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This document is purely for information purposes and does not constitute investment advice. It is intended for 
professional clients in approved jurisdictions only. Information has been obtained from sources believed to be 
reliable, however we do not guarantee accuracy.

bfinance is an independent, award-winning consultant that provides investment 
implementation advice to institutions around the globe.

With highly customised processes tailored to each individual client, our aim is 
to empower investors with the resources and information to take key decisions.

The team is drawn from portfolio management, research, consultancy and 
academia, combining deep specialist expertise with global perspective.

bfinance has conducted more the 800 engagements for over 300 clients in 32 
countries. The firm is headquartered in London, with offices in Paris, Amsterdam, 
Munich, Montreal and Sydney.

For more information please contact bfinance’s Head of Public Markets 
Mathias Neidert, mneidert@bfinance.com
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Why be interested now?

Historically, municipal 
bonds or “munis” – the debt 
instruments issued by U.S. 
states, cities, counties and 
other local authorities – have 
primarily represented a 
tax-efficient haven for 
domestic investors .
As such, they have largely been 
overlooked by the international investment 
community, especially when other high-
quality fixed income sectors were still 
offering acceptable yields.

Yet the persistence of a record low-yield 
climate has increased the appetite of 
international investors for this higher 
yielding, high quality asset class. In many 
ways it offers a unique substitute to long 
duration government and corporate 
bonds for the purpose of matching 
liabilities. Pension and insurance investors 
in Germany and Japan have shown 
particularly strong interest, as evidenced 
by recent bfinance manager searches, due 
to the exceptionally low yields available 
on domestic securities. Simultaneously, 
U.S. muni bond managers have surged 
offshore, drawn by the opportunity to grow 
and diversify their client base.

The vast majority of the US$1.7 trillion 
municipal bond market still comprises 
tax-exempt bonds, whose yields are 
typically depressed due to the income 
tax advantage for domestic investors. 
Yet the smaller taxable municipal bond 
(TMB) sector offers more appeal to 
overseas buyers. The TMB market has 
nearly quadrupled since 2008 to c. $300 
billion and has been one of the highest-
performing investment grade fixed income 
sectors over the past decade, albeit with 
higher volatility than corporate bonds.

Despite these attractions, the 
implementation challenges are 
considerable. The TMB market differs 
greatly from corporate debt, as the figures 
on the right of this page illustrate. Whilst 
there are plenty of inefficiencies for active 
managers to exploit, specialist expertise is 
crucial. Currency hedging costs can also 
erode returns for overseas buyers.

It is often suggested to investors subject 
to Solvency II, that taxable municipal 
bonds may involve a lower Solvency 
Capital Requirement (SCR) than corporate 
bonds with similar ratings, as long as they 
are funding infrastructure projects meeting 
certain conditions. At the time of writing 
we have seen no official confirmation of 
this and the positions of local regulators 
are still uncertain.

Meanwhile, Trump’s election may spell 
both good and bad news for TMB 
investors. Promises of infrastructure 
spending could translate into increased 
issuance, such as a revival of “Build 
America Bonds” issued after the 2008 
Financial Crisis. Yet inflation – also on 
the rise – does not bode well for duration 
products. That being said, long-term 
yields have corrected upward since the 
presidential election and the market is now 
pricing in higher inflationary expectations.
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Facts & figures
c.US$300 billion: current size of the TMB market, on par with European High Yield or 
Global Convertibles. Be warned: shrinkage may happen as “Build America Bonds (BABs) 
” issued 2009-10 with 10-year call features comprise 39% of the market.

c.US$90 billion: amount held by non-U.S. investors, particularly Japanese institutions.

3.78%: yield-to-worst of Barclays TMB index at 30 Dec 2016, versus 1.89% for the 
Barclays U.S. Treasury index and 3.37% for the Barclays U.S. Corporate Bond index.

c. 70%: the percentage of the Barclays TMB index rated AA or higher, versus just over 
10% for the Barclays U.S. Corporate Bond index.

9.31 years: effective duration of the same index. Beyond BABs, many long-dated TMBs 
are non-callable or have a punitive make-whole call option.

Over 4000: number of issues, from circa 700 issuers. The U.S. corporate bond market, 
ten times larger, has about the same number of issues. Sourcing and offloading bonds 
can be challenging.

6–12: the number of weeks an active manager requires to deploy a US$50 million 
portfolio of approximately 50 positions. No TMB pooled funds are available to non-US 
investors to date.

2-4bps: bid-offer spreads for the higher-rated, larger issues. Spreads at the other end of 
the spectrum may be 8-15bps.

>30: the number of managers that claim expertise in managing pure taxable municipal 
bond portfolios for institutional investors, out of >100 managers overall, according to live 
manager searches.

15-25bps: the management fee that investors can expect to pay for a US$50 million 
segregated active mandate.

5%: the proportion of current municipal issuance linked to monoline insurers, versus 
50% before the financial crisis. This goes with higher default rates.

99: the number of municipal bond defaults since 1970 (a 0.016% default rate). 36 of 
these 99 defaults took place during the 2008-2015 period, which is more representative 
of real credit risk.
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Which munis can 
I invest in?

What are the 
benchmarks?

There are two basic types of municipal 
bond: General Obligation (GO) bonds, 
backed by the “full faith and credit” of the 
issuer, and Revenue bonds backed by
cashflows from a specific project such as 
a toll road, sewer or hospital. The former 
tend to have lower default rates. However, 
revenue bonds backed by infrastructure 
with quasi-monopoly characteristics 
such as power plants also experience 
low default rates. At the other end of 
the spectrum, revenue bonds linked to 
healthcare and housing carry greater 
credit risk.

Municipal bonds are issued as either tax-
exempt or taxable instruments. As a rule 
of thumb, bonds funding projects that 
offer a significant benefit to the public 
can be issued as tax-exempt. In practice, 
numerous essential public-purpose 
projects are also funded with taxable debt 
due to the complexities of regulation
around tax-exempt bond issuance. For 
instance, public projects where facilities 
are leased to private entities may only be 
funded with taxable debt. In essence, the
TMB market is as well diversified across 
sectors as the tax-exempt market.

Since the interest paid on tax-exempt 
munis is not subject to income taxes, 
domestic investors are prepared to accept 
lower nominal yields as a result.  For 
international investors, taxable munis 
clearly hold the greatest attraction, 
although we encourage asset owners 
to give managers flexibility on this point.

The most frequently used benchmarks are 
provided by Bloomberg. Formerly known 
as the Barclays Municipal Bond Index and 
the Barclays Taxable Municipal Index, they 
capture investment grade rated, fixed-rate 
municipal bonds with issue size in excess 
of US$75 million and at least one year 
remaining until maturity. $2 trillion of 
supply lies beyond these indices.

The average rating of the Barclays Taxable 
Municipal Index is AA2/AA3. Investors 
should also note with care that 39% of the 
TMB market consists of “Build America
Bonds” issued in 2009-10 until that 
program was discontinued. As a result 
the market currently offers a strong 
concentration in effective durations 
ranging from 10 to 15. Save a new wave 
of issuance, the average duration will 
decrease gradually over the next few years.

Municipal Bond Market by Sector (in % of Market Value)

Source: Barclays, 30 June 2016
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How liquid is the market?

This sector is relatively shallow and less 
liquid than the corporate bond market. 
That being said, the relative illiquidity does 
not translate into significantly higher bidask
spreads. Transaction costs are generally 
similar to those for corporates (2 – 4bps). 
Transaction sizes, however, tend to be 
small on account of the large number of 
issuers. Many bonds are subscribed upon
primary issuance and held to maturity 
without reappearing in secondary markets. 
In short, it may not be possible to source 
all desirable bonds at any point in time and 
managers can take up to three months to
deploy a US$50m portfolio. Yet there are 
interesting seasonal fluctuations, with 
September and October often presenting 
a high volume of issuance, meaning that 
timing is key. The yield pick-up of TMB 
versus other bonds constitutes a liquidity 
premium that can be harvested by long-
term investors.

What makes a 
strong manager?
The good news for investors is that the 
severe inefficiencies in this market, which 
include its continued domination by retail 
investors, make it a strong candidate for 
active management. Those with the ability 
to assess credit risk, value, source and 
trade securities effectively are well placed 
to deliver outperformance.

Muni managers’ core expertise lies in 
tax-exempt bond investment. Since only 
the income from the bond is tax-free, 
managers keep portfolio turnover low in 
order to realise capital gains. As a result, 
buy-and-hold has imposed itself as the 
mainstream investment approach. Today 
a growing portion of providers are offering 
total return strategies, investing more
actively across the muni bond market 
(which may include high yield munis, 
a small market representing about 
US$82 billion) with a view to maximising 
outperformance against the main 
Municipal Bond index.

When selecting an active manager, 
investors should pay particular attention to 
the quality of credit research and whether 
it is dedicated specifically to municipal 
bonds. The universe comprises many
small, unsophisticated issuers. Agency 
ratings are even less reliable here than in 
other credit asset classes. The decline of 
monoline insurance makes defaults more 
likely and such research more vital.
We favour models where experienced 
traders are integrated into the investment 
process. Effective coverage of both 
national and local dealers can provide 
vital insights on market prices to support 
relative value analysis and security 
selection.

Size can be both a blessing and a curse 
in TMB. A large volume of assets means 
that a manager can act as a meaningful 
counterparty to underwriters, giving
the ability to secure sizeable allocations on 
primary issues. However, smaller players 
can find it easier to trade in a relatively 
illiquid secondary market.
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