
Resilience in U.S. States, Cities, Health 
Systems, and Universities
MUNICIPAL ASSET CLASS REVIEW & OUTLOOK

CHICAGO    BALTIMORE    MILWAUKEE    PHILADELPHIA    ST. LOUIS

Perspectives

To date during this COVID-19 pandemic, both U.S. municipal 
bond issuers as well as municipal bond strategies have proven 
to be resilient despite the mounting adversity brought on by the 
nationwide lockdowns and other social distancing guidelines. 
The broader market recovery has been relatively quick as the 
S&P 500 is now back to pre-COVID highs, corporate credit 
spreads are back to pre-COVID tights, and overall volatility 
has mostly stabilized. The rebound in the economy is proving 
to be slow, however — with recent signs of leveling off — and 
is not expected to fully rebound until a vaccine is approved 
and distributed. 
In the following, we provide a quick review of how municipal bonds have weathered 
the crisis so far in 2020; an assessment of key valuation, fundamental, and technical 
indicators to formulate a thesis for investing in municipal bonds going forward; and 
perspectives on how specific segments of the asset class such as investment grade 
municipals vs. high yield municipals and select sectors of the municipal bond market 
such as healthcare and education are expected to fare during the balance of the 
recession and recovery.
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HOW MUNICIPAL BONDS HAVE WEATHERED THE CRISIS SO FAR
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Exhibit 1:  Trailing Performance

Assumptions: After-tax BC Agg and BC HY subject to highest 2020 interest income tax of 37% on last 10 years’ average 2.5% and 6.8% coupon, respectively. 
After-tax BC Agg and BC HY also subject to Affordable Care Act's 3.8% net investment income tax.
Source: Bloomberg as of July 31, 2020. 
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Exhibit 1 shows the trailing performance on a pre-tax and after-tax basis for the Agg index, Municipal 
index, Corporate High Yield index and Municipal High Yield index. The bottom right shows that on a 
long-term after-tax basis, investment grade municipal bonds continue to outperform Agg bonds and high 
yield municipal bonds continue to outperform high yield corporate bonds. The municipal bond asset class 
as a whole remains attractive for taxable investors such as high net worth individuals, family offices, and 
insurance clients. On a year-to-date basis, the Municipal index is net positive with a solid gain and the 
Municipal High Yield index has already reached break-even for the year, ahead of corporate high yield on 
an after-tax basis, which is still net negative for the year.

In January and February, as the coronavirus began to impact countries and then during the March panic-
induced sell-off, municipal bond strategies were generally overweight larger toll systems and states likely 
to be more resilient than smaller ones, as well as bullish on local general obligation (“GO”) bonds1 and 
essential service bonds that have historically been more resilient to shocks. Spread-widening ensued in 
the hardest-hit sectors most vulnerable to the shelter-in-place orders: airports, toll roads, universities, and 
state and local GOs with pre-pandemic pension troubles.

In the April through June rebound, municipal bond strategies generally started to take on more risk with 
certain local GO, transportation, and education credits. The federal coronavirus relief stimulus packages 
for states and cities provided broad assistance and the expectation was that no state needed bankruptcy 
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protection to recover. The pandemic caused bipartisan Senate support for a bill — currently still being 
debated — to reverse the 2017 tax law’s prohibition of advance refunded municipal bonds, which would 
provide an additional channel for municipalities to raise cash for reopenings and the recovery. The New 
York MTA (Metropolitan Transportation Authority) sought federal aid to offset $8 billion in lost revenue. 
The Muni/Treasury ratio compressed but still remained high, thus preserving the thesis of municipal bonds 
for taxable investors such as high net worth, family office, and insurance clients.

In July and August  — even as the recovery appears to be leveling off — the expectation remains that no 
state needs bankruptcy protection to recover at this point. Pre-refunded municipal spreads have largely 
compressed to previous tights, no longer showing compelling value. Strategies are now focused on 
relative value between state and local GOs, and selectively buying healthcare, transportation, and higher 
education municipal bonds that can weather the current recession.

With this backdrop in mind, we now turn to the investment thesis for municipal bonds, which we will 
construct by examining key valuation, fundamental, and technical indicators.

MUNICIPAL BOND INVESTMENT THESIS: VALUATIONS, FUNDAMENTALS, AND TECHNICALS
Exhibit 2 shows an after-tax comparison of yields for 10-year U.S. Treasury, investment grade municipal, 
investment grade corporate, high yield municipal, and high yield corporate bonds. Two items should be 
noted: (1) Yields of municipal bonds have been gradually compressing since the March panic. (2) Both 
investment grade municipal and high yield municipal yields are more attractive than their comparable 
corporate counterparts. In addition, both municipal investment grade and municipal high yield still have 
more room to compress relative to the limited runway afforded their corporate counterparts. 
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Source: Bloomberg as of July 31, 2020, based on 37% highest tax bracket and 3.8% net investment income tax.

Exhibit 2:  After-Tax Yields: Municipal Yields Compressing but Remain Attractive

The fact that investment grade municipal yields are still currently higher than investment grade corporate 
yields and high yield municipal yields are likewise still currently higher than high yield corporate yields 
makes a compelling case for remaining invested in both investment grade municipal bonds and high yield 
municipal bonds for high net worth investors.
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Due to the spread-widening of credit — including municipal credit — in March and the decline in Treasury 
rates that followed, the muni/Treasury ratio, a ratio that divides the municipal bond yield by a comparable 
maturity Treasury yield, reached unprecedented heights. As shown in Exhibit 3, these ratios remain high 

Source: Bloomberg as of July 31, 2020.

Exhibit 3:  Muni/Treasury Ratio Cross-Section: 
Municipals Offering Compelling Value

TSY MUN Ratio

1Y 0.11 0.40 364%

3Y 0.11 0.50 455%

5Y 0.21 0.67 319%

7Y 0.39 0.82 210%

10Y 0.55 1.02 185%

even today, signifying that municipal bonds 
still represent attractive value despite spread 
tightening in 2Q and July.

Municipal bonds clearly still make sense for 
high net worth investors. While Exhibit 3 shows 
a cross-sectional snapshot of muni/Treasury 
ratios as of the end of July, Exhibit 4 shows the 
time-series of the primary Muni/Treasury ratio 
defined as the Barclays AAA Municipal Bond 
Index YTW divided by the 10-year Treasury 
bond yield. A ratio above 0.8 indicates that 
municipal bonds have better value than 
Treasury bonds. In the March panic, the M/T 
ratio skyrocketed to an unprecedented 2.6 and 
has since retrenched but is still well above the 0.8 mark, signifying that municipal bonds remain attractive.
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Exhibit 4:  Muni/Treasury Ratio Time-Series: Municipal Bonds Remain Attractive

One key advantage of municipal bonds beyond their inherent tax efficiency is a low default profile. Exhibit 
5 on the following page shows that municipal issuers have had significantly fewer defaults than corporate 
issuers. The chart is based on a Moody’s study from August 2019 and plots the cumulative default rates for 
both municipal bonds and corporate bonds from 1970 to 2018. High quality investment grade municipal 
issuers rated AAA to BBB have seen negligible rates of default, while sub-investment grade municipal 
issuers rated BB to C have defaulted about half as often as corporate issuers.
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Going into this crisis, the 50 states as a whole have never been in such great financial shape, having built 
up substantial rainy day funds, as shown in Exhibit 6. These rainy day balances should help the 50 states 
weather through this COVID-19 recession and help cover the decline in tax revenue as well as maintain 
employment for first responders.
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Exhibit 5:  Cumulative Default Rates for Municipals vs. Corporates (1970–2018)
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Exhibit 6:  States Have Built Up Substantial Rainy Day Funds
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In addition, the liquidity situation has improved — in some cases dramatically — for the key municipal 
bond sectors ranging from cities to toll roads. Exhibit 7 shows the days cash on hand between 2011 and 
2019 and the growth of that statistic for various municipal sectors. Days cash on hand shows the number of 
days that an organization could pay its operating expenses given the available cash.
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Sources: Merritt Research Services, Breckinridge as of April 2020.

Exhibit 7:  Improved Days Cash on Hand: Across Municipal Sectors Liquidity is Meaningfully Up

Moreover, the government debt held at state and local municipalities has been gradually declining as a 
percentage of U.S. GDP over the last decade, as shown in Exhibit 8. In total, states and cities generally 
were on solid footing before the coronavirus pandemic. Even with the uptick in 1Q, state and local debt as 
a percentage of U.S. GDP remains lower than pre-2017 levels.
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Source: Federal Reserve Flow of Funds as of March 31, 2020.

Exhibit 8:  Declining State & Local Government Debt 

Lastly, on the technical front, municipal bond fund flows were generally negative over most of March and 
April but have been mostly positive from May to July as spreads compressed. Exhibit 9 on the following 
page shows municipal ETF daily flows versus the municipal index yield. We can see that at the heights of 
the March panic, there were some significant daily outflows from the asset class, shown by the sharply 
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negative purple bars corresponding to spiking yields shown in the orange line as spreads widened. Since 
that point, however, the purple bars corresponding to municipal fund flows have largely been strongly 
positive, as yields have compressed back to pre-COVID levels.
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Exhibit 9:  Municipal ETF Daily Flows vs. BC Municipal Yield: Demand for Munis has Returned

Having examined the key valuation, fundamental, and technical metrics, our investment thesis is that 
municipal bonds remain an attractive asset class. We would recommend that high net worth investors 
remain invested in municipal bond allocations for the remainder of the pandemic and beyond to take 
advantage of compelling after-tax yields and solid fundamentals. Next, we examine expectations for the 
segments and sectors of municipal bond in the context of the pandemic and eventual recovery.

EXPECTATIONS FOR MUNICIPAL SEGMENTS AND SECTORS

Municipal Investment Grade

Looking forward — as concerns linger about the socioeconomic impacts that COVID-19 has wrought on 
the U.S. economy — we believe that the positive qualities of the municipal asset class will continue to 
resonate with taxable investors. Due to the upcoming U.S. presidential election, volatility is likely to remain 
heightened and municipalities will continue to borrow at a robust pace to ensure that government services 
remain available through the balance of the year. We expect this to present municipal bond strategies 
with a large opportunity set in which to find attractive long-term investment opportunities. Relative value 
security selection based on experienced credit research will be critical during these uncertain times as the 
markets further grapple with shifting business and socioeconomic paradigms.

We do not expect a lot of municipal interest rate volatility for the rest of the year, but we are now seeing 
a return to pre-pandemic levels in credit risk premiums. The airport sector — somewhat surprisingly — is 
expected to weather the recession relatively well as it was strong coming into the pandemic. In higher 
education, we expect excess return to be issuer-specific; most municipal strategies are cautious about 
higher education. (We will discuss higher education in more detail in a section below.) 



8

Overall, the market continues to rally for municipal investment grade and yields have reverted to pre-
pandemic levels. As such, many investment grade municipal strategies are maintaining a high-quality 
bias while remaining duration-neutral. The defensive strategies are overweight to pre-refunded bonds 
because they are generally higher in quality and have shorter average maturity than other sectors. 
Certain conservative strategies are also seeking to add high-quality tax-exempt housing revenue bonds, 
which have U.S. Federal Agency support. Certain strategies are overweight public power as a hedge 
because despite lower spreads the sector should outperform if risk spreads widen. Other strategies are 
underweight weaker state GO and local GO based on the potential re-pricing of the entire tax-backed 
sector to incorporate off-balance sheet liabilities.

Given the continued market rally and low nominal yield levels, most strategies remain defensively positioned. 
Improving quality standards and liquidity characteristics remain a focus. Most strategies are tilted up 
in quality as they expect that COVID-19 will continue to adversely impact municipalities going forward. 
Investment grade municipal strategy teams generally do not believe now is the time to lower quality 
standards. Highly-rated general obligation bonds, essential service revenue bonds (water/sewer/electric), 
and private university bonds with large endowments are expected to fare the best and are attracting the 
greatest relative exposure.

Municipal High Yield

We expect ongoing normalization in the high yield municipal market with asset flows generally remaining 
positive. Particularly in this segment we are watching for resurgences of the virus and whether returning 
to offices will be successful or whether it might mean retreating to more lockdowns that could lead to 
outflows from high yield municipal bonds. Many high yield municipal strategies intend to maintain a longer 
duration stance on the yield curve for principal protection and underweight positions in the higher-beta 
sectors of Puerto Rico and tobacco bonds. Many strategies continue to strive for outperformance from 
credit selection in the land-secured, charter school, and transportation project areas where they see 
opportunities for fundamental credit improvements over time, despite short-term impacts stemming from 
COVID-19. We expect higher taxes in 2021 and beyond to pay for the federal, state, and local spending in 
2020. We believe state and local GOs will be the beneficiaries of another round of federal relief.  

Certain strategies are now overweight to hospitals, incremental tax, water/sewer, public power, 
appropriation, escrowed, local general obligations, ports, and airports, and underweight to life care, 
tobacco, multi-family housing, toll roads, higher education, industrial development, dedicated tax, single-
family housing, and state general obligations. Hospitals will benefit from a high demand for services 
due to the pandemic, high relative yields, robust data for differentiating credits, and generally strong 
management. However, hospitals have recently incurred losses because of the inability to perform elective 
procedures. Certain strategies favor the steady, predictable revenue streams associated with high yield 
electric revenue bonds, while certain other strategies are now underweight life care for fear of contagion 
in the confined living space, actuarial risk, low barriers to entry, weak management in many cases, and 
underinvestment in maintenance. Certain strategies are underweight IDR’s2 as they believe high yield 
municipal corporate-backed bonds are rich compared to traditional high yield municipal credits, as well as 
municipal leasing bonds due to the risks associated with lease cancellations and current pricing.

Certain strategies’ positions in hospitals are based largely on mergers and expected merger activity that 
would tighten spreads. (We will examine this in more detail in the following section.) Local GOs are largely 
dependent on property taxes and we are generally bullish on local GOs, but state GOs are dependent on 
income taxes and we are generally bearish on state GOs. We see resilience in water/sewer and utilities. 
Higher education has always been a high-quality sector, but we are seeing deterioration in that space, and 
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many high yield municipal strategies do not own much in higher education going forward due to potential 
reductions in enrollment and subsequent tuition collection. Certain strategies own only a small amount in 
student housing credits that can get through a year without any revenue.

Healthcare

Healthcare municipal issuers have largely rebounded to 80-100% of their pre-COVID financial strength 
indicators. Going into the pandemic healthcare municipal issuers were immediately concerned about 
cash. Most have enjoyed ample and stable cash levels. Smaller healthcare municipal issuers that did not 
have enough cash pre-COVID are now the more concerning ones.

Through 2020 there will be several determining factors as to which healthcare municipal issuers will 
persevere. Those that reopened quickly and have strong cash positions will weather the rest of the crisis 
well. In addition, those with significant cost reduction plans will fare better. Finally, those that can pivot and 
find strategic opportunities in a post-COVID environment should outperform. Those that can't pivot will 
be expected to struggle. One key opportunity for pivoting will be repurposing in-patient facilities towards 
an outpatient/ambulatory setting. In our opinion, this type of pivoting will be important for healthcare 
municipal issuers’ survival going forward. 

The new opportunities also include M&A. In terms of healthcare M&A trends, we expect an increase but 
the pace will be slower due to the pandemic. Health systems are generally regrouping, and it may take 
until next year for M&A activity to truly rise. Going forward, large healthcare municipal issuers will be 
more selective at buying standalone providers. We expect more M&A in the non-profit space as it is more 
variegated than the for-profit space as, for example, HCA is buying3 while Community Health is shedding.4 

From a rating agency perspective, we do not expect rating agencies to make any dramatic changes/
downgrades over the next 12 months. Additionally, we do not expect massive restructurings over the next 
12 months.

We also see that telemedicine is having a greater impact on revenue outlooks. Pre-COVID, healthcare 
municipal issuers averaged on the order of hundreds of telehealth appointments over a regular reporting 
period; now telehealth appointments number in the tens of thousands per healthcare municipal issuer 
on average over a regular reporting period. How telehealth has been reimbursed in the past has been an 
issue and those regulations are expected to ease. It is uncertain whether reimbursements may be done 
at in-office rates for telehealth any longer. Telehealth does not need the same space as in-office visits, so 
telehealth requires much lower cost. As such, we expect that telehealth reimbursement rates may decline. 
There is also an opportunity for healthcare municipal issuers that are cash-strapped to downsize their 
space because of greater telehealth appointments instead of in-office visits and to use that converted cash 
for other needs.

Generally, healthcare municipal issuers have taken defensive positions. They are examining their liquidity 
needs and how to avoid disrupting their long-term investment pools. Some of the leading and larger 
sophisticated healthcare municipal issuers are pursuing strategies to diversify their revenues by backing 
private partnerships with technology companies and setting up venture capital incubators. We see 
midsized healthcare municipal issuers adding exposures to biopharma. We expect these trends to persist 
post-COVID.

With the November presidential election looming, Donald Trump’s healthcare agenda is focused on 
transparency in billing and curbing drug prices, but he has not laid out a formal health plan yet. His push 
for transparency could be net negative for hospitals due to associated incremental costs. Ultimately, we 
know largely what we will get in terms of a healthcare agenda with Trump, as he will continue to nullify 
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the ACA. Joe Biden, on the other hand, proposes a $775 billion investment in caregiving programs and 
a public option that provides a Medicare-like alternative to traditional health insurance plans. While the 
investment may be a net positive for healthcare municipal issuers, the public option would be challenging 
for healthcare municipal issuers as it could create competition and the public option would likely be 
reimbursed at lower rates. Regardless of who wins the presidential election, it will likely be difficult to get 
anything through Congress if it remains divided. In accounting for all of this, we emphasize that nimble 
healthcare municipal issuers are expected to fare better for the balance of the year.

Higher Education 
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Exhibit 10:  The Resilience of U.S. Higher Education Institutions

As COVID-19 continues to spread, the well-being of students and faculty returning to universities this 
upcoming fall season remains a primary concern. Many colleges have provided disclosure guidelines to 
manage the pandemic, including online learning, cutting back on staff, and postponing fall sports. Aside 
from general health concerns, great challenges lie within the future of higher education municipal issuers. 
Shown above in Exhibit 10, the S&P Muni Bond Higher Education index was hit harder than the Agg in 
March but has since rebounded.

The pandemic has created a divergence among higher education municipal issuers. Because top-tier 
universities are so highly capitalized, their ability to access the capital markets is much easier in comparison 
to universities that are less prominent. Ivy league schools, such as the University of Pennsylvania and 
Yale, hold substantial endowment funds due to their wealthy donor base and highly diversified portfolios. 
Lower-tier universities have struggled to access the capital markets and are therefore more at risk of ratings 
downgrades. 

Moreover, many international students are unable to enroll this school year and some students may decide 
to take a gap year, which would result in a revenue decline for universities across the board. Bond rating 
agency Fitch predicts that student enrollments within the United States may decline by 5–20% this year.5  
Given the risk that there may be insufficient tuition revenue to support lower-tier universities and also the 
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risk of ratings downgrades, smaller private universities that rely heavily on tuition are more likely to suffer. 
Municipal bond strategies are therefore more prone currently to overweight the well-endowed Ivy League 
schools and other such reputable institutions over smaller, newer institutions.

CONCLUSION

In summary, the municipal bond asset class remains attractive for high net worth investors and we continue 
to recommend a strategic allocation to municipal bonds for tax-efficient yield as well as spread-compression 
opportunities in a high net worth portfolio. Valuations in the form of spreads, yields, and the muni/Treasury 
ratio still indicate that municipal bonds are more attractive than their corporate counterparts on an after-
tax basis. Municipal issuers have historically proven to be resilient with lower default profiles than their 
corporate counterparts, and asset flows have recently turned positive as investors exhibit positive sentiment 
propelled by vaccine progress and measured reopenings. Finally, we are seeing various municipal bond 
strategies selectively positioning their duration, yield curve stance, and sector overweights/underweights 
to benefit from the gradual global recovery from the pandemic. Marquette will continue to monitor both 
the investment grade and high yield municipal segments as well as the various subsectors within municipals 
ranging from healthcare to higher education in order to provide perspectives on asset allocation and risk 
budgeting for the balance of the pandemic, through the U.S. presidential election, and beyond.

NOTES
1 A general obligation bond is a municipal bond backed entirely by the creditworthiness of the issuer and its ability to levy taxes on its 
residents. In contrast with revenue bonds, GOs do not have any collateral backing and are not based on income generated from 
funded projects. Local GOs are issued by counties and cities whereas state GOs are issued by states.

2 Industrial revenue bonds are municipal bonds issued by a government agency on behalf of a private company for a project that has a 
public good component.

3 HCA, a Nashville-based for-profit hospital company, completed a $1.5 billion acquisition of Mission Health in 2019 to grow to 185 
hospitals. HCA completed two Florida hospital acquisitions from Community Health Systems in May of this year and expects to 
complete more acquisitions in its pipeline throughout the rest of 2020 and 2021. Source: Becker’s Hospital Review, January 30, 2020, 
and May 4, 2020.

4 Community Health Systems, also a Nashville-based for-profit hospital company, is focusing on reducing its debt load by shrinking its 
hospital portfolio. It began in 2016 by spinning off the 38-hospital Quorum Health, followed by selling 30+ hospitals with combined 
revenues of $2+ billion to-date. Source: Becker’s Hospital Review, January 23, 2020.

5 Bahceli, Yoruk. 11 Aug. 2020. “Facing pandemic squeeze, universities hit bond markets for cheap cash.” Reuters. 

https://www.reuters.com/article/us-health-coronavirus-university-bonds/facing-pandemic-squeeze-universities-hit-bond-markets-for-cheap-cash-idUSKCN25721A
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