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The Real ity  of  the Factors Stressing the Municipal 
Bond Market

 • Investors are considering the reality of factors stressing the municipal market including: lower 
but stabilizing revenues, political obstacles, a diffi cult budget cycle, uncertainty about further 
federal government stimulus and the direction of the US economy.

 • It is likely that the level of defaults and bankruptcies will rise above historical trends but there is 
no evidence to suggest that there is going to be a “Municipal Meltdown.”  

 • Janney Fixed Income Strategy recommends municipal investors possess a diversifi ed portfolio of 
high quality municipal bonds. 

MUNICIPAL CREDIT MARKET COMMENTARY

Experienced municipal market investors are conscious of the factors stressing the municipal bond 
market.  It is these same experienced investors and analysts who are looking past the headlines 
prevalent in recent press accounts, the latest installment being a June 14, 2010 Wall Street Journal 
article titled, “Investors Looking Past Red Flags in Muni Market.”  Suggestions of factors stressing 
the municipal market are overblown in this and many recent articles.  These articles are from report-
ers and outside observers proposing that the municipal market will be the next market bubble to 
burst, ala the sub-prime mortgage market or the dot-com stock bubbles.  A key difference is that 
most municipal market credits, unlike sub-prime loans or dot-com stocks, are solid investments and 
will continue to pay principal and interest until maturity.  Experienced investors are concentrating 
on the reality of the factors stressing the municipal market which include: lower but stabilizing 
revenues; political obstacles; a diffi cult upcoming fi scal year budget cycle; uncertainty about further 
federal government stimulus; and the direction of the US economy.  Hefty pension and health benefi t 
liabilities exist, but are a medium to long term credit risk as payments can be postponed, despite 
additional future expense incurred from deferring their payment.  Municipal market investors should 
not overreact to doomsday scenarios and incidents with extenuating circumstances.

Some municipal issuers have cut spending and raised taxes or user fees in response to lower rev-
enues.  It is forecast that some will have to drastically cut spending on schools, police, fi re and other 
essential services to levels that may be detrimental to municipalities’ ability to deliver public sector 
services and hinder fi nancial recovery.  President Obama included state and local aid as part of the 
2009 American Recovery and Reinvestment Act and this weekend reached out to legislators asking 
for additional state and local support.  As for effects to smaller municipalities, we believe incidents 
such as the Vallejo, CA bankruptcy fi ling, Harrisburg’s (PA) fi scal situation and Central Falls, RI fi l-
ing for temporary receivership will be the exception rather than the rule.  By and large the pace of 
municipal defaults increased slightly since July 2009 but, default activity is still mostly in the riskier 
municipal sectors and almost non-existent in the traditional municipal sectors including general obli-
gation, tax backed and essential service areas.  As far as the risk of Chapter 9 municipal bankruptcy 
is concerned- there were an average of 8 municipal bankruptcies a year since 1934, according to 
the American Bankruptcy Institute- versus thousands of Chapter 11 fi lings annually.  It is likely that 
the level of municipal defaults and bankruptcies will rise above historical levels.  But, there is noth-
ing to suggest that there is going to be a “Municipal Meltdown” or a high proportion of municipal 
bankruptcies and defaults, especially among issuers of traditional municipal bonds.  

In all, we expect some states and municipalities may experience credit deterioration and that there 
may be a increase in the number of defaults or municipal bankruptcy fi lings to slightly above histori-
cal averages.  We also anticipate credit spreads will be volatile and some states, especially those with 
delayed budgets will experience spread widening.  The Janney Fixed Income Strategy approach to 
the factors currently stressing the municipal market is to diversify into high quality municipal bonds.  
Municipal investors should be concentrating on high quality general obligation issues, across differ-
ent states, and avoid those highly dependent upon an elevated level of government aid.  Diversify-
ing across higher quality essential service and revenue bonds sold by large and established issuers 
should also be considered.   Tom Kozlik
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Harrisburg, PA is likely 
to fi le for Pennsylva-
nia’s Act 47 oversight 
program,  while Cen-
tral Falls, RI will likely 
fi nd itself under the 
purview of a state 
overseer such as the 
Rhode Island State 
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Analyst Certifi cation

I, Tom Kozlik, the Primarily Responsible Analyst for this report, hereby certify that all of the views expressed in this report 
accurately refl ect our personal views about any and all of the subject sectors, industries, securities, and issuers. No part of our 
compensation was, is, or will be, directly or indirectly, related to the specifi c recommendations or views expressed in this research 
report. 

Defi nition of Outlooks

Positive: Janney FIS believes there are apparent factors which point towards improving issuer or sector credit quality which may 
result in potential credit ratings upgrades

Stable: Janney FIS believes there are factors which point towards stable issuer or sector credit quality which are unlikely to result 
in either potential credit ratings upgrades or downgrades.

Cautious: Janney FIS believes there are factors which introduce the potential for declines in issuer or sector credit quality that 
may result in potential credit ratings downgrades.

Negative: Janney FIS believes there are factors which point towards weakening in issuer credit quality that will likely result in 
credit ratings downgrades.

Defi nition of Ratings

Overweight: Janney FIS expects the target asset class or sector to outperform the comparable benchmark (below) in its asset 
class in terms of total return

Marketweight: Janney FIS expects the target asset class or sector to perform in line with the comparable benchmark (below) in 
its asset class in terms of total return

Underweight: Janney FIS expects the target asset class or sector to underperform the comparable benchmark (below) in its asset 
class in terms of total return

Benchmarks

Asset Classes: Janney FIS ratings for domestic fi xed income asset classes including Treasuries, Agencies, Mortgages, Investment 
Grade Credit, High Yield Credit, and Municipals employ the “Barclay’s U.S. Aggregate Bond Market Index” as a benchmark.

Treasuries: Janney FIS ratings employ the “Barclay’s U.S. Treasury Index” as a benchmark.

Agencies: Janney FIS ratings employ the “Barclay’s U.S. Agency Index” as a benchmark.

Mortgages: Janney FIS ratings employ the “Barclay’s U.S. MBS Index” as a benchmark.

Investment Grade Credit: Janney FIS ratings employ the “Barclay’s U.S. Credit Index” as a benchmark.

High Yield Credit: Janney FIS ratings for employ “Barclay’s U.S. Corporate High Yield Index” as a benchmark.

Municipals: Janney FIS ratings employ the “Barclay’s Municipal Bond Index” as a benchmark.

Disclaimer

Janney or its affi liates may from time to time have a proprietary position in the various debt obligations of the issuers mentioned 
in this publication.

Unless otherwise noted, market data is from Bloomberg, Barclays, and Janney Fixed Income Strategy & Research (Janney FIS).

This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or 
published by any person for any purpose without Janney’s express prior written consent.

This report has been prepared by Janney and is to be used for informational purposes only.  In no event should it be construed 
as a solicitation or offer to purchase or sell a security.  The information presented herein is taken from sources believed to be 
reliable, but is not guaranteed by Janney as to accuracy or completeness.  Any issue named or rates mentioned are used for 
illustrative purposes only, and may not represent the specifi c features or securities available at a given time.  Preliminary Offi cial 
Statements, Final Offi cial Statements, or Prospectuses for any new issues mentioned herein are available upon request.  The value 
of and income from investments may vary because of changes in interest rates, foreign exchange rates, securities prices, market 
indexes, as well as operational or fi nancial conditions of issuers or other factors.  Past performance is not necessarily a guide to 
future performance. Estimates of future performance are based on assumptions that may not be realized.  We have no obligation 
to tell you when opinions or information contained in Janney FIS publications change.  

Janney Fixed Income Strategy does not provide individually tailored investment advice and this document has been prepared 
without regard to the circumstances and objectives of those who receive it.  The appropriateness of an investment or strategy 
will depend on an investor’s circumstances and objectives.  For investment advice specifi c to your individual situation, or for 
additional information on this or other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor.


