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How Will Mid-Term

Elections Impact Municipal Bonds?

Mid-term elections are fast approaching, and questions
are flowing in from clients on what the possible
outcomes can mean for the fixed income portion of
their portfolio, and specifically for tax-exempt bonds.
As we witnessed after the 2016 presidential election,
voting results can have an impact on interest rates
and can set the tone for the remainder of the year.

Mid-Term Outlook

There are three possible outcomes for November’s elections:

Red Wave: Republicans maintain majority
in both the House and the Senate

Split (Expected Outcome): Democrats take
the House/ Republicans keep the Senate

Blue Wave: Democratic sweep

While still very fluid, we believe the odds of the Democrats
taking over the House to be the most likely outcome, with
the chances of a “red wave” or “blue wave” to be less likely.
A full Democratic sweep would certainly take many by
surprise, especially given the perceived positive impact of
the President’s domestic agenda and improving economy.
We believe that the expected outcome of a split congress
would have the least amount of impact on municipals.

A Democratic sweep would be decidedly bullish for
municipal bonds. If the Democrats are able to take
majority in both the House and the Senate, full attention
would be given to rolling back the Tax Cuts and Jobs
Act, which lowered the top tax rates for both individuals
and corporations. This would bring banks and insurance
companies back into the tax-exempt market, thus increasing
demand as well as making the tax-exemption more valuable
to individual investors as they are again exposed to higher
taxes.

The most bearish case for municipals would come with
a “red wave”, with Republicans maintaining a majority in
both the House and the Senate. With a huge political win
for President Trump, the potential to push forward with
Tax Cuts 2.0 is something that cannot be fully ignored, yet
it is something we are taking very little stock in at this time.
Any further reduction in tax rates could have the ability to
dampen demand for tax-exempts on the margin.

The discussion surrounding a further 10% tax cut seems to
be aimed at helping the middle class, who have felt less of a
tailwind from the Tax Cuts and Jobs Act compared to top
tax filers and corporations, yet they are not key buyers of
municipal bonds. Details are virtually nonexistent on who
would actually be defined as “middle class” as well as how
these further tax cuts would be structured. With so many of
the GOP hopping on board to support this plan so close to
mid-terms, it has the feel of a gambit to get voters out to the
polls more than any piece of real legislation at this point.

The silver lining is that the value of the tax-exemption
should still be able to weather another round of tax cuts. For
individuals, even with a worst-case scenario of an assumed
reduction of the top tax rate from 37% to 27%, we believe
this would have a muted effect with AAA rated municipal
tax equivalent yields holding their relative value over U.S.
Treasuries with the same duration.
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Portfolio Perspectives

While a surprise sweep by the GOP may be initially considered
“bearish” for municipals, we think the likelihood of any
further tax cuts is remote and may create more attractive entry
points for buyers. We believe that municipals will continue to
outperform as we progress through the Fed tightening cycle
and think there may even be an opportunity to add municipals
at more attractive levels should selling pick up as investors
focus on upcoming elections.

Eric Kazatsky
Portfolio Manager
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