Are Federal Grants Taken for Granted?
President Trump’s first budget blueprint proposes to cut the Housing and Urban Development (HUD) department’s public housing
capital fund by a significant 70%.1 A reduction of this magnitude would place substantial pressure on the repayment prospects of
municipal debt that is backed by HUD capital grants. While the president’s plan may not ultimately pass, it illustrates the risks
inherent when investing in securitized federal cash flows. We believe these risks are evident in the following ways:
• Such financings leave an investor without the typical proximity to the cash flow source and the lender has little, if any,
control over revenue apportionment.
• Federal securitizations lack the relatively more favorable remedies in the event of cash flow shortfalls offered by similarly
rated, state, and local tax-backed securitizations.
• Rating agency sentiment changes can subject such securities to potentially outsized rating level risk, which can adversely
impact market value.
Municipal issuers have chosen to securitize a number of federal funding sources, most prominently HUD grants and Highway
Trust Fund (HTF) receipts. While HUD grant pledges have been constructed in a relatively similar manner, HTF revenue pledges
have seen more variety. Certain issuers have solely pledged federal HTF grants in their securitizations – such instruments are
referred to as standalone Grant Anticipation Revenue Vehicles (GARVEES) – while others have additionally pledged non-federally
sourced tax revenues to augment credit quality. The aforementioned risks in connection with federal appropriations are more
directly linked to the standalone GARVEE variety.
Federal securitizations generally carry mid to high investment-grade ratings, but those ratings may betray some of the nascent,
idiosyncratic risk factors. Accordingly, a recent history of downward rating migration suggests the growing realization of the
specific credit risks that must be accepted in owning these securitizations.
Table 1: Sample Ratings History
Moody’s
At Issue

S&P

Current

At Issue

Current

HUD Capital Fund Programs				
District of Columbia Housing Finance Agency, Series 2005

Aa3

Baa2

AA

A

Philadelphia Redevelopment Authority, Series 2002A

Aa3

A2

AA

AA-

Puerto Rico Housing Finance Authority, Series 2003

Aa3

A2

AA

AA-

Standalone GARVEE Programs				
Georgia State Road and Tollway Authority, Series 2009A

Aa3

A2

AA-

AA-

State of North Carolina, Series 2009

Aa3

A2

AA

AA

State of Washington, Series 2012F

Aa2

A2

AA

AA

For illustrative purposes only.
Source: Moody’s, Standard and Poor’s

Our investment process instructs us to appreciate asymmetric risks such as those inherent in federal securitizations. Applying
a proper relative value analysis requires that we understand the relative positioning of these securities in regard to the ability
to pay and potential severity of investment loss — both factors in these cases are susceptible to incremental downside risk in
our analysis. Therefore, we would require greater compensation relative to the entirety of our investment opportunity set to
comfortably accept these aforementioned risks.
1 http://www.housingfinance.com/policy-legislation/pha-leaders-fear-drastic-budget-cuts_o
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A credit rating is a current opinion of the creditworthiness of an obligor with respect to a financial obligation. It takes into
consideration the creditworthiness of guarantors, insurers, or other forms of credit enhancement on the obligation and takes into
account the currency in which the obligation is denominated. Bond ratings are subject to change. Moody’s ratings range from Aaa
being the highest and Below Baa being the lowest rating. S&P ratings range from AAA being the highest and D being the lowest.
Fitch ratings range from AAA being the highest and D being the lowest.
An investment in the Fund is subject to interest rate risk, which is the possibility that a Fund’s yield will decline due to falling
interest rates and the potential for bond prices to fall as interest rates rise. For some investors, income may be subject to state
and/or local taxes, and certain investors may be subject to the federal Alternative Minimum Tax (AMT). Economic or political
changes may impact the ability of municipal issuers to repay principal and interest payments on securities of the Fund, which
may adversely impact the Fund’s shares. The Fund may be subject to call risk, which is the risk of a bond being called prior to
maturity. The Fund may be subject to prepayment risk, the risk that the principal of a fixed income security that is held by the
Fund may be prepaid prior to maturity, potentially forcing the Fund to reinvest that money at a lower interest rate.
You should consider the investment objectives, risk, charges, and expenses of PNC Funds carefully before investing.
A prospectus or summary prospectus with this and other information may be obtained at 800-622-FUND (3863) or
pncfunds.com. Please read the prospectus carefully before investing.
PNC Funds are distributed by PNC Funds Distributor, LLC, which is not affiliated with the adviser and is not a bank.
This publication is for informational purposes only and reflects the current opinions of PNC Capital Advisors, LLC. Information
contained herein is believed to be accurate, but cannot be guaranteed. Opinions represented are not intended as an offer or
solicitation with respect to the purchase or sale of any security and are subject to change without notice. Statements in this
material should not be considered investment advice, a forecast or guarantee of future results. To the extent specific securities
are referenced herein, they have been selected by the author on an objective basis to illustrate the views expressed in the
commentary. Such references do not include all material information about such securities, including risks, and are not intended
to be recommendations to take any action with respect to such securities. Indices are unmanaged, do not reflect the deduction
of any fees normally associated with an investment management account, including investment advisory fees. Indices are not
available for direct investment. This publication has been prepared without taking into account your objectives, financial situation
or needs. Before acting on this information, you should consider its appropriateness having regard to your objectives, financial
situation or needs.
Past performance is no guarantee of future results. This publication is the property of PNC Capital Advisors and is intended
for the sole use of its clients, consultants, and other intended recipients. It should not be forwarded to any other person.
Contents herein should be treated as proprietary information. This material may not be reproduced or used in any form or
medium without express written permission.
PNC Capital Advisors, LLC is an SEC-registered investment adviser, offering an array of investment strategies. PNC Capital
Advisors, LLC is a subsidiary of The PNC Financial Services Group, Inc.
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