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$4.4 trillion market with distinct institutional features

Finances 2/3 of US infrastructure (schools, roads, water, hospitals)

~70% directly or indirectly retail held— much of it retirees

State and local govs ~$5,000 pension systems with $6.0T in assets

~50,000 issuers - 1M+ securities - no federal disclosure mandate



We make five points

. Municipal agency problems shaped by absence of clear residual claimant

=

2. The information environment is opaque

. Every external monitor has its own weaknesses

w

. The institutional locus is the state, not the federal government

N

. The setting is under-researched relative to its economic significance
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Agency problems are complex &

No clear residual claimant;

e Electoral accountability, pension protections, GO pledges, establish priority
in different domains

o Elected officials: answer to conflicting constituencies:
- Taxpayers — low taxes
- Service recipients — uninterrupted public goods
- Employees / retirees — compensation & pensions honored
- Bondholders — debt service prioritized

No one performance metric + short horizons



4 (complementary) monitoring ingredients
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4 (complementary) monitoring ingredients

[Acquisition ]*){ Verification }—)[ Use ’—)[ Discipline ’
Regulatory regime Disclosure stats

No federal disclosure mandate (10th Amendment) Complex
- Securities Act (1933): exempts munis - ACFRs: 150—390 pages .
. Tower Amendment: SEC cannot require filings - dual-perspective (full vs. modified accrual)

- no single balance sheet
SEC 15c2-12: indirect, via underwriters )
Late: avg filing lag >280 days (corporates: 60-90)
Weak enforcement, can be counterproductive (MCDC) . . : . . .
Disclosure quality predictably varies w/ incentives

\Xorse for riskier issuers



4 (complementary) monitoring ingredients

Audit (mostly) required but..

Unusual market, loads we don't know

Thin oversight of audit function. ~20% munis have audit committees

GASB allows for a lot of discretion including:
- Component units (GASB 61) — proliferation of special districts
- Actuarial discount rates — optimistic assumptions routinely survive

CPA capacity crisis — 64 munis had ratings withdrawn for missing audits



4 (complementary) monitoring ingredients
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External monitors: use + discipline

How they monitor

Friction

Voters/taxpayers
Pensioners/unions
Retail investors
Institutions/banks
Credit ratings

Muni advisors
Local media

States

Elections, referenda, public pressure
Benefit governance, plan information,
bargaining

Rating screens, yield sorting, fund flows
Relationships, covenants, renegotiation
Standardized credit signal

Transaction expertise, fiduciary advice
Translation, salience, investigative
reporting

GAAP/reporting rules, fiscal review,
intervention authority

High processing costs; bundled elections

Legal protections shift costs to taxpayers;
incentives diverge

Fragmented holdings; no governance rights

Strong monitoring, but information is private
and excludable

Slow in distress episodes; issuer-pay
incentives

Can advise but cannot compel issuer action

Indirect discipline through voters,
reputation, and markets

Strongest lever, but politically gated




States

SEC and MSRB cannot require issuer disclosure

Loper-Bright (2024): constrained admin workarounds

= action is at the state level, whether or not we'd prefer otherwise

States have sovereign power over their local governments
- Can mandate anything

States have resources + expertise + incentive to prevent local distress
- Fiscal-monitoring policies

State oversight not always politically neutral



Distress often a surprise: warnings often in plain sight before

Jefferson County, AL

1997-03: swaps marketed as
cheaper than fixed-rate

2002-06: disclosed 1.7 x
swap-to-debt ratio (~$3.2B debt)

2005-07: Birmingham News
corruption expose

2006-07: FBI grand jury active; 3
commissioners convicted

Jan 30-Feb 1, 2008: FGIC/XLCA
cut; JCAAA — AA/A3

Feb 13-14, 2008: ARS auctions
fail; March 7 collateral default

March 27, 2008: Moody's Caa3 (6
weeks late)

Nov 2009: SEC-JPMorgan $722M
settlement

Nov 2011: Chapter 9 ($3.14B)

Detroit

2005; $1.44B off-balance-sheet
pension obligations

2010-2013: pension
under-funding in actuarial filings

2010: DOJ indicts mayor (extortion
+bribery+wire fraud+tax evasion)

2009-12: Detroit GO progressively
downgraded; B2 by 2012

April 2012: Ml Treasury probable
financial stress

March 2013: mayor convicted;
Emergency Mgr appointed

May-June 2013: Detroit GO
yields 8% — 16%

June 13-14, 2013: Moody's / Fitch
cut — 3 weeks late

July 2013: Chapter g ($18B)

Puerto Rico

2006: recession; refinance deficits
W/ sales-tax bonds

March 2009: Senate Pres. federal
corruption plea

2011-13: GAO / CRS reports flag
PR debt sustainability

2012+ Reuters / Bloomberg / NYT
sustained fiscal-stress coverage

FY13: ERS pension 3.1% funded in
actuarial reports

Sept 2013: GO yields trade above
10%

Feb 4-11, 2014: Moody's / S&P /
Fitch to junk — 5 mo. late

June-Aug 2015; Gov. declares
debt unpayable; PFC first default

May 2017: PROMESA Il ($72B+)



Reforms address only prior era’s failures @

Crisis

Reform calibrated to it

Gap visible in next crisis

1841-43: 8 states+FL

Great Depression:

04.4% AA/AAA principal 3§
NYC 1975

\X/PPSS 1983

2009-15 wave

State constitutional debt limits

Municipal Bankruptcy Act (1937)
Chapter 9

MSRB created;
Tower Amendment

Rule 15¢c2-12

MCDC Initiative (2014)

GASB 67/68 and 74/75

GO limits don't bind on revenue, conduit

Ratings still backward-looking — recurs at
WPPSS '83

MSRB cannot mandate issuer disclosure

Indirect via underwriter covenant;
Weak compliance

Filing rates declined

??




A lot we do not know

¢ \Why do states not more active in this space?

e To what extent low reporting quality a demand problem, a capacity/cost
problem, or strategic opacity?

o How severe is the CPA capacity shortage for local governments?

e Which disclosure formats, benchmarks, visualizations, referenda, or media
channels help voters notice long-run fiscal problems before crisis?

e \When do pensioner interests align with sponsor fiscal health rather than
benefit maximization?

e Are monitors substitutes or complements? If one declines, does another
absorb the gap — or does the whole chain weaken?

e Can any institutional design substitute for the missing residual claimant?



