
This communication is provided for informational purposes only. UMB Bank, n.a. and UMB Financial Corporation are not liable for any errors, 
omissions or misstatements. This is not an offer or solicitation for the purchase or sale of any financial instrument, nor a solicitation to 
participate in any trading strategy, nor an official confirmation of any transaction. The information and opinions expressed in this message are 
solely those of the author and do not necessarily state or reflect the opinion of UMB or UMB Financial Corporation.  Products offered 
through UMB Bank, n.a. Investment Banking Division are: NOT FDIC INSURED | MAY LOSE VALUE | NOT BANK GUARANTEED

UMB Bank n.a., 1010 Grand Boulevard, Kansas City, MO 64106         866.651.9262 

INVESTMENT BANKING DIVISION | SINCE 1928

Portfolio Points 
February , 2018 

Municipal Bonds: Then and Now

It has been a very interesting start of the New Year for Municipal Bonds. December finished strong
as Tax Reform Legislation took center stage. The Tax Reform bill pushed the time line up for issuers
coming to market fearing that Private Activity Bonds and Advance Refunding Bonds could be
eliminated as early as January 1, 2018. Although Private Activity Bonds were not eliminated in the
Tax Reform bill, Advance Refunding Bonds were.

As a result, as you can see in the graph below “Supply: Issuance Surges in December to Record,” many
Issuers took advantage of the lower interest rate environment and brought approximately $62.5
billion in new municipal issuance to market during the month of December which made December a
record month for issuance ever.
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Subsequently, this kept the typical low January supply even lower creating a scarcity in volume shown
in the graph below “Muni Issuance Drought.” You can see that the January issuance in 2018 was the
lowest issuance for the past seven years. The last time a similar slump in supply for municipals
occurred was after the major 1986 tax reform came into effect.

With the elimination of advance refunding bonds and the high fourth quarter issuance of 2017,
analysts are expecting municipal supply to be down approximately 25% in 2018, and as much as 40%
in the first quarter versus the same period last year. This should lead to a strong municipal market
with more dollars chasing fewer bonds. Therefore, analysts are speculating as to whether retail
accounts will choose not to invest their money back into munis in the backdrop of the fluctuating
equity market.
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We anticipate volatility will continue as the Federal Reserve is anticipated to raise interest rates and,
both Corporations and Individuals, are trying to figure out how the tax reform will impact their
finances. As a consequence of tax reform and increased taxes on individuals in high tax states, we
believe demand for municipals will be substantial in 2018 for both bond funds and individual buyers.
Retail Investors account for the largest share of municipal bonds holders presently 43% of the market
share. They have not yet been aggressive buyers of the market, perhaps with the expectation that
higher yields are on the horizon. However, for those states with high taxes, we expect retail investors
will still look to municipal bonds not only for diversification but also as a tax deduction.

Banks increased their municipal bond holdings 49% since 2010 of which 15% of all municipal bonds
are held by banks. Municipal bonds not only provided them local support for their communities, but
also portfolio diversification and a tax deduction. However, now that the Corporate tax rate has been
reduced to 21%, we expect it to take some time for the market to adjust and for banks to figure out
their strategy for their investment portfolios.

In turn, taxable municipal bond issuance grew 24% in 2017 and we expect taxable municipal issuance
to continue to grow going forward.
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Should issuers use shorter calls to make up for loss of advanced refunding capacity? Since the tax
cuts eliminated the capacity of issuers to advance refund outstanding issues, they might use shorter
initial call periods than 10 years to give themselves greater flexibility to refund in the future if
rates are lower, using current refundings.

The limited amount of competitive supply has struggled to find a home, after a very small group of
underwriters took most of it down. The number of line items on pick and the par amount of pick
offerings are great indicators of dealer inventories and flows (or the lack thereof). See the charts
below. We are at five year highs on both the par value and the number of items.

Number of Line Items on Pick

Source:  Bloomberg 
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In conclusion, as both borrowers and buyers gradually adjusted to the new rules and new
opportunities, the market will eventually adjust as it did after 1986 when new supply records
originated in subsequent years.

Volatility can create opportunity for certain buyers as markets attempt to adjust to a new normal.
Please call your UMB Representative to find out how municipal bonds will impact your portfolio.

Municipal Trading Desk:

Kristin Koziol
Anna Wilt
Brad Barclay


