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Q: Municipal bonds were 
seen as a safe haven in 
2008. But today we read 
about problems in that 
market as cities and pub-
lic agencies struggle with 
debt loads. Is there any 
hope for muni bonds as a 
long-term investment?

A: The warnings about munici-
pal bonds revolve around three 
primary issues: operating bud-
get shortfalls; the amount of 
municipal debt outstanding; 
and growing concerns about 
unfunded pension liabilities. 
The more we dig into the fis-
cal problems facing many mu-
nicipal bond issuers, the more 
potential pitfalls we see for 
municipal bond investors. We 
agree with portfolio managers 
who trade in this market and 
predict an increase in default 

rates and headline risk going 
forward. That said, we believe 
our fund portfolio managers 
possess fundamental tools for 
navigating these risks: solid 
credit analysis and experience 
analyzing the supply and de-
mand dynamics of the munici-
pal market. 

We also want to keep the 
positive considerations in 
mind. First, many of the mu-
nicipal bond managers that we 
research have said there is no 
shortage of good, solid munici-
pal bond issues still available in 
the market. Second, municipal 
bond yields versus comparable 
maturing Treasury yields are 
at higher-than-average lev-
els. Third, increasing tax rates 
should also increase demand 
for municipal bonds as the ex-

tension of the taxable Build 
American Bonds program has 
removed supply from the tax-
exempt market.

Although it has long been a 
market with low default rates 
and seemingly stodgy govern-
ment issuers, the municipal 
market has seen more volatility 
in the last few years than inves-
tors ever expected. However, 
the research we have compiled 
to date has not caused us to 
recommend selling municipal 
bonds.  

Q: Describe one sector 
where you see room for 
growth this year — one 
that perhaps you suggest 
investors explore.
A: Emerging markets. Their 
macro fundamentals have 
improved over the past sev-
eral years. Exports have risen 
strongly, helping many emerg-
ing countries improve their 
balance sheets. Finally, and 
more importantly, per-capita 
incomes have risen impres-
sively over the last several 
years. This could serve as an 
important driver of corporate 

earning over the long run.
There are also financial and 

economic reforms that are tak-
ing place in emerging-market 
countries. Local debt markets 
are becoming more developed 
and lowering their reliance on 
foreign-currency debt. This 
will also give local companies 
easier access to capital, which 
will stimulate growth in the 
local economy. Monetary poli-
cies are also improving. For ex-
ample, before the onset of the 
financial crisis, Brazil allowed 
its currency to appreciate in 
order to combat inflation.

Investing in emerging mar-
kets does come with significant 
risks. A key risk is that emerg-
ing-market companies’ profit-
ability will suffer if the devel-
oped world enters another 
recession or experiences ane-
mic growth. In addition, an in-
crease in risk aversion will neg-
atively impact this asset class 
as it did in the recent credit 
crunch. We also believe that as 
emerging markets and the rest 
of the world come out of the 
current slowdown or contrac-
tion period, risks of inflation 
may resurface. Emerging mar-
kets experienced a significant 
rise in inflation this year pri-
marily due to rising food and 
commodity prices.                    n
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