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In Part 2 of our Federal Reserve (Fed) rate hike playbook, we assess how
municipal bonds have fared during periods of Fed rate increases. In the first
full week of trading for 2016, Fed rate hike expectations declined in response
to another bout of Chinese economic concerns and a benign message from the
Fed meeting minutes, which appeared to cast doubt on whether the Fed would
ultimately follow through on its forecast of roughly four rate increases in 2016.
Still, a strong employment report late last week kept Fed rate hikes in play as a
factor in 2016, even if market participants began to express doubt.
History does not always repeat and a closer look may reveal whether history
may rhyme or take a different path.

MUNICIPAL BONDS & RATE HIKES
The Barclays Municipal Bond Index has underperformed the taxable Barclays
Aggregate Bond Index, on average, during the subsequent 6, 12, and 18 months
following a first interest rate hike [Figure 1]. However, the broad Municipal
Index is more interest rate sensitive than the taxable Aggregate Bond Index.
The average duration, a measure of interest rate sensitivity, for the taxable
bond market is 5.5 years versus 6.2 for the Barclays Municipal Index (Barclays
data, as of January 8, 2016). Over time, average interest rate sensitivity of each
index has varied, but the broad municipal bond market index has consistently
maintained a longer duration.
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MUNICIPAL BOND PERFORMANCE HAS SLIGHTLY LAGGED THAT OF TAXABLE BONDS
DURING RATE HIKES
Average Municipal & Taxable Bond Total Returns After First Rate Hike (1994, 1999, and 2004 Cycles)
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Source: LPL Research, Barclays Index data 01/11/16
Past performance is no guarantee of future results.
Indexes are unmanaged and cannot be invested into directly.
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Performance relative to taxable bonds improves
using the Barclays 10-year Municipal Index, which
has an average duration of 5.8 years, very similar
to that of the taxable benchmark, which makes for
a more relevant comparison [Figure 1]. Using the
10-year index, municipal bonds outperformed over
the first 6 months before lagging slightly after 12
months, and underperforming taxable bonds after
18 months.
The performance disparity of municipal bonds
relative to taxable bonds is relatively small,
however, and generally follows the broad bond
pattern of a difficult first 6 months, followed by
modest improvement, and then price strength
after 12 months, as Fed rate hikes slowed the
economy and lowered inflation risks. The greater
performance disparity occurs after the 18-month
period, which is not uncommon as municipal bonds
have often lagged Treasuries during periods of
price strength and declining yields.
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MUNICIPAL VALUATIONS MORE ATTRACTIVE COMPARED
TO THE START OF PAST THREE RATE HIKE PERIODS
10-Year AAA Municipal-to-Treasury Yield Ratio
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A closer look at each of the three past rate
hike cycles shows mixed and inconclusive
results. Municipal bonds lagged during the Fed’s
aggressive 1994 campaign, were roughly in-line
with taxable bonds during the 1999 campaign, and
outperformed notably during the 2004 campaign.
We, and most market participants, do not expect
an aggressive rate hike campaign, which would
make a repeat of 1994 unlikely. Conversely,
municipal bonds entered the 2004 rate hike
campaign more attractively valued as the
implementation of tax cuts pressured municipal
bonds in 2003. Municipals began the 2004 rate
hike campaign on better footing, which helped
offset the impact of rate hikes. In fact, municipal
bonds thrived during the 2004 campaign, enjoying
returns in excess of 5% during the 6, 12, and 18
months after the first rate hike (Barclays Index
data). Municipal bonds benefited during that period
from the presence of institutional investors who
purchased intermediate- and long-term municipal
bonds with borrowed funds, creating strong
demand. This source of demand is unlikely to
repeat in the current cycle as leveraged investors
have failed to return.
However, municipal bonds enter the current rate
hike period more attractively valued compared with
any of the prior three rate hike cycles, including
2004. Average municipal-to-Treasury yield ratios
are higher now compared with those prevalent at
the start of interest rate hikes in 1994, 1999, and
2004 [Figure 2]. The higher the ratio, the more
attractive municipal bonds are relative to Treasuries,
and vice versa.
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localized tax increases — such as those recently
enacted in Chicago to help meet pension
obligations and California’s tax increase in
2013 — may boost the allure of municipal bonds.
The tax exemption for municipal bonds may also
continue to come under fire in Washington, as it
has for decades, but until a viable substitute for
municipal debt is workable (which remains far
away), the tax treatment of municipal bonds is
unlikely to change.

Valuation differentials alone will not ensure
municipal bond resilience in the current rate hike
cycle, but two additional factors may lend support
to municipal bonds:
§§ Limited supply. Net growth of outstanding
municipal bonds remains anemic. While the
overall market for municipal bonds began
to grow in 2015 [Figure 3], the growth rate
remains very modest at 2% as of September
30, 2015. Tight supply — a factor that has
supported municipal bond performance in
recent years, and is responsible for a strong
start to 2016 — is likely to be a factor again
in 2016 and beyond. State revenue has
rebounded notably from the recession but has
only slightly outpaced expenses, constraining
capacity to take on new debt.

CONCLUSION
While the institutional demand of the mid-2000s
may not return, a favorable supply-demand balance
continues to support municipal bonds. We do not
expect performance to match the levels of the
2004 cycle, but municipal bonds face additional
rate hikes on relatively good footing. Supplydemand dynamics and valuations may lead to
municipal bonds weathering the rate hike cycle
better than many taxable bond sectors. n

§§ Higher taxes. Unlike the early 2000s when
lower tax rates posed a threat, higher tax rates
may continue to support municipal bonds.
Federal tax rates are unlikely to increase, but
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DESPITE AN INCREASE IN 2015, MUNICIPAL MARKET GROWTH MAY REMAIN LIMITED
Municipal Bond Market Growth, Year-over-Year Change, $ Billions
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Fed data through 9/30/15.
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To
determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. All performance reference is historical and is no
guarantee of future results. All indexes are unmanaged and cannot be invested into directly.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline as interest rates rise, and bonds are subject to
availability and change in price.
Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of principal and interest and, if held to maturity, offer a fixed
rate of return and fixed principal value. However, the value of fund shares is not guaranteed and will fluctuate.
Corporate bonds are considered higher risk than government bonds but normally offer a higher yield and are subject to market, interest rate, and credit risk as well
as additional risks based on the quality of issuer coupon rate, price, yield, maturity, and redemption features.
Municipal bonds are subject to availability, price, and to market and interest rate risk if sold prior to maturity. Bond values will decline as interest rate rise. Interest
income may be subject to the alternative minimum tax. Federally tax-free but other state and local taxes may apply.

INDEX DESCRIPTIONS
The Barclays U.S. Aggregate Bond Index is a broad-based flagship benchmark that measures the investment-grade, U.S. dollar-denominated, fixed-rate taxable
bond market. The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS, and
CMBS (agency and non-agency).
The Barclays Municipal Index covers the investment-grade, USD-denominated, long-term, tax-exempt bond market. The index has four main sectors: state and
local general obligation bonds, revenue bonds, insured bonds, and pre-refunded bonds.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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