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Munis Continue to Offer Diversification Value in 2022
Key takeaways
» A less accommodative Fed is likely to begin a tightening cycle. Munis have traditionally
performed well over tightening cycles, and the muni curve is likely to flatten.
» Return expectations for 2022 are modest, but munis should remain a valuable building block
of an investor’s portfolio due to attractive tax-adjusted yields, diversification benefits, and
improving credit characteristics.
» Our credit outlook remains positive due to strong tax receipts, federal stimulus, strong
reserves, and increased pension contributions.
» A laddered bond portfolio allows investors to migrate into the prevailing rate environment as
yields rise. Those who already have a laddered portfolio should consider tax-loss harvesting.
» Investors may choose a more dynamic total return approach, with active management
designed to exploit market inefficiencies.
» We encourage investors not to shorten duration, particularly if it requires booking gains
and giving up yield.
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Recap
The municipal market had a strong year on a relative value basis,
with the Bloomberg Municipal Bond Index returning 1.52% for 2021.
By comparison, the Bloomberg Treasury Index and the Bloomberg
US Corporate Index were down -2.32% and -1.04%, respectively,
over the year. Though total supply exceeded expectations, the key
driver of performance was record mutual fund inflows of more
than $100 billion. The American Rescue Plan signed into law by
President Joe Biden in March 2021 provided the municipal market
with roughly $650 billion of aid across sectors, an amount we
considered overly generous when revenues were already faring
better than expected. As the credit landscape improved and
investors searched for yield, the lower-quality space significantly
outperformed higher-quality bonds, as evidenced by the Bloomberg
Municipal High Yield Bond Index returning 7.77% for the year.
Last year brought an impressive $475 billion of total bond
issuance, although this was down 1.9% from the record-setting
$484 billion in 2020. This issuance marked 2021 as the secondhighest annual issuance year on record. Tax-exempt issuance
grew 4%, and taxable issuance dropped 19% from 2020. This is
a reversal from 2020, when taxable and refunding deals made
up more than 30% of the market.
Congress failed to bring municipal bond provisions to
fruition, neither reinstating tax-exempt advance refundings
nor reauthorizing taxable infrastructure bonds. As a result,
states and localities brought forward issuance in November
and December, with rates still remarkably low. Unsurprisingly,
California, Texas, New York, Pennsylvania, and Florida were the
five states with the highest issuance. Notable jumps in issuance
came from California, Washington, and Colorado, all increasing
their issuances more than 20% from 2020. Notable decreases
came from Florida, Ohio, and Hawaii, who cut their issuances
by at least 15% from 2020.
Vaccinations changed the trajectory of the impact of COVID-19
in the spring of 2021, with a normalcy returning to everyday life
and the economy recovering. Heightened consumer confidence
and—more importantly—much healthier household spending led
to a sharp increase in demand for services and goods. Supply
chain issues resulted in product shortages, with basic input
materials like steel and lumber skyrocketing in prices.
Inflation ran hot, but both markets and the Federal Reserve
regarded it as transitory at the time. As a result, the Fed kept
a very accommodative monetary policy, citing labor markets
still looking to recover. However, that all changed when the
consumer price index (CPI) hit 6.2% in October, the highest
measured in over three decades. Along with consistently high
inflation, labor markets began showing marked improvement, and
the Fed finally outlined a plan to scale back its bond purchases.
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Figure 1: Fixed income returns as of 12/31/2021
MTD
return

YTD
return

Bloomberg Muni Index

0.16%

1.52%

Bloomberg US Treasury Index

-0.51%

-2.32%

Bloomberg US Aggregate Index

-0.26%

-1.54%

Bloomberg US Corporate Index

-0.08%

-1.04%

Source: Bloomberg, 12/31/2021. For illustrative purposes only. It is not possible
to invest directly in an index.

Figure 2: AAA municipal yields as of 12/31/2021
Year

Current

MTD change

YTD change

2-year

0.25

0.00

0.11

5-year

0.65

0.01

0.43

10-year

1.21

0.00

0.50

30-year

1.69

0.00

0.30

Source: Thomson Reuters Municipal Market Data, 12/31/2021. For illustrative
purposes only. Not a recommendation to buy or sell any security.

Figure 3: US Treasury yields as of 12/31/2021
Year

Current

MTD change

YTD change

2-year

0.38

0.15

0.26

5-year

1.26

0.10

0.90

10-year

1.51

0.07

0.59

30-year

1.90

0.11

0.25

Source: Bloomberg, 12/31/2021. For illustrative purposes only. Not a
recommendation to buy or sell any security.
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2022 outlook
We remain optimistic about the muni asset class heading
into 2022. Munis maintain their ability to deliver both positive
absolute performance and continued solid relative performance.
Strong demand was the primary factor driving outperformance
for munis in 2021, with the market seeing its highest level of
inflows for any year going back to 1992. We believe this will
likely continue. Meanwhile, with the Bipartisan Infrastructure
Deal no longer including any components directly impacting
the supply side, we believe supply will remain manageable.
The obstacle for fixed income investors in 2022 is absolute
rate levels, rich valuations, and the likelihood of rate volatility in
Treasuries. The Fed has made a drastic pivot, acknowledging
that the market will need a faster taper, along with the possibly
of earlier-than-expected rate hikes. This primarily is a result of
the economy experiencing the fastest pace of inflation since 1982,
plus a quicker pace of recovery in the labor markets. Uncertainty
remains around the new Omicron variant of COVID-19 and
whether or not the Fed will help prolong this economic recovery
or stall it too soon. The Treasury market will likely continue to
adjust and price in different scenarios, resulting in a more volatile
rate environment than what most investors have experienced.
Municipals are primarily a retail market, and sharp increases in
rates have typically resulted in significant outflows.

For most municipal issuers, credit fundamentals are very strong
going into 2022, with states doing well and seeing revenues
up on average about 17% from 2020 through September 21.
This came as states and other municipal issuers saw a total of
$1.2 trillion of federal aid over the past 18 months. States will
likely see more aid in the form of funding or grants from the
infrastructure bill. Defaults are down 25% this year from 2021,
and the upgrade-to-downgrade ratio has been roughly two to
one. A few sectors, such as higher education and transit, and
individual issuers that may not have fared so well during this
pandemic still present long-term concerns. As always, we urge
professional credit oversight.
As equities continue to reach new records—the S&P 500®
returning 26.9% in 2021—we continue to see the value of
municipal bonds as a diversifier, especially for high-tax individuals.
As an asset class, munis tend to exhibit less volatility than equities,
and they have a low to negative correlation to equity and
equity-like risks found in certain fixed income sectors. This makes
the asset class particularly attractive today, with equities challenging
traditional valuations and the market consensus possibly shifting
toward a correction as the Fed looks to tighten. Although the level
of anxiety is lower relative to last year, it’s a worthwhile reminder
to see the historical correlation of municipals to other fixed income
categories over five- and 10-year periods.

Five-year muni correlation matrix, December 2016–November 2021
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Source: Morningstar, 11/30/2021. For illustrative purposes only. Not a recommendation to buy or sell any security. It is not possible to invest directly in an index.

©2022 Parametric Portfolio Associates® LLC

3

Parametric / January 2022

Municipal Bond Market Insight

10-year muni correlation matrix, December 2011–November 2021
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Source: Morningstar, 11/30/2021. For illustrative purposes only. Not a recommendation to buy or sell any security. It is not possible to invest directly in an index.

However, the recent Omicron surge and the potential for new
economic weakness—shown by return-to-office delays, threats
to consumer confidence, and service sectors like travel and
restaurants taking a hit—could create a predicament. Although
the Fed has done a good job of communicating policy changes
to the market, there will no doubt be some discontent in 2022.
While many markets enter 2022 in a significantly healthier
position, concerns around volatility remain for investors. For
municipal bond investors specifically, the biggest concern is
how to protect a municipal portfolio in a rising rate environment.
A laddered bond portfolio is an excellent option for addressing
this concern while reaping the benefits of investing in
municipals. Investors can take out income at a market rate
while migrating into the prevailing interest-rate environment
as yields rise. Those who already have a laddered portfolio
should consider using systematic tax-loss harvesting to create
opportunities to reduce their tax payments.

Key economic data
Change in nonfarm payrolls (November)

+210k

Unemployment rate (November)

4.2%

Core CPI–YOY change (October)

4.6%

Core PCE–YOY change (October)

4.1%

Average hourly earnings–YOY change (October)

4.9%

Real GDP annualized QOQ (Q3 2021)

2.1%

Source: Bloomberg, 12/3/2021.

Some investors may take a more opportunistic approach.
A rising rate environment can exacerbate the inefficiencies
of the fragmented and retail-dominated muni market. Active
management may deliver additional return through relative
value trading designed to exploit those inefficiencies. We
encourage investors not to shorten duration, particularly if it
requires booking gains and giving up yield. We firmly believe
2022 will be a year where investors will benefit the most
if they keep calm and carry on.
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About
Parametric Portfolio Associates® LLC (“Parametric”),
headquartered in Seattle, is registered as an investment
advisor with the US Securities and Exchange
Commission under the Investment Advisers Act of
1940. Parametric is a leading global asset management
firm, providing investment strategies and customized
exposure management directly to institutional investors
and indirectly to individual investors through financial
intermediaries. Parametric offers a variety of rules-based
investment strategies, including alpha-seeking equity, fixed
income, alternative, and options strategies. Parametric
also offers implementation services, including customized
equity, traditional overlay, and centralized portfolio
management. Parametric is part of Morgan Stanley
Investment Management, the asset management division
of Morgan Stanley, and offers these capabilities through
offices located in Seattle, Boston, Minneapolis, New York
City, and Westport, Connecticut.
Disclosures
This material may not be reproduced, in whole or in part,
without the written consent of Parametric. Parametric and
its affiliates are not responsible for its use by other parties.
This information is intended solely to report on investment
strategies and opportunities identified by Parametric.
Opinions and estimates offered constitute our judgment
and are subject to change without notice, as are
statements of financial market trends, which are based
on current market conditions. We believe the information
provided here is reliable but do not warrant its accuracy
or completeness. This material is not intended as an offer
or solicitation for the purchase or sale of any financial
instrument. Past performance is not indicative of future
results. The views and strategies described may not be
suitable for all investors. Investing entails risks, and there
can be no assurance that Parametric will achieve profits
or avoid incurring losses. Parametric does not provide
legal, tax, or accounting advice or services. Clients should
consult with their own tax or legal advisor prior to entering
into any transaction or strategy described herein.
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Charts, graphs, and other visual presentations and text
information were derived from internal, proprietary, or
service vendor technology sources or may have been
extracted from other firm databases. As a result, the
tabulation of certain reports may not precisely match
other published data. Data may have originated from
various sources, including, but not limited to, Bloomberg,
MSCI/Barra, FactSet, or other systems and programs.
Parametric makes no representation or endorsement
concerning the accuracy or propriety of information
received from any third party.
An imbalance in supply and demand in the income
market may result in valuation uncertainties and greater
volatility, less liquidity, widening credit spreads, and
a lack of price transparency in the market. As interest
rates rise, the value of certain income investments is
likely to decline. Investments in income securities may be
affected by changes in the creditworthiness of the issuer
and are subject to the risk of nonpayment of principal
and interest. The value of income securities also may
decline because of real or perceived concerns about the
issuer’s ability to make principal and interest payments.
While certain US government–sponsored agencies may
be chartered or sponsored by acts of Congress, their
securities are neither issued nor guaranteed by the US
Treasury. Mortgage- and asset-backed securities are
subject to credit, interest rate, prepayment, and extension
risk. Derivative instruments can be used to take both long
and short positions, be highly volatile, result in economic
leverage (which can magnify losses), and involve risks
in addition to the risks of the underlying instrument on
which the derivative is based, such as counterparty,
correlation, and liquidity risk. Diversification does not
guarantee profit or eliminate the risk of loss.
The views expressed in this report are those of the authors
and are current only through the date stated at the top of
this page. These views are subject to change at any time
based on market or other conditions, and Parametric
disclaims any responsibility to update such views. These
views may not be relied on as investment advice and,
because investment decisions are based on many factors,
may not be relied on as an indication of trading intent on
behalf of any Parametric strategy. This commentary may
contain statements that are not historical facts, referred
to as “forward-looking statements.” The strategy’s actual
future results may differ significantly from those stated
in any forward‑looking statement, depending on factors
such as changes in securities or financial markets or
general economic conditions.

The hypothetical scenarios presented herein are provided
for illustrative purposes only. They do not represent the
experience of any investor, nor are they intended to
estimate the performance of any investment strategy
offered by Parametric. No representation is made that
any client account will, or is likely to, achieve profits
or losses similar to those shown. Actual performance
results will differ and may differ substantially from the
scenarios presented. Changes in assumptions may
have a material impact on the hypothetical performance
presented. The scenarios presented do not reflect the
deduction of management fees and transaction costs,
which will reduce a portfolio’s returns.
S&P Dow Jones Indices are a product of S&P Dow Jones
Indices LLC (“S&P DJI”) and have been licensed for use.
S&P® and S&P 500® are registered trademarks of S&P
DJI; Dow Jones® is a registered trademark of Dow Jones
Trademark Holdings LLC (“Dow Jones”); S&P DJI, Dow
Jones, and their respective affiliates do not sponsor,
endorse, sell, or promote the strategy(s) described herein,
will not have any liability with respect thereto, and do not
have any liability for any errors, omissions, or interruptions
of the S&P Dow Jones Indices.
Bloomberg® is a trademark and service mark of Bloomberg
Finance L.P. and its affiliates (collectively “Bloomberg”).
Barclays® is a trademark and service mark of Barclays
Bank Plc (collectively with its affiliates “Barclays”), used
under license. Bloomberg or Bloomberg’s licensors,
including Barclays, own all proprietary rights in the
Bloomberg Barclays Indexes. Neither Bloomberg nor
Barclays approves or endorses this material, guarantees
the accuracy or completeness of any information herein, or
makes any warranty, express or implied, as to the results to
be obtained therefrom, and, to the maximum extent allowed
by law, neither shall have any liability or responsibility for
injury or damages arising in connection therewith.
All contents ©2022 Parametric Portfolio Associates®
LLC. All rights reserved. Parametric Portfolio Associates®,
Parametric with the triangle logo, DeltaShift®, PIOS®,
Custom Core®, Custom to the Core®, and Make passive
investing personal® are trademarks registered in the US
Patent and Trademark Office.
Parametric is headquartered at 800 Fifth Avenue, Suite
2800, Seattle, WA 98104. For more information regarding
Parametric and its investment strategies, or to request a copy
of Parametric’s Form ADV or a list of composites, contact
us at 206 694 5500 or visit www.parametricportfolio.com.

27547 | 1.7.2022
NOT FDIC INSURED. OFFER NOT A BANK GUARANTEE. MAY LOSE VALUE. NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY. NOT A DEPOSIT.

5

