Muni Tradin g Gets Real:
Current Prices on the Internet

I f you have been buying individual munici-
pal bonds, and if you have access to the Internet,
you are probably familiar with the
Web site InvestinginBonds.com
(www.investinginbonds.com). This
is the official Web site of the Bond
Market Association, which for the
past few years has been reporting 0, %
municipal bond trades.

Initially, trades were reported only for
bonds that traded four or more times in
one day. Reporting was gradually broadened to include all
bond trades. Those trades, however, were all reported for
the previous day.

As of January 31, 2005, a momentous change took
place. Trades are now reported, and prices available, 15
minutes after a trade: in other words, in real time.

The focus of this article will be how you, Mr. or Mrs.
Individual Investor, can use this information.

Reading Bond Prices

First, let’s review some basics: namely, how to read the
price of any bond. A complete listing would include all of
the following information:

* The maturity date: This is the date the bond matures,
usually at par (face value). Assuming there has not been

a default, that is the date you get back the face value of

the bond.

* The issuer: Namely, the entity that issued the bond.
* The coupon: The coupon payment set when the bond
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was originally issued. With the
exception of floating rate bonds,
the coupon never changes
throughout the life of the bond.
Coupons are almost always paid
twice a year.

* The bid price: The price at which
a dealer bought a bond.

e The offer or ask price: The
price at which a dealer wants to
sell the bond.

* The yield: Usually the yield to
maturity that would result based on the current price at
which the bond is trading and its coupon.

Commissions on Munis: The Dreaded Spread

Please note that a complete listing for any bond includes
two prices. One is the “bid” and it is the amount the dealer
paid when he bought the bond. The other is the “ask” (also
called the offer), and that is the price the dealer is now asking
for that bond. The difference between these two prices is
called the “spread” and that spread represents the commis-
sion the dealer wants to earn.

For municipal bonds, since the beginning of time, only
one price has been shown when trades are reported, and
that is the price at which the dealer wants to sell the bond.
The spread, that is, the dealer commission, remains hidden.
That is why commissions on municipal bonds are said to be
opaque.

SEC rules state that commissions should be “reason-
able.” But dealers have a good deal of latitude on how to
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interpret “reasonable.” A number of
factors affect the spread (and, there-
fore, the total price) for any municipal
bond. They include:

* The bond’s maturity: Typically,
bonds with a shorter maturity trade
with a much narrower spread.

* The bond’s credit quality: Lower-
rated bonds sell at a higher spread
than higher-quality bonds.

e The direction of interest rates: If
rates are rising, that is a weak mar-
ket—spreads also rise. In a strong
market, with high demand, spreads
narrow.

* The number of bonds being traded:
The smaller the number of bonds,
the higher the markup. One hun-
dred bonds constitutes a round lot.
For an individual investor, expect
commissions to be higher for any
lot smaller than 25 bonds (par value,
$25,000 dollars).

* How often a bond trades: Bonds
that trade more often trade at lower

spreads.

* The dealer’s cost, plus how much
he wants to earn for the bond.

* The parties to the trade: Is this a
customer sell, a customer buy, or a
trade between two dealers?

Bear in mind that when a dealer
buys a bond to resell, that dealer puts
his own capital at risk. All of the pre-
ceding factors are risk factors. The more
easily a dealer can resell a bond, the
lower his risk, and the lower the com-
mission; the higher the risk factors, the
higher the commission.

Traditionally, dealers’ commissions
on municipal bonds have been consid-
ered reasonable if they varied between
a range of about Y2 of 1% (say for
AAA rated bonds, with very short ma-
turities, in a strong market) to perhaps
4% for bonds with some speculative
characteristics (current examples would
include tobacco bonds) that have long
maturities. Average commissions for
AAA-rated bonds with maturities in

Figure 1. InvestinginBonds.com: Streaming Trade Data

Municipal Market At-A-Glance

Ticker

AS OF 4/12/2005 4:02:46 PM
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Cusip
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the intermediate to long range (say
between 10 and 30 years) have been in
the 2% to 3% range.

But abuses have not been uncom-
mon, with some unscrupulous dealers
charging commissions as high as 10%
or higher. Every year, a number of
large brokerage firms have been fined
for this type of abuse.

Note also that with interest rates at
current levels, even a 2% commission
can represent up to six months or a
year’s worth of interest incomel!

The hidden spread has always been
the bane of municipal bond investors.
Listing bond trades in real time repre-
sents an effort, on the part of the in-
dustry, to enable investors to better
evaluate the price at which bonds are
offered to the individual investors. The
hope is that, eventually, this will resultin
narrower, and more uniform, spreads
and pricing.

The InvestinginBonds Web site

As in the past, this Web site contin-
ues to list all trades that occurred the
preceding day.

The big news is that you can now
see municipal bond trades that occur
on the day you are consulting the Web
site.

For municipal bond investors, there
are two possibilities for viewing the
trades. First, you may simply want to
look at streaming data—that is, trades
are listed 15 minutes after they occur
and you can, if you want, just look at
these trades as they occur (see Fig-
ure 1).

More likely, however, is that you
will consult the Web site if you are
considering either the purchase or sale
of a bond.

The Web site allows you to view
trades based on a number of different
sorting options (see Figure 2). In most
cases, you would probably want to
buy municipals from the state in which
you reside, because they are exempt
from both federal and state taxes, so
you would select a sort based on that
state. If you sort on that basis, what
comes up would be all the bonds that
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have traded on that particular day for
the state you have chosen.

An example of a listing is pre-
sented in the accompanying sidebar on

page 8.
How to Use This Information

Let’s say you are shopping for mu-
nicipal bonds. If you see a trade that
just occurred, at what seems an attrac-
tive price, do you call up your broker
and say: “I want 100 of these”?

Well, unless you are dealing with a
new issue, or a very large block of
bonds put up for sale (and these, of
course, do occur from time to time),
you are unlikely to find the exact same
bonds for sale.

These real-time prices, however,
provide you with very specific
comparables that enable you to evalu-
ate where the market is for municipal
bonds at different points on the yield
curve.

How can you use this information?

First, you need to be aware that
using real-time prices as comparables
requires a good deal of familiarity with
the way the bond market works. Some
caveats are in order.

* The spread remains hidden (unless,
you can infer it, as in the example
in the sidebar).

* Remember also that on any one
day, only a tiny fraction of all
municipal bonds, changes hands.
One estimate is that only 2 of 1%
of all municipal bonds trades on
any one day.

* As our sidebar example shows, it is
quite likely that if a bond trades a
number of times, those trades take
place at different prices. All of the
factors which affect the spread (and
which were listed in the opening
part of this article) continue to af-
fect prices of any bond during the
trading day.

* More importantly, because the
spread remains hidden, it is diffi-
cult to evaluate whether the re-
ported trades occurred at fair or
unfair prices.

Just to dot all the 1’s, let us briefly

Figure 2. Real-Time Trades Sorted by State and Maturity

Municipal Bonds

To customize your results, click on any underfined chart header to sort on that value. Detaled information on each trade for 8 isting can be

viewed by clicking on the CUSIP numbers or issuer names
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Source: InvestinginBonds.com

list the factors that make bonds truly
comparable. This is not as easy as it
sounds. All of the following affect com-
parability:

* Maturities need to be virtually iden-
tical (even a few months’ differ-
ence will result in different prices).

* Call provisions should be identical.

* Credit ratings should be the same.
(Bear in mind that bonds that are
rated AAA because of insurance
do not trade like bonds rated AAA
on the strength of the underlying
credit—so-called AAA naturals).

* The number of bonds being traded
needs to be similar.

* You need to be making the same
kind of transaction (i.e., either buy-
ing or selling).

Because of all these factors, you
are unlikely to find bonds that are ex-
actly comparable. Moreover, unless you
are an extremely experienced trader, it
is difficult to evaluate which trades offer
the best prices and values. Neverthe-
less, analyzing real-time prices prior to
making a purchase should help you to
determine whether or not any bond is
fairly priced. At the very least, consult-

Call Call  Price Volume Hotes
Dates Prices  Yield

4.750 03012015 100,000 101.500
09012045 03012013 102000 4559

15 Non-taxable

Sale to
Customer

4.750 0301/2015 100,000 100750
090172045 030172013 102000 4654

5.000 07/01/2012 100.000 104.294
070172043 4300

100.000 104.753
4.300

6.000 0601/2012
0812043

ing real-time trades should enable you
to avoid being ripped offl

In spite of its limitations, the real-
time reporting of municipal bond
trades provides far better and far more
precise information than has been avail-
able to municipal bond buyers up until
now.

Paradoxically, because all trades are
now listed, the very amount of infor-
mation is very confusing. Here are some
additional suggestions for using the list-
ings:

* Focus on trades involving a large
number of bonds. Trades involv-
ing 25 bonds or fewer are more
likely to have occurred at higher
spreads.

* Look for bonds that traded several
times. You get a better sense of
spreads, and of the direction of the
market, by looking at multiple list-
ings for the same bond.

e Try to get a sense of whether the
market is weak or strong. If you
are a buyer, you can probably get
better pricing if the market is weak.
You can get a sense of this by
looking at the direction of Trea-
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Real-Time Trade Data: What It Can Reveal

As an example of how you can use the new real-time information, Figure 3 shows trade data for one New
Jersey municipal bond listed in March of 2005.

The basic information is easily interpreted. Three separate trades occurred for this bond, issued by Betlin
Township, maturing in about 10 years, rated AAA by virtue of bond insurance.

The data also includes information about the parties to the trade: whether this was an inter-dealer trade,
that is, a trade between two dealers, a purchase from a customer, or a sale to a customer.

The first thing to notice is that only one price is listed for each trade—and in many listings, if the bond
only traded once, you will see only one price listed. That means that the amount of the dealer commission
remains hidden.

However, in this example you can pretty much calculate the spread because in each instance, the exact same
number of bonds (350) changed hands—each trade was at a par value of $350,000.

Most likely we are dealing with a succession of trades involving the same bonds. It would seem to go like
this:

* Dealer A purchases 350 bonds from his customer at 99.482 (that is, $994.82 per bond).
* Dealer A then sells the bonds to a second dealer, at a price of 101.065 ($1,010.65) per bond.
* Dealer B then sells the bonds to a customer for 102.065 ($1,020.65)

The lowest price (to the customer selling the bonds) results in the highest yield: 3.8%. The final customer
purchase results in the lowest yield (3.48%), and the highest price. Note that each of these trades involves a good
size lot, and therefore, you would expect commissions to be lower. Notice also that each dealer tacked on a
commission.

This example is some-
what atypical in thatitinvolves
a fairly large lot. But it shows
three trades for the exact

InvestingBenus

same number of bonds, at
three different prices, with
two dealer commissions.
Moreover, while discus-
sions of spreads may at times
appear to be much ado
about very little, because
spreads represent commis-

Trade Details for CUSIP: 085181GM1

To customize your resulls, ciick on any underined chart header 1o sort on that value. Detailed information on each trads for a ksting can be
viewed by clicking on the CUSP numbers or issuer names.

Otficial statements are provided courtesy of MuniStatements com, & part of Thomson Financial Services’ Municipais Group. Not sl isted izsues
have statements avaiable on line. Bond calculations are courtesy of BondDeskiTIPS

ally Recoanizad Municksl Securties

{n-date disclosure nformation about municipal bonds can

j (or "MRMSIRS™), or from the izsuers’ Web sites. Muniisf lso offers a good resource for finding

sions on trades valued at bt e Ste vl o A ds
thousands of dollars, even — il = - e
small percentages add up to 08S110M1 anoti20t4

real money. In this example,

the spread between the low-

est price and the highest price

is 2.583 (approximately 2.6%), A Tane. s i

which is actually faitly nar- et Berone el el

row, due to the fact that this 2005-02-24 101.085 350K inter-desler

is a dealer-size trade. But on
a $350,000 par value bond
trade, that spread adds up to
$9,040.50!

sury rates. Most financial Web sites
now contain a listing of Treasury
rates: Are they rising or falling?
While factors unique to a sector of
the market atfect prices in that sec-

@ 2005 The Bond Market Association, Tar

Source: InvestinginBonds.com

tor of the market, generally, mu-
nicipal bonds follow Treasuries.
But another factor that affects the
strength or weakness of the mu-
nicipal bond market is supply: that

is, the number of bonds issued
during any week. A large supply
depresses prices and increases yield.
That is a better day to buy than to
sell. The opposite is also true. Note
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Figure 4. Trade History: High Sell Spreads Revealed

Ratings Issuer Call Tax Info
Insurance Cusip

Sector

PRINCETON M J REGL SCH DIST 4625 02012011
742298CT7 020172021

Coupon Call

Maturity Dates Prices

100,000 Non-taxable

Graph Trade Data
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100.000
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Trade Type
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Source: InvestinginBonds.com

that on a day when the market

makes a large move, with the price

of the benchmark Treasury mov-

ing up or down by a full point, a

similar change in pricing is likely to

occur in the municipal bond mar-
ket.

How could you bargain? Well, if
you want to buy, try to get a yield close
to that of a seller—as in the sidebar
example, the lowest price has been paid
by dealer A to the selling customer. If
you want to sell, try to get a price closer
to that of a buying customer.

Finally, note that
InvestinginBonds.com provides one
more level of information that is par-

ticularly useful if you want to sell a bond.
If you click on the CUSIP number of a
bond, you can see the trade history of
the bond—the prices at which the bond
changed hands for periods of up to
several years. For example, Figure 4
shows the trades that occurred for a
bond issued by the Princeton NJ Re-
gional School District (CUSIP
742298CT7). This is an actively traded
high-quality bond, rated AAA, which
means that spreads should be in the
narrow range. The trade history shows
that this bond traded 20 times between
June of 2004 and the current date (April
20, 2005). Prices at which customers
sold (listed as Purchase from Customer)

ranged from 98.5 ($985 per bond) to
100.66 ($1,000.60 per bond). Prices at
which customers bought (listed as Sale
to Customer) ranged from 99.52
($995.20 per bond) to 104.5 ($1,045 per
bond). Inter-dealer spreads, by com-
patison, are in the 25 basis points (0.25%0)
range. Some of the variability in all
prices is no doubt due to market con-
ditions prevailing on the date of the
transaction. But the spreads between
buying and selling prices for individual
investors provide evidence of how ex-
pensive it is to sell bonds, particularly for
lots of 25 bonds or fewer. Spreads for
selling odd or small lots are typically in
the 4% to 5% range, which means that
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Keeping an Eye on Spreads: Other Pricing Data

One other Web site to check out when pricing municipals bonds is

criteria for selecting
bonds. Vanguard’s Web
site listed 126 bonds; Fi-
delity, because of its ex-
clusion criteria, listed only

MunicipalBonds.com (www.municipalbonds.com), an alternate source of extensive 39

pricing data. According to its developer, its mission is to bring transparency to the
municipal bond market. It publishes voluminous lists of trades and prices occurring the
previous day, with some spreads included. In addition, it publishes annual lists of the
100 worst trades for the preceding year, both nationally and for individual states. In the
past, some of these made you gasp: hapless sellers selling a bond for 25 cents on the
dollar, to a dealer who then charges 90 cents for the same bond. Time will tell whether

real-time reporting will result in fairer and more uniform commissions.

at current interest rate levels, the seller is
giving up as much as one year’s interest
income. For inactively traded bonds with
more speculative characteristics, spreads
may be even higher.

The Impact

A logical question at this point is:
Has the market changed as a result of
the listings?

This is difficult to say. I have spo-
ken to a couple of brokers, and they
mentioned that savvy investors are us-
ing these listings to try to obtain more
favorable pricing. But most investors
remain unaware of these listings. And
to date, while fewer outright abusive
commissions are being reported,
spreads have not narrowed noticeably.

Some brokers, however, realize
change is coming, and atre trying to
attract investors by providing new set-
vices.

One eatly entrant is the brokerage
division of Fidelity Investments. Fidel-
ity has revamped its Web site
(www.fidelity.com)for offering munici-
pal (and other) bonds. Fidelity’s Web
site lists bond offerings using the Bond
Desk database, which is a database used
by other large brokers. Bear in mind
that Bond Desk lists bond offerings
from a large number of dealers. The

prices listed by Bond Desk are set by
the dealers who own the bonds. Spreads
remain undisclosed.

The purpose of Fidelity’s revamp
is to address some of the difficulties
mentioned earlier in the article and help
average individual investors select bonds
that are fairly priced. Fidelity’s Web site
does not list all of the bonds available
on the Bond Desk Database. Instead,
Fidelity applies several screens. First,
Fidelity screens out bonds if spreads
exceed 3%. Fidelity also applies what
they call a “risk” test: That test is based
on the premise that if the yield of a
bond exceeds that of comparable
bonds, there may be a risk that is not
obvious (in the wotld of bonds, higher
vield usually is accompanied by higher
risk). Based on these tests, Fidelity as-
signs various ratings to the bonds it
offers for sale. Fidelity has also devel-
oped a number of other tools—for
example, a scatter graph showing
whether bonds atre close to an aggre-
gate yield curve for the market on that
day.

At this point, I am unable to evalu-
ate how useful you would find the
tools offered by Fidelity. While writing
this article, on February 29, I com-
pared muni offerings on both the Van-
guard and Fidelity Web sites. Both use
Bond Desk, and I typed in the same

It was not obvious
to me that all of the
bonds excluded by Fidel-
ity represented less attrac-
tive offerings. The “risk”
test seems to me to be
the most questionable. Be-
cause it is based primarily
on higher yield than for other compa-
rable bonds, it may indeed identify
bonds whose risk factors are not im-
mediately obvious. But it would also
exclude bonds selling cheaply for any
number of other reasons—and that is
precisely the kind of bonds I look for,
namely, bonds that are bargain-priced.
But to be fair, many of the bonds
offered on the Fidelity Web site did
also seem to offer good value.

Another intriguing development,
still only in the talking phase, is the
creation of a platform that would en-
able individual investors to buy and sell
directly through the platform, eliminat-
ing the dealer. As we see illustrated in
the sidebar example, if more than one
trading desk (or dealer) is involved in
trading a particular bond, each one adds
a commission. This is entirely legitimate
and to be expected, but a platform
eliminating intermediaries would theo-
retically result in more favorable pric-
ing, particularly for small trades.

Clearly, however, we are at the
beginning of a process. At the mo-
ment, real-time pricing information is
available only on the Internet, and
change seems to be proceeding at a
glacial pace. But there is movement
and, for alert buyers, a better shot at
getting fairer pricing either in buying or
in selling bonds. 4
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