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Impossible Things

“Why, sometimes I've believed as many as six impossible things before breakfast.”
- Alice’s Adventures in Wonderland by Lewis Carroll

Fast Read......
• Municipal bonds remain cheap by historic measures despite the recent run up in prices.
• Municipal bonds outperformed both investment grade corporates and the stock market in the first two months
of 2014.
• If effective tax rates increase over time, municipal bonds will increase in value relative to other bonds.
• Higher after-tax yields in municipals would help offset principal risk if interest rates rise.
• We have been taking more duration risk in municipal bonds than in other sectors due to valuations and generally higher credit quality.
In the first two months of 2014 we felt like Alice falling into the rabbit hole. Stocks immediately reversed the
consistent gains of 2013 and have just recently clawed their way back to positive territory for the year. Interest
rates fell despite the Fed’s continuation of the Taper, gold rallied hard after a disastrous 2013, and the winner
year-to-date in the fixed income space is municipal bonds. These outcomes would have been called impossible
by many back in December.

Chart 1: Gold, Muni, Coprorate Bond and Stock Prices Year-to-Date
Normalized Returns for January and February
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We continue to believe rates will rise over time, although we remain below consensus as to the speed of this
move. February data helped to confirm our outlook. Beginning in February, Federal Reserve bond purchases will
fall to $65 billion monthly. Recent testimony from Janet Yellen and Federal Reserve meeting minutes suggest
tapering will continue absent a dramatic change in the economic landscape.
In reaction, funds have been flowing into sectors few would have imagined just a few months ago. The big
beneficiary has been municipal bonds as investors seek absolute yield and a hedge against rising tax rates. While
we do not want to imagine higher taxes, most of us would agree higher rates and death are probably inevitable. In
the following chart we show how higher tax rates equate to higher tax-equivalent yields on a representative
Vermont General Obligation bond. These bonds trade at the same nominal yield as the 10-yr Treasury note;
despite the fact investors do not pay taxes on the interest. The impact of higher tax rates on after-tax returns is
stunning.

Table 1: Higher Taxes Make Muni’s More Valuable
Vermont General Obligation 5% Bonds due 8/15/24

Tax
Rate

Tax
Equivalent
Yeild

Spread
Over
Treasuries

43%
45%
47%
49%
51%

4.78%
4.94%
5.13%
5.33%
5.55%

2.02%
2.18%
2.37%
2.57%
2.79%

Even if marginal tax rates remain unchanged, municipal bonds are still cheap relative to historic valuation levels.
Prior to the Financial Crisis in 2008, municipal bonds usually traded with yields below those of Treasury bonds.
Post 2008 most have traded cheaper than Treasuries, despite the tax advantages. While this relationship has
recently normalized for many maturities, longer duration (7 years and longer) segments of the muni market
remain out of sync with historic measures.

Table 2: Higher Yields on Municipal Bonds are Abnormal
30-yr Treas. Bond
30-yr AA Muni
Muni as % of Treas.

2/28/14
3.59%
4.92%
1.37%

2/28/07
4.67%
4.11%
0.88%

2/28/05
4.73%
4.56%
0.96%

2/28/00
6.19%
5.98%
0.97%

2/28/95
7.46%
5.93%
0.79%

While rising tax rates will increase the after-tax yield on all municipals, this is not a risk free trade. Puerto Rico
was downgraded to junk in February and the Detroit situation may be repeated in other industrial era cities.
Municipal bonds are a very fragmented market but in today’s environment there is little differentiation between
the yields of good and bad issuers. As with any bond, credit analysis is important when buying municipal bonds.
Our view of the fixed income world is still intact, despite recent events.
We believe….
•

Rates should go up over time as the economy recovers and tapering continues - but this trend will
happen more slowly than market expectations due to slower- than-expected growth and deflationary headwinds.

•

The credit cycle is in extra innings and supported by an improving economy, strong corporate
earnings, extraordinarily low interest rates and high levels of liquidity.
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Strategy – Credit Risk and Active Yield Curve Management are Preferable to Taking More Interest Rate Exposure
This remains a challenging macro environment for fixed income portfolios.
We believe chasing yield by extending duration is a risky move as rates increase over time. However, the yield
curve is steep and hiding in very short term maturities may be even more detrimentalOctober
to returns 2,
than
taking more
2013
duration risk due to the added yield available in longer maturities.
We see a sweet spot in the intermediate segment of the market, although the sweet spot will vary by asset class
and market sector. Intermediate maturities offer a significant yield pick up over shorter term securities and are
partially protected from rising rates since they “roll down the yield curve” as maturities approach. The continued
availability of attractive credit spreads in intermediate maturities adds to the equation. We continue to take
advantage of attractive yield curve and credit quality positioning.
Higher tax rates and valuations make municipals more attractive, even for tax exempt buyers. This supports our
historical practice of holding more duration in muni’s than in corporates, especially since the average credit risk in
municipals is lower than for corporates.
As we noted previously, assuming some credit risk also continues to be an attractive way to add value. An
improving economy, abundant liquidity and an accommodative Fed all provide support for credit. We are comfortable having slightly more exposure to credit risk (i.e. buying lower rated bonds) than under normal market
circumstances.
We remain optimistic about the risk/reward trade off’s in client portfolios. Security selection and yield curve
management are mitigating some interest rate risk. Callable preferred stocks are adding yield at the front end of
the curve where yield is impossible to find, and we continue to source safe corporates with attractive yields as we
scour the markets daily. Other ideas include the inclusion of stocks that act like bonds (including REITS, mortgage REITS and Business Development Corporations) and Master Limited Partnerships (MLP).
Please call us with questions and comments.
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