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The credit quality of municipal bonds issued by U.S. states has 
remained resilient, even as the U.S. economy has faced a roller 
coaster cycle of pandemic-induced recession, followed by 
inflation, and what is now looking like an economic slowdown.  
The state sector is significant, as it represents 13.2% of the 
Bloomberg Municipal Bond Index by market value. 

When the COVID-19 pandemic first took hold in March 2020, 
there were expectations that states would face financial crisis. 
However, the states benefited because the initial recession was 
short and tax revenues—both income and sales tax—unexpect-
edly grew rapidly. At the same time, the U.S. government deliv-
ered $369 billion of pandemic-relief aid to the states, with very few 
restrictions attached. However, what is not appreciated is the fact 
that the states were able to navigate well through the pandemic 
largely because of prudent fiscal management.

Most states addressed the potential budget gaps in March 2020 
by making immediate spending cuts, utilizing federal aid, and 
drawing on their rainy-day funds. When tax revenues increased in 
May 2020, instead of spending those receipts as fast as they 
came in, as many states had done in prior expansions, state 
governments used them to replenish the rainy-day funds and pay 

down debt. They had learned an important lesson from the 
2007-09 recession, when savings where overwhelmed by 
tax-revenue losses, and nine states nearly or completely spent 
down their rainy-day funds by the end of fiscal year 2008. 

Resilient Tax Revenues

One example is the State of California, which is projecting a $97.5 
billion budget surplus for fiscal year 2022, up from the $76 billion 
that Governor Gavin Newsom projected in January. This compares 
to the $54.2 billion deficit that had been projected in the May 2020 
budget proposal. However, just having surplus revenues is not 
enough to declare that a state government is acting prudently. In 
past economic expansion periods, California spent money as 
quickly as it came in, resulting in comparatively thin balances for 
rainy-day funds. For fiscal year 2023, the state budget will apply a 
significant portion of the surplus funds to shore up its rainy-day 
fund and reduce long-term debt obligations. 

As mentioned above, states have benefited from tax-revenue 
growth that has been strong since May 2020. According to the 
U.S. Census Bureau, state tax revenues for the first quarter of 
2022 surged 21.3% from year-earlier levels. Every state showed 

State Credit Remains Resilient as a Result of Fiscal Prudence
Many states have boosted their “rainy-day” funds, an important development amid 
signs of a slowing U.S. economy.  

by Eric M. Friedland, CFA, Municipal Bond Policy Strategist
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growth, with Alaska up the most at 235%, while Delaware was the 
lowest at 2.4%. Also worth noting is that the median, monthly, 
state year-over-year growth has been more than 10% in 11 of the 
past 14 months, according to Bank of America research. 

There are several reasons why tax revenues rose so quicky. There 
was a significant amount of federal aid provided to individuals and 
businesses in the form of supplemental unemployment benefits, 
stimulus checks, and expanded child-tax credits. In addition, there 
was a shift in personal spending from often untaxed services to 
purchases of goods, which are taxable in most states.

Rainy-Day Reserves

However, the fact that states are positioned well is less about the 
strong revenue growth in recent quarters than their ability to 
maintain strong rainy-day funds. This is critical, as states rely on 
these funds to manage budget uncertainty when faced with 
economic downturns, revenue forecasting errors, and other 
unforeseen events. These funds can partially mitigate the need for 
tax hikes or expenditure cuts. 

Rainy-day funds are considered monies that are not restricted and 
can be spent for any operating purpose. It is also worth noting that 

the size of the rainy-day fund as a percentage of operating 
expenses is a metric that the rating agencies follow closely, with 
increasing levels often resulting in rating upgrades. In fiscal year 
2021, as rainy-day funds increased, the Moody’s upgrade-to-
downgrade ratio for state and local governments was 2.8x. For the 
first quarter of 2022, the ratio was 6.1x.

Following a decline in fiscal year 2020, the aggregate amount 
nationally set aside in rainy-day funds increased to a new peak at 
the end of fiscal year 2021. Aggregate rainy-day funds for states 
were reported to be $76.9 billion in fiscal year 2020, down 2.7% 
from the previous year according to National Association of State 
Budget Officers (NASBO) data. The funds increased by 61.7% to 
$124.5 billion in fiscal year 2021, the highest level ever. According 
to NASBO, rainy-day funds are projected to increase by 6.1% to 
$132 billion in fiscal year 2022. 

Another way to look at this is the analysis provided from the Pew 
Research Center, which shows that the fiscal year 2021 rainy-day 
funds are at a level that would enable to states to survive for 34 
days on those funds alone, which is four days more than in fiscal 
year 2020, and 18 days more than the 10-year average from fiscal 
year 2010 through 2019.
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FIGURE 1. A LOOK AT U.S. STATES’ RAINY-DAY FUNDS 
Days each state could run governmental operations on savings alone, based on fiscal 2021 data.

Source: Pew Charitable Trusts analysis of data from the National Assn. of State Budget Officers (NASBO). NASBO is an independent, nonpartisan, nonprofit research and educa-
tional organization located in Washington, D.C. It is a professional membership organization for state budget and finance officers. Colorado and Illinois do not have a rainy-day fund 
as defined by Pew, despite balances reported within NASBO’s surveys. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any 
particular investment.
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Looking Ahead

It appears likely that an economic slowdown will affect fiscal year 
2023, as NASBO forecasts that state and local governments will 
spend down 8.8% of their rainy-day funds on aggregate, leaving 
them with $120.6 billion in reserve. However, that is what these 
funds are there for, and states are now in a stronger position to 
weather an economic storm better than they had been in prior 
periods.

It is also worth noting that of the 14 states that spent down a 
portion of their fund balances in fiscal year 2020, all of them made 
progress in rebuilding them in fiscal year 2021. Nevada drained its 
$332 million rainy-day fund in fiscal year 2020 but replenished 
$100 million of the amount the following year. North Carolina used 
$680 million of their rainy-day funds in fiscal year 2020 but 
replaced the monies by the end of fiscal year 2021.

In past economic expansions, many states acted irresponsibly by 
reducing or foregoing annual pension contributions, assuming that 
an economic slowdown would never occur. As a result, the funded 
levels of many state pension funds declined, and the ability for the 
funds to achieve solvency became more challenging. 

However, the fact that many states are budgeting to apply their 
surplus revenues to pay down unfunded pension liabilities is 
another example of their increasing fiscal prudence. The State of 
Illinois, which has the worst-funded pensions of all states, will not 
only be able to make its full $9.6 billion, annually required pension 
contribution for fiscal year 2023, but will also include a supplemen-
tary $500 million contribution. The State of New Jersey, another 
state at the bottom of the funded-pension list, has budgeted to 
make its full $6.8 billion, annually required pension contribution for 
fiscal year 2023, for the second year in a row.

Summing Up

For the coming fiscal year, the surge in revenue growth for U.S. 
state governments is expected to slow. However, states are well 
positioned because of their higher rainy-day fund levels, and the 
fact that many have used surplus revenues to reduce unfunded 
pension liabilities and other fixed costs. Instead of spending tax 
revenues as quickly as they come in, they are building reserves, 
which will cushion them when the economic tide turns. We will 
continue to monitor financial results and seek investment opportu-
nities for those states that manage their budgets prudently.
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FIGURE 2. RAINY-DAY FUNDS EXPECTED TO REMAIN ELEVATED AMID SLOWING ECONOMY 
Rainy-day fund and total balances as a percentage of general fund expenditures, fiscal 2000–fiscal 2023 (fiscal 2022 estimated; fiscal 2023 projected)

Source: National Assn. of State Budget Officers (NASBO). NASBO is an independent, nonpartisan, nonprofit research and educational organization located in Washington, 
D.C. It is a professional membership organization for state budget and finance officers. 
For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.
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Consumers have felt the impacts of higher inflation in their daily 
lives, from the gas pump to grocery stores. Investors have also felt 
the impacts of higher inflation in basically every asset class. 
Municipal bonds have not been an exception, but despite recent 
market underperformance, municipal credit has remained gener-
ally strong. In this article, we discuss several municipal sectors 
with built-in credit protections, which help offset the pressures of 
higher inflation.

Countering the Effects of Inflation

Public power is one of the municipal sectors with protections in 
place that help to mitigate the impact of inflation. First, public 
power utilities have rate covenants, which are legal requirements 
to set electric rates at levels that generate revenues that provide a 
minimum cushion over expenditures. For example, the City of San 
Antonio has legally covenanted to always maintain electric rates 
that produce revenues that exceed all electric operating expendi-
tures and debt service. In addition to rate covenants, public power 
utilities can increase rates as high as needed without third-party 
approval, and utilities typically have provisions in place that allow 
them to pass on higher commodity prices to ultimate ratepayers, 
automatically and without much delay. It is important, however, to 
monitor ratepayer affordability in this environment. In theory, all 
higher costs can be passed through to ratepayers, but in practice, 
the utility may feel pressure to not pass on all additional costs, 
especially if the utility serves a lower-income population. Neverthe-
less, public power utilities generally have credit protections, which 
make them resilient in all types of market cycles and environments. 

Toll roads have inflation-protection mechanisms in place as well. 
Like public power utilities, toll roads also have rate covenants. In 
addition, roughly a third of major U.S. toll roads currently have rate 
policies linked to regional inflation, so rates rise when inflation 
rises. For example, the Grand Parkway Transportation Corporation 
surrounding Houston has a rate policy that requires inflation 
adjustments, which resulted in 2022 rates being increased by 6%. 
Yet, other factors must also be considered in this environment. 
When gas prices increase, people may drive less, which may 
pressure toll road revenues. Toll roads have not disclosed material 
declines in volumes in this higher-cost environment despite 
increased inflation. In addition, many states are or have considered 
providing relief to travelers with state-wide gas-tax holidays, which 
could continue to spur demand for toll roads. However, political 
interference remains a potential risk, especially for toll roads with 

very significant local or state control. For example, the Harris 
County Toll Road Authority paused its inflation-adjusted policy to 
provide relief to residents during the height of the pandemic. But 
overall, toll-road credit remains strong due, in part, to toll-road 
ability to adjust rates as prices rise.

Bonds backed by sales tax are generally benefiting from today’s 
environment of higher inflation. As the price of goods increases, so 
does the level of sales tax collected, while debt-service repayment 
schedules typically remain fixed. For example, as of May 2022, 
sales tax revenues for the State of New York are up 10.9% year 
over year, even as the state continues to recover from the 
pandemic. State governments, local governments, and even 
transportation organizations such as the Los Angeles Metropolitan 
Transportation Authority, have often issued bonds backed by local 
and state sales taxes.

Tobacco-settlement revenue bonds have some of the strongest 
inflation protections in the municipal bond market. Tobacco bonds 
arose after tobacco companies agreed to make annual payments 
to states, in perpetuity, to settle smoking healthcare costs. Some 
states issued tobacco bonds to receive upfront funds; in return, 
states allowed future tobacco company payments to be pledged 
to repay the bonds. The annual payment from tobacco companies 
is formulaic, and the main variables are level of consumption and 
inflation. Above-average declines in consumption could continue 
due, in part, to inflationary pressures on lower-income consumers. 
However, this has been offset by the inflation adjustment in the 
formula. In 2022, the inflation adjustment single-handedly 
increased the total tobacco company payment materially beyond 
previous expectations. As a result, tobacco credit improved 
materially versus last year.

Summing Up

The higher-inflation environment has negatively impacted many 
consumers and investors, but various municipal sectors have not 
seen material, negative credit impacts. Municipal bonds are 
typically issued by entities that provide essential services, and 
demand for such services, like electricity and roads, remains 
strong. In some cases, as with bonds backed by sales taxes or 
tobacco-settlement revenues, we are noting credit improvements 
in this environment. In general, municipal credit remains strong, 
and the sectors discussed in this article provide additional 
protection in this environment of higher prices.

Inflation-Resistant Municipal Bond Sectors
Sectors such as public power and toll roads have characteristics that 
may alleviate the pressure from high inflation.

by Derek Gabrish, CFA, Research Analyst, and Gary Huang, Research Analyst
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California’s water systems, currently facing their third year of 
drought, have been the subject of many recent headlines. The 
threats faced by these utilities are real, but also underscore the 
strength of the sector—specifically the key legal provisions, 
essential nature of the services provided, and forward-looking 
capital planning that will allow California water utilities to weather 
the drought.

The water-and-sewer sector, in which California is one of the 
largest participants, makes up about 8.5% of the entire municipal 
bond market, and with an average rating between AA+ and AA, is 
of high-credit quality.1 Principal and interest on the bonds are 
ultimately paid from the water-and-sewer bills of end users, and a 
standard water-and-sewer bond includes legal covenants defining 
minimum debt-service coverage levels and obliging the utilities to 
adjust their rates and debt schedules in order to remain above 
them. Combined with the fact that nearly all water-and-sewer 
systems are monopoly providers of their respective services, these 
rate covenants allow the systems to pass through higher costs, 
resulting in default rates for the sector that are exceptionally low 
(just two in the past 50 years).2

Building Flexibility and Capacity

The capacity to store water in reservoirs and aquifers, the ability to 
build cash reserves during times of inexpensive water supplies, and 
flexibility in water-source supply during drought periods are all key 
to managing drought risk. Water supply conditions in California 
follow a boom-and-bust cycle—around half the time, snowpack in 
the Sierra Nevadas, the source of much of the state’s water, will be 
40% above average; half the time, it will be 40% below average. 
Long-range planning is at the core of the water-and-sewer 
business—water-and-sewer debt is issued in the first place to 
spread the upfront capital costs across the service bases over the 
useful life of the assets—and management teams consider the 
costs of maintenance, expansion, and environmental regula-
tion-compliance projects when drafting budgets and capital plans. 

Flexibility in sourcing, storing, and distributing water across wet 
and dry periods is an essential adaptation for California water 
utilities. During dry times, groundwater sources can grow from 
40% to 60% of the state’s supply (compared to the average of 
23% for the remaining U.S. states). In wet periods, groundwater 
wells act like natural “water banks,” saving the resource for a not-
so-rainy day. Naturally less vulnerable to pollution and evapora-
tion loss than reservoirs, groundwater wells are also significantly 

cheaper to construct and less ecologically damaging than dams 
and reservoirs, providing roughly six times more storage capacity 
per dollar invested than a surface-storage solution.

Consistent measurements of well capacity allow the utilities to 
assess their own preparedness and make better-informed 
decisions, while also increasing their transparency to investors 
and regulatory bodies more effectively. In 2014, a law was 
passed to create regional groundwater-sustainability agencies, 
responsible for regularly reporting on well-capacity levels to help 
the state protect and conserve this crucial supply. The legislation 
reached a significant milestone earlier this year as the first 
five-year updates on groundwater-sustainability plans were due 
at the end of January. 

Conserving Water and Managing Rates

Management teams of the water systems accumulate larger cash 
balances in wet times to prevent passing on the full brunt of raw 
water-cost increases during drought years on to the ratepayers 
with a single, large utility-bill hike. For instance, instead of keeping 
rates steady for five wet years and then increasing water bills by 
10% in the first year of drought, the ratepayers and systems 
themselves would tend to prefer annual 2%-3% increases, and for 
the system to accumulate small surpluses in the wet years that are 
later used to smooth the impact of the cost increases during 
drought years.

Conservation, the last key adaptation we will discuss, also comes 
down to planning—but with additional coordination between the 
state, local water utilities, and the ratepayers in their service base. 
California follows a comprehensive, five-tiered water-shortage 
contingency plan to encourage (or if the situation becomes dire 
enough, mandate) water conservation as well as provide specific 
targets for reduction of usage by local water systems. The state 
water-resources control board officially voted to move to Stage 
Two in May 2022—you may have read headlines about landscape 
irrigation being restricted to certain times of day, or restaurants no 
longer serving water unless you ask for it—but the move also 
targets a 20% reduction in water usage and requires urban water 
suppliers to fast-track supply-and-demand plans as part of their 
ongoing preparation for extended dry conditions. Stage Two also 
gives local water suppliers some teeth in enforcing these restric-
tions—allowing concerned citizens to anonymously report 
instances of water waste (watering after a recent rainfall, leaky 
sprinklers/pipes, etc.), with violators subject to fines of up to $500.

California’s Water Sector Navigates Drought  
and Other Challenges
Flexibility and careful long-term planning should help support municipal bond  
issuers in the state’s water-and-sewer sector.

by Roman Schuster, Associate Research Analyst
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A Final Word

As discussed above, the many and varied strengths of the 
California’s water-and-sewer sector significantly offset the chal-
lenges it faces. Legal covenants, essentiality, and long-term 
planning will remain key strengths of the state’s water systems—
and indeed, the entire U.S. water-and-sewer sector—as environ-
mental threats continue to arise. The challenges and solutions 
discussed here will continue to shape capital plans and set 

precedents for their operations into the future as they have in the 
past. They will also be a key focus for municipal-bond investors 
who participate in the water-and-sewer sector in California, and 
across the United States.

1Based on broad-market and sector-specific data from the Bloomberg Municipal  
Bond Index.
2“U.S. Municipal Bond Defaults and Recoveries 1970–2020,” Moody’s Investors 
Service, July 9, 2021.
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Colleges and universities fund student housing and related facilities 
with operating surpluses, reserve draws, philanthropic receipts, 
appropriations, and, in many cases, proceeds from municipal bond 
offerings. Public and private colleges are not strangers to the 
municipal market. In fact, over the last five years, four-year universi-
ties accounted for 6% of total municipal issuance.1

A substantial portion of that issuance can be traced to financing 
auxiliary operations—namely housing, dining, and recreational 
facilities.

In a traditional, higher-education debt transaction, a university will 
borrow for construction, and bonds will be backed by either the full 
faith and credit of the university, or some pledge of university 
revenues. In some cases, a university will create a narrow auxiliary 
pledge to accommodate these housing borrowings separate from 
its broader, primary lien. These narrower pledges come with varying 
degrees of incremental credit risk and are typically rated one or 
more notches below the university’s primary rating. Regardless of 
structure, however, in all these cases, the university is the ultimate 
borrower, and bondholder security is explicitly derived from 
university revenues.

While traditional financings remain common, over the last decade, 
universities have increasingly turned to privatized student housing 
arrangements—a type of Public Private Partnership (“P3”)—to 

finance these projects. P3 engagements between government 
issuers and private entities to construct and operate projects are 
not uncommon in the municipal market, and auxiliary university 
projects are a popular application of this model. Though P3 deals 
for housing facilities can take many forms, including equity financ-
ings and concession arrangements, one of the more popular 
structures involves offering municipal securities in the public market. 
While these transactions are generally well received and ultimately 
successful, a handful of defaults over recent years has led to 
increased investor scrutiny of the sector.

What are privatized student-housing bonds, and 
how are they different from university financings?
Municipal bonds issued for privatized student-housing projects, in 
their purest form, differ from traditional university transactions in 
several significant ways. Importantly, instead of being sold by or on 
behalf of a university, these bonds are issued by a conduit issuer for 
the benefit of a private, not-for-profit borrower—the owner of the 
project.2 Likewise, while schools usually have a hand in the project 
design and retain some control over certain operational and 
budgetary aspects, the university’s role is typically much more 
limited. Agreements between the project owner and a developer/
operator define terms for design, construction, and operation of the 
project.3 As a result of the ownership structure and project intent, 

Privatized Student Housing:  
A Guide for Municipal Bond Investors
Overall, finances of colleges and universities have held up well, in our view, though 
challenges remain.

by Richard Gerbino, Research Analyst
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these financings are typically non-recourse to the university, with 
bondholder security confined to the project’s assets and revenues, 
meaning investors are largely dependent on occupancy and rents 
being sufficient to cover debt service.4

Unlike a traditional transaction with a university borrower, where 
failure of one or more facilities would be very unlikely to force a 
default, in a true, non-recourse P3 housing deal, if the project does 
not generate sufficient revenue, investors may not be paid. It follows 
that these projects are generally lower-rated (usually low investment 
grade or below investment grade) and carry greater risk—and 
potential reward—relative to the typical university transaction.

What should investors consider when evaluating 
P3 student-housing transactions?
While each project is necessarily unique, certain characteristics of 
these engagements tend to be more correlated with ultimate project 
success or failure. No factor should be considered in isolation, 
however, and credit quality is often derived from an intersection of 
several indicators, a few of which are:

Motivation. Universities pursue P3 structures for many reasons. In 
some cases, a university may wish to capitalize on the expertise of 
a developer or operator at a cost below that required to build out 
and operate a facility on its own. Others may wish to avoid regula-
tory or legislative hurdles, like challenging or time-consuming 
procurement requirements and environmental reviews. Some 
universities are motivated to pursue non-recourse, off-balance-
sheet projects to preserve debt capacity on primary liens and avoid 
downgrades.5

Understanding this motivation is important. Engaging in a P3 
transaction to realize accretive, third-party expertise or achieve a 
more efficient structure at a lower cost can add value for both the 
university and investors. However, a transaction aimed at avoiding 
risk or preserving debt capacity may indicate a lower probability the 
university would step in to support a struggling project or, alterna-
tively, may signal a contingent risk to the university’s own credit.

Student Demand. It is critical that the target student market 
supports project occupancy at realistically achievable rents. The 
trend in enrollment growth or declines, student-body composition 
(commuter vs. living on campus), student price-sensitivity, ameni-
ties, room configuration, and the surrounding rental market are 
essential considerations in this respect. The existence and quality of 
any market or demand studies should also be considered.

Essentiality. The project’s place in the long-term strategic plan is 
important. If the project is key to achieving a university’s mission, it 
may be more likely to see support from the institution in times of 
stress. On-campus undergraduate housing or satellite-campus 
buildouts, focused on growing academic programs, tend to see 
stronger university engagement than less-high profile projects, like 
small faculty-housing facilities, for example.

Location. Projects closer to center campus, academic facilities, 
dining halls, gyms or recreational facilities tend to see stronger 
interest from most student demographics. This is also true for 
off-campus projects close to public transportation, grocery and 
dining, or commercial districts. The project’s target market should 
be a driver of location but, in general, projects further away from 
center campus, transportation, or dining options, tend to see less 

student interest and, potentially, less university support. Whether or 
not the university owns the land is also important.6

University Support. The presence of explicit or implicit university 
support can materially strengthen the credit. Explicit backing by the 
school in the form of debt-service guarantees, lease-up payment 
guarantees, and similar provisions tie the project most closely to the 
university and provide the most bondholder protection. Softer 
university involvement, including first-fill requirements, non-compete 
agreements, university rental collection or marketing, among other 
measures, are also supportive. In addition to these provisions, the 
university’s management team, specifically its tenure and track 
record with past projects, can be helpful in assessing probability of 
a financial rescue by the institution in a distress scenario. Whether 
the project will ultimately revert to university ownership at maturity of 
the bonds and/or termination of the agreements can also have 
bearing on potential for support.

Conclusion
The proliferation of privatized student housing projects amid a 
backdrop of shifting student demographics over the last decade, as 
well as the credit risks involved in P3 municipal offerings, necessi-
tate prospective investors take a refocused and more nuanced view 
of the sector. In our view, the COVID-19 pandemic, which resulted 
in an immediate and prolonged exodus of students from campuses 
across the country, has proven to be the ultimate sector-stress test. 
It has also been tremendously instructive – two years after students 
abruptly left their dorms, most projects have continued to perform, 
and the sector remains on solid footing. We believe this relative 
stability amid a global pandemic, particularly in the case of the 
top-performing projects, can be traced, in part, to the presence of 
many of the characteristics noted above. 

Privatized student housing offerings can present significant opportu-
nities. An understanding of the sector and careful analysis of the 
motivation and structure of specific transactions can position a 
municipal bond investor well to capture this value.

1Higher education as a percentage of all bonds sold with a municipal CUSIP 
since January 1, 2017. Includes privatized student housing transactions. Source: 
Bloomberg.
2In some instances, the university owns the land beneath the project, but it is not 
uncommon for projects to be located off-campus on private land as well.

3In addition to its capacity as owner, the borrower could also serve in the capacity of 
developer and/or operator, though oftentimes the developer and operator are entities 
separate from the borrower.
4As is typical in conduit deals for universities, an indenture between the trustee and 
the conduit issuer establishes bondholder security as payments made under a lease 
agreement between the issuer and borrower. However, unlike traditional deals, in P3 
housing transactions, rental revenues under the lease agreement are typically tied to 
single project revenues.
5Depending on how close the linkage between the university and the P3 project is, or 
how essential success the project is to the university’s mission, a rating agency may 
include the P3 debt in university leverage calculations, which could result in rating 
movement, regardless of whether the bonds are technically non-recourse.  
6If the university owns the land on which the project is located, a ground lease 
between the borrower/project owner and the university will govern any payments 
between the parties. Ground leases and other project agreements exceeding the final 
maturity of the bonds are most supportive to bondholders.
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•  Municipal bonds (as represented by the Bloomberg Municipal Bond Index) produced negative returns of 8.98% for first six months of 2022. 
Municipal bonds outperformed Treasuries, as the Bloomberg U.S. Treasury Bond Index had negative returns of 9.1% during the same period.

•  The broader Bloomberg U.S. Aggregate Bond Index returned -10.4%, underperforming the municipal index. Further, because municipal bond 
interest is not federally taxable, municipal-bond return outperformance was more significant on an after-tax basis.

•  Treasury rate increases, particularly during the period March through early May, drove negative returns across most fixed-income asset classes. 
The rate increases reflected concerns that even while the Federal Reserve (Fed) raises rates aggressively to tamp down rising prices, inflation 
may still remain high. 

•  The Fed raised the federal funds rate by 0.25% in March, 0.50% in May and 0.75% in June. By June, the median expectation of FOMC members 
was that the federal funds rate would be between 3.25% and 3.50% by the end of the year, up from an expectation of 0.75% to 1.00% just six 
months earlier.

•  Returns for high yield municipal bonds were lower than that of the overall municipal bond market, as the Bloomberg Municipal High Yield Index 
returned -11.7%. 

•  Investment-grade general obligation bonds posted better returns than investment-grade revenue bonds, while longer-duration high-grade bonds 
generally underperformed short and intermediate bonds.

MUNI MARKET MONITOR
As of June 30, 2022

Returns for Bloomberg Municipal Bond Indexes*

Source: Bloomberg. 
*As represented by Bloomberg indexes for each category (see “Important Information” below). 
Past performance is no guarantee of future results. Due to market volatility, the asset classes depicted in this table may not perform in a similar manner in the 
future. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not 
reflect the deduction of fees or expenses and expenses, and are not available for direct investment.

Benchmark through 06/30/2022 3-Year Annualized Returns

Municipal Index -8.98% 3.03%

Municipal Index GO Bond Index -8.43% 2.94%

Municipal Index Revenue Bond Index -9.68% 3.21%

Municipal Index High Yield -11.77% 5.52%

Municipal Index 1-5 Yr. -3.67% 1.46%

Municipal Index 3-15 Yr, Blend -7.36% 2.69%

Municipal Index Long Bond (22+) -14.66% 4.23%

Municipal Index California Tax Exempt -9.09% 2.94%

Municipal Index New Jersey Tax Exempt -9.60% 3.86%

Municipal Index New York Tax Exempt -9.41% 2.83%

•   Municipal yields moved higher at all points on the curve during the first six months of 2022. 
•  The municipal bond yield curve parallel shifted upward, as rates on bonds across the entire yield curve increased by 161 to 177 basis points (bps). 
•  The municipal bond curve remains far steeper than the Treasury curve. The yield difference between the one-year and 30-year maturities for 

municipal bonds was 158 bps, as compared to 33 bps for Treasury bonds. 

Yield Curve Changes for ‘AAA’ Rated General Obligation Bonds
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Monthly Flows into Municipal Bond Mutual Funds, JULY 2021 – JUNE 2022

Source: J.P. Morgan.
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•  After record inflows of $102 billion in 2021, fund flows turned negative for the first six months of 2022, with $75.9 billion of net outflows 
reported.

•  Selling pressure from the increase in rates, along with investors wanting to sell to recognize tax losses to offset gains with other investments, 
resulted in outflows. 

•  Fund outflows occurred in all categories, with long-term funds experiencing the highest levels. 
•  Although municipal market technicals weakened, tax-equivalent yields are relatively attractive, and the possibility of higher income tax  

rates remains. 
•  Further, credit quality remains strong as tax revenues continue to increase, recent rating agency upgrades significantly outnumber down-

grades, and municipalities have ample liquidity from significant Federal stimulus funding.

Municipal Bond Yield Ratios versus U.S. Treasuries of Comparable Maturity 

Source: Thomson Reuters MMD.

Maturity 12/31/2021 6/30/2022
'22 YTD 

High
'22 YTD 

Low
5-Year  
High

5-Year  
Average

5-Year  
Low

2-Yr. 32.8% 66.6% 90.9% 34.6% 801.8% 87.7% 25.0%

5-Yr. 46.8% 74.0% 91.8% 44.1% 625.3% 78.6% 39.3%

10-Yr. 68.6% 91.6% 105.0% 62.9% 363.6% 88.0% 54.6%

30-Yr. 78.4% 101.9% 109.7% 73.2% 252.0% 95.0% 63.5%

•  The ‘AAA’-rated muni/Treasury ratios increased significantly for all parts of the curve during the first six months of 2022. At these levels, the 
ratios for bonds at the intermediate and longer end of the curve are above five-year averages. . 

•  The negative fund flows mentioned earlier were tempered by a manageable level of municipal bond issuance. New issuance was $201.6 
billion for the first six months of 2022, down 14% from the year-earlier period. Taxable municipal bonds accounted for $31 billion of new 
issuance (15% of total), as compared to $58 billion (25% of total) for the same period in 2021.

•  Year over year, new money issuance increased by 2%, while refundings were lower by 53% due to a combination of higher rates and some 
issuers waiting to see if tax bill proposals before Congress include the return of tax-exempt refundings. The U.S. tax law enacted in late 
2017 prohibited the use of tax-exempt bonds for advance refundings. 
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NOTES:
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IMPORTANT INFORMATION

This commentary may contain assumptions that are “forward-looking statements,” which are based on certain 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. It is not intended as an offer or solicitation for the purchase or sale of any 
financial instrument, or any Lord Abbett product or strategy.  
References to specific asset classes and financial markets are for illustrative purposes only and are not intended to be, and should not be 
interpreted as, recommendations or investment advice.

References to specific securities and issuers are for illustrative purposes only and are not intended and should not be interpreted as 
recommendations to purchase or sell such securities. The securities referenced may or may not be held in portfolios managed by Lord Abbett 
and, if such securities are held, no representation is being made that such securities will continue to be held. This is not a representation of any 
securities Lord Abbett purchased or would have purchased or that an investment in any securities of such issuers would be profitable.

Past performance is not a reliable indicator or a guarantee of future results.

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.

GLOSSARY OF TERMS

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt 
from state and local taxes.

A basis point is one one-hundredth of a percentage point.

Environmental, social, and governance (ESG) criteria are a set of standards for a company’s operations that socially-conscious investors use 
to screen potential investments. 

General obligation (GO) bonds are municipal bonds backed by the “full faith and credit” of a government, and are issued by entities such as 
states, cities, counties, and school districts. 

Rainy-day funds, also known as budget stabilization funds, allow states to set aside surplus revenue for use during unexpected deficits.

Revenue bonds are municipal bonds backed by revenues from a specific projects or facilities (such as toll roads, water/sewer systems, or 
airports). 

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price. Spread is the difference 
in yield between two different investments.

Yield curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality, but differing maturity dates. The 
most frequently reported yield curve compares the three-month, two-year, five-year and 30-year U.S. Treasury debt. This yield curve is used as 
a benchmark for other debt in the market, such as mortgage rates or bank lending rates. The curve is also used to predict changes in economic 
output and growth.

The Bloomberg Municipal Bond Index is a rules-based, market-value-weighted index engineered for the long-term, tax-exempt bond market. 
Bonds must be rated investment-grade (Baa3/BBB- or higher) by at least two ratings agencies. They must have an outstanding par value of at 
least $7 million and be issued as part of a transaction of at least $75 million. The bonds must be fixed rate, have a dated-date after December 
31, 1990, and must be at least one year from their maturity date.

The Bloomberg California Tax Exempt Municipal Bond Index, Bloomberg New Jersey Tax Exempt Municipal Bond Index,  
and Bloomberg New York Tax Exempt Municipal Bond Index are state-specific subgroups of the Bloomberg Municipal Bond Index. 

The Bloomberg General Obligation Municipal Bond Index and Bloomberg Revenue Bond Municipal Bond Index are category-specific 
subgroups of the Bloomberg Municipal Bond Index.

The Bloomberg Municipal Bond Short 1-5 Year Index is the Muni Short 1-5 year component of the Bloomberg Municipal Bond index. 
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The Bloomberg High Yield Municipal Bond Index is an unmanaged index consisting of non-investment-grade, unrated or below Ba1 bonds.

The Bloomberg Long Current Coupon (22+ Years) Municipal Bond Index is a total return benchmark designed for long-term municipal 
assets. The index includes bonds with a minimum credit rating of BAA3, issued as part of a deal of at least $50 million, with an amount 
outstanding of at least $5 million and a maturity of 22 years or greater, with a dollar price of $96 to $104, and issued after December 31, 1990.

The Bloomberg U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers 
the U.S. investment-grade, fixed-rate bond market, with index components for government and corporate securities, mortgage pass-through 
securities, and asset-backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the original 
investment.

The Bloomberg U.S. Treasury Bond Index measures U.S. dollar-denominated, fixed-rate, nominal debt issued by the U.S. Treasury.

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

Bloomberg Index Information: 
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates 
(collectively “Bloomberg”). Bloomberg owns all proprietary rights in the Bloomberg Indices. Bloomberg does not approve or endorse this 
material or guarantee the accuracy or completeness of any information herein, or make any warranty, express or implied, as to the results to 
be obtained therefrom and, to the maximum extent allowed by law, shall not have any liability or responsibility for injury or damages arising in 
connection therewith.

The Thomson Reuters Municipal Market Data (MMD) AAA Curve is a proprietary yield curve that provides the offer-side of “AAA” rated state 
general obligation bonds, as determined by the MMD analyst team. The “AAA” scale (MMD Scale), is published by Municipal Market Data every 
day at 3:00 p.m. Eastern standard time, with earlier indications of market movement provided throughout the trading day. The MMD AAA curve 
represents the MMD analyst team’s opinion of AAA valuation, based on institutional block size ($2 million+) market activity in both the primary and 
secondary municipal bond market. In the interest of transparency, MMD publishes extensive yield-curve assumptions relating to various structural 
criteria, which are used in filtering market information for the purpose of benchmark yield-curve creation. 

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 creditworthiness. 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. 

This may contain information obtained from third parties, including ratings from credit ratings agencies such as Standard & Poor’s. Reproduction 
and distribution of third party content in any form is prohibited except with the prior written permission of the related third party. Third party 
content providers do not guarantee the accuracy, completeness, timeliness or availability of any information, including ratings, and are not 
responsible for any errors or omissions (negligent or otherwise), regardless of the cause, or for the results obtained from the use of such 
content. THIRD PARTY CONTENT PROVIDERS GIVE NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY 
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. THIRD PARTY CONTENT PROVIDERS SHALL 
NOT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL OR CONSEQUENTIAL 
DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND OPPORTUNITY COSTS OR 
LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR CONTENT, INCLUDING RATINGS. Credit ratings are 
statements of opinions and are not statements of fact or recommendations to purchase, hold or sell securities. They do not address the suitability 
of securities or the suitability of securities for investment purposes and should not be relied on as investment advice.
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IMPORTANT INFORMATION 
 
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 this commentary are as of the date of publication, are subject to change based on subsequent 
developments, 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.

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett Funds. This 
and other important information is contained in the Fund’s summary prospectus and/or prospectus. To obtain a prospectus 
or summary prospectus on any Lord Abbett mutual fund, contact your investment professional, Lord Abbett Distributor 
LLC at 888-522-2388 or visit us at lordabbett.com. Read the prospectus carefully before you invest.

For more information, visit us at lordabbett.com.
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