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U.S. Municipal market activity witnessing
positive momentum post Fed’s intervention
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U.S. Municipal market activity was at the rock bottom level due to Covid-19 during March but
started showing the sign of recovery after Fed’s intervention which was evident in the market in
following months and continues to stabilize. This helps in boosting the confidence among the players
in the municipal market.
Short Look at the Municipal Securities Holding Structure
The size of municipal bond market was $3.9 trillion during 2019. Retail investor takes the lion share
in holding the municipal securities, followed by mutual funds. The remaining 28% of the muni
market includes banking institutions at 13%, insurance companies at 12%, and other at 3%.

State and local governments primarily depend on municipal market to execute infrastructure
projects including road construction, airports, water and waste water treatment, school buildings, as
well as to minimize the short-run imbalances between receipts and payments. Approximately 75% of
the infrastructure projects in the U.S. are funded by municipal bonds.
Impact pounding on Municipal Market Due to the Covid-19
Selling pressure from Investors tumble the market activity leading to low level of issuance

Municipal Bonds is considered a relatively safe investment as the probability of default is generally
very low. Over the past few months, overall market sentiment has remained watchful and investors
started focusing more on the fundamentals of the issuer owing to the economic slowdown due to of
the COVID-19 pandemic. Given the tumble in the financial markets, investors believe to hold onto
the liquidity position rather than buying new municipal bonds. This lead to selling of the investors’
holdings in bonds or mutual funds and stopped buying any new issues, the selling pressure on
municipal bond peaked during March 2020. For the week ending on March 18th, investors pulled
money from the market to the tune of $12 billion, almost 2.5% of assets – and another $13.7 billion
in the succeeding week. Between March 9 – 20th, state and local governments managed to sell only
$6 billion out of the $16 billion of bonds earmarked for the issue.
The lower level of demand resulting in higher Municipal-to-Treasury yield ratio, exceeded
even the worst hit during 2008 crisis

As per the the exhibits the ratio between 10 year AAA-rated municipal bonds to 10 year treasury
bond yield generally been observed less than 100% because the interest on municipal bonds is taxexempt so these bonds offer a lower pre-tax interest rate than Treasury bonds. However, the ratio
climbed to almost 200% during the financial crisis at the end of 2008. During the mid-March, the
market observed similar trend and ratio even exceeded the worst depths in 2008 crisis, which has
risen to more than 350%. The high ratio signifies negative return posted by the AAA municipal bonds
coupled with falling prices and rising yield.
Infusion of $500 billion Municipal Liquidity Facility (MLF) by Federal Reserve to stablize
the Market
In late March Federal Reserve intervened to stabilize the market by creating a $500 billion
“Municipal Liquidity Facility” (MLF) to directly purchase state and local debt. Under the new facility
the municipal bondholders can use these bonds as collateral for borrowing cash from the Federal
Reserve System which helped to an extent to ease the liquidity pressure in the market.
Municipal bond market continued their fall through the month of April, but the losses were squeezed
as compared to March. The total municipal bond issuance during April was $23.8 billion, shows the
sign of recovery as compared to March’s $19.3 billion, marked the lowest monthly figure since
February 2018.
Municipal Bond market started gaining momentum backed by the confidence building
measures among the investors by Fed

As the investors are more watchful, the high rated bonds posted better return compared to the low
rated instruments. While improvement shown from the downward movement from March, municipal
bond yields and municipal /Treasury bond ratios remained high relative to pre-pandemic levels. The
trend of outflow during March to 1st week of April were momentarily reversed in mid of April, though
the month netted approximately $16 billion in outflows.

The month of May saw one of the biggest Municipal Bond market rally with $2.87 billion flowing into
municipal funds. The Bloomberg Barclays Municipal Bond Index and the Bloomberg Barclays High
Yield Municipal Bond Index posted a return of 3.48% and (2.5%) respectively on a year-to-date basis.
The rally was backed by the support from Federal Reserve through the Municipal Lending Facility
which was extended through out May and early June. The primary market observed multiple
noteworthy deals during this month, with a total new issuance of approximately $23.8 billion.

The new issue in the municipal market continued to improve post March and brought a total of $45.4
billion of supply in July. Year-to-date issuance of $237 billion which is 22% up from the same time
last year, primarily driven by the taxable supply which remains approximately 3.0x over last year’s
levels while tax-exempt supply is in-line with last year’s levels.
Concluding Thoughts: Municipal market is all set for positive rebound but little cautious
Buyers are cautious in dealing with muni portfolio as Covid-19 impacted differently on different
sectors. Water and sewer bonds are performing better compared to other sectors, while hospitals
and transportation were the worst hit. In addition, strategists sees some opportunity in education
bonds but with watchful approach.
The Federal Reserve intervention through Municipal Liquidity Facility (MLF) has helped in building
the confidence among the investors which was well reflected in the Market activity during June and
July. In addition, the opening up of the economic activity post lock down is further expected to
propel the market activity. Municipal bonds outperformed the U.S. treasury during later part of the
1H’2020 and the demand would further pick up during summer.
Investors primarily focusing on highly rated instruments initially and moving slowly towards high
yield muni instruments. Market pundits expecting another round of Fed aid during this summer to
further propel the market catalysts.
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