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Market Recap
After a solid start to the quarter with Treasury 10yr rates falling by 25 basis points (bps) during July, 
the balance of the quarter saw rates move higher. Treasury 10yr rates over the last two months of the 
quarter moved higher by 26bps, as the market grappled with a combination of persistent inflation, 
along with potential monetary and fiscal policy changes (Source: Bloomberg). The municipal market was 
weaker in sympathy with the Treasury market, but with a curve steepening bias. Over the same time 
period, tax-exempt rates in 10yrs moved higher by 32bps, with the slope of the yield curve from 2 to 
10yrs steepening by 20bps. Relative valuation metrics moved to weaker levels as well, with 10yr ratios 
of municipal-to-Treasury yields moving from the quarter’s low point of 59% on July 14th to finish the 
quarter 17 percentage points higher at 76.6% (Source: Refinitiv, Bloomberg). Taxable municipals spreads 
during the quarter were also weaker, but most of the widening was observed on the long end of the 
yield curve. In reviewing data compiled by AAM, ‘AAA’ muni spreads over the quarter moved wider by 
2 and 8bps in 10 and 30yrs, respectively. Spreads on the front end of the yield curve were essentially 
unchanged. 
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Technicals were Favorable
Although the municipal market saw relative valuations pressured lower over the quarter, supply/
demand imbalances were favorable for the sector. Total new issue supply averaged $38 billion per 
month during the quarter, while an extraordinarily high cycle of reinvestment flows produced an 
average of $52.6  billion per month of coupons/calls/maturities, outstripping monthly supply by $14B 
(Source: Bond Buyer, Citigroup).

In addition to the strong reinvestment flows, mutual fund inflows continued to run at a record pace. 
On a year-to-date basis, overall muni fund inflows totaled ~$89 billion by the end of the quarter. For 
funds that report on a weekly basis, these inflows averaged a very strong $1.4 billion per week for the 
quarter (Source: Lipper).

Muted Trading Volume
These favorable demand technicals led to very muted trading volume for the quarter. The lack of 
available bonds to meet the heavy demand flows led to very limited selling activity during the quarter. 
Overall secondary trading volume was at a 20yr low, with daily trading volume during the quarter 
averaging $7.7 billion. That was down ~29% relative to the 3yr average (Source: Bloomberg).

Outlook
As we look forward to the 4th quarter, we could see further pressure on relative valuations to move 
to even softer levels for the municipal sector. The technical landscape is expected to shift to weaker 
levels, with supply conditions expected to accelerate during the 4th quarter. Historically, the October/
November period produces the second-highest new issuance cycle of the year, while reinvestment 
flows of coupon/calls/maturities typically moderates during this time period (Source: Bond Buyer). 
Additionally, mutual fund flows have historically weakened during periods of rising rates. With Treasury 
rates moving higher during the latter portion of the third quarter, fund flows have already started to 
moderate. Average weekly flows during September fell to $450 million, a decline of 67% relative to the 
weekly average for the quarter. During the first three weeks of October, weekly fund flows have fallen 
by another 50% from September’s levels to an average of $225 million per week (Source: Lipper). 

In addition to the weaker technical backdrop, the market could see some additional challenges due 
to the legislative agenda. The House and Senate are moving closer to reaching an agreement on the 
Biden administration’s social spending agenda. Per news reporting, the original top line number of $3.5 
trillion for the Build Back Better Act is expected to be reduced to ~$2 trillion, while negotiations on 
potential tax increases and length of time for the funding of the spending measures remain ongoing 
between the progressive and moderate wings of the democratic caucus. 

For the muni market, important measures within the bill could have major implications for supply 
technicals for the balance of 2021 and for 2022. For the tax-exempt market, the reinstatement of tax-
exempt advance refundings could generate an additional $100 to $150 billion a year of tax-exempt 
new issuance (Source: BofA). As mentioned earlier in this writing, tax-exempt relative valuation metrics 
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like 10yr muni-to-Treasury yield ratios have weakened during the last quarter and at the current 75%, 
they are now hovering around the highs for the year.  However, that level still remains well-through 
the 10yr average for this metric of 93% (Source: Refinitiv, Bloomberg). In our opinion, a sizable shift 
higher in supply technicals would lead to a further significant weakening in relative valuations for the 
sector. Consequently, we are maintaining our negative bias for the sector and advocate a significant 
underweight to the tax-exempt sector for insurance company accounts.

On the taxable side, a return of federally subsidized direct-pay bonds (Build America Bonds) is also 
currently part of the legislation. This funding mechanism is expected to be tied to the ~$579 billion 
in new hard infrastructure spending that has already been passed by the Senate and awaits passage 
in the House of Representatives. However, in our opinion, there’s a major question as to the viability 
of this program at the initially proposed 35% subsidy level that incorporates the federal government’s 
coverage of the interest payments on this debt.  At current ‘AAA’ taxable muni rate levels, the funding 
levels available to municipalities in issuing taxable debt net of the 35% subsidy level is almost identical 
to that of ‘AAA’ tax-exempt yield levels (Source: Refinitiv, Bloomberg). We believe that this subsidy 
level may need to move to a level in the mid-40% range or higher to entice municipal issuers to 
utilize this structure. Should this provision remain in the final reconciliation bill upon passage, with 
an appropriately enticing subsidy level, expectations for supply have been estimated at between 100 
to 200B per year (Source: BofA). In our opinion, most of this issuance would be targeted in the 10 to 
30yr area of the yield curve, and given the breadth of the investment base in the taxable market, this 
amount of issuance would be well-received and should not have a material effect on overall spread 
levels for the taxable muni sector. As observed in Exhibit 2, we continue to view the yield spread 
advantage of the taxable municipal sector as attractive relative to the tax-exempt sector and we 
continue to advocate that any exposure to the municipal market be limited to the taxable market. 

Exhibit 1: 10yr Muni/Treasury Yield Ratio

Source: Refinitiv Municipal Market Data, Bloomberg
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Exhibit 2: Market Yield as of 9/30/2021

Source: Refinitiv Municipal Market Data, Bloomberg
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