
With the passage of the Tax Cuts and Jobs Act in December 2017, as well as the increase in market rates over the 

past several years, institutional investors should evaluate their investment strategy in regards to tax-free municipal 

bonds to position the portfolio to perform in this new, lower tax and higher interest rate environment.  The decrease 

in corporate tax rates resulted in lower tax-equivalent yields on tax-free municipals for corporate investors.  

Furthermore, bank investors experiencing rising costs of funds as a result of the upward trend in short term rates, 

especially those holding issues that are not bank-qualified, experienced further erosion of their tax equivalent yields.  

This Strategic Insight is intended to outline current opportunities for municipal bond investors to position their 

portfolios for more optimal results based on the recent changes and current market conditions.  

Most individual tax brackets were reduced with the new tax laws, but for those in the highest tax brackets, the tax 

rate was either unchanged or lowered only marginally.  The top individual tax bracket decreased from 39.6% to 37%, 

and the second-highest bracket was left unchanged at 35%.  Compared to the reduction of the corporate tax rate for 

banks from 34% to 21%, the tax rate reductions for individuals in higher tax brackets was much less drastic.  Since 

individual investors own more than 70% of all municipal debt, either directly or through mutual funds, the overall 

municipal market tends to trade based on the retail market rather than based on institutional investors.  For that 

reason, and because many individual investors generally prefer to invest on the shorter end of the yield curve 

(roughly 5 years and in), there has been a strong bid for short municipal bonds.  For C-Corp banks, even on a tax-

equivalent basis, Treasuries are trading at higher yields than many bank-qualified and non-bank-qualified bonds with 

final maturities of 5 years or less.  Recently some banks have been able to take advantage by selling shorter 

municipal holdings with low takeout yields and reinvesting at considerably higher yields in longer maturity municipal 

bonds or in other bond market sectors without extending durations. 

That point is worth reiterating—the bid for tax-free municipals has been so strong on the front end of the curve that 

in some instances even Treasuries are trading at higher yields than municipal bonds in terms of tax equivalent yields 

(see the included graphs for bank-qualified & non-bank-qualified tax-free yields vs. Treasuries).  U.S. Treasury bonds 

are considered the most liquid fixed income instruments in the world, and most investors consider the amount of 

credit risk to be minimal.  While municipal bonds are generally liquid and are characterized as having low credit risk 

(relative to many other credit products), the debt of the US government clearly offers a superior credit and liquidity 

profile.  The fact that front-end Treasury debt is trading at higher yields than some municipals is highly out of the 

ordinary, to say the very least.   
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Banks holding short municipal paper can generally sell those positions either at a gain or at a minimal loss and gen-

erate higher earnings in a variety of ways.  For most depository institutions, the most significant earnings improve-

ment would obviously come in the form of internally generated loans or purchased loan pools.  Outside of loan pro-

duction, extending out on the bank-qualified curve generally offers the highest amount of incremental earnings for 

bank investors.  Compared to the Treasury curve, which is virtually flat past two years, the municipal yield curve 

continues to offer yield benefits for investments out to 15 years.  Alternatively, reinvesting in taxable product in the 

intermediate part of the curve (~4-6 years) can still generate positive returns.  The main takeaway is that bank 

portfolio managers should closely review their portfolios to be sure they capture the value offered by these unusual 

market circumstances.   

In addition to market implications of tax reform, the current and evolving rate environment also makes it an oppor-

tune time for bank investors to reexamine general market municipal holdings and purchases.  As recently as two 

years ago non-bank-qualified municipals offered favorable circumstances for bank investors seeking higher yields 

versus bank-qualified paper, plus the ever-present benefits of a wider range of geographies, call structures, maturi-

ties, and coupons.  A Tale of Two TEFRAs was published in November 2016 with the intention of detailing opportuni-

ties for community banks entering the general market municipal space rather than more typical purchases of bank-

qualified municipals, and the pertinent points of that piece still apply.  The breadth of the non-bank-qualified munic-

ipal market is still much greater than for bank-qualified bonds, making it both easier to find specific products and 

structures, as well as to add greater volume in a shorter amount of time.  However, because most bank-qualified 

municipals now trade at yields that are similar to general market product, it makes more sense for banks to invest in 

bank-qualified paper unless seeking a specific structure or coupon with non-bank-qualified product.   

 

 

The recent and expected path of short term rates furthers the ar-

gument against general market municipal investments for banks.  

With the FOMC’s current monetary tightening stance, and with 

banks’ costs of funds steadily increasing as they began to do in 

2015, the TEFRA penalty for non-bank-qualified municipals could 

become increasingly punitive (see included table for TEFRA me-

chanics).  As detailed in previous Strategic Insights, as a bank’s 

cost of funds rises, non-bank-qualified tax-equivalent yields de-

cline at a dramatically faster rate than similar bank-qualified 

bonds.  Current holders of general market paper need to be vigi-

lant in assessing the TEY on existing holdings as rates rise to be 

sure the portfolio meets return expectations.  As rates rise, bank-

ers may be incented to move non-BQ holdings into BQ municipal 

bonds or taxable bonds (again, see included table).  

https://www.viningsparks.com/vswp/wp-content/uploads/2016.11.16-A-Tale-of-Two-TEFRAs.pdf
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The FOMC has been slowly but steadily raising the overnight target rate since December 2015 and, as of this writing, 

has hiked rates seven times in 25 basis point increments to bring the upper-bound rate to 2.0%.  In that time, FDIC 

banks’ cost of funds have increased from a post-Financial Crisis low of 0.27% to 0.64% today.  That implies a 21% 

repricing beta across all funding sources (including wholesale borrowings).  According to the June 2018 Summary of 

Economic Projections (the FOMC’s “dot plot”), Fed voters are projecting 6 additional 25 basis point rate hikes before 

presumably ending this tightening cycle with a 3.38% overnight target.  Historically, banks have been slow to raise 

deposit rates at the beginning of a tightening cycle, and generally must accelerate their raising of offering rates at 

some point to keep pace with market rates.  Based on historical evidence, it is safe to assume that banks’ overall 

repricing betas will increase from 21% to some higher number as the industry adjusts to the new higher rate 

environment.  For a frame of reference, during the previous rising rate environment in 2004-2006, banks’ cost of 

funds increased from 1.15% in 2004 to 3.28% in 2006.  The 2.13% increase in cost of funds equates to an implied 

repricing beta of 57%.  Individual banks should consider their own historical repricing betas as well as gauge how they 

may adjust deposit rates in the current rate cycle.  However likely it is that banks’ cost of funds will increase more 

slowly in this rate cycle based on the more gradual pace the current Fed has taken in tightening monetary policy, the 

erosion of tax-equivalent yields on banks’ general market municipal holdings will accelerate nonetheless presuming 

the FOMC continues to raise its overnight target rate.   

 

 

 

 

 

 

 

 

 

 

 

 

In the current tax and interest rate environment, it can make sense for some banks to sell short maturity municipal 

bonds into a relatively strong bid.  This is particularly true for banks seeking liquidity in order to fund loan demand, or 

for those looking to reinvest in either taxable bonds or tax-free municipals to pick up incremental earnings.  

Additionally, for community banks with exposure to falling rates with regards to earnings and economic value at risk 

(as many banks are right now), adding longer-duration and more positively convex product like municipals helps to 

mitigate that risk.  For banks that need to invest in shorter maturities for interest rate risk management purposes, 

investing in longer term municipal bonds and entering into an interest rate swap to convert the rate to a floating 

basis enables the investor to capture the value of longer term municipal bonds while achieving the shorter repricing 

objectives needed for asset / liability management purposes. 
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Many banks have recently already addressed lower tax rates and increased funding costs by making adjustments to 

their municipal holdings.  This led them to sell tax-frees with maturities of approximately five years or less as well as 

pre-refunded bonds.  The market so far has maintained strong bids for these municipals.  The analysis needed for 

decision making with regard to this sector is very straightforward and, based on current market levels, obvious 

opportunities exist that could have immediate and potentially growing impacts on portfolio after-tax incomes.  Please 

contact your account representative.  They have tools well suited to review municipal debt holdings for opportunities 

to improve current income and potentially improve future results.  
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