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Are There Still Opportunities
in High-Yield Munis?
Here are four reasons why we believe this diverse asset class continues to offer value to investors.
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Chart 1. Returns of Key High-Yield Muni Sectors Have Varied Widely

Data for the Bloomberg Barclays High Yield Municipal Bond Index and component sectors, year to date through May 24, 2019
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T
 he strong recent performance of high-yield muni bonds has raised questions about whether value remains in the asset class. Here, we address that
issue by examining four aspects of the current market.
W
 e think valuation concerns should be viewed in the context of the historically diverse performance of high-yield muni subsectors, along with substantial changes in the composition of the benchmark index.
F
 urther, we think it’s useful for investors to understand how trading patterns
affect spread comparisons, and the potential implications of current market
fundamentals and technicals.
H
 igh yield municipal bonds have outperformed investment grade munis in
recent periods, and we believe the factors mentioned here illustrate why
this trend may continue.

Below-investment grade municipal bonds, as measured by the Bloomberg Barclays High Yield
Municipal Bond Index (the high-yield muni index), have outperformed their higher-quality counterparts (as represented by the investment-grade Bloomberg Barclays Municipal Bond Index) during
recent time periods—including year-to-date through May 24. (All muni index data in this article are
from Bloomberg.) Much like the equity market, this extended period of strong performance has led to
questions about the current valuation of the asset class, including recent articles in Bloomberg and
the Wall Street Journal. We’ve also received some related questions from investors, so we thought
we’d take this opportunity to address the topic.
We believe there is still value in high-yield municipals, an asset class that has the potential to
provide attractive outcomes for those willing to take on additional credit risk. Here, we offer four key
reasons that inform our opinion.

1. The high-yield muni market is diverse, with a broad range of potential performance.
It is typical for component sectors and credits of the high yield muni market to perform very differently and with wider dispersion than taxable high yield markets. So a blanket statement regarding
valuations is not completely accurate. At all times, in our view, some parts of the high yield municipal
bond market will represent value for new investments while some will not.
To illustrate, Chart 1 on the first page shows how the high-yield muni index and key component
sectors have fared year to date (through May 24).
The performance range was wider last year, so based upon these outcomes, valuations are changing
rapidly and not all parts of the high yield market are outperforming. It is therefore incorrect to say that
“high yield municipals” as a broad category is under- or overvalued because it is really a case-by-case
situation. By following the market each day, participants can react and adjust portfolios to sectors or
credits that have strong relative value.

2. Substantial changes to the benchmark index have made comparisons trickier.
Historical analysis of the high yield municipal bond market, using spreads between high yield
indexes and investment-grade indexes, is inexact. That’s because large portions of the investment
grade market have been downgraded over the past decade, leading them to enter the high yield
index with large weightings. Some of those downgraded issues subsequently left the high yield index
after a few years. These large composition changes represent a substantial shift in the universe of
high-yield muni bonds, so the spreads used to broadly denote valuations represent very different
bonds at varying times.
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Here are two well-known examples of big compositional shifts in the high yield muni index:
n

n

Tobacco settlement sector ratings. Ten years ago, most bonds in the tobacco settlement sector
had investment-grade ratings. Then the sector was downgraded and it represented more than
20% of the market value of the high yield index. Today, it makes up about 15%.
Puerto Rico bond ratings. Ten years ago, most Puerto Rico bonds had investment-grade ratings.
After they were downgraded to below investment grade in 2014, these bonds represented more
than 20% of the market value of the high yield index. Now, after the 2017 defaults and some subsequent restructurings, Puerto Rico municipal bonds represent approximately 11% of the index.

With all these bonds moving in and out of the index, historical spreads have changed dramatically
at times, so a standard analysis of spreads between indexes does not really capture whether the highyield sector is rich or cheap today. We believe valuation analysis needs to include a range of different
time periods and adjustments for the composition changes in order for it to be useful for trading decisions. The index providers do not present this type of information, so it must be completed by proprietary analysis.

3. Trading patterns can affect spread comparisons.
The vast majority of bonds in the high yield municipal bond market indexes trade infrequently, so
their valuations do not change as rapidly as the investment grade portion of the market, which can be
marked to reflect live trading more often. This means that spread calculations for high-yield relative
value can be volatile. This is not to say that the valuations for high-yield municipal bonds are not
correct, but rather that they change more rapidly during times when they are trading more frequently.
Muni trading values may be affected by factors such as the impact of shifts in the outlook for particular credit or market conditions changing the costs for liquidity.

4. Fundamental and technical conditions remain supportive, in our view.
Municipal bond credit quality has been strong, with more upgrades than downgrades by the rating
agencies during 2018; we believe this trend has helped support improving the high-yield municipal
bond market. For example, during 2018, the three primary rating agencies, Moody’s, Standard &
Poor’s and Fitch, reported 2,075 upgrades and 1,164 downgrades of municipal issuers. Meanwhile,
U.S. gross domestic product growth has been positive, and state and local tax revenues have been
rising, according to data from the U.S. Census Bureau. All of this supports improving credit quality and
tighter spreads, in our view.
Meanwhile, the 2017 U.S. tax legislation has had a dramatic impact upon supply and demand for
municipal bonds. On the supply side the bill eliminated the ability for issuers to “advance refund” their
outstanding bonds, that is, issue new bonds at lower rates to reduce borrowing costs by refinancing
existing bonds prior to their call dates. These types of bond deals historically represented approximately 25% of new issuance. As a result, the supply of newly issued muni bonds is now much lower
than it was a couple years ago.
On the demand side, the cap on state and local taxes has led to higher tax bills for people in highertax states such as California and New York, and this has contributed to record demand for municipal
bonds. Indeed, Lipper data show that a record $34 billion has flowed into municipal bond mutual funds
in the first four and a half months of 2019, based on data compiled since 1992.
Overall, in our view, these supply/demand trends have created a favorable backdrop for the highyield muni market.

Summing Up: Taking the Measure of High-Yield Munis
High yield municipal bonds have been outperforming for a while, for what we consider a number of
good reasons. We also think there is a lot of support for them to be good investments going forward.
But finding the best opportunities will depend upon deep analysis of relative value within the market,
in our view. Further, we believe monitoring investor sentiment will be important, as sentiment has
always had an impact upon performance in the municipal bond market, which features a sizable contingent of individual investors.
One final thought: There will always be volatility when taking on additional credit risk, just as it
seems there will always be people making broad generalizations about markets without fully understanding their inherent nuances and complexities. We think it is critical to consider the full range of
information and viewpoints about the state of the high-yield municipal bond market before making an
investment decision.
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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. High-yield, lower-rated securities
involve greater risk than higher-rated securities; portfolios that invest in them may be subject to
greater levels of credit and liquidity risk than portfolios that do not. Lower-rated investments may
be subject to greater price volatility than higher-rated investments. A portion of the income derived
from a municipal bond may be subject to the alternative minimum tax. Any capital gains realized
may be subject to taxation. 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 taxexempt income. Bonds may also be subject to other types of risk, such as call, credit, liquidity,
interest-rate, and general market risks. Investments in Puerto Rico and other 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.
The information provided is for general informational purposes only. References to any specific
securities, sectors or investment themes are for illustrative purposes only and should not be considered an individualized recommendation or personalized investment advice, and should not be
used as the basis for any investment decision. This is not a representation of any securities Lord
Abbett purchased or would have purchased or that an investment in any securities of such issuers
would be profitable. Statements concerning financial market trends are based on current market
conditions, which will fluctuate. There is no guarantee that markets will perform in a similar
manner under similar conditions in the future. Past performance is not a reliable indicator of
future results.
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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.
Spread defines the difference between two prices, rates or yields.
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.
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.
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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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.
Copyright © 2019 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.
MV-06-03-19

4

