
MARKET VIEW
MUNI  BONDS:  AN APPEAL IN G COMBO FOR TAXIN G T IM ES 

A 50-50 blend of high-yield and intermediate-term municipal bonds may offer  
attractive tax-free income while mitigating risk.
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The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results. While municipal 
bonds are backed by municipalities, U.S. government securities, such as U.S. Treasury bills, are considered less risky since they are backed by the U.S. government.

High-yielding, non-investment-grade bonds (junk bonds) involve higher risk than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities. Indexes are unmanaged, 
do not reflect the deduction of fees or expenses, and are not available for direct investment. Investors may experience different results. Due to market volatility, the market may not perform in a similar manner in the future.

Past performance is no guarantee of future results. Please refer to the disclosure section at the end of this article regarding the economic indicator data in these charts and index information. For illustrative purposes 
only and does not represent any specific Lord Abbett mutual fund or any particular investment. 

Expectations of a “liftoff” in the fed funds rate later in 2015 not-
withstanding, investors continue to face the legacy of the U.S. 
Federal Reserve’s ultra-accommodative monetary policy of the 
past several years: historically low interest rates. The yield on the 
benchmark 10-year U.S. Treasury note, at less than 2%, continues 
to hover near multiyear lows. With subdued economic growth and 
low inflation in the United States and negative yields on European 
government debt, U.S. rates may stay relatively low for an extended 
period. Is there a way out of this low-rate dead end? More specifi-
cally, is it possible to benefit from the bigger coupon of high-yield 
bonds without taking on unacceptable levels of risk? 

A strategy that combines a measure of relatively high credit-
quality assets with a prudent portion of higher-yielding assets 
might help investors strike an acceptable balance. The municipal-
bond market—which is already relatively low risk—offers at least 
one such combination.

A 50-50 mix of intermediate-term, investment-grade munis and 
high-yield munis, for example, may provide this attractive risk-
reward combination. Intermediate munis have returned an annual 
average of 4.7% in the five years through March 31, 2015, with a 
standard deviation (a measure of risk) of just 3.4%. High-yield 
munis, on the other hand, produced a higher average annual return 
over this period, 7.8%, but with a higher standard deviation, 5.6%. 

With a 50-50 mix of these two types of municipal bonds, however, 
an investor hypothetically would have achieved an average annual 
return of 6.3%, with a standard deviation of just 4.2%. For compari-
son, an investment in 10-year Treasuries would have achieved  
similar returns but would have significantly increased risk, with a 
60% higher level of volatility. (See Chart 1.) When you consider that 
the income from the muni securities is tax-exempt, the risk-reward 
trade-off becomes even more compelling. [This performance occurred 
during a period in which rates were falling; in an environment of rising 
rates, returns could be different.]
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CHART 1. A BLEND OF MUNI STRATEGIES COULD  
PROVIDE ATTRACTIVE RETURN WITH LESS RISK
RISK VERSUS RETURN FOR INDICATED CATEGORIES,  
APRIL 1, 2010–MARCH 31, 2015

TABLE 1. MUNICIPAL BONDS HAVE HISTORICALLY LOW 
DEFAULT RATES
AVERAGE 10-YEAR CUMULATIVE DEFAULT RATES, 1970–2013

Source: Morningstar.
1 Barclays Municipal Bond 7 Year Index. 
2  50% Barclays Municipal Bond 7 Year  
Index and 50% Barclays High-Yield  
Municipal Index. 

3  Barclays High-Yield Municipal Bond Index. 
4 Citi Treasury Benchmark 10 Year Index.

Source: Moody’s, “Moody’s US Municipal Bond Defaults and Recoveries, 1970–2013,” 
May 2014. Data show the average 10-year cumulative default rates of Moody’s rated 
corporate and municipal bonds for a study covering the period 1970–2013. Data are 
the most recent available.
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Municipals Corporates

Investment Grade 0.08% 2.87%

Non-Investment Grade 6.54% 33.14%

All Rated 0.13% 11.73%



This combination looks attractive from an aftertax-yield stand-
point as well, with a tax-equivalent yield of 7.1% as of March 31, 
2015 (assuming the top marginal tax bracket of 43.4% on invest-
ment income, which includes the 39.6% income tax rate and the 
3.8% in Medicare tax; at the 28% tax bracket, the tax-equivalent 
yield would be 5.6%).

While some investors may have concerns about investing in 
below-investment-grade munis, the investment class compares 
favorably with similarly rated taxable securities in one important 
regard: non-investment-grade municipal bonds have had a much 
lower default rate than corporate securities of similar credit quality 
over the past few decades. (See Table 1.) The default rate on high-
yield municipal securities is around 20% of the rate on high-yield 
corporate securities, according to Moody’s research. 

While the muni-bond blend featured above could present an 
attractive opportunity to realize extra yield without a high degree of 
added risk, investors may have some questions about the prospects 
for the broader municipal bond market. The primary concern, 
clearly, remains the direction of Fed policy. While the central bank 
expects a higher fed funds rate later in 2015, Dan Solender, Lord 
Abbett Partner & Director, noted that a large upward movement in 
interest rates is “not the most likely outcome for quite some time.” 

“Right now, the technical factors that influence the muni sector 
the most—the supply-demand dynamic and the steady credit quality 
of muni issuers—remain positive,” Solender added. In spite of the 
potential for some interest-rate increases, “we believe that there is 
a strong possibility that the broader muni market could have a 
positive return in 2015,” he said.

IMPORTANT INFORMATION

A Note about Risk: The value of investments 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, and as 
interest rates rise, the prices of debt securities tend to fall. Income from municipal securities may be subject to the alternative minimum tax. Federal, state, and local taxes may apply. There is a risk that a bond issued as 
tax-exempt may be reclassified by the IRS as taxable, creating taxable rather than tax-exempt income. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. 
High-yield securities, sometimes called junk bonds, carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. No investing strategy can overcome all 
market volatility or guarantee future results.

There is no guarantee that markets will perform in a similar manner under similar conditions in the future.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed 
as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

Standard deviation is a statistical measurement of the range of a fund’s total returns. In general, a higher standard deviation means greater volatility.

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. It does not reflect state and local income taxes or the alternative minimum tax, if 
any, and will vary based on each investor’s tax bracket.

Duration is the change in the value of a fixed-income security that will result from a 1% change in interest rates, taking into account anticipated cash flow fluctuations from mortgage prepayments, puts, adjustable coupons, 
and potential call dates. Duration is expressed as a number of years, and generally, the larger a duration, the greater the interest-rate risk or reward for a portfolio’s underlying bond prices.

Although U.S. government securities are guaranteed as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

The credit quality ratings of the securities in a portfolio are 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 creditworthi-
ness. Ratings 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. Credit quality distributions breakdown is not an S&P 
credit rating or an opinion of S&P as to the creditworthiness of the portfolio.

The Barclays High Yield Municipal Bond Index is an unmanaged index consisting of non-investment-grade, unrated, or below Ba1 bonds. The Barclays High Yield Municipal Bond Index is a subset of the Barclays Municipal 
Bond Index (see below).

The Barclays Municipal Bond 7 Year Index is a subset of the Barclays Municipal Bond Index (see below) that includes investment-grade municipal bonds with maturities of 6–8 years.

The 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 Citi Treasury Benchmark 10-Year Index tracks the performance of the 10-year U.S. Treasury bond. 

Indexes are unmanaged, do not reflect the deduction of fees 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 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 before making an investment decision.
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