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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
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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 375 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.

4
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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,
The Muni Puzzle
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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
11
sensitivity of liabilities and assetS. 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.~
1

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

8
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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
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Issuers should rely on their advisors, creditors, rating agencies and other stakeholders before changing their debt strategy or policy.
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