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ILLINOIS: BACK FROM THE BRINK?
by Eric Friedland,
Director of Municipal Bond Research

Can Illinois extricate itself from crushing debt and pension obligations?
After a series of credit rating agency downgrades and credit deterioration, Illinois
had the unique distinction of entering its third year without a budget, and was about
to become the only U.S. state with a junk-bond rating. However, on July 7, 2017,
Democrats who control the legislature and almost a dozen of Republican governor
Bruce Rauner’s fellow Republicans voted to override his vetoes of a $36 billion
spending plan and across-the-board tax hikes, enacting a budget for the first time
since mid-2015. This saved the state from an immediate downgrade, but action still
needs to be taken to avoid facing such a move in the future. On July 10, 2017, Illinois
state treasurer Mike Frerich (a Democrat) urged Rauner to undertake a five-step
plan, lest the credit agencies possibly plunge Illinois into junk-bond status, which
would result in higher borrowing costs for the state.
Rauner rejected Frerich’s suggestions, so the state legislature still has much work
to do, as it will face the challenge of addressing unfunded pensions, school funding,
and containing outstanding bills. The legislature has been able to avert a crisis; now it
needs to demonstrate a willingness to avoid further brinksmanship and forge a path
toward improved credit quality, or the state’s debt could be downgraded.
HOW ILLINOIS DIFFERS FROM PUERTO RICO AND DETROIT
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Legislators need to
demonstrate a willingness to
avoid further brinkmanship.

Prior to the budget passage, the credit quality of the state’s general obligation (GO)
bonds continued to deteriorate. (See chart.) Although often compared with the other
prominent examples of municipal distress, Puerto Rico and Detroit, in particular,
Illinois’s woes stemmed from a lack of political will, rather than the kind of economic
pressure faced by those other credits. For the past four years, there has been a standoff
between Rauner and the Democratic-controlled House of Representatives, led by
Speaker Michael Madigan.
Even without a budget, the state was able to continue spending, which led to
growing budget deficits and soaring accounts payable. All three major credit ratings
agencies put Illinois’s ratings outlook on negative, and each warned that downgrades
were imminent if a budget was not passed by the June 30th fiscal year-end. At
current rating levels (as of July 20, 2017)—‘Baa3’ and ‘BBB-’ from Moody’s and
Standard & Poor’s, and ‘BBB’ from Fitch—a one-notch downgrade by the first two
agencies would result in the rating falling to below investment grade, which would
be a first for a U.S. state since 1970.
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HOW ILLINOIS SLID DOWN THE RATINGS SCALE
State of Illinois’s general obligation bond ratings history
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From a political standpoint, the main sticking point came down
to the governor’s insistence that any income tax increases to align
revenue and spending had to be coupled with what he viewed as
pro-growth economic measures, such as a statewide cap on local
property taxes, a workers’ compensation overhaul, and public
pension reforms. The deadlock led to a government that had been
unwilling to balance financial operations and fund its pension
debts, and led to a rapidly intensifying liquidity crisis.
AXIS OF TAXES
Illinois’s road to fiscal peril was protracted, and started well
before Rauner became governor. However, the expiration of the
temporary income tax increase in January 2015, which had been in
place since 2011, can be cited as the event that pushed the state’s
budget into crisis. Without an extension, the personal income tax
rate declined, to 3.75% from 5.00%, and the corporate income tax
rate fell, to 5.25% from 7.00%. This resulted in an annual revenue
loss of $5 billion on an ongoing basis, as lawmakers failed to agree
on replacement revenues or reduce expenditures.
As such, a structural deficit emerged that required more than
$2 billion in nonrecurring measures to balance the budget for
fiscal year 2016. By the end of fiscal 2016, the general fund’s
deficit was approximately $3.5 billion, or 11% of expenditures.
With no budget in place for fiscal year 2017, a stopgap plan was
put in place that included funding for full-year kindergarten
through twelfth-grade education and critical state operations, but
only partial appropriations for many other programs. For fiscal
year 2017, a $6.4 billion deficit is expected, which would be equal
to 17% of expected expenditures.

PAIN MANAGEMENT
The lack of a budget has resulted in a massive buildup in
unpaid bills by the state. In order to manage revenue shortfalls
and cash-flow pressures, claims that are not covered by court
orders or consent decrees have been delayed. At the end of fiscal
year 2017, payables that were overdue had reached $14.7 billion,
having increased from $5.5 billion in April 2016. The payment
delays weakened the state’s commitment to public higher
education, as funding cuts resulted in lower enrollment, higher
tuition, and employee furloughs. Further, human services
providers were forced to close underfunded facilities that were
used by those who were less well-off among the electorate.
Unlike the tax expirations, which may be a short-term issue,
the state will be burdened with pension plans that are among the
worst funded in the nation, and for a long time to come. In 2015,
Moody’s reported that Illinois’s adjusted net pension liability
equaled to $193 billion, or 2.9 times revenue. This was 50%
higher than the next-highest state, Connecticut. Pension
payments account for a significant portion of the general fund’s
expenditures (22%) and are on a rising trajectory. Compounding
the problem is the fact that efforts for reform have been hindered
by the state’s strong constitutional protections for pensions.
DESPITE GROWING UNCERTAINTY, DEFAULT RISK
REMAINS LOW
Investors historically have taken comfort in the strong legal
protections afforded to Illinois’s GO bonds. Pursuant to the state
constitution, all general fund revenues are pledged to the repayment of GO bonds, prior to the payment of all other expenditures.
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By statute, revenues needed to pay debt service are required to be set aside monthly and deposited into a separately held GO bond
retirement and interest fund. These monthly receipts are large enough to cover annual GO debt service by more than 10 times.
However, there was growing uncertainty as to whether the state would remain willing to fund GO debt service if liquidity
continued to diminish in absence of a budget. Political pressure to fund core services could have forced legislators to suspend monthly
deposits to, or borrow from, debt-service funds, and/or consider reducing annual pension contributions. None of these actions were
likely, but if they had been triggered, they would likely have resulted in negative credit rating actions. (As an aside, in contrast to
Illinois, Puerto Rico has taken these actions.)
Another positive for investors is the fact that the state economy is diverse and should be able to generate additional tax revenues and
support additional debt. According to the U.S. Bureau of Economic Analysis, Illinois’s income per capita ranked fourteenth in the United
States, and was 105% of the national average. In addition, the U.S. Census Bureau shows that 65% of Illinois’s residents live in the
Chicago metropolitan area (home to numerous corporate headquarters). That being said, the budget impasse has had a negative economic
impact. There has been an accelerating trend of out-migration during the last three years. Among the five largest states, only Illinois had a
population decline (-0.3%) in 2015. In addition, Illinois’s rate of nonfarm payroll growth in 2016 ranked fortieth among the states.
Still, default risk remains low, as the state’s ability to service its debt and recover from its budget stalemate remains intact. Most of the
current budget deficit can be closed through the restoration of prior income tax rates and better managing expenditures. In addition, the
state’s debt burden remains manageable, and there is substantial liquidity outside of its general fund. Finally, long-term economic prospects
are relatively good, as the economy is well balanced across employment sectors and is home to the nation’s third-largest city, Chicago.
However, with other states facing similar economic challenges, most notably Connecticut, Kentucky, and New Jersey, pressure for
public pension reform is likely to increase. We will explore this topic in future articles.

Entrance-fee models require a large refundable entrance fee and
monthly fee, reflective of health care provided.

CCRCs: FINDING VALUE
IN A KEY SEGMENT OF
SENIOR LIVING

The CCRC industry benefits from strong management and a
flexible business model. However, the industry is sensitive to
housing market and stock market performance. We can divide
the market into two primary categories, greenfield (i.e., startup)
and expansion projects, to provide a framework for discussing
credit factors.

by Bridget Young, Research Analyst
Continuing Care Retirement Communities (CCRCs) were
introduced in the United States in the 1970s in response to a
growing desire among Americans to “age in place.” These
communities, which serve persons age 65 and older, typically
provide a range of capabilities, including independent living,
assisted living, memory care, and skilled nursing.
We believe that CCRCs present an attractive investment
opportunity in the high-yield tax-exempt municipal market.
To mitigate the risk associated with investing in this below-investment-grade sector, we perform in-depth analysis to identify the
optimal investment candidates. What follows is a look at key
financial and operational features of CCRCs, and the factors that
inform our analysis of the sector.

Greenfield CCRCs: Bonds issued to finance these projects
offer attractive investment yields to compensate for the increased
risks of new construction costs and attracting a sufficient number
of residents. The most favorable borrower is one with existing
senior living assets that provides an equity contribution to the
new CCRC project. The development team should include a
developer, marketing staff, architect, contractor, and project
manager with extensive senior living experience. Contract
provisions should have price guarantees, payment and performance bonds, and liquidated damages.

A QUICK GUIDE TO EVALUATING CCRCs

Baby boomers are expected to enter CCRCs in force
in about 15 years.

The two most common payment models for these facilities are
rental and entrance fee. In a rental model, residents pay a
monthly fee for access to the services they receive. Rental models
usually serve residents in the final years of life. In contrast,
entrance-fee CCRCs typically serve a client base that makes an
early decision on a retirement lifestyle. Residents move in when
they can still live independently, and then move through the
continuum of care available in the community as they get older.

To evaluate the competitive landscape, we consider the types
of senior living facilities (entry fee versus rental), occupancy, the
quality of competitive offerings within the primary market area,
and potential for new entrants. We review legal covenants of bond
issues to determine if they provide adequate legal protection.
Financials typically are evaluated to determine if projections are
achievable and what minimum level of performance is required
to meet debt service.
3
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Expansion CCRCs: Expansion projects offer less risk. Often, expansion projects reflect a need to increase the number of independent living units, upgrade the amenities, or replace/modernize the on-site healthcare facility. For projects that increase the number of
independent living units, we evaluate the appropriateness of the units for the area (apartment, cottage, or villa), size and quality of
units (larger units with upgraded kitchens are in higher demand), and price of the units (significant price increases may be difficult to
market). For non-revenue-generating projects such as upgrades or modernization efforts, we examine the impact to financial metrics.
While initially these projects may weaken an operator’s financials, failure to invest in upgrades or modernization will, ultimately,
erode occupancy—and pricing power.
In expansion projects, management is likely to serve as the developer, project manager, and marketing team. Contractors should be
experienced in senior living, and contract provisions should be similar to the terms required in a startup project. The construction
timeline is evaluated to determine if expectations for completion and occupancy targets are achievable. Depending on the size of the
project, the risk of delay is somewhat mitigated by existing operations.
The focus of the financial analysis for expansion projects is on the overall debt and liquidity profile and the operator’s ability to
meet debt-service requirements without growth. In addition, we will evaluate the operational changes that are expected to be driven
by the expansion, such as improved occupancy, reduced reliance on entrance fees, and improved payor mix (that is, a higher percentage of revenues from private insurers or direct payments from occupants).
TRACKING INDUSTRY TRENDS
The senior living industry has operated in a stable environment thanks to recent developments, including good housing values, a
stronger stock market, and an aging population. These factors are contributing to good financial performance and modest growth.
According to real estate firm Marcus & Millichap, the national stabilized occupancy rate at CCRC centers is expected to rise 0.2% in
2017, to 91.1%. The average monthly rent also is forecast to climb 2.7% year over year, to $3,189 per month.
The industry’s future challenges include an evolving retiree population with a different financial profile—and changing lifestyle
preferences. Baby boomers are expected to enter CCRCs in force in approximately 15 years. Boomers’ financial profile will reflect
the transition to 401(k)s as the main retirement savings vehicle. Boomers also prefer a high-service environment, want to maintain
connections with the world outside their retirement communities, are tech savvy, and are focused on wellness.
Operators of CCRCs already have begun to change their product offerings to meet these new demands, with extended learning
options, wellness facilities, state-of-the-art fitness facilities, concierge services, and fine dining. Other ways that CCRCs may adapt
include co-housing, distributed housing, and multigenerational developments.
Not all CCRCs that we evaluate will meet our strict criteria. However, we will continue to evaluate broader market trends and
individual offerings, carefully scrutinizing CCRC firms’ operations, finances, and credit quality in order to select the best investment
opportunities with the most attractive risk/reward profiles.

STABLE READINGS FOR
NUCLEAR UTILITIES
AFTER WESTINGHOUSE
BANKRUPTCY
by Gary Huang, Research Analyst
During recent years, public power has tended to be one of the
quieter sectors within the tax-exempt municipal-bond market.
Almost every municipal electric utility in the United States holds an
investment-grade rating because of strong credit fundamentals and
considerations such as the essential public services they provide, their
monopolistic advantages, and unregulated rate-setting authority.

Much of the costs have already been passed on
to ratepayers.

However, over the past several months, two municipal entities
have been making the headlines: South Carolina Public Service
Authority (known as Santee Cooper) and Municipal Electric
Authority of Georgia (MEAG). MEAG and Santee Cooper are
minority owners of two nuclear projects originally being constructed
by Westinghouse Electric Company. MEAG is a 22.7% owner of
the Alvin W. Vogtle Electric Generating Plant (Vogtle) in Georgia,
and Santee Cooper is a 45% owner of the Virgil C. Summer Nuclear
Generating Station (V.C. Summer) in South Carolina.
Under the construction contracts with the projects’ respective
owners, Westinghouse and its parent company, Toshiba, agreed to
pay the majority of any cost overruns out of their own pockets.
Unfortunately, there were significant construction delays and
billions of dollars in cost overruns, due in part to Westinghouse’s
use of new and unproven technology and to its alleged general
mismanagement of the construction process. As a result of this
history, on March 29, 2017, Westinghouse filed for Chapter 11
bankruptcy protection, and Toshiba, which provides guarantees
for Westinghouse’s obligations associated with the projects, may
4
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follow suit in the near future as well. So, to be clear, it was the
firm responsible for building the new plants that declared
bankruptcy, not the municipal bond public power credits, which
are still rated well into the investment-grade range of the market.
GENERATING UNCERTAINTY
Westinghouse’s bankruptcy filing has resulted in significant
uncertainty for both nuclear projects, and has given MEAG and
Santee Cooper, as minority owners, some unwanted publicity.
With both projects projected to be several years away from
completion, the owners currently are in the process of determining whether to abandon or to proceed with construction. If they
decide ultimately to continue, it likely will be under new
construction terms and with a new contractor, as Westinghouse is
not expected to stay on in that role. There also may be a new and
longer construction time frame, at much higher projected costs.
Billions of dollars already have been spent on construction,
and much of the costs already have been passed onto constituents
(ratepayers) within the owners’ service areas through higher
power rates. In reaction, there has been a growing outcry from
constituents as they realize that they have been pre-paying for the
construction of a generating asset that may, ultimately, never
provide any service to them, but it has always been a part of their
contracts to absorb these costs. The owners will have to weigh
very significant short-term costs versus long-term gains that
could be derived from new, state-of-the-art nuclear plants.
Despite the headlines, MEAG and Santee Cooper both
continue to hold strong investment-grade ratings from the credit
rating agencies. Since Westinghouse’s bankruptcy filing, none of
the rating agencies have downgraded outstanding MEAG or
Santee Cooper bonds. As such, their ratings remain in the
‘AA’/‘A’ categories. Although such ratings cannot be guaranteed
in the future, for decades now, both MEAG and Santee Cooper
have been reliable wholesale electric utilities, with a plethora of
operational generating assets. Both utilities serve broad, preexisting service areas, and have, without needing regulatory approval,
the ability to pass on costs to ratepayers. Under contractual
agreements (known as power sales contracts) municipalities
purchase power from MEAG and Santee Cooper on a long-term
basis; the municipalities then charge their ratepayers, as needed,
in order to repay MEAG and Santee Cooper.
We hold the municipal bonds of Santee Cooper and MEAG in
market weights of less than 1%, as of May 31, 2017 in some of our
mutual fund tax-exempt portfolios. (See table.)
Up to this point, we have been discussing the inherent credit
strengths of MEAG and Santee Cooper as though there were
little differentiation between the two. However, in our internal
credit analysis, we do differentiate between their relative
strengths and weaknesses.

South Carolina Public Service Authority (Santee Cooper)
Fund (As of 5/31/2017)
Lord Abbett Short Duration Tax Free Fund
Lord Abbett Short Duration HY Muni Bond Fund
Lord Abbett National Tax Free Fund
Lord Abbett AMT Fund
Lord Abbett Intermediate Tax Free Fund

Weight

0.35%
0.71%
0.57%
0.41%
0.03%

Municipal Electric Authority of Georgia (MEAG)
Fund (As of 5/31/2017)
Lord Abbett Intermediate Tax Free Fund
Lord Abbett Short Duration Tax Free Fund
Lord Abbett Short Duration HY Muni Bond Fund

Weight

0.27%
0.47%
0.14%

The Funds’ portfolios are actively managed and, therefore, their holdings and the weightings of a particular issuer or
particular sector as a percentage of portfolio assets may change significantly over time. Sectors may include many
industries. Please refer to www.lordabbett.com under the “Portfolio” tab for a complete list of holdings of the Funds,
including the securities discussed above.
Note: Westinghouse and Toshiba securities referenced in this article are not held in any Lord Abbett mutual funds
managed by Lord Abbett as of May 31, 2017. No representation is being made that such securities may or may not
be held in the future. References to these 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 or assume that
investments in the securities were or will be profitable.

POWER POSITIONS
MEAG’s relative advantages over Santee Cooper are 1) its
lower exposure to nuclear project construction; 2) stronger
power sales contracts; 3) greater perceived flexibility to raise
rates; and 4) a smaller industrial revenue base.
Santee Cooper’s relative advantages over MEAG are its
currently slightly stronger financial profile, driven by a higher
debt service-coverage ratio and generally stronger municipalities.
In our opinion, the main credit risk in the immediate term is
related to the potentially significant cost overruns of the nuclear
projects. With Westinghouse’s bankruptcy filing, cost overruns
going forward may need to be absorbed by owners. In turn, these
owners would have to pass on the additional costs to ultimate
ratepayers. While Santee Cooper and MEAG have unlimited
rate-setting authority, they are no doubt cognizant of the political
implications of significant rate increases on ultimate ratepayers
especially if they never finish the plants. So, while both Santee
Cooper and MEAG theoretically can raise rates as high as
necessary, in practice, this may not necessarily be desirable.
We expect MEAG and Santee Cooper to remain in the
headlines for the medium term, given the uncertainty that
remains regarding the state of the projects and the ongoing
Westinghouse bankruptcy. As we mentioned earlier, these types
of headlines are not the norm for the typically sleepy public-power sector, but we emphasize again that, even with
ongoing headline risk, we continue to view MEAG and Santee
Cooper to be sound, investment-grade credits and we expect
them to stay that way after the ultimate decisions on completion
of the plants are reached.
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PRIVATE COLLEGES STAY ON COURSE AMID TUITION DISCOUNTING
by Yeida Reyes, Research Analyst

Overall, the private education sector has a wide range of
attractive opportunities for municipal bond investors. However,
there are trends in some of the smaller, more stressed portions of
the sector that require more extensive research. Investors need to
fully understand these dynamics in order to identify the best
investments. One thing to watch carefully, for example, is tuition
discounting, which is a growing, and troubling, trend among U.S.
private higher institutions of learning. As institutions award a
growing sum of financial aid in the form of grants and scholarships,
the rate of discounting—the amount awarded as a percentage of the
school’s published tuition price—has escalated to record highs.

Current levels of discounting are unsustainable for
many schools.
Just as retail stores face tough competition and often are
forced to offer sale pricing to move merchandise, colleges and
universities experience similar competitive pressures. According
to a recent study by the National Association of College and
University Business Officers (NACUBO), the average tuition
discounting rate has increased by 27% in the last decade, with
the pace of growth accelerating in the past four years.

Although published prices for college tuition are growing,
net tuition dollars, for many institutions, are falling. For
example, St. Lawrence University’s published tuition price in
2015 was $49,060 per year but the upstate New York school
collected an average of just $22,600 per student—an effective
discount rate of 54%. The published price represented an
increase of 4% over 2014. Actual tuition receipts, however, were
flat, year over year—reflecting the higher costs of acquiring each
new student through increased discounting.
DISCOUNTS AND DEMOGRAPHICS
While wealthy, well-known schools have been using their
vast resources to aggressively discount in order to attract a
wider array of students and to compete with their peers, less
prestigious institutions have been increasing discounting, not
because they can but, rather, because they must in order to
maintain or increase enrollment. Unfortunately for many
such schools, discounting has seen mixed results. According
to a NACUBO survey, 58% of institutions that rely on
discounting reported no gain in enrollment, and, in some
cases, posted a loss.
A key reason for falling enrollment is simple demography:
college-enrollment levels are declining due to trends in the

PRIVATE COLLEGES AND UNIVERSITIES ARE DISCOUNTING SHEEPSKINS
Tuition discount rate for the school years 2005–06 through 2016–17 (estimated)

Tuition Discount Rate

55%

First-Time, Full-Time Freshmen

All Undergraduates

50%

44.3%

45%

40%

35%

38.0%
34.3%

38.6%
35.1%

39.1%

39.9%
36.9%

34.7%

41.6%

42.0%

36.1%

36.4%

38.6%

44.8%
40.2%

46.4%

39.8%

47.1%

41.3%

48.0%
43.0%

49.1%
44.2%

30%
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17*
Source: National Association of College and University Business Officers (NACUBO) Tuition Discounting Study, 2005–2016; data are for the fall of each year.
*Preliminary estimate.

6

www.lordabbett.com/munis

population of U.S. high-school graduates. The high-school age population has fallen almost 2% since 2010, with the largest
declines seen in the Northeast (-6%) and Midwest (-3.5%). This has led to total higher education enrollment falling by 2.4
million students since 2011.
These trends are not close to reversing, with no upswing likely until 2023, according to projections from the Western Interstate
Commission for Higher Education. When demographic trends for high-school graduates do begin to increase again, much of the
growth is expected to come from minority populations with lower incomes—precisely the types of students who will require
significant financial aid and thus provide little relief to institutions looking to fill classroom seats at full price.
With thousands of private institutions chasing an ever-diminishing pool of matriculating students, competition for enrollment has
increased. Schools closest to the proverbial fire are lesser-known institutions with weaker value propositions—particularly smaller,

DISCOURAGING TRENDS IN HIGH-SCHOOL GRADUATION NUMBERS
Total U.S. public and private high school graduates, by region for the school years 2000–01 through 2030–31

NORTHEAST
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VT

WEST

AK

HI

SOUTH
1,352,600

Number of Graduates (Millions)

1.4

SOUTH

1.2

1.0

0.8

862,000

776,820

MIDWEST

647,036

NORTHEAST

0.6

0.4
2000-2001

WEST

2010-2011

2020-2021

2030-2031

Source: National Student Clearinghouse and Western Interstate Commission for Higher Education. Lighter line colors indicate actual data; darker colors indicate
projected figures.
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regional schools that draw from local populations in the Northeast and Midwest, where demographic trends have hit hardest. Since
these institutions often struggle to compete on quality of education and overall reputation, they are increasingly forced to vie for
students based on price. Indeed, the largest increases in tuition discounting over the last five years have been seen at small (1,300
students on average), less selective (70% acceptance rate on average) schools that were facing declining enrollment along with
significant operating deficits (10% on average).
COURSE CORRECTIONS
Institutions that can adapt to market demands and provide a clear value proposition by offering new, practical programs that improve
job prospects and earning power should be less reliant on discounting moving forward. Babson College, a small Massachusetts school of
just 2,800 students, provides a good case study. Despite its highly competitive location, with challenging demographic trends, the school’s
focus on business and entrepreneurship has helped it attract a geographically diverse student base (73% come from outside of New
England), while maintaining stable enrollment and a low tuition discounting rate of just 24%.
Alternatively, Cabrini University—a school of similar size in Pennsylvania—continues to struggle to demonstrate its value.
Declining demand for its core teacher certification program and lack of significant differentiation have necessitated tuition
discounting of 43%, despite an endowment per student of only $25,000, and resulted in recurring deficits since 2013 and a current
operating shortfall of 22%. Any economic headwinds, including but not limited to a recession, could further deteriorate the
market positions and credit qualities of such schools.
While discounting can be an alluring and often unavoidable short-term strategy to maintain enrollment, the drastic levels of
discounting observed in recent years are unsustainable for schools with limited resources, high fixed-cost structures, and burdensome debt levels. This is creating a divergence in credit quality—and, potentially, an opportunity for investors who understand
these dynamics.

Want to learn more about our municipal bond strategies?
Contact the Lord Abbett Advisor Solutions Team at 888-522-2388 or e-mail us at smaclient@lordabbett.com.
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MUNI MARKET MONITOR
For the quarter ended June 30, 2017
RETURNS FOR BLOOMBERG BARCLAYS MUNICIPAL BOND INDEXES, AS OF JUNE 30, 2017

Benchmark*

2Q 2017 Returns (%)

3-Year Annualized Returns (%)

Municipal Index

1.96%

3.45%

Municipal Index GO Bond Index

1.80%

2.98%

Municipal Index Revenue Bond Index

2.19%

3.86%

Municipal Index High Yield

1.99%

5.94%

Municipal Index 1-5 Year

0.56%

1.12%

Municipal Index 1-15 Year

1.81%

3.00%

Municipal Index Long Bond (22+ Years)

2.75%

5.14%

Municipal Index California Tax Exempt

2.04%

3.49%

Municipal Index New Jersey Tax Exempt

2.13%

3.22%

Municipal Index New York Tax Exempt

1.98%

3.54%

Source: Bloomberg.
*As represented by Bloomberg Barclays 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 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 unmanaged, do not reflect the
deduction of fees or expenses and expenses, and are not available for direct investment.
n

 unicipal bonds continued their strong performance in the second quarter of 2017. The Bloomberg Barclays Municipal Bond
M
Index returned 1.96%, outperforming the 1.45% return of the taxable Bloomberg Barclays U.S. Aggregate Bond Index.

n

All of the categories represented by Bloomberg Barclays municipal bond indexes saw positive returns. Investment-grade revenue bonds

outperformed GOs, while longer duration and lower rated bonds generally outperformed shorter duration, higher quality bonds.

n

 acro factors, such as lower inflation readings, reduced expectations for future policy changes from the U.S. Federal Reserve (Fed),
M
and weaker-than-expected GDP growth, helped push interest rates lower.

YIELD CURVE CHANGES FOR ‘AAA’ RATED GENERAL OBLIGATION BONDS
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n

Although short-term U.S. Treasury rates increased slightly, due to the June rate hike by the Fed, long-term rates declined as economic

data continued to disappoint.

n

Within


the municipal-bond market, rates declined across the curve during the second quarter. However, the yield curve flattened,
as long-term yields declined more than short-term yields.
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MONTHLY FLOWS INTO MUNICIPAL BOND MUTUAL FUNDS, MARCH 2016–MARCH 2017

Net Investment Flows ($ in mil.)
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n

Municipal-bond


n

The


fund flows were positive in the second quarter, extending the trend of inflows reported during the first quarter.

largest share of the positive flows for the first half of the year was derived from the high-yield segment of the market,
followed by the intermediate-term category.

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

Maturity

06/30/2017

12/30/2016

2Q17
High

2Q17
Low

5-Year
Average

5-Year
High

5-Year
Low

2-yr

76.3%

100.8%

83.1%

67.2%

92.1%

147.1%

54.2%

5-yr

71.8%

92.7%

83.0%

67.8%

84.1%

121.9%

62.3%

10-yr

86.5%

94.3%

95.2%

83.9%

95.0%

117.6%

81.0%

30-yr

98.2%

99.3%

102.7%

93.7%

101.9%

120.3%

86.0%

Source: Thomson Reuters MMD.
n

All ‘AAA’ muni/Treasury ratios declined, as municipals outperformed Treasuries in the second quarter.


n

The outperformance was supported by lower new municipal issuance and positive flows into muni mutual funds.


n

In our view, the ratios indicate that municipal bond yields are range from fairly valued to slightly rich relative to Treasury yields,

depending upon the maturity.
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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. The examples
provided are hypothetical, are for illustrative purposes only, and are not indicative of any particular investor situation.
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.
A Note about Risk: The value of an investment in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to
rise. As rates rise, prices tend to fall. Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The municipal bond market may be impacted by
unfavorable legislative or political developments and adverse changes in the financial conditions of state and municipal issuers or the federal government in case it provides financial support to the municipality.
Income from the municipal bonds held could be declared taxable because of changes in tax laws. Certain sectors of the municipal bond market have special risks that can affect them more significantly than the
market as a whole. Because many municipal instruments are issued to finance similar projects, conditions in these industries can significantly affect an investment. Income from municipal bonds may be subject
to the alternative minimum tax. Federal, state and local taxes may apply. Investments in Puerto Rico and other U.S. territories, commonwealths, and possessions may be affected by local, state, and regional
factors. These may include, for example, economic or political developments, erosion of the tax base, and the possibility of credit problems. There is no guarantee that markets will perform in a similar manner
under similar conditions in the future.
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 3-15 Year Blend A or Better Index is a component of the Bloomberg Barclays Municipal Bond Index. Bonds included in the index have remaining years to maturity
between 2 and 16.9999, and for each of the 3 rating agencies (S&P, Moody’s Fitch) having a rating of either A3 or better, or not rated.
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 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 Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated.
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.
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.
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INVESTMENT-LED. INVESTOR-FOCUSED.

IMPORTANT INFORMATION

ADDITIONAL DISCLOSURE FOR WESTINGHOUSE BANKRUPTCY BRINGS TWO MUNICIPAL UTILITIES INTO FOCUS
The securities referenced are for informational purposes only and are intended to illustrate certain information analyzed during the research process. The information provided does not constitute a
recommendation or investment advice, and should not be used as the basis for any investment decision. The Funds’ portfolios are actively managed and, therefore, their holdings and the weightings of
a particular issuer or particular sector as a percentage of portfolio assets may change significantly over time. Sectors may include many industries. It does not constitute a recommendation or an offer
for a particular security or fund, nor should it be taken as a solicitation or recommendation to buy or sell securities or other investments.
Fund Risks
High Yield Municipal Bond Fund, National Tax Free Fund-AMT Free Municipal Bond Fund- Intermediate Tax Free Fund, Short Duration Tax Free Fund
The value of an investment in each Fund will change as interest rates fluctuate in response to market movements. When interest rates rise, the prices of debt securities are likely to decline, and when
interest rates fall, the prices of debt securities tend to rise. High-yielding non-investment grade bonds involve higher risk than investment grade bonds. Adverse conditions may affect the issuer’s
ability to pay interest and principal on those securities. A portion of the income derived from the Fund’s portfolio may be subject to the alternative minimum tax. Any capital gains realized may be
subject to taxation. Federal, state, and local taxes may apply. There is a risk that a bond issued as tax-exempt may be reclassified by the IRS as taxable, creating taxable rather than tax-exempt
income. In addition, the Fund is subject to other types of risks, such as call, credit, liquidity, interest rate, and general market risks. The Funds may invest in bonds of issuers in Puerto Rico and other
U.S. territories, commonwealths, and possessions, and 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. Stockholders should consult with their tax advisor for more specific information on taxation.
The AMT Free Municipal Bond Fund does not invest in any AMT triggering private activity bonds. Short Duration High Yield Municipal Bond Fund invests substantially in lower-rated municipal
bonds (commonly referred to as “below investment grade,” “high yield,” or “junk bonds”). High-yield securities carry increased risks of price volatility, illiquidity, and the possibility of default in the
timely payment of interest and principal. High-yield municipal bonds are subject to greater risk of loss of income and principal than higher-rated securities, and are likely to be more sensitive to
adverse economic changes or individual municipal developments than those of higher-rated securities. The Fund concentrates on high-yield municipal bonds with shorter maturities and durations,
which carry heightened credit risk, liquidity risk and potential for default. In addition, because the Fund is non-diversified, it will be more exposed to risks from a single adverse economic, political, or
regulatory event than a diversified fund. A portion of the income derived from the Fund’s portfolio may be subject to the alternative minimum tax. Any capital gains realized may be subject to taxation.
Federal, state, and local taxes may apply. There is a risk that a bond issued as tax-exempt may be reclassified by the IRS as taxable, creating taxable rather than tax-exempt income. In addition, the
Fund is subject to other types of risks, such as call, credit, liquidity, interest rate, and general market risks. The Fund may invest in derivatives, which are subject to greater liquidity, leverage, and
counterparty risk. The Fund may invest in Puerto Rico and other U.S. territories, commonwealths, and possessions, and 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. These factors can affect Fund performance. The fund performance history at this time is
very limited; therefore, performance achieved during its initial period of investment operation may not be replicated over longer periods and may not be indicative of how the Fund will perform in the
future. Past performance is no guarantee of future results.

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 herein is not directed at any investor or category of investors and is provided solely as general information about our products and services and to otherwise provide general investment
education. No information contained herein should be regarded as a suggestion to engage in or refrain from any investment-related course of action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”)
is not undertaking to provide impartial investment advice, act as an impartial advisor, or give advice in a fiduciary capacity with respect to the materials presented herein. If you are an individual retirement
investor, contact your financial advisor or other non-Lord Abbett fiduciary about whether any given investment idea, strategy, product, or service described herein 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 © 2017 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.
Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com

NOT FDIC INSURED. MAY LOSE VALUE. NO BANK GUARANTEE.

For more information, visit us at lordabbett.com.
12

www.lordabbett.com/munis

MUNI-QUARTERLY-0817

