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2021 Municipal
Market Outlook:
To Immunity and
Beyond!
Key Takeaways:
• Municipal credit will begin to heal in 2021
as the COVID-19 pandemic abates and the
economy recovers.
• In the near-term, ratings are likely to migrate
lower as issuers suffer revenue and cashflow
pressure and regional recoveries diverge.
• Beyond 2021, the rise of remote work could
weaken credit quality in key sectors. Long-term
challenges remain in the areas of pensions,
federal deficits, and ESG risk.
• Supply is likely to increase modestly while
demand remains strong, a positive market
technical.
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Municipal credit will begin to heal in 2021 as the Covid-19 pandemic abates and the
economy recovers. However, the market is likely to emerge less resilient than before.
In the near-term, ratings are likely to migrate lower as issuers suffer revenue and
cashflow pressure and regional recoveries diverge. Beyond 2021, the rise of remote
work could weaken credit quality in key sectors. Long-term challenges remain in the
areas of pensions, federal deficits, and environmental, social and governance (ESG)
risks like climate change.
Against this backdrop, tax-exempt supply is likely to grow modestly while demand
remains strong. Municipal yields are likely to remain tethered to low Treasury yields
while credit spreads remain tight. Low investment grade municipals may outperform in
2021 given market technicals but will likely be more vulnerable to future credit shocks.
For high-grade investors, we favor a disciplined approach to credit picking.

Municipal credit fundamentals to begin healing, then diverge in 2021
Market strengths:
Vaccines. The distribution of multiple vaccines should drive credit stabilization in 2021.
(Figure 1). The sectors most negatively impacted by the pandemic will benefit the
most from mass inoculation. This includes hospitals, airports, mass transit issuers,
universities, community colleges, nursing homes and issuers of hotel occupancy tax
bonds, among others. Significant uncertainty remains regarding the distribution of
vaccines. Notably, as of December 30, 2020, 12.4 million doses had been distributed but
only 2.8 million administered.1 Still, the bias is toward more “normalcy” in 2021.2
FIGURE 1: VACCINES MOST LIKELY TO BE WIDELY DISTRIBUTED IN 2021 IN U.S.
Company

Timeline

Capacity

Efficacy

Shots
Required (#)

Pfizer/BioNTech

Approved for emergency use

12.5 million U.S. doses by
end of 2020; over 1 billion
globally in 2021

95%

2

Moderna

Approved for emergency use

7.5 million U.S. doses by
end of 2020

95%

2

Johnson &
Johnson

Phase 3 results expected in
Jan. 2021; likely available in Q1
2021

1 billion global doses by
end of 2021

dna

1

AstraZeneca

Likely U.S. approval in Q1 2021;
approved in Britain in Dec. 2021

2 billion global doses by
end of 2021

up to
95%

2

Novavax

Phase 3 results in H1 2021

100 million U.S. doses
in 2021

dna

2

Source: New York Times Vaccine Tracker and Breckinridge Capital Advisors, Inc. (Dec. 2020).

Supportive fiscal and monetary policy. Congress passed a second large COVID-19
relief package in late December which delivers over $900 billion in aid to individuals,
businesses and municipal issuers.3 The legislation included $82 billion for K-12
schools and higher education issuers and $45 billion for transportation issuers.
President-elect Biden supports additional relief, and the Federal Reserve (Fed) intends
rates to stay low for years.4
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Economic growth. Healthy growth is likely after vaccines
and stimulus take root. Notably, the jobs recovery may
be faster than in the past two recessions (Figure 2).
Growth in 1Q21 might be a bit slower before widespread
inoculation manifests. However, direct checks and
enhanced unemployment payments included in the lateDecember 2020 stimulus bill are likely to buoy incomes
and consumption. As we outlined in Muni Credit and the
November 2020 Elections (https://www.breckinridge.com/
insights/details/update-muni-credit-and-the-november-2020elections/), similar transfer payments in the CARES Act
prevented significant declines in tax revenue and helped
spur the summer’s V-shaped recovery.
FIGURE 2: JOB MARKET IS LIKELY TO RECOVER MORE
QUICKLY THAN IN
THE LAST TWO RECESSIONS
Figure 2: Job Market Is Likely To Recover
More Quickly Than in the Last Two Recessions
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Low default rates. There were only 75 municipal defaults
through mid-December. That is below the highs in 2010,
2011, and 2012.8 Most of the defaults were concentrated in
speculative sectors like land district financings and nursing
homes. The default rate will probably remain elevated in
2021, but it is unlikely to disrupt market fundamentals.
FIGURE 4: MUNICIPAL DEFAULTS REMAIN BELOW THEIR
2010-2012
HIGHS
Figure
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Source: Federal Housing Finance Agency, and Breckinridge Capital Advisors, Inc. (Dec. 2020).

Number of Municipal Bond Defaults

The extent of federal support will depend on the outcome of
two closely contested January 5 Senate runoffs in Georgia.
Most observers expect Republicans to win at least one of
the seats, in which case Republicans maintain control of
the Senate and support for federal spending may wane as
the pandemic recedes.5 However, if Democrats win both
races, that party will control both houses of Congress and
substantial new spending becomes more likely.
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Rising home prices. Ninety-three (93) of the nation’s largest
100 metro areas experienced annual home-price growth
of 5 percent or more in 3Q20 (Figure 3). Higher residential
real estate prices reflect low interest rates and demand for
larger homes as more Americans choose to work remotely.
Rising home prices should support local general obligation
(GO) bonds and single-family housing bonds.6 The latter
benefit from increased mortgage demand which should
offset lower interest income and forbearance-related
losses at Housing Finance Agencies (HFAs).7

Stable utilities. Residential demand for water, sewer and
electricity service has grown during the pandemic and
outpaced declines from commercial customers. Median
cash-on-hand was 502 days for water and sewer utilities
in fiscal year (FY) 2020 and 159 days for electric utilities.
These figures are consistent with 2019 performance.9
Toll roads. Toll road traffic is returning to normal faster than
in other transportation sectors. Several of the largest toll
systems in the U.S. are now reporting monthly volumes
exceeding 85 percent of 2019 levels.10 Moody’s Investors Service
has revised its 2021 toll road outlook to stable from negative.11
More timely regional economic data. The pandemic has spurred
helpful data innovations. This includes timely and regionally
specific economic data through websites like Opportunity
Insights and mobility trackers from Google and Apple.12 It
also includes new Census Pulse Surveys and the Municipal
Security Research Bureau’s (MSRB) new COVID-19-related
disclosure system.13 Municipal disclosure remains far from
perfect, but the addition of new data sources is a positive
development for investors.
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Ratings biased lower in the near-term. Outlooks remain
negative across public finance sectors at S&P Global
Ratings (S&P), and at Moody’s Investors Service (Moody's),
all but four sectors carry a negative outlook.14 Since the
pandemic began, S&P has upgraded 99 public finance
obligors and downgraded 486. Moody's has upgraded 205
names and downgraded 210 (Figure 5).
FIGURE 5: DOWNGRADES OUTPACE UPGRADES AT S&P
AND MOODY'S
Figure 5: Downgrades Outpace Upgrades at S&P and Moody's
Upgrades/Downgrades 2/1/2020 through 9/30/2020
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More downgrades are likely in 2021. Notwithstanding
additional federal stimulus and the strong likelihood for
better economic performance, municipal revenues will
remain depressed for many issuers. Nationwide, state
tax revenue was down 5 percent for the six-month period
ending in September 2020, compared to the same six
months in 2019.15 Ninety percent (90 percent) of large cities
report they will be less able to meet their fiscal needs in FY
2021 than in FY 2020.16
Cashflow will also remain strained. Some large
transportation and hospital issuers have reopened
commercial paper programs, secured bank lines of credit,
or issued notes or bonds to bolster liquidity.17 New Jersey
issued $4 billion in emergency GO bonds in November to
increase reserves and finance its FY 2021 deficit.18 New
York State issued $4.5 billion for similar purposes.19 Illinois
and the New York MTA each borrowed twice in 2020 from
the Fed’s now-closed Municipal Liquidity Facility (MLF).
This debt will need to be repaid within three years per MLF
rules.20 States’ cashflow pressures are likely to result in
funding cuts for schools, cities, and counties. Conditions
will improve in 2021, but for many issuers, ratings may
settle at a lower level.
Regional recoveries will likely diverge. State labor markets
tell part of this story. For example, older regions have lost
more private payroll jobs than in other places (Figure 6).
Labor force participation for workers age 55+ has fallen
to 38.7 percent, from 40.3 percent before the pandemic; a
large percentage of these workers may not return.21

Distinctive recoveries are also likely for regions dependent
on oil prices and tourism. Private employment in Alaska
and North Dakota is down 7.6 percent and 7.8 percent,
respectively, on an annual basis through October. Private
payrolls in tourism-reliant Hawaii and Nevada are down 20
percent and 8 percent, respectively.22
FIGURE 6: REGIONAL RECOVERY SPEEDS DIFFERING
BASED ON AGE, INDUSTRY
Figure 6: Regional Recovery Speeds Differing Based on Age, Industry
Decrease in Private Employment during 2020
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Regional differences in tax structure will also matter.
States with diversified tax bases, progressive income tax
structures, and many high-income taxpayers may recover
faster. For example, California lost 8 percent of its private
payrolls through October but nonetheless anticipates a 3
percent increase in income and sales taxes in FY 2021.23
By contrast, Florida lost only 4.7 percent of its private
payroll jobs over the same time frame, but revenues
down 3 percent through the first four months of FY 2021.24
California is home to many affluent taxpayers and a
diversity of taxes, including a highly progressive income tax;
Florida finances itself largely through sales taxes.
Competition from remote work present a new, longerterm risk. To the extent that remote work becomes a
post-pandemic norm, at least five types of issuers could
be disrupted: airports, mass transit operators, cities,
higher education issuers and high-cost states and cities.
Thirty-five percent (35 percent) of American workers are
interested in working remotely on a permanent basis.25
• Airports. If remote workers substitute Zoom meetings
for business trips, a slow recovery in airport finances
is likely. Business passengers comprise 10 percent of
airline passengers but as much as 75 percent of airline
profits.26 When airline profits stumble, so can airport
bond ratings. Airline revenue secures most airport debt.
The airport sector remains remarkably liquid, and issuers
have ample access to the capital markets, if needed.
However, the post-pandemic economy may prove more
disruptive to airports than is currently appreciated.27
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Ridership demographics may exacerbate mass transit’s
predicament. Riders skew poorer, while remote workers
skew wealthier.28 So the riders most able to afford farebox
and tax increases are also the most price sensitive
and likely to opt out of mass transit entirely. Figure 7
illustrates the conundrum. The wealthier the household,
the more likely that a member of it now works from
home. Fortunately, most mass transit-related bonds
are backed by sales taxes or other designated funding
sources, not farebox revenues, but in a remote-work
world, the trend for these systems is plainly negative.
FIGURE 7: AFFLUENT RESIDENTS ARE MORE ABLE
TO WORK FROM HOME PERCENT OF HOUSEHOLDS IN
WHICH AN ADULT SUBSTITUTED TELEWORK FOR INFigure 7: Affluent Residents Are More Able To Work from Home
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Spending
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but Great
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• Mass transit. Remote work negatively impacts bus,
subway and commuter rail operators. Prior to the
pandemic, these systems generally faced limited
competition and had strong pricing power over riders.
Taxpayer subsidies for mass transit were generally
supported. However, mass transit’s pricing power and
taxpayer support may erode in a world with many remote
workers. Remote workers can avoid fare hikes by staying
home. Taxpayers are less likely to support mass transit
systems that are underutilized.
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Source: U.S. Census and Breckinridge Capital Advisors, Inc. (Dec. 2020).

• Higher ed issuers. Competition from remote learning
alternatives is likely to further squeeze margins in the
higher education space.32 More students may opt for nontraditional, remote learning arrangements, pressuring
higher education bonds backed by narrow revenue
streams like parking or housing fees.
• High-cost-of-living jurisdictions. Remote work may trigger
outmigration from high-cost states by permanently altering
the geographic bond between work and home. A U.S.
Supreme Court case could accelerate these changes in
2021. In New Hampshire v. Massachusetts, New Hampshire
accuses Massachusetts of unconstitutionally imposing
Massachusetts income tax on New Hampshire residents
who now work remotely but previously commuted to
Massachusetts.33 A dozen states have joined the New
Hampshire suit.34 If New Hampshire wins, it may establish
that remote workers owe tax only (or mostly) where they
live, driving more workers to lower cost regions.
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• Cities. Remote work may change the composition of
urban tax bases. Urban tax bases typically have a large
commercial component, which may shrink as demand for
office space wanes.29 Cities also typically lack affordable
and spacious housing options, which make remote work
comfortable.30 A period of adjustment seems likely.
However, in the long-run, cities are likely to thrive even
in a work-from-home economy. Cities offer cultural
amenities and network effects that are hard to reproduce.
Many were in solid financial condition entering the
pandemic, and notwithstanding material risks, for now,
commercial real estate capital spending is holding up
better than after past recessions (Figure 8).31

• Latent credit challenges remain entrenched. The pandemic
is likely to delay progress addressing several macro
credit risks, including pension-funding and the federal
deficit, as well as environmental, social and governance
(ESG) challenges like climate change and inequality.
• Pensions. While low interest rates have helped many
issuers access funds to finance infrastructure during the
pandemic, they have also placed new pressure on state
and local pension plans. The average funding ratio for
large state and local plans is expected to fall to 68 percent
and 65 percent in 2025, respectively, from the current 72
percent and 71 percent.35 Most public plans assume asset
returns near 7 percent.36 Generating returns of this sort is
difficult when risk-free Treasuries yield 1 percent.
• Federal deficits. The pandemic has worsened projections
for federal deficit and debt.37 Rising deficits may matter
less in today’s chronically low-interest-rate world.38
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But as a political matter, they can inhibit support for state
and local grant aid. The Senate’s recent refusal to include
state and local aid in the latest stimulus package illustrates
the point. This decade, spending on mandatory entitlements
will crowd out funding for state and local governments (and
other discretionary programs) absent additional taxes or
debt.39 Key entitlement programs will comprise 66 percent
of non-interest spending by 2030 (Figure 9).
FIGURE 9: MANDATORY SPENDING TO CROWD OUT
OTHER PRIORITIES IN CONGRESSIONAL BUDGET
OFFICE'S BASELINE
Figure 9: Mandatory Spending To Crowd Out Other
Social Security and Major Health Care Spending
as a Percent of Non-Interest Spending

Priorities in Congressional Budget Office's Baseline

80
70
60
50
40
30
20
10
0

2021

2022

2023

2024

2025

2026

2027

2028

2029

2030

Source: Congressional Budget Office and Breckinride Capital Advisors, Inc. (Dec. 2020).

Market technicals
Against a backdrop of healing, but diverging, credit quality,
overall supply (taxable and tax-exempt) is likely to increase
modestly in 2021 while demand remains strong. Municipal
yields are likely to remain very low, alongside Treasuries.
Supply. Published estimates for 2021 supply vary widely,
ranging from $375 billion (Hilltop Securities) to $550 billion
(Citibank). Varying supply estimates reflect the potential for
significant taxable advance refunding volume depending on
the path for interest rates. If rates stay low, taxable advance
refundings are likely to remain a feature of the municipal
market. Through November, taxable issuance comprised 31
percent of 2020 municipal bond volume (Figure 10).45 That is
the second-highest proportion on record, below only the 35
percent peak in 2011 (the second year of the Build America
Bonds program). The bulk of 2020 taxable issuance
represents advance refundings, which were barred on an
exempt basis by the Tax Cuts and Jobs Act (TCJA) in 2017.
FIGURE 10: TAXABLE SUPPLY NEARED 2011 PEAK IN 2020
Figure 10: Taxable Supply Neared 2011 Peak in 2020
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In contrast to taxable supply, the tax-exempt market is
likely to grow only modestly in 2021, and importantly, net
tax-exempt supply is likely to be negative, meaning the
supply of tax-free income is likely to decline during the
year;46 more tax-free bonds will mature or be called via
taxable advance refundings than will be issued. Notably,
growth in new money borrowing is likely to remain tepid
until the economy picks up speed in the second half of
the year. As Figure 11 illustrates, state and local capital
spending tends to retract during periods of recession.
FIGURE 11: STATE AND LOCAL CAPITAL EXPENDITURES
FigureTO
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• Inequality. The U.S. is likely to emerge from the COVID-19
pandemic with record household net worth, a stock
market near record highs, and 13 percent of American
households experiencing food scarcity.43 It is also likely
to emerge with glaringly divergent health and K-12
educational outcomes, along geographic, racial, ethnic
and class lines.44 Unequal wealth, health, and educational
opportunities have long characterized the public finance
landscape. However, the pandemic has heightened
public awareness of these issues. Policymakers in many
jurisdictions may discover a more contentious budget
making atmosphere, partly centered on these inequities.

35

19

• Climate change. Climate change continues to grow as
a municipal credit issue. The term “climate change”
appeared in over 1,000 public finance-related Moody's
publications in 2020.40 In January 2020, Intercontinental
Exchange (ICE) and RisQ, a climate finance data provider,
partnered to attach climate data to most CUSIPs in the
municipal market.41 The incoming Biden administration
has made climate policy a thematic foundation for its
domestic and foreign policy strategies, with potential
import for the municipal housing, transportation, and
power sectors, among others. Climate-related risks
infrequently result in ratings downgrades, but the
incidence seems likely to rise. A recent example: in
November 2020, S&P downgraded Trinity Public Utility
District (CA) due to its “significant exposure to wildfire
liability”.42

Recession

Percent Change in State and Local Capital Expenditures (12-Month Rolling Average)

Source: National Bureau of Economic Research, U.S. Census, and Breckinridge Capital Advisors, Inc. (Dec. 2020).
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The supply outlook could change if Democrats win
both Georgia Senate races and/or the incoming Biden
administration makes surprising progress on a large
infrastructure bill in early 2021. Democrats in the House
and Senate broadly support reinstating the Build America
Bonds program as part of an infrastructure overhaul.47
Increased federal funding for a new, climate-related
infrastructure program or the Highway Trust Fund might
also spur more issuance.

Demand for taxable municipals is likely to remain strong,
as well. In particular, strong demand from foreign buyers
remains in place. Very low (or negative) yields abroad
creates a strong technical backdrop for high-grade, taxable
municipals.

Yields and spreads to remain very low

Demand. Demand is likely to remain strong in 2021. Inflows
into mutual funds rebounded strongly in the second half of
2020, and additional inflows seem likely in 2021, as investors
gain comfort with the economic recovery.48 If rates rise during
a period of unexpectedly strong 1Q or 2Q 2021 growth, an
outflow cycle could ensue, but it would likely be temporary.
Secular trends that have defined the past several years
remain in place, including the growing number of older
investors who find value in the stability of a tax-free, highgrade income stream, fewer tax-advantaged asset classes
post-TCJA, and a long-term bias toward higher tax rates;
the federal government’s fiscal outlook (discussed above)
threatens higher tax rates over a multi-year period. Note
that if Democrats retake the Senate, federal tax rates could
rise as soon as next year.

We believe municipal yields and spreads are likely to
remain historically low in 2021. Rates will likely stay
tethered to Treasuries, and credit spreads should remain
tight. Low investment grade municipals may outperform
their high-grade peers in 2021, in a reversal of 2020
experience. As Figure 12 illustrates, A-rated spreads are
near their decade lows while BBB-rated spreads remain
higher than theirs, as reported by the Municipal Market
Monitor.
We caution that this partly reflects weaker pricing for
several pressured essential service issuers that dominate
the BBB portion of the Barclays 1-10 Municipal Bond index,
including Illinois, New Jersey, Chicago, and the NY MTA.
Together, these names comprise over 53 percent of the
BBBs in that index. We favor credit picking in 2021 and
staying disciplined in the AA and A spaces.

FIGURE 12: BBB SPREADS MAY COMPRESS A BIT MORE
IN 2021
Figure 12: BBB Spreads May Compress A Bit More in 2021
Interest Rate Spread Over Treasury
Bondsn (10 Year Maturity)
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FOOTNOTES:
1. CDC COVID Data Tracker, as of Dec. 23, 2020 at 9am. Available at: https://covid.cdc.gov/covid-data-tracker/#vaccinations.
2. For example, few can be sure how long vaccines will confer immunity, whether a new strain of the virus inhibits quick attainment of herd immunity, whether vaccines will
be distributed as quickly as advertised, whether enough Americans will take them, or the extent to which global vaccination takes root (global inoculation is a precondition
for significant growth in trade and international travel). But authorities now expect mass vaccinations to begin in early Q2-2020 and that an uptake rate of 75% or higher
may permit a return to “normalcy” by the end of 2021. See the following links: https://news.harvard.edu/gazette/story/2020/12/anthony-fauci-offers-a-timeline-for-endingcovid-19-pandemic/#:~:text=Health%20%26%20Medicine-,Fauci%20says%20herd%20immunity%20possible%20by%20fall%2C%20'normality'%20by,of%20Allergy%20and%20
Infectious%20Diseases.: https://news.gallup.com/poll/325208/americans-willing-covid-vaccine.aspx. https://www.economist.com/the-world-ahead/2020/11/16/the-covid-19vaccination-programme-will-be-the-biggest-in-history.
3. Duehren and Peterson, “Congress reaches Final Agreement on Pandemic Relief,” Wall Street Journal, December 21, 2020.
4. In its December 16, 2020 statement, the FOMC announced that it would keep its target range for the federal funds rate at 0 to 0.25% and continue its monthly purchases
of Treasuries ($80 billion) and agencies ($40 billion): https://www.federalreserve.gov/newsevents/pressreleases/monetary20201216a.htm.
5. See polling average at FiveThirtyEight.com: https://projects.fivethirtyeight.com/georgia-senate-polls/?cid=rrpromo.
6. The 2020 National League of Cities Fiscal Conditions Report highlights that many cities expect revenue declines and expenditure increases.
7. State Housing Finance Agencies: “2021 outlook stable as loan sales offset forbearance and lower investment income,” Moody’s Investors Service, December 9, 2020.
8. Moody’s Investors Service as of December 31, 2021.
9. Conclusions based on Breckinridge analysis of data provided by Merritt Research Services. FY 20 early reporting systems include roughly 6% of water-sewer system and
10% of electric utility systems.
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10. “Traffic on Major U.S. Toll Road Systems Achieves Strong Recovery Toward Pre-Covid-19 Levels,” Conduent analysis, December 17, 2020. Available at: https://www.news.
conduent.com/news/traffic-on-major-u-s-toll-road-systems-achieves-strong-recovery-toward-pre-covid-19-levels.
11. “2021 outlook revised to stable as demand grows along with GDP and employment,” Moody’s Investors Service, December 3, 2020.
12. For example, see: https://tracktherecovery.org/.
13. See: http://www.msrb.org/News-and-Events/COVID-19-Information.aspx.
14. “U.S. Public Finance 2020 Year in Review: One Like No Other,” Standard & Poor’s, December 10, 2020. The Moody's sectors with a stable outlook include: water and sewer,
public power, state housing finance agencies, and toll roads.
15. Alan Greenblatt, “Absent Federal Aid, How Bad are State Budgets?” Govverning.com, December 22, 2020.
16. “City Fiscal Conditions 2020,” National League of Cities, August 14, 2020.
17. For example, for 135 large hospital systems tracked by Breckinridge, operating margins are slightly negative, but liquidity is “up” on account of significant debt issuance
for cashflow needs. Breckinridge analysis of Merritt Research Services data, December 2020. Transportation borrowings refer to airport and toll road issuance, among
obligors that we follow.
18. See: State of New Jersey Covid-19 General Obligation Emergency Bonds, Series 2020A. Available at: https://emma.msrb.org/IssueView/Details/P2404643
19. FY 21 Mid-Year State Budget Financial Plan Update, October 2020, p. 16. Available at: https://www.budget.ny.gov/pubs/press/2020/fy21-fp-midyear-update.html.
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