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Bond Market Perspectives

Municipal bonds took a breather last week, underperforming Treasuries 
for only the second week thus far in 2012. Municipal bond prices posted 
modest declines while Treasury prices rebounded on the week. On a year-
to-date basis, however, high-quality municipal bonds have outperformed 
Treasuries by a notable margin, according to Barclays Index data. We do 
not think last week’s pause in the municipal bond market marks a turning 
point, but with the municipal bond market already up over 2% year-to-date a 
more cautious tone is warranted. On a longer-term basis we continue to find 
municipal bonds attractive, but municipal bond investors should take caution 
ahead of a challenging month of March.

March Seasonal

March marks a traditionally difficult seasonal period for the municipal bond 
market, and performance has historically been challenging [Chart 1]. What 
September and October are for the stock market, March and the first week 
of April are for the municipal bond market. 

The approach of tax day, April 15, and a difficult period for high-quality bonds 
overall, not just municipal bonds, are the primary drivers of March’s historical 
performance trends. Municipal bonds are sold in advance of the April 15 tax 
deadline as municipal investors raise cash to pay taxes. Last year’s muted 
financial markets’ performance suggests capital-gains-related selling will be 
modest, but still tax obligations have historically led to municipal bond sales 
in March and early April.

February to April also marks a seasonal increase in Treasury issuance. The 
Treasury department’s fiscal year begins on November 1, and the second 
quarter of any given fiscal year, which starts in February, is typically 
accompanied by a seasonal increase in Treasury issuance. The increase in 
Treasury supply can have ramifications for the broader bond market, since 
Treasuries are the backbone of the bond market and price declines can ripple 
across bond market sectors. The Treasury issuance increase is partly used to 
assist in the payment of tax refunds. 

In addition to March seasonal trends in the municipal bond market, higher 
valuations suggest a pause is in order. Last week’s municipal bond 
underperformance relative to Treasuries caused valuations to cheapen (as 
reflected by a move higher in the municipal-to-Treasury yield ratio), but on a 
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Municipal Breather

Highlights
After a strong start to 2012, the municipal bond 
market faces near-term challenges in March.

We believe any potential pullback will be 
limited and continue to find both high-quality 
and high-yield municipal bonds attractive over 
the long-term.

 1  March Has Historically Been a Difficult Month for 
Municipal Bond Investors

Source: Barclays, LPL Financial. January 1990–December 2011

Past performance is no guarantee of future results. 
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On a longer-term basis we continue to find 
municipal bonds attractive, but municipal 
bond investors should take caution ahead 
of a challenging month of March.
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 2  Improving Municipal Bond Valuations Are Reflected 
in Lower Municipal-to-Treasury Yield Ratios

Source: Bloomberg, LPL Financial   02/27/12

Past performance is no guarantee of future results. 
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year-to-date basis municipal bond valuations have clearly increased relative 
to Treasuries [Chart 2]. Higher year-to-date valuations are evident in declining 
municipal-to-Treasury yield ratios. 

Several factors indicate that any near-term municipal bond weakness is likely 
to be limited and, on a longer-term basis, municipal bonds remain attractive.

 § On a historical basis, valuations show that municipals remain attractive 
overall. Over the past 10 years, 10- and 30-year AAA-rated municipal 
bond yields have averaged 93% and 100% of comparable Treasury yields, 
respectively. Current municipal-to-Treasury yield ratios remain above those 
longer-term averages, indicating attractive valuations even after year-to-
date strength. In addition, taxable equivalent municipal yields remain 
compelling compared to Treasuries [Chart 3].

3  Taxable Equivalent Municipal Yields Remain Compelling

Maturity

Maturity 2-Yr 5-Yr 10-Yr 20-Yr 30-Yr

Treasury Yield 0.28 0.83 1.90 2.64 3.03

AAA Municipal GO Yield                   0.26 0.69 1.98 3.36 3.56

   Municipal Yield as % of Treasury 92% 83% 104% 127% 118%

Taxable Equivalent Yield at 35% Bracket 0.40 1.06 3.05 5.17 5.48

Taxable Equivalent Yield at 30% Bracket 0.37 0.99 2.83 4.80 5.09

Taxable Equivalent Yield at 25% Bracket 0.35 0.92 2.64 4.48 4.75

Source: Bloomberg, LPL Financial   02/27/12

This information is not intended to be a substitute for specific individualized tax advice. We suggest that you 
discuss your specific tax issues with a qualified tax advisor. 

Municipal bonds are subject to availability, price, and to market and interest rate risk if sold prior to maturity. 
Bond values will decline as interest rate rise. Interest income may be subject to the alternative minimum tax. 
Federally tax-free but other state and local taxes may apply.

 § The favorable supply-demand backdrop that supported the municipal 
bond market in 2011 remains intact. Issuance has increased so far in 
2012 relative to 2011 but is still on pace to be one of the lowest totals of 
the past 10 years. Low supply is supported by “state austerity.” Budgets 
remain tight, and the capacity to take on new debt-financed infrastructure 
projects or other local government projects remains constrained. In 
addition, during an election year supply can be further curtailed as 
uncertainty over policies from a new administration and potential state 
and local government budget impacts keep issuers on the sidelines.  

 § According to Interactive Data Corporation (IDC), reinvestment demand 
from maturing municipal bonds will be 50% greater during March and 
April 2012 versus the same period in 2011. Reinvestment needs may help 
offset any selling pressures. 

High-yield municipal bonds have room 
for improvement relative to high-quality 
municipal bonds.
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High-Yield Municipals Continue to Provide 
Longer-Term Opportunity

We believe the high-yield segment of the municipal bond market still 
provides potential opportunity over the longer-term. In our view, municipal 
defaults will total a manageable $1 – $2 billion in 2012, in line with the 
historical average, and will be concentrated among housing-related sectors. 
We believe ample opportunity exists outside these sectors for municipal 
bonds investors. Through the third week of February, 11 issuers have 
defaulted in 2012 versus 17 over the same period in 2011, according to 
Municipal Market Advisors (MMA) and Municipal Securities Rulemaking 
Board (MSRB) data. 

In addition, the taxable equivalent yield on the Barclays High-Yield municipal 
bond index is 9.9% (assuming a top 35% tax-bracket investor) versus 7.1% 
for taxable high-yield bonds. Finally, the yield differential between high-yield 
and high-quality municipal bonds has remained stable at roughly 4% over 
recent months [Chart 4]. This suggests high-yield municipal bonds have 
room for improvement relative to high-quality municipal bonds. We expect 
this sizable yield advantage will play a bigger role in high-yield municipal 
bond performance going forward.  n

 4  High-Yield Municipal Bonds Still Possess an 
Attractive Yield Advantage Versus High-Quality 
Municipal Bonds 

Source: Barclays, LPL Financial   02/27/12

* Barclays High-Yield Muni Index Yield Minus Barclays Municipal 
Bond Index Yield
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IMPORTANT DISCLOSURES 
The opinions voiced in this material are for general information only and are not intended to provide specific 
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you, 
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee of 
future results. All indices are unmanaged and cannot be invested into directly.

The economic forecasts set forth in the presentation may not develop as predicted and there can be no guaran-
tee that strategies promoted will be successful. 

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline as 
interest rates rise and bonds are subject to availability and change in price.

Government bonds and Treasury Bills are guaranteed by the U.S. government as to the timely payment of 
principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value. However, the 
value of fund shares is not guaranteed and will fluctuate.

Municipal bonds are subject to availability, price, and to market and interest rate risk if sold prior to maturity. 
Bond values will decline as interest rate rise. Interest income may be subject to the alternative minimum tax. 
Federally tax-free but other state and local taxes may apply.

The Barclays Municipal Bond Index is an unmanaged index, which cannot be invested into directly. Past perfor-
mance is no guarantee of future results.

The Barclays Capital High Yield Municipal Bond Index is an unmanaged index made up of bonds that are non-invest-
ment grade, unrated, or rated below Ba1 by Moody’s Investors Service with a remaining maturity of at least one year.

An obligation rated ‘AAA’ has the highest rating assigned by Standard & Poor’s. The obligor’s capacity to meet 
its financial commitment on the obligation is extremely strong.

Treasuries: A marketable, fixed-interest U.S. government debt security. Treasury bonds make interest payments 
semi-annually and the income that holders receive is only taxed at the federal level.


