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Introduction – The Baker Group

• Founded in 1979, Dr. Baker wrote the 
first book on the concept of asset and 
liability management 

• Today, our distribution network extends 
to over 1,000 financial institutions in the 
U.S.

• Our Public Finance team works with 
municipalities across the country, 
providing a full suite of financial services 
customized to the unique needs of state 
and local governments
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4 Pillars of The Baker Group’s Public Finance Division

I. Municipal Advisory

II. Underwriting

III. Continuing Disclosure Service

IV. Fixed Income Portfolio Management

Primary debt issuance

Refunding analysis

Municipal credit review, access to The Baker Group’s Proprietary 
Municipal Credits Database covering all 50 states

Distribution to more than 1,000 financial institutions

Negotiated and Competitive Underwriting 

5yr Lookback Review

Ongoing Monitoring

Baker Bond Accounting (BBA)

Advanced Portfolio Monitor (APM)
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Bond Yields Peak Before the Last Fed Hike

1994: ~ 8%

1999: ~ 6.5%

2006: ~ 5.25%

2018: ~ 3.25%
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Muni/Treasury Ratios - “Rich” to Investors
However, demand continues to increase…
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Municipal Supply - Total 

2019 Year-end 
forecast: 
$331 billion
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Municipal Supply – Bank Qualified

2019 Year-end 
forecast: 
$14 billion
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Institutional Investors Have Nearly Doubled
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Be Sure to Employ BQ Issuance When Possible

• Bank Qualified (BQ) municipals 
are limited to $10mm of total 
issuance in a single year

• Banks gravitate more toward BQ 
municipals for tax considerations

• Therefore, BQ municipals come 
to market at lower yields than 
General Market (GM) municipals, 
all things equal

Source:  Institutions using Baker Bond Accounting (BBA) as of June 2019, The Baker Group LP
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Municipals – Best Game in Town for Banks

Source:  Data on 645 institutions using Baker Bond Accounting (BBA) as of June 2019, The 
Baker Group LP

The yield earned on municipal securities for financial institutions is 
nearly 100bps higher than alternative government backed sectors.

Default rates in the municipal sector are incredibly low. 
BBB munis default less than AAA corporates.
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Market Pricing vs Pension Funded Ratios
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The Baker Group’s Municipal Credits Database
Covers 2,837 of the 3,007 Counties in the U.S. Representing 24K+ Unique Obligors

Established in 2008, this database 
provides financial institutions who 
invest in municipal bonds with a 
detailed understanding of the 
underlying credit profile

Prior to 2008, more than 50% of 
the muni market was insured with 
AAA ratings. By 2009, no single 
insurer held a AAA rating.

In 2011, provisions in the Dodd-
Frank Act required financial 
institutions to have proof of a 
credit analysis process that could 
no longer include reference to 
credit ratings. 
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• The municipal securities market is the one of the largest 
fixed income sectors in the U.S. at approx. $3.8 Trillion

• The very first municipal bonds were issued by New York City 
for a canal project in 1812

• Despite being the oldest capital market sector, the municipal 
securities market has a poor history of transparency

• The SEC can only enforce actions on municipal issuers 
pertaining to the anti-fraud provisions of the Securities Act 
of 1933 and 1934

• However, the compliance burden on municipal issuers is set 
to dramatically increase

History of the Municipal Securities Market
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Baker’s Credit Profile Sheet
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The information shown is extracted from CAFRs, official 
statements, and other continuing disclosure documents.

Information pertaining to pension plans is highly 
demanded following numerous headlines of troubled 
pensions.

• General Obligation Bonds
• Tax base information including top taxpayers, tax 

assessed value, and ad valorem tax levies and 
collections

• General fund balance, population, and enrollment 
trends 

• Revenue Bonds
• Debt coverage ratios showing pledged revenues and 

related debt service payments
• Population and enrollment trends

Detailed Municipal Credit Data



Historical Financial Statement Turnover Rates
Average for the U.S. is 219 days
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The Evolution of SEC Enforcement 

• The Tower Amendment prohibits the SEC from regulating municipalities 
directly unless it pertains to the anti-fraud provisions of the 1933 
Securities Act.

• However, the SEC has regulatory authority over broker-dealers that 
underwrite municipal bonds.

• In 2014, the SEC rolled out the MCDC initiative which imposed 
sanctions on broker-dealers who underwrite municipal bonds where 
the issuer failed to comply with their Continuing Disclosure Agreements 
(CDA).

• With transparency issues persisting today, the SEC is now considering 
sanctions on municipal issuers directly as habitual non-compliance 
could be considered fraudulent activity!
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The Baker Group’s Municipal Underwriting

Source: Bloomberg LP as of June 2019

Broker dealers have to make sure 
that a municipal bond issuer has 
been compliant with their CDAs for 
the past 5 years.

This has caused underwriters to 
refuse to underwrite bonds for 
issuers that have not been in 
compliance with their CDAs. 

Unfortunately, this can negatively 
impact a municipality’s cost of 
funds when bringing bonds to 
market.
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Continuing Disclosure Case Study

• A 2018 review of 189 bond offerings 
for potential underwriting revealed 
that 67 failed to comply with their 
Continuing Disclosure Agreement

• Recent changes to Rule 15c2-12 
suggest that the compliance burden 
on issuers will dramatically increase. 
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The Existing and New Continuing Disclosure Rules

Effective February 27th, 2019:

Two more “events” that require a 
continuing disclosure filing:

#15. Incurrence of any financial 
obligation

#16. Changes in the terms of any 
existing financial obligation

14 Existing
Material 
Events that 
Require a 
Continuing 
Disclosure 
Filing on 
EMMA
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• Implement policies and procedures that ensure all prior 
CDAs are in compliance

• Assign responsibilities to monitor all required filings within a 
timely manner

• Implement a monitoring system that flags any of the 16 
events that are deemed material

• Create an open dialogue with your advisor to determine 
materiality

• Ensure that your monitoring systems are flexible for future 
municipal employee turnover

What Municipal Issuers Need to Do Next
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Todays Agenda

•Current Interest Rate Environment

• Investment Management

• Local Government Investment Pools

• Investment Types & Portfolio Strategy  



Current Interest Rate 
Environment



Interest Rate Cycles



Household Debt & Delinquencies



Corporate Debt – Issuance & Quality Issues?



Fed Funds Rate: 1985 - Today

Jun ‘04 – Sep ’07: 39mos

Dec ‘15 – Today: 40mos so far

Jun ‘99 – Dec ‘00: 18mos

Jan ‘94 – Jul ‘95: 18mos

Measured from first rate increase to first rate decrease



US 2yr, 5yr, & 10yr T-Note Yields: 1999 - Today

10yr = Green
5yr = Blue
2yr = Black
Fed Funds = Brown

2006 - 07

Today

2000 - 01



Fed Funds Rate: Markets Implied Probabilities



Yield Curves: 2000, 2006, 2013, Today

June 2000

This interest rate cycle is unprecedented: the 
tightening cycle has resulted in a flat/inverted 
curve at historically low levels 

Current Yield Curve 

June 2006

Dec 2013
(After “Taper Tantrum”)

Yield Curves near the 
final rate hikes in 2000 
and 2006



Yield Curve Inversion Scenario 1: 2000 - 2001

• 2yr TSY fell 
244 bps

• 10yr TSY fell 
81 bps



Yield Curve Inversion Scenario 2: 2006 - 2008

• 2yr TSY fell 
210 bps

• 10yr TSY 
fell 84 bps



Opportunity Cost of Waiting for the Fed

Most municipal portfolios 
target maturities of 5yrs 
and in

Since November 2018:

- 1yr treasury is 75bps lower

- 3yr treasury is 121bps lower

- 5yr treasury is 123bps lower



Investment Management



Broker Dealers vs. Investment Advisors

Regulated by FINRA

Compensated through 
commissions on trades

Non-Discretionary

Commonly Utilized:

- Buy and hold portfolios

- Single sector portfolios

Broker/Dealer
Regulated by SEC (assets 
over $100mm) or by the 
State (up to $100mm)

Compensated with Fees on 
Assets under management 
(regardless of trade activity)

Typically Discretionary, but 
can be Non-Discretionary

Commonly Utilized:

- Trading portfolios

- Multi sector portfolios

Investment 
AdvisorAdvisors and 

Broker/Dealers both 
operate in highly regulated 
industries.

The advantages and 
disadvantages come down 
to the objectives of the 
municipality.



Investment Policy

The GFOA recommends that 
all municipalities establish a 

comprehensive written 
investment policy. This policy 

should be reviewed and 
updated annually

• Scope and Investment Objectives

• Roles and Responsibilities

• Suitable and Authorized Investments

• Investment Diversification

• Safekeeping, custody and internal controls

• Authorized financial institutions, 
depositories and broker/dealers

• Risk and performance standards

• Reporting and disclosure standard



Investment Policy Primary Objectives

Liquidity

Yield

Safety

Mitigate Interest Rate Risk

Mitigate Credit Risk

Meet Cashflow 
Requirements

Earn a reasonable rate of 
return



Liquidity Management

Deposits in 
Local Banks

LGIP’s
1-3 Year 

Investments

3-5 Year 
Investments

Managing an appropriate 
level of liquidity requires us 
to :
1. Identify the municipalities liquidity 

needs by developing a cash flow 
forecast

2. Maintain an investment portfolio 
with short, intermediate, and longer 
term components

3. Ladder the portfolio to ensure cash 
is available

4. Maintain a liquidity buffer

5. Invest in high quality securities

Short-Term 
Cash Needs

Intermediate 
Cash Needs

Longer Term 
Cash Needs

Liquidity Portfolio Core Portfolio

Having all funds on either side results in 
risk to the municipality. Balance and 

diversification is key.



Local Government 
Investment Pools



Local Government Investment Pools (LGIP’s)

• Investment pool established by a state and local 
government

• Used as an option for investing public funds of 
participating government entities

• Typically structured as a money market instrument



GFOA’s Recommendations on LGIP’s

• Fully understand the investment objectives, legal structure and operating 
procedures of the LGIP prior to investing

• Evaluate the qualifications and experience of the pools portfolio manager

• Review the historical performance of the investment pool

• Understand procedures for deposits and withdrawals, there may be limits or 
advance notification needed

• Confirm the LGIP provides regular reporting



GFOA’s Recommendations on LGIP’s

Most Importantly:

• LGIP’s may be a PART of a diversified portfolio, but a 
portfolio comprised SOLELY of an LGIP may not provide 
appropriate diversification

•More information can be found at:
https://www.gfoa.org/local-government-investment-pools

https://www.gfoa.org/local-government-investment-pools


LGIP’s and Falling Rate Risk

Even with limited historical data 
available the trend is clear – LGIP’s 

tend to follow the path of short-
term treasury rates



LGIP’s and Falling Rate Risk

Long-Term trends of 
LGIP’s show the trend 
still holds. (LAIF used 
as the example)

In this case the 3-mo 
UST acts as a leading 
indicator, moving just 
before LGIP rates 
begin to adjust.



LGIP Performance 2006-2008

• 3mo TSY fell 302 bps

• 2yr TSY fell 244 bps

• 10yr TSY fell 81 bps

• Average LGIP Rate at Peak: 4.71%

• Average LGIP Rate after Fall: 2.51%

• Average LGIP Rate fell 219bps 

Municipalities holding $100mm in LGIPs from June 
2006 to June 2008 would have lost approximately 
$2.2mm in revenue from the portfolio.



Yield Curve Inversion Scenario 2: 2006 - 2008



LGIP Performance 2019-??? 

• 3 years ago 
3mo TSY was 214 bps lower 

• 2 years ago:
3mo TSY was 151 bps lower

• 1 year ago:
3mo TSY was 51 bps lower

• Average LGIP 05/19: 2.40%

• Average LGIP 05/16: 0.45%

• Average LGIP Rate fell 195bps 

Municipalities holding $100mm in LGIPs 
would lose approximately $1.95mm if 
yields drop back down to 2016 levels

• Average LGIP 05/19: 2.40%

• Average LGIP 05/17: 0.90%

• Average LGIP Rate fell 151bps 

Municipalities holding $100mm in LGIPs 
would lose approximately $1.45mm if 
yields drop back down to 2017 levels



Investment Types & Portfolio 
Strategy



Investment Strategies Summary



Diversification & Re-Balancing

Deposits in 
Local Banks

LGIP’s
1-3 Year 

Investments

3-5 Year 
Investments

Short-Term 
Cash Needs

Intermediate 
Cash Needs

Longer Term 
Cash Needs

Liquidity Portfolio Core Portfolio



Preparing “Core Portfolio” for Falling Rates

• In general we want to add bonds that protect and maintain yields as 
rates fall

• Bullet structures that can not be taken away and deeply 
discounted callable agencies:

Bullet Agencies
Bullet CDs – Negotiable preferred if allowed
Deep Discount Callable Agencies (bullet alternatives)
Non-callable Taxable Munis
Non-callable Corporate Bonds
FNMA DUS Balloons (Delegated Underwriting & Servicing)



US Agency Debentures

US Agency / GSE Debt
Issuance: $730 billion issued (down 35%, $1.1 trillion in 2008)
Outstanding: $1.9 Trillion (down 40% from $3.2 trillion in 2008)

*Both issuance/outstanding volumes have generally declined over the years due to 
FNMA/FHLMC’s mandate to reduce balance sheet size, as well as their shifting reliance on the 
credit risk transfer market.

• Government Sponsored Agencies

• Not a direct obligation but implicit

• Yield Advantage over Treasuries 
(Spread)

• Many Options:
• Bullets vs Callables

• Structured Notes (Step Ups, Floaters, 
IANs)



Negotiable Certificates

• Certificates of Deposit from Financial Institutions

• Multiple maturities available (usually 5 years and less)

• Can offer higher yields than similar term government bonds

• Insured up to $250,000 by the FDIC or NCUA

• Can be issued as bullets, or have call options

• Unlike other CD’s, they are considered a security and can be 
traded in a very active secondary market



Taxable Municipal Bonds

• Municipal bonds are issued by U.S. state and local governments that 
need to finance various infrastructure projects, and/or refund existing 
debt



Corporate Debt – Stick to Known Names & Credits



FNMA DUS Balloons

• DUS bonds are popular with investors due to:

• Short & defined maturities

• Very strong prepayment protection

• Significant prepayment penalty

• Majority passed to bond holder

• Fannie Mae guarantee

• Competitive spreads and liquidity

• 30yr amortization with balloon maturities 

• Maturities 5yrs and in are typically available



Summary

1. Ensure that the investment portfolio and rate environment are being 
reviewed consistently

2. Once near-term liquidity needs are met, focus on building the “core 
portfolio”

3. Portfolios will differ based on investment polices and state statutes. 
However, just about every state offers enough flexibility to properly 
manage liquidity and interest rate risk

4. Education, education, education!
Questions???



Disclaimer

INTENDED FOR USE BY INSTITUTIONAL INVESTORS ONLY. Any data provided herein is for informational purposes 
only and is intended solely for the private use of the reader. Although information contained herein is believed to be 

from reliable sources, The Baker Group LP does not guarantee its completeness or accuracy.

Opinions constitute our judgment and are subject to change without notice. The instruments and strategies 
discussed here may fluctuate in price or value and may not be suitable for all investors; any doubt should be 

discussed with a Baker representative. Past performance is not indicative of future results. Changes in rates may 
have an adverse effect on the value of investments. This material is not intended as an offer or solicitation for the 

purchase or sale of any financial instruments.


