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The 2nd quarter was marked by continued volatility for 

bonds of all shapes, sizes, and sectors as inflation ran white-
hot; the Federal Reserve ramped up their tightening; and yields 
marched ever higher.  Amid this backdrop, total returns dug deep-
er into negative territory across the domestic fixed income land-
scape. Municipals, which lagged other fixed income asset classes 
in the 1st quarter, fared relatively better this time around. Still, the 
Bloomberg Municipal Bond Index returned -2.94% for the quar-
ter, bringing its year-to-date total return to -8.98%. If this num-
ber were to hold, it would be the worst annual return for the in-
dex going back to its 1988 inception date, and by 264 bp at that.  
         

 But here is the rub. Despite this dour return picture, the state of 
the municipal bond market is actually quite good. The record negative 
return is not reflective of there being a problem with credit quality or 
liquidity, as was the case in early 2020. Rather, it is all about interest 
rates this time around.  We cannot emphasize this point enough.  
 With 2-yr, 5-yr, 10-yr, and 30-yr Treasury yields up 403%, 
241%, 200%, and 167% in percentage terms, respectively, on the 
year, bond investors of all stripes hardly stood a chance. Barring 
miraculous market timing, it would have been virtually impossi-
ble for a fixed income manager of a long-only, investment-grade 
portfolio to post a positive return in such an environment.  

Regarding relative performance against one’s benchmark and 
peers, it really all came down to the duration call. Thinking about 
portfolio positioning as a series of levers that can be pulled, even if 
one pulled all the other correct levers but got the duration call wrong, 
they would have been hard-pressed to outperform. This becomes ap-
parent when taking a closer look at year-to-date municipal market 
returns. Across security types, sectors, the quality spectrum, and 
the curve, there is hardly a plus sign to be found. Further, the Long 
Bond (22+) slice of the broader index trailed the 1 Year (1-2) slice by 
13.42% (-14.66% versus -1.24%), whereas the Baa slice trailed the 
Aaa slice by only 2.82% (-11.33% versus -8.51%). Any way you look 
at it, returns were negative, but being long duration was punishing.  
 

 
 

  Notwithstanding the sticker shock of negative returns in the 
first half, there are several reasons to be optimistic, or at least mod-
erately constructive, about the prospects of municipals going for-
ward. For one, it would be unusual to see back-to-back years of large 
negative returns. Admittedly, the logic here may more closely align 
with that of the Farmer’s Almanac than a textbook on macroeco-
nomics or fundamental research. There is some merit to it, though.  
Looking back over the 33-year history of the ICE US Broad Munici-
pal Index, there have been four years (1994, 1999, 2008, and 2013) 
with negative returns. In each instance, the consecutive two years 
saw positive returns, with the magnitude of the positive return in 
the year immediately following the negative return being rath-
er large. The caveat here is that the entirety of the index’s 33-year 
history took place in a structural bond bull market that saw yields 
generally decline. Even so, extreme moves such as the one experi-
enced in 2022 so far tended to happen in spurts rather than linearly.
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Figure 1: Fixed Income Returns
1Q22 2Q22 YTD

Municipal -6.23% -2.94% -8.98%
Muni High Yield -6.53% -5.61% -11.77%
US Aggregate -5.93% -4.69% -10.35%
US Treasury -5.58% -3.77% -9.14%
Corporate -7.69% -7.26% -14.39%
US Corporate High Yield -4.84% -9.83% -14.19%
Securitized -4.99% -3.90% -8.70%
*Source: Bloomberg Indices
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Figure 2: Municipal Market Returns
1Q22 2Q22 YTD

Municipal Bond Index -6.23% -2.94% -8.98%
GO Bond Index -6.07% -2.51% -8.43%

State GO -5.43% -1.65% -6.99%
Local GO -6.68% -3.32% -9.77%

Revenue Bond Index -6.54% -3.37% -9.68%
Electric -5.56% -2.54% -7.96%

Hospital -6.57% -4.91% -11.15%
Housing -7.69% -4.39% -11.74%
IDR/PCR -6.87% -3.23% -9.88%

Transportation -6.56% -3.29% -9.64%
Education -6.68% -3.29% -9.75%

Water & Sewer -5.98% -2.76% -8.57%
Resource Recovery -4.26% -0.96% -5.18%

Leasing -7.03% -3.14% -9.94%
Special Tax -6.54% -2.91% -9.25%

Aaa -6.14% -2.52% -8.51%
Aa -6.08% -2.65% -8.57%
A -6.29% -3.29% -9.37%
Baa -7.13% -4.52% -11.33%
1 Year (1-2) -1.61% 0.38% -1.24%
5 Year (4-6) -5.10% -0.42% -5.50%
10 Year (8-12) -6.23% -2.16% -8.26%
Long Bond (22+) -8.65% -6.59% -14.66%
*Source: Bloomberg Indices
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Figure 3: ICE US Broad Index Negative Returns 
Following 2 Years

1994 -6.18% 17.68% 4.54%
1999 -6.34% 17.15% 4.47%
2008 -3.95% 14.45% 2.25%
2013 -2.89% 9.78% 3.55%

*Source: ICE Indices , Bloomberg
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Secondly, we find municipal valuations to be fairly attractive.  
On a percentage-of-Treasury basis, 2-yr, 5-yr, 10-yr, and 30-yr AAA mu-
nicipal yields ended the quarter at 65%, 75%, 91%, and 102%, respec-
tively. This is by no means screaming cheap but is respectable and in 
line with long-term averages. Further, municipals compare favorably 
to ratings-matched corporates when viewed on a taxable-equivalent 
basis, especially at the higher tax brackets. In our opinion, though, 
the most compelling case to be made for municipal valuations is 
more of an absolute one rather than relative one. Tax-exempt yields 
in the range of 3-4% (which can currently be achieved) translate to 
taxable equivalent yields of 5.07-6.76% at the highest bracket. This 
is in line with forward-looking capital market expectations for do-
mestic large-cap equities, but with much less expected volatility.

Lastly, municipal issuers are in great shape overall. Wheth-
er on the general obligation or revenue side, finances and budget-
ary flexibility are strong, thanks in large part to all the Covid-relat-
ed aid received over the past couple of years. States, in particular, 
find themselves in somewhat of an embarrassment of riches. At the 
state-level, tax receipts have been so strong and fund balances have 
swollen so much that states are more likely to be part of the infla-
tionary problem than solution as they look to cut taxes, spend 
on projects, and even send direct payments in some cases. Ironi-
cally, this creates a situation where they have it so good that their 

actions may contribute to raising their own borrowing costs.
The municipal market tends to weather recessionary storms 

better than most, faring better in terms of defaults, downgrades, 
and performance. If a recession is around the corner, the fact that 
municipal issuers would be entering it from such a strong starting 
point ought to bode very well for the asset class. And while it may 
still be an out-of-consensus view, it is hard (or at least increasingly 
difficult) to see how the Federal Reserve can avoid a recession and 
pull off a “soft landing”. Besides, with the S&P 500 down almost 20% 
and the Bloomberg US Aggregate Bond Index down over 10%, it begs 
the question of what constitutes a soft landing, anyway. Perhaps it 
is too late for soft, and the focus should instead be on safe. Wheth-
er a soft landing or a safe one, there is no guarantee that either will 
be achieved and the recession drumbeat has only gotten louder.

Even with these silver linings, look for municipal total returns 
for the rest of the year to be driven by inflows or outflows, which will 
ultimately be determined by the direction of Treasury yields. This is 
a rates-driven market after all. Expect to see more municipal volatil-
ity predicated on broader interest rate volatility and how successful 
the Federal Reserve is in pulling off any sort of landing. Should Trea-
sury yields continue to rise and the Federal Reserve come up short in 
accomplishing their objectives, there is at least a solid argument to 
be made that municipals are the best house in a bad neighborhood. 
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