
MARKET VIEW
MUNI BONDS: OFF TO A GOOD START IN 2017

Following a challenging fourth quarter in 2016, muni performance and mutual fund flows have been improving.

MONDAY, JANUARY 30, 2017

  In mid-December 2016, Market View focused on the slump in 
the municipal bond market in the final months of the year. At that 
time, a combination of headwinds—concerns about the potential 
for higher interest rates and changes to tax policy under the new 
administration—had led to substantial outflows from tax-free 
mutual funds and put pressure on municipal bond prices, resulting 
in losses for municipal bonds in the fourth quarter. What has 
happened since?

Municipal bond funds continued to see additional outflows in the 
final weeks of the year. According to Morningstar, tax-free bond 
funds experienced $17.5 billion of outflows in the month of 
December alone, for a total of $28 billion over the two-month 
period following the election. 

However, the pace of outflows likely was affected by seasonal 
factors, such as year-end tax-loss trading. “With bond prices 
dropping and stock prices rising after the election in November, 
many thought that it was beneficial to recognize bond losses in order 
to offset capital gains on stocks,” said Daniel Solender, Lord Abbett 
partner and director of municipal bond strategies. “With mutual 
funds, investors needed to sell their shares to achieve this objective,” 
Solender continued, “although many of the sales were actually 
exchanges to other funds rather than outright redemptions because 
investors wanted to remain in the market.” 

As we turned the page to a new year, the flow situation has stabi-
lized, and has been positive over the past three weeks. (According to 

Lipper, weekly reporting funds had net inflows of $974 million, $512 
million, and $7 million, respectively, in each of the past three weeks.)

What about performance? Despite the headwinds of large 
mutual fund outflows, municipals (as measured by the Bloomberg 
Barclays Municipal Bond Index) posted positive returns in 
December, generating a return of 1.2%, well ahead of the 0.1% 
return of the broad taxable bond market (as represented by the 
Bloomberg Barclays Aggregate Bond Index). This trend has contin-
ued in the first few weeks of 2017, with municipals in positive terri-
tory, while taxable bonds are modestly negative. As illustrated in 
Table 1, the broad municipal market has generated a return of 2.0% 
since December 1, led higher by longer-maturity and lower-rated 
municipals—those areas that suffered the most in the fourth-quar-
ter pullback.

What about going forward? We pose a few questions and answers:

What will happen with interest rates? As we have highlighted 
many times, accurately predicting the direction of interest rates his-
torically has been very difficult to do. Many have anticipated higher 
rates for most of the past eight years, only to be disappointed thus 
far. Yes, it would seem reasonable that rates may be heading higher 
from here (since the hike on December 14), but the pace and magni-
tude of that move is very uncertain. And yields have already moved 
higher, with the 10-year U.S. Treasury bond yield rising by nearly 120 
basis points (bps) since July.

1

TABLE 1. MUNICIPAL BOND PERFORMANCE BEGAN 2017 ON A POSITIVE NOTE
RETURNS YEAR TO DATE (JANUARY 25, 2017)

Source: Bloomberg and Thomson Reuters Municipal Market Data. Broad taxable fixed income represented by the Bloomberg Barclays U.S. Aggregate Bond Index. Municipal bonds represented by maturity-specific subsets of the Bloomberg 
Barclays Municipal Bond Index. High-yield municipal bonds are represented by the Bloomberg Barclays High Yield Municipal Bond Index. 
Past performance is no guarantee of future results. For illustrative purposes only and does not represent the performance of any specific portfolio managed by Lord Abbett or any particular investment. Lower-rated bonds may carry 
greater risks than higher-rated bonds. Income from municipal bonds may be subject to the alternative minimum tax. Federal, state, and local taxes may apply. Indexes are unmanaged, do not reflect the deduction of fees and expenses, 
and are not available for direct investment.

4th QUARTER 2016 DECEMBER YTD (01/25/2017) 12/01/2016 - 01/25/2017

BROAD TAXABLE  
FIXED INCOME -3.0 0.1 -0.2 0.3

MUNICIPAL BONDS -3.6 1.2 0.5 2.0

MUNI - 5 YEAR -2.6 0.5 0.8 1.6

MUNI - 10 YEAR -4.3 1.4 0.5 2.3

MUNI - 22+ YEAR -5.0 1.6 0.4 2.6

HIGH-YIELD  
MUNCIPAL BONDS -5.8 1.4 1.0 3.0



What will happen to the federal tax code? Investors are concerned 
that changes to the tax code may reduce the taxable-equivalent yield 
on municipal bonds, and, consequently, make tax-free bonds less 
appealing. Changes in tax brackets and statements about altering the 
tax-exempt status of municipals are topics that have surrounded the 
muni market for decades. But as we pointed out in December, history 
shows that this has not had an impact on the market. According to the 
Citi Research report we cited, the top marginal tax rates for municipal 
bonds fluctuated in the range of 28–70% between 1980 and December 
2016. But the report found no correlation between municipal yields and 
the top marginal tax rate. This is likely because the average tax rate for 
municipal bondholders has remained steady, at around 25%, during 
the period surveyed. [Results may have differed during different intervals 
in the survey period.]

What about mutual fund flows? As we also pointed out in December, 
this is not the first time we have seen large outflows from tax-free 
mutual funds. The supply/demand imbalance may have a negative 
impact on short-term performance, as we just witnessed. But if we 
were to look over longer time periods, the fundamentals typically win 
out over technical factors. Further, if we were to look back over the past 
seven years—a period that coincided with multiple periods of large 
fund outflows—the representative Bloomberg Barclays Municipal 
Bond Index outperformed the taxable Bloomberg Barclays Aggregate 
Index, and that performance included the sharp pullback municipals 
experienced in the fourth quarter of 2016. These returns, however, do 
not take into account the tax-exempt income that municipals have 
provided, and so actually understate the outperformance that munici-
pals have delivered. The volatility in mutual fund flows seems to 
suggest that some investors take a tactical approach to allocating to 
municipals, but the performance record shows they would have been 
much better off maintaining an allocation through the cycle.
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TABLE 2. HISTORICALLY, MAINTAINING A MUNI BOND  
ALLOCATION LONGER TERM HAS BEEN BENEFICIAL
RETURNS AS OF DECEMBER 31, 2016

Source: Bloomberg and Thomson Reuters Municipal Market Data. Broad taxable fixed income represented 
by the Bloomberg Barclays U.S. Aggregate Bond Index. Municipal bonds represented by maturity-specific 
subsets of the Bloomberg Barclays Municipal Bond Index. High-yield municipal bonds are represented by 
the Bloomberg Barclays High Yield Municipal Bond Index. 
Past performance is no guarantee of future results. For illustrative purposes only and does not 
represent the performance of any specific portfolio managed by Lord Abbett or any particular investment. 
Lower-rated bonds may carry greater risks than higher-rated bonds. Income from municipal bonds may be 
subject to the alternative minimum tax. Federal, state, and local taxes may apply. Indexes are unmanaged, 
do not reflect the deduction of fees and expenses, and are not available for direct investment.

3 YEAR 5 YEAR 7 YEAR

BROAD TAXABLE FIXED INCOME 2.9 2.2 3.8

MUNICIPAL BONDS 4.1 3.3 4.2

MUNI - 7 YEAR 2.9 2.4 3.8

MUNI - 10 YEAR 4.1 3.1 4.5

MUNI - 22+ YEAR 6.8 4.9 5.7

HIGH-YIELD MUNCIPAL BONDS 6.1 5.9 6.6

There is much uncertainty about several factors that may affect 
the market. But a few things are very clear:

n Relative value is more attractive. The ratio of ‘AAA’ rated municipal 
bonds to comparable maturity U.S. Treasury bonds is the most 
common measure of relative value for tax-free bonds. According to 
Municipal Market Data, the muni/Treasury ratio for 10-year and 
30-year municipal bonds has risen, to approximately 95% and 100%, 
respectively, as compared to approximately 85% of Treasuries in 
August 2016.

n Investment-grade credit spreads are wider. The additional yield 
provided in single ‘A’ and ‘BBB’ rated municipals over ‘AAA’ rated 
bonds has risen. For example, according to the Bloomberg Barclays 
Municipal Index, ‘BBB’ rated bonds now offer a yield advantage of 
165 bps over ‘AAA’ rated bonds, 40 bps higher than the levels seen 
in August.

n Yields have adjusted higher—for now. The combination of higher 
U.S. Treasury yields, more attractive relative value, and wider credit 
spreads has resulted in higher tax-free yields, especially among 
single ‘A’ and ‘BBB’ rated bonds. Chart 1 illustrates this move in 
10-year maturity bonds, which now offer yields that are 100–160 bps 
higher than what was available in August.

CHART 1. MUNICIPAL YIELDS HAVE ADJUSTED HIGHER 
SINCE AUGUST 2016
10-YEAR YIELDS (AS OF JANUARY 25, 2017)

Source: Bloomberg and Thomson Reuters Municipal Market Data. Due to market volatility, the market may 
not perform in a similar manner in the future. 
Past performance is no guarantee of future results. For illustrative purposes only and does not 
represent the performance of any specific portfolio managed by Lord Abbett or any particular investment. 
Lower-rated bonds may carry greater risks than higher-rated bonds. Income from municipal bonds may be 
subject to the alternative minimum tax. Federal, state, and local taxes may apply. Indexes are unmanaged, 
do not reflect the deduction of fees and expenses, and are not available for direct investment.
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INVESTMENT-LED. INVESTOR-FOCUSED.
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IMPORTANT INFORMATION
There is no guarantee that markets will perform in a similar manner under similar conditions in the future. 

A Note about Risk: The value of an investment in fixed-income securities will change as interest rates 
fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend 
to rise. As rates rise, prices tend to fall. Investing in the bond market is subject to risks, including market, 
interest rate, issuer, credit, inflation risk, and liquidity risk. The municipal bond market may be impacted by 
unfavorable legislative or political developments and adverse changes in the financial conditions of state and 
municipal issuers or the federal government in case it provides financial support to the municipality. Income 
from the municipal bonds held could be declared taxable because of changes in tax laws. Certain sectors of the 
municipal bond market have special risks that can affect them more significantly than the market as a whole. 
Because many municipal instruments are issued to finance similar projects, conditions in these industries can 
significantly affect an investment. Income from municipal bonds may be subject to the alternative minimum 
tax. Federal, state and local taxes may apply. Investments in Puerto Rico and other U.S. territories, common-
wealths, and possessions may be affected by local, state, and regional factors. These may include, for example, 
economic or political developments, erosion of the tax base, and the possibility of credit problems. 

This Market View may contain assumptions that are “forward-looking statements,” which are based on certain 
assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There 
can be no assurance that forward-looking statements will materialize or that actual returns or results will 
not be materially different from those described here.

This material is provided for general and educational purposes only. The examples provided are hypothetical, 
are for illustrative purposes only, and are not indicative of any particular investor situation.

A basis point is one one-hundredth of a percentage point.

Spread is the difference in yield between two different investments.

Used as a measure of volatility, standard deviation is a quantity calculated to indicate the extent of devia-
tion for a group as a whole. 

Standard deviation is a measure of the dispersion of a set of data from its mean. If the data points are 
further from the mean, there is higher deviation within the data set. Yield is the annual interest received 
from a bond and is typically expressed as a percentage of the bond’s market price. Tax-equivalent yield is 
the pretax yield that a taxable bond needs to possess for its yield to be equal to that of a tax-free municipal 
bond. This calculation can be used to fairly compare the yield of a tax-free bond to that of a taxable bond in 
order to see which bond has a higher applicable yield. 

The Bloomberg Barclays Municipal Bond Index is a rules-based, market-value-weighted index 
engineered for the long-term tax-exempt bond market. The index is a broad measure of the municipal bond 
market with maturities of at least one year. To be included in the index, bonds must be rated investment-
grade (Baa3/BBB- or higher) by at least two of the following ratings agencies: Moody’s, Standard & Poor’s, 
Fitch. If only two of the three agencies rate the security, the lower rating is used to determine index eligibil-
ity. If only one of the three agencies rates a security, the rating must be investment-grade. Bonds must have 
an outstanding par value of at least $7 million and be issued as part of a transaction of at least $75 million. 
The bonds must be fixed rate, have a dated-date after December 31, 1990, and must be at least one year 
from their maturity date. The Bloomberg Barclays Municipal Bond 10-Year Index is a maturity-specific 
component of the Municipal Bond index.

The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, tax-
able, and dollar denominated. The index covers the U.S. investment grade fixed rate bond market, with index 
components for government and corporate securities, mortgage pass-through securities, and asset-backed 
securities. Total return comprises price appreciation/depreciation and income as a percentage of the original 
investment.

The Bloomberg Barclays High Yield Municipal Bond Index is an unmanaged index consisting of 
noninvestment-grade, unrated or below Ba1 bonds. 

The Citigroup 10 Year Treasury Bond Index is a broad measure of the performance of the medium-term 
U.S. Treasury securities. 

Indexes are unmanaged, do not reflect the deduction or expenses, and are not available for direct investment

The opinions in Market View are as of the date of publication, are subject to change based on subsequent 
developments, and may not reflect the views of the firm as a whole. The material is not intended to be 
relied upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any 
securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any 
investment. Readers should not assume that investments in companies, securities, sectors, and/or markets 
described were or will be profitable. Investing involves risk, including possible loss of principal. This docu-
ment is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant 
the accuracy and completeness of the information. Investors should consult with a financial advisor prior to 
making an investment decision.

Copyright © 2017 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.

NOT FDIC INSURED-NO BANK GUARANTEE-MAY LOSE VALUE

CHART 2. HISTORICALLY, MUNIS HAVE PROVIDED VERY  
ATTRACTIVE RISK-REWARD OVER THE LONG TERM
TRAILING 20 YEARS: JANUARY 1, 1997–DECEMBER 31, 2016

Source: Morningstar Direct.
Past performance is no guarantee of future results. For illustrative purposes only and does not rep-
resent any specific portfolio managed by Lord Abbett or any particular investment. Income from municipal 
bonds may be subject to the alternative minimum tax. Federal, state, and local taxes may apply. Indexes are 
unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
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n Over the long term, municipals have provided attractive risk-
adjusted returns versus U.S. Treasuries. Over the past 20 years, 
10-year muni bonds (as represented by the Bloomberg Barclays 
Municipal Bond 10-Year Index) has generated similar total returns to 
10-year Treasury bonds (as represented by the Citigroup 10-Year 
Treasury Bond Index), but has done so with about 40% lower volatility. 
(See Chart 2.) That would have translated to higher risk-adjusted 
returns, even in a 0% tax bracket.

The market is full of uncertainty, but given the long-term return 
profile, the higher yields, and more attractive relative value available 
in the market today, investors may want to take another look at allo-
cating to tax-free bonds.
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