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By Adam Stern

Entering 2020, municipal credit fundamentals remain 
broadly stable amid lingering long-term credit issues. 
Upcoming federal elections are unlikely to have a meaningful 
impact on the municipal market, absent unexpected House 
or Senate results. In contrast, ballot initiatives in Illinois and 
California could prove relevant to each state’s credit quality. 
Concerns over federal austerity and attendant risks to the 
municipal market are likely on hold for the foreseeable 
future. Credit spreads and absolute yields are likely to 
remain low as new money issuance increases but is offset by 
strong demand for municipal debt. Given the market setting, 
we continue to favor a high-grade bias and the addition of 
more A-rated names only when spreads warrant.

CREDIT FUNDAMENTALS REMAIN BROADLY STABLE

Municipal credit quality entering 2020 is largely consistent 
with that of 2018 and 2019. Top-line indicators of credit 
stability suggest a benign credit environment, but a variety 
of long-term structural risks remain that warrant close 
monitoring. Market strengths include: 

A still-healthy U.S. economy. Entering the new year, the 
unemployment rate was 3.5 percent and the labor force was 

still growing.1 The expansion is broadening geographically. 
In 2Q19, all 50 states experienced positive real growth 
in gross state product (GSP) for only the third time since 
2006.2 Ongoing trade tensions have dampened growth in 
some manufacturing- and agriculture-based states but, 
with few exceptions, trade issues have yet to meaningfully 
impact credit quality.

State reserves are up. The 50-state median for reserves 
will reach 8 percent of expenditures in FY 20, a historic 
high (Figure 1). Importantly, many of the largest states—
which issue the most debt—are reporting solid financial 
performance; California, Texas and Florida each expect 
surpluses this year.3 

Tax collections are up. Recent federal tax law changes 
continue to benefit state and local issuers. Personal and 
corporate income tax receipts were up 5 percent and 16 
percent, respectively, through 3Q19. Sales tax revenues 
were up 10 percent over the same period. Personal and 
corporate income tax growth reflects, in part, federal 
reforms that took effect in 2018 per the 2017 Tax Cuts 
and Jobs Act (TCJA). Filers who sought extensions for the 
2018 tax year paid tax in October 2019. Growth in sales tax 

Source: National Association of State Budget Officers, Fiscal Survey of the States (Fall 2019). 2020 reflects latest estimates.

Figure 1: States' Reserves Are Meaningfully Better

M
ed

ia
n 

Ra
in

y D
ay

 F
un

d 
Ba

la
nc

e 
as

 a
 

Pe
rc

en
ta

ge
 o

f G
en

er
al

 F
un

d 
Ex

pe
nd

itu
re

s

t

0%

1%

2%

3%

4%

5%

6%

7%

8%

20202018201620142012201020082006200420022000199819961994199219901988

Source: Federal Housing Finance Agency and Breckinridge Capital Advisors, as of December 2019. Graph includes the largest 100 metro areas.

Figure 2: Home Price Growth Is Ubiquitous Over the Past Five 
Years, but There's Been a Decade-Long Slump in Weak States
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collections partly reflects the Supreme Court’s 2018 South 
Dakota v. Wayfair decision. That ruling allowed states to 
impose tax collection responsibilities on remote sellers.4 

Strong real estate market. Rising home prices are a 
credit positive for local debt issuers, which typically rely 
on property taxes to fund operations and debt payments.5  
Home prices are up in each of the nation’s largest 100 
metro areas as compared to five years ago (Figure 2). 
The relatively healthy real estate market is one reason that 
76 percent of city finance officers report they are “better 
able to meet fiscal needs” heading into 2020.6

Debt levels. State and local debt now comprises 13.8 
percent of gross domestic product (GDP), down from 
almost 20 percent in 2010 (Figure 3). Typically, lower debt 
levels translate into better credit quality.

Low default rates. The municipal default rate increased in 
2019, but it remains low compared to historic levels (Figure 
4). The uptick in defaults in 2019 largely reflects weaker 
covenants and underwriting standards, mostly in the 
nonrated space and in speculative sectors;  for example, 
senior housing and land districts.7

Favorable ratings trends. Upgrades have exceeded 
downgrades at both Moody’s Investors Service and 
Standard & Poor’s for seven consecutive quarters. All 

major public finance sectors have received a stable or 
positive outlook from Moody’s for 2020.8  

Fiscally sound utilities. Water, sewer and electric utilities 
exhibit solid liquidity and coverage numbers entering 
2020 (Figure 5). Strong utility fundamentals should help 
most utilities manage growing environmental, social and 
governance (ESG) risks over the near term.9 Looming ESG 
risks for utilities include water scarcity and quality challenges 
(for water-sewer systems) and more-stringent renewable 
energy standards (for electric utilities), among others. 

KEY RISKS REMAIN IN PLACE

Despite solid top-line fundamentals, a variety of long-term 
risks remain in place, many of which we have addressed in 
prior years.10 These include:

Burdensome pension and OPEB liabilities. Pension 
and retiree health care costs (also known as “OPEBs” 
or “other post-employment benefits”) remain a credit 
albatross for some state and local governments. Strong 
stock market performance since January 2017 has 
helped stabilize the nation’s aggregate unfunded pension 
liability.11 However, elevated pension and OPEB liabilities 
continue to contribute to credit weakness in several states 
(Figure 6), and most large cities still annually underfund 
their pension systems.12

Source: Federal Reserve Flow of Funds and Breckinridge Capital Advisors, as of December 2019.

Figure 3: Municipal Issuers Continue to Deleverage

St
at

e 
an

d 
Lo

ca
l D

eb
t a

s 
a 

Pe
rc

en
ta

ge
 o

f U
.S

. G
DP

10%

12%

14%

16%

18%

20%

2Q194Q182Q184Q172Q174Q162Q164Q152Q154Q142Q144Q132Q134Q122Q124Q112Q114Q102Q10

Source: Municipal Market Advisors and Breckinridge Capital Advisors, as of December 2019.

Figure 4: The Municipal Default Rate Ticked up in 2019, but It Remains Very Low
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Figure 6: Pension and Retiree Health Care Debts (OPEB) 
Contribute to Weakness in Some States
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FIGURE 3: MUNICIPAL ISSUERS CONTINUE TO DELEVERAGE FIGURE 4: THE MUNICIPAL DEFAULT RATE TICKED UP IN 
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FIGURE 6: PENSION AND RETIREE HEALTH CARE DEBTS 
(OPEB) CONTRIBUTE TO WEAKNESS IN SOME STATES
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Figure 5: Utility Fundamentals Remain Stable
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Elevated asset prices. Today’s muni market remains 
exposed to asset-price risk to an unprecedented degree. 
U.S. net worth, which is mostly composed of real estate 
holdings and stock, is 4.7 times GDP, well above its 67-year 
average of 3.9 times.13 As we explained last year, asset-
price risks can threaten an issuer’s tax base, pension fund 
and capital gains tax receipts.14

Ongoing deferred maintenance. State and local capital 
spending was up 5 percent on a year-over-year basis 
through October 2019.15 However, the uptick in spending 
falls well short of amounts needed to maintain the nation’s 
infrastructure assets. State and local infrastructure continues 
to age across most public finance sectors (Figure 7).16 

Elevated “willingness risk.” One reason for the nation’s 
decaying infrastructure is taxpayer unwillingness to pay for 
improvements. In past years, we have highlighted “willingness 
risk” in the context of issuer refusal to honor bond covenants. 
But in 2019, there were several notable examples of residents 
balking at higher fees for the use of toll roads. This is another 
form of credit-relevant “unwillingness.” In Connecticut, 
residents pushed back at the governor’s proposal to impose 
tolls on the state’s highways.17 In Florida, lawmakers 
dissolved the Miami-Dade County Expressway Authority to 
limit toll increases.18  In New York, state lawmakers enacted 
a congestion pricing scheme for lower Manhattan, but it’s 
unclear whether the plan will be implemented as designed.19

More acute climate risks. Climate-related risks are 
increasingly relevant to credit assessments. In 2019, San 
Francisco International Airport announced a $587 million 
bond issue to upgrade its seawall;20 New York City’s mayor 
proposed a $500 million resiliency plan to protect lower 
Manhattan;21 and “managed retreat” became a reality in 
the Florida Keys, where authorities plan to abandon road 
improvements in certain flood-prone areas.22 We expect 
that more municipal issuers will disclose climate-related 
risks in the coming years. As disclosure improves, investors 
are likely to place a premium on climate risk, which may 
show up in bond prices.

More single ratings. Municipal bonds are increasingly rated 
by only one rating agency. In 2010, 72 percent of market par 
carried a rating from both Moody’s Investors Service and 
Standard & Poor’s. Today, only 50 percent of the market is 
dual-rated (Figure 8). The growing incidence of single-rated 
bonds is a negative for market liquidity, especially given 
rating agencies’ recent penchant for changing credit-rating 
methodologies and applying multiple notch adjustments.23

Nonessential borrowing is up. Industrial development bonds 
(IDBs) now comprise 15 percent of municipal market debt, 
up from 7 percent in 2004 (Figure 9). Given that IDBs typically 
finance less-essential public projects, the uptick in IDB 
penetration is less than ideal.24 Nonessential municipal debt 
tends to encounter credit troubles at a higher rate than bonds 

Water-Sewer            City           County            School District
Source: Merritt Research Services and Breckinridge Capital Advisors, as of December 2019.

Figure 7: Infrastructure Continues to Age
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Figure 8: The Proportion of Municipal Debt With 
Only One Agency Rating Continues to Grow
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Figure 10: Commercial Insurance Isn't What It Used to Be; 
Over 40% of Plans Now Include a High Deductible
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Figure 9: Non-Essential IDB's Comprise a Larger Portion of the Market
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issued for essential services like schools, roads and utilities.

Long-term concerns for the hospital sector. Nonprofit 
hospital issuers continue to face a variety of long-term 
trends and regulatory risks that threaten credit stability. 
This includes (a) population-aging, which tends to 
increase per-patient health costs; (b) the proliferation of 
high- deductible health plans, which are associated with 
higher bad-debt expense (Figure 10); and (c) an increase 
in hospital mergers, a phenomenon that sometimes 
threatens credit quality.25

Ongoing challenges in Puerto Rico. Puerto Rico’s 
economy has stabilized entering 2020, and the 
Commonwealth should benefit from a recent federal 
budget agreement that extends the island’s extraordinary 
Medicaid funding for two years.26 However, Puerto Rico’s 
long-term credit profile remains highly speculative and 
its market access uncertain. In 2019, the Commonwealth 
managed to refinance its sales tax-backed Cofina bonds. 

If Puerto Rico can reach more deals with creditors in 
2020, any new restructured bonds would likely carry 
speculative-grade ratings and enter the high yield index. 
That could make the high yield market marginally more 
volatile or risky. The Commonwealth has proposed 
recoveries for general obligation (GO) bondholders in the 
35 percent-to-64 percent range, but no agreement has 
been completed.27 

ELECTION YEAR CONSIDERATIONS

2020 federal elections. The federal elections are unlikely 
to meaningfully affect the municipal market, in our view. 
We expect the partisan makeup of the House and Senate to 
remain unchanged post-2020.28 Such an outcome should 
limit policy changes that could affect the municipal market, 
regardless of which party controls the presidency. 
Transformational policy is most plausible in the least-
likely election outcomes. For example, if Democrats win 
the presidency and retake the U.S. Senate, a large-scale 

FIGURE 11: 2020 ELECTION POSSIBILITIES

Source: Breckinridge Capital Advisors, as of December 2019.

Figure 11: 2020 Election Possibilities
Status Quo Center-Left Transformational Liberal Transformational Conservative

Likelihood 40% 25% 25% 10%
President Trump Moderate or Liberal Moderate or Liberal Trump
House D D D R
Senate R R D R
Market impact

Tax Exemption No change No change; some pressure to raise 
tax rates; difficult to pass any large 
increase through Senate

Curtailment of exemption a low possiblity; 
more likely: higher personal/corporate 
income tax rates, estate tax rates, and/or 
return of State and Local Tax deduction

Republican Congress like lower 
capital gains rates and have 
shown a willingness to curtail the 
exemption and private activity bonds

Municipal/Treasury 
Ratios

No meaningful change Pressured slightly lower on 
possiblity of slightly higher 
marginal rates

Likely pressured lower as rates rise Might rise a bit on expectation 
that rates are lower or exemption 
is altered

Municipal Credit Stable; federal spending  
on infrastructure, higher ed, 
and health care continue

Stable; but slightly more federal 
spending on infrastructure, higher 
ed, and health care continue

Positive for higher ed, state & local 
government; infrastructure spending; 
possibly negative for hospitals, fossil fuel-
powered utilities

Negative for hospitals (Medicaid 
block grants); higher ed (less 
generous aid and focus on trade 
skills), changes for state and 
local governments with more 
privatization of public infrastructure 
and Public private partnerships

Municipal Issuance Remains modest Slightly higher on marginal  
federal infrastructure increase

Higher as federal infrastructure aid 
increases

Remains modest

Corporate Credit Little obvious change; 
business friendly 
environment could sustain 
M&A and releveraging  
across corporate sectors

Executive branch is likely to 
pursue regulatory changes sans 
Congress; margins for energy, 
pharmaceutical, and technology 
sectors, among others, negatively 
affected; companies better 
prepared for climate/ESG risks  
may present opportunities

An increase in the corprate tax rate and/or 
boost in the federal minimum wage become 
more plausible; margins threatened; bank 
regulation also becomes a meaningful risk; 
companies better prepared for climate/ESG 
risks may present opportunities

Expectation of low corporate tax 
rates and less energy-related 
legislation is a positive for oil and 
gas companies, industrials, utilities

Corporate Issuance Issuance could increase 
modestly on more 
deregulation efforts 
driving debt-funded M&A

Issuance could decrease modestly 
with greater regulatory scrutiny on 
large mergers

Issuance could decrease modestly with greater 
regulatory scrutiny on large mergers and the 
potential for anti-trust efforts to break up 
some large companies. As an offset, materially 
higher corporate taxes increase the relative 
attractiveness of debt

Issuance could increase modestly 
on more deregulation efforts 
driving debt-funded M&A. Lower 
rates and energy legislation 
could drive increased capital 
expenditures and borrowing
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infrastructure bill, reintroduction of the Build America Bonds 
program, and/or higher marginal income tax rates become 
a possibility. Issuance would likely rise in such a scenario, or 
ratios might decline. If President Donald Trump is re-elected 
and Republicans retake the House, Congress might consider 
curtailing the tax exemption, lowering marginal rates or 
introducing an infrastructure plan that involves more private 
activity bonds or privatization. 

Figure 11 summarizes the most likely results of the federal 
elections, in our view. Volatility could increase in the latter 
half of 2020 if one of the unexpected outcomes becomes 
more plausible. For a more complete discussion of the 
federal elections, see our piece 2020 Election Quick Take.

Ballot initiatives in key states. In addition to federal 
elections, ballot initiatives in California and Illinois could 
impact credit quality.

In California, voters will decide whether to amend 
Proposition 13, the state constitutional provision that 
requires all real estate to be assessed at its purchase price. 
The proposed amendment would change the law to permit 
market value assessments for commercial and industrial 
property. The initiative would generate $6 billion to $12 
billion in new revenue for local schools and municipal 
governments.29 Over time, it also likely would shift the 
property tax burden to businesses and away from residents. 
Passage of the amendment would likely be a credit positive 
for many California local GO bonds. It could, however, 
increase the cost of doing business in California, which 
already is high relative to other states.

In Illinois, voters will decide whether to amend the state 
constitution to permit a graduated income tax. In conjunction 
with a law enacted in June 2019, passage of the amendment 
would raise Illinois’ top marginal income tax rate from 
4.95 percent to 7.99 percent.30 The market broadly expects 
the amendment to pass, which is necessary to avoid large 
budget cuts.31 If it passes, Illinois will migrate to “specialty 

state” status, as its top income tax rate will be among the 
highest in the nation. Illinois’ credit quality also likely would 
stabilize in the near term. But if the amendment fails, Illinois 
credit spreads could widen further.

Federal austerity on hold. In past Outlooks, we have noted 
that the federal government’s weakened fiscal condition 
makes it a less reliable partner in delivering state and 
local services and ensuring bond market stability during 
a recession.32 We remain concerned about the federal 
government’s fiscal imbalance over the long term. 
However, there is currently limited political support for 
federal austerity, and the most plausible election outcomes 
are unlikely to change this dynamic. Public worry over the 
deficit is at its lowest point since 2011.33 Interest rates are 
low, and Congress and the president added $2.2 trillion to 
the national debt in 2019.34 Loose fiscal policy is likely to 
characterize the federal ledger for the time being. 

MARKET TECHNICALS ARE LIKELY TO KEEP CREDIT 
SPREADS LOW

Market demand and supply trends are pressuring yields 
and credit spreads lower in concert with the stable credit 
environment. If our base case for the election plays out, 
there should be limited election-related risks.  

Demand. Demand for municipal securities remained 
strong in 2019. Notably, the municipal mutual fund space 
experienced 52 consecutive weeks of inflows, totaling 
nearly $94 billion for the year. Both figures were records.35  
Inflows were driven, in part, by declining interest rates 
(Figure 12), but demand for municipals is likely to remain 
reasonably strong. Demand for tax-exempt bonds benefits 
from (a) a growing number of older investors, who tend 
to be attracted the asset class; (b) less competition from 
other tax-advantaged asset classes post TCJA;  and (3) the 
likelihood that income tax rates will rise at some point (the 
federal deficit is expected to grow and federal revenue is 
historically low, at 16.4 percent of GDP).36

AAA Muni 10-Year            Cumulative Mutual Fund Inflows 
Source: Lipper and TM3, as of December 2019.

Figure 12: Record In�ows in 2019 Were Spurred, in Part, by Falling Interest Rates
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Figure 13: Foreign Demand Responds to Higher Taxable Spreads
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FIGURE 12: RECORD INFLOWS IN 2019 WERE SPURRED, IN 
PART, BY FALLING INTEREST RATES
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TAXABLE SPREADS
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Taxable municipals are also in demand.37 Notably, foreign 
participation in the muni market continues to grow. Foreign 
holders represent almost 3 percent of the market, up from 
just over 1 percent at the beginning of the 2010s.38 Foreign 
buyers tend to enter the market when taxable yields widen, 
providing a reliable support for the taxable muni market in 
recent years (Figure 13).

Supply. Tax-exempt supply remains tepid. Tax-exempt 
issuance was 13 percent in 2019.39 However, more municipal 
bonds are maturing than are being sold. Net issuance remains 
negative. There are two main reasons for the declining size of 
the municipal market. First, the aforementioned TCJA barred 
tax-exempt advance refundings. Beginning on January 1, 
2018, issuers lacked an ability to refinance outstanding bond 
debt prior to its call date. Second, voters and policymakers 
remain debt averse in many areas of the country.40 As Figure 
14 illustrates, the market continues to shrink. We expect these 
patterns to hold steady in 2020.

By contrast, taxable supply is likely to increase in 2020. In 
the latter half of 2019, interest rates declined far enough 

to make taxable advance refundings economical for many 
issuers, and taxable issuance jumped.41 Through November 
2019, taxable issuance comprised 16 percent of the market, 
the highest level since the last year of the Build America 
Bonds program (2010). This trend is expected to continue, 
as tax-exempt advance refundings remain prohibited per 
the TCJA and Treasury rates remain low. Taxable advance 
refundings appear to make financial sense when the 10-
year Treasury rate falls below 2 percent (Figure 15). 

SPREADS AND YIELDS REMAIN LOW

We believe the combination of stable credit fundamentals, 
limited election-related risks, strong demand and limited 
supply (at least in the tax-exempt space) is likely to 
keep spreads and absolute yields rangebound in 2020 
(Figure 16). Given that spreads and yields are near their 
post-recession lows, we see limited value in taking 
additional credit risk. Still, we expect few changes to the 
environment over the next 12 months. For that reason, we 
favor adding—or at least maintaining—A-rated exposure 
in accounts, when market conditions warrant. 

Source: Federal Reserve and Breckinridge Capital Advisors, as of December 2019.

Figure 14: The Municipal Market Continues to Shrink
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Figure 15: Taxable Advance Refundings Make Sense at 
Treasury Rates Less Than Two Percent
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FIGURE 14: THE MUNICIPAL MARKET CONTINUES  
TO SHRINK

FIGURE 15: TAXABLE ADVANCE REFUNDINGS MAKE SENSE 
AT TREASURY RATES LESS THAN TWO PERCENT
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Source: Thomson Reuters, TM3 and Breckinridge Capital Advisors, as of December 2019.

Figure 16: A and BBB 10-Year Spreads Are Close to Their Post-Recession Lows
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FIGURE 16: A AND BBB 10-YEAR SPREADS ARE CLOSE TO 
THEIR POST-RECESSION LOWS

FOOTNOTES:
1. Bureau of Labor Statistics, December 5, 2019.
2. Bureau of Economic Analysis Regional Data, November 2019.
3. Keely Webster, “California LAO forecasts $7 billion surplus for fiscal year,” The Bond Buyer, November 27, 2019. Texas Comptroller’s Cash Flow report, September 2019: https://

floridapolitics.com/archives/313516-sunburn-the-morning-read-of-whats-hot-in-florida-politics-12-16-19. Note that New York State expects a deficit despite 13% growth in tax 
revenue: New York State Department of Taxation and Finance, September 2019 monthly tax collection report.

https://floridapolitics.com/archives/313516-sunburn-the-morning-read-of-whats-hot-in-florida-politics-12-16-19
https://floridapolitics.com/archives/313516-sunburn-the-morning-read-of-whats-hot-in-florida-politics-12-16-19
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13. Breckinridge analysis of Federal Reserve and Bureau of Economic data.
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