
How active municipal ETFs 
can serve as a transition  
management solution 

I N V E S T M E N T  I N S I G H T S

Overview

Investors seeking to source new 
bonds for their laddered municipal 
fixed income strategies are facing 
significant headwinds. Municipal 
bond ETFs can help with transition 
management and ease potential 
disruption by providing replacement 
income and reducing cash drag. 

However, investors should carefully 
evaluate risk, return, and liquidity 
characteristics of municipal ETFs. 
Active ETFs, often overshadowed 
by passive strategies, can provide 
similar benefits to their passive 
counterparts, but may introduce 
opportunities for added alpha and 
portfolio diversification. 

JULY 2021

ETFs: A proven asset allocation tool
ETFs have become a fixture in core asset allocation models due to their liquidity, low 
cost, and transparency. These features helped lead to an explosion in the growth of 
passive ETFs, but there is significant opportunity in the active ETF space as well. In 
particular, we believe active ETF strategies in the municipal bond market can provide 
these same benefits (liquidity, transparency, etc.) while also generating potential alpha 
opportunities for investors. This is especially true in the current environment, as recent 
market dislocations have revealed inefficiencies and presented new opportunities that 
skilled active managers can uncover.  

Using ETFs for transition management
One of the specific ways active ETFs are proving useful is by reducing cash drag in 
laddered municipal bond portfolios. In a laddered bond portfolio, each “rung” rep-
resents a staggered maturity date. The goal of these strategies is to generate uninter-
rupted income, while also keeping some flexibility and liquidity by investing a portion of 
the portfolio in shorter-maturity bonds. When the shortest rung rolls off, the proceeds 
are meant to be used to buy the new longest rung. But, what happens if it takes longer 
than anticipated to find that next rung? In that instance, investors must contend with 
cash drag, or missed returns due to holding on to cash for too long. This scenario 
could become more commonplace. Sourcing adequate replacement bonds in today’s 
municipal marketplace is becoming increasingly challenging, due in part to declining 
inventories and shifting supply and demand dynamics. 

On the supply side, expectations may be muted going forward as a result of increasing 
tax-revenue collection and the recent federal aid packages. According to Citi Re-
search, “state and local governments are not really resorting to deficit financing.” While 
state and local government budgets have been ravaged by the pandemic, recent 
revenues have come in stronger than expected and reduced market-access needs. 
Looking at national, state, and local government tax revenue, Citi notes that total 
revenues for 2020 “are above 2019 revenues by 3.7%, indicating growth and/or 
pent-up demand.”1  In other words, some state and local issuers already have the 
financial capital they require, and for the time being, do not need to tap the market by 
issuing new debt. 
1. Citi Research, 5/24/21
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Using ETFs for transition management (cont.)

Outside of current events in the news, investors should be aware of the so-called seasonality of the municipal 
bond market. There are seasonal factors that, at certain times of the year, create scarcity. Scarcity can be a 
positive for bond prices, but conversely, it’s an obstacle when trying to find new bonds for a portfolio. For 
example, the late spring and summer months often coincide with the heaviest period of maturing bonds and 
coupon payments. During the summer of 2021, JPMorgan is forecasting that the proceeds generated from 
these two events will total about $122 billion—much of which investors will seek to put back to work in our 
market.2  Historical net supply, or the difference between municipal debt anticipated to be issued and municipal 
debt anticipated to mature or get called away (I.E., leave the marketplace), is at its lowest during the late spring 
and summer months (figure 1).3 The key takeaway here is that investors must contend with increasing scarcity. It 
may become more difficult to track down replacement municipal bonds in the event of a redemption, creating 
the opportunity for cash drag to prevail. 

  Figure 1: Net new supply levels tend to be at their lowest during the late spring and summer months 

Our final thought on supply is that municipal bond dealer inventories are in a secular decline, having shrunk by 
86% since 2007, falling from $50 billion to $7 billion.4  Even if current events or seasonal factors were a non-
issue, investors are still competing for an increasingly small selection of bonds. The bottom line is that the odds 
of quickly finding the “right” bonds are getting lower, independent of other pressures. 

Not only are inventories historically low, but demand is historically high. Retail fund flows recently totaled roughly 
$46 billion,5 making 2021 the fourth highest inflow year on record since Lipper began tracking the data in 1992. 
If this pace persists, 2021 will undoubtedly be a record-breaking year of inflows.6  We sense that some of the 
recently unveiled public-policy measures might be connected to the historical pace of net inflows. While the 
Biden Administration’s proposed infrastructure spending may actually lead to new municipal issuance, many are 
anticipating that the Administration’s proposal to raise corporate and individual income-tax rates, as well as the 
capital gains tax, will also lead to more demand for these bonds as investors seek to reduce taxable income.7

Average Month-End 30-Day Net New Municipal Supply 2015-2020 

2. Source: JPMorgan as of 5/14/21. 3. Source: Bloomberg as of 5/31/21. 4. Source: Financial Accounts of the United States - Z.1 as of 12/31/20. 5. Through May 12, 2021.
6. Footnote copy  missing here. 7 https://www.wsj.com/articles/demand-for-municipal-bonds-lowers-borrowers-costs-11620572580.

Source: Bloomberg, as of 5/31/21.
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Avoiding cash drag
For the reasons discussed previously, we believe that redemptions, whether anticipated or not, may be 
disruptive for passively oriented municipal investors. Besides the reduction in coupon income, investors should 
be mindful of cash drag and its impact to overall total return. For example, consider a laddered portfolio with a 
redemption equal to 10% of the portfolio’s market value. Assuming a two-month timeframe to find an adequate 
replacement bond, the give-up in performance is -7 bps, on average, over the last three years.8 By itself, this 
does not sound unmanageable. However, annualized this translates to -42 bps over the course of one year.  
To put this in perspective, -42 bps represents 72% of the starting yield-to-worst for a 1-10-year municipal bond 
ladder (58 bps as of 5/31/21). Even just two redemptions in a year—a drag of -14 bps—would cost nearly 25%  
of that starting yield, which is particularly significant in a low bond yield environment. 

  Figure 2: Average cash drag over rolling two-month periods was -7 bps, or -42 bps annualized 

The case for active ETFs: Deploying idle cash and earning potential alpha   
We believe that investors should consider utilizing municipal bond ETFs as a means to solve for income scarcity and 
cash drag. ETFs offer features that lend themselves nicely for this use-case, including liquidity, intraday trading, 
potentially lower fees, and high transparency. 

Looking closer at liquidity, recall that, unlike stocks or closed-end funds, ETFs do not have a fixed number of shares 
outstanding. Instead, ETFs have access to the primary markets. Primary markets are available throughout the day to 
create new shares when large bids come in (buying) or redeem shares for large ask orders (selling). As a result, 
liquidity and trading efficiency for ETFs is enhanced beyond the typical secondary market criteria (E.G., average daily 
volume, bid/ask spread, shares outstanding) that individual stocks or closed-end funds are limited to. The result of 
primary market activity in ETFs is a significant reduction in the price impact on the shares from large buy or  
sell orders. 
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Source: Morningstar as of 5/31/21.  Represents the excess return of a portfolio consisting of 90% Bloomberg Barclays Managed Money Short/Intermediate Index (1-10 year 
laddered municipal bond proxy) and 10% cash minus a portfolio consisting of 100% Bloomberg Barclays Managed Money Short/Intermediate Index over rolling two-month  
time periods from May 2018 to May 2021. Past performance is not indicative of future results. An investment cannot be made in an index. 

8. Source: Morningstar as of 5/31/21.
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We believe investors seeking to avoid cash drag should consider using actively managed municipal ETFs. Active 
management is critical to take advantage of the unique characteristics of the municipal market, including its 
fragmented and illiquid nature. An active, total return manager will make investment decisions based on relative value 
versus matching an index. A professional manager can select municipal bonds based on income and total return 
potential while managing risks through rigorous credit and market analysis. Conversely, these variables do not factor 
into a passively managed municipal ETF, as they seek to buy/sell a predetermined basket of securities on the same 
day, regardless of the evolving landscape. Furthermore, unlike passive rules-based ETFs, actively managed portfolios 
can factor in a bond’s liquidity profile, amid other factors, and choose to buy or sell rather than need to buy or sell. 

For investors employing laddered buy-and-hold strategies, which are passively oriented, we believe an actively 
managed municipal ETF with intraday liquidity, like the IQ MacKay Municipal Intermediate ETF (MMIT), can also add 
potential alpha and enhance diversification. MMIT provides low-cost active management without sacrificing the 
benefits of the ETF structure. 

To confirm the effectiveness of active ETFs, we analyzed returns relative to risk for MMIT and compared them to 
passive and active intermediate-term muni ETFs. Overall, we found that actively managed intermediate-term municipal 
ETFs displayed stronger historical risk/return characteristics than their passive counterparts. Over the trailing 3-year 
period ended May 31, 2021, the active segment generated greater total returns and risk-adjusted returns (using the 
Sharpe Ratio) as well as higher alpha. MMIT outpaced both cohorts, providing higher total and risk-adjusted returns 
and higher alpha without a change in risk (standard deviation.) 

  Figures 3 & 4: Active outperformed Passive, but MMIT outperformed both groups without a  
material increase in risk

Going active does not mean less trading efficiency

MMIT

Average Active
Interm. Muni ETF
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3-Year Risk/Return

3-Year Standard Deviation (Risk)

3-Year Trailing Risk/Return Metrics

Total Return Standard 
Deviation

Sharpe  
Ratio  Alpha

MMIT 5.73 3.93 1.12 0.65

Average Passive lntermedate Term Muni ETF 4.78 3.92 0.88 -0.26

Average Active lntermedate Term Muni ETF 5.40  4.27 0.96 0.08

Source: Morningstar as of 5/31/21.  Risk/Return metrics are annualized and represent the period from 5/31/18-5/31/21. Past performance is not indicative of future results. 

https://www.newyorklifeinvestments.com/etf/iq-mackay-municipal-intermediate-etf-mmit?ticker=MMIT
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Revisiting the topic of liquidity, it is important to understand that choosing an actively managed municipal ETF in lieu 
of a large AUM passive ETF has not historically translated to lost efficiency. During the stress period of March 2020, 
the municipal category as a whole—including the IndexIQ Muni ETFs—witnessed outflows. The pressure was enough 
to cause the first and second largest passive intermediate-term municipal bond ETFs to trade at average discounts of 
-0.87% and -1.51%, respectively. Meanwhile, MMIT averaged a premium through March 2020 of 0.04%, exhibiting 
strong favorability at a time when leading passive ETFs were experiencing deeper discounts.

  Figure 5: MMIT traded at a slight premium while leading passive ETFs 
averaged discounts during March 2020 

 

Putting into practice
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Large Passive Municipal ETF #1
Large Passive Municipal ETF #2

MMIT Average: +0.04%

Large Passive ETF #1 Average: -0.87%

Large Passive ETF #2 Average: -1.51%

Source: FactSet as of 3/31/20.
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averaged a  

premium through 
March 2020”
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Revisiting the example from earlier, assume again that 10%, or one rung, of a 10-year muni ladder matures. This time, 
instead of letting the proceeds go to cash, consider the impact of investing them into MMIT. In practice, the historical 
performance benefit of employing the MMIT in conjunction with a laddered muni portfolio is clear. A typical 10-year 
laddered muni portfolio (as represented by the Bloomberg Barclays Managed Money Short/Intermediate Index) plus  
a modest allocation of 10% to MMIT, as opposed to 10% cash, would have generated significant outperformance. 
When annualizing the returns, using MMIT for transition management would have added 54 bps of performance  
over the 1-year period and 61 bps over the 3-year period (as of 5/31/2021).9 

  Figure 6: A 10% allocation to MMIT was enough to noticeably improve total return 

MMIT + Ladder

Ladder + Cash
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9. Source: Morningstar as of 5/31/21. Ladder + Cash represents a portfolio consisting of 90% Bloomberg Barclays Managed Money Short/Intermediate Index (1-10 year 
laddered municipal bond proxy) and 10% cash. MMIT + Ladder represents a portfolio consisting of 90% Bloomberg Barclays Managed Money Short/Intermediate Index 
and 10% IQ MacKay Municipal Intermediate ETF (MMIT). Past performance is not indicative of future results. An investment cannot be made in an index.
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Looking forward: The benefits of active muni ETFs  
Given the strong supply/demand dynamics in place, as well as the limited dealer 
inventories, we anticipate that muni investors will continue to face challenges sourcing 
adequate replacement bonds for their laddered municipal bond portfolios. 

Cash drag will remain costly, especially in the current low-yield environment where annualized drag 
equates to almost three quarters of the starting yield to worst for many laddered portfolios. By 
reinvesting cash proceeds into actively managed municipal bond ETFs, like MMIT, investors give 
themselves the time necessary to choose the right bonds as part of their transition management, 
without having to sacrifice liquidity and other benefits of the ETF structure. Supplementing a laddered 
portfolio with MMIT has historically not only helped to reduce drag, but also increased total return and 
diversification without increasing volatility. 

Supplementing a laddered portfolio with MMIT has historically not 
only helped to reduce drag, but also increased total return and 
diversification without increasing volatility. 

Click on the fund name for the most current fund page, which includes the prospectus, investment objectives, 
performance, risk, Morningstar ratings and other important information. Returns represent past performance, which  
is no guarantee of future results. Current performance may be lower or higher. Investment return and principal value  
will fluctuate, and shares, when redeemed, may be worth more or less than their original cost. Visit nylinvestments.com/
funds for the most recent month-end performance.
Investing involves risk, including possible loss of principal. Asset allocation and diversification may not protect against market risk, loss of principal, 
or volatility of returns. There is no guarantee that these investment strategies will work under all market conditions or are suitable for all investors, 
and each investor should evaluate their ability to invest long term, especially during periods of downturn in the market. No representation is being 
made that any account, product, or strategy will or is likely to achieve profits. This material has been prepared for informational purposes only, and 
is not intended to provide, and should not be relied on for, accounting, legal or tax advice. You should consult your tax or legal advisor regarding 
such matters. This material is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or 
solicitation to buy or sell any securities or to adopt any investment strategy. Investing involves risk, including possible loss of principal. Asset 
allocation and diversification may not protect against market risk, loss of principal or volatility of returns. 
Before considering an investment in the Fund, you should understand that you could lose money. Municipal bond risks include the ability of the 
issuer to repay the obligation, the relative lack of information about certain issuers, and the possibility of future tax and legislative changes, which 
could affect the market for and value of municipal securities. Investing in below investment-grade securities may carry a greater risk of 
nonpayment of interest or principal than higher-rated securities. Insured Municipal Bonds are covered by insurance policies that guarantee the 
timely payment of principal and interest. The insurance does not guarantee the market value of an insured security, or the Fund’s share price or 
distributions, and shares of the Fund are not insured. The Fund may purchase insurance for an uninsured bond directly from a qualified Municipal 
Bond insurer. The supply of insured municipal securities which meet the Fund’s investment guidelines is limited. Liquidity risk is the risk that 
certain securities may be difficult or impossible to sell at the time that the seller would like or at the price that the seller believes the security is 
currently worth. Income Risk-The Fund’s income may decline when interest rates fall or if there are defaults in its portfolio. This decline can occur 
because the Fund may subsequently invest in lower-yielding securities when securities in its portfolio mature or the Fund otherwise needs to 
purchase additional securities. Change to the “Principal Investment Strategies-”Effective December 11, 2020, the Fund’s principal investment 
strategy has been amended such that it will no longer purchase Municipal Bonds whose interest is subject to the federal alternative minimum tax. 
To the extent that the Fund already holds Municipal Bonds whose interest is subject to the federal alternative minimum tax, the Subadvisor may 
elect not to immediately sell such securities, and the Fund may continue to hold the securities until their maturity or sale at a later date. Investors 
should refer to the prospectus for additional information regarding this change.

http://nylinvestments.com/funds
http://nylinvestments.com/funds
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The Bloomberg Barclays Municipal Bond Index 1–15 Yr Blend covers the U.S. dollar-denominated, long-term, tax-exempt bond market. The index has four 
main sectors: state and local general obligation bonds, revenue bonds, insured bonds and prerefunded bonds. Index results assume the reinvestment of all 
capital gain and dividend distributions. An investment cannot be made directly into an index.
IQ MacKay Municipal Intermediate ETF: Before considering an investment in the Fund, you should understand that you could lose money. The Fund 
may be susceptible to an increased risk of loss, including losses due to adverse events that affect the Fund’s investments more than the market as a whole, 
to the extent that the Fund’s investments are concentrated in the securities of a particular issuer or issuers, region, market, industry, group of industries, 
project types, group of project types, sector or asset class. Municipal Bond risks include the ability of the issuer to repay the obligation, the relative lack of 
information about certain issuers, and the possibility of future tax and legislative changes, which could affect the market for and value of municipal 
securities. Fixed income securities most frequently trade in institutional round lot size transactions. Until the Fund grows significantly in size, the Fund 
expects to purchase a significant number of bonds in amounts less than the institutional round lot size, which are frequently referred to as “odd” lots. Odd lot 
size positions may have more price volatility than institutional round lot size positions. A portion of the Fund’s income may be subject to state and local taxes 
or the alternative minimum tax. Funds that invest in bonds are subject to interest-rate risk and can lose principal value when interest rates rise. Bonds are 
also subject to credit risk, in which the bond issuer may fail to pay interest and principal in a timely manner. Municipal bond risks include the ability of the 
issuer to repay the obligation, the relative lack of information about certain issuers, and the possibility of future tax and legislative changes, which could 
affect the market for and value of municipal securities.

Definitions
Barclays Capital Municipal Short-Intermediate 1-10 Year Index  
The index measures the performance of municipal bonds with time to maturity of between one and ten years.
Active management is the use of a human element, such as a single manager, co-managers or a team of managers, to actively manage a fund’s portfolio. 
Active management strategies typically have higher fees than passive management. 
Passive management refers to index and exchange-traded funds (ETFs), which have no active manager and typically lower fees.
Alpha measures a fund’s risk-adjusted performance and is expressed as an annualized percentage.
Standard Deviation  
A statistical measurement of dispersion about an average, which, for a mutual fund, depicts how widely the returns varied over a certain period of time. 
Investors use the standard deviation of historical performance to try to predict the range of returns that are most likely for a given fund. When a fund has a 
high standard deviation, the predicted range of performance is wide, implying greater volatility.
Sharpe Ratio  
A risk-adjusted measure developed by Nobel Laureate William Sharpe. It is calculated by using standard deviation and excess return to determine reward per 
unit of risk. The higher the Sharpe Ratio, the better the fund’s historical risk-adjusted performance.
Liquidity risk is the risk that certain securities may be difficult or impossible to sell at the time that the seller would like or at the price that the seller 
believes the security is currently worth.
Yield to worst is a measure of the lowest possible yield that can be received on a bond that fully operates within the terms of its contract without 
defaulting. The yield-to-worst metric is used to evaluate the worst-case scenario for yield at the earliest allowable retirement date.
Comparisons to an Index  
Comparisons to a financial index are provided for illustrative purposes only. Comparisons to the index are subject to limitations because portfolio holdings, 
volatility and other portfolio characteristics may differ materially from the index. Unlike the index, portfolios within the composite are actively managed and 
may also include derivatives. There is no guarantee that any of the securities in the index are contained in the portfolio. The performance of the index 
assumes reinvestment of dividends but does not reflect the impact of fees, applicable taxes or trading costs which, unlike the index, may reduce the returns 
of the portfolio. Investors cannot invest in an index. Because of these differences, the performance of the index should not be relied upon as an accurate 
measure of comparison. 

Consider the Fund’s investment objectives, risks, charges and expenses carefully before investing. The 
prospectus and the statement of additional information include this and other relevant information about  
the Fund and are available by visiting www.newyorklifeinvestments.com or calling 888-474-7725.  
Read the prospectus carefully before investing. 


