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In a recent commentary on lordabbett.com, our experts weighed in on some of the implications of the 
recently enacted U.S. tax legislation for municipal bonds. In our view, one of the key considerations was 
the impact on investor demand for municipal bonds, particularly from those individuals in high-tax 
states. We noted that there are now fewer avenues of opportunity for individuals to reduce their tax 
burden. For example, the new tax legislation placed a cap of $10,000 on state and local taxes that could 
be deducted from federally taxable income; it also reduced the deductibility of mortgage interest, to a 
principal amount of $750,000, from $1.0 million, for homes purchased after December 15, 2017. In our 
view, municipal bonds remain an ideal way to realize attractive income not subject to federal taxation. 
[However, income from municipal bonds may be subject to the alternative minimum tax. Any capital gains 
realized may be subject to taxation. Federal, state, and local taxes may apply.]

Given those positive points, one would expect investor demand for munis to strengthen considerably. 
But thus far in 2018 (through May 9), demand (as measured by investment flows in municipal-bond 
mutual funds) has been decent, but weaker than expected. For the year-to-date period ended May 9, 
2018, aggregate inflows into municipal-bond mutual funds totaled $4.2 billion. One would think the 
higher yields available on municipal bonds in the current market would draw greater investor interest. 

Interestingly, demand was stronger around July 2016, a period that caught our attention because that 
was a multiyear low in municipal yields. The differences between the two periods are striking. For example, 
the yield on a 10-year ‘AAA’ rated general obligation bond was 1.38% on July 13, 2016, compared with 
2.51% as of May 15, 2018, according to Bloomberg. Over the week ended July 13, 2016, municipal bond 
funds indicated inflows of $2.8 billion. While recent flow data have been influenced by normal tax-time 
redemptions, Lipper reported outflows of $1.8 billion for the week ended May 9, 2018, despite yields 
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With more attractive yields on offer, an upturn in demand may come 
amid a tighter supply of newly issued municipal bonds.
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CHART 1. RISING YIELDS HAVE NOT TRANSLATED INTO STRONG DEMAND  
FOR MUNICIPAL-BOND MUTUAL FUNDS
YIELD ON 10-YEAR ‘AAA’ RATED MUNICIPAL BONDS (DAILY) AND MUNI-BOND FUND FLOWS  
(WEEKLY), JULY 5, 2016–MAY 4, 2018

Source: JPMorgan and Lipper MMD.  Yields represented by a maturity- and rating-specific segment of the Bloomberg Barclays Municipal Bond Index. The historical 
data shown are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Past performance is 
not a reliable indicator or guarantee of future results.

IN BRIEF

n While municipal bonds 
have maintained their 
status as a tax-advantaged 
investment, and yields have 
become more attractive, 
demand for muni-bond 
mutual funds (year to date 
through May 9) actually has 
moderated.

n This stands in stark 
contrast to the situation in 
July 2016, when demand 
strengthened even as 
muni yields were at 
multiyear lows.

n Meanwhile, the supply of 
newly issued muni bonds 
has tightened thus far in 
2018 (through April 30).

n As today’s higher yields 
boost the appeal of 
municipals for tax-sensitive 
investors, this supply/
demand dynamic could 
present favorable opportu-
nities for professional 
managers.
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while yields were low...  

…but has moderated even 
as yields became more 
attractive.  

Michael Cibelli, CFA 
Director, Product Strategy
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Source: The Bond Buyer. 
For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.

being more than 110 basis points higher than they were last July.

What about the other side of the equation—supply? Once again, 
the new tax legislation looms large, for the bill has both short- and 
longer-term influences on the supply of newly issued municipal 
securities. From a short-term perspective, as we have previously 
noted, issuance was heavy in the fourth quarter of 2017, and leaner 
than usual as the calendar switched to 2018. The original draft of the 
tax bill contained provisions of eliminating an issuer’s ability to pre-
refund (a way of refinancing prior to the call date) bonds as well as 
striking the tax-exempt status of so-called private-activity bonds. As 
a result, issuers pulled forward many deals earmarked for 2018, into 
2017 (See Chart 2), boosting supply to a record $154 billion for the 
final quarter of 2017. Ultimately, the final version of the bill did elim-
inate the ability for issuers to pre-refund, but spared the tax-exempt 
status of private-activity bonds.

The race to borrow at the end of last year has left issuance thus 
far in 2018 comparatively lean. Over the first four months of 2018, 
total issuance in the municipal bond market was approximately $91 
billion, or 21% below last year and 23% below the trailing five-year 
average ($128 billion), according to JPMorgan. 

While tight primary market conditions are expected to largely 
persist through the summer, there are longer-term effects from the 
tax legislation that will affect the market. The elimination of advance 
refunding bonds reduces what was, historically, roughly a quarter of 
new-issue supply. As the existing pre-refunding issues mature, the 
weighting of such bonds in the Bloomberg Barclays Municipal Bond 

Index is expected to fall to zero over time. This weighting already has 
dropped, from 16.85% of the index in May 2016 to just 7.38% as of 
April 30, 2018. However, the catalyst for the reduction has more to do 
with higher interest rates making refinancing less attractive rather 
than any impact from tax reform. 

To recap, then, while indicators point to modest demand for 
munis at the present time, the supply of new muni bonds in the mar-
ketplace has fallen, and looks to remain tight over time. Meanwhile, 
as investors look to put new money to work, the attractive yield (both 
on an absolute and tax-equivalent basis) currently on offer in munic-
ipal bonds, especially as compared with where they were in the 
middle of 2016 and relative to their taxable counterparts, could help 
spur a notable increase in demand for munis over the coming 
months.

And there are other factors that could provide support for munic-
ipal bonds in the months ahead. In a recent Muni Matters, Lord Abbett 
partner and director Dan Solender, in listing the key attributes of a 
resilient, healthy muni market, noted that overall municipal bond 
credit quality is strong, and that some experts’ forecasts of a contin-
ued climb in interest rates may not come to pass, given a still-mod-
erate pace of U.S. economic growth. 

As any first-year economics student can tell you, lower supply, 
when accompanied by healthy demand, is typically supportive of 
prices in any market. In particular, professional muni-bond managers 
with strong credit research and security-valuation capabilities are 
particularly well positioned to capitalize on such an environment. 

CHART 2. U.S. TAX LEGISLATION HAD A WHIPSAW EFFECT ON MUNI ISSUANCE IN LATE 2017/EARLY 2018
MUNICIPAL BOND ISSUANCE BY MONTH ($ IN MIL.), MAY 1, 2008–APRIL 30, 2018
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A Note about Risk: The value of an investment in fixed-income securities will change as interest rates 
fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend 
to rise. As rates rise, prices tend to fall. Investing in the bond market is subject to risks, including market, 
interest rate, issuer, credit, inflation risk, and liquidity risk. The municipal bond market may be impacted by 
unfavorable legislative or political developments and adverse changes in the financial conditions of state 
and municipal issuers or the federal government in case it provides financial support to the municipality. 
Income from the municipal bonds held could be declared taxable because of changes in tax laws. Certain 
sectors of the municipal bond market have special risks that can affect them more significantly than the 
market as a whole. Because many municipal instruments are issued to finance similar projects, conditions 
in these industries can significantly affect an investment. Income from municipal bonds may be subject to 
the alternative minimum tax. Federal, state and local taxes may apply. Investments in Puerto Rico and other 
U.S. territories, commonwealths, and possessions may be affected by local, state, and regional factors. 
These may include, for example, economic or political developments, erosion of the tax base, and the 
possibility of credit problems. There is no guarantee that markets will perform in a similar manner under 
similar conditions in the future.

This Market View may contain assumptions that are “forward-looking statements,” which are based on cer-
tain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. 
There can be no assurance that forward-looking statements will materialize or that actual returns or results 
will not be materially different from those described here.

This material is provided for general and educational purposes only. The examples provided are hypotheti-
cal, are for illustrative purposes only, and are not indicative of any particular investor situation. Individual 
investor results will vary. Different benchmarks and economic periods will produce different results. All 
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct 
investment. Hypothetical results are no guarantee of future results.

GLOSSARY OF TERMS

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s 
market price. Tax-Equivalent Yield is the pretax yield that a taxable bond needs to possess for its yield to 
be equal to that of a tax-free municipal bond. This calculation can be used to fairly compare the yield of a 
tax-free bond to that of a taxable bond in order to see which bond has a higher applicable yield.

The Bloomberg Barclays Municipal Bond Index is a rules-based, market-value-weighted index 
engineered for the long-term tax-exempt bond market. The index is a broad measure of the municipal bond 
market with maturities of at least one year.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct 
investment.

The credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating 
organization (NRSRO), such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s credit-
worthiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered 
investment grade. Credit ratings ‘BB’ and below are lower-rated securities (junk bonds). High-yielding, non-
investment-grade bonds (junk bonds) involve higher risks than investment-grade bonds. Adverse conditions 
may affect the issuer’s ability to pay interest and principal on these securities.

The information provided is not directed at any investor or category of investors and is provided solely as 
general information about Lord Abbett’s products and services and to otherwise provide general investment 
education. None of the information provided should be regarded as a suggestion to engage in or refrain from 
any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide 
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are 
an individual retirement investor, contact your financial advisor or other fiduciary about whether any given 
investment idea, strategy, product or service may be appropriate for your circumstances.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent develop-
ments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt 
any investment strategy, and is not intended to predict or depict the performance of any investment. Readers should 
not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. 
Investing involves risk, including possible loss of principal. This document is prepared based on the information Lord 
Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. 
Investors should consult with a financial advisor prior to making an investment decision.
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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OUR FIRM
A singular focus on  
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Delivering superior long-term 
investment performance  
and a client experience that  
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Want to learn more about our investment strategies?
Contact Lord Abbett at 888-522-2388 or visit us at www.lordabbett.com.


