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Overview
•

•

Municipal bond
valuations fell during
the third quarter, in line
with the overall trend
across capital markets.
Downward performance
has been driven
by concerns about
inflation, volatility, and
the Federal Reserve’s
aggressive monetary
policy tightening.
Investment outflows
from mutual funds
persisted, as investors
moved money to the
sidelines in response to
price declines across
multiple asset classes.

•

New municipal
issuance dropped as
interest rates rose, with
continued a notable
decline in taxable
municipal supply.

•

Credit quality remained
strong and continued
to improve, benefiting
from the robust financial
health of state and local
governments.

Municipal bond prices retreated during the third quarter of 2022, falling alongside other
fixed income and equity asset classes, as investors continued to worry about inflation and
grew increasingly pessimistic about the US Federal Reserve (Fed) ending its tightening
cycle (a monetary policy that reduce the Fed balance sheet) sooner rather than later.
Investors hoping for some relief after a tough first half of the year appeared to be getting
their wish in July, but by the end of the third quarter, the performance of the stock and
bond markets had dipped back into negative territory. The third quarter marked the third
consecutive quarter of losses for the equity and fixed income markets, putting them on
track for one of the largest joint declines in a calendar year.1 Investment grade municipal
bonds returned -3.46% during the third quarter, while high yield municipal bonds returned
-4.83%. Taxable municipal bonds, which tend to be more sensitive to rising interest rates
than tax-exempt municipals, returned -6.18% for the quarter.2
Historically, municipal bonds have relatively low correlations to other asset classes, (See
Exhibit 1) but they were not immune to the macro turmoil in the capital markets during
the third quarter or to the pressures of the Fed’s aggressive rate hiking schedule and
subsequent sharp increase in interest rates. Since the beginning of 2022, the Fed has
raised short-term interest rates five times in an attempt to stem the persistent rise in
inflation. They started with a 25 basis point (bp) hike in March, followed by a 50 bp hike
in May, and three successive 75 bp hikes in June, July, and September.3 Fed Chair Jerome
Powell said in August that policymakers were resolute in their determination to fight
inflation, signaling that the Fed was likely to continue raising rates in the near term.
Exhibit 1: Portfolio diversification via municipal bonds
Diversification can potentially increase opportunities for growth and help mitigate overall
portfolio risk. Municipal bonds have historically had very low correlation to other asset
classes and may be effective portfolio diversifiers.
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Source: Bloomberg, as of September 30, 2022, based on monthly returns. Asset Classes are represented by the following
Index returns: Bloomberg Municipal Bond Index represents IG Municipals, Bloomberg High Yield Municipal Bond Index
represents High Yield Municipals, Bloomberg US Corporate Investment Grade Index represents US Investment Grade
Bonds, Bloomberg US Aggregate Bond Index represents US Bonds, Bloomberg US Corporate High Yield Index represents
US Corporate High Yield, Bloomberg US Government Index represents US Treasuries, MSCI EAFE Index represents
Developed Foreign Equities, MSCI Emerging Markets Index represents Emerging Market Equities, S&P 500 Index represents
Domestic Equities, Russell 2000 Index represents Domestic Small Cap. Past performance cannot guarantee future results.
An investment cannot be made directly in an index.

Not a Deposit Not FDIC Insured Not Guaranteed by the Bank May Lose Value
Not Insured by any Federal Government Agency

In legislative news, President Joe Biden signed the Inflation Reduction Act (IRA) of 2022
into law. The IRA aims to lower costs for families, create jobs, and reduce the federal
deficit while addressing climate change. As part of this revenue-raising initiative, the new
law imposes a 15% minimum tax on companies that report more than $1 billion in profits to
their shareholders in an effort to ensure that large, profitable companies pay a minimum
amount of tax.
As the Fed continued to tighten monetary policy, US Treasury yields rose across the
curve. Shorter- and intermediate-term maturities generally increased more than longerterm maturities, further inverting the yield curve, reflecting the market’s expectations of
ongoing Fed rate hikes in the foreseeable future. During the quarter, the yields of two-,
five-, ten-, and thirty-year Treasury bonds rose 130 bps, 105 bps, 85 bps, and 65 bps,
respectively.
Municipal yields also increased during the third quarter, following the trend in the Treasury
market. The yield of a one-year AAA General Obligation municipal bond climbed sharply,
while yields on intermediate-term and longer maturities rose more modestly, which
resulted in the flattening of the municipal yield curve. Overall, the yields of two-, five-, tenand thirty-year AAA GO municipal bonds increased 112 bps, 86 bps, 53 bps, and 65 bps,
respectively (See Exhibit 2).
Exhibit 2: Municipal yields rose across all maturities during the third quarter, with the
larger increases in the short end leading to a flatter yield curve
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Source: US Department of the Treasury, Daily Treasury Yield Curve Rates. Data as of September 30, 2022. A yield curve is a
curve showing several yields to maturity or interest rates across different contract lengths for a similar debt contract. Past
performance does not predict future returns.

Longer duration municipal bonds offered a comparably higher yield during the third
quarter. The thirty-year municipal/Treasury (M/T) ratio, which started July at 102%, was
104% at the end of September, 5% higher than the long-term average and 26% higher
than at the beginning of 20224 (see Exhibit 3). When M/T ratios are higher than historical
averages, municipal bonds appear inexpensive compared to US Treasuries. Under normal
market conditions, these levels typically result in increased demand from crossover buyers,
such as hedge funds, banks, and insurance companies, but this was not the case during
the third quarter when market sentiment was dominated by macro concerns.
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Exhibit 3: The thirty-year municipal/Treasury ratio was above the long-term average at
the end of the third quarter
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Source: Thomson Reuters TM3, as of September 30, 2022. Average shown is for 20 years, from September 30, 2002, to
September 30, 2022. Treasuries are backed by the full faith and credit of the US government as to the timely payment
of principal and interest, while legislative or economic conditions could affect a municipal securities issuer’s ability to
make payments of principal or interest.

Solid credit fundamentals continued to support states and localities
Despite a challenging macro backdrop, municipal credit quality has remained strong and
continues to improve, as evidenced by the number of credit ratings upgrades. During
the second and third quarters of 2022, ratings upgrades exceeded ratings downgrades
by a ratio of 3:1.5 This positive dynamic likely stemmed from the benefits of various
fiscal stimulus programs, as well as the higher revenues collected by state and local
governments. Total state tax revenue has come in better than pre-pandemic levels with tax
collections 18.1% greater than those for the final quarter of 2019.6 The positive trend is likely
to persist, even if economic conditions weaken, as most people will continue to pay their
property taxes, spend on goods and services, and drive their vehicles. Additionally, nearrecord rainy day fund balances have further bolstered state and local finances.
The strength in credit fundamentals explains why investment grade and high yield
municipal bonds generally have low long-term default rates (see Exhibit 4). Historically,
municipal securities have held up relatively well in challenging economic times, which
suggests they have the potential to weather an economic downturn (see Exhibit 5). In our
view, ongoing strength in tax collections should provide financial flexibility and support
budget management for states and local governments.
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Exhibit 4: Municipals enjoy historically low long-term default rates and compare
favorably to rated corporate bonds
Moody’s and Standard & Poor’s (S&P) Cumulative Historical Default Rates
Rated Issues Only
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Sources: Moody’s Investor Services (“Moody’s”) data through December 31, 2021, released April 21, 2022, latest
data available. Standard and Poor’s (“S&P”) data through December 31, 2021, released July 26, 2022. Past default
rates are no assurance of future default rates. The data presented is the most recent data available from the various
bond rating agencies. *2022 data may increase cumulative default rates from both municipal and corporate bonds.
A credit rating is an assessment provided by a nationally recognized statistical rating organization (NRSRO) of
the creditworthiness of an issuer with respect to debt obligations, including specific securities, money market
instruments or other debts. Ratings are measured on a scale that generally ranges from AAA (highest) to D
(lowest); ratings are subject to change without notice. For more information on rating methodologies, please visit
the following NRSRO websites: www.standardandpoors.com and select ‘Understanding Ratings’ under Rating
Resources on the homepage; www.moodys.com and select ‘Rating Methodologies’ under Research and Ratings on
the homepage.

Exhibit 5: Municipal defaults have been a fraction of those in the corporate bond
market, particularly during economic recessions (2001-2002, 2008-2009, and 2020).
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Supply declined during the third quarter, but demand also dropped
New municipal issuance was approximately $90.5 billion in the third quarter of 2022,
less than it was during the second quarter when more than $107 billion came to market.
Third-quarter volume was down 32.5% from the same period in 20217, primarily driven
by a precipitous drop in taxable issuance. This trend reflects the reluctance of municipal
borrowers were to issue new bonds or advance refund existing bonds at higher interest
rates.
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Tax-exempt supply accounted for about $80.2 billion of total third-quarter new issuance,
a drop of 20% year-over-year and 10% from the second quarter.7 As for taxable municipals,
new issuance dropped significantly—from about $18 billion in the second quarter of
2022 to roughly $10 billion in the third quarter.8 Compared to the third quarter of 2021,
new taxable municipal supply was down 70%.4 Nevertheless, taxable municipal bonds
maintained a sizeable footprint in the municipal market. Taxable issuance increased
following the Tax Cuts and Jobs Act (TCJA), which took effect in January 2018. TCJA ended
the federal tax exemption for advance refunding bonds—those issued more than 90 days
before the redemption or call date. Historically, most of the refundings in the municipal
market had been advance refundings, so the end of the exemption dampened tax-exempt
new issuance. And until the first quarter of 2022, interest rates had been at exceptionally
low levels, incentivizing issuers to refund their tax-exempt debt through the taxable
municipal market.
Demand for municipal bonds weakened during the third quarter, as rising interest rates
and the volatile investment environment sent many investors to the sidelines. Selling was
widespread, with most of it by individuals and municipal bond mutual funds. More than 21%
of individual investors’ portfolios were in cash at the end of September.9 As for municipal
bond mutual funds, they experienced a third consecutive quarter of investment outflows,
with approximately -$15.6 billion of assets withdrawn, bringing the year to date total to
-$103.7 billion10 (See Exhibit 6).
Exhibit 6: Investment flows were negative for a third consecutive quarter, amid interest
rate driven volatility
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Source: Strategic Insight (SI), Bloomberg, as of September 30, 2022. The Bloomberg Municipal Bond
Index is an unmanaged index considered representative of the tax-exempt bond market. An investment
cannot be made directly in an index.
Taxable municipal bonds also experienced a drop in demand, as their relatively longer
duration led them to underperform other segments of the municipal market. Nearly 50%
of the outstanding bonds in the taxable municipal market have maturities of 15 years or
greater.7 Although taxable municipal credit spreads (yield differentials versus taxable
corporate bonds of similar duration) remained wide, making taxable municipal bonds
attractive relative to corporate bonds, they were outweighed by both macro uncertainty
as well as the negative currency exchange rate as the US dollar strengthened, increasing
hedging costs. Nevertheless, the core reasons that non-US investors favor this market, its
longer duration and strong credit quality continued to compare favorably to corporate
bonds. It is our belief that once macro uncertainty subsides the asset class will again come
into favor (see Exhibit 7).
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Exhibit 7: The credit quality of taxable municipal bonds compares favorably to that of
corporate bonds
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Source: Morgan Stanley Research, Bloomberg Composite Ratings, as of September 30, 2022. The Bloomberg
Municipal Taxable Bonds Index measures of the US municipal taxable investment grade bond market. The Bloomberg
US Corporate Bond Index measures the investment grade, fixed-rate, taxable corporate bond market.How states and
municipalities weathered the storm

The devastation caused by Hurricane Ian is a bleak reminder of other storms that have
led to tragic loss of life and damage to homes, businesses, and infrastructure. While
the economic losses can be staggering, it is important to note that municipals are not
affected homogeneously. Rather, the impact of the storms on credit quality and market
performance has instead been idiosyncratic, with the economic starting point before the
storms being the most important factor. For example, Florida’s economic performance is
among the strongest in the US, and the state has ample financial reserves, which will help
it begin the rebuilding process from a much stronger economic and financial position. It is
also important to note that geographies that are struck by national disaster often benefit
from large amounts of federal and state emergency funds reducing the financial burden on
budgets.
Outlook
The price performance of fixed income markets has been disappointing so far in 2022, and
municipal bonds have not been immune to overall increasing rates. However, the rise in
municipal yields has also made municipal bond valuations more attractive. Although we
expect the capital markets to remain under stress as the Fed continues along its rate hiking
path, we believe that there are opportunities for discerning, disciplined investors with
longer time horizons to view current valuations as a tactical entry point.
In our view, the valuable benefits of municipal bonds, including tax-exempt income,
historically low correlations to other asset classes (as shown in Exhibit 1) and low default
rates, will eventually prevail over current market volatility and economic uncertainty.
History shows that the municipal bond market, as represented by the Bloomberg Municipal
Bond Index, can perform well following periods of severe stress (see Exhibit 8).
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Exhibit 8: Municipal bond declines have historically been followed by strong rebounds
Period

Peak Date

Bottom Date

Drawdown

12-month
return
following
bottom

Fed Raising Rates
(‘04-’06)

3/17/2004

5/13/2004

-5.29

8.65

Global Financial Crisis

1/23/2008

10/16/2008

-11.22

19.85

Fear of Default Crisis*

10/12/2010

1/17/2011

-6.46

15.20

Taper Tantrum

5/2/2013

9/5/2013

-6.77

10.22

Trump Election Victory

7/6/2016

12/1/2016

-5.71

5.95

COVID-19 Pandemic

3/9/2020

3/23/2020

-10.94

13.18

Inflation Crisis

12/31/2021

–

–

–

*This period refers to the 2010 crisis of confidence sparked by an unfounded fear that hundreds of billions of dollars’
worth of municipal defaults were on the horizon.
Source: Bloomberg, as of 9/30/22. Performance represented by the Bloomberg Municipal Bond Index, is an
unmanaged index considered representative of the tax-exempt bond market. An investment cannot be made
directly into an index. Past performance does not guarantee future results.

Going forward, we will continue to rely on our experienced portfolio managers and credit
analysts to weather challenges while looking for opportunities that can add long-term value
for investors.
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Source: Wall Street Journal, October 3, 2022; MarketWatch, October 3, 2022.
Source: Bloomberg, as of 9/30/22. Investment grade municipal bonds are represented by Bloomberg Municipal
Bond Index. High yield municipal bonds are represented by Bloomberg Municipal High Yield Bond Index. Taxable
municipal bonds are represented by the Bloomberg Taxable Municipal Index.
Source: US Federal Reserve, as of 9/30/22.
Source: Thomson Reuters TM3, as of 9/30/22.
Source: Standard & Poor’s, as of 9/30/22.
Source: The Pew Charitable Trusts, as of 9/07/22.
Source: JP Morgan, as of 9/30/22.
Source: Bloomberg, JP Morgan, as of 9/30/22.
Source: American Association of Individual Investors, as of 9/30/22.
Source: Strategic Insight, Simfund, as of 9/30/22.

About risk
Municipal securities are subject to the risk that legislative or economic conditions could affect an issuer’s
ability to make payments of principal and/or interest.
Junk bonds involve greater risk of default or price changes due to changes in the issuer’s credit quality.
The value of investments and any income will fluctuate (this may partly be the result of exchange rate
fluctuations) and investors may not get back the full amount invested. The values of junk bonds fluctuate
more than those of high quality bonds and can decline significantly over short time periods.
All fixed income securities are subject to two types of risk: credit risk and interest rate risk. Credit risk
refers to the possibility that the issuer of a security will be unable to make interest payments and/ or repay
the principal on its debt. Interest rate risk refers to the risk that bond prices generally fall as interest rates
rise and vice versa.
Municipal bonds are issued by state and local government agencies to finance public projects and
services. They typically pay interest that is a tax in their state of issuance. Because of their tax benefits,
municipal bonds usually offer lower pre-tax yields than similar taxable bonds.
The value of investments and any income will fluctuate (this may partly be the result of exchange rate
fluctuations) and investors may not get back the full amount invested.
Invesco does not provide tax advice. The tax information contained herein is general and is not exhaustive by
nature. It is not intended or written to be used, and it cannot be used by any taxpayer, for the purpose of avoiding
tax penalties that may be imposed on the taxpayer under US federal tax laws. Federal and state tax laws are complex
and constantly changing. Investors should always consult their own legal or tax advisor for information concerning
their individual situation.
This does not constitute a recommendation of any investment strategy or product for a particular investor. Investors
should consult a financial professional before making any investment decisions.
Past performance does not guarantee future results.
Diversification does not guarantee a profit or eliminate the risk of loss.
The opinions expressed are those of the author, are based on current market conditions and are subject to change
without notice.
Forward-looking statements are not guarantees of future results. They involve risks, uncertainties and assumptions,
there can be no assurance that actual results will not differ materially from expectations.
There is no guarantee the outlooks mentioned will come to pass. These opinions may differ from those of other
Invesco investment professionals.
A basis point is a unit that is equal to one one-hundredth of a percent.
Bloomberg Municipal High Yield Bond Index is generally representative of bonds that are non-investment grade,
unrated or rated below Ba1.
Bloomberg Municipal Bond Index is an unmanaged index considered representative of the tax-exempt bond market.
An investment cannot be made into an index.
Bloomberg Taxable Municipal Index measures the US municipal taxable investment grade bond market.
Bloomberg Treasury Index is an unmanaged index of public obligations of the US Treasury.
Bloomberg US Corporate Investment Grade Index - is an unmanaged index considered representative of fixed-rate,
investment-grade debt.
Bloomberg US Aggregate Bond Index is an unmanaged index considered representative of the US investmentgrade, fixed-rate bond market.
Bloomberg US Corporate High Yield Index is an unmanaged index considered representative of fixed-rate,
noninvestment-grade debt.
MSCI EAFE Index is an unmanaged index considered representative of stocks of Europe, Australasia and the Far
East. The index is computed using the net return, which withholds applicable taxes for non-resident investors.
MSCI Emerging Markets Index is an unmanaged index considered representative of stocks of developing countries.
The index is computed using the net return, which withholds applicable taxes for non-resident investors.
S&P 500 Index is an unmanaged index considered representative of the U.S. stock market.
Russell 2000 Index is an unmanaged index considered representative of small-cap stocks. The Russell 2000 Index
is a trademark/service mark of the Frank Russell Co. Russell® is a trademark of the Frank Russell Co.
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