June 30, 2014
Response to questions posed by the Office of the Comptroller of the Currency, the Federal Deposit
Insurance Corporation and the Board of Governors of the Federal Reserve (Docket ID OCC-2013-0016)
The proposed Liquidity Coverage Ratio (“LCR”) published jointly by the Office of the Comptroller of the
Currency, the Federal Deposit Insurance Corporation and the Board of Governors of the Federal Reserve
System (collectively, the “Agencies”) (Docket ID OCC-2013-0016-0001) is intended to implement the
Basel III LCR initiative in the U.S. Under the current proposal, municipal securities are not expected to
be treated as High Quality Liquid Assets (“HQLA”). This exclusion would be contrary to the Basel
Committee on Banking Supervision’s suggested treatment of marketable debt issued by “public sector
entities,” including state and local governments. Investment grade U.S. municipal securities satisfy the
criteria that the Agencies have established for HQLA eligibility. We therefore urge the Agencies to make
investment grade municipal securities eligible for classification as Level 2A HQLA in the final LCR rule.
This document provides responses to the questions posed to us by the Agencies regarding municipal
securities in the context of the LCR proposal.
1. What do the associations believe is the time to liquidation on a $30 - $50 billion muni portfolio with
minimal market impact? Please provide data to illustrate.
Although the municipal market lacks an historic reference which could be used to substantiate the belief
that a $30bn portfolio could be liquidated over a 21 business day horizon, we can offer reasonable
expectations based upon the market’s average daily trading volumes and experience during past periods
of market stress.
In 2013 the average daily trading volume on all fixed-rate, investment grade municipal securities, the
universe of securities that we have suggested should be HQLA-eligible, was $6.35bn a day.1 Historically
we also have seen that, in demonstration of right-way risk, when the prices of municipal bonds drop, the
market becomes more liquid: trading volumes increase when yields rise and prices fall. During each of
the 50 largest short-term (30 or fewer days) municipal market sell-offs of the last 11 years, yields have
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increased by less than 150 bps.2 We believe that this not only represents minimal market impact but is
also consistent with what the Agencies have proposed for other Level 2A-eligible assets.3 During each of
these stressed periods, the average daily trading volume increased, on average, by 23 percent relative to
the one and three months prior.4 If we consider then the increase in trading realized during periods of
stress, the appropriate average daily transaction volume that should be used when considering the
hypothetical portfolio liquidation would be approximately $7.81 billion per day.
We should then make a series of reasonable assumptions about the amount of trading volume
attributable to the liquidation. If we exclude all transactions that are sales of bonds, if we exclude three
quarters of all dealer purchases, and if we exclude half of all customer purchases, considering historic
trading compositions, we could conclude that it would take approximately 13 business days to liquidate
the hypothetical $30 billion portfolio and 22 business days to liquidate a $50 billion portfolio (which is
approximately $13 billion larger than the largest municipal securities investment portfolio currently held
5, 6
by a bank).
If we wanted to more accurately reflect the sale of a hypothetical bank portfolio, we could also assume
that the portfolio was of similar composition and historic trading magnitude as that of one of the largest
bank’s municipal investment portfolios, Citi’s for example, with an average issuer size outstanding of $4
billion and an average daily trading volume that is 23 percent higher than the overal market average.7
We would then conclude that it would take a little over 2 weeks to liquidate a $30 billion portfolio and
18 business days to liquidate a $50 billion portfolio.
It is important to note that the above depicts solely the market’s ability to generate liquidity through
sales. As the Agencies have discussed in their proposal, requisite liquidity could also be raised through
secured borrowing. The municipal market currently has close to $450 billion of secured funding
capacity,8 which we would expect could also be utilized during a period of stress and which would
significantly expedite the time needed to generate liquidity from the hypothetical municipal securities
portfolio.
Finally, it seems relevant to reoffer the anecdotal experience provided by William W. Fish, retired Chief
Investment Officer at AIG who oversaw a $64 billion municipal securities portfolio. In a comment letter
that he submitted to the Agencies, Mr. Fish discusses the liquidity of the municipal market during the
4th quarter of 2008 when AIG had unusually high liquidity needs. He notes, “Fortunately, the high-grade
2
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municipal market was continuing to provide liquidity without transactions at fire-sale prices, when other
markets, including corporates, were not.”9
2. Please discuss the relationship between muni credit quality and liquidity.
In the municipal securities market, credit quality and liquidity are generally positively correlated. As the
Associations had discussed in our original comments on the proposed U.S. Liquidity Coverage Ratio, we
believe that investment grade municipal securities generally satisfy the Agencies’ proposed HQLA
criteria and often provide greater liquidity than non-investment grade securities.
We believe that this is due, at least in part, to the existence of a large and stable core buyer base for
high credit quality municipal securities. Some of the largest investors in the municipal market have
restrictions on the credit composition of their portfolios. Many mutual funds, pursuant to their
investment guidelines, have limits on how much they may invest in below-investment grade securities.
Money market funds, pursuant to SEC Rule 2a-7, have similar credit quality restrictions. U.S. banks, in
satisfaction of safety and soundness regulation, also generally exhibit greater demand for investment
grade municipal securities.
In order to demonstrate the relative liquidity, or sale-ability, of investment grade municipal securities,
we could examine pricing performance in the municipal market relative to credit in a stress scenario. If
we compared a higher-rated municipal security to a lower-rated municipal security during the stressed
period, four patterns would emerge that are directly related to the relationship between credit quality
and liquidity. First, credit spreads would widen out, so that the drop in price for lower-rated credits
would be greater than the drop for higher-rated credits by a substantial amount. Second, bid-offer
spreads among lower-rated credits would widen out more than spreads on higher-rated credits, so the
price drop noted above for lower-rated credits would be magnified. Third, the capacity of the market to
absorb lower-rated securities at a given price would deteriorate relative to the capacity to absorb
higher-rated bonds. This, of course, would affect liquidity as well by reducing the volume of lower-rated
credits that could be absorbed without causing liquidity to deteriorate further—demand would become
more price-elastic for lower-rated credits relative to that for higher-rated credits. Finally, in a stress
scenario, higher credit quality fixed income securities tend to benefit from flight-to-quality demand,
with yields declining along with Treasury yields, even as yields on lower credit quality paper tend to
increase. This pattern, when it occurs, enhances the widening of credit spreads noted above.
In the graph below we compare the spread performance of municipal securities to the spread
performance of other proposed HQLA-eligible risk assets. Specifically, the graph compares the spread
performance of combined investment-grade and sub-investment grade/unrated municipal securities to
the spread performance of investment grade corporate bonds and emerging market sovereign debt over
the last three years. As further demonstration of both the positive relationship between credit quality
and liquidity and the higher concentration of high credit quality issuers in the municipal market, we see
that municipal securities, even inclusive of some non-investment grade and non-rated bonds, not only
demonstrate perceived overall lower credit risk than other assets, but also exhibit stronger performance
during many stressed periods.
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3. The muni market is dominated by buy-and-hold investors. Please discuss the security
characteristics (credit quality, issuer type, duration, etc.) of the most liquid municipal CUSIPs in the
associations’ view.
There are several asset and market-based security characteristics that should be considered when
evaluating the liquidity of any given security, including credit quality, source of repayment, position size,
CUSIP size, issuer size, etc. As discussed above, we believe that issuer credit quality is positively
correlated to liquidity. While there may also be perceived correlations between the source of repayment
(general obligation versus revenue obligation) or the type of municipal debt (State versus local) and
liquidity, we believe that it is actually the average credit quality of the issuers in each of these categories
of debt that is primarily determinative of liquidity. Moreover, as we will discuss in greater detail below,
we believe that the most indicative liquidity characteristic is size. The size of the issuer’s total debt
outstanding, the size of the given CUSIP and the size of the position being traded are all indicative. In our
experience, however, the issuer’s total amount of debt outstanding is the most determinative among
these for municipal securities.
Considering historic trading volume as one measure of liquidity, in demonstration of the above, as
reported by the Municipal Securities Rulemaking Board in their 2013 Fact Book, of the top 50 most
active fixed rate municipal CUSIPs traded in 2013 by number of trades, most issuers had aggregate
issuer debt outstanding in excess of $1 billion. The minimum amount of issuer debt outstanding by any
of these top 50 CUSIPS was approximately $300 million of aggregate debt.
By contrast, we do not generally believe that duration is an indicator of liquidity. Many municipal
securities tend to be issued as serial maturities, or a series of sequential maturity bonds that provide
issuers with level debt service and emulate an amortizing loan that also satisfies investor demand; there
are very few bullet maturities in the municipal market. Therefore, there tend to be many relatively
smaller individual maturities of municipal bonds than in other sectors of the debt markets. Large
4

municipal bond issuers may have many hundreds of bond maturities outstanding at various points on
the yield curve.
In a generally well-matched juxtaposition, the municipal investor base includes a healthy mix of retail
and institutional investors who exhibit appetites at various points on the yield curve. Money market
funds, short-term bond funds, intermediate funds and property and casualty insurance companies
typically invest in short to intermediate duration assets. Mutual funds (closed and open-ended), banks
and life insurance companies typically invest in longer duration assets. As a result there is demand
across the yield curve from investors seeking assets based on their own needs. Thus, with respect to
duration, the supply-demand mix in the municipal market is generally balanced, leading to relatively
equal liquidity for debt of varying maturities.
The table below depicts the daily average trading volume of all fixed rate municipal securities according
to the remaining time to maturity. As shown, longer tenor bonds have exhibited higher daily average
trading volumes relative to the amount of debt outstanding than shorter tenor bonds. Historic trading
volume is, however, only one measure of liquidity, which, in isolation, may not be demonstrative, as we
believe that it is not in this instance. As discussed above, it is our experience that the diversity of the
buyer base in the municipal market works to create generally level liquidity along the yield curve. Thus
we do not consider duration a broad indicator of liquidity.
Daily average trading volume relative to outstanding by remaining maturity for fixed rate securities,
201310

4. Please offer thoughts on whether muni liquidity is a CUSIP-specific decision only or if certain types
of munis are always deemed more liquid (for example, GOs, GOs from certain cities, or certain
revenue bond projects).
We believe that the investment grade obligations of State and local governments and government
agencies and authorities are generally liquid. In 2013 the average daily trading volume on all fixed-rate,
investment grade municipal securities, the universe of securities that we have suggested should be
HQLA-eligible, was $6.35 billion per day.11 This equates to an average of 0.22 percent of the total par
outstanding traded each day,12 while the investment grade, nonfinancial corporate debt market trades
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Municipal Securities Rulemaking Board, “2013 Fact Book.”
Transaction volume based on MSRB-reported trade data for all fixed rate, investment grade, non-derivative
municipal securities, as estimated by Citi, for the period from January through December of 2013.
12
All fixed rate, investment grade municipal securities, as estimated by Citi, based on data from JJ Kenny and
Bloomberg LP as of November 2013.
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approximately 0.13 percent of its total outstanding par each day13 and the GSE market trades roughly
0.30 percent of its total outstanding par each day.14
As the Agencies’ use of the term liquid and readily marketable suggests, however, liquidity is most
accurately assessed on an issuer by issuer basis. We have, therefore, recommended that the Agencies,
in a manner identical to that which has been proposed for other HQLA-eligible assets, make municipal
securities that are investment grade under 12 CFR part 1 eligible for inclusion as Level 2A High Quality
Liquid Assets. As has been proposed for both GSE securities and corporate bonds, in order to classify any
eligible municipal security as HQLA, we also suggest that a banking entity be additionally required to
declare that the given security is liquid and readily-marketable.
In order, then, to determine whether a given security is liquid and readily marketable, and hence,
whether it should be included in its stock of HQLA, a bank should consider several asset and marketbased characteristics of the given security, including, as discussed in response to questions 2 and 3
above, credit quality, position size, CUSIP size, issuer size, source of repayment, etc. Given the high
concentration of high credit quality issuers in the municipal market, which creates a high degree of
substitutability, it has been our experience that the most indicative among these for municipal securities
is the issuer’s total amount of debt outstanding.
Considering historic trading volume as one measure, in order then to evaluate the liquidity of a given
security, the bank could, for example, consider the trading volume of an appropriate subset of the fixed
rate, investment grade municipal securities market. The securities of municipal issuers that have more
than $10 billion of fixed rate investment grade debt outstanding, for example, trade, on average, 0.30
percent of their outstanding par each day. The securities of municipal issuers that have between $1
billion and $10 billion of fixed rate, investment grade debt outstanding trade, on average, 0.22 percent
of their outstanding par each day. The securities of municipal issuers that have less than $100 million of
fixed rate, investment grade debt outstanding trade, on average, 0.18 percent of their outstanding par
each day.
Alternatively, the bank could consider the trading volume of the appropriate subset of fixed rate,
investment grade municipal securities, based on total issuer debt outstanding, in light of the amount of
dispersion that exists. To do this, the bank would first select an appropriate threshold, such as an
average daily trading volume of 0.15 percent of the outstanding par per day. The same analysis would
then show that 12 percent of issuers that have more than $10 billion of fixed rate, investment grade
municipal debt outstanding have average daily trading volumes that fall below this threshold; 34 percent
of issuers that have between $1 billion and $10 billion of fixed rate, investment grade debt outstanding
have trading volumes that fall below this threshold; 74 percent of issuers that have less than $100
million of fixed rate, investment grade debt outstanding have average daily trading volumes that fall
below this threshold. Clearly this would demonstrate a significant dispersion in trading volume and,
presumably, liquidity.
While we view historical trading volume as an important indicator of liquidity, however, we do not
believe that it is, in isolation, necessarily predictive of future liquidity. Consider, for example, the largest
single exposure that Citi holds in its core municipal investment portfolio, the State of Texas. Despite
13
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being a AAA-rated issuer that has more than $15 billion of fixed rate, investment grade debt
outstanding, the securities issued by the State only trade, on average, 0.13 percent of their par
outstanding each day. By comparison, the total fixed rate, investment grade municipal securities market
trades, on average, 0.22 percent of its outstanding par each day and the fixed rate, investment grade
municipal securities of the issuers that Citi holds in its municipal investment portfolio trade, on average,
0.27 percent of their outstanding par each day. The reason for this is that the debt of the State of Texas
is so highly sought-after that many of the issuer’s securities are purchased into the long-term buy-andhold portfolios of individuals, banks and bond funds. Thus despite the “lower” trading volumes of the
State’s securities, no market practitioner would argue that the debt of the State is not liquid and readily
marketable; rather, these securities would widely be considered among the most saleable in the market.
As we believe this so clearly demonstrates, many factors impact the liquidity, or perhaps more
appropriately sale-ability, of any security. While transaction volume is often an indicative variable, it is
not necessarily solely predictive of prospective liquidity. Rather than over-emphasize the importance of
one quantitative metric, prior trading activity, in the regulatory determination of expected sale-ability of
an asset, we instead suggest that the liquid and readily-marketable determination be required to be
made in a manner substantially similar to the way that banks must make Investment Grade
determinations pursuant to 12 CFPR part 1 or any credit determination for safety and soundness
regulation purposes: with respect to any eligible security, the bank should consider all factors that they
believe are determinative of future sale-ability in order to make an informed subjective and auditable
determination. We believe that this approach will be the most effective in identifying the assets that are
most likely to generate liquidity for the bank via sale or secured funding with little to no loss of value
during a period of significant stress.
5. The agencies would appreciate data from the associations on the liquidity of the muni market,
especially relative to other markets. If it is the associations’ position that the muni market is as liquid
as the equity markets, then please provide evidence of such. Because the liquidity of different muni
issuances presumably varies depending on the issuer, it would be helpful if the associations could
discuss the liquidity of specific issuances and not simply give a broad overview of the market.
Please reference the attached analysis for a comparison of the average daily trading volumes on the 50
largest investment-grade municipal issuers (based on par outstanding) versus the average daily trading
volumes of the 50 largest non-financial investment-grade corporate issuers (based on par outstanding).
As shown, the average daily transaction volumes of the largest municipal issuers are generally
commensurate with the average daily transaction volumes of the largest corporate issuers.
Conclusion
We believe that Investment Grade municipal securities meet the Agencies’ own criteria for HQLAeligibility. If the final LCR rule objectively precludes all municipal securities from consideration in any
category of HQLA, however, we would expect that, in normal markets, demand from U.S. banks for the
asset class would be in some way diminished. More importantly, and more directly relevant to the
periods of stress that the Agencies are concerned with, if a U.S. bank is LCR-constrained, a scenario
which is most likely to occur during a period of financial market stress, that bank will not be able to
provide any support, any marginal demand to the municipal securities market. Thus, the proposed
exclusion will have an exacerbating effect on the market and on State and local government finance:
periods of stress will be exaggerated by impaired demand stemming from regulatory constraint which
will, in turn, induce additional market stress.
7

We therefore urge the Agencies to make Investment Grade municipal securities eligible for inclusion as
Level 2A liquid assets. We further suggest that, with respect to any eligible security, the liquid and
readily-marketable classification be made a subjective and auditable bank determination.
We appreciate the opportunity to provide these additional responses and we would be pleased to offer
any additional information that would be helpful. If you have any questions or if we can provide any
additional information, please contact Michael Decker at SIFMA at 202 962 7430 or mdecker@sifma.org
or David Wagner at The Clearing House at 212 613 9883 or david.wagner@theclearinghouse.org.
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Trading Volume for Top 50 Municipal Bond Issuers
Daily Average Trading Volume by Size

$73,397,825,000

$50,564,618,365

$200,653,247

0.27%

177

36,204,125,059

51,185,545,206

203,117,243

0.56%

2,146

35,732,383,125

30,259,561,100

120,077,623

0.34%

619

28,415,977,500

16,361,260,000

64,925,635

0.23%
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21,594,340,000

20,293,802,000

80,530,960
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20,503,437,500
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0.36%
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METROPOLITAN TRANSN AUTH N Y REV

731

17,322,845,000

17,825,183,000

70,734,853

0.41%
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UNIVERSITY CALIF REVS

370

10,553,670,000

9,937,382,000

39,434,056
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