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Tax-exempt Fixed Rate Debt: High Cost and Unexpected Risks 

In Brief 
We examine the public sector's reliance on traditional fixed rate debt (TFRD), the costs and risks of such reliance and 
suggest a conceptual framework for considering alternatives. We find that the use of variable rate debt as a share of 
total issuance has declined to twenty year lows even as the cost of fixed rate debt relative to variable has reached 
new highs. Tax-exempt issuers pay up to $3.5 million more for fixed rate debt than variable per $100 million 
borrowed. We decompose this cost into interest rate, tax-event, liquidity/credit and commitment risk components 
and calculate break-evens. We then summarize academic findings relating to the "Muni Puzzle" to explain why 
issuers pay more for fixed rate debt than they would in a more efficient market. While many issuers may select 
fixed rate bonds to eliminate risk, we show that this choice may actually increase risk by limiting flexibility and 
asset-liability matching. Next, we show that the market timing argument for fixed rate debt is flawed based on 
historical experience and the unreliability of interest rate forecasts. We conclude that, while some issuers 
legitimately must issue TFRD, financial professionals in the public sector could add value to their organizations with a 
cost- and risk-centric approach to debt management that results in a more resilient debt policy. 
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Tax-exempt Fixed Rate Debt: High Cost and Unexpected Risks 

Eighty percent of financial professionals surveyed by the Association for Financial Professionals believe that the 
treasury function has become more strategic, adding greater value as a result.2 According to Ernst & Young, "The role 
of the treasurer has shifted from being primarily the bill payer, the banker, the financier to being a really integral 
part of decision-making at the company, a real value contributor.'11 Indeed, one reason the Commonwealth of 
Massachusetts offers for its highly-developed asset-liability matching program is to " ...return control of the balance 
sheet to the Commonwealth's managers." The public sector as a whole benefits from this trend when its treasurers 
and debt managers consider all reasonable alternatives when they make financing decisions as holistic, analytical 
risk managers. 

2. Opportunity Cost 
Interest rates on TFRD are normally higher than rates on short-term or variable rate debt. This compensates investors 
for taking the risks issuers are unwilling to accept. These include interest rate and tax event risk on the value of their 
investment, default risk of the issuer and liquidity risk relating to their ability to sell the bonds prior to maturity. 
Figure 2 below shows a generic 'A' rated municipal yield curve against which we have plotted the initial interest 
cost of a variety of alternative short-term, variable rate and derivative products." Compared to the lowest cost 
alternative, traditional fixed rate bonds cost an additional $3.5 million5 per S100 million annually, even after 
adjusting for the value of the call option in the bonds. When issuers sell TFRDs, their opportunity cost is the forgone 
lower costs of other alternatives. Opportunity cost is a useful concept because it focuses on the hidden costs of 
decisions. As you can see in the figure, the opportunity cost of fixed rate debt has increased by more than $500,000 
annually since May 2013.6 

BMO () Capital Markets• 



 

 

 
Tax-exempt Fixed Rate Debt: High Cost and Unexpected Risks 
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Figure 2: Borrowing Opportunity Set. '1\v(~nt.y y«~m fixed rate bonds represent an opportunity cost of at least s:~.0 million per year 
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considet·ing the h1ll mem1 of altematives and the t·eward vs. t·isk trade-offs of each'? Source: Mvm and RvTO as of rune 11, 2014. 

3. The High Price to Transfer Risk 
Is $3.5 million per $1 oo million a high price to transfer interest rate, tax event and liquidity ;credit risks? Figure 3 
below decomposes the total cost of TFRD into each risk using the bond and swap markets. Interest rate risk is the 
possibility of higher taxable rates, represented by the LIBOR swap curve; tax event risk is the possibility of lower tax 
rates reducing the value of tax-exempt income represented by the SIFMA swap curve; liquidity /credit risk represents 
the issuer's risk of having uncommitted capital including rollover risk and the investor's credit risk exposure, 
represented by the non-callable municipal yield curve. Finally, we include commitment risk to reflect the flexibility 
issuers usually require to be able to prepay the bonds without penalty. By far the most costly risk to transfer is 
interest rate risk, at $2.2 million annually.' To determine whether this is a reasonable price to pay, we calculate how 
high interest rates would have to go to break even versus the cost of hedging this risk. We find that LIBOR would 
have to increase by at least 3 75 basis points over two years and remain there for another eighteen years. This 
implies inflation well above the Federal Reserve's inflation target of two percent. So, issuers are paying for a hedge 
against a persistent failure by the Federal Reserve to achieve its policy goals. 
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Tax-exempt Fixed Rate Debt: High Cost and Unexpected Risks 

4. Limited disclosure: investors demand (deserve?) compensation for additional credit work resulting from less 
frequent and robust disclosure compared to corporationsH 

5. Other causes may include the risk of tax law changes reducing the value of tax exemption and concern over 
political risks 1

; 

One consequence of the Muni Puzzle is that issuers of fixed rate debt are paying up to an additional one hundred 
basis points (and sometimes much more) with little to show for it. u, 
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sec11rities, assuming a 39.(i percent tax rate. This excess yield is a direct cost to tax-exempt issuers, without material offsetting 
hendils. Sollln:: TM:~ and llloomlwrg as of June 11,2014. 

5. Traditional Fixed Rate Bonds are Risky 
Not only are fixed rate bonds overly pricey in a way that does not provide direct value to issuers, but also they bring 
their own set of underappreciated risks. Foremost among these is commitment risk. Since these bonds typically 
provide investors ten years of call protection, it may be prohibitively expensive for the issuer to pre-pay or 
restructure its debt earlier. A need to restructure could result from any number of long-term risks including 
economic, competitive, political, regulatory, demographic, catastrophic, climate change, etc. For example, a city may 
wish to retire debt early to maintain an appropriate debt burden as its population migrates and ages. A utility may 
wish to restructure debt associated with a project that no longer complies with changing environmental regulations. 
A healthcare system may be driven by healthcare reform to merge. A key hurdle in all of these cases is the high cost 
of defeasing TFRD. 

Excessive fixed rate debt can also increase risk at the enterprise level when the issuer fails to match assets and 
liabilities. Asset-liability matching refers to a balance-sheet risk management approach that links the interest rate 
sensitivity of liabilities and assetS. 11 Issuers with insufficient variable rate debt relative to cash when the Federal 
Reserve cut short term rates to near zero in 2008 found to their chagrin interest income slashed while interest 
expense remained essentially fixed. 
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If history does not support the Market Timing Argument, neither does the Federal Reserve's own forecasts. At 
the June 18, 2014 Federal Reserve Board meeting, the "longer-run" fed funds target was forecasted to be around 
3.75 percent.19 This implies tax-exempt variable rates of about 2.79 percent.20 This is sixty one basis points below 
current twenty year, AA fixed rates of 3.40. Moreover, there is considerable uncertainty about how long it will take 
to get to that longer-run level, during which time the opportunity cost of TFRD remains much higher.~

Furthermore, the consensus about the future path of interest rates is unreliable. Figure 7 below plots the consensus 
market forecast of ten year US Treasury rates versus their actual path over the last four years.22 Research has shown 
that a simple random walk model predicting on average no change in rates would have outperformed two-thirds of 
economists over the 1982-2002 period.B 
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Tax-exempt Fixed Rate Debt: High Cost and Unexpected Risks 

For example, certain issuers may reduce cost and improve asset-liability matching with a policy such as: target 
variable rate debt equal to 100 to 150 percent of cash, more if its revenues are economically sensitive. Others may 
wish to perform a detailed asset-liability study to analyze the reward/risk trade-offs of alternative debt and hedge 
policies at the enterprise-level. Either way, issuers with such policies are likely to be more resilient in the face of 
future uncertainties and better positioned to provide essential services regardless of what the future may bring. 25 

Questions? Feedback? Suggestions for other topics? Email brett.whysel@bmo.com or call 212.702.1823 

About the Author 

Mr. Whysel is a Managing Director at BMO Capital Markets, Financial Products, Issuer Structured Solutions group. He joined BMO 
in 201 owith more than twenty years· industry experience. For virtually his entire career, he has served public sector borrowers 
including state and local governments, not-for-profits, utilities and other essential service providers with prudent, innovative 
and cost-saving financial strategies. His role at BMO is to build, aggregate and focus BMO's capital markets, lending and 
analytics resources on solutions that help clients achieve their goals. These include direct lending, derivative and structured 
products solutions. Mr. Whysel has spoken publicly and published articles in The Bond Buyer, journal of Government Financial 
Management, HFMA magazine and elsewhere on risk management, derivatives, liquidity, investor relations and other topics. Mr. 
Whysel earned an MAin philosophy from Columbia University and a BS in managerial economics and French from Carnegie 
Mellon University. 

About BMO Capital Marl<ets 

BMO Capital Markets is a leading, full-service North American financial services provider offering equity and debt underwriting, 
corporate lending and project financing, merger and acquisitions advisory services, securitization, treasury management, market 
risk management, debt and equity research and institutional sales and trading. BMO Capital Markets has more than 2,300 
employees operating in 29 locations around the world, including 16 in North America. 

BMO Capital Markets is a member of BMO Financial Group (NYSE, TSX: BMO), one of the largest diversified financial services 
providers in North America with US$531 billion total assets and more than 45,500 employees as at April 30, 2014. 

BMO's Public Finance and Infrastructure Banking Group serves governments, not for profits, utilities, transportation and other 
public sector issuers from five offices across the United States. Bank of Montreal, with stable Aa3/A+/AA- credit ratings, is the 
eighth largest bank in North America and offers the public sector a full gamut of credit and risk management products. 

BMO Financial Group 

Established in 1817 as Bank of Montreal, BMO Financial Group is a highly diversified North American financial services 
organization. 

BMO Capital Markets is part of one of North America's largest universal banks as measured by assets (#8) and market 
capitalization (#9); published by Bloomberg as of March 15, 2012. 
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1	 The increase in the proportion of debt in a fixed rate mode of approximately 14.9 percent applied to the total five year issuance of 
$1.84 trillion, multiplied by the difference between the actual average coupon of 3.33 percent and the average one year rate for ‘A’ 
rated bonds of 0.77 percent. Calculations compare calendar years 2003-2007 and 2009-2013. Source: BMO, IPreo and Thomson 
Reuters. 

2	 “Evolution of Treasury.” Treasury & Risk Magazine, June 26, 2014. 

3	 “The Massachusetts ALM Program, Reducing Risk from a Global Balance Sheet Perspective ”, June 2014, 
http://www.massbondholder.com/sites/default/files/files/MA%20ALM%20Credit%20Presentation%20FINAL%20POSTED.pdf, p.33. 

4	 Each product has its own set of risks and may not be suitable for specific issuers. The mechanics, risks and benefits of each are 
beyond the scope of this paper. Generic A rated pricing curve as of June 11, 2014. 

5	 As of June 11, 2014 the 20 year, call adjusted A GO rate was 3.61 percent, compared to the initial floating rate on a Floatin g Rate 
Note of about 0.15 percent. The 3.46 percent difference represents the opportunity cost of fixed rate debt under curre nt market 
conditions. 

6	 Neely, Christopher “Lessons from the Taper Tantrum”, Economic Research, Federal Reserve Bank of St. Louis, Economic Synopses, 
2014, No. 2. 

7	 This cost to transfer interest rate risk is current expense of a 20 year, percentage of LIBOR, floating-to-fixed interest rate swap. 

8	 We find that tax rates would have to drop from 39.6 percent to 13.9 percent over two years and remain there for another eighteen 
years for 1M LIBOR and SIFMA curves to share the same present value, assuming LIBOR increased and stayed at its 10 year 
average of 1.87 percent. 

9	 Assuming a failed remarketing penalty of 12 percent, a fail risk rate of 3.7 percent per year would need to be realized to justify the 
cost. 

10	 Wang, Junbo, Wu Chunchi and Zhang, Frank. Liquidity, Default, Taxes and Yields on Municipal Bonds, Finance and Economics 
Discussion Series Divisions of Research & Statistics and Monetary Affairs Federal Reserve Board, Washington, D.C., July 2005; p. 5. 

11	 Seventy-nine basis points of the excess yield on AA/A rated tax-exempt securities have been found to result purely from poor liquidity 
according to Wang, Wu and Zhang (2005), p. 7. 

12	 Fairchild, Lisa and Koch, Timothy. The Impact of State Disclosure Requirements on Municipal Yields. National Tax Journal; 
December 1998; p. 742. 

13	 Brown, David and Sirmans, Stace. Maturity Clienteles in the Municipal Bond Market: Term Premiums and the Muni Puzzle, July 20 13; 
p. 11. 

14	 Wang (2005), p. 5. 

15	 Wang (2005), p. 3. 

16	 This has consequences for federal tax policy. Tax-exempt interest paid is a major subsidy and expense of the federal government. If 
one percent of the $2.724 trillion fixed rate debt outstanding or $27.24 billion per year is lost to an inefficient delivery mechanism—the 
municipal bond market—then it is not benefiting the public sector. 

17	 For an excellent example, see Massachusetts (2014) 

18	 “The Local Squeeze: Falling Revenues and Growing Demand for Services Challenge Cities, Counties, and School Districts.” 
The Pew Charitable Trusts, June 1, 2012. http://www.pewtrusts.org/en/research-and-analysis/reports/0001/01/01/the-local-squeeze 

http://www.massbondholder.com/sites/default/files/files/MA%20ALM%20Credit%20Presentation%20FINAL%20POSTED.pdf
http://www.pewtrusts.org/en/research-and-analysis/reports/0001/01/01/the-local-squeeze


 

 

 

                                                                                                                                                                           
 
 
 

  
  

 
       

 
 

     
    

  
  

   
 

   
   

 
    

 
      

 

	 

	 

	 

	 

	 

	 

	 

19	 June 18, 2014. "Economic Projections of Federal Reserve Board Members and Federal Reserve Bank Presidents, June 2014." (n.d.): 
n. pag. Web. 19 June 2014. 

20	 Based on a ten year Ordinary Least Squares regression of SIFMA index on Fed Funds rate: SIFMA = 0.684*FF+0.22+ ε; R2 = 88.1 
percent. Source: BMO. 

21	 The June 18, 2014 press release closed with, “…even after employment and inflation are near mandate-consistent levels, economic 
conditions may, for some time, warrant keeping the target federal funds rate below levels the Committee views as normal in the 
longer run.” 

22	 Thanks to Dimitrios Delis, BMO Strategic Analytics Group. 

23	 Mitchell, Karlyn and Pearce, Douglas. “Professional Forecasts of Interest Rates and Exchange Rates: Evidence from the Wall St reet 
Journal’s Panel of Economists.” March 2005, p15. 

24	 Housel, Morgan. “Bad News: Everyone is Right!” The Motley Fool, April 12, 2013 

25	 Issuers should rely on their advisors, creditors, rating agencies and other stakeholders before changing their debt strategy or policy. 

http:0.684*FF+0.22


 

 

 

                      
                      

                         
          

 
                           

              
 

                         
                       

          
 

                      
                    

                    
                        

                           
                      

                    
                  

                 
   

 
                        

                      
                    

                       
                       
                       

     
 

                       
                        

       
        

 
                

 
                       

                    
   

  
                         

                            
                     

                     
                         

                      
                     

          

                     
                    

                         
                     

                          
                

                      
                      

  

This material has been prepared with the assistance of employees of Bank of Montreal (“BMO”) who are involved in derivatives sales and 
marketing efforts. Accordingly, it should be considered to be a solicitation of derivatives business generally and not a rese arch report that reflects 
the views of disinterested research analysts. BMO is acting in its capacity as a counterparty and is not undertaking to asses s the suitability of the 
swap or trading strategy involving a swap for you. 

Notwithstanding the foregoing, this material should not be construed as an offer or the solicitation of an offer to sell or to buy or subscribe for any 
particular product or services (including, without limitation, any commodities, securities or other financial instruments). 

We are not soliciting any specific action based on this material. It is for the general information of our clients. It does not constitute a 
recommendation or a suggestion that any investment or strategy referenced herein may be suitable for you. It does not take in to account the 
particular investment objectives, financial conditions, or needs of individual clients. 

Nothing in this material constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or 
appropriate to your unique circumstances, or otherwise constitutes an opinion or a recommendation to you. BMO is not providing advice 
regarding the value or advisability of trading in commodity interests, including futures contracts and commodity options or a ny other activity 
which would cause BMO or any of its affiliates to be considered a commodity trading advisor under the U.S. Commodity Exchange Act. BMO is 
not undertaking to act as a swap advisor to you or in your best interests and you, to the extent applicable, w ill rely solely on advice from your 
qualified independent representative in making hedging or trading decision. This material is not to be relied upon in substit ution for the exercise 
of independent judgment. Any recipient of these materials should conduct its own independent analysis of the matters referred to herein, 
together with its qualified independent representative, if applicable. The recipient should seek advice based on its particul ar circumstances from 
its own independent financial, tax, legal, accounting and other professional advisors (including, without limitation, its qualified independent 
representative, if applicable). 

These materials are confidential and proprietary to, and may not be reproduced, disseminated or referred to, in whole or in part without the prior 
consent of BMO. Information presented in this material has been obtained or derived from sources believed by BMO to be reliab le, but BMO 
does not guarantee their accuracy or completeness. BMO assumes no responsibility for verificati on of the information in these materials, no 
representation or warranty is made as to the accuracy or completeness of such information and BMO accepts no liability whatso ever for any loss 
arising from any use of, or reliance on, these materials. BMO assumes no obligation to correct or update these materials. These materials do not 
contain all information that may be required to evaluate any transaction or matter and information may be available to BMO an d/or its affiliates 
that is not reflected herein. 

“BMO Capital Markets” is a trade name used by the BMO Investment Banking Group which includes the wholesale arm of Bank of Montr eal and 
its subsidiaries BMO Nesbitt Burns Inc. in Canada, BMO Capital Markets Corp. in the U.S. and BMO Capital Markets Ltd. in th e U.K. “Nesbitt 
Burns” is a registered trademark of 
BMO Nesbitt Burns Corporation Limited, used under license. 

“BMO (M-bar rounded symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under license. 

Past performance is no guarantee of future results. All analysis is for illustration purposes only and actual results will depend on future market 
conditions. Issuers should rely on their advisors and consult with creditors, rating agencies and other stakeholders before c hanging their debt 
strategy or policy. 

(a) BMO Capital Markets GKST Inc. (“BMO”) is not recommending an action to you as the municipal entity or obligated person; ( b) BMO is not 
acting as an advisor to you and does not owe a fiduciary duty pursuant to Section 15B of the Exchange Act to you with respect to the information 
and material contained in this communication;(c) BMO is acting for its own interests; (d) you should discuss any information and material 
contained in this communication with any and all internal or external advisors and experts that you deem appropriate before acting on this 
information or material; and (e) BMO seeks to serve as an underwriter on a future transaction and not as a financial advisor or municipal advisor. 
The information provided is for discussion purposes only in anticipation of being engaged to serve as underwriter. The primary role of an 
underwriter is to purchase securities with a view to distribution in an arm’s-length commercial transaction with the issuer. The underwriter has 
financial and other interests that differ from those of the Issuer. 

Interest rates used herein are hypothetical and take into consideration conditions in today’s market and other factual inform ation such as the 
issuer’s credit rating, geographic location and market sector. Interest rates applied herein are hypothetical, based on current market facts and 
should not be viewed as rates that BMO expects to achieve for you should we be selected to act as your underwriter or placeme nt agent. 
Information about interest rates and terms for SLGs is based on current publically available information and treasury or agency rates for open -
market escrows are based on current market interest rates for these types of credits and should not be seen as costs or rates that BMO expects 
to achieve for you should we be selected to act as your underwriter or placement agent. 

If you have any questions or concerns about these disclosures, then you should make those questions or concerns known immedia tely to BMO. 
In addition, you should consult with your own financial and/or municipal, legal, accounting, tax and other advisors, as applicable, to the extent 
you deem appropriate. 
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