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PERSPECTIVES

THE FED’S NEW MUNICIPAL LIQUIDITY 
FACILITY: MODEST HELP OR MARKET 
GAME-CHANGER?
April 13, 2020
By Adam Stern

On Thursday, April 9, the Federal Reserve announced the 
creation of the Municipal Liquidity Facility (MLF). The MLF 
will extend up to $500 billion in short-term funds to state 
and local governments using $35 billion in seed capital 
appropriated in the Coronavirus Aid, Relief, and Economic 
Security Act (CARES Act). 

The MLF’s size and mandate differ meaningfully from the 
Fed’s other recently launched facilities for municipals: the 
Money Market Mutual Fund Liquidity Facility (MMFLF) and 
the Commercial Paper Funding Facility (CPFF).1 The former 
improves liquidity in the secondary market by permitting 
banks to post short-term municipals as collateral in 
exchange for Fed loans.2 The latter buys three-month 
municipal paper, which is a limited charge given the tiny 
market for three-month munis (Appendix A). 

By contrast, the MLF is intended to “help state and local 
governments manage cash flow stresses caused by the 
coronavirus pandemic.”3 The program authorizes a Fed 
Special Purpose Vehicle (SPV) to buy 24-month notes 
directly from municipal issuers, and permits eligible 
munis to borrow up to 20 percent of their own-source 
general government and utility revenue in 2017.4 That’s 
equal to $515 billion, nearly identical to the $500 billion 
authorized under the MLF and a reasonable proxy for 
state and local governments’ possible cashflow needs 
in 2020 (see Appendix B).  The facility’s $500 billion 
in lending authority exceeds outstanding short-term 
municipal debt by 11 times (Figure 1). The program 
likely exceeds the Fed’s legal authority. The Federal 

Reserve Act and CARES Act are explicit that the MLF, and 
programs like it, are intended to promote market liquidity, 
only.5 However, it will plainly be an important player in the 
municipal market in 2020.

FIGURE 1: THE MUNICIPAL LIQUIDITY FACILITY’S 
LENDING AUTHORITY EXCEEDS THE SIZE OF THE SHORT-
TERM MUNICIPAL MARKET BY 11 TIMES

In the near-term, the MLF is likely to help stabilize the 
market for short-term municipals without purchasing a 
significant amount of short-term debt. Weaker, but solvent, 
municipal borrowers with routine cash flow needs should 
benefit from improved overall liquidity and, consequently, 
access to short-term capital on better terms. Likewise, 
few municipal issuers are likely to make use of the MLF, 
immediately. Most lack urgent cash flow challenges despite 
the COVID-19 crisis, and for some, launching a cash-
flow borrowing program, through the MLF or on the open 
market, may present cumbersome administrative hurdles. 

However, if the COVID-19 pandemic persists, state and local 

Source: Federal Reserve and Breckinridge Capital Advisors, as of April 2020.
* MLF Lending Authority data is from the Federal Reserve, as of April 9, 2020.

Figure 1: The Municipal Liquidity Facility’s Lending Authority Exceeds the Size 
of the Short-Term Municipal Market by 11 Times
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The following Perspective was published on April 13, 2020. On April 27, the Federal Reserve expanded and amended certain 
aspects of the Municipal Liquidity Facility. Significant changes include extending the termination date for the program until De-
cember 31, 2020, expanding the group of governments and entities eligible for direct loans, and extending the maximum length 
of loans to three years from 24 months.



2

THE FED’S NEW MUNICIPAL LIQUIDITY FACILITY: MODEST HELP OR MARKET GAME-CHANGER?

deficits could become more acute. In that event, the MLF 
could become a more popular municipal deficit-financing 
option later this year. The short-term municipal market is 
small, and state and local governments would likely happily 
reach out for the Fed’s extended hand. This would mark 
a significant development in the municipal market, with 
positive near-term, but mostly negative long-term, credit 
implications. As a reminder, until just weeks ago, the Fed 
had never intervened in the municipal bond market.

MUNICIPAL LIQUIDITY FACILITY (MLF) BASICS

The MLF joins two recently created Fed programs that 
benefit municipals: (1) the Money Market Mutual Fund 
Liquidity Facility and (2) the Commercial Paper Funding 
facility. Whereas those programs were relatively limited in 
scope and designed to promote secondary market liquidity, 
the MLF is authorized to buy up to $500 billion in short-
term munis and will purchase the securities, directly. 

Per the Federal Reserve’s April 9 term sheet, the MLF will6:

1. Purchase only short-term notes with maturities no 
longer than 24 months (e.g., BANs, TANs, TRANs, and 
like securities). 

2. Lend only to: (a) the 50 states, (b) the District of 
Columbia, (c) cities with more than one million 
residents, or (d) counties with more than two million 
residents. Only one issuer per state, city, or county is 
eligible to receive funds, but that issuer can issue debt 
multiple times. 

3. Lend, in an aggregate amount, up to 20 percent of 
the issuer’s general own-source and utility revenue.7 
States can request an exception to this rule to enable 
lending to otherwise ineligible political subdivisions and 
instrumentalities. 

4. Permit borrowers to call their notes prior their stated 
maturity. 

5. Permit borrowers to lend note proceeds to other political 
subdivisions and public entities within their state. 

6. Purchase notes at a price consistent with a borrower’s 
bond rating. (Note that this mandate requires no actual 
rating for the notes that the Fed purchases. It just requires 
pricing consistent with the issuer’s existing rating). 

7. Purchase notes issued to finance tax deferrals, deficits 
stemming from the COVID-19 pandemic, or meet 
principal and interest obligations.

The MLF would accomplish the above by capitalizing a SPV 
with an initial equity cushion of $35 billion, appropriated by 
Congress in Section 4027 of the CARES Act. It is authorized 
to lend per Section 13(3) of the Federal Reserve Act.8 

The Fed’s term sheet was silent as to whether the MLF 
will purchase tax-exempt or taxable paper. Presumably, it 
would purchase both, given that some portion of municipal 
cashflow borrowing over the next several months will 
violate the Internal Revenue Service’s (IRS) anti-arbitrage 
rules.9 On the other hand, tax rules may not matter much 
to the Fed. It has stated that it will buy at the going market 
price, which is likely a tax-free one, and it pays no tax.

The term sheet also included no information as to whether 
a broker-dealer (e.g., J.P. Morgan) or asset manager (e.g., 
Blackrock) will manage the assets of the MLF.

NEAR-TERM SUPPORT FOR MARKET LIQUIDITY 

The MLF is likely to stabilize the market through better 
liquidity and pricing in the coming weeks. The main 
beneficiaries are likely to be well known issuers with low 
investment grade ratings, low default risk, and meaningful 
short-term cash-flow borrowing needs. The New York MTA 
is the most obvious large issuer that stands to benefit from 
the program. It has significant near-term cash flow needs 
and pricing for its short-term paper has been weak, of 
late.10 However, the MLF is also likely to indirectly support 
short-term municipal borrowers of all kinds, including 
large hospital systems, airports, and states with short-term 
borrowing programs.

FEW ISSUERS LIKELY TO UTILIZE THE MLF IN 
THE NEAR-TERM

However, most issuers are unlikely to tap MLF or the short-
term market, at all, over the next few months. This is true 
for several reasons. 

First, many state and local issuers are well capitalized. 
State reserves reached a three-decade high in 2019 (Figure 
2). Median days-cash-on-hand for water-sewer and electric 
utilities exceeded 400 and 150 days, respectively, in FY 19.11 
This liquidity is in addition to roughly $150 billion in funds 
state and local governments will receive per the recently 
passed CARES Act.12 It is also in addition to internal 
borrowing that is often available to issuers at lower cost 
than external financing.  
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FIGURE 2: STATE RESERVES REACHED A THREE-DECADE 
HIGH IN FY ’19

Second, issuing cash flow notes imposes administrative 
burdens in many jurisdictions. Cash-flow borrowing will 
require new legislation in many states. State laws typically 
limit the sum and tenor of municipalities’ short-term 
notes.13 Often, notes must be repaid from revenues that 
accrue in the same year they are issued; this may conflict 
with the maximum 24-month note structure envisioned by 
the MLF. Accurate cash flow forecasts are also commonly 
required prior to issuance. This could prove challenging in 
the current environment.14 

Third, the MLF is likely to be most effective through a 
bond bank or revolving loan fund structure. The MLF 
permits only one eligible borrower per state, large 
city, or large county—but allows borrowers to relend 
proceeds to other municipal issuers. This provision 
may limit the number of states that can quickly take 
advantage of the program. Authorizing statutes for bond 
bank or revolving loan pools can likely be repurposed for 
the MLF, but new legislation might be needed elsewhere. 
Only about half of the states have a bond bank or loan 
pool of substantial import.

There has been some early market chatter that the MLF’s 
relending provision will enable leveraging of the facility’s 
capital. But this, too, may prove administratively challenging. 
Lending against tax-free, bond-financed capital is likely to 
invite IRS scrutiny.15 The maximum two-year term on MLF 
notes may also prove problematic, as most bond banks 
and state revolving funds are accustomed to extending 
longer-term loans. In any event, municipal pooled financing 
programs generally operate with modest leverage. The 
Maine Municipal Bond Bank operates one of the market’s 
long-standing programs. It is leveraged only 3:1.16 

THE MLF COULD BECOME MORE POPULAR 
IF DEFICITS BECOME UNEXPECTEDLY 
OVERWHELMING

However, if the COVID-19 crisis persists and municipal 
deficits become more burdensome, state and local 

governments may want to borrow from the MLF in amounts 
nearing the MLF’s $500 billion in authorized lending. As 
a rule-of-thumb, each one-percentage point increase 
in the national unemployment rate decreases state and 
local taxes by around 3 percent (Figure 3).17 If the U.S. 
unemployment rate increases to 15 percent from its pre-
COVID-19 crisis level of 3.5 percent in February 2020, it 
would imply an annual decline in state-local taxes of 34 
percent, nationally. Actual revenue declines will vary widely, 
issuer-to-issuer, but many state and local governments 
might wish to borrow for operations.  

FIGURE 3: IF UNEMPLOYMENT INCREASES 
DRAMATICALLY, MORE ISSUERS MAY FIND USE IN MLF’S 
SHORT-TERM BORROWING FACILITY

A jump in municipal short-term debt on the scale of $500 
billion could overwhelm the short-term municipal market 
and incent significant borrowing from the MLF. Short-
term notes comprise only 1.5 percent of the $3.8 trillion 
municipal market, and it’s unclear who might buy up to 
$500 billion in short-term municipals.18 The buyer base for 
short-term municipals is predominantly retail investors, 
and in recent years, they have reallocated away from low-
yielding tax-free money market funds (Figure 4). 

FIGURE 4: MUNICIPAL MONEY MARKET FUNDS HAVE BEEN 
LOSING ASSETS AND LARGELY RELY ON RETAIL BUYERS

Banks, insurers, and foreign buyers could increase their 
purchases of municipals to offset some of the new supply, 
but it’s doubtful their participation would be enough. 
Combined, these participants held $1.07 trillion in 
municipal bonds in Q4-19.19 They would have to increase 

-20 -10 0 10 20 30 40 50 60 70 80

Each dot represents % change. For example: (Q1-19/Q1-18) from Q1-90 to Q4-19.
Source: Bureau of Economic Analysis, U.S. Census of Governments, and Breckinridge Capital Advisors, as of April 2020.

Figure 3: If Unemployment Increases Dramatically, More 
Issuers May Find Use in MLF’s Short-Term Borrowing Facility
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Figure 4: Municipal Money Market Funds Have Been Losing 
Assets and Largely Rely on Retail Buyers
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Figure 2: State Reserves Reached a Three-Decade High in FY ’19
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their exposure by 46 percent to meet the increase in short-
term paper ($500 billion over $1.07 trillion = 46 percent). 
Notably, these buyers reduced their municipal exposure by 
$33 billion in 2019.20 
 
Importantly, municipal borrowers would suffer little 
reputational damage from tapping the MLF. In corporate 
market, borrowing from a Fed facility communicates 
financial weakness to investors, and companies seek to 
avoid it. In the municipal market, affordable capital from 
the Fed that limits cuts to essential services is likely to 
prove politically popular. 

DIRECT LENDING FROM THE MLF TO 
MUNICIPALS HAS MOSTLY NEGATIVE CREDIT 
IMPLICATIONS

Investors should be clear-eyed about the MLF’s potential 
to weaken long-term municipal credit fundamentals, 
if the COVID-19 crisis forces issuers to resort to cash-
flow borrowing on an unprecedented scale. In the very 
near-term access to cash is likely to mitigate the risk of 
unnecessary bond defaults. But on balance, investors 
should be circumspect about Fed intervention.

First, $500 billion in new borrowing would significantly 
increase the overall state and local debt burden. State and 
local government debt outstanding totaled $3.1 trillion in 
2019. Another $500 billion would increase the debt load 
by 16 percent.21 Over the long-term, this kind of increase 
is probably manageable. State and local bonded debt has 
decreased as a percentage of gross domestic product 
since the Great Recession, from 20 percent to 14 percent.22 
Last year, Moody’s Investors Service suggested that states 
should increase their borrowing to fund vital transportation 
needs.23 Still, an increase in debt on such a large scale, so 
quickly, and for operating needs, would not be ideal.

Second, the structure of the debt would be short-term. 
State and local governments would ideally repay it from 
current revenues, but the more likely outcome is that 
they refinance it into longer bonds. Repaying short-term 
maturities via refinancing could create market access 
risks for certain issuers. This risk could grow if issuers 
seek to refinance their bonds, en masse, during the same 
several-month period one to two years from now. Overall 
market issuance could conceivably increase meaningfully 
in late 2021 and 2022.

Third, existing bondholders might be diluted or 
subordinated to short-term MLF notes in certain cases. 
For example, if Chicago borrows from the facility, it might 
leverage its Sales Tax Securitization Corporation (STSC) 

lien to do so. In this case, an MLF loan would likely reduce 
the amount of pledged sales tax for existing holders, and 
the risk would grow if the STSC decided to pay the short-
term maturities from ongoing revenue. In other instances, 
MLF notes might come with acceleration clauses or 
springing liens. 

Given the risks, disclosure in the municipal market may 
need to improve. Investors will want to surveil their 
holdings more frequently to understand their cash flow 
needs on a real-time basis. Presently, audited financial 
reports are published on a lag of 180 days or more. 
Monthly tax revenue and cash reports are available for 
most governments with substantial capital market needs, 
but for smaller issuers, more disclosure and oversight 
may be required. 

Investors should take some comfort in the structure of the 
MLF insofar as it makes funds eligible solely to the largest 
and most sophisticated borrowers. These borrowers will 
likely act as gatekeepers for financing for smaller and 
less sophisticated issuers. Recall that eligible borrowers 
can relend MLF proceeds to other political subdivisions 
and public corporations. Internal borrowing of this sort 
is safer than the alternative: allowing small issuers with 
more limited market access to expose themselves to 
refinancing risks.

It’s also true that widespread MLF deficit-financing would 
likely speed the economic recovery from the COVID-19 
pandemic. State and local governments typically cut spending 
during recessions, exacerbating their depth by depressing 
investment and consumption. If the MLF helps avoid cuts in 
government spending, it may give the broader economy a 
Keynesian boost, notwithstanding the reality that state and 
local governments will need to repay MLF loans, eventually. 

Nonetheless, the MLF likely increases municipal credit 
risk, overall. There is even a remote possibility that the 
MLF becomes a tool for municipal deficit-financing not 
just in 2020 but in future recessions. A Fed facility that 
has successfully financed state and local deficits during 
the COVID-19 “panic” could conceivably be reopened 
in future “exigent circumstances.” Knowledge that 
such a facility is possible may, over time, erode some 
of the long-standing rules that limit state and local 
governments’ ability to borrow to finance operating 
deficits. These rules have contributed to the muni 
market’s historically low default rate. 

Breckinridge intends to monitor developments in the short-
term municipal market and the MLF, closely, in the coming 
months. 
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Money Market Mutual Fund 
Liquidity Facility (MMMFLF)

Commercial Paper Funding 
Facility (CPFF)

Municipal Liquidity Facility (MLF)

Statutory Authority Federal Reserve Act, Sec. 13(3) Federal Reserve Act, Sec. 13(3) Sec. 4027 of CARES Act; Federal 
Reserve Act (13)(3)

Start Date 3/23/2020 3/23/2020 4/9/2020

End Date 9/30/2020 3/17/2021 9/30/2020

Special Purpose 
Vehicle 

No Yes Yes

Managed By Boston Fed New York Fed Any Federal Reserve Bank

Initial Funding $10 billion in Exch. Stab. Fund cash $10 billion in Exch. Stab. Fund cash $35 billion (out of eligible $454 
billion)

Eligible Borrowers U.S. banks and broker dealers 
through the Boston Fed

U.S. issuers of commercial paper, 
including municipal issuers

Large state and local governments

Eligible Collateral U.S. Treasuries & fully guaranteed 
agencies, GSEs, highly-rated ABS, 
highly-rated CP, highly-rated 
s-term munis (AA or above if no 
s-term rating is available, muni 
VRDNs, and bank CODs)

N/A N/A

Eligible Securities N/A Highly-rated U.S. issuers of 
commercial paper, including 
municipal issuers

Short-term securities with 
maturities of no more than 24 
months (BANs, TANs, TRANs, etc.)

Limits on Purchases No Cannot be in excess of amount of 
commercial paper outstanding for 
an issuer on 3/16/20

Up to $500 billion in short-term 
notes

Source: Federal Reserve, applicable term sheets.

APPENDIX A: KEY FEATURES OF FED LENDING FACILITIES FOR THE MUNICIPAL MARKET



6

THE FED’S NEW MUNICIPAL LIQUIDITY FACILITY: MODEST HELP OR MARKET GAME-CHANGER?

Jurisdiction General 
Own-source 
Revenue

Utility 
Revenue

Total MLF borrowing 
limit (20% 
max)

United States 
(total)

 2,408,610,360  168,461,178  2,577,071,538  515,414,308 

AL  29,037,979  3,118,954  32,156,933  6,431,387 

AK  8,112,130  418,352  8,530,482  1,706,096 

AZ  36,811,606  5,023,251  41,834,857  8,366,971 

AR  17,447,173  998,583  18,445,756  3,689,151 

CA  353,187,258  29,569,077  382,756,335  76,551,267 

CO  42,013,390  3,046,982  45,060,372  9,012,074 

CT  33,146,053  823,204  33,969,257  6,793,851 

DE  7,724,629  490,254  8,214,883  1,642,977 

DC  9,015,649  969,374  9,985,023  1,997,005 

FL  126,423,830  9,594,239  136,018,069  27,203,614 

GA  56,411,364  4,778,575  61,189,939  12,237,988 

HI  14,133,052  431,177  14,564,229  2,912,846 

ID  9,433,991  241,906  9,675,897  1,935,179 

IL  95,914,947  5,342,572  101,257,519  20,251,504 

IN  40,463,680  2,793,770  43,257,450  8,651,490 

IA  28,248,595  1,192,659  29,441,254  5,888,251 

KS  22,314,531  1,628,522  23,943,053  4,788,611 

KY  25,285,757  1,820,035  27,105,792  5,421,158 

LA  29,118,431  1,194,996  30,313,427  6,062,685 

ME  9,177,380  156,623  9,334,003  1,866,801 

MD  49,121,087  1,141,452  50,262,539  10,052,508 

MA  60,281,404  3,947,919  64,229,323  12,845,865 

MI  65,728,620  2,676,369  68,404,989  13,680,998 

MN  46,813,547  2,447,283  49,260,830  9,852,166 

MS  18,113,785  826,073  18,939,858  3,787,972 

WY  5,852,782  258,034  6,110,816  1,222,163 

Jurisdiction General 
Own-source 
Revenue

Utility 
Revenue

Total MLF borrowing 
limit (20% 
max)

United States 
(total)

 2,408,610,360  168,461,178  2,577,071,538  515,414,308 

MO  35,619,298  2,767,721  38,387,019  7,677,404 

MT  5,961,591  153,372  6,114,963  1,222,993 

NE  14,256,237  4,359,919  18,616,156  3,723,231 

NV  18,213,038  1,293,919  19,506,957  3,901,391 

NH  9,202,200  136,882  9,339,082  1,867,816 

NJ  81,880,236  2,258,472  84,138,708  16,827,742 

NM  13,731,768  628,172  14,359,940  2,871,988 

NY  229,796,033  15,570,317  245,366,350  49,073,270 

NC  64,557,797  4,355,993  68,913,790  13,782,758 

ND  7,147,878  252,784  7,400,662  1,480,132 

OH  80,650,111  3,120,479  83,770,590  16,754,118 

OK  22,509,795  2,011,240  24,521,035  4,904,207 

OR  32,849,514  1,660,991  34,510,505  6,902,101 

PA  93,275,203  2,961,968  96,237,171  19,247,434 

RI  8,349,940  243,605  8,593,545  1,718,709 

SC  32,917,955  3,928,990  36,846,945  7,369,389 

SD  5,302,634  354,457  5,657,091  1,131,418 

TN  34,501,413  9,045,653  43,547,066  8,709,413 

TX  176,678,502  14,478,906  191,157,408  38,231,482 

UT  21,087,372  2,127,744  23,215,116  4,643,023 

VT  5,081,607  247,432  5,329,039  1,065,808 

VA  62,154,123  2,036,630  64,190,753  12,838,151 

WA  61,393,220  7,043,630  68,436,850  13,687,370 

WV  11,178,522  274,157  11,452,679  2,290,536 

WI  40,981,723  2,217,510  43,199,233  8,639,847 

APPENDIX B: ESTIMATE OF EACH STATE’S BORROWING LIMIT UNDER THE MUNICIPAL LIQUIDITY FACILITY

Source: Breckinridge Capital Advisors, and U.S. Census of Governments (2017), as of April 9, 2020.
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FOOTNOTES:
1. https://www.federalreserve.gov/newsevents/pressreleases/monetary20200323b.htm
2. The program includes variable rate demand notes and bonds in its mandate, as “short-term” municipals.
3. Ibid.
4. “Own-source revenue” is a public finance term that includes only revenue derived by the government’s own activities or investments. For example, a state’s federal 

Medicaid and highway funding would not be considered own-source revenue. By contrast, a state’s tax revenue, or fines imposed for speeding on state highways, would be 
considered own-source revenue.

5. Federal Reserve Act 13(3)(B)(i): “… such policies and procedures shall be designed to ensure that any emergency lending program or facility is for the purpose of providing 
liquidity to the financial system…” and Sec. 4003(a)-(b)(4) of the CARES Act: “…Loans, loan guarantees, and other investments made pursuant to [this section] shall be 
made available as follows… Not more than the sum of $454 billion… for the purpose of providing liquidity to the financial system…” (italics added by Breckinridge).

6. Ibid.
7. The 20% threshold is based on Census of Governments data from 2017.. 
8. This provision permits Federal Reserve bank lending in “unusual and exigent circumstances” when an eligible borrower is “unable to secure adequate credit… from other 

banking institutions.” Federal Reserve Act, section 13(3)(A).
9. 26 USC §148.
10. Per the Breckinridge Trading desk, some MTA bond anticipation notes were commonly trading at yields in excess of 4% during the first week of April 2020.
11. Breckinridge analysis of Merritt Research data.
12. Coronavirus Aid, Relief, and Economic Security Act, §601.
13. For example, in Georgia, tax anticipation notes (TANs) must be paid by December 31st of the calendar year in which they were issued and cannot exceed 75% of annual tax 

revenue from the prior year. Overview of [Georgia] Governmental Financing, Smith, Gambrell, & Russel, LLP. Available at: https://www.sgrlaw.com/briefings/461/.
14. For example, in the last three weeks, the State of New York has revised down its revenue estimates twice. The budget director now expects a revenue loss of up to 
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