Hedge Funds' Fire Sales Send Muni-Bond Yields To Historic High Levels

By MICHAEL ANEIRO, TOM LAURICELLA and LIZ RAPPAPORT, March 1, 2008; Page B1, Wall Street Journal
Months of turmoil in the municipal-bond market, long a placid haven for individual investors, reached a boiling point Friday -- as hedge funds were forced to unwind complicated bets and in the process dump billions of dollars of the securities.
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As a result of that surprising forced selling, yields on debt from municipalities and other tax-exempt issuers jumped to their highest levels in history, when compared with safe debt issued by the U.S. government. The average AAA-rated, 30-year municipal bond yielded 5.14% Friday afternoon, compared with 4.42% on a U.S. Treasury 30-year bond.

In normal times, municipal-bond yields are much lower than Treasurys, because investors don't have to pay taxes on municipal bonds.

Among the hedge funds being forced to sell off securities when their trades went awry were Pennsylvania-based Duration Capital Management and New York-based 1861 Capital Management, according to people familiar with the matter. Investment brokers on Wall Street scrambled Friday to circulate long lists containing billions worth of securities on offer from these funds.

Duration declined to comment. Meantime, 1861 Capital Management met its margin calls, said people familiar with the matter.

For hundreds of municipal-bond issuers -- ranging from the Port Authority of New York and New Jersey to the North Texas Tollway Authority -- the turmoil could mean that the cost of borrowing will soar, a problem at a time when tax revenues are coming under strain from a slowing economy.

The spike in rates caused the cancellation of one bond offering planned for the coming week. The Houston Independent School District said that it had withdrawn a planned $385.4 million municipal-bond issue, saying the rapid rise of interest rates had made the cost of such an offering prohibitively expensive.

Other issuers, including the North Texas tollway, the state of California and Puerto Rico's sewage authority, were scheduled to issue nearly $5 billion worth of municipal bonds in aggregate, in what seems sure to be a difficult environment.

Many more are expected to be issuing debt in the weeks ahead, as they seek to sort out turmoil in the market. Other kinds of municipal debt -- most notably investments known as auction-rate securities -- have been shunned by investors in recent weeks. Many issuers now need to issue new debt to refinance these securities.

For investors, however, the developments were being pitched by some banks and investment managers as an opportunity for eye-popping bargain-hunting.

"The muni market is at relative values that I have not seen in my career before," said Evan Rourke, municipal-bond portfolio manager at MD Sass in New York. At current valuations, he said, investors can earn 5% or more on tax-exempt municipal bonds, roughly equivalent to an 8% taxable yield. "At that level, you're approaching long-term [stock] returns," he said.

Brokerage firms issued all-points bulletins to their sales forces Friday suggesting they send clients into municipal bonds. One Morgan Stanley strategist described it as "the dislocation of a lifetime." Bill Gross, managing director of Allianz SE's Pacific Investment Management Co., or Pimco, said Friday the bond titan is moving out of Treasurys and corporate debt into the muni market.

Typically, municipal bonds are the domain of the retail investors who are attracted by their tax-exempt status. But in recent years, hedge funds and foreign investors have become ever-bigger participants in the municipal-bond market.

Several factors are behind the market's current dislocation. Some of these securities are backed by bond insurers -- meaning the insurers guarantee to investors repayment of principal and interest. But the bond insurers -- firms including Ambac Financial Group Inc. and MBIA Inc. -- have been hit by insurance written on subprime-mortgage debt, reducing investors' faith in other debt the insurers back.

Hedge funds are a new source of trouble. Many hedge funds made bad bets on the direction of U.S. Treasury bonds in recent weeks. Treasury bonds have rallied because of economic worries, and some hedge funds expected them to sink because of inflation. With the hedge-fund trades going wrong, lenders to the hedge funds demanded capital -- something called a margin call -- forcing the hedge funds to dump municipal bonds to raise money.

A number of hedge funds reached the breaking point on Wednesday and Thursday, when U.S. Treasurys moved sharply higher in price and muni bonds plunged.

"What they own is going down, and what they were [betting against] is going up," says Joseph Deane, who helps oversee $38 billion for Legg Mason Inc.'s Western Asset Management. "It's a financial hand grenade."

Tom Dresslar, spokesman for California state Treasurer Bill Lockyer, said the state doesn't expect greater difficulties selling the bonds, and will tap the market as scheduled next week. "We're prepared for higher rates than we've paid in the past, but it's not like it's going to be exorbitant," Mr. Dresslar said.

As a result of the bond insurers' recent problems, Mr. Dresslar noted, the general-obligation bonds will be sold without insurance. "Insurance has no value. It would be a waste of taxpayer money.”
