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There is no sugar-coating it; the 1st quarter was an ugly one 

for the bond market.  There was nowhere to hide as the move high-
er in interest rates left no fixed income asset class untouched, includ-
ing municipal bonds.  After having spent the past couple of years as 
the darling of investment grade domestic fixed income asset class-
es (even being the only one with a positive return in 2021), munic-
ipals had their day of reckoning this past quarter when they were 
closer to bringing in the rear than they were to leading the pack.  
 

 
 
 
 
 
 
 
 
 
 
 
 
 

  In fact, with the Bloomberg Municipal Bond Index return-
ing -6.23%, it was the worst quarterly return for the asset class since 
1981.  That it has been 41 years since the last quarterly loss of this 
magnitude is a testament to the fact that bond bull and bear markets 
are secular events that can run for decades.  It also speaks to just how 
forgiving the past four decades have been for bond investors, and that 
the long-running secular bull market may finally be in the rear-view. 
  It seems increasingly clear that at some point over the past few 
months markets crossed over a true inflection point.  That point may 
very well have been the “Powell Pivot”, as it is being called, where Chair-
man Powell and the Fed moved away from the notion of inflation be-
ing transitory and adopted a more hawkish stance at their December 
meeting.  Since then, it has been off to the races as both the number, 
and size, of projected hikes by the end of 2022 has exploded higher.  
Bond yields followed suit, with the 10-year Treasury going from around 
1.50% at the time of the meeting to 2.34% at the end of the 1st quarter.

In our last Municipal Quarterly, we noted the disconnect, in terms 
of relative valuation, between the Treasury and municipal markets and 
questioned whether the municipal market knew something the Treasury 
market did not, or vice versa.  We went on to argue that the reason mu-
nicipals appeared much richer was that the Treasury market appeared to 
be taking the Fed at face value, whereas the municipal market was not.

It turns out that the Treasury market was right…sort of.  The 
municipal market was, in fact, well behind the curve; however, so 
too was the Treasury market.  Municipals were just much, much 
further behind.  This gets to the gist of what made the 1st quarter 
such a painful one for tax-exempt securities.  Whereas all fixed in-
come markets were grappling with a rates-driven sell-off, munici-
pals faced the double whammy of playing catch-up at the same time.

If the municipal market was rich at the time, it is decidedly less so 
today.  At the end of last year, percentages-of-Treasuries for the 2-year, 

5-year, 10-year, and 30-year AAA benchmark municipals were 33%, 
48%, 70%, and 81%, respectively.  By the end of March they stood at 
77%, 83%, 96%, and 106%, respectively.  While these may still be clos-
er to historical averages than being dirt cheap, they are huge moves!  

Factoring in the current level of municipal yields and that cred-
it quality has rarely, if ever, been better, municipals have not looked 
this attractive in a long time.  A ratings-matched comparison of mu-
nicipal taxable-equivalent yields (TEY) to other fixed income asset 
classes has painted an unfavorable picture over the bulk of the past 
couple of years.  That is not the case today.  Municipal TEY yield ratios 
are largely in the green across the curve and at the different tax brack-
ets all the way down to the 21% corporate tax rate.  The comparison 
looks even better when one takes into account that the ten-year his-
torical default rate for investment grade municipals is 0.10% versus 
2.24% for investment grade corporate bonds, according to Moody’s.  

Even more, it is not just against other fixed income asset classes 
where municipals compare favorably.  Depending on the bond and its rat-
ing, one could realistically expect to buy a 10-year municipal at a yield in 
the neighborhood of 2.50-3%.  At the maximum 40.8% tax bracket, that 
translates to a TEY range of 4.22-5.07%.  Considering that the Regions Asset 
Management ten-year asset class return expectation for Domestic Large 
Cap equity is 6%, a buy-and-hold investor locking in 4-5% today with an in-
vestment grade municipal bond does not seem half bad, especially since 
the ten-year expected standard deviation for Domestic Large Cap equity 
was 16% versus 4% for the Intermediate Municipals asset class sub-type. 
 Just because municipals look good today does not mean that 
the pain experienced in the 1st quarter is over and done.  For one, 
while the municipal curve has played catch up with the Treasury curve, 
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2021 1Q22
Municipal 1.52% -6.23%
Muni High Yield 7.77% -6.53%
US Aggregate -1.54% -5.93%
US Treasury -2.32% -5.58%
Corporate -1.04% -7.69%
US Corporate High Yield 5.28% -4.84%
Securitized -1.04% -4.99%
*Source: Bloomberg Indices
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Figure 2: Municipal TEY Yield Ratio (by tax rate)
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that does not mean that it has caught up.  One need only look at the 
fact that the Treasury curve is inverted whereas the municipal curve 
is not as proof of that.  A rise in front-end municipal yields to realign 
with those of Treasuries could pressure total returns lower.  Second, 
inflation does not appear to be abating.  Further, it is worth keep-
ing in mind that Powell did his pivot away from inflation being tran-
sitory before the Russian invasion of Ukraine and subsequent Rus-
sian sanctions, which have the potential to be highly inflationary.  

 The Russian situation is the ultimate wildcard and has made the 
Fed’s already difficult job all the more complex.  One school of thought 
is that it could actually lead to lower interest rates in a flight-to-safety 
scenario where dollar-seeking money flows into Treasuries.  Howev-
er, our firm’s technical research indicates that if yields were going to 
see a sustainable pullback because of this, they would likely have seen 
more of one already.  Instead, Treasury yields are up, and it seems that, 
for now anyway, the pull higher of inflation is winning out against the 
push lower of geopolitical turmoil.  Where municipal yields, and con-
sequently total returns, go from here will largely be determined by 
the directionality of Treasuries, albeit likely not in lockstep.  Of all talk 
of higher and lower, sideways is a possibility, as well.  In the mean-
time, long-term investors today should take some solace in the fact 
that this is as good a buying opportunity as we have seen in some time. 
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Figure 3: Treasury Curve vs. Municipal Curve   

Source: Bloomberg


