
MARKET VIEW
MUNIS:  ARE Y IEL D S IRRAT ION AL LY H IG H?  

Tax-equivalent yields on muni bonds exceed yields on a variety of high-risk alternatives.
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CHART 1. INVESTMENT-GRADE MUNIS ARE PAYING  
ATTRACTIVE TAX-EQUIVALENT YIELDS
YIELD TO WORST, 07/31/2014

CHART 2. HIGH-YIELD MUNIS ARE PAYING GREATER 
YIELDS THAN BONDS OF SIMILAR OR HIGHER RISK
YIELD TO WORST, 07/31/2014

Source: Barclays, Bloomberg, and J.P. Morgan. 
Government bonds are represented by the Bloomberg World Bond Government Bond 
listings. Ratings are the highest listed for each country.
Municipal data represented by the ’AA’ and ‘A’ rated segments of the Barclays Municipal 
Bond Index; investment-grade corporate data represented by the Barclays U.S.  
Corporate Index; corporate bonds (‘A’ rated) represented by the Barclays U.S. Corporate 
Bond Index; corporate high yield represented by the Credit Suisse High Yield Corporate 
Bond Index; emerging market government debt (‘A’ and ‘BB’ rated) represented by 
the J.P. Morgan Emerging Market Bond Index (EMBI) Global Diversified Index.

Source: Barclays, Bloomberg, and J.P. Morgan. 
Government bonds as represented by Bloomberg World Bond Government Bond 
listings. Rating are the highest listed for each country.
Municipal data represented by the ‘BBB’ and high-yield segments of the Barclays 
Municipal Bond Index; corporate bonds (‘BBB’ rated) represented by the Barclays 
U.S. Corporate Bond Index; corporate high yield represented by the Credit Suisse 
High Yield Corporate Bond Index; and emerging market government debt (‘A’ and 
‘BB’ rated) represented by the J.P. Morgan Emerging Market Bond Index (EMBI) 
Global Diversified Index.

*  At the 28% tax bracket, the tax-equivalent yield would be 2.91%, 3.84%, 5.00%, and 9.47% for the AA-Rated, A-Rated, BBB-Rated, and High-Yield Municipal indexes, respectively. Tax-equivalent yield calculation 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 Lord Abbett mutual fund 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.

With 10-year Treasuries yielding about 2.5%, according to 
Bloomberg, and spreads on corporate bonds near historical lows, 
according to Barclays data, the U.S. bond market appears to be fully 
valued, to say the least. One exception is the muni market—in both 
the investment-grade and high-yield segments.

While muni yields are not lofty by historical standards, they are 
high relative to similar-risk alternatives. As Chart 1 indicates, tax-
equivalent yields on ‘AA’-rated munis were comparable to the yield 
on ‘A’-rated emerging market government debt, as of July 31, 2014. 

Similarly, ‘A’-rated munis were offering a tax-equivalent yield of 
4.88% (as of July 31, 2014), nearly 100 basis points (bps) above com-
parably rated emerging market government debt. And as Chart 2 
shows, ‘BBB’-rated munis were paying 6.36% on a tax-equivalent 
basis, 360 bps more than comparably rated Italian government debt. 

Among high-yield munis, the contrast is even more stark. 
While these bonds were paying 12.04% on a tax-equivalent basis 
(as of July 31, 2014), the debt of the Greek government (hardly 

risk-free) was yielding only 6.0%. Similarly, bonds issued by the 
Ukrainian government, which is currently engaged in fighting with 
pro-Russian separatists, were offering only 8.18%.

Are these muni yields reasonable? This overall market has not 
experienced widespread defaults and downgrades in the past, but 
that’s what these yields appear to be signaling. Of course, the 
collapse of the housing market in 2007 did cause property tax 
revenues to drop, and the weak economic recovery has hurt sales tax 
revenues, but little serious damage was done to muni finances. 
Pension obligations also remain a challenge, but there are still many 
years to work through these issues, and, except in some isolated 
situations, these burdens are not currently causing financial stress. 

In 2013 the media spotlighted the bankruptcy of Detroit and the 
fiscal difficulties of Puerto Rico, one of the largest issuers of muni 
debt in the U.S. market, but these have remained isolated, and aside 
from these instances, muni market credit fundamentals have 
remained strong. 
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A look at the long-term default rates of muni issuers confirms 
that Detroit and Puerto Rico are not indicative of the broader market. 
Defaults remain remarkably rare, especially when compared with 
comparable corporate bonds. According to Moody’s Investors 
Service, between 1970 and 2012 the average 10-year cumulative 
default rate for investment-grade munis was just 0.07%. That is, 
during the 32 10-year periods between 1970 and 2012, less than 
0.1% of investment-grade munis defaulted, on average. 

For high-yield munis, this rolling cumulative 10-year default rate 
average is higher, at 5.67%, as would be expected given their higher 

yields. But this is still quite low, given that the rolling cumulative 
10-year average on high-yield corporates is 33.88%, according to 
the Moody’s study.

With the improving economy, credit-quality trends have remained 
generally favorable, according to Dan Solender, Lord Abbett Partner 
& Director of Municipal Bonds. “At the state level, data from the U.S. 
Census Bureau show that tax revenues have increased almost 
uninterrupted for 17 straight quarters,” he said, “while local gov-
ernments are experiencing better economic conditions, in part due 
to continued improvement in the housing market.”

IMPORTANT INFORMATION

A Note about Risk: The value of investments in debt securities will fluctuate in response to market movements. When interest rates rise, the prices of debt securities are likely to decline, and when interest rates fall, the 
prices of debt securities tend to rise. 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 tax-exempt 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 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.

Tax-equivalent yield is the yield that a taxable bond would have to pay to equal to the yield of a tax-free municipal bond. The tax-equivalent yield varies, depending on the investor’s income tax bracket.

Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.

Yield to worst is the lowest yield that can be paid on a bond, assuming the issuer does not default. The calculation takes into consideration worst-case scenarios in which the bond would be paid before maturity. It is 
assumed the bond will be prepaid if current interest rates are lower than the current coupon rate.

The Barclays U.S. Corporate Bond Index includes all publicly held issued, fixed-rate, nonconvertible investment-grade corporate debt. The index is composed of both U.S. and Brady bonds. 

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 High-Yield Municipal 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, a rules-based, market-value-weighted index engineered for the long-term tax-exempt bond market.

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

The Credit Suisse High Yield Corporate Bond Index is an unmanaged, trader-priced index constructed to mirror the characteristics of the high-yield market. The index includes issues rated BB and below by S&P or 
Moody’s, with par amounts greater than $75 million.

The J.P. Morgan Emerging Market Bond Index (EMBI) Global Diversified Index tracks total returns for traded external debt instruments in the emerging markets, and is an expanded version of the JPMorgan EMBI+. 
As with the EMBI+, the EMBI Global includes U.S. dollar-denominated Brady bonds, loans, and Eurobonds with an outstanding face value of at least $500 million. It covers more of the eligible instruments than the EMBI+ by 
relaxing somewhat the strict EMBI+ limits on secondary-market trading liquidity.

A basis point is equivalent to 0.01% (1/100th of a percent)

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.

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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