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The primary focus of our asset allocation strategies over the past several years has been that fewer

and fewer asset classes provide diversification to an equity portfolio. Now, it appears as though the

already short list of diversifying asset classes has lost another member: municipal bonds.

Let’s be clear. Our findings do not mean that investors should rush to sell their munis. Rather, the

results suggest that munis are increasingly economically sensitive, and that yield comparisons

should no longer be made relative to Treasuries. Because of the new economic risks that appear

imbedded in municipal bonds, it might be more appropriate to now compare their after-tax yields to

those of corporate or high yield bonds. Munis do appear attractive in our work relative to other

economically-sensitive bonds.

In addition, municipal bonds do not offer the level of diversification that they previously did. Thus,

many munis may not be attractive relative to more traditionally economic-sensitive asset classes.

Although investors should still consider some munis as “safe haven” securities, most municipal

bonds no longer seem to fit that description.

“Uncorrelated assets” are increasingly rare

Portfolio diversification is a risk-reduction tool that helps investors sleep well at night. The goal of all

portfolios is long-term wealth building in order to maintain or enhance future standards of living, and

that goal can lead investors to disproportionately allocate toward “hot” asset classes. However, a

poorly diversified portfolio is more likely to be influenced by financial market volatility, which can lead

investors to make reactive and poorly designed short-term investment decisions.

Diversification is a seesaw of asset classes. Some assets appreciate in the short-term, whereas

other assets might not. A portfolio’s returns should be the fulcrum of that seesaw: steady through

time without the larger fluctuations that are experienced at the extremes of the seesaw. To truly

diversify an equity portfolio, investors must search for assets with negative correlations to equities

(i.e., those on the other side of the seesaw from equities).
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The credit crisis itself is the likely cause for this distinct change in municipal bonds’ correlations.

The crisis highlighted that the rating agencies and municipal bond insurers were perhaps providing

investors with an overstated sense of security. Whereas investors considered munis similar to

Treasuries because of the implicit and explicit guarantees the rating agencies and insurers offered,

investors today appear to be more aware of munis’ potential credit risks. Investors are now also

considering the economic sensitivity of these credit risks. Because tax revenues and other

municipal revenues are generally cyclical (i.e., tax receipts grow as the economy grows), municipal

bonds’ returns seem to be increasingly linked to more cyclical corporate bonds than to more-stable

Treasuries. In other words, both municipal revenues and corporate cash flows improve as the

economy improves, and deteriorate as the economy deteriorates. This is nothing new, but bond

insurance historically allowed investors to ignore the cyclicality of municipal revenues. That is

clearly no longer the case.

Investors’ search for assets whose returns are negatively correlated to equities’ is getting harder and

harder. Chart 1 shows the 5-year correlations between a broad range of asset classes’ returns and

the S&P 500’s. There are currently very few assets that provide negative correlation to equities. In

fact, Treasuries (of varying coupons and maturities) are the only negatively correlated financial

assets. Art appears to still offer negative correlation to equities, but Art is neither a tradable asset

nor within most investors’ means.

Chart 2 shows the correlation between the returns of the S&P 500 and long-term Treasuries.

Although Treasuries currently are negatively correlated to the S&P 500, historically that was not

always the case. Through much of the 1990s, Treasuries had a positive correlation to equities:

when stocks rallied, so did Treasuries (i.e., long-term interest rates fell when the stock market

appreciated). High correlations between stocks and bonds are common during P/E-driven markets.

During such markets, stock prices rise because falling long-term interest rates lead to higher

valuations and rising P/E ratios.

Today’s stock market appears much more earnings-driven than P/E-driven. Stocks appreciate on

prospects of stronger earnings and higher interest rates rather than on prospects for lower long-term

interest rates and rising P/E multiples. Thus, stocks and bonds tend to be negatively correlated

during earnings-driven stock markets.

Chart 3 shows the same analysis for municipal bonds. From 1995 to 2007, munis’ correlation to

equities mimicked that of Treasuries. However, the returns of municipal bonds have acted

increasingly like stocks’ since the credit crisis. Using our seesaw analogy to depict diversification,

municipal bonds have shifted to the stock side of the seesaw, and away from the Treasuries side.

Chart 2: Chart 3:
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All Munis are not created equal

All muni bonds do not have the same imbedded economic risks. Chart 5 shows the correlation

between the returns of different classes of municipal bonds and the S&P 500. The correlations of

pre-refunded bonds, those bonds with payment funding in escrow, look remarkably similar to

Treasuries because there is virtually no risk of default. However, even AAA municipal bonds’

correlations now indicate increased economic sensitivity, and the sensitivity seems to increase

for each lower bond rating.
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Chart 4 shows correlations to stocks for a broad spectrum of fixed-income asset categories. As one

scans from left to right, both the economic sensitivity of the asset class and the correlation to

equities increase. “Pure” Treasuries’ returns have the most significant negative correlation to

equities, but Emerging Market bonds’ returns (the credit risk of which has historically been highly

sensitive to changes in economic growth) have a very high positive correlation with equities. In other

words, a portfolio of US stocks and emerging market bonds is not a diversified portfolio despite

differing geography and asset classes.

Chart 4:

Chart 5:
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Munis vs. Corporate and EM Bonds

Because municipal bonds’ prices appear to be discounting greater economic and financial risk than

they did before the financial crisis, it seems inappropriate to compare the yields on munis to those of

Treasuries. Rather, investors should compare municipal bonds’ yields to those of comparable

corporate or high yield bonds.

Table 1 shows the tax-equivalent yield comparison between munis grouped by rating versus

comparably rated corporate bonds. Although there are clearly different factors that determine the

attractiveness of munis and corporate bonds, munis do appear to offer yield advantages relative to

other economically-sensitive bonds.

Thus, munis may be more economically sensitive than they were in the past and accordingly should

probably not be considered “safe havens”, but they do nonetheless appear to currently offer

attractive yields relative to other economically-sensitive bonds.

Table 2 shows a similar analysis comparing the after-tax yield advantage of BBB municipal bonds

to BBB emerging market US dollar sovereign bonds. Investors’ over-enthusiasm for emerging

market investments has caused similarly-rated munis to have a sizeable yield advantage.

Although some US municipalities might have fiscal problems, investors should consider whether

these problems are more certain and serious than is the potential for similar fiscal problems in the

emerging markets.

Munis vs. Corporates: Tax-Equivalent Yield Advantage of Munis (bps) as of 6/9/10 

       By Federal Tax Bracket 

 25% 28% 33% 35% 

AAA 76 92 123 136 

AA 113 132 170 186 

A 157 182 228 248 

BBB 229 260 318 344 
 
Source: Richard Bernstein Capital Management LLC, BofA ML Bond Indices, Bloomberg 

 

Table 1:

Munis vs. EM Sovereigns: Tax-Equivalent Yield Advantage of Munis (bps) as of 6/9/10 

       By Federal Tax Bracket 

 25% 28% 33% 35% 

BBB 211 242 300 326 
 
Source: Richard Bernstein Capital Management LLC, BofA ML Bond Indices, Bloomberg 

 

Table 2:
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Implications for asset allocation

There are several implications for asset allocations:

1. Treasuries remain the only financial asset class that currently provides diversification to an

equity portfolio. As such, Treasuries are likely to underperform other bond asset classes if the

economy continues to expand because of the greater economic sensitivity of most bond asset

classes. Nonetheless, Treasuries should remain a major portion of a well-diversified portfolio

because of their unique defensive properties.

2. Municipal bonds are more economically sensitive than in the past. Accordingly, their

attractiveness should be measured relative to other cyclical fixed-income investments. Munis

do seem attractive versus other economically-sensitive bonds, such as corporate and emerging

market bonds.

3. Cyclical stocks continue to be more attractive, in our view, than are cyclical bonds. Cyclical

bonds will outperform Treasuries if the economy continues to expand. History strongly

suggests, however, that cyclical stocks will outperform cyclical bonds during such a scenario.

4. Treasuries seem more attractive to us than do cyclical bonds. If the economy expands,

Treasuries will surely underperform, but stocks within a portfolio would likely rally and more than

counteract Treasuries’ underperformance. However, if the economy contracts, then history and

the current market correlations strongly suggest that Treasuries will outperform both cyclical

bonds and stocks.

Many observers have commented on the huge flow of funds this year into bonds other than

Treasuries. Investors have flocked to cyclical bonds such as corporate and emerging market bonds.

However, these bond investments are unlikely to outperform stocks if the economy expands, and

are unlikely to provide safety if the economy contracts.

By our reckoning, asset allocation strategies should focus on Treasuries for diversification and

municipal bonds for cyclical fixed-income exposure.

Richard Bernstein is chief executive officer of Richard Bernstein Advisors LLC.

Nothing contained herein constitutes tax, legal, insurance or investment advice, or the

recommendation of or an offer to sell, or the solicitation of an offer to buy or invest in, any

investment product, vehicle, service or instrument. Such an offer or solicitation may only be

made by delivery to a prospective investor of formal offering materials, including

subscription or account documents or forms, which include detailed discussions of the

terms of the respective product, vehicle, service or instrument, including the principal risk

factors that might impact such a purchase or investment, and which should be reviewed

carefully by any such investor before making the decision to invest. Specifically, and

without limiting the generality of the foregoing, before acquiring the shares of any mutual

fund, it is your responsibility to read the fund’s prospectus. Links to appearances and

articles by Richard Bernstein, whether in the press, on television or otherwise, are provided

for informational purposes only and in no way should be considered a recommendation of

any particular investment product, vehicle, service or instrument or the rendering of

investment advice, which must always be evaluated by a prospective investor in consultation

with his or her own financial adviser and in light of his or her own circumstances, including

the investor's investment horizon, appetite for risk, and ability to withstand a potential loss

of some or all of an investment's value. Investing is an inherently risky activity, and

investors must always be prepared to potentially lose some or all of an investment's value.

Past performance is, of course, no guarantee of future results.


