
MARKET VIEW
HOW MUNIS HAVE MET T H E CH AL L EN G E OF RIS IN G RATES 

Investment-grade munis have held up well when 10-year Treasury yields have risen.

MONDAY, NOVEMBER 24, 2014

Past performance is no guarantee of future results. Performance during other time periods may have been different or negative. Other indexes may not have performed in the same manner under similar conditions.  
For illustrative purposes only and does not represent any specific Lord Abbett mutual fund or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for  
direct investment.

Municipal bonds are debt securities issued by states, cities, counties and other governmental entities to fund day-to-day obligations and to finance capital projects such as building schools, highways, or sewer systems.  
The income derived from municipal securities may be subject to the alternative minimum tax. Federal, state, and local taxes may apply. As with any investment, investing in municipal bonds entails risk such as call, credit, 
liquidity, interest-rate, and general market risks. 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.

Investors have responded to the prospect of rising interest rates 
in two ways: by lowering the duration of their holdings and by opting 
for credit-sensitive securities over those that are more responsive 
to changes in interest rates. 

But there is a third option: investment-grade municipal bonds. 
Since September 1993, there have been seven periods in which the 
yield on the 10-year Treasury has risen more than 100 basis points. 
And during these periods, returns on these bonds have averaged a 
loss of -8.12%. Investment-grade munis, on the other hand, have 
averaged -0.14%, or +7.99% relative to Treasuries. 

For those still concerned about potential losses, munis with 
shorter maturities have performed better. Over the seven periods, 
they have returned an average 2.17%. (See Table 1.)

Over the long run, 10-year munis match up well with Treasuries 
on a risk/return basis. While 10-year Treasuries have averaged an 
annual return of 6.16% over the past 20 years, investment-grade 
10-year munis have averaged 5.93%. But while 10-year Treasuries 
have posted a standard deviation of 7.36%, munis of the same 

maturity have been much less volatile, averaging a standard devia-
tion of just 4.51%. (See Chart 1.)

Performance aside, investors may still have questions about 
munis, including the fiscal condition of states and local govern-
ments. 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 causing financial stress. 
The bankruptcy of Detroit and the fiscal difficulties of Puerto Rico 
remain isolated instances, and aside from these, muni market 
credit fundamentals have remained strong. 

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.
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TABLE 1. INVESTMENT-GRADE MUNIS HAVE OUTPER-
FORMED 10-YEAR TREASURIES WHEN YIELDS HAVE RISEN
PERFORMANCE DURING PERIODS IN WHICH 10-YEAR TREASURY 
YIELDS HAVE RISEN MORE THAN 100 BASIS POINTS

CHART 1. THE PERFORMANCE OF MUNIS HAS NEARLY 
MATCHED TREASURY BONDS, BUT WITH LESS VOLATILITY
RISK/RETURN OF INDICATED ASSET CLASSES,  
OCTOBER 1, 1994–SEPTEMBER 30, 2014

Source: Citi, Barclays, and Morningstar. 
Barclays Aggregate represented by the Barclays U.S. Aggregate Bond Index.  
10-year Treasury represented by the Citi Treasury Benchmark 10-Year Index. 10-year 
municipals and 1–3 Year municipals represented by subsets by the 8–12 year and  
1–3 year subsets of the Barclays Municipal Bond Index, respectively; only investment-
grade municipal bonds are included in this index.

Source: Citi, Barclays, and Morningstar. 
10-year Treasury represented by the Citi Treasury Benchmark 10-Year Index. 
10-year municipals represented by the 8–12 year subset of the Barclays Municipal 
Bond Index; only investment-grade municipal bonds are included in this index.
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08/31/1996

09/30/1998– 
01/31/2000

06/30/2005– 
06/30/2006

12/31/2008– 
12/31/2009

08/31/2010– 
03/31/2011

07/31/2012– 
12/31/2013 Average Median

Barclays  
Aggregate -3.53 -1.76 -0.81 -0.81 5.93 -0.77 -1.62 -0.48 -0.81

10-Year 
Treasury -10.34 -5.95 -10.14 -5.77 -9.92 -6.06 -8.67 -8.12 -8.67

10-Year 
Municipals -5.09 -0.40 -1.00 0.15 9.85 -3.65 -0.82 -0.14 -0.82

10-Year Muni  
Excess Return 
vs. 10-Year 
Treasury

+5.25 +5.55 +9.14 +5.92 +19.77 +2.41 +7.85 +7.99 +5.92

1–3 Year 
Municipals 2.37 1.68 3.88 1.51 4.32 0.18 1.27 2.17 1.68
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“We regularly assess how economic forces will affect the 
market’s term structure and the relative value in the different 
sectors of the municipal market,” said Dan Solender, Lord Abbett 
Partner & Director of Municipal Bonds. “Using this analysis, we will 
make small adjustments to consistently target what we believe are 

the most attractive maturities along the yield curve. Bottom-up 
selection is pivotal to our process because we perform intensive 
credit analysis to focus on selecting securities with attractive credit 
fundamentals and security structures at reasonable prices.” 

IMPORTANT INFORMATION

A Note about Risk: The value of investments in debt securities will fluctuate in response to market movements. Lower-rated bonds carry greater risks than higher-rated bonds. Investments in high-yield securities 
(sometimes called junk bonds) carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. 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.

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

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, or 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 U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. investment-grade fixed-rate bond market, with index components for 
government and corporate securities, mortgage pass-through securities, and asset-backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the original investment. 

The Citigroup 10 Year Treasury Bond Index is a broad measure of the performance of the medium-term U.S. Treasury securities.

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

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. 

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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