
MARKET VIEW
HOW MIGHT MUNICIPAL BONDS RESPOND TO FED RATE HIKES?

History reveals that the muni market has held up well during periods of well-communicated, 
gradual rate increases by the U.S. Federal Reserve. 

MONDAY, APRIL 3, 2017

In the January 30, 2017, Market View, we noted that municipal 
bonds were off to a good start for the year, after a challenging 
market environment at the end of 2016.  The fourth quarter of 2016 
was marked by a rapid rise in U.S. Treasury bond yields, uncer-
tainty about changes to the U.S. tax code under a new political 
administration, and large outflows from municipal-bond mutual 
funds.  After $28 billion in net outflows from municipal funds in the 
last two months of the year (based on Morningstar data), the 
market began to stabilize as 2017 began.  

Amid the volatility, the representative Bloomberg Barclays 
Municipal Bond Index actually finished the first quarter of 2017 
with a positive return of 1.6%.  At first glance, that might seem 
like a modestly positive showing, but that number looks more 
compelling when that tax-exempt return is compared, respec-
tively, to the returns of 0.7% and 0.8% by two other Bloomberg 
Barclays taxable bond benchmarks: the U.S. Treasury and U.S. 
Aggregate Bond indexes.  

This positive performance by municipals followed a 1.2% return 
in the month of December 2016. This period also coincided with 
two 25 basis-point rate hikes by the U.S. Federal Reserve (Fed)—
one in December 2016 and another in March 2017.  And the Fed 
remains much on the minds of muni investors. One common 
question we are asked is, how will municipal bonds fare in the face 
of continued rate hikes by the Fed, especially with policymakers’ 
expectation of a total of three rate increases in 2017? 

We’ll tackle that question in this Market View. First, some his-
torical perspective is in order.  Begin with a look at Chart 1, which 
shows return data for the broad municipal bond market (as repre-
sented by the Bloomberg Barclays Municipal Bond Index) over the 
past 30 years. 

We note four key takeaways from the chart:

1. Municipals have generated positive returns in 26 of the past 30 
calendar years.
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CHART 1: FED OR NO FED, NEGATIVE YEARS HAVE BEEN RARE FOR MUNICIPAL BONDS
CALENDAR-YEAR RETURNS OF THE BLOOMBERG BARCLAYS MUNICIPAL BOND INDEX, 1987–2016
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Source: Morningstar.  Shaded areas represent periods during which the U.S. Federal Reserve raised interest rates.
Past performance is not a reliable indicator or guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Due to market volatility, the 
market may not perform in a similar manner in the future. Other time periods may have been different. The historical data are for illustrative purposes only and do not represent the performance of any portfolio managed by Lord Abbett 
or any particular investment.



2. Each negative year was followed by a strong recovery in the fol-
lowing year: 1995, 17.5%; 2000, 11.7%, 2009, 12.9%, and 2014, 
9.1%.

3. Only two of these negative years—1994 and 1999—coincided 
with a period of the Fed raising rates.

4. Municipals generated positive returns in the last extended 
period of Fed hikes, during 2004–06.

There is, however, one other important point not reflected in the 
chart: short-maturity municipals (as represented by the Bloom-
berg Barclays Municipal Bond 3 Year Index) have generated 
positive returns in all 25 calendar years since index inception in 
1991, based on data from Morningstar. 

A TALE OF TWO CYCLES

To be sure, not all Fed-tightening cycles are the same.  To illus-
trate this point, let’s take a look at the environment in two periods 
of significant Fed rate-hike activity, those beginning in 1994 and 
2004, respectively.

1994: An Aggressive, and Less-Than-Transparent, Fed

The Fed raised its overnight target rate by 300 basis points (bps) 
over a 12-month period beginning in February 1994.  Not only did 
the central bank move in 25 bps increments, as it commonly does 
today, but this cycle also included three moves of 50 bps each, and 
one 75 basis-point rate hike in November 1994.  

During this aggressive period of tightening to squelch inflation-
ary pressures, the Fed was much less transparent about its inten-
tions. This resulted in a good deal of volatility in the fixed-income 
market, and in higher yields on longer-duration U.S. Treasury 
securities.  For example, the yield on the10-year U.S. Treasury 
note rose, from a low of 5.2% in late 1993 to peak at 8.0% in late 
1994.  This big move in longer-term yields led to negative returns 
across U.S. fixed-income markets.

This move to higher rates also led to a 5.2% decline in the broad 
Bloomberg Barclays Municipal Bond Index (see Table 1).  But 
short-maturity munis, given their lower duration, were still able to 
generate modestly positive returns of 0.7%.  In addition, munici-
pals outperformed comparable-maturity Treasuries, as the 
10-year muni index declined by 4.8%, outperforming the 8.3% loss 
suffered by 10-year Treasuries.

Finally, it’s worth taking another look at Chart 1, which shows 
that 1994, the worst calendar year for muni bonds during the 
1986–2016 period, was followed by the best year, in 1995, with a 
17.5% return.

2004: A Gradual, Transparent Fed

In 2004, the Fed took a very different approach, and took pains 
to indicate its intention to raise rates in a slow and gradual manner.  
Over a two-year period, the central bank raised rates 17 times, 
each time by 25 bps, for a total policy tightening of 425 bps.  Since 
this was clearly communicated, it was much less disruptive to the 
market.

Despite a 425 basis-point move in the fed funds target rate, the 
move in longer-maturity debt was contained.  For example, 
between June 2004 and June 2006, the yield on the 10-year U.S. 
Treasury note rose by approximately 50 bps, from 4.7% to 5.2%, 
before retreating to 4.7% by the end of 2006.

As Table 2 shows, the broad municipal market generated 
positive returns in each of the years 2004–06, while outperforming 
the taxable Bloomberg Barclays U.S. Aggregate Bond Index (and 
that’s even before considering the tax advantage offered by munic-
ipals).  To the surprise of many investors, longer-maturity bonds 
outperformed short- and intermediate-term maturities over this 
three-year period. Investors who tried to time the market by going 
to cash or focusing on the shortest maturities in anticipation of 
Fed hikes, however, missed out on the best returns in the munici-
pal market.

TABLE 1: IN 1995, MUNIS REBOUNDED SHARPLY AFTER A PERIOD OF AGGRESSIVE FED HIKES
TOTAL RETURN BY INDEX FOR THE INDICATED YEARS 

MUNICIPAL INDEX 1994 1995

Bloomberg Barclays Municipal Bond Index -5.2% 17.5%

Bloomberg Barclays Municipal Bond 3 Year Index 0.7% 8.9%

Bloomberg Barclays Municipal Bond 10 Year Index -4.8% 17.2%

Bloomberg Barclays Municipal Bond 22+ Year Index -9.1% 23.3%

TAXABLE BOND INDEX 1994 1995

Bloomberg Barclays U.S. Aggregate Bond Index -2.9% 18.5%

BofA Merrill Lynch 10 Year U.S. Treasury Index -8.3% 23.6%

Source: Morningstar.  
Past performance is not a reliable indicator or guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Due to market volatility, the 
market may not perform in a similar manner in the future. Other time periods may have been different. The historical data are for illustrative purposes only and do not represent the performance of any portfolio managed by Lord Abbett 
or any particular investment.
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WHAT ABOUT NOW?

So, what should investors in April 2017 do with their municipal 
portfolios in anticipation of further rate hikes by the Fed?  First, we 
would suggest that they avoid making any big moves based on 
expectations of future interest-rate movements.  History has 
shown that the timing and magnitude of rate moves have been 
very difficult to predict with any consistency.  

While history does not always repeat itself in the same manner, 
we would ask investors if they truly think that, in the coming 
months, the Fed may act as it did in 1994, surprising the market 
with aggressive rate moves in order to fend off a spike in inflation.  
Or, is it more likely that the Fed will take a slow and gradual 
approach, clearly articulating its policy intentions to the market, 
so as not to startle it? One factor to consider in this regard is the 
detailed “dot plot” summary of rate-hike expectations issued 
periodically by Fed policymakers. The March 2017 dot plot indi-
cated a less aggressive pace of Fed tightening than the market 
had feared.

In the current U.S. economic environment marked by moderate 
growth and inflation, longer-maturity municipal bonds provide 
high tax-free income and can still perform well in the face of a 
slow and gradual rise in short-term rates.  However, if you believe 
that higher inflation will lead to a sharp increase in long-term 
rates, then shorter maturities may offer a measure of protection 
for your portfolio.  

Muni investors may wish to consider a few options based on the 
above scenarios. One approach would be to build a “barbell” port-
folio of longer-maturity bonds paired with short-maturity bonds.  
Or, as we highlighted in the March 6, 2017, Market View, build  
a managed ladder muni-bond portfolio that can actually benefit 
from rising rates. 

Employing such a structure when rates are rising means that 
as the constituent bonds of the ladder mature, they are reinvested 
at higher, prevailing market rates. The addition of higher-coupon 
“rungs” to the ladder results in a higher income stream for the 
investor.

In the case of a stronger U.S. economy, adding high-yield 
municipal bonds may be appropriate as well.  Lower-rated issuers 
tend to be more economically sensitive, and so can see improved 
credit profiles in a strengthening economy.  In fact, over the past 
10 years, the high-yield municipal market has had zero correlation 
with the U.S. Treasury index, suggesting that high-yield munis will 
not follow the path of Treasuries. So, not only does the asset class 
offer the potential for higher income but it also can provide an 
effective means of diversification to an investment portfolio.

SUMMING UP

A common refrain in financial media is that “when interest 
rates go up, bond prices go down.” But as we’ve noted before, 
when confronted with generalizations, investors should ask for 
specifics:  Which rates are going up? Which categories of bonds 
are we talking about?  As we have illustrated many times in the 
past, not all segments of the bond market move in lockstep. And 
based on our analysis of the past few decades in the muni market, 
we offer three concluding thoughts:

n Exiting muni bonds based on a bet on future interest rates has 
not proven to be a sound strategy. 

n Instead of trying to time the muni market, investors have been 
better served by staying invested over the long term.

n Investors may wish to consider whether their muni allocations 
are appropriate for the current environment. The availability of 
professionally managed municipal bond strategies may prove 
helpful in this regard.

TABLE 2: IN 2004-06, MUNIS STAYED POSITIVE IN A PERIOD OF GRADUAL, WELL-COMMUNICATED FED HIKES
TOTAL RETURN BY INDEX FOR THE INDICATED YEARS 

MUNICIPAL INDEX 2004 2005 2006

Bloomberg Barclays Municipal Bond Index 4.5% 3.5% 4.8%

Bloomberg Barclays Municipal Bond 3 Year Index 1.8% 0.9% 3.1%

Bloomberg Barclays Municipal Bond 10 Year Index 4.2% 2.7% 4.7%

Bloomberg Barclays Municipal Bond 22+ Year Index 6.3% 7.1% 6.8%

TAXABLE BOND INDEX 2004 2005 2006

Bloomberg Barclays U.S. Aggregate Bond Index 4.3% 2.4% 4.3%

BofA Merrill Lynch 10 Year U.S. Treasury Index 4.8% 2.0% 1.4%

Source: Morningstar.
Past performance is not a reliable indicator or guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Due to market volatility, the 
market may not perform in a similar manner in the future. Other time periods may have been different. The historical data are for illustrative purposes only and do not represent the performance of any portfolio managed by Lord Abbett 
or any particular investment.



4

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 legisla-
tive 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, commonwealths, 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.

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

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 eligibility. 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 3-Year, 10-Year, and 22+ Year Indexes are maturity-specific components of the Bloomberg Barclays Municipal Bond index.

The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. investment grade fixed rate bond market, with index compo-
nents 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 BofA Merrill Lynch 10-Year U.S. Treasury Yield Index is an unmanaged index tracking the 10 year component of U.S. Treasury securities.

Source Merrill Lynch, Pierce, Fenner & Smith Incorporated (“BofAML”), used with permission. BofAML PERMITS USE OF THE BofAML INDICES AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING 
SAME, DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE BofAML INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN 
CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC., OR ANY OF ITS PRODUCTS OR SERVICES.

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

The credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating organization (NRSRO), such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s creditworthiness. Rat-
ings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are lower-rated securities (junk bonds). High-yielding, non-investment-grade bonds 
(junk bonds) involve higher risks than investment grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities.

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. Read-
ers 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 document 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.

Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett Funds. This and other important information is contained in the Fund’s 
summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your investment professional, Lord Abbett 
Distributor LLC at 888-522-2388 or visit us at lordabbett.com. Read the prospectus carefully before you invest.
The information provided herein is not directed at any investor or category of investors and is provided solely as general information about our products and services and to otherwise provide general investment education. No 
information contained herein should be regarded as a suggestion to engage in or refrain from any investment-related course of action as Lord, Abbett & Co LLC (and its affiliates, “Lord Abbett”) is not undertaking to provide 
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity with respect to the materials presented herein. If you are an individual retirement investor, contact your financial advisor or other 
non-Lord Abbett fiduciary about whether any given investment idea, strategy, product, or service described herein may be appropriate for your circumstances.
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