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  With three quarters of the year in the rear-view, 2018 
is shaping up to be a decent year for the municipal bond 
market.  At first blush, one might be hard-pressed to come to 
this conclusion given that the Bloomberg Barclays Municipal 
Bond Index has posted an anemic year-to-date total return 
of -.40%.  Considering, however, that this is over a period 
when the Federal Reserve has nearly doubled their bench-
mark funds rate; the 10-year Treasury yield has increased 
60 basis points (or approximately 24% in percentage terms); 
and the Bloomberg Barclays U.S. Aggregate Index, a proxy 
for the taxable fixed income market, has returned -1.60%; 
municipal performance has not looked too shabby, relative-
ly speaking.  Actually, returns have been fairly remarkable 
recalling that it was just this time last year when many were 
busy writing the obituary for the tax-exempt market, as the 
prospect of comprehensive tax reform was looming large 
and its very tax-exemption was being called into question. 
  
 In what has otherwise been an eventful year for mu-
nicipals, the third quarter provided something of a respite.  This 
is not altogether surprising for a market that displays a high-
er degree of seasonality than most others.  Owing largely to 
the timing of fiscal year-ends for state and local governments, 
summer months are typically a time of heavy redemptions 
and light supply.  This theme of more money chasing fewer 
bonds held true once again, making for a supportive techni-
cal back-drop and a quiet, though often frustrating, market.  
  
 The seasonal supply-demand imbalance was more 
noticeable than usual this year, with the supply-side be-
ing the likely culprit.  Total issuance for the quarter was 
down $8.3 billion from the same period last year, or 9.0% 
year-over-year.  The elimination of advanced refundings 
under the Tax Cut and Jobs Act of 2017 was unquestion-
ably a major factor, as quarterly refunding issuance was 
down a whopping 42.2%, year-over-year.  Overall, sup-
ply has not been down as much as many predicted go-
ing into the year; however, it is still off 15.1% and net is-
suance has been negative in the $3.9 trillion market. 
  
 Diving deeper into asset class performance, 
high quality* has lagged all year, both in terms of in-
vestment-grade versus high-yield and within the invest-
ment-grade universe.  This trend continued in the third 
quarter where Aaa, Aa, A, and Baa-rated securities returned 
-.30%, -.20%, -.08%, and .21%, respectively.  General Obli-

gation (G.O.) and Revenue bond returns were largely in line 
at -.14% and -.16%, respectively.  G.O. returns, however, 
have been uneven, as State G.O. returns have been supe-
rior to those of Local G.O.s.  For Revenue issues, returns 
have been somewhat lopsided, as well, though this is less a 
surprise given the varying sources of funds for the different 
sectors.  Of these sectors, the three best performers were: 
Leasing (.13%), Resource Recovery (.03%), and Electric 
(-.12%). Bringing up the rear was Housing, returning -.38%. 

 Turning to the yield curve, the slope of the 2-30 
year municipal curve flattened 7 basis points to finish the 
quarter at 128 basis points.  This was in line with the 6 
basis points of quarterly flattening of the Treasury curve; 
however, the big difference here is that the slope of the 
2-30 year Treasury curve finished at 38 basis points.  
This curve-to-curve differential of 90 basis points con-
tinues to make the municipal curve its steepest relative 
the Treasury curve since well before the financial crisis. 
  
 Along the municipal curve, competing forces have 
been at play and its shape has been defined by the action on 
its wings.  While the slope of the 2-10 year municipal curve 
flattened 18 basis points for the quarter, the slope of the 
10-30 municipal year curve steepened 11 basis points.  This 
divergence is significant and is attributable to the fact that 
the front-end has been dominated by retail demand, while 
the long-end by institutional demand.  Retail demand has 
remained supportive throughout the year, while institution-
al demand has waned as banks and other corporate inves-
tors have backed away in the wake of corporate tax rates 
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declining.  This has made for a rich front-end and relative-
ly cheap long-end, for investors that can take on the extra 
duration.  On a percentage-of-Treasury basis, the 2-year, 
5-year, 10-year, and 30-year AAA municipal yield ended 
the quarter at 70%, 75%, 86%, and 101%, respectively. 

  So much of what has driven performance, impacted 
the shape of the yield curve, affected valuations, and made 
2018 an eventful year, in general, has been political in na-
ture.  The Tax Cut and Jobs Act of 2017 was a once in a gen-
eration piece of legislation and its reverberations continue 
to be felt.  The high court, too, has been a major influence 
with not one, but three landmark decisions in South Dakota 
v. Wayfair, Janus v. American Federation of State, County 
and Municipal Employees, and Murphy v. National Colle-
giate Athletic Association, each of which has the potential 
to meaningfully alter state and local government finances 
by impacting revenue, budgets, and even pension funding. 
 
 Amid this backdrop, all eyes will undoubtedly be on 
the midterm elections as we enter the fourth quarter.  Of 
particular interest will be whether Republicans can pass Tax 
Reform 2.0, making permanent a number of provisions from 
last year’s tax reform.  Infrastructure is sure to be a hot topic, 
also, as the funding of any large-scale infrastructure program 
would have debt-load ramifications for issuers within the mu-
nicipal market.  Of course, all of this is a big question mark 
at present.  Until the political picture comes into focus, look 
for the pendulum to swing in the favor of buyers as seasonal 
headwinds fade and redemptions fall while supply picks up. 
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