
Highlights
• Tax reform dominated investor sentiment during the fourth quarter.
• The tax exemption of advance refunding bonds was eliminated in the final legislation and

is likely to affect municipal bond supply in 2018.
• New issuance spiked in the fourth quarter, as private activity as well as state and local

issuers rushed to market ahead of the final tax bill.
• The broad municipal market weathered the impact of multiple hurricanes, with the impact

on storm-affected regions varying based on their financial starting points.
• As tax reform loomed, municipal bonds generated solidly positive returns for the fourth

quarter and 2017 calendar year.

Although shifting expectations about potential tax reform unsettled investors during the 
fourth quarter, municipal bonds enjoyed another year of positive performance in 2017, 
with the investment grade municipal market returning 5.45% and the high yield municipal 
market returning 9.69%.1 Municipals were supported by strong demand and modest 
issuance for the calendar year overall, as well as the strength of the US Treasury market in 
the first half. During the fourth quarter, the investment grade municipal market returned 
0.75% and the high yield municipal market returned 1.83%.

The shape of the municipal curve flattened during 2017, as yields on short-term municipal 
bonds rose and those on municipal bonds longer than four years fell. Consequently, 
intermediate and long maturity bonds outperformed short maturity bonds for the year. 
Municipal bonds outperformed US Treasury securities. Short-term Treasury yields rose more 
than short-term municipal yields as the Federal Reserve hiked interest rates three times—in 
March, June and December 2017. Unlike their Treasury counterparts, five- to 10-year 
municipal yields actually fell. On the long-end, municipal yields dropped more than Treasury 
yields (Figure 1). 
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During 2017, yields on 10-year AAA general obligation (GO) municipal bonds dropped 33 
basis points (bps) to 2.31%, while yields on 30-year AAA GOs dropped by 50 bps to 3.04%. 
Meanwhile, the yield of the 10-year US Treasury bond fell just five bps to 2.40%, and the 
30-year Treasury yield dropped 32 bps at 2.74%. As a result, municipal-to-Treasury ratios
declined with the 10-year ratio falling to 82% from 95%, and the 30-year ratio dropping to
93% from 99%.

Figure 1: Short-term Treasury yields rose more than short-term municipal yields 
as the Federal Reserve hiked interest rates three times—in March, June and 
December 2017
• Y-o-Y muni change (bps RHS) • Y-o-Y Treasury change (bps RHS) • Muni 12/31/2017 • Muni 12/31/2016
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Tax reform dominated the municipal market during the fourth quarter
The most significant event of the fourth quarter—and arguably, the 2017 calendar year— 
was the Tax Cuts and Jobs Act (TCJA), which President Donald Trump signed into law on 
Dec. 22, 2017. 

When Republicans began working on their tax reform plan in early October, many observers 
expected it to have minimal impact on the municipal bond market. However, the municipal 
market was rattled in November when the House of Representatives proposed and passed  
a tax bill that included the elimination of private activity bonds and advance refunding bonds. 
Private activity bonds are issued to finance infrastructure projects, such as roads, schools 
and airports. They are also used by nonprofit organizations, such as not-for-profit health 
care systems and not-for-profit colleges and universities. Advance refunding bonds are 
issued by state and local governments more than 90 days before an outstanding bond’s call 
date. The proceeds of the issuance are generally invested in government securities and the 
income used to pay the higher interest rate on an outstanding bond until it matures or can 
be called.

Municipal investors seemed to breathe a sigh of relief in mid-November when the Senate 
passed its own version of the tax law, which preserved private activity bonds. The Senate 
bill, however, included the repeal of advance refunding.



As the House and Senate sought to reconcile the differences between their bills, municipal 
issuers prepared for the likelihood, eventually realized, that the tax-exempt status of 
advance refunding would be eliminated in the final legislation. Many rushed to market with 
advance refundings previously planned for 2018. By some estimates, approximately 50% 
of the advance refunding bonds slated for 2018 were pulled into December.

The reduction in the deductibility of state and local taxes, proposed in both the House and 
Senate versions, also seemed likely to affect the municipal bond market. On one hand, the 
change could hurt the credit quality of high-tax states and municipalities because it would 
increase the cost of living and thereby, decrease disposable income. On the other hand, it 
might increase demand from high earners seeking investments that are exempt from state 
taxes. The final bill capped the deduction for state and local taxes, including property taxes, 
at $10,000.

Supply
Supply was strong during 2017, with $436 billion of new bonds issued, just 2% less than 
the $444 billion seen in 2016. Advance refunding accounted for a dramatic increase in new 
issuance in the fourth quarter, usually a time of light supply. There was also a surge in private 
activity bond issuance until it became clear that their tax exemption would be preserved. 
In the fourth quarter, a total of $144.6 billion in new issue bonds came to market, a 39% 
increase compared to the fourth quarter of 2016. The market saw $62.5 billion in new 
issuance during December alone. As a result, supply during the fourth quarter of 2017 was 
the highest that we have seen in last 32 years that this data has been tracked (Figure 2).

Figure 2: Supply during the fourth quarter of 2017 was the highest 
that we have seen in last 32 years
• Q4 issuance • Average Q4 issuance
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Demand
Although municipal bond fund flows were negative when 2017 began, they reversed course 
in January and remained positive through November, but posted a slight outflow of -1.1 
billion in December. Total inflows were $27.9 billion in 2017, as compared to $24.5 billion in 
2016 (Figure 3).

Figure 3: Fund flows were positive for 11 consecutive months in 2017
• Municipal bond net flows (LHS) • Bloomberg Barclays Municipal Bond Index Price (RHS)
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Demand was partially driven by non-US investors. Although they are ineligible for the 
federal tax-exemption that US investors enjoy, non-US holders of US long-term municipal 
securities have increased every quarter for the past five years, due to record low global 
interest rates and the implementation of the Solvency II Delegated Act, which establishes 
capital requirements for European insurers. Under Solvency II, “qualifying infrastructure 
investments” benefit from a lower capital charge compared to non-infrastructure corporate 
debt. For example, the capital charge on a BBB-rated infrastructure bond is 33% lower 
compared to a non-infrastructure corporate bond, equivalent to a 50% increase in return 
on capital.2 The Solvency II Delegated Act outlines the criteria for an investment to be 
considered a “qualifying infrastructure investment” and several municipal revenue bonds 
appear to qualify, including, but not limited to, toll roads, water facilities, and hospitals.3  
We expect non-US investors to become a significant force in the municipal bond market in 
the years to come. 

As of 2018, individual tax rates are lower across the board and the corporate tax rate was 
cut sharply from 35% to 21%. In our opinion, the changes in individual income tax rates 
are not sufficient to negatively impact demand. Additionally, history shows that lowering 
individual tax rates has had minimal impact on individual demand for municipal bonds.4 

However, we expect corporate demand for tax-exempt municipal bonds to decline. 
Comparing US corporate yields to tax-adjusted municipal yields (10-year), Barclays found 
that, under a 21% corporate tax rate, higher quality (Aaa to A1) US corporate bonds “out 
yielded” their tax-exempt counterparts.5 

US insurance companies, banks and credit unions are an important corporate segment since 
they currently hold around 29% of total outstanding municipal debt.6 While their demand 
will likely decrease going forward, we would not anticipate mass selling by these institutions, 
partly due to high acquisition yields on the municipal bonds they already hold and their need 
for asset-liability matching. 
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One provision of the TCJA that could offset lower demand is the change in taxation of life 
insurance company investment income. Under the new law, life insurance companies will 
pay taxes on 30% of income from municipal bonds, whereas prior to TCJA, the potential 
tax liability from owning tax-exempt debt was based on a complicated formula that limited 
the benefit of owning tax-exempt municipal bonds.7 As a result, we could see an increase in 
demand for tax-exempt debt from life insurance companies, although the lower corporate 
tax rate should limit this demand. 

The TCJA lowered individual income tax rates, increased the standard deduction,8 and 
capped SALT deductions at $10,000. Based on 2015 Internal Revenue Service data, SALT 
deductions were claimed by nearly 30% of taxpayers. 53% of taxpayers with adjusted gross 
income (AGI) between $75,000 and $100,000 and 76% of taxpayers with AGI between 
$100,000 and $200,000 claimed the SALT deduction.9 States with the highest average 
SALT deductions were New York, with an average deduction of $22,169, Connecticut 
($19,664), California ($18,437), and New Jersey ($17,850).10 For certain residents of  
these and other high tax states, the impact of the SALT deduction cap will likely reduce,  
if not eliminate, the benefits of the federal tax cuts.11 As a result, we could see an increase  
in demand for tax-exempt debt issued within these states. 

The cap could also increase political sensitivities in these high tax states to the issuance of 
additional debt. This may be especially true for general obligation debt backed by state and 
local taxes, potentially resulting in reduced net supply. Tax-exempt debt issued within the 
four states mentioned above collectively represented nearly 40% of the Bloomberg Barclays 
Municipal High Yield Bond Index, as of Dec. 31, 2017.12 

News of note 
Hurricanes had idiosyncratic, not uniform, effects on the municipal market
The broad municipal bond market held up well in the aftermath of Hurricanes Harvey, Irma 
and Maria. However, Houston, Florida, Puerto Rico and the US Virgin Islands experienced 
staggering financial losses, with the credit quality of each region before the storms the 
most significant factor in the performance of their municipal debt during the fourth quarter 
and we believe, over the long term. Puerto Rico and the US Virgin Islands have been 
struggling with deteriorating conditions for some time. In contrast, Houston and Florida 
have relatively stronger economic and financial positions, which are already helping them 
in the rebuilding process. 

Illinois and New Jersey municipal bonds saw improved performance
Budget standoffs in Illinois and New Jersey ended during 2017, with both states passing 
legislation within days of each other. This served to stabilize the states’ fiscal conditions and 
therefore their credit ratings, which enhanced the performance of their municipal bonds

Outlook
We expect the new tax law, which took effect on January 1st, to influence market technicals 
during 2018, though no one knows if any its provisions will be amended or repealed.  
The end of advance refunding could even enhance supply/demand dynamics because it is 
likely to reduce 2018 municipal supply and supply going forward by 10-20% per year,  
in our opinion. The decrease in supply should help support municipal prices, as we believe 
demand will remain largely unchanged. For 2018, we anticipate new issuance of between 
$280-$330 billion, some of it driven by much-needed infrastructure spending by states and 
localities. We expect the available supply to be easily absorbed by the market.

Regarding demand, we expect to see continued appetite for municipal bonds as we 
believe the asset class remains attractive relative to other segments of the fixed income 
market, particularly in tax-adjusted terms. In our view, positive flows are likely to continue 
throughout 2018. We expect demand from non-US investors to continue to grow given that 
interest rates in most countries are expected to remain lower for longer. 
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About risk
Municipal securities are subject to the risk that legislative or economic conditions could affect an issuer’s ability 
to make payments of principal and/or interest.
 Junk bonds involve a greater risk of default or price changes due to changes in the issuer’s credit quality.  
The values of junk bonds fluctuate more than those of high quality bonds and can decline significantly over short 
time periods.
 All fixed income securities are subject to two types of risk: credit risk and interest rate risk. Credit risk refers to 
the possibility that the issuer of a security will be unable to make interest payments and/or repay the principal on 
its debt. Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice versa.

 The opinions expressed are those of the author, are based on current market conditions and are subject to change without 
notice. There is no guarantee the outlooks mentioned will come to pass. These opinions may differ from those of other Invesco 
investment professionals.

Diversification does not guarantee a profit or eliminate the risk of loss.
Past performance does not guarantee future results.
A basis point is a unit that is equal to one one-hundredth of a percent.
 

Invesco Municipal Bond Team
The Invesco Fixed Income Municipal Bond Team’s investment philosophy is based on the 
belief that creating long-term value through comprehensive, forward looking research is 
the key to providing clients with diversified portfolios that aim to maximize risk-adjusted 
returns. Proprietary credit research and risk management are the foundations of our 
investment process, supported by a deep and experienced team of investment professionals 
with expertise that spans the entire municipal investment universe. We maintain an 
integrated, team-based investment process that combines the strength of our fundamental 
credit research analysts with the market knowledge and investment experience of our 
portfolio managers.

Our position among the top-10 municipal investment managers by assets in the US enables 
us to access preferred market opportunities and gain valuable market insight. Our team 
has established relationships with more than 120 national and regional municipal debt 
dealers in the US. We believe these established relationships, as well as our size, allow us to 
achieve fluid execution in daily transactions. Our ability to aggregate trades across multiple 
portfolios also enables us to obtain lower institutional pricing, which can contribute to 
portfolio performance.

1 Source: Bloomberg Barclays. Investment grade municipals represented by Bloomberg Barclays Municipal Bond 
Index and high yield municipals represented by Bloomberg Barclays Municipal High Yield Bond Index.

2 Source: JP Morgan, US Fixed Income Markets Weekly, July 11, 2017
3 Source: Pensions and Investments, European insurers looking to US munis, May 16, 2016
4 Source: Citi Global Municipals Strategy Focus, Why is the municipal sell-off not justified, Nov. 16, 2016
5 Source: Barclays Municipal Research, Bank Appetite for Munis under the New Tax Regime, Jan. 11, 2018
6 Source: SIFMA, as of 3Q 2017
7 Source: AAM, “Tax Reform Implications for Insurers,” Dec. 22, 2017
8 Source: Moody’s, as of July 6, 2017, The standard deduction for married individuals filing a joint return 

increased from $12,700 to $24,000
9 Source: GFOA, “The Impact of Eliminating the State and Local Tax Deduction” 2017
10 Source: GFOA, “The Impact of Eliminating the State and Local Tax Deduction” 2017
11 Source: Bloomberg, How the Tax Bill will Affect Eight American Families, Dec. 20, 2017
12 Source: Barclays, Municipal Strategy Monthly, Jan. 3, 2018
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This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an offering of a 
financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution is not authorized or is 
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You should note that this information:

•  may contain references to amounts which are not in local currencies;
•  may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
•  may not address risks associated with investment in foreign currency denominated investments; and
•  does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please review all 
financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without notice. These 
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