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Welcome to the third edition of APA Preserve. Inside we explore many issues expected to 
impact the municipal market in 2018 and a look back at 2017, a year that seemed to challenge 
conventional wisdom.

Throughout 2017, ongoing political turbulence did not keep markets from moving higher, but 
we believe it did make it significantly more challenging to predict market direction and investor 
reaction. Markets moved in anticipation of the most sweeping tax reform bill in decades and we 
saw the financial world become enamored with the rise of cryptocurrencies, particularly Bitcoin. 
By the end of the year, the municipal market finished with a positive total return and the reality 
of a tax reform package likely to impact municipal supply for years to come. 

This issue’s columns and features touch on a range of topics, including:

 • Tax reform and its implications for the municipal market

 •  Dedicated Tax Bonds: APA’s credit team’s view on how they may add more security 
than a General Obligation bond

 • The opportunity to invest in a socially and environmentally responsible strategy

 •  Will the U.S. invest in long-term infrastructure and will the municipal market ultimately 
fund these needs?

 •  A Q&A with Paul Nolan, APA’s Director of Research: Can municipal healthcare credits 
keep their luster? 

As always, our goal is to provide you with the most relevant ideas and recommendations for 
the current market and looking forward. We want to thank you for your trust and confidence in 
choosing Asset Preservation Advisors to manage your clients’ municipal bond investments. We 
hope you enjoy our 2018, APA Preserve and look forward to hearing from you soon. 

Sincerely,

Kevin Woods 
Managing Partner, Chief Investment Officer



DECEMBER  
to REMEMBER
In the early hours of Dec. 20th, Congress passed the most 
sweeping rewrite of the federal tax code in decades, a $1.5 
trillion package that, over time, will have a broad impact on 
the United States economy, particularly the municipal bond 
market. In this issue, we will discuss that expected impact 
and APA’s strategic portfolio positioning. 

ADVANCED REFUNDING AND  
PRIVATE ACTIVITY BONDS
The provision of the legislation likely to affect the 
municipal bond market most is the elimination 
of tax-exempt advanced-refunding bonds issued 
after December 31, 2017, a proposal that was 
included in original versions of the bills that 
passed through the House of Representatives 
and Senate. Advanced-refunding issuances make 
up about 20% of the market and allow issuers 
to take advantage of lower rates and refinance 
outstanding debt for bonds not currently callable. 
They differ from current-refunding bonds, 
financial instruments that mature or become 
redeemable within 90 days. This provision, which 
takes effect in 2018, will likely affect issuance 
volumes going forward, an aspect highlighted 
in the Supply section ahead.

Although the bill eliminated advanced refundings, 
private activity bonds (PABs) — municipal 
securities used by one or more private entities — 
avoided the chopping block. The House sought 
to eliminate tax-exempt PABs (common among 
airports, housing authorities, and certain higher-
education and healthcare facilities), but this sector 
of the market ultimately survived unscathed in 
the bill that emerged from conference. 

SALT REDUCTION
The state and local tax (SALT) deduction remains 
in place for those who itemize their taxes, but it 
has been capped at $10,000. Thus, many investors 
in high-tax states face the possibility of larger 
tax bills, which APA believes should increase the 
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attractiveness of municipals as these investors will 
likely seek tax-advantaged investments. The states 
likely to be affected most by this change are New York, 
New Jersey, California, and Connecticut. As a result, 
we expect, and have already started to see, spread 
compression on bonds issued within these states.

CORPORATE RATE
Conversely, the reduction in the corporate tax rate 
from 35% to 21% could soften purchases from certain 
institutional investors. Historically, banks and P&C 
insurance companies have been important players 
in the municipal market, owning an estimated 20% 
to 30% of outstanding municipal debt combined. 
While a reduced headline rate could cause hesitation 
among these entities, APA still expects tax-exempts to 
make sense in many cases, and we do not anticipate 
mass liquidations of current positions. Traditionally, 
these buyers have focused on the long end of the 
yield curve, a maturity range of 20 to 30-years. 
Thus, APA continues to monitor for potential curve 
steepening, which could result from a reduction in 
demand in that maturity range. 

ALTERNATIVE MINIMUM TAX
The final bill repealed the alternative minimum 
tax (AMT) for corporations but retained it for  
individuals, although through 2025 it applies to 
fewer people, excluding individuals who earn less 
than  $500,000 and joint filers who make less than 
$1 million. With this news, AMT bonds have rallied, 
and we believe spreads between AMT and non-AMT 
bonds should settle at tighter levels.  

LOWER MARGINAL RATES
The overhaul maintains seven tax rates, but 
individuals with annual incomes exceeding $500,000 
will now pay a marginal rate of 37%, down from 
39.6%. While this will make munis slightly less 
attractive to some investors, we believe the impact 
on muni valuations should be nominal. Additionally, 
even though the bill repealed the individual mandate 
of the Affordable Care Act, the 3.8% surtax remains 
intact but is still not applied to tax-free municipals. 
Thus, we do not believe a reduction in the marginal 
tax rate will influence demand for municipals 
because APA believes they will still offer benefits 
over their taxable counterparts. 

SUPPLY
As the bill’s potential impact was dominating 
headlines, the municipal calendar began to swell 
as issuers rushed to market to get ahead of any 
changes. Several periods of weekly supply eclipsed 
$20 billion, well above the 2017 weekly average of 
roughly $7 billion. Issuances for November totaled 
$40 billion, a 25% increase year over year; December 
supply surpassed the all-time monthly record of $55 
billion, set in December 1985, coming in at $64 billion. 

Gross supply for 2017 totaled $438.8 billion, in line 
with the trailing10-year average, because of the late 
surge in issuance volume, including many deals that 
had been originally scheduled for 2018. We believe 
this “move up of the calendar,” coupled with the 
elimination of tax-exempt advanced refunding, should 

lead to a measurable decrease in supply in 2018. Over 
the past five years, issuers have advanced-refunded 
an average of $50 billion in outstanding bonds per 
year. Given 2018’s issuance was already expected 
to decline even before talk of tax reform began, we 
believe the coming supply could now total $300 
billion to $325 billion. Assuming demand remains 
steady, a period of “net-negative” supply could provide 
support for tax-exempt bond prices, especially in the 
first quarter of 2018. We believe this could lead to a 
period of muni outperformance relative to taxable 
counterparts. One caveat to our supply forecast is 
infrastructure spending, and we are paying close 
attention to any increase in supply this could cause 
for the municipal market in 2018.

RISKS
While the overall reaction to tax legislation has been 
relatively mild in the municipal sector, the market 
certainly faces risks and uncertainties:

• Bond prices could face downward pressure if the 
reduction in the corporate tax rate triggers a sizable 
drop in demand by institutional investors or prompts 
a mass liquidation of muni positions. 

• We will continue to pay close attention to any 
migration from states that are expected to see 
tax increases as a result of the reduction in SALT 
deductions. While we believe mass outmigration 
is unlikely, as tax rates are just one of many factors 
for choosing to live in a particular locale, this could 
strain state and local finances and would certainly 
be a credit negative. 

• Stepping away from tax reform, we view declining 
pension-funding ratios as an ongoing and serious 
market risk. While strong returns in the stock market 
have softened the noise on pension health, funding 

ratios have continued a declining trend. Pension 
funding will continue to pressure state and local 
budgets over the near term, and we believe low 
funding ratios are a red flag in regard to the health 
of state and local credit situations.   

GOING FORWARD
With the “December to Remember” behind us, we 
are focusing on several themes heading into 2018. 
The main theme being, where inflation expectations 
go, the market will go. APA continually monitors the 
yield curve for what we believe the most attractive 
opportunities and in light of our market expectations. 
At the time of this publication, we find the most 
value in the 1-to-2-year and the 6-to-10-year maturity 
ranges. We believe that a modified barbell strategy will 
continue to perform well in the flattening yield-curve 
environment that has been trending over the past few 
months. Additionally, our modified barbell approach 
is intended to remain defensive on the short end while 
providing what we feel to be attractive tax-free book 
yields in the intermediate range of the yield curve. 

The year-end supply rush has created market volatility 
across the municipal market and whipsaw price action 
we have not seen in sometime. We will look to take 
advantage of any attractive entry points this may create 
as we expect the market to settle down in the new year. 
Additionally, with credit spreads near all-time tight 
levels, and with several uncertainties facing the market, 
we have actively increased portfolio-credit quality and 
have focused on revenue bonds and on sectors we 
believe are more insulated from credit deterioration 
and pension risk. We believe a focus on high-quality 
paper will better prepare investors for the challenging 
and uneven credit environment ahead. Additionally, 
we believe this further highlights the importance of 
comprehensive, in-depth credit analysis, and not just 
reliance upon the rating agencies. 
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A CLEAR AND PRESENT DANGER

AMERICA’S CRUMBLING 
INFRASTRUCTURE: 
Before “Make America Great Again” can evolve 
from a campaign slogan to reality, this country 
must revitalize its aging highways, byways, and 
waterways, airports and seaports.  These are all 
essential tools to maintaining our competitiveness 
in world markets. Candidate Trump pledged to 
rebuild our dilapidated infrastructure by injecting 
$200 billion into transportation projects over 10 
years with the goal of creating $1 trillion worth 
of overall investment. His plan to “ensure we can 
export our goods and move our people faster and 
safer” may be a worthy one but the question is, 
how do we fund it? 

The Texas A&M Transportation Institute estimates 
that traffic robs the U.S. economy of $160 billion 
annually from lost productivity, gas burned while 
idling, and wear and tear on vehicles. The typical 
commuter, according to the TTI, squanders 
42 hours a year in traffic (up from 16 hours in 
1982), and $1,400 on fuel, according to the data 
company Inrix. The mountain of expenses grows 
exponentially when you add the billions spent 
nationally every year to replace blown tires, bent 
or broken axels, and worn shock absorbers, the 
result of ruts and potholes that ambush motorists 
every day on our decaying bridges, interstates, and 
urban and rural thoroughfares. TRIP, a nonprofit 
transportation research group, estimates that 
the average city driver spends $516 annually 
to fix such damage. In all, TRIP estimates that 
driving on poor roads costs $109 billion annually 
(including repairs, accelerated depreciation, and 
extra fuel costs), or $18 billion more than federal, 

state, and local spending — combined — on roads 
and bridges in 2013, according to the American 
Society of Civil Engineers. Bottlenecks cost 
trucking companies billions of dollars a year in 
lost productivity and fuel expenses, the American 
Trucking Association laments.

The neglect of our antiquated infrastructure is 
a “clear and present danger” to the American 
economy and people. The number of miles 
Americans drive has increased 70% over the 
past 20 years, according to the Federal Highway 
Administration, while highway capacity has 
grown only .03% in that time period. The U.S. 
Department of Transportation estimates that 
merely maintaining our current infrastructure costs 
$84 billion annually; putting that in perspective: 
the federal gas excise tax revenue raised only $37.4 
billion in FY 2015. 

How do we resolve this massive predicament? First, 
we have to recognize the problem. Most of the 
stakeholders do, but the hard part is committing 
the resources and effort to rejuvenating our decrepit 
surfaces. Raising the necessary revenue might 
require raising or implementing some taxes or 
fees, political heresy nowadays, especially when 
tax-averse Republicans control Congress and the 
White House. Several possible solutions include:

Raising the federal gas tax — which has remained 
at 18.4 cents per gallon since 1993. Adjusting for 
inflation, the tax should be about 30 cents these 
days. In the past 25 years, 39 state governments, 

many dominated by anti-tax conservatives, have 
taken the lead and raised taxes at the pump, some 
more than once. Over the last three decades, 
presidents who have increased the federal fuel 
tax have felt voter blowback on election days. 
One example is President George H.W. Bush’s 
infamous quote, “read my lips, no new taxes.” The 
2018 mid-term elections probably will postpone 
any talk of increasing the tax for at least another 
year, although “we’ve seen more bipartisan 
agreement on raising gas taxes than  almost 
any other tax out there” says Jared Walczak, a 
senior policy analyst with the Center for State 
Tax Policy at the Tax Foundation, a right-leaning 
think tank in Washington, D.C. Also, Washington 
insiders believe the Trump administration is still 
considering raising the federal gas tax to help fund 
its $1 trillion infrastructure package.

Tolls (user fees) — Many governments here 
have been toll collectors since 1772, the year the 
Howardsville Turnpike, the first toll road in the 
colonies, opened in Virginia. Tolls make sense 
because the users of the throughway pay directly 
for its maintenance. The obvious downside: 
carriage drivers and horseback riders had no 
alternative but to pay long before the days of 
Waze, Google Maps, and other apps that now 
steer drivers away from toll roads.  

Public-Private Partnerships — A public-private 
partnership (P3) is a contractual agreement 
between a federal, state, or local agency and a 
private-sector company to share skills and assets 

By: Ken Woods
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to deliver a service or facility to the public. P3’s 
have been successful in Canada, Europe, and 
Australia (areas that lack a liquid and large 
municipal-bond market to finance infrastructure 
projects), but less so in the U.S. In July of 2017, for 
example, Indiana had to take over a P3 highway 
project (I-69) because of delays and cost overruns 
from the private operator. Private activity bond 
investors in the P3 structure typically demand a 
higher interest rate than investors in tax-exempt 
bonds. Cost of P3 financing in the US can run as 
high as 300 basis points more than traditional 
tax-exempt financing; that differential would 
increase the interest cost on a $100 million project 
by about $2 to $3 million a year. In addition to the 
bond investor, the private equity tranche requires 
higher rates of return, usually more than 10%. 

Several factors may play a role in the increased 
use of P3 partnerships in the U.S. in the future, 
potentially overcoming the perceived financial 
disadvantages versus increased issuance in public 
debt markets. The first potential benefit may be the 
advantage of private party expertise in addressing 
the complexities of certain infrastructure 
improvement projects. The second, and equally 
urgent, is the transfer of long-term credit risk 
from the public entity. 

Since the 2008/2009 financial crisis and Great 
Recession that followed, municipalities have been 
under pressure to reduce expenses and improve 
their fiscal position. Generally speaking, many 
infrastructure needs have been put on hold. 
Although the cost to the end-user, the residents 
of the municipality, may be higher, the financing 
of projects through P3 partnerships may be one 
way to implement much needed improvements 
in communities and shift the long-term credit 
risk from the public entity to the private sector. 
VMT (vehicle miles traveled) — Numerous states, 

including California, Oregon, Colorado, and 
Washington, are considering taxing drivers based 
on mileage traveled in their vehicles. Delaware, 
Pennsylvania, Connecticut, New Hampshire, and 
Vermont are studying whether a VMT fee would 
be a feasible substitute for their gas taxes. One 
looming question: How would states track drivers 
and cars without raising the ominous issue of big 
brother watching his citizens?

Our critical problem with surface infrastructure wastes 
money, time, fuel, and, too often, lives. Recently, the 
American Society of Civil Engineers rated America’s 
infrastructure a D+, the same poor rating as five years 
ago. We need leaders who care more about improving 
this country now and less about their re-election in two, 
four or six years. We need leaders, not career politicians, 
willing to address our “Third World” infrastructure, the 
“clear and present danger” to us all. 

2017 INFRATRUCTURE NEEDS BY SYSTEM  
$ BILLION

SURFACE TRANSPORT

SCHOOL

$2,042
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TOTAL NEEDS ESTIMATED FUNDING
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The Asset Preservation Advisors’ Credit Research 
Group (CRG) spends much of its time reviewing 
various credit fundamentals before committing 
to purchasing bonds for a client’s portfolio. One 
key component of the analysis is the underlying 
security of the bonds.   Generally, municipal bonds 
fall into two general types: General Obligation (GO) 
and Revenue Bonds. GO bonds, which carry the 
“full faith and credit” of the issuing entity, were 
once considered the higher quality and stronger 
of the two securities because issuers of General 
Obligation bonds can raise taxes if necessary to 
meet debt obligations. General Obligation credits, 
however, have come under scrutiny lately because 
financial troubles in Puerto Rico and bankruptcies 

in Detroit and Stockton, Calif., led investors to 
question the security of GO bonds. 

That being the case, APA has made a conscious 
effort to purchase a higher percentage of revenue 
bonds. In a typical account, we target 70% revenue 
bonds and 30% general obligation bonds. We feel 
that revenue bonds, which are secured by pledged 
taxes, user fees, and other bondholder protections 
not found in traditional GO bonds, provide a 
higher-quality security. Another key difference is 
that GO bonds often require the issuer to display 
the political willingness to raise sufficient revenues 
to meet debt obligations. In this post–Tea Party 
environment, though, it is becoming increasingly 

difficult for government leaders to convince voters 
of the need to increase taxes and enact such 
unpopular laws.

Another issue affecting general obligation bonds 
is pension risk. Pension obligations continue to 
grab headlines as many municipalities struggle to 
balance increasing costs and providing essential 
services to their citizens. In the rare event of a 
municipal bankruptcy, bondholders and pensioners 
often battle for the same funds. For this reason, 
APA is highly selective when purchasing GO bonds, 
especially in states with underfunded pension 
funds, such as Connecticut, Illinois, and Kentucky.
Pension issues do not directly impact revenue 

DEDICATED  
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bonds, one of their many positive aspects. Because 
revenue bonds are secured by a dedicated pledge, 
they tend to be isolated financially from weak local 
general obligation credits. In Detroit’s bankruptcy, 
for example, the unlimited general obligation debt 
holders recovered 74 cents on the dollar and limited 
tax general obligation bondholders recovered 34 
cents. (It is worth noting that the city has an art 
collection valued at more than $8 billion, which 
it was able to preserve rather than sell to meet 
obligations.) Bondholders of the water and sewer 
systems, backed by net revenues of the system, 
recouped 100 cents on the dollar. 

Also, protections under Chapter 9 bankruptcy laws 
shield holders of dedicated revenue bonds, stating 
that bondholders can expect to receive payment 
if pledged revenues are sufficient. Although this 
protection has not been broken in a bankruptcy 
settlement, APA continues to monitor, sould a 
precedent be set. 

When reviewing a dedicated tax bond, APA 
considers numerous metrics, including:
 
Source of revenues – Dedicated tax bonds can be 
backed by various sources, including income taxes, 
sales taxes, and various excise taxes. 

Use of funds – Projects related to essential services, 
such as schools and roads, tend to be viewed more 
favorably than hotels and convention centers. It 
is also worth noting whether the project is voter 
approved, which shows community support.  

Debt Service Coverage Ratio – DSCR measures the 
cash flow available to pay current debt obligations. 
Typically, a rate covenant shows the minimum 
coverage levels the project must maintain. 

 Additional Bonds Test (ABT) – ABT indicates the 
minimum debt service coverage ratio levels that the 
entity must maintain before issuing additional debt.

Flow of funds – Ideally, pledged revenues flow first 
to the issuing entity and are held in a lockbox fund, 
which prevents revenues from being transferred 
to cover other expenses. After debt service is paid, 
any excess funds flow to other funds. 

Volatility of pledged revenues – Some revenue 
sources are naturally more volatile. Reviewing 
historical revenue numbers provides estimated 
demand elasticity, while a shock test shows how 
DSCR might be affected by revenue fluctuations.

Local economy – APA reviews metrics such as 
income levels, poverty rate, net migration, retail sales, 
and local property values, as well as other economic 
indicators tied to the source of the revenues. 

Dedicated tax bonds also present a way for 
distressed entities to issue bonds at lower 
borrowing costs than if they were to issue general 
obligation bonds. One example is the Municipal 
Assistance Corporation (MAC), which the state 

of New York created in 1975 to address financial 
issues in New York City. To address the borrowing 
needs of the city, the corporation issued bonds 
backed by stock-transfer taxes and city sales 
taxes. Pledged revenues were collected at the 
state level and were paid to bondholders without 
ever passing through to the city. “Big MAC” bonds 
were instrumental in rescuing an embattled city 
and restoring investor confidence. 

Recent high-profile examples include bonds 
secured by sales taxes in Chicago, Illionois, and 
income taxes in Connecticut. It is still uncertain 

how strong the security pledges are on some 
bonds. Puerto Rico Sales Tax Bonds (COFINAs) 
are being closely watched as the U.S. territory 
navigates through bankruptcy-like proceedings. 
It is worth noting that in a Chapter 9 bankruptcy, 
pledged revenues are protected and have never 
been impaired. COFINA’s impairment, however, 
could still set a legal precedent in future 
bankruptcy proceedings. When determining the 
suitability of a security for a client’s portfolio, 
APA recommends reviewing the strength of not 
only the credit, but also the legal backing of the 
pledged revenues.

DEDICATED  
TAX BONDS
A STAPLE FOR THE MUNI INVESTOR
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By: Stephen Colavito

Help your clients 
        understand the  
“De Minimis Rule” 



BACKGROUND 
Most bonds issued over the past 20 years (at 
face value) have had coupons of at least 5%. In 
fact, 84% of bonds were in that index in 2016, 
according to the Bank of America U.S. Municipal 
Index. Nevertheless, as interest rates have fallen, 
more municipal bonds have been issued at lower 
coupons. In 2016, according to Bloomberg, 8,468 
bonds were issued at just 2%. In recent years, 
many new issues have been structured at 2% 
or 3%. Lower-coupon bonds have addressed 
demand with lower price premiums over face 
value as higher-coupon bonds have increased 
appreciably as interest rates have declined. So 
with the prospect of interest rates rising, the “de 
minimis rule” creates a potential tax risk that 
could meaningfully affect not only the after-
tax returns of investors in higher tax brackets, 
but also the pricing of municipal securities. 
 
The “de minimis rule” determines whether the 
price appreciation (price accretion) of securities 
purchased at a discount will be taxed at the rate 
of ordinary income or capital gains. Congress 
added the “de minimis” rule to the tax code in 
1993, changing the treatment of tax from capital 
gains to ordinary income, but with certain key 
exceptions applied to smaller-market discounts. 
 
THE BASICS 
Market discount occurs when a debt instrument 
purchased in the secondary market decreases 
in value after its issue date, generally because of 
an increase in interest rates or a credit concern. 
The “de minimis rule” states that if the market 
discount (revised issue price minus purchase 
price) is less than 0.25 multiplied by the number 
of full years to maturity after acquisition, the 
market discount is treated as a capital gain for 
tax purposes if the bond is held to maturity 
or sold for a price above the purchase price. If 
the discount is greater than the “de minimis” 
threshold, the accrued market discount realized 
at maturity must be treated as ordinary income 
rather than as a capital gain. If the bond is sold 
above the purchase price prior to maturity, 
however, part of the accrued market discount 
realized may be treated as a capital gain and 
part as ordinary income, depending on how 
much market discount has accrued up to the 
sale date (note: To calculate the accretion, the 
IRS uses the constant-yield method, which 
accelerates as the life of the bond shortens and 
in this example only applies to individuals and 

With changes to the tax code 
and the risk of a rising rate 
environment, we believe now 
is a good time to meet with 
your clients and their CPAs to 
help reduce related risks to 
your clients’ portfolios

not corporations. Make sure you consult with 
your clients’ CPA). 
 
Original issue discount (OID) arises when a 
debt instrument is issued at a price below its 
face value (such as a zero-coupon bond). The 
amount of OID at issuance is the difference 
between the stated redemption price at maturity 
and the issue price. OID is calculated at the 
time of issuance and is allocated using the 
constant-yield method over the life of the 
security. Investors annually receive Form 1099-
OID detailing the OID applicable in each year. 
Therefore, the OID on tax-exempt bonds is 
tax-free, while the OID on taxable securities is 
subject to taxation as interest income. 
 
OID purchased in the secondary market, 
however, may be subject to the “de minimis 
rule.” An OID bond has a market discount if 
the purchase price is less than the revised issue 
price (original issue price plus the accreted OID 
up to the purchase price). But remember, the 
tax consequences related to the “de minimis 
rule” do not apply to investors who purchase 
OID bonds in the new- issue market. 

“De minimis” threshold = lower of par or OID 
– (0.25% x full years to maturity)

Taxation of a bond’s market discount can have 
a profound impact on the after-tax returns of 
some municipal investors in high tax brackets. 
For a discounted municipal security purchased 
at a price below the “de minimis threshold,” price 
accretion is subject to the ordinary income rate 
(37% federal marginal rate plus Medicare tax of 
3.8% = 40.8% for top earners). Conversely, the 
accretion of a security purchased at a discount, 
but at a price above the “de minimis” boundary, 
is subject to a much lower capital gains rate 
(20% plus Medicare tax of 3.8% = 23.8% for top 
earners) if the bond is held for longer. 

DOES IT REALLY MATTER?  
YES, IT DOES! 
Th e U.S .  economy has experienced an 
extraordinar y period of  declining and 
persistently low-interest rates. As the chart 
below illustrates, 10-year Treasury yields 
have been falling since 1982. This has been an 
unprecedented bull market for bonds and, as 
a consequence, municipal-bond investing has 
not required careful consideration of the “de 
minimis rule.” Currently, given the low-interest 
rates we have experienced, most municipal 
securities trade at a premium. 

If the bull market in bonds were to end and 
interest rates were to rise, however, declining 
bond prices would imply that more municipal 
securities could fall below the “de minimis” 
threshold. Also, as mentioned earlier, lower 
interest rates have contributed to an uptick in 
lower-coupon bond structures at lower prices 
than their higher-coupon counterparts. 
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$10,000        0.25%           14            $350 

$10,000        0.25%           15            $375 

$10,000        0.25%           16           $400 

$10,000        0.25%           17            $425 

$10,000        0.25%           18           $450 

$10,000        0.25%           19            $475 

$10,000        0.25%           20          $500 

$10,000        0.25%           21            $525 

$10,000        0.25%           22           $550 

$10,000        0.25%           23           $575 

$10,000        0.25%           24          $600 

$10,000        0.25%           25           $625 

$10,000        0.25%           26           $650 

$10,000        0.25%           27           $675 

$10,000        0.25%           28          $700 

$10,000        0.25%           29           $725 

$10,000        0.25%           30           $750 

Face  
Value

Years to  
Maturity

De 
Minimis 

Threshold

Source: Schwab Center for Financial 
Research calculations  1/2017

THE DE MINIMIS 
THRESHOLD



TAKE ACTION 
Whether you’re a Senior Financial Adviser with a 
large book of business or a new adviser looking to 
bring assets to your firm, here are the advantages to 
understanding the “de minimis rule”:

•  If you’ve purchased bonds for your clients or they’re being overseen 
by an asset manager, look within the portfolios for lower-coupon 
bonds that could be affected by this rule. With rates at current 
levels, it might make sense to harvest those bonds and swap them 
for “like” credit, duration, but with a higher coupon. 

•  You might want to consider moving out of large municipal–mutual 
fund or ETF positions and examine a separately managed account. 

Many 40 Act Funds and ETFs must buy new-issue bonds and are 
likely to have an allocation of lower-coupon bonds. Since these 
instruments offer limited transparency, APA believes now would 
be the time look at swapping to a managed program (note: this only 
makes sense with the municipal liquidity of more than $250,000).  

•  Discuss the “de minimis rule” with clients and suggest meeting 
as a team with their CPA. This can create a center of influence 
(COI), as most advisers are not up to speed on this issue. 

•  Lastly, ask your clients (or prospects) if they have municipal 
bonds outside the realm of your perspective. Offer to look at their 
portfolios and offer suggestions to ensure that these individuals 
pay no more in taxes on their municipal bonds than necessary. 

 
So advisers should consider some of the negative 
tax, price and liquidity implications if the market 
were to experience higher rates in the future. 

THE IMPACT TO YOUR CLIENTS:
• Tax impact: Given the higher tax rate, any 
buyer would incur as a result of purchasing 
bonds below the “de minimis” threshold. 

• Price impact: Bonds issued with lower coupons 
could trade at a discount to compensate 
for higher yields. Securities trading near or 
below the boundary, however, would likely 
trade at even lower prices (and higher yield) 
to compensate investors for the impact of 
additional taxes. 

• Liquidity impact: Potential taxes associated 
with the “de minimis rule” could also lead 
to demand distortions in the marketplace 
as the result of the reduced buyer base. The 
traditional tax-sensitive municipal 
buyer could shun securities 
with any tax consequences, 
e v en in  in st an c e s  of 
yields compensating 
investors for higher 
tax treatment. 
 
T h e  i m p a c t ,  i n 
effect, could create 
a “price cliff ” as 
bonds approach 
the “de minimis” 
cutoff. The impact 
of higher taxes and 
diminished liquidity 
could cause bond prices 
to deteriorate faster than 
they would otherwise if the 
price were higher and further from 
the threshold. 

EXAMPLE 
• Assume your client 
buys a 3% coupon 
bond at par with 

a 10-year maturity. 
Also, assume that 

interest rates increase 
by 50 bps. So the same 

credit could be issued at 
par with the same maturity 

as a 3.5% coupon. Your client, 
if unfamiliar with the “de minimis 

rule”, could believe that a previously issued 

3% coupon bond needs to trade down to only 
around $96 (to produce the same market yield 
of 3.5%). If that were the case, however, the 
bond would have fallen below its “de minimis” 
threshold of approximately $97.50 (0.25bps x 10 
years). The problem with the client’s thinking is 
the market would also account for the additional 
tax implications associated with the market 
discount and that particular bond would likely 
trade closer to $93 to produce the after-tax 
return of 3.5% ( for high-income individuals). 
For this reason, we believe the “de minimis 
rule” does matter to your clients’ portfolios. 

 
 

“So advisers  
should consider  
some of the negative tax, price 

and liquidity implications if 
the market were to  

experience higher rates  
in the future”
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MAKE A POSITIVE IMPACT 
IN YOUR PORTFOLIO

historically had a significantly lower default 
risk than corporate bonds, 0.15% versus 6.92%, 
respectively.

APA’s Positive Impact Strategy targets primarily 
what we believe are high-quality municipal 
bonds that are labeled “green” by their issuers 
and/or bonds that finance climate-aligned 
projects. APA’s Credit Research Group (CRG) has 
expertise across the municipal-credit spectrum 
and identifies sectors that we project will have the 
greatest impact, with a focus on essential projects 
backed by fiscally sound and forward-thinking 
municipalities. Bonds selected by our investment 
professionals meet APA’s green standard, as part 
of our fundamental analysis and is not limited to 
bonds labeled “green” at issuance. Sustainable 
investing can include municipal bonds from any 
of the following sectors:

Water and sewer bonds — which often meet 
upgraded environmental standards while 
providing an essential service to the public.

APA believes municipal bonds are a natural fit 
for socially responsible investment and green 
initiatives. The municipal bond market offers 
state and local governments access to low-cost 
capital to finance a range of diverse climate-
aligned projects, such as transportation issues 
or efficient energy programs, thereby allowing 
investors to align their personal interests with 
their portfolios. For investors who want to invest 
in sustainability, APA offers our Positive Impact 
Strategy, which seeks to maximize tax-exempt 
income and preserve capital while emphasizing 
positive environmental, social, and governance 
(ESG) objectives.  

The landscape of the “green” municipal bond 
market is expanding and evolving rapidly in 
response to changes to our climate that increase 
the urgency for environmentally sustainable 
projects.  We believe the surge in the issuance 
of green municipal bonds over the past several 
years should continue as state and local 
governments look for ways to pay for much-
needed infrastructure upgrades and plug any gaps 
in federal funding for those projects. Through 
sustainable or impact investing, we can positively 
influence the environment and society while 
maximizing returns. Municipal bonds backed 
by taxes and revenue collected from essential 
public services, such as water and sewer, have 

LOOKING FOR POSITIVE IMPACT FROM YOUR PORTFOLIO?
 
APA customizes portfolios using the principles of sustainable investing  
while keeping in mind our clients’ portfolio objectives and values.

School district bonds —investing in schools 
strengthens communities by eventually lowering 
the local unemployment rate, increasing 
median household incomes, and raising overall 
education levels.

Transportation bonds — which help reduce 
carbon emissions by encouraging people to 
embrace mass transit, upgrade infrastructure, 
and create new infrastructure.  

Healthcare bonds — including buying 
clean energy and offsetting the amount 
of greenhouse gas (GHG) emissions to 
become “carbon net positive,” increasing 
recycling efforts, reducing water usage (a 
large expense for hospitals), and/or pursuing 
new collaborations to reduce risks in the 
hospitals’ communities.
 
Clean energy – improving energy efficiency 
and implementing renewable energy projects 
can reduce carbon pollution.

Failing Interest Rate By: Trisha Broussard, Patricia Hodgman
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Q & A WITH PAUL NOLAN,  
APA’S DIRECTOR OF RESEARCH

Q: GIVEN RECENT NEWS 
STORIES REGARDING HEALTH 
CARE REPEAL AND THE 
POTENTIAL EFFECTS ON 
NFP HOSPITALS, WHAT IS 
APA’S OVERALL VIEW ON 
HOSPITALS?

A: APA considers hospitals an essential service, 
especially given the aging population in this 
country and their need for access to health care.  
Having said that, APA does believe the repeal of 
the individual mandate in the recent tax bill could 
have a negative impact on hospitals’ financials, 
given that uninsured and uncompensated care 
levels are likely to increase.

With the repeal, the number of individuals 
without insurance has been estimated to increase 
by approximately 13 million. In our opinion, those 
stand alone and smaller hospital systems, who 
have benefitted from ACA though reductions of 
bad debt expenses from fewer uninsured patients, 
are most likely to be affected by the repeal. 

Additionally, there are potential financial 
pressures from uncertainty around the renewal by 
Congress of the Children’s Healthcare Insurance 
Plan (CHIP), which provides health coverage 
to nine million children from lower-income 
households. Fourteen states are reporting plans 
to phase out of the CHIP coverage, which is 
running out of funds in many of these states. 
There are also additional expense pressures such 
as investments in technology systems (medical 
records) and the general increase in health care 
costs and an aging population. 

Q: ANY GOOD NEWS FOR 
HOSPITALS? 

A: Yes. Positively, the American Hospital 
Association (AHA) reported the passage of 
the Affordable Care Act (ACA) has benefitted 
hospitals as evidenced by the decline in 
uncompensated care through the expansion 
of healthcare coverage through Medicaid and 
subsidized private plans. ACA also reduced 
the number of patients who needed assistance 
paying their health care bills. For example, in 

2013, uncompensated care was $46.4 billion, but 
declined to $42.8 billion in 2014, and again to 
$35.7 billion in 2015. That number increased to 
$38.3 billion in 2016, diverging from two previous 
years of decreases.

Q: WILL THE REPEAL OF 
THE INDIVIDUAL MANDATE 
OR ANY OTHER POTENTIAL 
MODIFICATIONS/REPEALS 
TO ACA HAVE AN IMPACT ON 
OTHER SECTORS BEDSIDES 
NFP HOSPITAL?   

A: Yes.  APA believes the repeal of the individual 
mandate or additional modifications to ACA 
could have a ripple effect through the states 
as well. According to Fitch Ratings, the largest 
impact on state credit quality is likely to be to 
those states that previously expanded Medicaid. 
However, non-expansion states may also face 
budget challenges from the proposed AHCA.  As 
health care costs continue to increase, those state 
and local governments with health systems will 
require additional funding, placing pressure on 
already challenged financial operations. 

Q: WHAT IS APA’S INVESTMENT 
STRATEGY FOR 2018 GIVEN 
YOUR CONCERNS WITH THE 
HOSPITAL SECTOR? 

A:  We believe we have been selective in purchasing. 
bonds issued by hospitals and continues to avoid small, 
rural hospitals and single stand-alone hospitals in favor 
of multi-state and large systems. We will remain selective 
in 2018. The potential credit implications from the repeal 
and any other modifications to ACA may take time to 
demonstrate their true impact, but it is APA’s view that 
a forward-looking credit review process is one of the 
best ways to mitigate this risk.

 Q:  WHAT WAS THE MARKET 
REACTION TO THE POSSIBILITY OF 
THE REPEAL OF PRIVATE ACTIVITY 
BONDS (PAB’S) IN THE TAX BILL? 

 A:   There was a marked increase in bond sales in sectors 
that may have been affected by the repeal of PAB’s. 
Hospitals reacted with a nearly 800% increase in bond 
sales in December 2017 when compared to December 
2016, as reported by Bloomberg. colleges and universities 
also sold more bonds in December of 2017 to the tune 
of $4.8 billion, up from $930 million in December 2016.  
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