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FULL FAITH IN CREDIT

Historically, general obligation or “GO”
bonds were considered one of the safest
investments in the municipal market
because of their implicit pledge. In this
article, we explore whether fundamental
and market pressures are calling into
question their perceived safety relative
to revenue bonds.

s investors continue to seek yield

opportunities while facing historically

low interest rates, municipals have

been a beneficiary of inflows and seen a

proliferation of issuers. In many instances,

however, this backdrop of increased
issuance has belied decreased transparency—particularly
in general obligation (GO) issues. Investors have
traditionally flocked to bonds with the GO pledge for
their perceived status as safer investments; however,
Brown Advisory’s approach and analysis has generally
found certain revenue bonds to be more transparent,
more easily modeled, and more compelling in portfolios.
This approach does not suggest that GO bonds have no
role in a portfolio; there is no debate on their propriety
and diversification capabilities. The debate lies in certain
issuers’ lack of transparency, the market’s reliance on
the accuracy and timeliness of the ratings agencies’
assessments, and the legacy expenses of municipalities,
which can adversely impact future solvency and
repayment. This confluence of factors, combined with

a market that tends to become fragmented in times of
stress, means that when problems happen, they can be
sharp and sudden. For example, just before Detroit’s
much-publicized 2013 bankruptcy, their GO debt
was rated comparably to that of the Detroit Water and
Sewerage Department. When the city entered into
bankruptcy, GO debtholders suffered heavy losses,
whereas holders of the water bonds continued to receive
income. Though GO debt was backed by the full faith
and credit of the issuing entity, which had the right to
levy taxes, one of the Emergency Manager’s arguments
in the bankruptcy proceedings was that the populace
can only endure tax increases to a certain point. Even
outside of the extreme circumstances of Detroit, for
municipalities, different administrations and their
priorities can influence the perceived willingness and
ability to repay bonds.

CREDIT RISK AND FUNDAMENTALS
Owning a portfolio with a greater weight in revenue-
backed bonds versus GO bonds does not necessarily
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mean elevated credit risk. Increased visibility into
the fundamentals of a bond allows us to justify the
credit risk we take. We believe revenue bonds can
offer better visibility as many are subjected to a
high level of scrutiny as either public or corporate
operating entities. In the wake of the financial crisis,
the investment management community, the SEC,
and investors alike have pushed for greater access to
management and the underlying financials of revenue
bond issuers.

At Brown Advisory, we often view the credit risk
of revenue-backed issues more preferably than that
of a GO, even one with comparable ratings. The
core of our risk management approach is a credit
research process that gives us the comfort to buy a
concentrated portfolio of high-conviction names.

A case study in how this process and the nuances
associated with municipals leads to a higher
conviction in revenue-backed bonds lies in our
assessment of GO bonds from Dallas, Texas. By the
most recent census figures, Dallas is the second-fastest
growing metropolitan region in the United States and
surpasses the next closest in growth (Atlanta, Georgia)
by over 50% in terms of population. According to the
Dallas Morning News, nearly 10% of all apartments
currently being built in the United States are in the
Dallas/Fort Worth area'.
growth and ostensibly favorable demographics,

Yet, despite this rapid

legacy pension costs, the overhang from government

liabilities, and unfavorable accelerations of
redemptions have substantially diminished the Dallas

Police and Fire Pension System’s—the city’s largest
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pension plan—funding level. [Note: On December
5, 2016 the mayor filed a lawsuit (in his capacity as
a private citizen) in order to stop the withdrawals].
The critically unfunded levels of this pension and the
subsequent request for a $1.1bn injection of capital
into the system shows that even the most outwardly
fiscally sound municipalities can have substantial
baggage they are carrying. As of January 12, 2017,
Dallas GO bonds’ rating was downgraded to AA- by
S&P; they also carried AA ratings by Fitch and Al by
Moody’s—all at negative watch. Yet, these bonds traded
at a tighter-than-expected spread to Aaa considering
the uncertainty surrounding the issues and the risk of
further downgrade.

To further complicate matters, Texas issues more
debt than all but two other states and is one of 12
which expressly allow municipal bankruptcies. We
are not suggesting a Dallas bankruptcy is imminent;
rather, we use this example as a cautionary tale of
the fiscal woes which can impact the value of general
obligation debt holdings.

Contrast the Dallas GO situation with revenue
bonds from the Dallas/Fort Worth International
Airport (DFW). For calendar year 2015, DFW was in
the top 10 of the world’s busiest airports trailing only
Atlanta Hartsfield, Chicago O’Hare, and Los Angeles
International as U.S. representatives on the list.
During the same period, DFW served over 65 million
passengers—a 2.6% year-over-year increase’. Though
susceptible to factor risk from overall economic
health and the variability of travelers it serves, DFW-
issued debt was rated A+ by S&P, A by Fitch, and Al
by Moody’s and traded at 130 bps above Aaa as of
December 31, 2016% While the City of Dallas may
have authority to tax and increase sources of revenue
from its residents and businesses, the DFW Airport
is not susceptible to people fleeing to the suburbs
of Plano, Frisco, or McKinney to avoid taxation.
DFW debt is secured by a revenue pledge which is
binding and offers a legal claim to revenues. This is



Revenue versus GO Spreads

Despite the pledge of general obligation bonds, at times there are better opportunities and downside
protection by investing in revenue bonds. Below are 2 graphs which give a historical perspective in the case
of Chicago and a more timely example with Dallas. Could the recent increase in Dallas spreads be reflective of
further widening?

Option-Ajusted Spread (bps)

Option-Ajusted Spread (bps)

CHICAGO
12/31/2012 - 12/31/2016

=== Chicago O’Hare Airport

12/31/2012 03/31/2014 03/31/2015 03/31/2016 12/31/2016

DALLAS
07/03/2013 -12/31/2016

Dallas GO

==== Dallas Fort Worth Airport

07/03/2013 07/03/2014 03/03/2015 05/03/2016 12/31/2016

SOURCE: BROWN ADVISORY, USING BLOOMBERG BVAL PRICING

FIXED INCOME FULL FAITH IN CREDIT JANUARY 2017 3



an example of the decision to incur a modest step
down in the ratings agencies’ scale for the potential
for better fundamentals, potentially higher yield,
and the opportunity for price appreciation should
the underlying credit of the issuer improve.

SHIFT IN APPROACH

In the past, it was commonplace for advisors to buy
specific bonds, or to ladder a series of bonds, based
on rating and hold to maturity as a safe investment.
This approach typically created client outcomes of
heavy weightings toward GO debt, and with the
prevalence of bond insurance, very little perceived
risk of default. However, the market learned with the
downgrades of the insurers, that when depending
solely on the underlying fundamentals, not all GO
debt is created equal. Some, such as bondholders
in Detroit, Puerto Rico, and San Bernardino,
California, experienced even worse outcomes with

bonds that ended up defaulting or in bankruptcy.
Perhaps in reaction to disappointing outcomes
or perhaps as a result of the increasing complexity
and issuance in the municipal market, we have
seen a marked shift in the consumer landscape of
municipal bonds. Direct retail muni ownership has
dropped from just over 50% in the first quarter
of 2011 to just over 30% in by the end of 2015,
while balances held in separately managed accounts
more than doubled in the meantime®. “We've seen a
growing interest from our key distribution partners
to migrate away from individual bond selection
and into professionally managed products in which
clients get immediate diversification and scale,” said
Brown Advisory Key Account Manager John Davis.
“We feel the most important questions clients and
advisors can ask about their municipal allocations
are: Is your manager looking at the underlying risk

in your issues? And are you being compensated for
this risk?” &

1. http://www.dallasnews.com/business/business/2016/06/28/d-fw-apartment-building-booms-50000-units-way
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