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WSJ: Why Investors Are Putting More Money in State-
Specific Muni ETFs
These exchange-traded funds could be especially attractive if tax cuts aren’t extended at
the end of 2025

Against a backdrop of falling interest rates and tax uncertainty with 2017’s tax law set to expire next
year, individual investors are turning to state-specific muni ETFs.

ETFs offer investors lower taxes than mutual funds or individual munis because they rebalance and
reinvest with the goal of keeping taxable events at a minimum. ETFs also allow investors to get
started in municipal bonds at a low cost and exit relatively easily if they wish. Mutual funds, by
contrast, tend to have higher minimum investments and trade only once a day.

“We are seeing a significant shift in preference among investors,” says Alex Petrone, director of
fixed income for Rockefeller Asset Management, which issues state-specific muni ETFs.

State-specific ETFs

ETFs’ tax efficiency and investment flexibility could come in handy if certain provisions of 2017’s Tax
Cuts and Jobs Act expire at the end of 2025, as is currently set.

Historically, tax-exempt municipal bonds become more popular if personal income taxes increase. If
the current tax cuts fully expire at the end of 2025 and personal income-tax rates revert to pre-2017
levels, taxes will increase across all tax brackets. Interest payments from tax-exempt municipal
bonds are tax-free at the federal level, which can help offset increases in income tax.

What’s more, the fate of the $10,000 cap on state and local tax deductions—the so-called SALT
deduction—could stoke more demand for state-specific muni ETFs. Democrats have indicated they
will let the cap expire if it can be offset by increases in other tax revenue. The Republican position is
less clear; former President Donald Trump said recently he is open to eliminating the cap, marking a
shift from his previous position to keep it. Congressional Republicans have supported keeping the
cap in place in the past as well.

If the SALT cap is retained or lowered, muni pros say that could make in-state bond investments
more attractive over the long term as interest payments from in-state bonds are generally tax-
exempt if the investor is local. The cap is already giving a boost to these bonds, but they could look
better on a relative basis if personal income-tax rates rise but the SALT cap is retained.

While passive state-specific muni ETFs have been around since at least 2007, issuers have been
launching more of them thanks to increased investor interest. Since 2023, at least eight new funds
have launched, bringing in more than $500 million in investments.

So far these funds focus on California and New York, which along with Texas, are the largest issuers
of municipal bonds, accounting for about 40% of total issuance.
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These funds are actively managed, which tends to make them more expensive than passive funds.
They have expense ratios ranging from 0.35% to 0.55% compared with 0.05% to 0.10% for passive
funds.

Timeline matters

Investing in state-specific ETFs may also be one way to diversify a municipal-bond portfolio. These
ETFs have bonds that when considered together are of intermediate time to maturity—about 10
years. Longer-term bonds have different risk profiles than short-term bonds. If interest rates
continue to go down and bond prices rise, investing in bonds with a longer time to maturity means
that investors could lock in the higher prices for longer if they start to adjust their portfolios now.

Matthew Hage, municipal-bonds portfolio manager at investment manager MacKay Shields, says
that as interest rates rose in recent years, both taxable and tax-exempt bonds had higher yields with
shorter maturities because they were trading at a higher price. Now that interest rates are falling
again, it may be time for investors to change how they invest in bonds. Hage says if investors are
willing to invest in longer-term bonds, those bonds will have higher yields, which means higher
income.

“The reinvestment window sneaks up on you pretty quickly if you are reaching it every three to six
months with short-dated maturities,” he says. “There is an opportunity now to lock in higher yields
for a longer duration and protect against downside risk.”
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