
There can be no doubt that the first half of this 
year has proven to be the most challenging for 
the municipal market in literally decades. Along 
the way, market participants and bond investors 
alike have learned to become adept at making 
the best of what the market has given … namely, 
lemons … plenty of lemons.

Given the summer season (a historically strong period for 
muni market technicals), refreshing lemonade instantly comes 
to mind. But it is also worth mentioning the pitfalls of those 
who were too early in harvesting their lemons and why this 
time may be different. Indeed, much of the new money that 
entered the market in recent months was often premature 
and was greeted with further rates-driven losses. Meanwhile, 
investors who engaged in tax-loss swaps were generally 
rewarded with abundant supply and significantly higher yields 
on the replacement bonds of their swaps.

While tax-loss swap activity continues, we believe the right 
season for enjoying the benefits of investing new cash into now 
higher yielding bonds (the lemonade) may finally be upon us. 
Regardless of the analogy used, the opportunity to capture 
tax-exempt yields that are more than double the levels seen 
just six months ago should not be ignored … even by otherwise 
weary market participants given the present volatility. In fact, 
our alternate title was “Don’t Look Away” (but that seemed a 
bit dark for the summer).

Let’s look at where we stand. The 10-year AAA muni benchmark 
yield currently reads 2.39% and was just 1.07% at the start of 
the year. In terms of relative value, munis remain quite attractive 
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versus corresponding maturity USTs, with 
10-year muni relative value residing at 
approximately 86% after opening the year 
at just 63% and averaging 67% last year. 
For context, the 40-year average for 10-year 
muni relative value is 84%.

We believe, however, that this metric 
should be in the 75% range or lower, given 
the fact that 15% to +20% of weekly new 
issuance has been in federally taxable 
munis, which detracts from what would 
otherwise be tax-exempt bond supply. 
Once rate-related volatility moderates, 
we believe tax-exempt munis should 
outperform based on this limited tax-
exempt supply. Such outperformance 
could actually occur rapidly, as the 30-Day 
Visible Supply of new issue bonds set to 
come to market currently rests at its lowest 
level since March, according to MMD. 
In fact, we already had a brief glimpse of 
sharp outperformance in late June, when 
10-year muni yields plummeted 59 basis 
points, from 3.02% to 2.43% in just nine 
trading sessions according to MMD. 
(please see accompanying charts) 

Looking ahead, the chart below illustrates 
Morgan Stanley’s current 10-year US 
Treasury rate forecast and employs 
various Muni-to-Treasury relative value 
relationships to arrive at potential paths for 
tax-exempts. One year out, there appears 
to be minimal downside risk from current 
levels for 10-year munis when applying 
84% (the forty-year average) and upside 
potential for munis when applying both 
75% and 65% (approximately last year’s 
average relative value).

But muni Investors have been whipsawed 
repeatedly this year … what makes this time 
different? Aside from the standard “there’s 
a lot in the price” that investors have been 
hearing all year, the Fed’s own Summary 
of Economic Projections (aka “the Dot 
Plot”) shows the median fed funds rate 
being mildly lowered in 2024, after peaking 
at 3.80% next year. Accordingly, there is 
light at the end of this rapid and bumpy 
ride through an admittedly dark tunnel. 
Further, recent rhetoric from Fed Chair 
Powell suggested that a recession is indeed 
possible, as they continue to front-load their 
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battle against stubbornly high inflation. 
This admission fueled budding speculation 
that the Fed may not accomplish all the 
hikes that they have signaled. And … there 
is a lot already in the price.

As we prepare this note, the yield spread 
between 2-year USTs and 10-year maturity 
USTs is already inverted by 19 basis points, 
while the same yield curve for munis is 
not inverted, at positive 69 basis points. 
Indeed, there is likely to be much chatter 
in the bond market about inverted yield 
curves over the coming months while 
the Fed enacts further rate hikes. In fact, 
Morgan Stanley’s US Interest rate forecast 
calls for a 50-basis point inversion, with 
2-yr USTs ending this year at 4% and 10-
year USTs at 3.50%. However, it is worth 
noting that the muni market may not play 
along, as tax-exempts have not inverted 
in at least 40 years, which is how far back 
electronic records are available, according to 
MMD. (please see the accompanying chart)

That said, we see the muni market as 
being “inversion-resistant”, rather than 
“inversion-proof.” Similar to a fine watch 
that is “water-resistant” to a depth you 
would be unlikely to surpass, but not 
necessarily “water-proof” to all depths, the 
tax-exempt muni yield curve is unlikely 
to invert given the extreme volatility we 
have seen so far, but it’s not impossible. 
We attribute this inversion-resistance to 
the unique, primarily individual investor 
buyer base of the tax-exempt muni market, 
a base that is generally reluctant to extend 
beyond ten-year maturities in the calmest 
of markets (which this certainly is not) 
and prone to “stay short” during times of 
market uncertainty, which abounds.

This primarily individual investor buyer 
base is also a key driver behind the muni 
market’s inability to materially outperform 
USTs year-to-date. Persistent and sizable 
weekly outflows from muni mutual funds 
have repeatedly thwarted positive market 
sentiment, but now these negative flows 
seem to be slowing to more manageable 
trend. (please see accompanying chart)

Pulling it all together, we appear to 
be reaching a point where the bond 

markets may be more equally weighing 
both the near-term market impacts of 
this accelerated rate-hiking cycle AND 
the prospect of the resulting economic 
slowdown/recession. With this is mind 
and acknowledging the bond markets’ 
tendency to overreact in both directions, 
our suggestion for prospective muni 

buyers during what could be an extended 
range-bound environment is to keep 
an eye on both muni relative value and 
absolute UST yields … considering 
purchasing when 10-year muni relative 
value exceeds 80% and/or when 10-year 
UST yields are near or above 3%. Enjoy 
your summer!
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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 
There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to invest 
for the long-term, especially during periods of downturn in the market. 
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 managers, please refer 
to Form ADV Part 2.
The views and opinions and/or analysis expressed are those of the author 
or the investment team as of the date of preparation of this material and 
are subject to change at any time without notice due to market or economic 
conditions and may not necessarily come to pass. 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 investment personnel at Morgan Stanley Investment Management 
(MSIM) and its subsidiaries and affiliates (collectively “the Firm”), 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 or the investment team. These conclusions are speculative in 
nature, may not come to pass and are not intended to predict the future 
performance of any specific strategy or product the Firm offers. Future 
results may differ significantly depending on factors such as changes in 
securities or financial markets or general economic conditions.
This material has been prepared on the basis of publicly available information, 
internally developed data and other third-party sources believed to be 
reliable. However, no assurances are provided regarding the reliability 
of such information and the Firm has not sought to independently verify 
information taken from public and third-party sources.

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.
The Firm does not provide tax advice. The tax information contained herein 
is general and is not exhaustive by nature. It was not intended or written to 
be used, and it cannot be used by any taxpayer, for the purpose of avoiding 
penalties that may be imposed on the taxpayer. Each Jurisdiction tax laws 
are complex and constantly changing. You should always consult your own 
legal or tax professional for information concerning your individual situation.
Charts and graphs provided herein are for illustrative purposes only. Past 
performance is no guarantee of future results. 
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.
This material is not a product of Morgan Stanley’s Research Department 
and should not be regarded as a research material or a recommendation. 
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE VALUE | 
NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | NOT A DEPOSIT 
This material is only intended for and will only be distributed to persons 
resident in jurisdictions where such distribution or availability would not 
be contrary to local laws or regulations. 
MSIM, the asset management division of Morgan Stanley (NYSE: MS), and 
its affiliates have arrangements in place to market each other’s products 
and services. Each MSIM affiliate is regulated as appropriate in the 
jurisdiction it operates. MSIM’s affiliates are: Eaton Vance Management 
(International) Limited, Eaton Vance Advisers International Ltd, Calvert 
Research and Management, Eaton Vance Management, Parametric Portfolio 
Associates LLC, and Atlanta Capital Management LLC. 
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.

Explore our site at www.morganstanley.com/im


