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Key Driver | Growing Confidence in Economy, Higher Rates

US Economics and Rates Forecast

• Underlying trends: Economy shows signs of 

emerging from twilight to daylight

• Policy: Fed surprises with decision to delay 

taper

• Rates: Forecasts for steady UST rates near 

term, higher long term

Capex Planning Augurs Capital Investment Growth

Source: Richmond, Philadelphia, New York, Kansas and Dallas Federal Reserve 
Banks, Bureau of Economic Analysis, Morgan Stanley Research

Source: Morgan Stanley Research

2Q13a 3Q13 4Q13 1Q14 2Q14 3Q14

10Y UST Bull Case 2.49 2.39 2.25 2.33 2.45 2.61

10Y UST Base Case 2.49 2.74 2.79 2.93 3.16 3.36

10Y UST Bear Case 2.49 3.22 3.46 3.58 3.70 3.86

Real GDP 2.50 2.10 2.70 2.80 2.90 2.80

CPI 0.00 2.90 1.90 0.30 1.90 1.70

PPI -1.10 3.50 1.00 -1.80 -0.80 2.80
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…But the Cushion Against Negative Returns 

From Rising Rates Has Increased

Source: Morgan Stanley Research, MMD

Note: Assumes 12-month forward bond price to calculate breakeven levels for 10-year 
AAA, AA, and A MMD since 1/1/2000.
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Key Driver | Credit Fundamentals: Broad Improvement Continues

Hospitals

Source: Morgan Stanley Research, Moody’s Medians

Total state budget shortfall in each fiscal year ($B)
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Source: Morgan Stanley Research, Center on Budget and Policy Priorities 

Note: Bars represent aggregate budget gaps for all states. The yellow portion 

represents the portion of budget gaps filled by ARRA funds
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Key Driver | As the Demand Cycle Turns… (1 of 2)

Source: Morgan Stanley Research, Lipper, Bloomberg

Note: Assumes 30-day rolling average of muni bid wanted

Total Outflows = 

-$24bb YTD

Selling Pressure Picks Up With Outflows
• Selling Pressure Picks Up After Sustained Outflows: 

As investors fled funds in favor of individual bonds, 

liquidity suffered and bid wanted lists spiked

– Since May, higher rates and price deterioration 

sparked outflows, higher bid lists, and higher muni risk 

premiums 

– Headline credit risks in Detroit and Puerto Rico likely 

also assisted in extending the trend, in spite of our 

view that muni credit fundamentals are broadly 

improving (see Muni Strategy Brief: Munis & the Motor 

City, July 18, 2013)

Muni Fund Outflows Approach Absolute Highest Levels 

Compared to Historical Liquidity-Challenged Periods
• Outflows Begat More Outflows – Muni Fund 

Redemptions Near Record High, But Near Average 

as a Percentage of AUM: 

– The absolute dollar amount of cumulative muni fund 

outflows since 3/6/13 (-$29.5bb) already exceeds 

absolute totals from earlier periods (94/95, 99/00, 

03/04)

– However, given the growth in muni mutual fund AUM, 

current cumulative fund outflows as a percentage of 

AUM are at or below levels seen historically

Source: Morgan Stanley Research, Lipper

Note: Current outflows assumes total since 3/6/2013

Current = 

-$29.5bb

1

2

Over the long term, we expect rising rates and headline credit risk will continue to challenge market liquidity, but supportive 

factors should drive near-term demand normalization.  We believe we are on step 3 of a 4-step process to a short-term peak in 

the traditional muni investor demand cycle.

(Week)

https://ny.matrix.ms.com/eqr/article/webapp/70b8ba60-0b70-4022-a470-2be1e6286c28?ch=rpint
https://ny.matrix.ms.com/eqr/article/webapp/70b8ba60-0b70-4022-a470-2be1e6286c28?ch=rpint
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Low Dealer Balances Support Further Liquidity 

Improvement: Muni dealer balances are lighter compared to 

before the selloff.  Thus, any pickup in balances following 

inflows may also contribute to breaking the cycle of outflows, 

and support a return to a normalization of two-way flows
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Key Driver | As the Demand Cycle Turns… (2 of 2)

Source: Morgan Stanley Research, Lipper, Bloomberg

Note: Adjusts flows by 1 week to reflect lagged relationship to returns

Returns Are Up, Will Flows Follow?

Dealer Balances Are Lighter Following May ’13 Selloff

• YOU ARE HERE – Positive Returns May Encourage 

Inflows: Muni bond fund flows tend to chase returns, and 

1-month rolling total returns recently turned positive, and 

have now been positive for 6 consecutive days

• Positive flows are not a foregone conclusion given 

ongoing headline risks in widely held Puerto Rico, 

which could further extend the outflow dynamic

• However, it is likely that some systemic demand 

sensitivity around PR is resolved given its recent 

price deterioration and evidence of broader 

systemic fundamental improvement

Source: Morgan Stanley Research, Federal Reserve Bank of New York

3

4

Muni Total Returns 

Shift Positive
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Risk-Reward | Downside Risks: De Minimis & Extension Risk Rise Meaningfully w/ Rates
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Source: Morgan Stanley Research, S&P Municipal Market Index. 

Note: Change in rates shows a bond’s current price to its de minimis boundary price, 

and determined the increase in interest rates that would cause a bond to trade at de 

minimis. Ignores spread compression. 

A Rate Increase of ~60bps May Signal a Systemic Threat

Percentage of Muni Market in De Minimis Given Incremental 

Interest Rate Changes

Munis Should Become More Rates-Sensitive As Yields Rise

Duration Change of Index Based on Yield Changes

Source: Morgan Stanley Research, Bloomberg

Note: The sensitivity analysis measures the blended muni index duration based on 

assumed increases in interest rates from levels on July 24, 2013

Why It’s a Risk: With the recent sell-off in the bond market 

and interest rates expected to rise further, we posit “de 

minimis” is a topic worth careful consideration 

De Minimis Risk Is on the Rise: We have realized ~27% of 

the base case 200bps de minimis threshold rate cushion since 

March 2013, suggesting de minimis risk has increased

Liquidity Price Penalty: We found that bonds in “de minimis” 

trade at a penalty in excess of the tax-adjusted value. 

Why It’s a Risk: 73% of munis carry calls, and much of the 

callable market is trading at a premium, suggesting the 

market is pricing in the likelihood that most bonds will be 

called.

Extension Risk Is on the Rise: As rates rise, many of these 

bonds will “extend” in duration, making the market more rates 

sensitive.  We find that the blended duration of the market for 

index-eligible bonds increases meaningfully over the next 

100-150 bps of yield increase, before leveling off. 



M O R G A N   S T A N L E Y   R E S E A R C H

7

CIFA Conference

November 4, 2013

2.73

3.59

3.27

6.34

6.70

1.76

3.61

0.00 2.00 4.00 6.00 8.00 10.00 12.00

UST

Corporate IG

Muni

High Yield (Corp)

Muni High Yield

Nominal Yld

Tax Adj

-20

-10

0

10

20

30

1/13 2/13 3/13 4/13 5/13 6/13 7/13 8/13 9/13

10-yr A Corp - Muni (Diff. in bps) Avg 2013 YTD

3- Munis Versus Other Fixed Income Assets

Attractive After Tax Adjustment

5.04

10.31

6.34

3.59

2.73

Key Driver | Relative Value Scorecard: Opportunities Linger

2- Spread Between Corp and Muni

Boxes Highlighted in Yellow Are Relative Value Opportunities

4- Muni Yield vs. Dividend Yield Near Wides

Potential Source of Retail Demand

Source: Morgan Stanley Research, Bloomberg, Yield Book Source: Morgan Stanley Research, Bloomberg

Source: Morgan Stanley Research, Bloomberg, Yield Book

Crossover value is not nearly as compelling as it was this summer (1), but value remains, particularly in the higher grade, 

non-government sectors and longer on the curve (2). Munis remain very attractive to other fixed income assets on a tax-

adjusted basis (3), and the Muni/Div yield is near wides since 2012 (4)

1- 10-yr A Spd Between Corp and Muni

Near Long-Term Averages

Crossover 

value 

declines

80%

100%

120%

140%

160%

180%

Sep-12 Nov-12 Jan-13 Mar-13 May-13 Jul-13

Ratio (MuniYield/DivYield) Average

Difference (Corporate - Muni Yield) in bps

Maturity Curr. Avg Curr. Avg Curr. Avg Curr. Avg

2 28 35 23 26 20 9 13 -17

5 60 69 45 52 34 31 56 30

10 83 67 61 44 21 10 30 5

30 47 78 24 54 15 39 29 33

AA* A BBBAAA*

Source: Morgan Stanley Research, Yield Book, Bloomberg

Note: 30-year comparison may overstate difference between corporate and municipal 

bonds as the municipal bond includes a 10-year par call and the corporate bond does not

*AAA and AA columns compare “AAA” and “AA” munis to “AAA/AA” corporate bonds
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Strategy | A Short-Term Beta Opportunity to Focus on Long-Term Alpha

… However, Excess Returns Look More 

Attractive Going Forward

Source: Morgan Stanley Research, Bloomberg, Yield Book

4Q Total Returns (Annualized) Look Relatively 

Attractive Compared to the 12-month Outlook…Near-term total return pickup offers portfolio restructuring 

opportunity: Given the relatively flat path for 4Q13 rates and 

our expectation for stable credit spreads, annualized muni total 

returns for 4Q13 look attractive relative to YTD performance 

and relative to our forecasts for periods over the next 12 

months (see top right). This offers the opportunity to 

restructure undesirable muni positions in a pocket of market 

strength.

• The 3-month annualized total return of 0.8% is less than the long-term 

average of 5%1, but a notable improvement from the negative return results 

in 2013

• Our expectation for 10-yr UST rates to rise to 3.36% by 3Q14 undermines 

future total return potential (at current spread and ratio levels)

Long-term excess return projections have improved, 

providing a rationale for putting capital to work.  Given our 

expectation for munis to outperform as Treasury rates rise, 

excess returns look attractive beyond 4Q13 despite an erosion 

in total return prospects (see bottom right).  This suggests that 

capital put to work in Q4 will help generate alpha vs. 

benchmarks over the long term.

• Note: As rates rise, we assume the Muni/Tsy ratio compresses based on 

the historical inverse correlation between rates and ratios, implying munis 

over an excess return opportunity

1 Assumes average since 2006
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Strategy | An Opportunity to De-Risk and Rebalance with an Up in Quality Bias

HY excess spread to IG remains well below average
High Yield Spread to MMD Less Investment Grade Spread to MMD

Source: Morgan Stanley Research, Bloomberg

Note: data from 2010 – present. Data compares the spread on the HY index to the 20-

year MMD to the spread on the IG index yield to 10-yr MMD

Average = 283bps

Current = 

240bps

On 6/19 spd = 

204bps

Relative Sector Preferences 

Source: Morgan Stanley Research.  
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The fixed income research analysts, strategists or economists principally responsible for the preparation of Morgan Stanley Research have received compensation based upon various 

factors, including quality, accuracy and value of research, firm profitability or revenues (which include fixed income trading and capital markets profitability or revenues), client feedback and 

competitive factors. Fixed Income Research analysts', strategists' or economists' compensation is not linked to investment banking or capital markets transactions performed by Morgan 

Stanley or the profitability or revenues of particular trading desks.

Morgan Stanley Research is not an offer to buy or sell or the solicitation of an offer to buy or sell any security/instrument or to participate in any particular trading strategy.  The "Important 

US Regulatory Disclosures on Subject Companies" section in Morgan Stanley Research lists all companies mentioned where Morgan Stanley owns 1% or more of a class of common equity 

securities of the companies.  For all other companies mentioned in Morgan Stanley Research, Morgan Stanley may have an investment of less than 1% in securities/instruments or 

derivatives of securities/instruments of companies and may trade them in ways different from those discussed in Morgan Stanley Research. Employees of Morgan Stanley not involved in 

the preparation of Morgan Stanley Research may have investments in securities/instruments or derivatives of securities/instruments of companies mentioned and may trade them in ways 

different from those discussed in Morgan Stanley Research. Derivatives may be issued by Morgan Stanley or associated persons.

With the exception of information regarding Morgan Stanley, Morgan Stanley Research is based on public information. Morgan Stanley makes every effort to use reliable, comprehensive 

information, but we make no representation that it is accurate or complete.  We have no obligation to tell you when opinions or information in Morgan Stanley Research change apart from 

when we intend to discontinue equity research coverage of a subject company. Facts and views presented in Morgan Stanley Research have not been reviewed by, and may not reflect 

information known to, professionals in other Morgan Stanley business areas, including investment banking personnel.
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Disclosure Section (Cont.)

Morgan Stanley Research personnel may participate in company events such as site visits and are generally prohibited from accepting payment by the company of associated expenses 

unless pre-approved by authorized members of Research management.

Morgan Stanley may make investment decisions or take proprietary positions that are inconsistent with the recommendations or views in this report.

To our readers in Taiwan:  Information on securities/instruments that trade in Taiwan is distributed by Morgan Stanley Taiwan Limited ("MSTL"). Such information is for your reference only. 

The reader should independently evaluate the investment risks and is solely responsible for their investment decisions. Morgan Stanley Research may not be distributed to the public media 

or quoted or used by the public media without the express written consent of Morgan Stanley. Information on securities/instruments that do not trade in Taiwan is for informational purposes 

only and is not to be construed as a recommendation or a solicitation to trade in such securities/instruments. MSTL may not execute transactions for clients in these securities/instruments. 

To our readers in Hong Kong: Information is distributed in Hong Kong by and on behalf of, and is attributable to, Morgan Stanley Asia Limited as part of its regulated activities in Hong Kong. 

If you have any queries concerning Morgan Stanley Research, please contact our Hong Kong sales representatives.

Morgan Stanley is not incorporated under PRC law and the research in relation to this report is conducted outside the PRC.  Morgan Stanley Research does not constitute an offer to sell or 

the solicitation of an offer to buy any securities in the PRC.  PRC investors shall have the relevant qualifications to invest in such securities and shall be responsible for obtaining all relevant 

approvals, licenses, verifications and/or registrations from the relevant governmental authorities themselves.

Morgan Stanley Research is disseminated in Brazil by Morgan Stanley C.T.V.M. S.A.; in Japan by Morgan Stanley MUFG Securities Co., Ltd. and, for Commodities related research reports 

only, Morgan Stanley Capital Group Japan Co., Ltd; in Hong Kong by Morgan Stanley Asia Limited (which accepts responsibility for its contents); in Singapore by Morgan Stanley Asia 

(Singapore) Pte. (Registration number 199206298Z) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 200008434H), regulated by the Monetary Authority of 

Singapore (which accepts legal responsibility for its contents and should be contacted with respect to any matters arising from, or in connection with, Morgan Stanley Research); in Australia 

to "wholesale clients" within the meaning of the Australian Corporations Act by Morgan Stanley Australia Limited A.B.N. 67 003 734 576, holder of Australian financial services license No. 

233742, which accepts responsibility for its contents; in Australia to "wholesale clients" and "retail clients" within the meaning of the Australian Corporations Act by Morgan Stanley Wealth 

Management Australia Pty Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813, which accepts responsibility for its contents; in Korea by Morgan Stanley 

& Co International plc, Seoul Branch; in India by Morgan Stanley India Company Private Limited; in Indonesia by PT Morgan Stanley Asia Indonesia; in Canada by Morgan Stanley Canada 

Limited, which has approved of and takes responsibility for its contents in Canada; in Germany by Morgan Stanley Bank AG, Frankfurt am Main and Morgan Stanley Private Wealth 

Management Limited, Niederlassung Deutschland, regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin); in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley group 

company, which is supervised by the Spanish Securities Markets Commission (CNMV) and states that Morgan Stanley Research has been written and distributed in accordance with the 

rules of conduct applicable to financial research as established under Spanish regulations; in the US by Morgan Stanley & Co. LLC, which accepts responsibility for its contents. Morgan 

Stanley & Co. International plc, authorized by the Prudential Regulatory Authority and regulated by the Financial Conduct Authority and the Prudential Regulatory Authority, disseminates in 

the UK research that it has prepared, and approves solely for the purposes of section 21 of the Financial Services and Markets Act 2000, research which has been prepared by any of its 

affiliates. Morgan Stanley Private Wealth Management Limited, authorized and regulated by the Financial Conduct Authority, also disseminates Morgan Stanley Research in the UK. Private 

UK investors should obtain the advice of their Morgan Stanley & Co. International plc or Morgan Stanley Private Wealth Management representative about the investments concerned. RMB 

Morgan Stanley (Proprietary) Limited is a member of the JSE Limited and regulated by the Financial Services Board in South Africa. RMB Morgan Stanley (Proprietary) Limited is a joint 

venture owned equally by Morgan Stanley International Holdings Inc. and RMB Investment Advisory (Proprietary) Limited, which is wholly owned by FirstRand Limited.

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (DIFC Branch), regulated by the Dubai Financial Services Authority (the 

DFSA), and is directed at Professional Clients only, as defined by the DFSA. The financial products or financial services to which this research relates will only be made available to a 

customer who we are satisfied meets the regulatory criteria to be a Professional Client.

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (QFC Branch), regulated by the Qatar Financial Centre Regulatory Authority 

(the QFCRA), and is directed at business customers and market counterparties only and is not intended for Retail Customers as defined by the QFCRA.

As required by the Capital Markets Board of Turkey, investment information, comments and recommendations stated here, are not within the scope of investment advisory activity. 

Investment advisory service is provided in accordance with a contract of engagement on investment advisory concluded between brokerage houses, portfolio management companies, non-

deposit banks and clients. Comments and recommendations stated here rely on the individual opinions of the ones providing these comments and recommendations. These opinions may 

not fit to your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely to this information stated here may not bring about outcomes 

that fit your expectations.
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Disclosure Section (Cont.)

The trademarks and service marks contained in Morgan Stanley Research are the property of their respective owners. Third-party data providers make no warranties or representations 

relating to the accuracy, completeness, or timeliness of the data they provide and shall not have liability for any damages relating to such data. The Global Industry Classification Standard 

(GICS) was developed by and is the exclusive property of MSCI and S&P. Morgan Stanley bases projections, opinions, forecasts and trading strategies regarding the MSCI Country Index 

Series solely on public information. MSCI has not reviewed, approved or endorsed these projections, opinions, forecasts and trading strategies. Morgan Stanley has no influence on or 

control over MSCI's index compilation decisions. Morgan Stanley Research or portions of it may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.  

Morgan Stanley research is disseminated and available primarily electronically, and, in some cases, in printed form.  Additional information on recommended securities/instruments is 

available on request.

Morgan Stanley Research, or any portion thereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.

Morgan Stanley Research is disseminated and available primarily electronically, and, in some cases, in printed form.

Additional information on recommended securities/instruments is available on request.
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