
MARKET VIEW
ARE THERE STILL OPPORTUNITIES IN MUNIS?

While the asset class has performed well in recent months, 
a number of indicators suggest that municipal bonds remain attractively valued.  

MONDAY, MAY 9, 2016

Investors have embraced municipal bonds in an otherwise 
unsettled time for financial markets, with the broad and represen-
tative Barclays Municipal Bond Index up 2.6% year to date through 
May 4. (In an earlier Market View, we documented the reasons that 
munis have been less volatile than stocks and other fixed-income 
securities.) Indeed, demand from retail mutual-fund investors, the 
largest category of muni bondholders, has been strong for some 
time, with muni funds seeing 31 straight weeks of historical 
positive inflows through May 4, according to Lipper. 

But amid the solid performance, and with muni yields near his-
torical lows, investors may be wondering if there is still value to be 

found in the asset class. One approach to answering that question 
is to consider the current yield environment for the broader fixed-
income sector.

Amid very low, or even negative, yields in other developed 
nations, the higher yields available in the U.S. fixed-income sector 
have positioned the United States as something of a haven for 
bond investors. (See Chart 1.) And within the United States, 
municipal bonds recently offered higher yields than other catego-
ries. The Barclays Municipal Bond Index recently featured a sub-
stantially higher tax-equivalent yield than a representative index 
of 10-year U.S. Treasury securities. 
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Source: Barclays and Bloomberg.  Data as of April 30, 2016. Yields by country are for 10-year government bonds, as represented by the Bloomberg World Bond Government Bond 
listings. Yield depicted for municipal bonds (as represented by the Barclays Municipal Bond 10-Year Index) is tax-equivalent yield. Tax-equivalent yield calculation for the Barclays 
Municipal Bond 10-Year Index assumes the top marginal tax bracket of 43.4% on investment income, which includes the 39.6% income tax rate and the 3.8% in Medicare tax. This 
tax rate does not factor in the effect of AMT (alternative minimum tax) or taxes in your individual state. Tax-equivalent yield will vary based on an investor’s tax bracket. At the 28% 
tax bracket, the tax-equivalent yield would be 2.44% for the Barclays Municipal Bond 10-Year Index.
Past performance is no guarantee of future results. For illustrative purposes only and does not reflect any specific portfolio managed by Lord Abbett or any particular invest-
ment. 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.  

CHART 1: IN A WORLD OF HISTORICALLY LOW YIELDS, U.S. MUNICIPAL BONDS LOOK ATTRACTIVE 
YIELD/TAX-EQUIVALENT YIELD, AS OF APRIL 30, 2016
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IMPORTANT INFORMATION
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, 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 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.

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

Standard deviation measures the dispersion of data from the mean. Applied to a rate of return, standard deviation is an indication of an investment’s volatility.

But focusing on munis’ relative yield advantage tells only part 
of the story. As we mentioned earlier, another part of munis’ 
appeal is their historically lower volatility compared to U.S. 
Treasury securities. Take a look at Chart 2, which shows the yield 
and volatility (as measured by standard deviation) of comparable 
maturities of U.S. Treasury securities and components of the 
Barclays Municipal Bond Index. In each comparable maturity 
category, munis carried a higher yield, with markedly lower vola-
tility, than Treasuries. One particularly striking example is evi-
denced by the fact that the longest-dated category of munis had 
even lower volatility than 10-year Treasuries, but offered substan-
tially higher yield than 30-year Treasuries.

The higher yield, and lower volatility, of municipal bonds 
versus U.S. Treasuries across the maturity spectrum could prove 
especially attractive to investors amid the current uncertainty 
about the future direction of U.S. interest rates. In the current 
environment, intermediate-term munis (i.e., seven to 10 years) 
have been especially popular, notes Stephen Hillebrecht,  
Lord Abbett Fixed Income Product Strategist, perhaps reflecting 
investors’ reluctance to extend maturities given the possibility of 
increasing interest rates. But in the event of a “lower for longer” 
scenario, marked by continued slow U.S. economic growth and 
little change in interest rates, investors may be well compen-
sated by going further out on the yield curve, especially with long 
(22 years or longer) munis featuring substantially higher yield 
than 30-year U.S. Treasury securities, but with lower volatility 
than 10-year Treasuries.

However, should U.S. economic growth improve, and interest 
rates move meaningfully higher, shorter-maturity munis might be 
a good choice. As Chart 1 shows, shorter-dated munis recently 
offered attractive yield and volatility characteristics versus com-
parable Treasuries, a good way for investors to keep their powder 
dry in a rising-rate scenario.

But as we have often pointed out, correctly predicting the future 
direction of interest rates is extremely difficult. In that regard, a 
more diversified approach may be better suited to help investors 
through whatever the coming months and years may bring. For 
example, investors could employ a so-called barbell structure 
involving an equal combination of short- and long-term munis, 
balancing the higher yield of the longer-dated issues with the 
lower interest-rate risk of the shorter-dated securities. Or, inves-
tors simply could split the difference via an equally weighted allo-
cation of short-, intermediate-, and long-term munis.

Regardless of maturity, municipal bonds offer a number of 
advantages that make them worth consideration. The most 
obvious is their tax-advantaged status. Their historically lower 
volatility than other investments is also a plus. It’s worth remem-
bering too that munis are a uniquely U.S.-focused asset class, 
which makes them less susceptible to unfavorable economic or 
market developments outside the United States. Meanwhile, fun-
damental factors, including favorable supply/demand dynamics 
and stable credit quality of muni issuers, also weigh in the 
market’s favor. Taken together, these factors underscore what we 
believe is municipal bonds’ attractive relative value compared to 
other investments in the current environment. 

2

CHART 2. MUNI BONDS RECENTLY OFFERED HIGHER 
YIELD, WITH LESS RISK, THAN U.S. TREASURIES
YIELD/TAX-EQUIVALENT YIELD FOR INDICATED CATEGORIES,  
AS OF APRIL 30, 2016  

Barclays and Citigroup. Municipal bond maturities represented by components of the Barclays Municipal 
Bond Index; U.S. Treasury maturities represented by specific-maturity Citi Treasury Benchmark Indexes.

At the 28% tax bracket, tax-equivalent yields would be 1.75%, 2.44%, 3.21%, and 3.67% for the Barclays 
Municipal Bond 5-Year, 10-Year, 20-Year, and 22+ (Long) Indexes, respectively. Tax-equivalent yield calcula-
tion for the municipal indexes above assumes the top marginal tax bracket of 43.4% on investment income, 
which includes the 39.6% income tax rate and the 3.8% in Medicare tax. This tax rate does not factor in 
the effect of AMT (alternative minimum tax) or taxes in your individual state. Tax-equivalent yield will vary 
based on an investor’s tax bracket. 

Past performance is no guarantee of future results. For illustrative purposes only and does not 
reflect 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.  
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IMPORTANT INFORMATION (CONTINUED)
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 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 
Barclays Municipal Bond 5-Year, 10-Year, 20-Year, and 22+ Year Indexes are maturity-specific components of the Municipal Bond index.

Citi Treasury Benchmark Indexes measure total returns for the current two-, three-, five-, seven-, 10-, and 30-year on-the-run Treasuries that settle by the end of the calendar month.

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.  
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. 

CPI swaps are a type of interest-rate swap in which the fixed payment is based on the current, expected rate of inflation and the variable payment is based on the actual rate of inflation. The actual rate of inflation is 
measured by the cumulative change in the headline Consumer Price Index (CPI), which includes food and energy. The expected rate of inflation, which determines the fixed-payment side of the contract, is estimated 
using TIPS breakeven rates, existing CPI swap rates, or other market data. (The TIPS breakeven rate is the difference between the yield on a TIPS and the yield on Treasury debt of the same maturity.)  The amounts of the 
agreed-upon payment are determined by the fixed or variable rate multiplied by the size, or notional amount, of the contract.

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.

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 prior to making 
an investment decision
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