficits, most municipalities still have their debt service safeguards intact.
Is this a muni buying opportunity for investors?

While market volatility may continue during 2011, we believe munis still offer attractive tax-free income and value over a long-term time horizon. Indeed, some muni yields have recently exceeded Treasury yields, even before accounting for muni tax advantages. Emotion-driven yield spikes can represent buying opportunities for long-term investors.
But it’s a market that takes talent and experience to navigate. Economic pressures on municipal credit quality, the uniqueness of each municipality’s situation, and the demise of municipal bond insurance have put a premium on security selection and credit analysis. In this environment, we suggest that investors seek the assistance of experienced muni portfolio managers and credit research analysts to help reduce exposure to downgrade and default risks.
Our muni team at American Century Investments has been actively managing municipal portfolios since 1983. We offer seven tax-free bond portfolios and two tax-free money market funds for investors to choose from, to fit different situations, needs, and goals.
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