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Market Recap
The municipal market produced strong returns for the 3rd quarter following the rate rally in the Treasury 
market. Treasuries rates in 10 and 30yr maturities fell by 8 and 20 bps, respectively, during September on 
the heels of weakening economic data that led to a more dovish monetary policy stance by the Federal 
Reserve. Returns for the Bloomberg Tax-Exempt Index Municipal Bond and the Bloomberg Taxable Muni 
Index produced positive results for the quarter of 3% and 2.5%, respectively1.

Tax-Exempts: Weaker Technicals Provide 
Headwinds Entering the 4th Quarter
For the tax-exempt sector, the record pace of new issuance continued to pressure relative valuations to 
weaker levels for most of the quarter, before the change in market sentiment pressured rates to lower 
levels. Mutual funds designated as long-term, were reporting weekly average outflows of $29M per 
week during the 8 weeks leading up to mid-August. However, after weaker economic data prompted 
the Federal Reserve to cut rates in September, overall fund flows turned sharply positive, producing 
inflows averaging over $1B per week through the end of September. The stronger demand profile for the 
sector resulted in tax-exempt rates to contract by 30 and 37bps in 10 and 30 yrs, respectively, during 
September2.

1 Bloomberg, Barclays
2 Bloomberg, Lipper, Refinitiv
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However, heading into the 4th quarter, the rally in tax-exempts has now produced expensive 
valuations versus historical levels. Municipal-to-Treasury yield ratios in 10, 20 and 30yrs are now 
10, 3.3 and 2.7 percentage points, respectively, through their 8-year averages, and they do not look 
attractive going into softer technicals in October and November. New issue supply levels during 
these months are expected to produce ~$60B and $50B, respectively, while reinvestment flows from 
coupons/calls/maturities are expected to average $45B per month during this period3.

With the projected technical headwinds for the sector amid expensive valuations, taxable alternatives 
look favorable over the balance of the year. With the prospects for further federal funds rate cuts as 
the central bank moves closer towards further removing their restrictive policy and normalizing the 
fed funds rate toward their neutral rate target, the bias toward lower yields provides a compelling 
argument to maintain better duration and convexity structured assets in portfolios. Given the callable 
bias of the tax-exempt sector and its weaker convexity structure relative to non-callable bonds, we 
believe maintaining exposure to taxable alternatives should be a focus. Unless substantial dislocations 
develop in tax-exempts during the notoriously weak seasonal technicals during the 4th quarter, it 
should be advantageous to be underweight to that sector4. 

Taxable Municipals: Pockets of Attractiveness Still 
Exist
Taxable muni performance lagged tax-exempts for the quarter, but still performed well and retained 
a fairly stable spread profile for most of the period. Spreads on ‘AAA’ issuers tightened across the 
yield curve in a range of 5 to 9 bps, with the 3yr and 30yr maturities performing the best. With this 
performance, spreads have now contracted from their mid-April year-to-date peak levels by 13, 29 and 
23bps in 5, 10 and 30yr maturities, respectively5.

Although we believe that spreads for the sector should remain stable and rangebound around current 
levels over the balance of the year, there are opportunities for further tightening. One area of focus 
that we see is in the higher education sub-sector, which we believe still remains attractive. Political 
pressure on private higher education institutions and freezes/cuts in research funding has remained 
an issue throughout most of 2025. That politically driven headline risk has led this sector to widen 
relative to other sub-sectors within the municipal market and, as overall municipal market spreads 
have tightened, spreads on higher education debt remain elevated. Citing one example from the entire 
education municipal credit universe, spreads on ‘AAA’ rated university bonds, which were issued in 
mid-April as wide as 88bps spread to 10yr Treasuries, have since tightened by 45bps to being offered, 
as of this writing, at a spread of 43bps spread to Treasuries. However, similarly rated ‘AAA’ general 
obligation credits in 10yrs, have priced as tight as 15bps through current ‘AAA’ higher education 
offering levels. We believe this bifurcation in market spread levels between the higher education and 
general obligation sectors can remain an attractive entry point to add exposure to the strongest credits 
within the university space6.

From a credit perspective, although headline risk still remains a headwind for the sector going 
forward, we expect the stronger schools with exceptional demand and selectivity metrics to 

3 BofA, Bloomberg, Lipper, Refinitiv
4 Bloomberg, Lipper, Refinitiv, AAM
5 Bloomberg, AAM
6 Bloomberg, AAM
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retain solid underlying credit fundamentals. While federal funding cuts and freezes have strained 
operations, decisive actions by higher education institutions so far this year have helped them 
navigate a challenging year. We expect that with a continued focus on spending restraint, hiring and 
salary freezes, and prudent balance sheet management, universities like Harvard and similarly rated 
universities are expected to retain financial stability amid potentially sharp revenue disruptions. As the 
shifting federal policy environment challenges continue to be addressed through legal challenges or 
direct negotiation with the Trump administration, spread performance for the sector should continue 
to normalize and further reduce any bifurcation in spreads compared to other similarly rated credits/
sectors. Looking forward to the 4th quarter, we believe focus should remain on the taxable municipal 
sector, while looking to selectively add while reducing tax-exempt exposure7.

Exhibit 1: Taxable Munis: Compelling Alternative to Tax-Exempts

Source: Refinitiv Municipal Market Data, Bloomberg, AAM
*21% Corp Rate Tax-Adjusted at a Factor of 1.1994

7 Bloomberg, AAM
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