
MARKET VIEW
THE CASE FOR MUNIS, IN THREE CHARTS

Here we spotlight three factors underscoring the current appeal of municipal bonds:  
improving fundamentals, positive technical factors, and attractive tax-equivalent yields.   
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The U.S. municipal bond market has had quite a good run thus 
far in 2016. In his August 17, 2016, Muni Matters column,  
Dan Solender, Lord Abbett Partner & Director of Municipal 
Bonds, explored in detail the factors behind the market’s strong 
performance. Solender touched on the muni market’s historical 
low volatility relative to other categories of fixed-income invest-
ments as one of the key reasons for the market’s solid showing.

 

If this sounds familiar, it should. Over the past year or so, we have 
spotlighted the relative calm within the muni sector during previous 
episodes of volatility: first, during the summer of 2015, and again 
after the early-2016 bout of volatility in global markets.  As a uniquely 
U.S.-focused asset class, muni bonds have been largely insulated 
from international economic concerns, such as the slowing pace of 
China’s growth or the potential fallout from “Brexit.” And this year 
has proven to be no different: Through the end of July, representa-
tive indexes for five- and 10-year municipal bonds have had roughly 
60% of the volatility (as measured by standard deviation) of five- and 
10-year U.S. Treasury bonds over the last 20 years, respectively, 
according to Barclays index data. In fact, the Barclays 22+ Municipal 
Bond Index has demonstrated a lower standard deviation than an 
index of 10-year Treasury bonds over the same time period.

But the other factors that have attracted investors to muni bonds 
are also worth examining, especially as they pertain to the asset 
class’s continued appeal. Using Solender’s analysis as a spring-
board, we’d like to feature three charts (actually, two charts and one 
table) that underline other key attributes that have made the asset 
class particularly attractive to investors—and may continue to do so 
in the months ahead. 

1) IMPROVING FUNDAMENTALS 
First, let’s look some key factors in evaluating the muni market’s 

underlying financial health.  The vast majority of municipalities and 
public enterprise systems managed their financial operations well 
during the 2008–09 recession by budgeting conservatively and 
implementing a combination of revenue raising and cost-cutting 
measures. Following the recession, municipal revenue streams 
have been steadily increasing since the first quarter of 2010, 
reaching an all-time high during the first quarter of 2016, according 
to U.S. Census Bureau data.

And although much of the recent attention on the municipal bond 
market has been focused upon the difficulties of Puerto Rico and 
Illinois, those pressures are largely idiosyncratic and have been 
contained in those areas. Otherwise, the overall credit quality of the 
rest of the United States is strong, and actually has been improving. 
As Chart 1 illustrates, Fitch upgraded credit ratings on 112 muni 
issuers in the first half of 2016, while downgrading 62. Data from 
Standard & Poor’s for the 2016 first quarter (latest available) also 
showed a favorable trend, with upgrades for 272 muni issuers and 
downgrades for only 130. 

Three Reasons to Consider Municipal Bonds
1. Improving fundmentals
2.  Supportive technicals
3.  Attractive tax-free income

CHART 1. RECENT CREDIT-QUALITY TRENDS FOR  
MUNICIPAL BONDS HAVE BEEN POSITIVE
MUNICIPAL BOND UPGRADES AND DOWNGRADES BY FITCH IN  
THE FIRST HALF OF 2016

Chart 1 source: Fitch. Data are for the first half of 2016. Table 1 source: Sifma and Morningstar. 
Past performance is no guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.

TABLE 1. RECENT SUPPLY/DEMAND DATA HAVE BEEN  
SUPPORTIVE OF THE MUNICIPAL BOND MARKET
TOTAL MUNICIPAL BOND ISSUANCE AND MUNI-BOND MUTUAL FUND 
FLOWS THROUGH JULY 31 OF EACH YEAR 
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2) SUPPORTIVE TECHNICAL FACTORS 
Another development in munis’ favor has been a positive tech-

nical environment, as strengthening demand for muni bonds 
comes amid a shrinking supply.  First, let’s look at the demand 
side. As Table 1 illustrates, municipal fund flows for 2016 (through 
July 31), according to Morningstar, reached almost $40 billion, 
compared with only roughly $7 billion over the same period last 
year. Through the second week of August, muni-bond mutual 
funds had experienced 45 consecutive weeks of inflows, reaching 
$51.3 billion, according to Lipper Fund Flows.

While demand has increased, total issuance has fallen slightly 
behind last year’s pace, according to Sifma. With roughly 60% of 
issuance proceeds used for refunding purposes, net-supply figures 
have been depressed, as issuers take advantage of persistently low 
interest rates. The combination of reduced dealer inventory, rela-
tively low primary market supply, and a drop in the average number 
of bonds put out for bid each day in the secondary market has put a 
crimp in the supply of muni bonds available for purchase. This short-
fall has been compounded by the fact that more than half of new 
muni issuance has been used to retire existing bonds. This supply/
demand dynamic has been supportive of municipal bond prices.

3) ATTRACTIVE TAX-FREE INCOME 
The search for safety and yield by investors contending with 

negative interest rates in nations outside the United States has 

played a role in pushing U.S. interest rates lower in 2016. This has 
been a major catalyst for attractive municipal bond total returns so 
far this year, as muni yields across the curve have fallen. Despite 
yields lower than they were at the beginning of the year, tax-free 
bonds have, nonetheless, represented a relatively attractive source 
of income, even for some international investors who would not 
benefit from the tax exemption.

When comparing taxable-equivalent yields, munis look attractive 
relative to Treasuries (see Chart 2). As mentioned earlier, in addition 
to a historically higher income stream, the asset class has also 
featured less volatility. When making the comparison to corporate 
bonds, the story is also compelling. By rating category, municipal 
taxable-equivalent yields exceed those of corporate securities—
despite the fact that corporate bonds have featured a significantly 
higher default rate than do municipals. According to a Moody’s 
study, from 1970–2015, municipal bonds carried a 10-year cumula-
tive default rate of 0.15%, compared to a 10.16% default rate for U.S. 
corporate bonds.

Eric Friedland, Lord Abbett Director of Municipal Bond Research, 
sums up munis’ continuing appeal even after their strong showing 
(year to date): “We believe that munis offer compelling value in  
the current environment, due to their low volatility, improving funda-
mentals, supportive technicals, and attractive tax-free income.”
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CHART 2: MUNICIPAL BONDS RECENTLY OFFERED ATTRACTIVE TAX-EQUIVALENT YIELDS VERSUS OTHER  
FIXED-INCOME CHOICES
TAX-EQUIVALENT YIELD/YIELD FOR INDICATED CATEGORIES, AS OF JULY 31, 2016 

Source: Barclays, Credit Suisse, and Bloomberg. Investment0grade municipal data represented by ratings-specific segments of the Barclays Municipal Bond Index and investment-grade corporate data represented by ratings-specific 
segments of the Barclays U.S. Corporate Bond Index. High-yield municipal data represented by the Barclays High Yield Municipal Bond Index and high-yield corporate data represented by the Credit Suisse High Yield Index. 

*At the 28% tax bracket, the tax-equivalent yield would be 1.82%, 1.97%, 2.71%, and 6.97% for the AAA-Rated, AA-Rated, A-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. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

Past performance is no guarantee of future results. 
For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Income from municipal bonds may be subject to the alternative minimum tax. Federal, state, and  
local taxes may apply. High-yielding, non-investment-grade bonds have higher risk than investment-grade bonds. Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities.

https://www.lordabbett.com/content/lordabbett/en/perspectives/fixedincomeinsights/munis-appealing-option-yield-starved-world.html
https://www.lordabbett.com/content/lordabbett/en/perspectives/fixedincomeinsights/munis-appealing-option-yield-starved-world.html


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 is measures the dispersion of data from the mean. Applied to a rate of return, standard 
deviation is an indication of an investment’s volatility.
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.
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 Credit Suisse High Yield 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.
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. 
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 invest-
ment 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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