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Local government — US

Outlook changes to negative as coronavirus
intensifies severity and length of recession

The outlook for US local governments is changing to negative from stable as our expectation
of the duration and intensity of the coronavirus impact on the economic downturn grows in
severity. The slow recovery will impair revenue and pressure operating reserves.

The sector will face challenges for the remainder of 2020 and continuing into 2021 as

the economy recovers, because trends in local governments' primary revenue source,
property taxes, lag changes in economic activity. Sales and income tax revenue, a significant
source of revenue for some local governments, is already declining sharply given a rise in
unemployment, reduced consumer spending, and income tax filing extensions. Property
tax revenue will not take as great a hit until 2021 because assessments are set before the
collection year, but a rise in delinquencies will start to weigh on revenue this year. The full
impact on pension costs will not arrive for several years, but the economic fallout from
the coronavirus is threatening local governments' ability to afford higher pension costs. To
date, federal aid to local governments has been focused on immediate coronavirus-related
expenses rather than future revenue replacement, while actions by states to balance their
fiscal 2021 budgets on the back of local governments by reducing transfers will negatively
affect the sector.

Weakened economic conditions will persist. The US economy will contract by 5.7% in
2020, according to our projections, with a full return to pre-coronavirus levels in the third
quarter of 2021". The crisis has altered the daily operating environment for both governments
and individuals, who have had to make swift adjustments in the face of an uncertain timeline
for economic recovery. High unemployment and significant reductions in discretionary
spending, as well as changes in consumer behavior, will linger beyond the social shutdown.
The likely prolonged recovery will necessitate continued flexibility to adjust to changing
economic conditions, but the pace of recovery will vary as different regions relax social
distancing guidelines.

THIS REPORT WAS REPUBLISHED ON 7 MAY 2020 WITH A CORRECTED EXHIBIT 1. THE EXHIBIT WAS UPDATED TO
REFLECT THAT MISSOURI CITIES ARE PRIMARILY FUNDED THROUGH PROPERTY TAXES AND SCHOOLS BY STATE
FUNDING, RATHER THAN THE OTHER WAY AROUND.
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Declines in property tax revenue will take longer to materialize compared with drops in other revenue sources. Growth in
property tax revenue will be materially lower than anticipated in our original 2020 outlook. While property tax revenue will stagnate
and potentially decline in 2020 because of payment moratoriums and an increase in delinquencies, the bulk of declines will not show
up in local government collections until 2021. The delayed decline in property tax revenue contrasts with the more immediate drops

in income and sales taxes. Local governments that are primarily dependent on property tax revenue will therefore have more time to
consider budgetary adjustments than local governments that are mainly reliant on sales or income taxes. While funding mechanisms
differ across the US, cities and counties in at least two thirds of states are primarily funded through property taxes compared to roughly
one third of school districts (see Exhibit 1).

Exhibit 1
Property taxes make up the bulk of local government revenue
Empty spaces indicate the absence, or very limited number, of rated entities in those sectors
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This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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The timing and scale of changes in individual local government property tax revenues will vary according to state-specific factors,
including the degree of lag in property reassessments, differences in taxable versus market value of properties, the size and scope of
tax deferrals, whether taxes are paid ahead or in arrears, and delinquency rates. During the last recession and the associated decline in
property values, many localities saw rapid growth in property tax revenue in 2009 even as the downturn gathered pace, only to see a
reversal of those gains beginning in 2010 (see Exhibit 2).

Exhibit 2
Declines in local government property tax revenue lag declines in property values
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Other revenue declines will vary based on economic sensitivity and state action. Local governments heavily reliant on
economically sensitive revenue such as sales and income taxes are already feeling the impact of the coronavirus outbreak. Local
governments with strong liquidity will be able to absorb financial shocks over the next 12-18 months, though economically sensitive
revenue streams will take longer to recover (see Exhibits 3 and 4). Across the sector, local governments began fiscal 2020 with liquidity,
as measured by median cash and investments as a percent of operating revenues, at a five-year high. Strong liquidity will serve as a
mitigant and allow some local governments to better withstand the economic slowdown and avoid immediate distress as the recession
deepens. On the whole, local governments with more exposure to economically sensitive revenue bases tend to maintain higher
reserves to avoid immediate distress in the event of a recession. Still, these levels will be difficult to maintain in light of slower growth.
Exhibit 4

...while income tax revenue will rebound slightly quicker.
Total state and local government income tax revenue

Exhibit 3

Sales tax revenue will have a steeper decline under both base-case
and stressed scenarios...

Total state and local government sales tax revenue
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Travel restrictions and shutdown orders are severely impacting the lodging and gaming industries with corresponding declines in
revenue generated from hotel stays, car rentals and gambling. Local governments that are disproportionally reliant on these types of
revenues are especially vulnerable given the unknown duration of closures and social distancing measures.

Actions taken by state government will also affect the severity and duration of local governments' budget pressures. Local governments
dependent on state aid are not immune to the effects of coronavirus on revenue, but reductions in state aid will occur over the next
year or two, as opposed to the immediate drop in local governments' sales and income taxes. School districts, by far the most state
dependent sector, generally benefit from strong state support for education, however it is possible that states will reduce funding

next fiscal year if the crisis lasts. In states where districts cannot raise revenue locally, such as Michigan (Aa1 stable) and New Mexico
(Aa2 stable), a reduction in state aid could result in near-term narrowing of operating reserves as expenditure cuts often take time to
materialize. As states respond to their own budget deficits through reductions in aid to local governments, the strain on municipalities
with already weak credit fundamentals will increase. Given the states' own circumstances, states are unlikely to increase support to
help local governments through their own fiscal challenges, expect perhaps for those in the most acute distress.

Federal government responses provides some relief to local governments

Actions taken by the federal government to ameliorate revenue declines and offset increased expenses will alleviate stress on local
governments to a limited extent. Nearly all federal aid distributed to date has been for reimbursement of coronavirus-related expenses, which
eases the impact on local governments' bottom line. Much of this aid has gone directly to state and large local governments, rather than

smaller local governments 2 Of each state's allocation, the state government will receive at least 55% while cities and counties will receive no
more than 45%, which will help local governments absorb some extraordinary expenditures, but will likely not cover entire budget shortfalls.

Additional aid designed to replace revenue lost because of the crisis is under discussion in Congress, however the amount, timing and
distribution are currently unknown. To help mitigate cash flow concerns, the Federal Reserve announced it will purchase up to $500 billion
in short-term notes issued by state and local governments. Eligibility is limited to cities with a population over 250,000 and counties over
500,000 that have investment-grade ratings, however the program allows borrowers to re-lend funds to smaller local governments within
their jurisdictions, indirectly benefitting smaller municipalities.

Significant budget adjustments will be necessary for local governments with high fixed costs and healthcare facilities. Given
our forecast declines in revenue, fixed costs for debt and retirement obligations will consume a higher proportion of local government
revenue over the 12-18 months of our outlook period. Further, recent pension fund investment losses stand to severely compound

the pension liability challenges already facing many local governments. These losses will require many local governments to increase
pension contributions in order to maintain funding ratios for defined benefit plans, although the increased contribution requirements
will not take effect immediately.?

The ability and willingness to adjust spending to match revenue declines will need to be balanced against the need to provide essential
services. Costs will also increase as local governments take extraordinary measures to prevent the spread of the virus, and local
governments that provide healthcare services, such as those that own hospitals or nursing homes, will face particular pressure. Areas
where government-owned facilities are the only option for care could become overburdened in the event of a second wave of infection.

Social challenges will persist because of differing coronavirus containment measures. The crisis has already massively affected
everyday life. A number of states have begun reopening their economies and loosening restrictions on certain activities. Other states
have signaled that significant restrictions will remain in place for several more weeks. Regional differences in containment approaches
increase the likelihood of the virus reinfecting previously cleared areas, prolonging the duration of the pandemic.

Inconsistent access to healthcare services across geographical and income groups — a social risk under our ESG framework — will
exacerbate the impact of this patchwork of approaches. Further, local government efforts to contain new outbreaks will be constrained
by continuing limitations in the capacity to implement mass testing or institute more stringent quarantine measures.
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A piecemeal reintroduction of containment measures has the potential to cause more severe fiscal distress for some local
governments. Containment of the virus will be more difficult if a good portion of the population is unwilling or unable to seek medical
care or take appropriate safety precautions, such as self-isolation when sick.

What could change the outlook. A change in outlook will primarily depend on the severity and length of the downturn and its
impact on revenues and fund balances beyond 2020. A stable outlook will require a robust and sustained economic rebound, including
stronger-than-forecasted sales and income receipts resulting in a quicker rebound that restores the economy to pre-coronavirus levels.

This outlook represents our forward-looking view on credit conditions in the sector over the next 12 to 18 months. This sectorwide outlook,
however, does not imply the likelihood or direction of rating actions for individual issuers.

Moody's related publications
State outlook revised to negative as coronavirus impact deepens, May 1, 2020

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of this
report and that more recent reports may be available. All research may not be available to all clients.

Endnotes
Global Marco Outlook 2020-21 (April Update)

1
2 CARES Act offers welcome but limited relief from coronavirus' state and local fiscal challenges
3

2020 pension investment losses poised to inflict material credit damage

5
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