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Introduction

A municipal bond is a debt security issued by states, cities, counties, and other government-created entities to pay for capital projects, such as highways, airports, sewers, bridges, schools, hospitals, and other infrastructure expenditures. Municipal bond issuers include state and local municipal governments as well as other municipal entities (e.g., utilities, water districts, hospital authorities), and there are more than 55,000 issuers of municipal bonds.1 The estimate of more than 1.5 million different types of municipal bonds reflects the wide and diverse range of civic projects that are financed in this market.2 Municipal bonds are also distinguished from other types of bonds (e.g., corporate, U.S. Treasuries) by the tax treatment for individuals. The interest on municipals is generally exempt from federal taxes. Residents who invest in their state or local municipality bonds may also have the interest on these bonds exempt from state or local taxes.3

The Municipal Securities Rulemaking Board (MSRB), an independent rulemaking entity established by Congress, provides oversight of the municipal bond markets and participants. The MSRB was created by the Securities Act Amendments of 1975.4 MSRB is considered to be a self-regulatory organization (SRO), and its rules are approved by the Securities and Exchange Commission (SEC) and enforced primarily by the Financial Industry Regulatory Authority (FINRA), which is another SRO. SROs are subject to SEC oversight and primarily regulate broker-dealers, who earn fees for trading in securities markets.5 All municipal broker-dealers as well as municipal advisors, who earn fees for advisory services, must register with the MSRB.6 Generally speaking, the main objective of the MSRB is to promote fairness and transparency in the municipal securities markets.

Following the 2007-2009 recession, state and local public-sector entities have encountered rising fiscal gaps as well as rising indebted levels associated with the financing of long-term capital projects, and thus more distressed financial situations.7 While fiscal gaps may be narrowed by reducing spending and raising taxes, the proceeds generated by municipal bond issuances are typically designated for the funding of longer-term capital projects. All forms of lending, however, are risky, and bondholders face a range of financial risks. Proper disclosure of risk allows investors to determine whether they want to lend and how much of their funds they may be willing to lose in the event the borrower is unable to repay. In addition to the customary risk and return trade-off assessment, financial intermediaries (e.g., banks, credit unions, insurance companies) are also faced with additional regulations affecting the cost and, therefore, the return on municipal bond investments.

This report examines various influences on investors' demand for municipal bonds, with a particular focus on financial institutions; it also discusses policy issues for Congress. The report presents some recent investor holding trends, followed by an overview of various types of financial risks associated with municipal bond investments. In light of the financial risks, it discusses the challenges associated with improved financial disclosures of municipal bonds. Finally, depository banks that choose to hold municipal bonds face added regulatory requirements, which are also discussed given that banks may both lend and facilitate lending in this market. The Appendix provides an overview of the fiscal health of state and local municipal issuers since the 2007-2009 recession.








	Financial Intermediaries: Institutions and Markets

Financial intermediation is the process of matching borrowers with lenders (i.e., savers). Depository intermediaries, such as banks and credit unions, for example, generally acquire funds from lenders (in the form of checking and savings deposits) and subsequently make loans to borrowers. The aggregate returns from lending activities are distributed between the intermediary (that keeps the loans in its asset portfolio) and the savers (that maintain deposits in the lending institution). Alternatively, financial intermediation may be conducted via the bond and asset-backed securities markets. Bonds are conceptually equivalent to loans. Investors assume the role of lenders when they purchase bonds from issuers, who are essentially borrowing the investment funds.8 Similarly, investors that purchase financial interests in an asset-backed security, which is created by transforming a pool of numerous bonds into tranches (i.e., sets of tiered payment structures prescribing the sequence that investors are to be repaid and associated investment yields), jointly act as lenders to the underlying pool of borrowers. Financial intermediation activities that occur in the financial markets (rather than facilitated by depository institutions) may be referred to as shadow banking activities. All forms of financial intermediation bear the typical risks (e.g., asset market, liquidity, default, systemic) associated with lending.9








Trends in Municipal Bond Holdings Following the 2007-2009 Recession

Figure 1 shows that the outstanding issuances in the municipal bond market, as reported by the Federal Reserve, totaled $3.65 trillion in 2014, down from a $3.77 trillion peak in 2010.10 The municipal bond market grew in size by 24.9% from 2005 to 2010, but decreased by 3.2% from 2010 to 2014. The largest sector holding municipal bonds are household investors, which includes some nonfinancial businesses (e.g., nonprofit organizations). Household investors reduced their market share of municipal bond holdings from 54% to 43% between 2005 and 2014.11 Households still hold the largest share of municipals, perhaps as a result of the tax advantages for individual investors.









	Figure 1. U.S. Municipal Bond Market: Total Outstanding and Bondholders, by Sector

2005-2014




	



	Source: Federal Reserve Flow of Funds.

Note: Congressional Research Service (CRS) Computations.








Whereas the household share of municipal holdings declined, the share of municipal bonds held by other financial entities increased. Figure 1 shows that depository institutions (i.e., banks and credit unions that maintain federally insured deposits) have more than doubled their share of holdings.12 Life insurance companies have quadrupled their share of holdings from 1% to 4%. As the share of municipal bonds held via money market deposit accounts fell since 2005, the share held via money market mutual funds rose.13 More time may be needed to determine whether the observed trends in investor composition reflect temporary or permanent shifts.

Understanding the Financial Risks Related to Holding Municipal Bonds

The willingness to hold or the demand for municipal bond investments depends upon various factors, including investor appetites for financial risks.14 This section discusses the different types of financial risks that influence the willingness and therefore the decision to hold municipal bonds. One or more of these types of risks (discussed in no particular order) may influence investors' decisions to hold municipal bonds.15

Asset Market Risk

Asset market risk with respect to bond holdings may also be referred to as interest rate risk. For example, suppose a lender makes a loan to a borrower at a fixed interest rate. A rise in market interest rates on the following day reduces the present value of the loan made the day before, meaning that the lender could have earned a higher yield by waiting a day. At times when interest rates are expected to rise, the lenders may want to sell the current loan for cash and originate a new loan the next day at the higher interest rate, thus avoiding ownership of the original asset should it decline in value.

Increased interest rate risk may cause some investors to sell municipal bond holdings. When current interest rates are expected to rise relative to the agreed-upon note rate of existing bonds, the present value (price) of existing bonds will decrease relative to newly issued bonds with higher rates of return (yields). Given that interest rates have remained at historic lows, some investors may have been anxious about holding existing bonds in their portfolios in anticipation of future increases in interest rates that would reduce current bond values.

Liquidity Risk

Economists view the concept of liquidity from a variety of perspectives. Liquidity is a term that typically refers to how quickly an asset can be converted to cash. In the context of bond markets, liquidity pertains to how quickly an asset can be bought or sold in the marketplace. Liquidity risk, therefore, can refer to holding assets that cannot quickly be converted into cash to satisfy immediate needs or are traded in thin markets (i.e., low volume of buying and selling). Financial intermediaries typically assume liquidity risk when holding less liquid loans in their asset portfolios. If investors finance less liquid, longer-term assets (e.g. bonds) with more liquid, shorter-term obligations (e.g., demand deposits) they risk having to incur large losses if they need to liquidate some or all of those assets to repay the shorter-term obligations on time.16

Newly issued municipal bonds tend to be the most actively traded (primary market trading); bond trading after initial issuance, referred to as secondary market trading, declines significantly.17 The SEC cites studies reporting that one-third of municipals trade only once after initial issuance, the remaining bonds trade only two or three times during their lifetimes, and 5% of all municipals may only trade once every 12 years.18 Only a small amount of outstanding municipal bonds are purchased or offered for sale on a day-to-day basis, resulting in a thin secondary market for these securities.19 Hence, municipal bonds trade in small volumes in the over-the-counter market on an irregular basis (in comparison to trading in large volumes on organized exchanges). The thin secondary market is why the municipal bonds are generally characterized as being illiquid (although some municipal bonds may be considered less illiquid relative to others).

The thin secondary market trading volume is why the prices of individual municipal securities must be estimated, which increases the probability of incurring a loss (i.e., rising liquidity risk) under circumstances in which investors unexpectedly needed to liquidate their bond holdings.20 Prices are frequently determined by observing past trades of bonds that arguably share similar characteristics, which has become easier for individual investors in recent years as a result of the MSRB's Electronic Municipal Market Access website.21 Consequently, some investors, particularly those anticipating their future cash flow needs, may choose to convert their municipal bonds holdings into assets in which the values do not need to be estimated and, therefore, characterized by lower levels of liquidity risk.

Default Risk

Default risk refers to the risk that borrowers (or bond issuers) will not repay all principal and interest owed or as scheduled. In light of the thousands of issues, municipal bond defaults are likely to be idiosyncratic or unique to the financial conditions tied to the locality or entity where they were issued.22 The default rate for municipal bonds tracked by the S&P Municipal Bond Index, for example, was 0.144% in 2012, 0.107% in 2013, and 0.17% in 2014.23 In light of infrequent default experiences, municipals are considered to be historically safe investments.24

The Federal Reserve Bank of New York has found that reports by major bond rating agencies about municipal bond defaults only include rated bonds, but inclusion of the unrated portion of the market significantly increases the number of municipal default frequencies.25 Furthermore, several state and local municipalities experienced financial distress episodes following the 2007-2009 recession. Some municipal bond issuers saw lower tax revenues and higher expenditures.26 Some municipalities saw their credit ratings downgraded due to growing indebtedness, frequently associated with underfunded pensions.27 Some general obligations were cut to junk (low grade, high default risk) bond status;28 since 2008, some issuers have filed for Chapter 9 bankruptcy.29

When an issuer's credit rating is low, bond insurance may be purchased to help attract investors.30 The financial guaranty insurance industry, that is, monoline (bond) insurers, provides insurance against the default risk of municipal bonds and asset-backed bond issuances. After 2007, monoline insurers experienced losses on mortgage-backed securities guarantees resulting in a loss of their AAA ratings.31 Some investors may be less comfortable holding insured municipal bonds in light of reports about some bond insurers that are still recovering from previous financial losses.32

In the 114th Congress, the No Taxpayer Bailouts for Unsustainable State and Local Pensions Act (H.R. 1476) was introduced to prohibit the Secretary of the Treasury and the Board of Governors of the Federal Reserve System from providing any financial assistance to state and local government pension plan funds. If the source of financial stress for many municipalities is related to the funding of municipal employee pensions, then this bill would prevent the federal government from acting as the ultimate guarantor for municipal investors. This bill could encourage some municipalities to apply available funds to cover pension liabilities and fund more non-pension liabilities via borrowing, thereby shifting more default risk to non-pension liabilities where it may still be possible to request federal assistance.

Systemic Risk

Bond markets, as with all financial asset markets, are also vulnerable to systemic risk crises. A systemic risk crisis can occur in the municipal bond market when bondholders suddenly lose confidence (or panic) about the likelihood of repayment and simultaneously rush to sell or liquidate their municipal securities holdings.33 Given that municipals trade infrequently and their prices are estimated, investors may not be able to obtain timely market information about changes in issuer default risk or changes in overall market perceptions of default risk. Although investors can obtain information about the risks associated with their bond holdings, (e.g., the financial statements of the bond issuers or on-site inspections of the progress of a municipal project), recurring announcements of various municipals' fiscal problems may influence bondholders' perceptions of risk exposure. Growing pessimism can suddenly manifest itself in the form of a market retrenchment—often referred to as a systemic risk run or flight-to-quality event—when investors suddenly attempt to liquidate their bond holdings before issuers become insolvent.34

The Financial Stability Oversight Council (FSOC), established to identify risks to the financial stability of the United States, provided an assessment in its annual report regarding the potential of a systemic risk crisis in the municipal bond market generated specifically by the debt crisis in Puerto Rico.35 Puerto Rico has outstanding municipal debt totaling more than $70 billion, and the credit rating agencies have downgraded the issuances to junk status.36 According to the FSOC, evidence of an erosion of investor confidence in the broader municipal bond market stemming from financial challenges idiosyncratic to Puerto Rico has not been observed. As long as investors do not consider the financial distress of one or more municipal issuers to be indicative of the broader financial health of other issuers, then it may be possible to avoid a systemic risk panic in the broader municipal securities market.

Disclosing and Evaluating Municipal Bond Risks

The Securities Act of 1933 requires full disclosure of material financial information about securities sold and granted in the securities market.37 The federal government, however, is limited in its ability to regulate the municipal bond market even though it is a national market due to concerns associated with federal-state comity.38 The Securities Exchange Act of 1934 created the Securities and Exchange Commission (SEC), giving it broad authority over the securities markets with the exception of the municipal securities market.39 The Securities Acts Amendments of 1975, commonly referred to as the Tower Amendment to the Securities Exchange Act of 1934, prohibits the federal government from requiring

any issuer of municipal securities, directly or indirectly through a purchaser or prospective purchaser of securities from the issuer, to file with the [Securities and Exchange] Commission or the [Municipal Securities Rulemaking] Board prior to the sale of such securities by the issuer any application, report, or document in connection with the issuance, sale, or distribution of such securities.40

Issuers of municipal bonds are not required to register their securities and thus are not subject to SEC disclosure requirements. The SEC does not have the authority to require state and local municipalities to follow the Generally Accepted Accounting Principles (GAAP) for state and local municipalities, established by the Governmental Accounting Standards Board (GASB).41 Compliance with GASB rules by state and local municipalities is voluntary. Individual states can pass statutes to require compliance with GASB or other preferred accounting methods. For example, the SEC has noted that the state of New Jersey has passed a state law requiring its localities to use statutorily mandated accounting methods as opposed to a nationally recognized accounting standard, such as those issued by the GASB.42

Because municipal issuers do not have to meet standard SEC disclosure requirements, disclosure practices may vary by jurisdiction, state requirements, and type of security offerings (e.g., general obligation bonds, revenue bonds). Accounting practices are inconsistent across state and local governments. State definitions of budget items may vary considerably, making the ability to compare risks across municipal jurisdictions less effective.43 Conflicts of interests that may exist between the issuer, underwriter, and other principals may not be sufficiently disclosed at an initial offering. Disclosures at new offerings may lack sufficient information about the existence of bank loans or other municipal obligations owed by the issuer. Investors may also be vulnerable to improper disclosures if municipal bond credit rating changes, particularly in municipal markets that trade infrequently. Such issues suggest that investors are unable to accurately determine how much default risk they would assume when considering municipal bond investments.

Complicating matters, bondholders may be unsure whether they rank first or last in payment priority should an issuer become insolvent.44 In accordance with the Tenth Amendment of the U.S. Constitution, the federal government may not grant a bankruptcy petition for a municipality without permission from the state because bankruptcy is a federal process. Some 26 states allow municipalities to file for bankruptcy.45 For states that have not enacted laws specifying whether it or its local public-sector entity can declare bankruptcy, bondholders would not know the order of payment priority in case of an asset liquidation episode, possibly prompting some of them to sell their municipal bonds. In cases where state and local courts may favor pension funds over bondholders, it becomes particularly important for bondholders to be fully aware of the repayment risks.

Meeting various disclosure standards may be considered burdensome particularly for smaller municipal issuers. For example, issuers pay standardization and transmittal requirements for data.46 Standardization of the reporting cycle, (i.e., quarterly or monthly) may be expensive if, for example, financial statements were required to be audited and credit ratings had to be updated at each interval.47 Generally speaking, small financial entities (e.g., community banks, credit unions, small bond issuers) typically lack the volume of transactions commensurate with the compliance costs of various industry regulations compared with their larger competitors.

Regulatory Actions to Improve Municipal Market Disclosures

The SEC has brought attention to the need to improve disclosure practices of state and local governments in light of alleged omissions of material information that investors may have found necessary to fully understand the risks associated with municipal bond investments.48 The SEC may still enforce federal securities antifraud provisions against municipal issuers when pertinent financial information is withheld from or misrepresented to investors in violation of SEC Rule 15c2-12.49 The SEC has suggested recommendations designed to improve transparency and liquidity in the municipal securities markets.50

Although federal disclosure requirements may not be imposed on municipal issuers, broker-dealers that facilitate the buying and selling of municipal bonds are regulated. The Municipal Securities Rulemaking Board was established as an independent entity in 1975 by the Tower Amendment to issue regulations and rules for the municipal bond broker-dealers. The MSRB has authority to make rules regulating the municipal securities activities of securities firms and banks that underwrite, trade, and sell municipal securities, as well as municipal advisory activities of municipal advisors. Title IX of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank Act)51 expanded the MSRB's jurisdiction, which had included broker-dealers (that earn fees for trading municipal securities), to also include the regulation of municipal advisors (that earn fees for advisory services) and establish rules for their activities.52

On March 10, 2014, the SEC's Division of Enforcement created the Municipalities Continuing Disclosure Cooperation Initiative (MCDC).53 The MCDC provides issuers and underwriters the opportunity to self-report any material misstatements in bond offering documents (within the last five years of any primary offerings) as well as to comply with continuing disclosures as required by SEC Rule 15c2-12.54 The objective of MCDC is to encourage issuers to voluntarily correct misrepresentations rather than wait for them to be detected, thereby increasing transparency in the municipal bond markets. The deadline for self-reporting was September 10, 2014, for underwriters (broker-dealers) and December 1, 2014, for issuers.55

In addition, the GASB has announced Statement 67 and Statement 68 to further define the requirements for the reporting of accounting and financial information related to municipal pension funding.


	Statement 67, Financial Reporting for Pension Plans, pertains to disclosures primarily for pension beneficiaries and other stakeholders. Examples of information likely to be of concern to beneficiaries include items such as total (employee and employer) pension contributions, predicted rates of returns, and overall performance trends. Statement 67 amends existing Statement 25 to require greater disclosures about material ("decision-usefulness") pension fund details in the notes that accompany the financial statements as well as in the required supplementary information. Statement 67 went into effect for fiscal years beginning after June 15, 2013.56

	Statement 68, Accounting and Financial Reporting for Pensions, pertains to disclosures primarily for taxpayers and creditors.57 Statement 68 amends existing Statement 27 to require that the reporting of pension liabilities occur in the official, accrual based financial statements (rather than mentioned as supplementary information). Statement 68 went into effect for fiscal years beginning after June 15, 2014. This requirement is likely to result in the reporting of larger expenses and liabilities for states and municipalities, arguably providing more complete financial representations.58



Although greater transparency and more complete disclosures arguably may be more beneficial for investors, investor reactions are difficult to predict. Some municipal investors may be comfortable with the level and types of financial risks held in their portfolios as long as they are made fully aware; others may be less comfortable. Better disclosures may attract some investors but deter others because risk appetites and tolerance levels are diverse, thus making it difficult to predict how credit flows to municipalities would change with greater transparency. Likewise, it is ambiguous whether improved disclosures would decrease or increase the need for possible federal government intervention, perhaps in the form of financial guarantees. Greater transparency theoretically would be expected to reduce bondholder speculation and, therefore, the possibility of a financial panic. In contrast, greater transparency might reduce the demand for municipal securities, and federal government interventions might still be necessary to reassure investors and support the flow of credit to public-sector entities.

Congressional Efforts to Improve Transparency

The Public Employee Pension Transparency Act (H.R. 1628) and its companion bill of the same name (S. 779) were introduced in the 113th Congress. These bills proposed to foster greater disclosure by encouraging use of reporting requirements specified in the bills for state or local government employee pension benefit plans. The bills would have also removed the federal tax exemption on municipal bond yields during any period in which the issuing locality failed to comply with reporting requirements. In addition, the bills would have exempted the United States from any liabilities associated with shortfalls in any state or local government employee pension plan. These bills may have resulted in increased transparency, but it is unclear whether they would have increased or decreased investor participation in the municipal bond market.

Incentives for Depository Bank Holdings of Municipal Bonds

When deciding whether to hold municipal bonds, all investors, including financial institutions, typically consider their rates of return (or yields) as well as the various types of risk factors previously discussed. In addition, the total profitability for institutional investors would be affected by the funding costs (i.e., the cost to borrow the funds necessary to purchase municipals), the tax treatment, and the safety and soundness costs to hold municipal securities (as reflected in related capital requirements). Some of the legislative and regulatory factors that influence banks to hold municipal bonds are listed below.


	Congress passed the Community Reinvestment Act (CRA) of 1977 to encourage federally insured banking institutions to make sufficient credit available in the local areas in which they were chartered and acquiring deposits.59 Banks have a wide variety of options to serve the credit needs in the geographical area where they acquire deposits.60 During CRA examinations, banks may receive CRA consideration for holding municipal bonds that promote economic development in their assigned local areas.

	Although the interest from municipal bond investments is not subject to federal tax when held by individuals, the interest is subject to federal taxes when held by banks. The Tax Equity and Fiscal Responsibility Act of 198261 limited the interest deduction on municipals for banks to 85%; the Deficit Reduction Act of 198462 further reduced the deduction to 80%. The Tax Reform Act of 1986 eliminated the interest deduction on municipals for banks, but exemptions were made for "qualified tax-exempt obligations" up to a $10 million annual limit.63 Specifically, banks must pay taxes on the interest income earned from municipals, but they may deduct 80% of the costs incurred to fund municipals that satisfy certain regulatory requirements.

	Under Basel III capital requirements for banks, the dollar amount of municipal bond holdings are multiplied by an assigned risk weight that is subsequently used in the calculation of the required capital reserves a bank must maintain. The current risk weight assigned to a general obligation bond backed by the full faith and credit of the public-sector entity is 20%; the risk weight is 50% for issuances that are expected to be repaid with revenues from a project rather than general tax funds.64 Should the status of a particular set of municipal securities change to nonperforming, the risk weight applied to the outstanding balance for troubled bank loans increases to 150%, resulting in greater capitalization pressures. For example, suppose a banking institution is holding a set of municipal bond obligations that experience a ratings downgrade such that the securities are no longer investment grade.65 Because the secondary municipal bond market is not liquid, disposal of these riskier assets is unlikely to occur quickly, especially if the market value of these securities declines. Banking institutions would need to increase their regulatory capital against the value of the downgraded assets until they have been sold or written off the balance sheet as losses.



Congress has shown willingness to foster greater credit access for public infrastructure spending for possible economic stimulus. For example,


	The American Recovery and Reinvestment Act of 2009 (P.L. 111-5) included provisions allowing for the temporary issuance (before January 1, 2011) of a tax-credit bond, the Build America Bond (BAB), which paid bondholders (including banks) a federal tax credit equal to 35% of taxable interest. This development coincides with the observed rise in the share of bank municipal holdings in 2009 (as shown in Figure 1), because the after-tax interest income earned from BABs would increase for banks relative to traditional municipal bonds.

	The Move America Act of 2015 (S. 1186), introduced in the Senate, proposes to "expand tax-exempt private activity bonds and create a new infrastructure tax credit," which allows states to pursue infrastructure projects.66

	The Municipal Bond Market Support Act of 2015 (H.R. 2229) was introduced on May 1, 2015. H.R. 2229 would increase the annual municipal debt limit that could be exempt from $10 million to $30 million on the amount of tax-exempt obligations a small issuer may issue for a bank to purchase.67 The bill also would allow for a higher increase in the annual inflation adjustment. Banks would be able to increase their investment in tax-exempt municipal securities up to the higher limits. The reduction in federal tax liabilities would increase the expected rate of return of municipal bond investments for banks, possibly increasing their incentive to hold more bonds.



Liquidity Requirements for Depositories

In September 2008, the short-term overnight funds market collapsed when financial institutions suddenly refused to make short-term loans to other financial institutions after reports of other distressed financial institutions, an example of a systemic risk event.68 The panic response by numerous financial institutions to discontinue their participation in financial markets arguably prompted the Federal Reserve to intervene and provide liquidity to the financial system.69 The Federal Reserve and other federal banking agencies proposed strengthening liquidity regulations, calling for depository banking institutions with $10 billion or more in assets to hold more high quality liquid assets (HQLA) in their portfolios.70 In the final rule, the qualifying liquid assets have been defined over various ranges (i.e., level 1, level 2A, and level 2B), with level 1 being the most liquid, followed by level 2A and then level 2B being least liquid.71 The federal banking regulators did not include municipal bonds in any of the HQLA definitions because they observed a wide range of liquidity characteristics for municipal bonds, making it difficult for this class of securities to collectively meet the liquid and readily marketable requirements.

On April 16, 2014, several Members of Congress requested that the Federal Reserve include municipals as part of HQLA.72 The exclusion of municipal bonds from HQLA eligibility may discourage banks from increasing their municipal holdings, possibly increasing the funding costs for state and local governments. On May 4, 2015, H.R. 2209 was introduced "to require the appropriate federal banking agencies to treat certain municipal obligations as level 2A liquid assets, and for other purposes." Because some municipal bonds may trade in relatively more liquid markets compared with others, this bill would allow for a specific subset of municipal bonds satisfying a criteria for liquid and readily-marketable securities to be included in the level 2A HQLA asset definition. The Federal Reserve has issued a proposed rule to allow some municipal bonds with acceptable liquidity characteristics to satisfy one of the HQLA definitions; however, other banking regulators still view municipal bonds to be illiquid for the intrinsic purposes of the rule.73 If the other federal regulators choose not to adopt rules similar to the Federal Reserve's rule, then holdings of municipals by bank depositories or depository subsidiaries would not apply toward their HQLA requirement even if it can be applied at the bank holding company level.

The Dodd-Frank Wall Street Reform and Consumer Protection Act

The Dodd-Frank Act contained provisions that arguably may influence bank purchases of municipals. One provision is related to the use of credit ratings.74 The Dodd-Frank Act removed the use of credit ratings from regulatory guidance, and banks now face new guidelines for determining investment grade securities that can be held in their portfolios.75 An investment grade security is defined as one in which "the issuer of the security has an adequate capacity to meet financial commitments under the security for the projected life of the asset or exposure."76 Banks must perform credit risk due diligence for the municipal securities they hold, showing that issuers meet the definition of investment grade. Banks may continue to use credit agency ratings in their assessments, but only as a factor among a variety of factors (such as various market comparisons and economic data trends, similar in nature to some of the credit spreads discussed previously) that should be considered. Hence, the costs to hold some municipals, particularly smaller issuances by smaller localities for unique projects, may have risen in cases where regulated institutions must perform additional due diligence to authenticate the risk levels.77 Furthermore, tens of thousands of municipal bonds are nonrated to reduce borrowing costs, meaning that it may become more challenging for banks to determine whether the bonds are investment grade.78 As a result, the demand for the highest credit quality municipal bonds may increase whereas the demand to hold bonds by more financially vulnerable issuers may fall.

One provision that arguably may have less influence on bank purchases of municipals is the Volcker Rule. The Volcker Rule prohibits banking entities from proprietary trading activities or the buying and selling of one or more financial instruments for short-term resale (less than 60 days) to benefit from short-term price movements or to realize short-term arbitrage profits. Trading on behalf of customers is permitted so long as the banking entity does not retain beneficial ownership of the instrument.79

In a comment letter to the federal banking regulators, the MSRB reported that approximately three-fourths of the firms underwriting and trading municipal securities in FY2011 were covered by a proposed version of the Volcker Rule.80 The federal bank regulators amended the initial proposal, which exempted municipal bonds from the final rule.81 The final rule that implements the Volcker Rule still permits banks to engage in the proprietary trading of U.S. government, agency, state, and municipal security obligations.82 Hence, it is unlikely that any future declines in municipal bond purchases by banks would be attributed to the Volcker Rule.

The Financial Health of Municipal Bond Issuers

The fiscal status of issuers is essential to understanding the overall health of the municipal bond market. This section presents aggregate statistics about revenues, expenditures, and outstanding debts of state and local governments (before and after the 2007-2009 recession) that may issue municipals to fund expenditures.83 Although state and local governments do not issue all municipal bonds, the data collected by the U.S. Census Bureau Governments Division are used in this report for brevity. The composite statistics should not be interpreted to mean that an aggregate fiscal health diagnosis would apply equally to all municipal bond issuers. A state could be experiencing a budget crisis while local governments within the same state may be financially sound. Conversely, a state may maintain a better financial situation than some of its localities. The tax (revenue-generating) policies and expenditure patterns also vary for all state and local public-sector entities. Hence, the aggregate data would not capture the financial health of each locality, but the trends may help identify the broad challenges faced by municipal bond market issuers.

Public-sector entities generally have current (annual) operating budgets that are determined by current revenues and expenses. Current revenues are generated by items such as taxes, fees, user charges, and intergovernmental aid. Current expenses include items such as employee salaries, payment for services, and interest payments on debt. For the most part, state and local governments are required to balance their current operating budgets. Short-term liabilities that are incurred and repaid within a year would not show up in the year-end financial statements.84 Long-term obligations expected to be repaid over a period greater than one year and funded by municipal bonds would typically appear in the capital budget. The payment of annual interest on long-term liabilities, however, should appear in the operating budget. For example, suppose a public-sector entity has a long-term financial obligation to pay for an infrastructure project. Annual interest payments to creditors such as municipal bond holders would be accounted for in the current operating budget; the total obligation would appear in the long-term capital budget.

Using U.S. Census Bureau's data, Figure A-1 shows the aggregate trends in state and local governments' current revenues collected from their own sources (e.g., taxes, general revenues), current revenues that include federal government appropriations, and current expenditures. All years are measured by fiscal years (between July 1 and June 30) rather than calendar years. For the most part, current state and local government revenues have been able to meet current expenditures with the help of federal government funding. From FY2000 to FY2007, current revenues from own sources tracked current expenditures rather closely. The gap between current revenues from own sources and current expenditures was narrowing. After FY2007, however, the trend in aggregate current revenue fell below the trend in current expenditures. The trend in current revenues stopped declining by FY2009, but the gap between current revenues and current expenditures has since widened significantly.

In early 2014, credit rating agencies downgraded the credit quality of an estimated 20% of state and local governments.85 Downgrades typically translate into higher borrowing costs for state and local municipalities to finance their expenditures. Closing the gaps may ultimately require state and local governments to either raise taxes, reduce spending, or both. In the meantime, state and local public-sector entities appear to have the ability to cover their operating expenses (in absence of periods of recession) after factoring in revenues from the federal government.









	Figure A-1. State and Local Government Finances Summary: Total Revenues, Expenditures, and Debt Outstanding

FY2000-FY2012




	



	Source: The Congressional Research Service using data from the U.S. Census Bureau Governments Division.








Capital budgets are typically used to finance long-term investments, such as infrastructure and education, among other things. Municipal bonds are typically issued to finance long-term investment expenditures that would be expected to appear in the capital budgets. Figure A-1 shows the outstanding balance of aggregate debts that will be repaid over periods lasting longer than one year. From 2000 to 2012, the outstanding debt levels of U.S. state and local governments doubled from $1.45 trillion to $2.94 trillion. The rise in aggregate revenues, however, has not kept pace with the rise in outstanding aggregate debts. Aggregate own-source revenues for the states and local governments over the 2000-2012 period increased from $1.65 trillion to $1.97 trillion, representing a 22.0% increase. When federal transfers are included in aggregate revenues, the increase from $1.94 trillion to $3.03 trillion represents an increase of approximately 56.2%. Hence, the aggregate debt outstanding of state and local governments grew at a faster pace over the last decade than aggregate revenues. Rising capital budget obligations may translate into greater debt outstanding and, therefore, greater financial risk for municipal bond investors.

Another important source of rising state and local obligations may arguably be unfunded pension liabilities.86 Reliable estimates, however, are difficult to obtain because certain public-sector entities choose not to disclose these liabilities in their capital budgets.87 The Census Bureau reports that total annual contributions into state and local pension systems are currently trending below total annual payments made to beneficiaries, as shown in Figure A-2.88 Furthermore, the earnings on pension fund investments are extremely volatile, making it difficult to rely on them to cover annual shortfalls consistently. The assets in local pension funds consist primarily of nongovernmental securities (e.g., corporate stocks and bonds, foreign and international securities, mortgages, and other high-risk investments). Municipal pensions also invest in real estate, which is found in the total other investments category. Less risky investments (e.g., U.S. federal government securities, cash, and shorter-term liquid assets) comprise a significantly smaller share of the pension fund portfolio. The higher financial risk associated with the longer-term investments explain the fluctuations of investment earnings.89









	Figure A-2. Aggregate State Pension Fund Annual Contributions, Payments, and Portfolio Holdings

2000-2012




	



	Source: U.S. Census Bureau Governments Division.

Note: CRS Computations.








Tax-advantaged qualified tuition programs, also known as 529 college savings plans, may be considered another source of rising indebtedness for some states.90 The 529 plans allow for a contributor (e.g., a parent) to establish a savings account for a beneficiary (e.g., the child) in which withdrawals are not subject to federal, state, and local taxes as long as the distributions are used to pay for qualified higher education expenses.91 Tuition for a specified number of academic semesters, attendance to designated public institutions within the locality, and other requirements are examples of qualified higher education expenses eligible for the tax benefit. In addition, some 529 plans function as prepaid tuition plans, allowing contributors to pay future education expenses at current or present day prices.92 States or local governments provide their full faith and credit guarantee for the 529 plans they sponsor.93 The state or local municipality bears the tuition inflation risk if the earnings on the invested contributions do not fully cover the future (higher) education costs. In response to concerns about rising education costs, some states have closed their 529 tuition plans to new participants, put plans on hold, and suspended operations.94
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	See Board of Governors of the Federal Reserve System, Commodities Futures Trading Commission, Federal Deposit Insurance Corporation, Office of the Comptroller of the Currency, Securities Exchange Commission, "Agencies Issue Final Rules Implementing the Volcker Rule," press release, December 10, 2013, at http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20131210a3.pdf.




	83.
	The U.S. Census Bureau estimates that the United States consists of approximately 90,000 municipalities (i.e., states, counties, cities, special tax districts, U.S. territories, such as Washington, DC, and Puerto Rico). 




	84.
	See CRS Report R41735, State and Local Government Debt: An Analysis, by [author name scrubbed]. Municipal notes, which may mature within a year or less, may be issued for short-term cash management reasons.




	85.
	Some private-sector analysts of the municipal bond market analysts have collected more recent proprietary data and report that the gap between revenues and expenditures still has not begun to narrow. See Tom Kozlik and Alan Schankel, "We are Seeing Cracks in the U.S. State Sector and an Unprecedented Multi-Year Run of Credit Deterioration by Some Local Governments," Janney Fixed Income Strategy, Municipal Bond Market Monthly, September 16, 2014, at http://www.janney.com/File%20Library/Fixed%20Income/Janney-MBMM-September-2014.pdf.




	86.
	Estimates regarding the underfunding of pensions range from $1 trillion (see SEC Commissioner Daniel M. Gallagher, "Remarks at Municipal Securities Rulemaking Board's 1st Annual Municipal Securities Regulator Summit," speech, May 29, 2014, at http://www.sec.gov/News/Speech/Detail/Speech/1370541936387) to approximately $4 trillion (see Cory Eucalitto, "Promises Made, Promises Broken-The Betrayal of Pensioners and Taxpayers," State Budget Solutions, September 3, 2013, at http://www.statebudgetsolutions.org/publications/detail/promises-made-promises-broken-the-betrayal-of-pensioners-and-taxpayers).




	87.
	The reporting treatment of long-term retirement obligations, addressed by the Government Accounting Standards Board, would suggest that numerous public-sector entities have reported these liabilities as supplementary notes that accompany accounting statements rather than reporting them in the financial statements.




	88.
	The U.S. Census Bureau defines a public-employee pension system as one that is financed by a separate accounting fund (of the administering government), excluding pay-as-you-go insurance plans. See Ceci Villa Ross and Paul Villena, "Annual Survey of Public Pensions: State-Administered Defined Benefit Data Summary Report: 2013," U.S. Census Bureau, August 2014, at http://www2.census.gov/govs/retire/2013_summary_report.pdf.




	89.
	Municipal localities depend upon the fluctuations in earnings on investments to cover annual pension fund payouts. Some state and local governments issue pension obligation bonds (POBs) to cover pension fund shortfalls. When an investor purchases a POB, the locality uses the proceeds to make its required employee retirement contributions (i.e., defined benefit retirement funds). Ideally, the earnings from high-risk investments (e.g., stocks) would be sufficient enough to cover the anticipated pension fund payouts as well as the initial principal and interest owed to POB investors. See Alicia H. Munnell et al., Pension Obligation Bonds: Financial Crisis Exposes Risks, Center for Retirement Research at Boston College, State and Local Pension Plans, Issue in Brief no. 9, January 2010, at http://crr.bc.edu/wp-content/uploads/2010/01/SLP_9-508.pdf.




	90.
	See Georgia's Path2College 529 Plan, "National College Savings Survey Shows Increase in 529 Plan Savings," press release, June 26, 2014, at https://www.path2college529.com/news/pr-6-26-2014.shtml.




	91.
	See CRS Report R42807, Tax-Preferred College Savings Plans: An Introduction to 529 Plans, by [author name scrubbed]; and Ron Lieber, "College Plans You Thought Were Safe," New York Times, April 1, 2011, at http://www.nytimes.com/2011/04/02/your-money/paying-for-college/02money.html?pagewanted=all&_r=0.




	92.
	See U.S. Securities and Exchange Commission, "Antion to 529 Plans," at http://www.sec.gov/investor/pubs/intro529.htm.




	93.
	Some 529 savings plans are invested in private accounts and are, therefore, unrelated to government budget issues.




	94.
	See Christina Couch, "College 529 Prepaid Tuition Plans At Risk," Bankrate.com, at http://www.bankrate.com/finance/college-finance/college-529-prepaid-tuition-plans-at-risk-1.aspx. See Michael A. Olivas, "Developments in 529 Prepaid Tuition Plans (PTP) and College Savings Plans (CSP) Since 2003," University of Houston Law Center, September 2010, at http://www.law.uh.edu/ihelg/monograph/10-05.pdf; and the National Conference of State Legislatures, "Risks of 529 Prepaid Tuition Plans," May 22, 2014, at http://www.ncsl.org/research/education/saving-for-college-529-plans.aspx.
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