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Sent: Monday, October 13, 2008 12:47 PM
To: Brentt Ramharter
Subject: Springsted Market Update - October 13, 2008

In a series of market commentaries, we hope to keep you informed of recent events, help explain what is going on in the markets, and how these events may affect your community – especially from a public finance perspective.

Prior Week Recap:  Fear of the Unknown Fuels Mistrust

The purpose of this update is to provide you with some perspective on the credit market, with an emphasis on how it has affected the municipal debt market.  A recent Bloomberg article noted that “Greed and fear are the emotions that rule Wall Street. Fear is winning.”  As we observed last week, the current credit crisis is largely the result of a lack of confidence by market participants and financial institutions.  No one appears to believe they have sufficient information to make accurate credit decisions, so lending activity has simply stopped.  

Week In Review:  Equity Markets Experience Worst Week Ever; Governments Continue to Intervene; Municipal Bonds Show Some Resilience

The equity markets continued to deteriorate last week, with the Dow setting a first ever 7 consecutive days of declining levels, closing below the 9,000 level for the first time in a number of years.  The decline in equities extended from the US to most other major stock indexes around the world, including Asia, Russia, Europe and South America.  The apparent cause of the continuing decline is the markets focus on economic factors, with the market anticipating that the United States, along with Europe, has entered into a recession.  

In a sense, this is a positive development, since it shows the equity markets have moved their focus away from credit issues.  The passage of the TARP legislation in the United States and government intervention and explicit support by a number of European governments has helped the possibility of a thaw in the frozen credit markets.

The credit markets are showing signs this past week that they may have stabilized. The Federal Reserve, in coordination with a number of other Central Banks around the globe, implemented a coordinated rate reduction, with the Fed reducing short term benchmark rates by ½%.  Other Central Banks followed with similar rate reductions, except for Japan, which expressed “strong support” for the reductions.  Over this past weekend, the United States Treasury, the Federal Reserve and a number of European Governments announced additional measures to support the credit markets that are designed to stabilize the credit market and revive confidence to jump-start bank lending again.

We have seen positive signs in the public finance market as well.  Highly rated credits are able to access the debt market at relatively reasonable terms.  The tax exempt market is being supported largely by retail purchasers, with limited institutional support.  Investors are turning to municipal bonds since their yields, compared to U.S. Treasury rates, are very favorable.  That of course isn’t great news for issuers of municipal debt, but remember that U.S. Treasury rates are extraordinarily low as a result of the “flight to quality” that has increased demand for U.S. Treasury bonds and driven rates to near historic lows.  

Municipal bond rates have generally declined at the short end of the yield curve and risen at the long end, resulting in a steeper yield curve compared to the recent past.  In addition, while AAA and AA level credits have access to credit markets, A and Baa rated issuers must pay higher rates to access the market, which has resulted in greater differences in interest rates between highly rated issues and other rated issues.

Springsted has successfully issued bonds on behalf of a number of clients this week, receiving multiple bids for most of the issues, at interest rates that are, by current market standards, quite reasonable.  On a national level, California first indicated they wouldn’t be able to sell short-term notes to fund State operations, but by the later part of the week, changed their view and expect to successfully sell the Notes in the near future.  Massachusetts was able to successfully market $750 million of Notes, after postponing the sale a number of times in the past two weeks.

Short term tax-exempt variable rates, which rose so dramatically at the end of September, have been declining rapidly.  Since the high level reached just prior to the end of the month, daily rate resets have declined from 9-10% to the 2% range.  Weekly rate resets have declined from 8-9% to the 3-4% range.  Both these levels are not far from long term averages for these securities.

Where Do We Go From Here?

Against these positive signs, the housing market remains a wild card for municipalities.  A recent article in the Wall Street Journal, which was reprinted in a number of papers, quoted a survey and study that estimated that 1 in 6 homeowners owe more on their home than the home is worth.  The article discussed whether or not this would result in higher default rates in the future.  While the outcome of this remains to be seen, Municipalities may have difficulty with 2009 budgets as revenues may decline due to recession and housing difficulties.  It is likely that the new “normal” credit and interest rate markets will look a lot different than those markets have looked in the past few years.  We will continue to monitor developments and recap them for you.
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