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Ever since the initial discussions about the U.S. Tax Cuts and Jobs Act, there have 
been concerns about how the municipal bond market might be affected by the 
legislation. Now that the legislation was passed in December 2017, and is being 
implemented, it is clear that the municipal bond market has avoided the negative 
consequences initially feared by investors. Still, the bill is in its early days, so as time 
progresses, investors will need to assess the changes and keep track of the effects of 
the legislation. 

We at Lord Abbett have been following the situation closely. What follows are 
changes to consider when contemplating the outlook for the broad municipal bond 
market—and several key sectors that could be affected.

BROAD MUNICIPAL BOND MARKET IMPACTS
Fewer tax-exemption alternatives—While many tax exemptions are going away  

or are being capped, the municipal bond interest tax exemption is staying. Further, 
because there are now fewer tax-exemption alternatives, we expect demand for 
municipal bonds to remain strong. Some of the deductions that have changed under 
the new tax code include the cap on state and local tax (SALT) exemptions, the 
increased standard deduction reducing the benefits of charitable deductions for some, 
and the reduced cap for mortgages qualifying for full exemptions. The cap on SALT 
deductions should support the municipal bond market, especially for investors in 
higher-tax states, such as California and New York.

Elimination of advanced-refunding bonds—Municipal bond issuers are no longer 
able to complete advanced refundings of their outstanding bonds. This change 
eliminates some of the new-issue supply for the next few years, and eventually will 
remove a large sector of the market. 

For those not familiar with the sector, an advanced-refunding bond is created 
when an issuer refinances an outstanding bond at lower interest rates prior to a 
bond’s actual call date. Since the previous tax reform act in 1986, issuers have been 
allowed to advance-refund some bonds one time after their initial issuance. This 
action creates two bonds outstanding until the original bond’s call date: a new bond 
supported by the issuer and a pre-refunded bond typically backed by U.S. Treasuries, 
which matures by the call date of the original bond.

MUNICIPAL BONDS:  
GAUGING THE IMPACT  
OF U.S. TAX REFORM
by Dan Solender, Partner & Director, 
and Eric Friedland, Director of  
Municipal Bond Research

While we think the relative 
value of the municipal bond 
market will remain strong in 
2018, there are several 
longer-term trends that need 
to be watched closely.
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During 2016, 29% of the municipal bond market’s new-issue 
volume was composed of advanced-refunding deals, according to 
Bloomberg. Municipal bonds can still be refinanced at their call 
dates rather than in advance, so overall issuance likely will be 
lower over the next few years, until bonds that have not been 
advanced-refunded reach their call dates.

In addition to these changes, the bill also likely will lead to 
differences in the structures of new municipal bond issues. Since 
advanced refunding will not be an option, some issuers may want 
shorter calls, such as five years, instead of the current standard of 
10 years, because they might want flexibility if yields move lower. 
Issuers also might not issue as many premium coupons, because 
these bonds have been used as more attractive candidates for 
advanced refundings and, therefore, helped them to keep their 
borrowing costs lower. Also, buyers might not put as much value 
on premium coupon bonds, since the advanced-refunding option 
would not be available.

Lower corporate tax rates—While municipal bond market 
demand is dominated by individuals, either through profession-
ally managed products or bond holdings in brokerage accounts, 
corporations represent approximately one quarter of municipal 
bondholders. The main participants in this segment are commer-
cial banks and insurance companies. With the corporate tax rate 
dropping, from 35% to 21%, the benefit for corporations of 
investing in munis will shrink. 

It is tough to quantify how much, but it will be different. Over 
the years, property and casualty insurance companies have been 
in and out of the market, as their profitability has fluctuated with 
natural disasters, so the market has dealt with insurers’ reduced 
participation for long periods of time; but this time, the calcula-
tions will be different. Insurance companies should still like the 
strong credit quality, along with the longer average maturities of 
municipal bonds compared to other markets, which fits well with 
the length of their liabilities, but they may need higher yields to 
participate. So, while this is a negative for the market, it will be 
difficult to gauge the ultimate impact. On the positive side, there 
are some new tax benefits for life insurance companies, so, we 
believe, their participation should increase. With supply expected 
to be low this year, potential reduced demand from corporations 
should not have a material impact on the market, unless these 
holders decide to sell extremely large portions of their existing 
portfolios—but we think that is unlikely.

Heavy 2017 year-end supply—One impact that is already 
happening due to the tax bill is a positive for the market, due to 
what did not stay in the final bill: the possible elimination of 
private-activity bonds. For a few weeks, there was concern, 
because the House version of the bill had included elimination of 
these types of bonds, which represented approximately one-third 
of new municipal bonds issued, including sectors such as indus-
trial development, health care, education, and transportation.

The reason this omission is important is because there was a 
record amount of new bonds issued during December 2017. Issuers 
brought forward a number of bond deals because they were not 
sure if they were going to be able to issue in the municipal bond 
market in the future. The December issuance also was due to a lot 

of advanced refundings that will not be possible to complete in the 
future. As a result, many bonds that would have been issued during 
the first quarter of 2018 were moved into December 2017. Thus, 
new-bond issuance has been on the very light side during the first 
few months of 2018. For example, January 2018 was a very low 
supply month, with less than $20 billion of bonds issued, 
compared with more than $60 billion in December 2017. This is 
providing an attractive relative performance environment, with 
demand remaining similar, but supply falling materially. 

INDIVIDUAL SECTOR IMPACTS
Local government—The capped SALT deduction will result in 

an increased effective tax burdens for higher-income taxpayers 
who itemize their federal tax deductions in high-tax states. These 
states include California, Connecticut, Illinois, Maryland, 
Massachusetts, New Jersey, and New York. Many of these states 
have higher costs of housing, and with a more limited mortgage 
deduction, tax liabilities could go up, thereby reducing the value 
of the underlying real estate. Even for those who don’t have 
mortgages that size them out of the exemption, the increased 
personal exemptions could make the mortgage deduction 
unnecessary, which could reduce the value of their real estate. 

Many local governments in these states are already contending 
with large, unfunded pension liabilities and deferred capital 
expenditures. For those entities that are property tax-dependent, 
their revenue-raising ability may be constrained, and they could 
find it politically difficult to increase property tax rates, even if 
they had authorization to do so. Still, these are long-term issues, 
and municipalities should have plenty of time to adjust. We will 
keep an eye on this developing situation. 

At the state level, there are different concerns. Both California 
and New York are considering counter measures at the state level 
that could help taxpayers avoid the SALT cap. In California, for 
example, there is a proposal to make state and local taxes 
charitable donations, which are fully deductible. New York is 
considering a statewide payroll tax on employers, which is 
deductible on employer federal taxes, in place of the employee 
state wage tax. Both proposals are in the preliminary stage, and it 
is uncertain whether the IRS would deem them to be allowable. 

Some analysts are predicting population shifts as some people 
move from high-tax states to low-tax states to reduce their 
burden. Many of these projections seem overdone, especially 
since these states have had higher costs of living for a long time, 
while still having high demand for housing in many areas, and 
because of the longer-term demographic shift to urban environ-
ments. Still, this issue needs to be watched to see if it causes real 
estate prices to fall, which would lead to lower taxes and possibly 
pressure on local government budgets. All of these possible 
changes would occur in the long term, and might not be too 
material, but they still need to be monitored.

Higher education—The combination of a cap on SALT 
deductions and a doubling of the standard deduction will result in 
fewer filers itemizing deductions on tax returns. As this removes an 
incentive for making gifts, charitable giving at colleges and 
universities may decline. The doubling of the exemption from 
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income taxes for estates likely will have a similar impact. However, 
it should be noted that people making large gifts most likely will 
still itemize and not use the standard deduction. This would likely 
affect private universities more than public ones.

The tax plan also includes a 1.4% tax on investment earnings 
for private colleges and universities with more than $500,000 of 
assets per student, although schools with enrollments of fewer 
than 500 students are excluded. Although the number of institu-
tions affected by this provision is currently limited, this does 
open the door to possible future increases to the scope or rate of 
the tax, which could more negatively affect credit quality.

Health care—Included in the tax plan is a provision that 
repeals the individual insurance mandate of the Affordable Care 
Act, which required everyone to either have insurance or pay a 
penalty for not having it. Therefore, many people currently 
purchasing health insurance will now have the option to be 
uninsured. As healthy people are more likely to go without insur-
ance, the overall health insurance pool is likely to be sicker and 
more costly on average. Thus, the cost of comprehensive health 
insurance is likely to rise, even as the number of insured people 
declines. This likely will result in an increased uninsured 
population and higher uncompensated care costs, potentially 
hurting hospital operating margins and cash flow. Hospitals most 
at risk will be those most reliant on Medicaid, in areas with weak 
economic conditions, leading to a greater number of payers who 
lack insurance or have limited financial resources to cover their 

healthcare costs. There will be a wide range of impact from this 
change, with many healthcare systems having limited changes, so 
we will keep monitoring the individual credits in this sector. 

SUMMARY
Overall, the tax bill contains pluses and minuses, but the end 

result should not be too dramatic for the municipal bond market 
over the long term. Individual demand for muni bonds should 
stay strong since the tax exemption remains; it could strengthen 
further, because there will be fewer alternative ways to receive tax 
deductions. Corporate demand likely will decrease, but the 
amount of the reduction is uncertain. Supply should be lower 
during the beginning of 2018, and likely throughout the year, due 
to the heavy supply during the final months of 2017 and the 
elimination of advanced refundings. Actually, for a few years, the 
market will face lower supply, with advanced refundings taken 
off the table. Eventually, supply should return to its normal levels 
as outstanding bonds reach their call dates, but that will be over 
the long term. With the changes in the SALT deduction, state and 
local issuers will need to be watched for population shifts and 
revenue changes, but these will be long-term trends to monitor, 
which should only have mild effects. 

The key takeaway here is that we believe that the relative value 
of the municipal bond market remains strong for 2018, though 
we note that there are several longer-term trends that need to be 
watched closely.

We remain neutral and cautious on the not-for-profit hospital 
sector—similar to our view in 2017, a year characterized by 
flattening volumes and revenues, outpaced expense growth, weaker 
margins, and overall negative credit rating agency activity. We 

believe margins will compress further in 2018 due to a continuation 
of the pressures seen in 2017. (See Chart 1.) While hospitals 
continue to invest in delivery-system reform and focus on value 
orientation, they are being undercompensated for these invest-
ments. That said, as pressures mount, the divide between winners 
and losers in the sector will become increasingly defined, and many 
healthcare systems are well prepared for the environment. 

Hospitals will continue to face many headwinds in 2018. New 
non-acute entrants to the space, including urgent care compa-
nies, large retailers, and tech companies, are posing disruptive 
threats in their quest to lower costs by keeping patients out of 
hospitals. Recent examples of disruptive activity include 

NOT-FOR-PROFIT  
HOSPITALS: CREDIT  
SELECTION WILL  
REMAIN KEY
by Kari Gauster, Research Analyst

CHART 1. LOW REIMBURSEMENT RATES COMPRESS REVENUE GROWTH RELATIVE TO VOLUMES

Source: Moody’s Investment Service. 
Note: Estimates for 2017 are based on year-to-date financials from a sample of hospitals. Forecasts and projections are based on current market conditions and are 
subject to change without notice. Projections should not be considered a guarantee.
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OptumCare’s purchase of Surgical Care Affiliates in 2017, CVS 
Health’s proposed purchase of Aetna, and Humana’s plan to 
purchase Kindred Healthcare.

In addition, recent and pending legislative and administrative 
changes are expected to increase the number of uninsured and 
exacerbate bad debt, which had been decreasing in recent years. 
These challenges include a broad range of state waivers likely to 
negatively affect Medicaid reimbursement and enrollment; 
weakening of health insurance exchange provisions that are 
driving higher premiums in 2018; the repeal of the Affordable 
Care Act’s individual mandate under 2017 tax reform legislation; 
the Trump administration’s proposal to ease regulations on 
association health plans and expand the availability of short-term 
health insurance not subject to ACA rules; and recent reductions 
to the 340B Drug Discount Program. 

REVENUE PRESSURES
In addition, we expect to see a continuation of reimbursement 

pressures. Drivers include modest rate increases and stricter rules 
from commercial payers, increasing use of lower revenue 
outpatient treatment options, the continued growth of narrow/
tiered networks offered through exchanges and employer plans, 
a continuation of Medicare’s multiyear trend of very low rate 
increases, and cuts to Medicaid’s Disproportionate Share 
Hospital payments, which went into effect in October 2017, with 
additional cuts scheduled each year over the next eight years. 
Further, an adverse payer mix shift likely will continue to drive 
reimbursement downward (see Chart 2). The shift is being 
driven by the aging population, resulting in a growing percentage 
of patients qualifying for Medicare, and higher Medicaid 
business due to expansion during recent years.

Also affecting revenues is the lackluster inpatient volume 
growth seen in 2016 and 2017, which is expected to continue, as 
there is limited additional upside from Medicaid expansion and 
as the broad movement to value orientation continues. 

Amid modest revenue growth, expenses are growing faster 
than expected, resulting in weaker operating margins. The major 
driver is high labor costs, driven by full employment and nurse 
shortages, and is most pronounced in major metro areas with 
strong economies and high competition for labor. Increased 
specialty pharmaceutical costs and drug-supply shortages also 
are driving up expenses, as well as upfront investments and 
continuing outlays for IT, outpatient facilities, and other 
elements of delivery-system reform. 

POSITIVE FACTORS
Despite these headwinds, we believe that the sector will 

benefit from many positive factors in 2018 and beyond. Demand 
for high-acuity hospital-based services is expected to grow as the 
population ages. Furthermore, the sector benefits from sophisti-
cated management teams that successfully have navigated several 
years of reimbursement pressures and uncertainty. Delivery-sys-
tem reform continues to drive greater efficiencies and better value 
and quality, making providers more attractive to payer networks.

Furthermore, the sector has seen several years of strengthening 
balance sheets, with year-over-year growth in absolute cash and 
declining leverage. In addition, hospital mergers and acquisition 
activity accelerated in 2017, a trend that is expected to continue 
and create stronger health systems. The majority of recent and 
pending mergers are “horizontal” deals—that is, involving the 
merger of two acute-care health systems. Notable 2017 deals 
include the mergers of Baptist Memorial Health Care and 
Mississippi Baptist Health Systems, and Pinnacle Health and 
University of Pittsburgh Medical Center, while pending deals in 
2018 include Providence St. Joseph Health and Ascension Health, 
Dignity Health and Catholic Health Initiatives, and Aurora 
Health Care and Advocate Health Care. The uptick in activity is 
largely a defensive play, as health systems seek to enhance their 
market positions in order to gain leverage with payers and fend 
off declining reimbursement and relevance in the face of more 
procedures being performed in non-hospital settings. 

While the sector faces numerous challenges, we think that 
certain hospitals and health systems are positioned to outperform. 
These include hospitals with the leading market share in their 
service area, solidified through a broad network of outpatient 
centers and physician practices, as well as a robust non-acute 
presence. In addition, outperformers will include hospitals with 
centers of excellence and evidence of superior quality and cost 
outcomes, making them indispensable to payers and patients, as 
well as hospitals made indispensable by geographic isolation and a 
long travel time to competitors. The healthcare sector historically 
has offered many strong opportunities for investors, and with a 
careful, disciplined approach to security selection, we believe it 
should continue to provide good returns going forward.

While the sector faces numerous challenges, we 
think that certain hospitals and health systems 
are positioned to outperform.

CHART 2. INCREASING RELIANCE ON GOVERNMENT PAYERS 
WILL TEMPER REVENUE GROWTH
% of gross patient revenue by payer type
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Source: Moody’s Investment Service.
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Lord Abbett’s 2018 outlook for not-for-profit continuing-care 
retirement communities (CCRCs) remains positive. Several key 
factors inform our position, including healthy independent living 
(IL) occupancy levels that are expected to continue; a strong U.S. 
stock market and housing market, potentially giving seniors the 
financial wherewithal to move into the communities; savvy 
CCRC management teams that are reacting quickly to evolving 
demands; and the continuation of merger and consolidation in the 
industry, resulting in stronger credits. 

Independent living occupancy is expected to remain healthy 
as the U.S. population ages. According to year-end 2017 data 
from the National Investment Center (NIC), overall occupancy 
for senior living in the United States was stable between 2016 
and 2017, at 91.4%. Annual inventory growth for 2017 was 
modest at 2.1%, while new IL construction made up only 4.7% 
of inventory. In addition, rent growth was stable at 2.4%, 
indicating steady demand and operators’ ability to raise monthly 
fees. Occupancy is expected to improve further as the population 
ages, in particular as baby boomers reach their mid-70s over the 
next three years.

The strong U.S. stock market (despite recent volatility) and 
housing market continue to positively affect retirees’ perceived 
wealth and influence their willingness to move into CCRCs. As 
home sale prices have rebounded, they have become better 
aligned with the communities’ entrance fees. This, along with the 
wealth effect from healthy stock market returns, is making it 
easier for seniors to rationalize a move, resulting, eventually, in 
improved liquidity and debt-service coverage for the sector.

SKILLFUL ADAPTATION

Management of senior living firms continues to exhibit an 
impressive ability to adapt to an environment of constantly 
changing insurance reimbursement policies and consumer 
demand. More and more construction projects are focused on 
tailoring residences or shared spaces, such as combining studio 
apartments to create more desirable one- or two-bedrooms 
units, or renovating common rooms or dining areas to modern-
ize them and enhance their appeal. In addition, we increasingly 
see projects that feature flexibility for future alterations, such as 
assisted living (AL) units that could be customized in the future 
to allow for a higher level of care. 

Finally, the pace of mergers and consolidation among existing 
senior living providers continues to accelerate. Drivers of 
consolidation include an increasingly complex operating and 
regulatory environment for the industry, technology demands, 
heightened competition, and the need for access to capital. 
Combining entities generally leads to stronger credits, such  
as the 2016 merger of California-based nonprofit operators  
be.group and American Baptist Homes of the West. 

While we expect 2018 to be a year of healthy operations for 
the senior living industry, there are some pockets of stress. 
These include:

 Modest declines in occupancy in assisted living;

 Ongoing reimbursement challenges in skilled nursing;

  Labor shortages pressuring operations and increasing  
the cost of new projects; and

  Higher leverage resulting from increased reinvestment  
in communities. 

According to the NIC, AL occupancy for 2017 was down 
0.3% year over year, to 88%, for the top 31 U.S. metropolitan 
statistical areas (MSAs).  Declines in occupancy are likely linked 
to increases in inventory, which grew 4.6% year over year, the 
third highest rate since 2006. Based on construction as a percent 
of inventory (9.1% in fourth quarter 2017 for AL, versus 4.7% 
for IL, according to NIC), we expect the trend of modestly 
weakening occupancy to continue in the medium term.

CURRENT CHALLENGES

Skilled nursing facilities (SNFs) have had to respond to 
changing payer environments over the past several years. The 
newest changes to payments include bundled payments and 
Medicare readmissions penalties, which are proving challenging. 
Under bundled payment models, hospitals are incentivized to 
discharge patients to settings with the lowest cost of care—for 
example, home health care—rather than a high-priced SNF. In 
addition, due to a heightened focus on readmission rates, 
hospitals are seeking partnerships with SNFs that can demon-
strate superior outcomes, thereby raising the bar for these 
facilities and intensifying competition. 

Labor shortages also are pressuring CCRCs, affecting both 
operations and new projects. Reduced availability of qualified 
nursing and administrative staff is increasing operating costs, 
while shortages for construction labor are resulting in projects 
coming in above budget and past deadlines.  

As noted above, CCRCs are actively investing in their 
facilities to modernize and meet the demands of the next 

MUNI BONDS: THE CASE FOR CONTINUING-CARE FACILITIES
by Bridget Young and Kari Gauster, Research Analysts  

CCRCs could potentially benefit from strength  
in U.S. equity and housing markets, and robust 
occupancy trends in independent living.
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generation of residents. Communities are being pressured to 
offer various high-quality dining venues, wellness centers, 
aquatics, and spas, among other amenities, to attract and retain 
the new generation of retirees. Further, CCRCs have had to 
invest in technology to meet the needs of tech-savvy boomers. 

While CCRC management continues to demonstrate its 
flexibility in the face of these changing demands, the financial 
cost of doing so results in increased leverage. According to 
medians published by Fitch Ratings, debt-to-capitalization ratios 

increased during the 2012–16 period, from 57% to 62.4%, for 
‘BBB’ rated communities, and from 76.7% to 85.8% for below 
investment-grade rated communities. 

While these facilities will continue to be pressured to evolve 
in order to meet a shifting consumer landscape and regulatory 
environment, we expect continuing care retirement communities 
to continue to profit from key strengths seen in the last few 
years, especially the strong U.S. equity and housing markets, and 
robust occupancy trends in independent living.

HIGHER EDUCATION:  CONTINUING CHALLENGES  
AND SELECTIVE INVESTMENT OPPORTUNITIES
by Yeida Reyes and Joshua Levine, Research Analysts 

We remain neutral and cautious about the higher-education 
sector of the municipal-bond market—although there are many 
identifiable, attractive opportunities therein that we believe will 
continue to be strong investments in the sector. The credit themes 
underlying the sector in 2017 continue to hold in 2018, with 
wealthier institutions that have established brands extending their 
advantages over smaller and regional entities—especially liberal 
arts-focused institutions—that are experiencing reduced demand 
within their student markets. 

These credit themes include: 1) ongoing concerns about 
affordability, leading to high discount rates among some 
tuition-dependent institutions; 2) national demographic shifts, 
leading to shrinking student markets (although still large) in  
the Midwest and Northeast and expanding markets in the 
Southwest and West Coast; 3) stable giving/donation trends 
and strong investment returns, boosting the balance sheets of 
larger institutions (though this trend is potentially affected by 
market conditions and tax reform); 4) ongoing innovation 
within the sector to adapt learning models to diverse student 
needs, with universities looking to expand their enrollment 
pools through retention efforts and niche programming; and  
5) strong demand for college graduates in the low unemploy-
ment-rate economy. 

Against this credit backdrop, we also expect three new 
developments to affect the sector in a moderately negative way 
in 2018.

1) ASSESSING THE VALUE

First is the accelerating discussion around the value of higher 
education as a whole, particularly given increasing national 
political polarization. A recent Pew study revealed that 58% of 
Republicans believe that higher education has a negative impact 
on American society. The concerns reflected in the study 
include the core challenges of affordability and employment 
outcomes, as well as perceptions of bias in the curricula. The 
extent to which increasingly negative feelings around higher 
education translates into lower participation rates among future 
students will dictate the credit impact for investors. Despite 
these concerns, we expect ongoing evidence of the economic 
value to higher education will preserve the majority of the 
enrollment pool for institutions. A recent Georgetown Univer-
sity study, for example, showed that since 2010, 99% of new 
jobs went to people with at least a two-year degree.

2) REGULATORY CHANGES

Second, the potential reauthorization of the Higher Education 
Act (HEA) introduces uncertainty around the regulatory regime 
governing the sector. The last full-scale update to the HEA 
occurred in 2008. Some of the proposals on the table in the 
current draft bill could have, in our opinion, a negative impact 
on enrollment. Key changes up for debate include the elimina-
tion of loan-forgiveness options for students in income-based 
repayment plans for their student debt as well as new caps on 
federal loan amounts for graduate students. Both of these shifts 
could limit the ability of lower- and middle-class students to pay 
for their education, which would in turn affect enrollment.

Some proposed changes that may have a positive impact on 
access to higher education include the simplification of the 
federal student-aid application (Free Application for Federal 
Student Aid, or FAFSA) and increased distribution periods for 
Pell Grant recipients. (Federally sponsored Pell Grant funds 

Wealthier institutions that have established 
brands could potentially extend their advantages 
over smaller and regional entities.
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We continue to maintain a favorable view of the U.S. airport 
sector—which represents a roughly $100 billion segment of the 
$3.8 trillion municipal-bond market—as credit fundamentals 
remain strong. Enplaned passenger growth is accelerating due  
to continued U.S. economic expansion, airlines are profitable 
(with the help of low oil prices), and financial metrics for 
airports are favorable.1 

Although large-scale capital programs have pushed leverage 
higher in the sector, the impact to the airlines that serve the airports 
will not be significant, as the rate increases required to service the 
additional debt are expected to remain manageable. 

We expect continued U.S. gross domestic product (GDP) 
growth and robust seat capacity from the airlines to contribute to 
overall traffic gains of 4% in 2018. Low-cost carriers likely will 
continue to show the strongest growth in the sector, but legacy 
carriers are starting to increase capacity after several years of 
restraint. United Airlines, for example, has announced aggressive 
plans to increase capacity by connecting more flights to smaller, 
higher-yielding destinations via its hubs in Chicago, Denver, and 
Houston. Meanwhile, other legacy carriers are starting to respond 
in kind with expanded capacity.

SMALLER AIRPORTS TAKE OFF
While large hubs continue to dominate the market and 

account for more than 70% of passenger enplanements in the 
United States, smaller airports have begun to show stronger 
growth. In 2016, traffic at small airports was up just 1.7%, 
versus growth of 5.5% and 6.5%, respectively, for large and 
medium-sized airports.2 In contrast, small airports experi-
enced traffic growth of 5.3% in 2017, versus 2.6% and 5.2% 
increases, respectively, at large and medium-sized facilities. 

Airports with the largest increases in traffic, bolstered by 
new service from low-cost and ultra-low-cost carriers, 
included Long Beach (CA), Colorado Springs (CO), and 
Savannah (GA). Small and medium airports should continue 
to see strong growth in 2018. This could create some upside 
for these credits in the sector, in particular for those airports 
that can accommodate larger planes that carriers favor for 
operational efficiency. 

Moreover, we expect connecting traffic at large airports to 
expand or remain stable, now that airline industry consolida-
tion is in the rearview mirror. With traffic gains poised to 
exceed budgeted expectations (most airports incorporated the 
Federal Aviation Administration’s annual growth projection 
of 1.9%), the sector likely will see revenue growth and 
strengthened financials that should contribute to upside.

POSSIBLE HEADWINDS
There are, however, potential challenges for the airport sector, 

including leverage increases due to large-scale capital projects across 
the nation that will require more than $10 billion of debt issuance in 
2018. Most projects are focused on improving or expanding terminal 
space and concession schemes rather than enhancements to runways 
and other airfield infrastructure. It is possible that construction plans 
could accelerate should the Trump administration’s infrastructure 
funding plan come to fruition this year. Even if the plan were 
enacted, much of the financial burden of capital projects likely will 
fall on the shoulders of the airports rather than the federal govern-
ment. Nevertheless, we generally do not see a risk of overbuilding 
and the creation of uncompetitive financial positions. 

Although the airport sector as a whole is expected 
to perform well, security selection remains a key 
factor in capturing value.

currently are distributed at a specified amount annually.) 
Overall, as with most instances of large-scale regulatory change, 
we expect the pending amendments to the HEA to create 
uncertainty for students and higher-education institutions.

3) IMMIGRATION POLICY

Finally, the third development we are monitoring for 2018 
involves the way changes to immigration policy will continue to 
affect international enrollment. In aggregate, international 
enrollment fell 4% between fall 2016 and fall 2017. This is 
important because international students are more likely to pay 
full, un-discounted tuition rates, and they have been an essential 
growth market for numerous institutions. This particularly is 

worrisome for institutions that expanded their graduate programs 
in response to softening demand at the undergraduate level.

CONCLUSION

Although the higher-education municipal-bond sector as a 
whole is facing some headwinds, we will continue to invest 
selectively in bonds issued by colleges and universities because 
there are many attractive credits in the sector. Among the 
investment opportunities are those institutions that have strong 
demand metrics, maintain sizable endowments, offer programs 
that are highly valued, and, in the case of public universities, have 
steady state support. Institutions that have weak balance sheets, 
high tuition-discount rates, low demand metrics, and limited 
program offerings will be avoided.

CLEARER SKIES AHEAD  
FOR U.S. AIRPORTS
by Yeida Reyes, Research Analyst



8

www.lordabbett.com/munis

Parking revenue is also under pressure, as passengers shift to transportation network companies (TNCs) like Uber and Lyft. While 
rate increases and access fees charged to TNCs have helped to offset some of the pain in recent years, pressure on this revenue stream 
continues to build. Based on our analysis, terminal concessions typically account for more than 45% of total airport operating revenues, 
so this remains a key item to watch.

SECURITY SELECTION REMAINS KEY
In light of the factors listed above, we expect the overall U.S. airport sector to perform well, though there are some important 

distinctions to keep in mind. From a credit perspective, we maintain a positive stance on those airports that demonstrate a trend of 
strong enplanement growth, serve a robust and diverse metropolitan region, have manageable airline costs, and a stable carrier base.  
We believe those airports that are located in less dynamic service areas and those that have less capacity to accommodate a capital 
program will present less attractive investment opportunities going forward. As always, a disciplined security selection process, 
informed by rigorous credit research, will remain a key factor in capturing value in the airport sector.

NOTES:

1Based, respectively, on enplanement data from the Federal Aviation Administration, earnings data from Bloomberg, and financial filings from issuing airport entities.
2 Source: Moody’s Investors Service. Per Federal Aviation Administration guidelines, small airports are defined as those with at least 0.05%, but less than 0.25% of annual U.S. 
passenger boardings. Medium airports account for 0.25%, but less than 1%, while large hubs represent those with more than 1%.
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n	  Municipal bonds produced negative returns in January 2018, a reversal from the gains experienced throughout 2017. The broad 
Bloomberg Barclays Municipal Bond Index declined 1.18% for the month, after generating a 5.45% return for the full year 2017.  

n	  Investor concerns about early signs of inflation, the potential for a faster pace of U.S. fed funds rate hikes, and a rising federal 
deficit pushed yields 20–30 basis points higher across the Treasury curve. 

n	  The move to higher rates led to negative returns across most segments of the municipal bond index during the month, while bonds 
with maturities shorter than five years generated positive returns. 

n	  Investment-grade general obligation bonds slightly outperformed investment-grade revenue bonds (partially due to their shorter 
duration), while shorter-duration and high-yield bonds generally outperformed longer duration, investment-grade bonds. 

MUNI MARKET MONITOR
As of January 31, 2018

RETURNS FOR BLOOMBERG BARCLAYS MUNICIPAL BOND INDEXES

Source: Bloomberg. 
*As represented by Bloomberg Barclays indexes for each category (see “Important Information” below).
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the asset classes depicted in this chart 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 un-
managed, do not reflect the deduction of fees or expenses and expenses, and are not available for direct investment.

Benchmark* January 2018 Returns 3-Year Annualized Returns
Municipal Index -1.18% 3.29%
Municipal Index GO Bond Index -1.21% 2.94%
Municipal Index Revenue Bond Index -1.30% 3.66%
Municipal Index High Yield -0.94% 4.77%
Municipal Index 1-5 Year 0.14% 1.17%
Municipal Index 1-15 Year -1.01% 2.91%
Municipal Index Long Bond (22+ Years) -1.84% 4.74%
Municipal Index California Tax Exempt -1.20% 3.25%
Municipal Index New Jersey Tax Exempt -1.16% 3.77%
Municipal Index New York Tax Exempt -1.18% 3.24%

YIELD CURVE CHANGES FOR ‘AAA’ RATED GENERAL OBLIGATION BONDS

Source: Thomson Reuters MMD.
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n		Municipal yields moved higher at most points on the curve during January 2018.

n		The yield curve steepened, as rates on longer bonds increased by 30 basis points, while rates on bonds maturing in four years or 
less declined slightly.
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MONTHLY INVESTMENT FLOWS INTO MUNICIPAL BOND MUTUAL FUNDS, FEBRUARY 2017–JANUARY 2018

Source: J.P. Morgan.
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n	Municipal bond fund flows were positive in January, extending the trend of inflows reported during every month in 2017. 

n	Municipal bond fund cash inflows were just under $4.0 billion in January.

n	 Inflows were primarily generated by long- and intermediate-term funds, with high-yield funds gathering a smaller portion.

MUNICIPAL BOND YIELD RATIOS VERSUS U.S. TREASURIES OF COMPARABLE MATURITY

Source: Thomson Reuters MMD.

Maturity 12/29/2017 01/31/2018 Jan. 2018  
High

Jan. 2018  
Low

5-Year  
Average

5-Year  
High

5-Year  
Low

2-yr 82.5% 72.1% 81.3% 71.7% 86.9% 147.1% 54.2%

5-yr 76.0% 72.6% 74.7% 69.8% 80.6% 114.5% 62.3%

10-yr 82.6% 86.4% 86.4% 80.4% 93.2% 108.9% 79.3%

30-yr 93.1% 99.0% 99.0% 90.7% 101.5% 120.3% 86.0%

n		‘AAA’ muni/Treasury ratios decreased at the short end of the curve, but increased at the long end, as longer-maturity municipal 
bonds underperformed Treasury bonds during the month.

n		The outperformance of municipals on the short end occurred because of positive fund flows and lower municipal bond issuance, 
which, at $17 billion, was 45% lower than January 2017. 

n		January’s modest supply reflected the large number of new issues expected to come in 2018 that were pulled ahead to December 
2017, owing to uncertainties around pending U.S. tax legislation.
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IMPORTANT INFORMATION
These commentaries 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, and should not be used as the 
basis for any investment decision. 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.

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee.

The data contained herein is being provided for informational purposes only and is intended to illustrate certain information analyzed during the research process. It does not constitute a recommendation nor 
investment advice, and should not be used as the basis for any investment decision. 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.
Risks to consider: The municipal market can be affected by adverse tax, legislative, or political changes, and by the financial condition of the issuers of municipal securities.

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. 

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.

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

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

The Bloomberg Barclays Municipal Bond Short 1-5 Year Index is the Muni Short 1-5 year component of the Bloomberg Barclays Municipal Bond index. 

The Bloomberg Barclays Municipal 1-15 Year Index is a maturity-specific component of the Bloomberg Barclays Municipal Bond Index. 

The Bloomberg Barclays High Yield Municipal Bond Index is an unmanaged index consisting of noninvestment-grade, unrated or below Ba1 bonds. 

The Bloomberg Barclays 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 Thomson Reuters Municipal Market Data (MMD) AAA Curve (featured at the bottom of page 9) 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.

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 
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 pro-
hibited 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. 

11



www.lordabbett.com/munis

IMPORTANT INFORMATION 
 
The opinions in The Muni Quarterly 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.
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.

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.
Copyright © 2018 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.
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