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What happened 
The average yields offered by the highest-rated municipal (muni) bonds relative to like-
maturity U.S. government yields, as indicated by the AAA-rated muni-to-U.S. Treasury ratio, 
remain extremely low. The 30-day SEC yield offered by the largest muni exchange-traded 
fund (iShares National Muni Bond ETF) is just 0.78%. That is well below 10-year U.S. 
Treasury yields, even after adjusting for munis’ favorable tax treatment. Tax-exempt muni 
yields have been dragged down by several distinct forces: 

• Insatiable demand for high quality tax-exempt municipal debt 
• Insufficient new municipal bond supply 
• Sluggish secondary trading volume due to investor hesitancy to sell existing holdings 
• Uncertain individual and corporate tax outlook  

 

Our take 
Several of the forces weighing on muni yields appear firmly entrenched. This supports two 
conclusions. First, muni investors will need to remain patient and selective in new purchase 
activity over the near term, particularly in the 2- to 7-year maturity range. Second, investment 
grade munis look well positioned to outperform other core fixed income sectors in a rising 
rate environment.  

42%
51%

72%
85%

26%
37%

54%
67%

108%

91% 95%
103%

2-year 5-year 10-year 30-year

AAA muni yields as a percentage of U.S. Treasury yields
Current All-time low set in 2021 10-year average

Data source: Truist IAG, Bloomberg

Chip Hughey, CFA 
Managing Director 
Fixed Income 
 
Evan Moog, CFA 
IAG Associate 

Ratios from 2- to 30-
year maturities touched 
all-time lows at various 
points throughout 2021. 



  

Demand – Thus far, municipal bond mutual funds have attracted more than $89 billion in new 
assets in 2021, according to the Investment Company Institute. At this annualized pace, muni 
fund inflows would surpass 2019 record-setting levels by year end. We expect investors’ 
robust appetite for munis to continue in light of improving credit fundamentals and as buyers 
seek out munis’ favorable tax treatment. We are already seeing tax receipts and balance 
sheets improve among most cities and states as local economies reopen. The $350 billion in 
federal stimulus deployed to eligible states and localities offers an extra layer of substantial 
support. Also, the threat of Congress raising income taxes among the U.S.’s highest earners – 
who comprise a significant portion of muni demand – will continue to stoke enthusiasm for the 
tax shelter afforded by munis. 

Supply – Although muni issuance has grown in 2021 following the pandemic’s 2020 
disruption, it has failed to keep pace with fervent demand. In September, new municipal debt 
issuance only delivered about half of the amount needed to meet reinvestment demand from 
maturing debt, let alone the amount of cash seeking new investment in muni securities. That 
is forcing more investors to use mutual funds and ETFs for access. The potential for greater 
infrastructure spending or even a federally-subsidized program to support new debt issuance 
could help reinvigorate new debt issuance – both taxable and tax-exempt. However, these 
initiatives are months away from potential passage and may look drastically different in their 
final form. Thus, in the near term, it appears the massive supply-demand imbalance will 
persist. 
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Trading volume – Given the lack of new issuance to meet the market’s rampant new and 
reinvestment needs, current holders of muni debt have grown hesitant to sell existing 
securities. As a result, overall muni trading volume has fallen dramatically. Year to date, state 
and local government debt trading volume has fallen by 34%, according to Bloomberg trading 
data. That amounts to the lowest muni trading volume in more than two decades. As a result, 
municipal bonds available in the secondary market (i.e., non-new issue) remain historically 
scarce. Muni valuations rely upon secondary trading to help determine fair value and set new 
price levels. Depressed trading activity typically limits or delays updates to muni valuations. 
We expect trading volume to remain sluggish, which should preserve rich muni prices until 
new supply can provide more investment options. 
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Taxes – Currently, the Biden administration and Congress are working on one of the largest 
changes to the American tax code in decades. If passed in its current iteration, income taxes 
would rise for individuals earning more than $400,000 per year. Investors within the highest 
tax brackets make up a large share of non-institutional municipal investors. Higher taxes 
would likely make munis’ favorable tax treatment even more enticing to these investors. 
Additionally, House Democrats are currently discussing a corporate tax rate hike from 21% to 
26.5%. If approved, the higher corporate tax burden may strengthen muni demand among 
banks and large financial institutions that invest in these bonds as a part of their overall 
balance sheet assets. Overall, the prospect of higher taxes is fostering formidable demand for 
munis. It remains to be seen what the final tax legislation will look like; however, this 
uncertainty will keep investors piling into tax-exempt debt and suppress yields. 

Bottom line  
For new investors, current muni valuations do not offer an attractive entry point for the AAA-
rated tier relative to U.S. Treasuries. We recommend patience in new purchases in the 
highest-rated tier until a better supply environment and more tax clarity emerges.  

The risk-reward dynamics are better among AA- to BBB-rated investment grade munis, but 
they require careful security selection and ongoing credit surveillance. The essential purpose 
revenue and general obligation sectors help provide some insulation from ongoing COVID-
related disruptions. We are cautious toward issuers heavily reliant upon sales tax receipts, 
tourism dollars, and smaller healthcare systems and nursing facilities.  

From a total return standpoint, we remain favorable toward investment grade munis in the 
near term. Given robust demand and muted new issuance expectations through year end, 
munis should outperform U.S. Treasuries, particularly within the context of the gradually rising 
rate environment we expect. 

  

A portion of income may be subject to state taxes and federal alternative minimum tax (AMT) for individuals and corporations. Capital gains earned on tax- 
exempt investments are taxable. 



  

Disclosures 
Advisory managed account programs entail risks, including possible loss of principal and may not be suitable for all investors. Please speak 
to your advisor to request a firm brochure which includes program details, including risks, fees and expenses. 

Investing in the bond market is subject to certain risks, including market, interest rate, issuer and inflation risk; investments may be worth more or less 
than the original cost when redeemed.  The value of most bond strategies and fixed income securities are impacted by changes in interest rates. Bonds 
and bond strategies with longer durations tend to be more sensitive and more volatile than securities with shorter durations; bond prices generally fall as 
interest rates rise, and values rise when interest rates decline. 

Truist, Truist®, GFO Advisory Services®, BB&T® and Sterling Capital® are service marks of Truist Financial Corporation. All rights reserved. All other 
trademarks are the property of their respective owners. 

Truist Wealth is a marketing name used by Truist Financial Corporation. Services offered by the following affiliates of Truist Financial Corporation: 
Banking products and services, including loans and deposit accounts, are provided by SunTrust Bank and Branch Banking and Trust Company, both 
now Truist Bank, Member FDIC. Trust and investment management services are provided by SunTrust Bank and Branch Banking and Trust Company, 
both now Truist Bank, and Truist Delaware Trust Company. Securities, brokerage accounts and /or insurance (including annuities) are offered by Truist 
Investment Services, Inc., and P.J. Robb Variable Corp., which are each SEC registered broker-dealers, members FINRA, SIPC, and a licensed 
insurance agency where applicable.  Life insurance products are offered through Truist Life Insurance Services, a division of Crump Life Insurance 
Services, Inc., AR license #100103477, a wholly owned subsidiary of Truist Insurance Holdings, Inc.  Investment advisory services are offered by Truist 
Advisory Services, Inc., GFO Advisory Services, LLC, Sterling Capital Management, LLC, and Precept Advisory Group, LLC, each SEC registered 
investment advisers.  Sterling Capital Funds are advised by Sterling Capital Management, LLC.  

The opinions and information contained herein have been obtained or derived from sources believed to be reliable, but Truist Financial Corporation 
makes no representation or guarantee as to their timeliness, accuracy or completeness or for their fitness for any particular purpose. The information 
contained herein does not purport to be a complete analysis of any security, company, or industry involved. This material is not to be construed as an 
offer to sell or a solicitation of an offer to buy any security. 

Opinions and information expressed herein are subject to change without notice. TIS and/or its affiliates, including your Advisor, may have issued 
materials that are inconsistent with or may reach different conclusions than those represented in this commentary, and all opinions and information are 
believed to be reflective of judgments and opinions as of the date that material was originally published. TIS is under no obligation to ensure that other 
materials are brought to the attention of any recipient of this commentary. 

Comments regarding tax implications are informational only. Truist and its representatives do not provide tax or legal advice. You should consult your 
individual tax or legal professional before taking any action that may have tax or legal consequences. 

Investments involve risk and an investor may incur either profits or losses. Past performance should not be taken as an indication or guarantee of future 
performance. 

TIS/TAS shall accept no liability for any loss arising from the use of this material, nor shall TIS/TAS treat any recipient of this material as a customer or 
client simply by virtue of the receipt of this material. 

The information herein is for persons residing in the United States of America only and is not intended for any person in any other jurisdiction. Investors 
may be prohibited in certain states from purchasing some over-the-counter securities mentioned herein. 

The information contained in this material is produced and copyrighted by Truist Financial Corporation and any unauthorized use, duplication, 
redistribution or disclosure is prohibited by law. 

TIS/TAS’s officers, employees, agents and/or affiliates may have positions in securities, options, rights, or warrants mentioned or discussed in this 
material. 

Asset classes are represented by the following indexes. An investment cannot be made directly into an index. 
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