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Monitoring in Municipal Market:
Evidence and Suggestions for Future Research

Abstract

This paper reviews the literature on external monitoring in the US municipal bond market, a $4.4
trillion, predominantly retail-held market over which federal regulatory authority is constrained.
A unique set of political, regulatory, and disclosure incentives create agency and information
problems that can enable fiscal mismanagement, impair public services, and elevate risks for
investors. The paper synthesizes the empirical evidence on how various stakeholders monitor
municipal debt issuers, the frictions they face, and what and how much remains unknown. These
limitations offer many research opportunities.
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This paper reviews the literature on monitoring mechanisms in the US municipal bond
market, a $4.4 trillion market spanning approximately 50,000 issuers that finances core public
services for American communities (Feldstein and Fabozzi 2008; SIFMA, 2026). Unlike corporate
capital markets, where institutional investors dominate, the municipal market is overwhelmingly
retail: roughly 70 percent of outstanding bonds are held directly or indirectly by individual
households, many of them retirees reliant on tax-exempt interest income (MSRB 2026; Harris and
Piwowar 2006). When municipal governance fails, the consequences fall on investors least
equipped to bear concentrated losses and on residents whose services deteriorate as fiscal stress
deepens into crisis. The period following the global financial crisis witnessed a series of high-
profile municipal fiscal crises that demonstrated that governance failures in the municipal sector
can produce consequences of extraordinary magnitude.

Several recent developments make this review timely. First, issuer fiscal health is under
growing strain, raising the marginal value of monitoring. Federal fiscal retrenchment, including
cuts to intergovernmental transfers and Medicaid funding, is intensifying credit stress. Second, the
regulatory architecture is at an impasse. The Tower Amendment has since 1975 prohibited the
SEC from imposing disclosure requirements directly on municipal issuers, and the Supreme
Court's overturning of Chevron deference makes administrative workarounds less viable (Dubrow
and Hiteshew 2024). Third, improvements in disclosure infrastructure and accounting standards
have created new opportunities for research. The Electronic Municipal Market Access (EMMA)
system, launched in 2009, centralized public access to municipal disclosures and transaction data,
and the Governmental Accounting Standards Board (GASB) Statements 67/68 and 74/75

substantially enhanced reporting requirements for pension and other post-employment benefit



obligations, Collectively, these developments have generated increased researcher attention and a
growing body of empirical evidence.

Our focus on monitoring reflects the depth of the agency problems facing municipal
issuers: opaque information environments, information asymmetries between officials and
external parties, and free-riding incentives that suppress monitoring effort. We define monitoring
as the costly acquisition, verification, and use of information about a municipal issuer's fiscal
condition and governance by parties external to the issuer, with the effect of disciplining issuer
behavior. We deliberately choose this broad definition, because it allows us to discuss the universe
of stakeholders and their interactions with local governments.

Within this scope, we organize the review around the main ingredients of monitoring:
information acquisition, verification, use, and discipline, which we see as complements rather than
substitutes (Milgrom and Roberts 1990; 1995). Timelier disclosure facilitates acquisition, credible
verification makes use worthwhile, and credible discipline raises the expected return to all three.
Each external monitor we examine (voters and taxpayers, pensioners, retail investors, banks and
institutional investors, rating agencies, municipal advisors, local media, and states) can be
characterized by the stage at which it faces the biggest frictions.

Several scope choices shape what follows. We focus on the United States, where the
combination of federal disclosure exemptions, state-level variation in accounting and oversight,
and a predominantly retail investor base produces institutional features that are difficult to map
onto sovereign or corporate settings. Our emphasis is on external monitoring. The empirical
literature we synthesize spans accounting, finance, economics, and political science.

Our first conclusion is that municipal agency problems have a structural source: the

absence of a residual claimant, combined with principals whose preferences cannot be reconciled



by any single metric. Shareholders of a public firm hold control rights and full exposure to residual
consequences, so they discipline management through votes, derivative suits, or the threat of
hostile acquisition. No municipal agent plays this role: voters bear consequences but face free-
riding problems, bondholders hold contractual claims but no governance rights, and pensioners’
incentives often diverge from those of taxpayers due to legally protected claims. Each monitor's
underinvestment rationalizes the others', and the market coordinates on a low-monitoring
equilibrium (Olson 1965; Holmstrom 1982). Officials facing competing constituencies have no
single performance metric against which their conduct can be judged. Short political horizons
compound the problem by pushing costs onto successor administrations.

Second, the municipal information environment is opaque. Unlike corporate issuers,
municipalities are exempt from federal securities registration, and the Tower Amendment bars the
Securities and Exchange Commission (SEC) and Municipal Securities Rulemaking Board
(MSRB) from requiring them to file financial information, so disclosure rests on voluntary practice
and bond-contract covenants rather than federal law. Only about half of states require local
governments to follow Generally Accepted Accounting Principles (GAAP). Annual reports also
arrive slowly, with an average filing lag exceeding 280 days. As a result, acquiring, verifying, and
comparing information across issuers is costly.

Third, every monitor faces a binding constraint at some point in the monitoring process.
Voters and retail investors are primarily constrained at acquisition, where the cost of reading and
interpreting financial disclosures far exceeds the diffuse benefits any individual receives from
monitoring. Auditors and rating agencies face a bottleneck at verification, since governmental
accounting standards leave issuers substantial latitude on component-unit inclusion and actuarial

assumptions. Voters, retail investors, and municipal advisors are also constrained at discipline:



they may identify problems, but their ability to impose consequences on officials or issuers is
limited. These constraints are connected, as the four stages complement each other and weakness
at one reduces the payoff to effort at the others. This may explain why state fiscal monitoring
regimes, which operate across several stages simultaneously, are associated with improvements in
both reporting quality and fiscal governance.

Fourth, the institutional locus of monitoring is the state, not the federal regulator. Federal
authority over municipalities is constrained, and indirect enforcement has proven weak. States, by
contrast, hold sovereignty over their local governments. States serve both as designers of the
monitoring infrastructure (by introducing disclosure requirements) and as monitors, though state
oversight may not always be politically neutral.

Finally, critical gaps remain, as the municipal setting is dramatically under-researched
relative to its economic significance. What is the optimal regulatory design under the constraints
imposed by the Tower Amendment, and why do states not impose the disclosure and enforcement
rules that the federal government cannot? We do not know whether any institutional design can
substitute for the missing residual claimant, or whether the low-monitoring equilibrium we
describe is structurally unavoidable. We do not know when monitors act as substitutes or
complements, and therefore whether the decline of one is absorbed by the others or compounded
into broader erosion. The potential for Al to relax the processing and verification constraints is an
open empirical question. And the distributional effects of monitoring is largely not understood:
when disclosure, audit, and oversight improve, whose interests (bondholders, taxpayers, service
recipients, retirees) are protected?

Municipal issuer landscape. The municipal bond market is large and fragmented. There

are 90,837 governmental units, including counties, municipalities, townships, school districts, and



special districts (US Census Bureau 2023). Of these, approximately 55,000 have bonds
outstanding, collectively accounting for more than one million individual securities (MSRB 2026).
Nearly two-thirds of the nation's core infrastructure (schools, roads, water systems, and hospitals)
is financed through municipal bonds (MSRB 2025). Education accounts for the largest share of
borrowing, representing over one-quarter of issuance over the past decade (MSRB 2026). General
purpose government borrowing, including public safety facilities, government buildings, and
general capital improvements, is the second-largest category.

A critical distinction among municipalities is between operating governments, and entities
that serve essentially as financing vehicles. State and local governments employ 19.9 million
workers, 86 percent of whom participate in defined benefit pension plans; the approximately 5,000
public pension systems that fund these benefits hold $6.0 trillion in assets (US Census Bureau
2025; BLS 2025; Equable Institute 2025; Reason Foundation 2025). Conduit issuers and special
districts, by contrast, carry little or no pension exposure. Our focus is on the general-purpose local
governments whose officials make pension promises that bind future taxpayers and whose
governance structures determine whether those liabilities are funded or deferred.

General-purpose governments employ the largest workforces among operating issuers.
Their governance structures vary. Authority may rest with an elected mayor, an elected board or
commission, or a professional city manager to whom an elected board delegates executive
responsibility. In each case, officials set budgets, levy taxes, negotiate labor contracts, and make
pension commitments. They also authorize borrowing, either against the jurisdiction's taxing
power (general obligation bonds) or against revenues from a specific enterprise (revenue bonds).
School districts, the other major category of operating issuer, are also governed by elected boards,

while large special districts and authorities are typically governed by appointed boards.



Setting, information production, and verification.

Why monitoring is needed and why it is hard in the municipal setting. The need for
monitoring arises from a mismatch between political incentives and fiscal consequences: elected
officials can make binding commitments whose costs materialize long after they leave office, and
the information needed to identify those costs in real time rarely reaches anyone with the incentive
to act on it. For example, California's 1999 retroactive pension enhancements, which CalPERS
assured would cost taxpayers nothing, contributed to $163 billion in unfunded liabilities by 2020
and several municipal bankruptcies. New Jersey's contribution holidays under Governor Whitman,
used to finance income tax cuts, preceded a growth in unfunded liabilities from $4 billion to over
$80 billion. Actuaries in both states issued explicit warnings at the time, but those warnings were
buried in technical documents that no external party translated into corrective pressure.

The need for monitoring is not limited to disciplining strategic behavior. Local officials,
particularly in smaller municipalities, often lack the resources and expertise for prudent financial
stewardship. Negative financial outcomes in these settings may reflect resource constraints rather
than strategic intent.

Preventing these outcomes, whatever the origin, requires that fiscal information be
acquired, verified, analyzed, and acted on before deterioration becomes irreversible, whether
through external discipline or stronger internal governance. In this review we focus on the former.
We view monitoring stages (acquisition, verification, analysis, and discipline) are complements
rather than substitutes. Improvements at one stage facilitate others (Milgrom and Roberts 1990,
1995). Timelier disclosure facilitates information acquisition, and reliance on credible auditors

makes verification less costly. Disciplining mechanisms work in both directions: they translate



verified information into consequences for issuers, thus incentivizing acquisition and verification
in the first place.

Agency conflicts and competing principals. This interdependence creates a coordination
problem. Each monitor's optimal effort depends on what other monitors do, but those choices are
largely unobservable especially across sophisticated monitors, such as banks and institutional
investors. No monitor can commit to a high-effort strategy without assurance that others will
reciprocate, and the market coordinates on a low-monitoring equilibrium in which each party's
underinvestment rationalizes the others' (Olson 1965, Holmstrom 1982). Corporate markets
partially overcome this problem through a residual claimant: equity holders absorb the
consequences of monitoring failures and therefore have reason to invest in governance
infrastructure that raises the floor on collective effort. Municipal markets have no residual
claimant. Voters bear consequences but cannot observe monitoring effort by other agents, and
bondholders hold contractual claims but have no governance rights.

The absence of a residual claimant is compounded by disagreement among the principals
themselves. Shareholders of a public firm possess clearly defined residual claims and can
discipline management through votes, derivative suits, or the threat of hostile acquisition. Elected
officials face no comparable instrument and answer instead to multiple constituencies whose
preferences conflict: taxpayers demand low taxes, service recipients demand uninterrupted public
goods, employees and retirees demand that compensation and pension commitments be honored,
and bondholders demand that debt service be prioritized. No unified legal or political doctrine
resolves these conflicts. Constitutional pension protections, general obligation bond pledges, and
electoral accountability each establish priority in different domains, leaving officials to navigate

competing claims without a single metric against which performance can be judged.



Short political horizons compound the problem: officials face incentives to expand visible
services while deferring pension contributions, infrastructure maintenance, and debt repayment to
successor administrations and to the future taxpayers and bondholders who will bear the cost.

The municipal information environment. Corporate issuers face an extensive federal
disclosure framework: registered offerings, periodic financial reports, Regulation Fair Disclosure,
and personal officer liability under Sarbanes-Oxley. None of these extend to municipal issuers.
The Securities Act of 1933 exempts municipal securities from registration, and the Tower
Amendment (1975) goes further, prohibiting the SEC and the MSRB from requiring issuers to file
any pre-sale documents or periodic financial information. These exemptions reflect Tenth
Amendment federalism concerns: states are sovereign entities; local governments derive their
authority from them. Hence Congress has treated federal reporting mandates as encroachments on
that sovereignty. The practical consequence is a disclosure regime that is voluntary at its
foundation and contractual rather than statutory in its enforcement.

The principal federal mechanism, SEC Rule 15¢2-12, operates indirectly. Rather than
regulating issuers, it conditions underwriter participation on the issuer's agreement to provide
continuing disclosure: an official statement at issuance (analogous to a corporate prospectus),
annual financial information thereafter, and notice of sixteen specified material events. Filings are
made through the MSRB's Electronic Municipal Market Access (EMMA) system, which since
2009 has served as the centralized repository for municipal disclosure data and reduced search
costs (Cuny 2016). The obligation thus runs from underwriter to issuer through a covenant, not
from issuer to investors through federal statute.

This institutional setup makes continuing disclosure hard to enforce. For example, SEC’s

recent effort under the Municipalities Continuing Disclosure Cooperation Initiative (MCDC),



which offered favorable settlement terms to issuers and underwriters that self-reported prior
disclosure violations, did not improve compliance. Instead, filing rates among affected issuers
declined (Maffett et. al 2025), making it clear that lack of mandate for credible follow-up
enforcement can exacerbate noncompliance (Ivanov et al. 2025).

Three features of municipal financial reporting bear directly on the information
environment. First, comparability across issuers is limited. Only approximately 50 percent of states
mandate GAAP accounting for their political subdivisions, and among audited local governments
only 71 percent apply GAAP in practice (GASB 2025). Adoption is associated with lower
borrowing costs (Baber and Gore 2008) and is more common among debt issuers than other
governments (Ingram 1984; Gore 2004). But even among GAAP adopters, GASB permits
substantial variation in how governments structure their funds and classify financial data.

Second, the reporting itself is complex. GASB requires dual-perspective financial
statements: government-wide statements on a full accrual basis and fund-level statements on a
modified accrual basis (GASB 34; Plummer, Hutchison, and Patton 2007; Reck and Wilson
2014).The resulting Annual Comprehensive Financial Report (ACFR) typically spans 150 to 300
pages and distributes information across multiple fund categories that do not aggregate into a
single balance sheet, which can create substantial processing frictions (Farrell et al. 2023).

Third, municipal financial information arrives with significant time lags. Municipal issuers
file annual information with an average lag exceeding 280 days (measured from the Cuny et al.
2025 data), compared to 60 to 90 days for corporate issuers, and these delays seem to impair price
discovery (Sherrill and Yerkes 2018; Chalmers et al. 2021). Municipalities do produce budgets
that can provide earlier signals of fiscal stress, but budgets vary even more widely than annual

reports in format and detail, limiting their usefulness for systematic cross-issuer monitoring.
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That said, disclosure quality varies substantially across issuers. Larger issuers, those with
greater political competition, and those with stronger incentives to lower borrowing costs tend to
disclose more (Cheng 1992; Gore 2004; Cuny 2016; Cheng, Cuny, and Xue 2022), while riskier
issuers (Ivanov et al. 2025) and politically connected governments disclose less (Cuny et al. 2020).
Abramova et al. (2025) show that financial reporting quality is positively associated with the
financial manager capacity. Measures of better reporting quality are associated with lower
borrowing costs (Reck and Wilson 2014; Sherrill and Yerkes 2018; Baber, Beck, and Koester
2024), while news about reporting restatements increase the cost of borrowing (Baber, Gore, Rich,
and Zhang 2013).

Several open questions remain about the determinants of disclosure quality. On the
regulatory side, we do not know whether differently designed SEC or MSRB policies could
improve reporting, or whether the Tower Amendment makes credible federal enforcement
impossible without legislative change. The role of states, the primary regulators of local
governments, also remains underexplored. A second set of questions concerns the cost-benefit
calculus facing issuers. Observed low reporting might reflect low demand for information (Cuny
et al. 2025). Producing a high-quality ACFR is costly, requiring staff time, auditor fees, and
consultant fees, and for resource-constrained local governments net benefit may be negative even
when broader transparency would be welfare-improving. Could Al-driven processing of ACFRs
substitute for regulatory mandates and reduce preparation costs? Finally, more evidence is needed
on how internal governance structures shape reporting outcomes.

Verification. Nearly all municipal bond issuers are required to produce audited financial
statements, either by state law or as a condition of bond covenants. The audit market differs

fundamentally from its corporate counterpart: expertise resides in small specialist firms rather than
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the Big 4, and specialization (not auditor size) predicts perceived audit quality (Copley, Gaver,
and Gaver 1995; Lowensohn et al. 2007). Audit findings such as internal control deficiencies and
qualified opinions are associated with higher borrowing costs (Park, Matkin, and Marlowe 2017;
Edmonds, Leece, and Vermeer 2020; Gore, Henderson, and Ji 2024). Auditor independence
matters for financial performance (Vannutelli 2022), but in the US, oversight of the audit function
is relatively rare, with only 20 percent of municipalities maintaining audit committees (Rich and
Zhang 2014).

The federal Single Audit Act requires entities spending $750,000 or more in federal awards
to undergo a financial statement and internal control audit. The audit also verifies that awarded
funds were spent appropriately. Although evaluating fiscal health is beyond the scope of the audit
(Waymire, Webb, and West 2018), a few studies examined its relationship with fiscal outcomes.
Cuneo, Leder-Luis, and Vannutelli (2023) find no marginal effect on US municipal outcomes,
while Dong (2022) finds that removing the requirement is followed by financial deterioration.
Ruan et al. (2025) further finds negative externalities from the single audit removal.

Audit verification is constrained by the latitude that governmental accounting standards
afford issuers on consequential measurement choices. For example, auditors must verify that the
reporting entity includes all component units under GASB 61, but the proliferation of special
districts and dependent entities makes comprehensive evaluation difficult. Similarly, auditors must
evaluate actuarial assumptions under AU-C 540, but GASB standards permit a range of defensible
discount rates and mortality tables wide enough that materially optimistic assumptions routinely
survive the audit (Novy-Marx and Rauh 2011; Naughton, Petacchi, and Weber 2015).

More generally, municipal officials exercise accounting discretion in predictable ways

(Zimmerman 1977). They use it strategically around elections (Kido, Petacchi, and Weber 2012),
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bond issuances (Beck 2018), and labor negotiations (Gore, Ji, and Kulp 2023). Discretion is also
associated with officials' compensation (Beck, Chen, and Hilary 2024). Collectively, these results
indicate that the information environment reflects not only the capacity of issuers to produce
disclosure but also the incentives they face in doing so.

Does the audit have information value in institutional environment with weak enforcement
and governance? Similar to the corporate literature, we also don’t know whether the audit produces
or merely confirms information the market already has. Anecdotal accounts suggest that revealed
audit findings rarely trigger corrective action, but we do not know when, or whether, such findings
cause municipalities to improve reporting. Evidence on the auditor selection process is similarly
thin. A final open question concerns capacity. Documented CPA labor shortages are already
constraining local governments that cannot afford rising audit fees. More than three-quarters of
government respondents to a joint AICPA-NASACT survey cite insufficient budget as limiting
their ability to staff accounting functions. 64 local governments had their ratings withdrawn for
missing audited financials (AICPA/NASACT 2024). Systematic evidence on the scale and

consequences of this shortage remains scarce.

External Monitoring Agents

To organize our review of external monitors, we structure each agent's evaluation around
the monitoring production function: information acquisition, verification, use, and discipline.
Monitoring agents differ in their capacity at each stage, and that for each agent a particular stage
represents the main friction that limits its effectiveness.

Voters and taxpayers. Voters and taxpayers are the primary principals in democratic
municipal governance, delegating decision-making authority to elected officials and bearing the

consequences of governance failures through higher tax burdens and diminished service quality.
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Yet they play a limited role in monitoring local governments. The binding frictions lie at the
acquisition and discipline stages, and the mechanisms that serve as partial remedies operate
primarily by lowering acquisition costs.

The first is a collective action problem: each voter who invests effort in evaluating fiscal
performance bears the full private cost of monitoring but captures only a diffuse share of the
resulting benefit, resulting in rational ignorance (Olson 1965). Processing municipal financial
information requires familiarity with governmental accounting, pension actuarial methods, and
layered legal frameworks most voters lack (Zimmerman 1977). Many taxpayers do not perceive
themselves as stakeholders in their municipality's debt obligations, rarely connecting their tax bills
to specific borrowing decisions (GASB 1987), which further reduces the incentive to monitor.

Even when citizens process the information, translating fiscal concerns into political
pressure is difficult. Elections are infrequent, decided on a bundle of issues of which fiscal health
is only one, and voters struggle to attribute outcomes to specific officials, especially in non-
election years (Kido et al. 2012). The evidence on electoral responsiveness is nevertheless stronger
than a pure rational-ignorance baseline would predict: voters punish governors for fiscal
deterioration, though the reward for fiscal restraint is limited (Peltzman 1992; Brender 2003).

Voters are more active when information acquisition costs are reduced, as occurs when
local media or citizen groups synthesize complex fiscal data into an accessible narrative. Under
these conditions, voters can respond to clear signals of fiscal distress or malfeasance, generating
electoral consequences that discipline officials (Ferraz and Finan 2008; Snyder and Stromberg
2010). It is harder for the voters, however, to impose discipline when problems develop gradually

or require technical interpretation, because the electoral mechanism cannot isolate fiscal
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performance from bundled issues and because voters cannot process the underlying data without
substantial intermediation (Healy and Malhotra 2009; Healy and Lenz 2014).

Lowering acquisition costs and allowing voters to participate in decisions directly, rather
than evaluate them retrospectively, appears to facilitate monitoring. Public notice disclosures,
which are short, forward-looking, and comparatively easy to process, shape constituent
engagement with specific municipal initiatives such as zoning changes, though whether they
impose fiscal discipline remains unclear (Munevar et al. 2026). Bond referendum requirements
lower debt levels and improve municipal disclosure and bond-market liquidity but push cities
toward more expensive debt instruments that bypass the referendum requirement (Kiewiet and
Szakaly 1996; Huang et al. 2026).

There is a lot that remains unknown. More evidence is needed on whether institutional
changes such as fiscal referenda or different disclosure formats, benchmarking approaches, or
visualization methods help voters identify long-run problems before they become acute. What is
the size and socio-demographic composition of the monitoring voters? Are their views conflicting
with the views of other constituents? Does exit substitute for voice as a disciplining mechanism,
and how does the availability of exit change the officials behavior? Next, is voter monitoring a
substitute or a complement for market-based monitoring? The distributional consequences of
monitoring optimized for creditor protection may diverge from monitoring that disciplines
behaviors most consequential for residents. How does voter monitoring scale with jurisdiction size,
and does the heterogeneity across small towns, mid-sized cities, and large metros reflect different
monitoring approaches?

Pensioners. Local government employees have a direct stake in fiscal outcomes: their

wages and retirement benefits depend on the sponsoring government's fiscal condition and the
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legal protection of obligations in distress (Novy-Marx and Rauh 2009, 2011, 2012; Myers 2025).
Population aging places an additional strain on pension systems and intensifies fiscal pressure on
governments (Butler and Yi 2022). In principle, this should motivate sustained monitoring (Hess
and Impavido 2003).

Unions and employee representatives on pension boards, however, optimize for member
compensation and benefit security, not for the sponsor's overall fiscal health. In most states,
pension benefits are legally protected, so under-funding is ultimately borne by taxpayers rather
than pensioners, and unions therefore tolerate, or even prefer, lax funding. Greater employee
representation on pension boards is associated with lower shares of the Annual Required
Contribution paid and higher liability discount rates. Stronger state-level unions are associated
with more aggressive pension accounting and, in the bond market, with more debt issuance and
higher yields following fiscal shocks (Anzia and Moe 2019; Andonov, Bauer, and Cremers 2017;
Bonsall, Comprix, and Muller 2019; Choi and Gupta-Mukherjee 2024).

The pattern appears to partially reverse after GASB 67/68 forced pension deficits onto
government balance sheets: contributions rose, discount rates fell, and reported liabilities
increased, with the response concentrated in strong-union and underfunded plans (Anantharaman
and Chuk 2024; Hoang and Chen 2026). Bond markets priced the new information, with yield
spreads rising more for states with larger revealed deficits (Sun and Zhang 2021; Plooster 2025),
and the real economy adjusted through tax increases, spending cuts, and weaker housing market
growth in the most exposed regions (Fan 2025). Compliance was not passive: Allen and Petacchi
(2022) show that preparers strategically implemented the standards where political incentives such

as term limits and electoral competition allowed them to preserve disclosure flexibility, consistent
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with prior evidence that governments have an incentive to understate pension liabilities (Novy-
Marx and Rauh 2011; Kido, Petacchi, and Weber 2012; Naughton, Petacchi, and Weber 2015).

Under what conditions do pensioner interests align with sponsor fiscal health? The question
is whether there is a threshold of impairment risk above which pensioner and taxpayer interests
converge, and whether a meaningful share of plans sits above it. Who counts as a pensioner? The
category combines retirees drawing benefits, active employees with long horizons, and future hires
not yet in the system, and their incentives sharply. Retirees want current solvency, active
employees want the promised accrual path, and future hires bear the cost of any benefit cuts
negotiated today. Unions represent the second group may also be controlled by the first.

Another question is whether pensioners have an information advantage. In this section we
thought of them as outside principals. Yet through unions, plan staff, and actuarial consultants,
pensioners may hold better information about the plan than taxpayers or bondholders do. If so,
does this informational advantage influence outcomes?

Retail investors. Approximately 70 percent of outstanding bonds are held by retail
investors, especially high—tax-bracket households seeking tax-exempt income (MSRB 2026;
Longstaff 2011; Fleckenstein and Longstaff 2025). Many hold bonds directly, while others invest
via mutual funds and ETFs that ultimately aggregate retail capital. This retail orientation makes
the market more fragmented than corporate debt: holdings are spread across thousands of small
accounts, often in modest denominations, and concentrated in investors who are not positioned to
conduct intensive credit analysis.

Market structure compounds the problem. With over a million distinct securities,
customized features, and thin secondary trading, most municipal bonds are effectively buy-and-

hold instruments (Green, Hollifield, and Schiirhoff 2007; Schultz 2012; Farrell et al 2023). Trading
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is infrequent and occurs in opaque over-the-counter markets, where many bonds do not trade for
extended periods and price discovery is limited (Harris and Piwowar 2006; Green et al. 2007;
Chalmers, Liu, and Wang 2021). For a typical retail investor, the cost of becoming informed about
any single issuer outweighs the benefits, given the fragmentation of the market and the limited
availability of timely, standardized information (Schultz 2012).

Whether platforms that aggregate and simplify information could reduce acquisition costs
enough to facilitate retail monitoring is an open question. Digital tools may lower processing costs
through standardized metrics, peer comparisons, and trend analyses, letting retail investors
incorporate basic fiscal indicators into portfolio decisions. Little is known about the threshold at
which acquisition costs become low enough to alter retail behavior, or whether other constraints
(verification capacity, limited attention) would remain binding even if platforms substantially
reduced processing costs.

Institutional and bank investors. Banks occupy a qualitatively different position. They
hold roughly 20 percent of outstanding municipal bonds, but their participation is effectively
constrained by the bank-qualification rule. Under the Tax Reform Act of 1986, banks may deduct
a portion of the carrying costs of tax-exempt bonds only if the bonds are issued by "qualified"
small issuers, defined as those issuing no more than $10 million of tax-exempt debt in a given
year. This provision segments the market into two tiers: one in which banks retain the full federal
tax advantage, and one in which they do not. Bank holdings are therefore heavily concentrated in
the qualified segment (Bergstresser and Orr 2014; Dagostino 2025).

Although bank participation is capped by the qualification rule, issuers do not simply
substitute away from bank financing once they approach the limit. Instead, they often scale back

issuance to remain within the qualified threshold rather than issuing larger amounts and losing
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bank eligibility. This willingness to forgo additional borrowing reveals a clear preference for bank
financing, pointing to the distinct value banks provide in the municipal market (Dagostino 2025).

Consistent with this, increases in bank demand for municipal bonds translate into tangible
benefits for issuers: lower borrowing costs, higher issuance, and improved local economic
conditions (Cortes, Cunha, and Barbosa 2024; Dagostino 2025; Yi2021; Garrett and Ivanov 2022).
They interact repeatedly with issuers, often have access to nonpublic or soft information, and can
renegotiate terms when fiscal conditions deteriorate. Even when investing in public bonds, bank
holdings are not purely arm’s-length: institutions with prior lending or underwriting ties are more
likely to hold an issuer's debt and to hold it long-term. These relationships strengthen monitoring
incentives and deepen informational advantages over time, leaving banks better positioned to
assess credit risk and identify mispricing while issuers benefit from a more stable and informed
investor base. In periods of stress, relationship-based bank demand can help sustain market access
and reduce borrowing costs (Cortes, Cunha, and Haque 2023). Geographic proximity between
intermediaries and issuers further enhances informational advantages and reduces underwriting
costs, pointing to the value of local knowledge in effective monitoring (Butler 2008).

Banks also provide direct lending, which differs from public bond finance in important
ways: it allows renegotiation, access to credit lines, and contract terms that adjust as fiscal
conditions evolve. Banks' internal credit assessments are often more conservative than public
credit ratings, suggesting that they identify risk before the market (Ivanov and Zimmermann 2024).

From a monitoring perspective, bank finance has clear advantages. Concentrated lenders
have stronger incentives to produce information than dispersed bondholders, and bank contracts

can include covenants, collateral requirements, additional-debt restrictions, and disclosure
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obligations (Diamond 1984; Rajan 1992). Bank lending thus supports a form of relationship-based
discipline largely absent from the retail municipal market.

Bank monitoring, however, is not a complete solution. Issuers fail to publicly disclose
material private placements roughly 50 to 60 percent of the time, and even disclosed filings often
omit economically important terms (Ivanov, Zimmermann, and Heinrich 2025). Poorly disclosed
private loans and placements can therefore weaken the position of public bondholders. The
implication is that banks mitigate, but do not resolve, the municipal market’s monitoring problem.
While they are better informed and better positioned to act than dispersed bondholders, their
advantages can produce a two-tier creditor structure in which sophisticated lenders protect
themselves while public investors and taxpayers remain under-informed.

Whether requiring disclosure of private placement terms would generate positive spillovers
to public investors or reduce banks' willingness to engage in costly monitoring remains an open
question. Mandatory disclosure might allow public investors to infer fiscal problems from the
presence or terms of private placements, or to benchmark covenant protections. Alternatively, it
might reduce bank monitoring effort by eliminating the private benefits that justify acquisition and
verification costs, leaving the market worse off overall. Little empirical evidence exists on the
relative magnitude of these competing effects.

Credit rating agencies. Credit rating agencies are the most prominent information
intermediaries in the muni market. Moody's, S&P, and Fitch assign ratings that reflect their
assessment of default probability and expected loss, drawing on issuer finances, governance, and
economic base. Beyond initial ratings, they provide ongoing monitoring through credit opinions,
outlooks, and sector research, which distinguishes them from gatekeepers such as bond counsel or

financial advisors whose role is largely confined to issuance. A large literature documents both
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their informational role and their incentive distortions, including the effects of rating recalibration
and issuer-paid fee structures on borrowing costs, disclosure behavior, and even political election
outcomes (Adelino, Cunha, and Ferreira 2017; Cornaggia and Cornaggia 2013; Cornaggia,
Cornaggia, and Israelsen 2018; Cunha, Ferreira, and Silva 2022). Ratings also shape issuer
disclosure incentives (Gillette, Samuels, and Zhou 2020; Beatty et al. 2019).

The disproportionate importance of credit ratings reflects both their informational and
regulatory functions. For the retail and retail-oriented investors who hold approximately two-thirds
of outstanding municipal debt, the rating condenses complex fiscal information into a single
measure. Regulation reinforces this dependence: investment guidelines for mutual funds,
insurance companies, money market funds, and bank portfolios commonly specify minimum
rating thresholds.

The evidence also reveals systematic failures beyond the verification constraint. The
issuer-pays model creates conflicts of interest (Jiang, Stanford, and Xie 2012; Bolton, Freixas, and
Shapiro 2012; Cornaggia and Cornaggia 2013), and the oligopolistic structure of the industry limits
competitive pressure (Becker and Milbourn 2011; White 2010). Rating agencies failed to
anticipate several high-profile defaults, most notably Detroit, despite visible warning signs These
failures suggest either that the verification constraint binds tightly, preventing agencies from
detecting problems hidden in issuer disclosures, or that incentive misalignment prevents them from
acting on information they do possess.

Prior to the financial crisis, municipal bond insurance provided a parallel certification
channel. Monoline insurers conducted independent credit analysis as a condition of providing

guarantees, and the resulting AAA wraps reduced borrowing costs and mitigated information
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frictions. The collapse of the monoline industry after 2008 largely eliminated this channel,
increasing reliance on credit ratings (Cuny 2016; Cornaggia, Hund, and Nguyen 2023).

What remains uncertain is increasingly a technological question. Advances in machine
learning and Al can lower the cost of processing large volumes of municipal disclosures (financial
statements, continuing disclosures, and narrative filings), enabling broader coverage, more
frequent updates, and more systematic cross-issuer comparisons. These tools could partially relax
the information-processing constraints that limit traditional ratings, particularly by standardizing
disparate disclosures and extracting signals from unstructured data. Whether they meaningfully
address the deeper verification problem is less clear: they still rely on issuer-provided information
and may primarily improve aggregation rather than validation.

Municipal advisors. Many issuers lack the expertise to evaluate whether a given bond
financing structure is prudent. The Government Finance Officers Association (GFOA)
recommends that issuers without sufficient in-house capacity hire a municipal advisor selected
through a competitive process. Unlike underwriters, municipal advisors are bound by a fiduciary
duty of care and loyalty under Dodd-Frank and MSRB Rule G-42 (GFOA 2025). This framework
reflects a recognition that market discipline alone is insufficient and that issuers often need a
professional intermediary to evaluate key decisions: method of sale, call provisions, bank-loan
alternatives, debt affordability, and disclosure practices.

Municipal advisors are intended to serve as a counterweight to the commercial incentives
of dealers and banks. In practice, their incentives are not always aligned. After Dodd-Frank
prohibited advisors from also serving as underwriters on the same transaction, borrowing costs on
affected bonds fell by 11.4 basis points (Garrett 2024). The natural interpretation is that dual-role

advisors had previously tilted advice toward outcomes that benefited their underwriting business,
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showing that even designated monitors in the municipal market can face meaningful conflicts of
interest. Related work shows that underwriting relationships and advisor incentives influence
issuance methods, pricing, and competition (Butler 2008; Cestau et al. 2019a). Persistent
relationships with underwriters can affect the timing and efficiency of refinancing decisions, while
specialized or locally focused intermediaries improve execution and reduce costly delays (Chen,
Cohen, and Liu 2024; Ang et al. 2017).

Advisor monitoring works when incentives are properly aligned: advisors with fiduciary
duties and without conflicting interests negotiate better terms and structure transactions that serve
issuer interests. Their technical expertise in market conditions and regulatory requirements allows
them to translate fiscal and market information into actionable transaction advice.

Advisors' information about underlying fiscal conditions, however, depends on issuer-
provided and publicly available disclosures. They lack authority to compel disclosure, access non-
public records, or conduct independent audits, which constrains them at acquisition and
verification. Even when they identify risks or suboptimal practices, their leverage is limited by the
issuer's ability to disregard their advice or terminate the relationship. This constraint at discipline
prevents advisors from enforcing improvements in fiscal management or disclosure beyond what
issuers voluntarily adopt. Municipal advisors are therefore best understood as potential monitors
whose effectiveness depends on incentive alignment and operates primarily at the transaction level
rather than through ongoing fiscal surveillance.

Whether stronger requirements could extend advisor monitoring beyond transaction-level
review remains an open question. Mandating the use of independent advisors for all bond issuances
would ensure baseline expertise in transaction structuring but would not resolve the underlying

discipline constraint. Requiring advisors to provide formal capacity or affordability opinions might
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induce more systematic fiscal analysis, though such assessments would still rely on issuer-
provided information for verification. Little is known about whether expanding advisor scope
would improve fiscal discipline or merely add costs without overcoming the fundamental
constraint that advisors cannot compel issuer action.

Local media. Local media perform four functions simultaneously: they acquire and
aggregate information that individual voters and bondholders would otherwise have to produce
themselves, provide verification through investigative reporting that can surface issues not evident
in official disclosures, translate information into a form accessible to non-specialist audiences, and
create reputational and electoral consequences for the officials whose conduct they choose to
cover. Coverage shifts the distribution of informed voters, which in turn shifts officials' incentives:
covered issues attract attention, and officials whose conduct would otherwise go unnoticed face
electoral consequences. Government behavior therefore responds to the supply of news, not only
to the underlying information environment (Prat and Stromberg 2013; Stromberg 2015).

This monitoring function is priced in municipal markets. Areas experiencing declines in
local newspaper coverage see higher municipal borrowing costs, larger deficits, increased wage
bills, and greater use of opaque financing practices such as negotiated sales (Gao, Lee, and Murphy
2020; Jiang, Shang, and Wang 2025).

Evidence supports the importance of the media's dissemination role. Information about
corruption and fiscal issues, for example, barely affect electoral outcomes in municipalities
without local media, despite that information being publicly available elsewhere (Ferraz and Finan
2008; Nakhmurina 2024). Similarly, the removal of forward-looking mandatory municipal
disclosure from newspapers in Florida is followed by a decline in public meeting participation

(Munevar, Nakhmurina, and Samuels 2026).
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Greater media coverage improves political accountability, while declines in local news
reduce engagement and weaken the link between government performance and voter response
(Snyder and Stromberg 2010; Gentzkow, Shapiro, and Sinkinson 2011; Hayes and Lawless 2018;
Myers 2025). Higher media penetration also predicts increased public resource allocation and
greater governmental responsiveness in a state of crisis (Besley and Burgess 2002; Stromberg
2004). Informing local officials about news coverage on infrastructure failures increased support
for costly investment in competitive electoral settings (Mullin and Hansen 2023).

The literature's main caveat is media capture: where ownership is concentrated or news
production is crowded out by national content, the monitoring function weakens, and election
turnout declines (Besley and Prat 2006). This pattern is visible in Sinclair acquisitions of US TV
stations and in private-equity ownership of local outlets (Martin and McCrain 2019; Ewens, Gupta,
and Howell 2023).

Media’s comparative advantage lies in broad dissemination that other monitors cannot
replicate. A single news story can reach a wide audience without requiring active search, creating
spillovers that amplify other monitoring channels. As a result, media decline may have cascading
effects beyond the loss of reporting itself. Several open questions follow. When local papers close,
do other monitors (state auditors, rating agencies, activist bondholders, attorneys general) step in,
or does monitoring simply fall? And if local news creates governance and pricing benefits that a
for-profit paper cannot capture (part of the reason for the closure), who should produce it: nonprofit
journalism, state subsidies, public broadcasting, or EMMA as publisher of simplified disclosure?

States. States are fiscally, politically, and reputationally entangled with their
municipalities. Bailouts are costly, distress is reputationally damaging and can spill over to other

municipalities, and intervention is often politicized. States are also the most legally empowered
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monitors of local governments in the US system, with authority to prescribe reporting and audit
rules, set debt and tax limits, operate formal fiscal distress regimes with intervention powers
ranging from technical assistance to the displacement of elected officials, and authorize access to
Chapter 9 bankruptcy. The empirical literature on state monitoring is smaller and more fragmented
than the literatures on other monitoring agents. An organizing distinction nonetheless emerges.
States function both as designers of the monitoring infrastructure on which other monitors depend
and as active monitors with statutory authority to intervene.

States influence the production of financial information. Only the states can mandate
GAAP for local governments, and those mandates are associated with higher reporting quality and
lower borrowing costs (Baber and Gore 2008; Yebba and Elder 2019).

Beyond information, states also constrain fiscal behavior directly through debt limits and
balanced budget requirements. The evidence suggests these rules produce discipline mixed with
substantial circumvention. Stricter balanced budget rules, particularly no-carryover provisions,
reduce deficits and accelerate fiscal adjustment to shocks, though adjustment is delayed in election
years and under divided government (Bohn and Inman 1996; Poterba 1994). Local governments,
however, often respond strategically. Strict balanced budget requirements can generate unintended
consequences, including asset sales and transfers across government funds to close budget
shortfalls (Costello, Petacchi, and Weber 2017). Debt limits produce a similar pattern of
circumvention. Because such limits typically bind on general obligation debt (backed by the
issuer's taxing power) while leaving room for revenue bonds, conduit structures, special
authorities, and lease-backed obligations, tightening constitutional borrowing limits shifts issuance
toward these less constrained instruments rather than reducing aggregate debt (Kiewiet and

Szakaly 1996; Huang, Munevar, and Samuels 2025).
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States also monitor local governments directly, though the intensity of oversight varies.
Most but not all states operate fiscal monitoring policies; fewer maintain formal powers to take
over local governments; and a subset authorize municipal bankruptcy under Chapter 9 (Yang
2023). Fiscal monitoring policies that entail regular review of municipal reporting to identify fiscal
distress improve reporting, local governance, and fiscal health (Nakhmurina 2024). The effect
likely operates through two channels: officials learn from the state about reporting and financial
management, and the prospect of state review disciplines behavior even without formal
intervention. Active state oversight thus improves not only compliance with formal rules but also
the information environment itself, which in turn facilitates monitoring by other agents.

State policies on bankruptcy access and intervention in distress also appear to play a
monitoring role, influencing municipal borrowing costs and market access, particularly during
periods of fiscal stress (Butler, Fauver, and Mortal 2009; Gao, Lee, and Murphy 2019).

One caveat is that state monitoring may not always be politically neutral. Where governors,
legislatures, or auditors view a municipality as politically allied, oversight may be more
cooperative and less punitive. Where the locality is politically opposed, the same legal toolkit may
be deployed more aggressively, through tighter scrutiny, harsher preemption, or more intrusive
intervention. The municipal market recognizes this dynamic, with political alignment shaping
market expectations about whether a state will support a local issuer under fiscal strain (Dagostino
and Nakhmurina 2026). It is perhaps not surprising then, that cities with historically greater
independence from the state tend to be more financially stable and respond more flexibly to
negative revenue shocks (Shoag, Tuttle, and Veuger 2019).

Much remains unknown about fiscal monitoring by states. What is the optimal mix of ex-

ante rules, ex-post intervention, and disclosure mandates? Fifty states operate fifty different
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combinations of GAAP mandates, fiscal monitoring regimes, intervention statutes, and Chapter 9
authorization, forming an unusually diverse laboratory for identifying which combination delivers
consistent fiscal discipline. Given the political-alignment incentives documented above, would
fiscal oversight benefit from central-bank-style independence? Does oversight effectiveness
depend on institutional features beyond the simple presence of an agency, such as statutory triggers
or delegated third-party review? Can states effectively monitor consolidated fiscal positions across
overlapping entities? And how does the Tower Amendment constraint shape the appropriate

division of federal and state regulatory responsibility (Dubrow and Hiteshew 2024)?

The present, the past, and the future of municipal monitoring

Municipal distress is often a surprise. The preceding sections described the main
frictions facing each municipal monitor. Perhaps a combination of these frictions explains why
municipal fiscal distress arrives as a surprise with striking regularity. Orange County in 1994,
Vallejo in 2008, Jefferson County and Central Falls in 2011, Detroit in 2013, Puerto Rico between
2014 and 2017, and the ongoing strains at Chicago Public Schools each took most market
participants by surprise at the moment the distress was revealed, despite the fact that information
material to credit was public. In some cases, monitors issued warnings that markets and officials
absorbed slowly or dismissed.

Credit rating agencies, the most visible of these monitors, are structurally slow,
downgrading coincident with rather than ahead of the events that reveal distress. Detroit general
obligation yields rose sharply between mid-May and mid-June 2013, three to four weeks before
the major agency downgrades of June 12 through 14. All three credit agencies downgraded Puerto
Rico debt to junk within a seven-day window in February 2014, after a year of small downgrades

that trailed secondary-market spreads. S&P moved Central Falls from BBB—to C in a single action
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in May 2011, after judicial receivership had been publicly announced. One explanation for these
delays is that the issuer-pays model rewards higher ratings with fees and market share (Beatty,
Gillette, Petacchi, and Weber 2019; Cornaggia, Cornaggia, and Israelsen 2022). Nor does the
investor base correct for these lags. Retail investors, who hold roughly 70 percent of outstanding
municipal bonds, screen on rating and then sort on yield, a mechanical pattern that systematically
produces buying ahead of downgrades rather than selling ahead of them (Basu et al. 2026).

Due to nondisclosure and delayed reporting, rating agencies that might otherwise flag
deteriorating fundamentals may instead mechanically apply models calibrated to stale or
incomplete data, producing investment-grade ratings that persist long after they cease to reflect
economic reality. investors relying on those ratings do not demand compensating yield spreads,
removing the price signal that might otherwise discipline borrowers or alert state oversight bodies.
By the time distress becomes visible, the issuer has typically accumulated years of structural
deficits, unfunded liabilities, and deferred maintenance that cannot be remedied without imposing
substantial losses on creditors, residents, or the state.

Historical surprises. Municipal fiscal distress has been recurrent in American history, and
each wave has taken the creditors of its day by surprise, following a similar pattern: a boom-era
expansion of debt predicated on projected revenues that do not materialize, monitoring architecture
calibrated to the prior cycle's failure, a rating or disclosure blind spot specific to the new instrument
class, and reform that arrives only retrospectively.

Three patterns recur across historical episodes. First, ratings are sticky and backward-
looking. Consider the municipal defaults of the 1930s: of the 310 U.S. cities with populations
above 30,000, nearly 90 percent carried Moody's AAA ratings in 1929, and roughly 98 percent

were rated AA or better. Yet 94.4 percent of defaulted principal value had carried AA or AAA
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ratings entering the crisis (Hempel 1971). Similarly, the Washington Public Power Supply System,
which experienced the largest municipal default at the time, carried investment-grade ratings into
1982, the year before its default.

Second, implicit guarantees are priced in until they are tested. When eight states and the
Territory of Florida defaulted between 1841 to 1843, British retail investors had been expecting
an implicit federal backstop. The Congress, however, declined to assume the debt (Kim and Wallis
2005; Wallis, Sylla, and Grinath 2004). In 1975, the too-big-to-fail presumption around New York
City was tested by President Ford's veto threat. And the “Treasury Put” priced into Puerto Rico
bonds through 2013 likewise did not hold once fiscal distress crystallized.

Third, reforms arrive only after the fact and are triggered by substantial defaults. State
constitutional debt limits followed the 1841 defaults. The Municipal Bankruptcy Act was re-
enacted in 1937, after the wave of Great Depression defaults. The creation of the MSRB followed
the New York City crisis. Rule 15¢2-12 followed the default of the Washington Public Power
Supply System. The MCDC Initiative followed the 2009 to 2015 default wave. Each reform
addressed the prior era's failure, and each left a new monitoring gap that became visible only in
the next crisis. Each default wave, moreover, was preceded by warning signs that were obvious in
retrospect but invisible to the monitoring architecture of the day. The historical pattern is sobering:
the specific gap that matters in the next crisis is typically hard to identify in advance, while the
structural features that produce blind spots seem to persist across time.

Future research. Nonetheless, it is still worthwhile to try and identify the gaps. Several
stand out. First, pension liabilities continue to pose substantial challenges for municipal fiscal
health. Second, a growing literature shows climate-related risks to be increasingly relevant to

municipal credit through sea-level rise, wildfire, flooding, insurance withdrawal, and infrastructure
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vulnerability, though recent work suggests these risks remain incompletely priced in municipal
markets and that adaptation planning is imperfectly integrated into municipal finance. The
monitoring problem follows directly: without translating these risks into fiscal scenarios, neither
voters nor markets can distinguish governments managing long-run risk from those merely
deferring it (Painter 2020; Goldsmith-Pinkham et al. 2023; Lu and Nakhmurina 2023; Rosin 2025;
Nakhmurina, Manning, and Fenichel 2026).

A third priority concerns the fiscal implications of data center growth. Data centers
generate local pressures through electricity demand, water use, land use conflict, and infrastructure
costs that can affect utility rates, capital spending, and expenditures across hyperscalers, utilities,
residents, and local governments. Monitoring these tradeoffs is difficult because governments may
welcome data centers for tax-base reasons while underestimating their long-run infrastructure
burdens, and existing disclosures do not make those tradeoffs visible (Brookings 2026).

The fourth is fragmentation and off-balance-sheet risk. Municipalities often respond to
constraints by shifting liabilities across instruments and affiliated entities rather than reducing
them outright. This problem is likely to grow as climate adaptation, utility modernization, and
digital infrastructure generate pressure to finance large capital needs through authorities, special
districts, joint powers entities, and enterprise systems.

More research is needed on the role of politics and attention in municipal monitoring. The
existing literature shows that monitoring is shaped by political alignment, local news capacity, and
the salience of information to voters, but much remains unknown about how attention can be
directed toward fiscally consequential issues before a crisis emerges. Work on local news and
infrastructure suggests that reporting can make long-horizon risks more visible and increase

support for preventive investment when benefits would otherwise be too diffuse or delayed to
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generate political response. Recent work in political economy emphasizes that accountability
depends not only on whether information is available, but on whether citizens allocate attention to
it. A promising research agenda centers on salience design: understanding which disclosures,
benchmarks, visualizations, or media institutions help voters notice pension underfunding,

deferred maintenance, climate exposure, or risky debt structures before these issues become acute.
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