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Summer in the City 

Summertime usually feels a bit quiet in New York City. It’s easier to get a seat on the train, the lines at the deli counter are shorter, and 
sometimes the pigeons outnumber the people. However, since the pandemic, this quiet summertime feeling has stuck year-round in some cities 
across the U.S., creating a range of potential implications for municipal credit, particularly for cities’ debts and mass transit systems. This area 
of the market rarely calls attention to itself, but the relentless press forecasting the death of downtowns has caught the eyes of many investors. 
The vast majority of our local government holdings reside in school districts, many of which enjoy added protection of state support. In contrast, 
our allocation toward city general obligation bonds and traditional mass transit debt is much lower—not due to credit concerns, but rather of 
the lack of attractive values. We understand the reasons for the negative sentiment, but we would not extrapolate them into fundamental 
concerns. 

Local government credits benefit from durable revenue sources, of which property taxes are the largest and arguably the most stable. These 
taxes are based on assessed real estate values within a district. A typical local government derives over 60%1 of its property taxes from 
residential real estate. This provides important diversification to, and insulation from, declining commercial property values. There is a big 
difference between owning bonds directly backed by office buildings and those backed by the full taxing authority of a city. 

Typically, there is a significant lag between property price appreciation and tax growth. Residential housing price growth over the past few 
years will enhance local government revenues for years to come. The lag holds true in downturns as well. When looking back at the Global 
Financial Crisis (GFC), real estate values peaked in 2006, but peak property tax collections did not occur until 2010.2 This lag provides time and 
flexibility for municipal governments to prepare and adjust. 

Investors learned from the GFC that large declines in real 
estate values do not lead to commensurate declines in 
property taxes (see Exhibit I). Nationwide, inflation-adjusted 
real estate values declined by 27% peak to trough, while the 
peak to trough decline for property taxes per capita was only 
8.5%. 3  Local officials frequently mitigate the impact of 
declining real estate values by increasing property tax rates. 
From a credit perspective, it is important to understand any 
relevant property tax caps as well as periodic rate hike 
limitations. 

Sales tax collections are the next largest source of revenues 
for local governments and are more likely to be impacted by 
the shift away from downtowns. Ironically, sales taxes have 
benefited from inflation, helping cities fill their coffers. Although nationwide sales taxes currently sit at record levels, there are important 
considerations at the local level, such as business diversity. Beyond serving as a revenue source for local governments, municipal bonds backed 
directly by sales taxes also exist. When investing in these bonds, we prefer broad, general sales taxes as opposed to more narrow pledges, such 
as hotel taxes. We also require credits be well-structured, and able to withstand our stress-tests before we include them in any client accounts.  

 
1 S&P Global Ratings 
2 Lincoln Institute of Land Policy 
3 Lincoln Institute of Land Policy 
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In addition to aiding local governments, sales taxes also 
represent a major funding component for mass transit systems 
(see Exhibit II). Despite declining ridership trends across the 
country, mass transit credit has remained resilient. Strong 
economic growth has bolstered sales tax revenues, helping to 
offset ridership declines. At best, direct farebox receipts 
comprise half of a mass transit system’s revenues. They rely 
on sales taxes and other forms of support from their 
respective states or local governments. The essentiality of 
mass transit systems persistently engenders broad support, 
which is foundational to their credit. Mass transit systems 
face tough operational choices, but we expect bondholders to 
remain largely insulated. 

Even if shifting work trends lead to revenue declines, municipal governments still have other tools to address shortfalls. To rein in spending and 
cut core services is never popular, but it is an effective budget management tool. In 2020, in response to the onset of the pandemic, the public 
sector quickly shed 1.2 million employees.4 The maintenance of healthy reserve balances to protect against downturns is another sign of good 
management. Large property and sales tax increases over the past two years, along with generous, federal pandemic aid, bolstered reserve 
balances across the country. Many of our local government credits are sitting atop reserve levels at, or near, record highs. 

Local governments usually occupy a mundane corner of municipal credit. The COVID-19 pandemic drove a seismic shift in attitudes on work-life 
balance, with hybrid schedules now the norm. Office properties and the bonds they back have landed in the crosshairs. Some now extrapolate 
those fears to the bonds backed by cities, but local government credit does not deteriorate overnight; in most cases, it takes decades for a 
regional economy to drastically change. Weak long-term governance is usually the driver – think Detroit and Chicago. Capital protection is 
always front of mind, and our local government credits offer strong protections. We hope this allows you to comfortably enjoy the waning days 
of summer and beyond, even if the hustle and bustle of downtown stays muted for years to come. 
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4 Bureau of Labor Statistics 
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Issuers with credit ratings of AA or better are considered to be of high credit quality, with little risk of issuer failure. Issuers with credit ratings of BBB or 
better are considered to be of good credit quality, with adequate capacity to meet financial commitments. Issuers with credit ratings below BBB are 
considered speculative in nature and are vulnerable to the possibility of issuer failure or business interruption. 

Opinions, forecasts, and discussions about investment strategies represent the author's views as of the date of this commentary and are subject to 
change without notice. References to specific securities, asset classes, and financial markets are for illustrative purposes only and are not intended to 
be, and should not be interpreted as recommendations. 

RISKS 

Investors in the Fund should be able to withstand short-term fluctuations in the fixed income markets in return for potentially higher returns over 
the long term. The value of portfolios changes every day and can be affected by changes in interest rates, general market conditions, and other 
political, social, and economic developments. Bond prices may be sensitive to changes in interest rates and a rise in interest rates can cause a 
decline in their prices. Investing in the bond market is subject to certain risks including market, interest-rate, issuer, maturity, call, credit, and 
inflation risk; investments may be worth more or less than the original cost when redeemed. Income from municipal bonds may be subject to 
state and local taxes and, at times, the alternative minimum tax. The Fund invests in derivative instruments, investments whose values depend 
on the performance of the underlying security, assets, interest rate, index or currency and entail potentially higher volatility and risk of loss 
compared to traditional stock or bond investments. As the Fund’s exposure in any one municipal revenue sector backed by revenues from similar 
types of projects increases, the Fund will also become more sensitive to adverse economic, business, or political developments relevant to these 
projects. Asset allocation decisions, particularly large redemptions, made by an investment adviser whose discretionary clients make up a large 
percentage of the Fund’s shareholders may adversely impact remaining Fund shareholders. There can be no assurance the fund will achieve its 
investment objectives. 

For more complete information, visit www.bbhfunds.com for a prospectus. You should consider the fund's investment objectives, 
risks, charges and expenses carefully before you invest. Information about these and other important subjects is in the fund's 
prospectus, which you should read carefully before investing. 

Shares of the Fund are distributed by ALPS Distributors, Inc. and is located at 1290 Broadway, Suite 1000, Denver, CO 80203. 

Brown Brothers Harriman & Co. ("BBH"), a New York limited partnership, was founded in 1818 and provides investment advice to registered 
mutual funds through a separately identifiable department (the "SID"). The SID is registered with the U.S. Securities and Exchange Commission 
under the Investment Advisers Act of 1940. 
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