
MARKET VIEW
CAN MUNIS MAI N TAIN T H EIR MOMEN T UM? 

Lower supply, combined with growing demand, could boost performance relative to other markets.

MONDAY, MAY 19, 2014

CHART 1. DEMAND FOR MUNI BONDS HAS RETURNED
MONTHLY NET FLOWS INTO OPEN-END MUNI BOND MUTUAL FUNDS, 
APRIL 2009–APRIL 2014

CHART 2. MUNI BOND SUPPLY IS CONSTRAINED 
MUNI BOND ISSUANCE AND NET CHANGE IN SUPPLY,  
AS OF APRIL 30, 2014

Source: Simfund. Source: Citigroup Municipal Market Research.
* Estimated.

Past performance is no guarantee of future results. 

For illustrative purposes only and does not represent any Lord Abbett mutual fund or any particular investment.

Last November, when we wondered whether the muni market 
was making a comeback, fund outflows had begun to diminish 
and the market was starting to stabilize. Since then, yield hunters 
have taken notice of the still-attractive tax-equivalent yields and 
have begun to pour into the market. Net fund flows, which  
were negative for much of 2013, turned positive by February 
2014, helping prices to rally further and yields to edge further 
downward. But the rebound appears to have momentum, and 
opportunities remain. 

The muni market suffered a significant one-two punch last year 
when Detroit’s $18 billion bankruptcy and reports of Puerto Rico’s 
fiscal problems captured headlines. But these problems were 
isolated and never indicative of the broader market. The prospect of 
a reduction in the Federal Reserve’s bond-buying program, on the 
other hand, depressed fixed-income markets generally. And as 
Chart 1 illustrates, these factors resulted in 10 straight months of 
outflows from municipal bond mutual funds. 

But with the Fed’s tapering program now priced into the market, 
muni credit quality remaining stable, and the economy continuing to 
chug along, net outflows have reversed in recent months. And as of 
May 14, 2014, the market (as represented by the BofA Merrill Lynch 
U.S. Municipal Securities Index) had risen 9.6% from the low it 
reached on September 5, 2013. Yields, while somewhat lower than 
last fall, still remain higher than a year ago. 

Will this rebound continue? A number of factors suggest that it 
could. First, with investors in the top federal tax bracket now paying 
higher rates (43.4% for certain types of income, up from 39.6%), the 
prospect of securing a stream of income that is generally exempt 
from federal taxes may be more irresistible than ever. So demand is 
likely to continue to be strong. Second, credit risks, which have never 
been as great as headlines have implied, continue to diminish. Among 
municipalities, the budget problems continue to be isolated, and at 
the state level, tax revenues remain strong (though they were down in 
the first quarter of this year), according to the U.S. Census Bureau. 

Third, as Chart 2 indicates, the supply of munis on the market is 
constrained. Given the steepness of the yield curve, many possible 
refinancing deals no longer make financial sense. This, combined 
with only a slight increase in new-money issues, has caused supply 
to be light this year. “There’s not much interest in borrowing by state 
and local governments, so that keeps supply on the low side and 
helps buoy the market,” said Daniel Solender, Lord Abbett Partner 
& Director of Municipal Bonds.

And supply is likely to remain low, according to Solender. “We 
think gross supply is going to be down considerably from last year, 
less than $300 billion in new issues, and after redemptions the net 
change in supply will probably be negative.” 

With supply constrained and demand on the rise, municipal bond 
returns relative to other markets could be attractive. 
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IMPORTANT INFORMATION

The BofA Merrill Lynch U.S. Municipal Securities Index tracks the performance of U.S. dollar-denominated investment-grade tax-exempt debt publicly issued by U.S. states and territories, and their political subdivisions, 
in the U.S. domestic market. Qualifying securities must have at least one year remaining term to final maturity, a fixed coupon schedule, and an investment-grade rating (based on an average of Moody’s, Standard & Poor’s, 
and Fitch). Minimum size requirements vary based on the initial term to final maturity at time of issuance. Securities with an initial term to final maturity greater than or equal to one year and less than five years must have 
a current amount outstanding of at least $10 million. Securities with an initial term to final maturity greater than or equal to five years and less than 10 years must have a current amount outstanding of at least $15 million. 
Securities with an initial term to final maturity of 10 years or more must have a current amount outstanding of at least $25 million. The call date on which a pre-refunded bond will be redeemed is used for purposes of 
determining qualification with respect to final maturity requirements. Original-issue zero-coupon bonds are included in the index. Taxable municipal securities and 144a securities are excluded from the index. 

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. 
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. No investing strategy can overcome all market volatility or guarantee future results.

Taxable 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.

A yield curve is a measure at a given point in time of how interest rates change based on maturity terms.

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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