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The Dual Role of Municipal Bonds

Finance schools, hospitals, transportation, core infrastructure
Tax exemption lowers borrowing costs for state/local governments

$4+ trillion market with growing financing needs

Tax-advantaged income viewed as stable and conservative

Ownership concentrated in top wealth decile, high-tax states

The interaction between these roles is more complex than appreciated
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Why This Matters

March 2020: Muni yields rose 200+ bps in days
Fed created Municipal Liquidity Facility — unprecedented backstop

DB — DC shift transfers risk to households
Top 0.5%: 24% of muni holdings (1989) — 42% (2013)

Tax-shaped clienteles — fragmented ownership — amplified yield sensitivity

Tax-Induced Segmentation: The Framework

Two assets: I (state muni bonds) + M (diversified bonds)
Two investors: Inside (tax-privileged) vs. Global (no state-level differential)

Key parameter t: state-level tax privilege on in-state bonds

Segmented: High t — globals exit — locals bear all risk

Integrated: Low t© — globals participate — risk shared broadly
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Two Equilibrium Regimes

s

What if local investors are
the marginal price-setters?

E[r;] = (1=0E[ry] + yr(1-t)Var(y) + yVar(ey)(Sy/Wy) E[r;] = (1-0)E[ry] + yr(1-T)Var(y)

In words: In words:
tax-adjusted + economy-wide + state-specific tax-adjusted + economy-wide
marketreturn  risk premium  risk premium marketreturn  risk premium

The last term is key. It grows when: The :
*Bond supply is large vs. local wealth State shocks diversified nationally:
«State-level volatility rises *Local supply barely moves yields
*Tax privilege keeps outsiders away *Political/economic shocks absorbed
*Borrowing costs more stable

The Fund Architecture: State vs. National

Characteristic State Funds National Funds

Avg. TNA ($M) ~$300
Avg. # Holdings ~115
States Held (Avg.) ~2
Max State Weight ~85%+
Maturity >15yr Higher share
Fund Count Trend Declining

AUM Trend (post-2008) Stagnated

State funds are designed to concentrate, and they do. National funds are designed to diversify, and they do.




Tax Privilege Drives Ownership Concentration

Top privilege (CA, OR, MN, NY, NJ): avg. SFH =37.5% Bottom (WI, WA, TX):
The differential matters, not the rate — WI: 7%+ rate but zero privilege — low SFH

State Fund Holding (%) by State
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Natural Experiments: Causal Evidence

Panel B: FL vs. NY
Both start ~60%+ SFH

FL removes privilege (2007)
FL SFH collapses to ~0%
NY stays elevated

Panel B: Florida vs. New York
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* Both start zero privilege, low SFH
* UT introduces privilege (2003)

* TX remains flat near 0%

Panel C: Utah vs. Texas
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Pricing Effects: Local Risk & Supply

State-week panel regressions: Does SFH amplify the response of muni spreads to local shocks?

1. Local Political Risk
*Close elections as proxy for *State equity return volatility as *Net issuance scaled by state
political uncertainty proxy for local risk income
*Muni spreads widen during close *Spreads rise more with local *Issuance drives spread increases
elections volatility when SFH is higher more in segmented states
*Effect materially larger in states *Locally concentrated ownership = *Consistent with the demand-
with higher SFH local investors as marginal price- curve kink in the model
*Segmented markets amplify setters *Tax code — higher borrowing-
political risk pricing *More pronounced compensation cost sensitivity
for local risk

J

(1) Political Risk (2) Economic Risk (3) Supply
Dep. Variable Muni-Treasury Spread Muni-Treasury Spread A Muni-Treasury Spread

Shock x SFH Positive, significant Positive, significant Positive, significant

Close elections widen spreads more in Local volatility priced more in Issuance raises yields more in

Interpretation
P segmented states segmented states segmented states

Beyond Taxes: Issuance, Trading & SMAs

* Underwriters extracted larger markups from less sophisticated investors
* Prob. of uninformed investor fell ~50%; margins: 0.75% — under 0.50%
(Hund, Lundblad, Makridis, and Nguyen, WP, 2026)

* Customized, state-specific muni portfolios for individual clients
* 40%+ of muni ownership in “household” category includes SMAs

* No daily fund flows — but concentrate in-state exposure individually

Institutionalization # full integration
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Implications: Public Finance & Retirement

Cost of capital tied to composition of retirement-oriented investors

Fiscal resilience depends on who holds the debt, not just how much

Households bear amplified local risk in high-privilege states
The Triple Correlation: local labor + local housing + local munis

DB — DC shift means households bear these risks directly

egmentation links two policy domains typically treated separately

Policy Directions & Concluding Thoughts

Disclosure: Report geographic concentration and correlated exposures
Fiduciary standards: Flag concentrated local muni exposure
Pooled issuance: Regional vehicles to broaden investor base

Stress testing: Framework for segmented muni markets under stress

Should infrastructure finance depend so heavily on local clienteles?

Segmentation has diminished but transition is partial and fragile
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