
Member FINRA/SIPC
Page 1 of 4

Anthony Valeri, CFA
Fixed Income & Investment Strategist  
LPL Financial

L P L  F IN A NCI A L  RESE A RCH

Bond Market Perspectives
September 23, 2014

The State of States

Highlights
A change of seasons should be noted by 
municipal investors, as a seasonal increase 
in new issuance may be a catalyst to lower 
returns after a strong 2014.

It is not uncommon for revenues to slow as 
the economy matures, and we do not view the 
slowdown in state tax revenues as worrisome 
for municipal bond investors.

This week marks the start of fall with the autumnal equinox. In coming 
weeks, nighttime hours will gradually surpass daytime hours throughout the 
United States. Similar to the shift in the number of daytime and nighttime 
hours, state revenues have evened in recent months and the upside 
surprises of recent years are fading.

After several years of growth, state tax revenues are slowing. The Nelson  
A. Rockefeller Institute of Government reported that overall state tax 
revenues declined by 0.3% during the first quarter of 2014, and a 
preliminary reading for the second quarter 2014 shows tax revenues are on 
track to decline by 0.8%. A drop in personal income taxes drove declines 
while sales taxes and corporate income taxes, the two other major drivers 
of state tax revenue, continued to increase. A spike in tax collections in 2013, 
following an increase in tax rates, is the main driver of slowing personal 
income taxes as it makes year-over-year comparisons more challenging. The 
surge in 2013’s revenue gains was unlikely to be sustained. 

It is not uncommon for revenues to slow as the economy matures and we 
do not view the slowdown in state tax revenues as worrisome for municipal 
bond investors. Withholding taxes, a more current gauge of the trajectory 
in revenues, increased 5.6% during the first quarter of 2014 with 37 states 
showing gains and only four showing declines. Personal income taxes 
consist of both income and investment taxes and therefore can fluctuate 
depending on strength in the stock market. Measuring withholding taxes 
can therefore provide a clearer picture of the underlying trend in personal 
income tax revenues. For the first three quarters of fiscal year 2014 (which 
began on July 1, 2013), revenues have increased 2.8%. We would have to 
witness much sharper revenue declines before default risk may become a 
factor again in the municipal bond market. 

California, New Jersey, and Illinois

For the new 2015 fiscal year that began July 1, 2014, the flat overall revenue 
trend appears to be continuing based upon a small subset of sampling. 
Revenues have been a mixed bag with states such as Idaho, Indiana, 
Vermont, Wisconsin, New Jersey, Florida, Minnesota, Arizona, and Virginia 
slightly lagging budget forecasts, while California, Maine, Missouri, and 
Washington have been modestly exceeding forecasts.
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Among notable state progress, California’s revenues continue to improve 
while New Jersey and Illinois face challenges. California state general 
obligation (GO) debt was upgraded to Aa3 in June 2014 by Moody’s as 
a reflection of the better revenue picture and followed upgrades by both 
Standard & Poor’s (S&P) and Fitch in 2013. Conversely, New Jersey state 
GO debt has been downgraded more than once in 2014 and most recently 
here in September by both S&P and Fitch, as revenues disappoint and the 
state’s pension burden continues to grow. Illinois not only has the lowest 
pension funding level among states but also faces a decline in revenue as 
a temporary increase in tax rates, which helped boost Illinois debt back in 
2011, is set to expire at the end of 2014 and revert back to lower rates — a 
negative for bond holders. While Illinois state GO debt trades at a notable 
yield premium to the average AAA-bond yield, New Jersey debt yields are 
relatively narrow to the AAA average and yield differentials may widen to 
compensate for risks. Meanwhile, California has seen its bonds outperform 
as yield differentials narrow. 

A Change in Season for Supply

Slowing revenue growth is likely to increase the chance the low supply 
environment of 2014 will persist, but a seasonal increase is currently 
underway. As is typically the case, the start of fall ushers in a period of 
increased issuance [Figure 1]. New bond issuance has been very low in 2014 
but has still tracked the pattern of the recent five years. Each of these years 
has held very close to the seasonal pattern with some slight variation. In 2010, 
issuance was well above average and, along with credit quality fears, sparked 
a subsequent year-end sell-off, while 2013 fall issuance was slow to get going 
due to the taper tantrum sell-off and lingering market caution. 

Aug
’14

Jul
’14

Jun
’14

May
’14

Apr
’14

Mar
’14

Feb
’14

Jan
’14

Nov
’14

Oct
’14

Sep
’14

Dec
’14

16

12

8

4

2

5-Year Average
The Bond Buyer 30-Day Visible Supply, $ Billions

Weekly Average2014

1  A Seasonal Increase in New Issuance Is Underway

Source: LPL Financial Research, The Bond Buyer   09/22/14

Slowing revenue growth is likely to 
increase the chance the low supply 

environment of 2014 will persist, but a 
seasonal increase is currently underway.

The credit ratings are published rankings based on detailed 
financial analyses by a credit bureau specifically as it relates the 
bond issue's ability to meet debt obligations. The highest rating 
is AAA, and the lowest is D. Securities with credit ratings of BBB 
and above are considered investment grade. 

A General Obligation Bond (GO) is a municipal bond backed by the 
credit and "taxing power" of the issuing jurisdiction rather than 
the revenue from a given project.



BOND MARKE T PERSPECT IVES

LPL Financial   Member FINRA/SIPC  Page 3 of 4

At $11.3 billion, forward issuance remains well above the $8.2 billion 
weekly average of the past five years and may slow municipal performance. 
Municipal bonds outperformed Treasuries during a two-week bond market 
downturn to start September. Although bond prices rebounded slightly last 
week, the combination of lower yields and higher valuations may slow, or 
reverse, the advance of municipal bonds. 

Municipal-to-Treasury yield ratios are near their most expensive indications of 
the year [Figure 2]. We do not expect a repeat of the 2013 sell-off, but after a 
strong start to 2014, the combination of lower yields, higher valuations, and 
a seasonal increase in supply may drive much lower returns. Returns may 
gravitate closer to the negative 0.3% return of the Barclays Municipal Bond 
Index witnessed from August 29, 2014 through September 19, 2014 than the 
7.5% witnessed year-to-date through the end of August 2014. 
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2  Municipal Valuations Are Near Their Most Expensive Levels of the Year

Source: LPL Financial Research, Municipal Market Advisors   09/19/14

Past performance is not indicative of future results.

Once the seasonal supply surge fades, slower state revenue growth and 
still tight local government budgets suggest that new issuance may remain 
subdued over the longer term. Therefore, lower issuance may lead to still 
higher valuations for municipal bonds as supply remains constrained. Data 
from the Federal Reserve released last week showed the municipal market 
shrank by 0.2% during the second quarter of 2014, continuing a trend that 
began in 2010. However, over the near term higher valuations may present 
a challenge in the face of a seasonal supply increase. 

A change of seasons should be noted by municipal investors, as a 
seasonal increase in new issuance may be a catalyst to lower returns  
after a strong 2014.  n

After a strong start to 2014, the 
combination of lower yields, higher 

valuations, and a seasonal increase in 
supply may drive much lower returns. 
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Not FDIC/NCUA Insured | Not Bank/Credit Union Guaranteed | May Lose Value | Not Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit

This research material has been prepared by LPL Financial.

To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is 
not an affiliate of and makes no representation with respect to such entity.

IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide specific 
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you, 
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee 
of future results. All indexes are unmanaged and cannot be invested into directly. Index performance is not 
indicative of the performance of any investment.

The economic forecasts set forth in the presentation may not develop as predicted and there can be no 
guarantee that strategies promoted will be successful. 

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline 
as interest rates rise, and bonds are subject to availability and change in price. 


