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This year is clearly different than last year, and
the market correction in tax exempt munis has
been severe and protracted. The question now
at hand is “How much is enough?” While the
drivers of higher rates and market volatility are
obviously not the same as this time last year,
there are some interesting parallels that may
offer clues to scenarios for the balance of this
year’s muni market performance.
In similar fashion to our bi-weekly audio
series approach, the following text will try to
concisely cover “Where we have been, where
we are, and where we may be heading.” In this
case, on a full-year basis.
Before getting into the timelines, it is worth mentioning that
muni market volatility during the last two months has driven
tax exempt yields sharply higher, and that increase has now
made the short-end much more attractive on a nominal yield
basis than it has been since the pandemic dislocation in early
2020. Looking further out the curve, both 10-year and 30-year
benchmark munis have also returned to levels that have not been
seen since the tail-end of the pandemic-driven volatility of MarchApril 2020…levels that should beckon additional investment.
In the aftermath of the January to mid-February rout and
related yield curve flattening, a rare climate has emerged
where multiple strategies can be considered viable options for
individual investors. These include short duration for those who
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Where we have been:
In terms price changes, January through
mid-February looks more like a year than
a month. Benchmark 10-year AAA yields
began their ascent in early-January and
just kept going. Along the way, the muni
market recorded its worst January since
at least 1980. While the swiftness of the
move was striking, it did have a familiar
feel to it, as a similar “catch-up” pattern
to rising U.S. Treasury (UST) yields took
place approximately one year ago. And
what happened after is interesting.
After outperforming UST yields for
weeks during February of 2021, and
setting an all-time low of 55% for 10-year
relative value along the way, the muni
market then rapidly corrected and set
the high 10-year muni relative value level
of the year, at 81%…on March 2nd.
Subsequent trading sessions brought
stability back to munis and the relative
value quickly returned to the mid-60%
range, which turned out to be the average
relative value level (67%) for the full year.
Fast forwarding to the current period, the
muni market cruised through December
largely unchanged, even as UST yields
rose 15 basis points (bps) for the month.
Once 2022 began, the muni market
rapidly corrected throughout January
and into mid-February in the face of
rising supply followed by relentless selling
pressure, bringing the 10-year muni to
an impressive 87% of USTs on a relative
basis. What makes this time different is
that the correction spanned weeks and
was more severe than the 2021 experience,
driving consecutive weeks of muni mutual
fund outflows (see Display 1 - Fund
Flows). Until muni yields stabilize, the
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DISPLAY 1

Muni Mutual Fund Flows
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Source: Lipper, as of February 23, 2022.

DISPLAY 2

Expected Total 2022 Muni Redemptions
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believe in persistent inflation, ladders for
a more measured multi-year approach and
intermediate duration for those who feel,
as we do, that much is already in the price.
We are even approaching levels where
long duration may have its day in the sun,
but there is still a caution flag waving.
Should volatility materially subside in the
near-term, long duration tax-exempts may
indeed represent value for the long-term.
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Forecasts/estimates are based on current market conditions, subject to change, and may not necessarily
come to pass. Source: ICE, as of February 17, 2022.

near-term prospect of additional outflows
and related market volatility endures.
The other possible “fly in the ointment” is
the potential drift toward higher yearend UST forecasts. As we have discussed
before, tax exempt munis are vulnerable
to supply/demand imbalances that often
develop in seasonal patterns, which
typically impact relative value levels. We
will discuss this further in a moment, but
for now please note that year-end UST
forecasts are key in determining where tax
exempt muni yields may ultimately reside.
Additionally, these seasonal imbalances
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can provide opportunities for both
prospective buyers and sellers, depending
on the weighting of the imbalance. When
such muni-specific imbalances coincide
with broader rates volatility, the related
moves in nominal muni yields can be
considerable. Accordingly, the chart
above (Display 2) illustrates expected
municipal bond redemptions, a key source
of reinvestment demand, for the balance
of the year. Considering the market’s
hyper-focus on the mid-March FOMC
meeting (and the related possibility of rates
volatility), paired with the expectation for
a lull in reinvestment demand for March,
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In terms of relative value versus
corresponding maturity USTs, 10-year
tax exempt yields stand at 95%…above
the current year-to-date high and well
above both last year’s high and average of
81% and 68%, respectively (Display 4).
However, when viewing muni relative
value in today’s market, it is worth noting
that the UST denominator has been
bouncing around quite a bit, given ebbing
and flowing concerns over geopolitical
developments regarding Russia-Ukraine,
which has quickly overshadowed the
bond markets’ otherwise intense focus on
pending Fed actions and related inflation
growth. This has caused the muni relative
value metric to fluctuate significantly,
literally from day to day. That said, munito-Treasury relative value relationships
should be treated as subject to significant
change until the near-term flight-toquality bid for USTs abates.
Where we may be heading:
As mentioned, relative value levels
can help determine where munis may
end the year based on UST forecasts.
Accordingly, Display 5 (below) employs
Morgan Stanley’s 2022 forecast for 10year USTs and applies three probable
muni-to-Treasury relationships. At
current levels, and as illustrated below,
today’s muni yield exceeds, or is in close
proximity to, two of the three likely
year-end scenarios. As an aside and for
context, the “street” consensus forecast
according to Bloomberg on 3.08.22
has the 10-year UST note at 2.03% by
mid-year and 2.21% by year-end 2022.
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DISPLAY 4

AAA 10 Yr Muni GO Relative Value
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Where we are:
As we pen this note, 10-year benchmark
muni yields are at 1.66%, after rising as
high as 1.71%. Except for a two-week
“dislocation” period at the beginning of the
pandemic during March/April 2020, the
10-year benchmark is at its highest level
since May of 2019 (see Display 3). In fact,
despite being only in the first quarter of the
year, investors interested in conducting taxloss swaps are already in position to do so.
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DISPLAY 5

Rate Forecast - Munis vs. UST
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We are using the more conservative
Morgan Stanley forecast.
What to do?
Given this context and perspective,
combined with some of the year’s lowest
redemption months and the prospect of

typical pre-tax filing muni weakness, it
appears that an extended opportunity
to capture tax exempt value may indeed
be at hand. To be sure, volatility may
continue, as UST yields are widely
expected to rise in the coming months,
especially as we approach the Fed’s much

anticipated first rate hike in mid-March
(aka “liftoff”), but as illustrated in our
forecast chart, the recent move in munis
has vaulted yields into a range where
much is in the price and further downside
may be limited in light of current yearend forecasts. Stay tuned!

Risk Considerations
There is no assurance that a portfolio will achieve its investment objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Market values can change daily due to economic and other events (e.g. natural
disasters, health crises, terrorism, conflicts and social unrest) that affect markets, countries, companies or governments. It is difficult
to predict the timing, duration, and potential adverse effects (e.g. portfolio liquidity) of events. Accordingly, you can lose money
investing in this portfolio. Please be aware that this portfolio may be subject to certain additional risks.
Fixed-income securities are subject to the ability of an issuer to make timely principal and interest payments (credit risk), changes in interest
rates (interest-rate risk), the creditworthiness of the issuer and general market liquidity (market risk). In a rising interest-rate environment,
bond prices may fall and may result in periods of volatility and increased portfolio redemptions. In a declining interest-rate environment, the
portfolio may generate less income. Longer-term securities may be more sensitive to interest rate changes. Municipal securities are subject
to early redemption risk and sensitive to tax, legislative and political changes. Taxability Risk. Changes in tax laws or adverse determinations
by the Internal Revenue Service (“IRS”) may make the income from some municipal obligations taxable. By investing in investment company
securities, the portfolio is subject to the underlying risks of that investment company’s portfolio securities. In addition to the Portfolio’s fees
and expenses, the Portfolio generally would bear its share of the investment company’s fees and expenses.
INDEX DEFINITIONS

The indexes shown in this report are not meant to depict the performance
of any specific investment, and the indexes shown do not include any
expenses, fees or sales charges, which would lower performance. The
indexes shown are unmanaged and should not be considered an investment.
It is not possible to invest directly in an index.
DEFINITIONS

A basis point is a unit of measure, equal to one hundredth of a percentage
point, used in finance to describe the percentage change in the value or
rate of a financial instrument.
IMPORTANT DISCLOSURES

Past performance is no guarantee of future results.
The views, opinions, forecasts and estimates expressed of the author or
the investment team as of the date of preparation of this material and are
subject to change at any time due to market, economic or other conditions.
Furthermore, the views will not be updated or otherwise revised to reflect
information that subsequently becomes available or circumstances existing,
or changes occurring, after the date of publication. The views expressed
do not reflect the opinions of all portfolio managers at Morgan Stanley
Investment Management (MSIM) or the views of the firm as a whole, and
may not be reflected in all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may not
actually come to pass. Information regarding expected market returns and market
outlooks is based on the research, analysis and opinions of the authors. These
conclusions are speculative in nature and are not intended to predict the future
performance of any specific Morgan Stanley Investment Management product.
Certain information herein is based on data obtained from sources believed
to be reliable. However, we have not verified this information, and we make
no representations whatsoever as to its accuracy or completeness.
This material is a general communication, which is not impartial and all
information provided has been prepared solely for informational and
educational purposes and does not constitute an offer or a recommendation
to buy or sell any particular security or to adopt any specific investment
strategy. The information herein has not been based on a consideration of any
individual investor circumstances and is not investment advice, nor should it
be construed in any way as tax, accounting, legal or regulatory advice. To that
end, investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.
© 2022 Morgan Stanley. Morgan Stanley Distribution, Inc.

This communication is not a product of Morgan Stanley’s Research Department
and should not be regarded as a research recommendation. The information
contained herein has not been prepared in accordance with legal requirements
designed to promote the independence of investment research and is not
subject to any prohibition on dealing ahead of the dissemination of investment
research. Certain information herein is based on data obtained from third-party.
This communication is only intended for and will be only distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations.
A separately managed account may not be appropriate for all investors.
Separate accounts managed according to the Strategy include a number
of securities and will not necessarily track the performance of any index.
Please consider the investment objectives, risks and fees of the Strategy
carefully before investing. A minimum asset level is required. For important
information about the investment manager, please refer to Form ADV Part 2.
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | NOT
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IMPORTANT INFORMATION

The indexes are unmanaged and do not include any expenses, fees or sales charges.
It is not possible to invest directly in an index. Any index referred to herein is
the intellectual property (including registered trademarks) of the applicable
licensor. Any product based on an index is in no way sponsored, endorsed, sold
or promoted by the applicable licensor and it shall not have any liability with
respect thereto. “Bloomberg®” and the Bloomberg Index/ Indices used are service
marks of Bloomberg Finance L.P. and its affiliates, and have been licensed for
use for certain purposes by Morgan Stanley Investment Management (MSIM).
Bloomberg is not affiliated with MSIM, does not approve, endorse, review, or
recommend any product, and does not guarantee the timeliness, accurateness,
or completeness of any data or information relating to any product.
The whole or any part of this work may not be directly or indirectly
reproduced, copied, modified, used to create a derivative work, performed,
displayed, published, posted, licensed, framed, distributed, or transmitted
or any of its contents disclosed to third parties without MSIM’s express
written consent. The work may not be linked to unless such hyperlink is
for personal and non-commercial use. All information contained herein is
proprietary and is protected under copyright law.
Morgan Stanley Investment Management is the asset management division
of Morgan Stanley.
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