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Municipal Bonds: Attractive Again?
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The Tax Cut and Jobs Act of 2017 (the “Act”) had numerous impacts on the municipal bond market. From the standpoint of 
the institutional investor, tax-exempt bonds became less attractive for commercial banks, property and casualty insurers and 
many other corporate entities. After corporate tax rates were lowered from 35% to 21%, banks reduced their municipal bond 
holdings by 16% in 2019, and property and casualty insurers reduced holdings by 17%, according to Federal Reserve data.1

The Act also placed limitations on issuers with regards to refinancing their outstanding debt. Prior to the Act, municipalities 
could refinance their debt at any time by simply issuing a new series of tax-exempt bonds to purchase Treasury securities 
which would then be placed in escrow to retire the outstanding debt at the first call date. Under the Act, municipal issuers now 
can only advance refund (i.e., refinance outstanding debt more than 90 days from the first call date or maturity) tax-exempt 
debt by issuing taxable debt. Since the Act, taxable municipal issuance has increased from 8% in 2017 to 31% year to date 
through October 2020. There has been a substantial increase in the amount of taxable municipals issued since August 2019 
with the drop in interest rates, and strong issuance has continued as municipalities refinance debt to realize debt service 
savings to help offset budget shortfalls due to COVID-19.

Chart 2: Bond Ratings

Source: Moody's Investors Service
Note: Competitive Enterprises includes issuers in municipal sectors including higher education, hospitals, housing, private education, etc.
1  Source:  Democratic Sweep in November Would Be Bullish For Munis, Bloomberg, Martin Z. Braun, 8/21/20

Chart 1: Municipal Bond Issuance ($Billions)

Source: SIFMA Data

In the months leading up to the election, there were 
expectations of a blue wave, with Joe Biden being elected 
president and the Democrats taking control of the Senate. 
If the blue wave materialized, the consensus expected that 
tax rates would likely go up and tax-exempt bonds would 
become more attractive relative to corporate bonds. 

Assuming Congress remains divided, we expect there to be 
limited tax reform to change the relative value of tax-exempt 
to corporate bonds. However, with strong taxable municipal 
issuance, we view this as an opportunity to better diversify away 
from corporate bonds in the taxable portfolios. Adding taxable 
municipal bonds to a portfolio provides diversification into 
a higher rated asset class.

DIVERSIFICATION, HIGH AVERAGE CREDIT RATINGS WITH LOWER DEFAULT RISK

There are many compelling reasons to diversify out of a portion of corporate bond allocations and into the municipal asset class. 
First and foremost, as sighted in Chart 2 and 3, municipals are a higher rated, lower default risk asset class than corporates:
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With the ongoing downward rating migration in corporate 
bonds, almost half of the investment grade corporate 
market now resides in the BBB rating category whereas 
almost two thirds of the investible municipal universe falls 
within the Aa3/AA- or higher rating categories. Additionally, 
the cumulative default rate is lower across all rating 
categories in municipals than in corporates.

Chart 3: Historical Default Rates

Sources: U.S. municipal bond defaults and recoveries, 1970–2019”, Moody’s, 
7/15/20, 2019 Annual U.S. Public Finance Default And Rating Transition 
Study”, S&P, 6/11/20, 2019 Annual U.S. Corporate Default And Rating 
Transition Study”, S&P, 6/17/20.

Note:  All default rates are for 10 year cumulative periods. Moody’s includes 
defaults occurring between 1970–2019 for municipal bonds and 1970–2019 
for global corporate bonds. S&P includes defaults occurring between 1986–
2019 for municipal bonds and 1981-2019 for U. S. corporate bonds. The rating 
agency statistics on this slide are based on the defaults of the issuers they rate.

In the unlikely event of default, recovery values for municipals 
have historically been a great deal higher due to strong 
legal protections for bond holders. Moody’s calculates an 
average recovery of 68% for municipal bonds that defaulted 
between 1970 and 2019, compared to the average recovery 
of 47.7% for senior unsecured North American corporate 
issuers defaulting between 1987 and 2019.

TAXABLE MUNICIPAL RELATIVE VALUE  
AND RECOMMENDATION

Beyond the “up in quality nature” of an allocation to taxable 
municipals, taxable municipals represent a good relative 
value play versus corporates in the current environment. 

Source: Bloomberg Barclays U.S. Agg Corporate Avg OAS

Chart 4: Taxable Muni versus U.S. Corp Agg OAS 

TAXABLE MUNICIPAL BONDS: CONSIDERATIONS

While municipal bonds are higher rated, have lower default 
rates and higher recovery rates than corporate bonds, 
there are important considerations when rotating out of 
corporates and into taxable municipals. 

• Small Benchmark Allocations:  Taxable municipals 
comprise a very small portion of most of the published 
taxable benchmarks. Even a five percent allocation to 
taxable municipals would represent a significant “out 
of benchmark bet,” which could lead to tracking errors 
against the benchmark over time. 

• Liquidity:  Taxable municipals are thinly traded relative 
to corporate counterparts which can lead to reduced 
liquidity and wider bid/ask spreads in the secondary 
market during periods of market stress.

• Par Calls and Duration:  Since taxable municipals 
are typically issued with current coupons, durations 
on bonds with a 10-year par call can show duration 
volatility with regard to rate movements as they fluctuate 
between the duration to worst (i.e., the call date) and 
the duration to the stated final maturity. Investors need 
to be mindful of the possibility of duration extensions in 
periods of rate volatility. 

• Par Calls and Hedging:  Due to the 10-year par call 
option, complications arise for investors who need 
to hedge their positions, either for currency hedging 
purposes (foreign buyers) or those hedging their 
interest rate risk. As a result, issuers who demand the 
10-year call option typically pay 10-20 bps penalty when 
bonds are priced in the primary market. 
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OUTLOOK FOR MUNICIPALS

While taxable municipal bond yields are attractive relative 
to corporate bond yields and have similar default and 
quality benefits as their tax-exempt counterparts, investors 
should take care when adding incremental municipals to 
their portfolios at this time.  

First, given the unprecedented nature of the coronavirus 
pandemic, issuers in the municipal market have 
experienced sharp drops in revenue and increased 
expenditures in efforts to contain the spread of the virus. 
Since the Coronavirus Aid, Relief and Economic Security 
(CARES) Act was passed in March, additional Federal aid 
bills have been discussed in Congress but remain stalled. 
Economists estimate that state and local governments need 
at least $500 billion in federal aid to prevent austerity cuts. 

If additional federal aid is not approved for state and local 
municipalities, we expect municipalities to make dramatic 
headcount and budget cuts to balance budget shortfalls.  

There is also a possibility that the recent increase in taxable 
municipal issuance could be a “one off” situation if Congress 
allowed the return of tax-exempt advance refundings, 
currently prohibited under the Act. 

Overall, we recommend investors consider adding 
incremental taxable municipal exposure to their portfolios 
given the recent strong taxable municipal issuance, high 
credit quality of the asset class and attractive yields relative 
to corporate yields.
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