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Municipal Bonds: The Sweet Spot 

Reflecting on 2018, we realize that, as was somewhat expected, the year was a challenging one for many 
municipal bond investors.  The enactment of the Tax Cuts and Jobs Act of 2017 brought lower federal tax 
rates, reduced state and local tax deductions, and eliminated the ability to advance refund bonds.  The new 
issue supply of municipal bonds started the year very slowly, and only improved marginally.  Per the graph 
below, you can see that the issuance by par value and number of issues were down nearly 25% from 2017.  

Municipal supply ended 2018 just shy of $340 billion down from $440 billion in 2017.   

ALL MUNICIPAL BOND ISSUANCE FOR 2018 

Source: Bloomberg 
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Bank Qualified municipal bonds for 2018 tracked the reduced overall muni market issuance, as shown in 
the graph below. 

BANK QUALIFIED ISSUANCE FOR 2018 

Source: Bloomberg 

Looking ahead to 2019: 
Lower rates, global volatility, trade wars, and the House changing hands, have all made for a challenging 
start to 2019. Yet, with an ongoing need for State and Local issuers to maintain, improve and expand their 
infrastructure, analysts believe that we could see an increase of as much as 20% in new issue sales, raising 
the forecast to $390 billion for 2019.  In turn, analysts are expecting, at a minimum, $70 billion in tax returns 
from the 2017 tax cut legislation.  Assuming $50 billion of this $70 billion is spent during the first and second 
quarter, that would lift nominal GDP and add a positive bias to the S&P 500.  This would also provide potential 
investment funds for retail investors, who make up roughly 40% of municipal market buyers. 

While we expect 2019 to come with increased new issue supply, the elimination of the advanced refunding 
mechanism means that the vast majority of issuance will be in form of new money bonds (the other portion 
coming from current refundings), which may put somewhat of a lid on growth in new issuance.  However, it 
is likely we will see a continuation of negative net new issuance in 2019 (New Issues less redemptions and 
maturing bonds).  On a positive note, municipalities are more confident in their cash flows, and willing to 
borrow money to upgrade infrastructure to support economic expansion and population growth.  With that, 
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credit quality in the muni market continues on a strong track. Credit rating upgrades exceed downgrades 
and defaults are trending very low.   

As time has passed and customers have had time to navigate the numerous regulatory changes and 
consequences that the Tax Cuts and Jobs Act has had on their own portfolios, we have seen some 
improvement in demand and follow through as more understanding and clarity of these changes filter through 
the marketplace.  The reality is that there is still great value in the muni marketplace, both in the Bank 
Qualified space and the Taxable Muni space, but that value has become more client specific than in the 
past.   

The chart below shows four yield curves. Two are for the Treasury curve – one for the most current date and 
one from one year ago. The other two are for the AA-rated BQ GO current and one year ago.  One can 
observe how rates have changed along the curve for both the Treasury curve and for the AA-rated BQ G.O. 
index since last year.  

AA-Rated BQ GO Yield Curve vs. US Treasury Curve 

Source: Bloomberg 
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The municipal yield curve is typically steeper than the treasury yield curve, but the relative steepness seems 
more pronounced in the current environment.  As we can see, short-term municipal to treasury bond ratios 
range from 60-70%, 10-year ratios are hovering at 85%, and 30-year ratios close to 100% of treasuries. 
This is due, in part, to the fact that individual investor demand is higher since the tax reform.  Corporate tax 
rate was cut from 35% to 21% while individual was mildly cut from 39.6% to 37%, and limits were placed on 
SALT deductions, causing a move to munis for protection from federal taxation.   Individual investors are 
typically more focused on maturities 10 years and shorter which can perhaps explain the current ratios. 
Clearly, we have higher overall yields than we had a year ago, and have added some steepness to the muni 
curve 15 years and out, creating a more advantageous entry point for investors.  

So, the real question is “Where on the curve should I invest?”  There is not a good answer that fits everyone. 
Since municipal bonds can provide a portfolio with diversity, tax advantages and low default rates, it is a 
security that should be considered for most investment portfolios.  Please call your UMB Representative so 
they can discuss with you “the sweet spot” that best fits your portfolio. 

Municipal Trading Desk: 

Brad Barclay 
Betsey Haynes 
Kristin Koziol 
Anna Wilt 
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