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As long as inflation expectations remain well anchored, CIO expects the Fed to view this inflation as transitory and to respond to a weakening labor
market with 75-100bps of rate cuts in 2025. (UBS)

Munis sell off and underperform
as yields surge
15 April 2025, 7:10 pm EDT, written by US Editorial Team UBS Editorial Team

Investment grade (IG) tax-exempt munis experienced a steep sell-off and have significantly underperformed in
2025, as muni yields surged. Munis generally exhibit lower volatility, but this year volatility has trended higher.

Investment grade (IG) tax-exempt munis experienced a steep sell-off and have significantly underperformed in 2025, as
muni yields surged. Munis generally exhibit lower volatility, but this year volatility has trended higher. The recent sell-off
has seen muni volatility spike to levels last seen during the pandemic and has far exceeded the volatility of IG corporates.
Weak technicals stemming from high muni supply and reduced demand from redemptions (typical during the March-May
period), increasing investor concerns around the muni tax-exemption, and federal policy uncertainties drove increased
volatility and upward pressure on muni yields even prior to the sharp sell-off in rates. Following 2 April, AAA muni yields
have risen in tandem with Treasuries but much more uniformly across the curve. We expect technicals to improve in the
June-July period, as coupon payments increase redemption demand. In the very near term, rate volatility and technicals
may continue to pose headwinds.

Muni total return performance during 2025 has been disappointing, and the high volatility is unnerving. That said, market
dislocations bring potential opportunities for investors with longer investment horizons to lock in elevated yields. Long
maturities look especially appealing given the steeper yield curve and cheaper relative valuation (higher m/T ratios). Tax-
equivalent yields offer a compelling opportunity for investors in the highest tax brackets to achieve solid total returns over
the next 12 months.

Treasury rates outlook
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The risk-off sentiment that gripped the market in early April initially sent investors to the perceived relative safety of
Treasuries. This dynamic quickly reversed soon thereafter as equity markets marched lower while Treasury yields moved
sharply higher. This sudden and sharp increase in Treasury yields has confounded investors. In our view, a confluence of
factors, not one individual culprit, explains the move higher in rates. Portfolio managers sold Treasuries to raise cash to
cover fund redemptions, hedge funds unwound the basis trade, and primary dealer balance sheets became a bit full. Selling
by foreign holders seems less likely, in our view, as most central banks concentrate their Treasury holdings in the front end.

We expect 10-year yields to rise toward 4.5% in the near term and wouldn’t rule out a further move higher amid current
low liquidity. Since we expect the 10-year yield to end 2025 around 4% at year-end, we would consider adding interest
rate exposure between 4.5% and the year to date high of 4.8%. As muni yields have risen more than Treasury rates,
relative value has significantly improved, as muni-Treasury (m/T) ratios have moved higher across the curve.

Economic outlook and muni credit spreads

The economy slowed in early 2025, with consumer spending softening after a strong 4Q holiday shopping season. We
expect growth to weaken throughout 2025 due to tariff hikes, tighter immigration policy, and government spending
cuts, which have already caused a sharp drop in both business and consumer sentiment. While softer demand may help
constrain price increases, tariffs could lift inflation to around 4% by year-end. As long as inflation expectations remain
well anchored, we expect the Fed to view this inflation as transitory and to respond to a weakening labor market with
75-100bps of rate cuts in 2025. The muni sell-off so far has been about rates and technicals, not credit. However, in
this backdrop of a weakening economy, we urge caution on lower-rated munis. BBB and HY spreads are still tight and
may increase significantly should economic growth decline more than we expect. The likelihood of that scenario has risen
materially in our view.

Tariff policy uncertainty to persist

The 90-day tariff pause was a relief, but predictability to support consumer, business, and investor sentiment remains a
long way off. It’s also not clear what a deal with countries who have expressed a desire to negotiate would look like
and what would sway decision making. That said, the focus appears to be clearly on China now. Although the weighted
average tariff after the pause with other countries and escalation with China is still very high, we may be past peak
uncertainty, so downside risks are lower from here than they were prior to 2 April.

Tax concerns weigh on muni investor sentiment

Increased investor concerns about the muni tax-exemption may have played a role in the selloff. Total elimination of or a cap
on the tax exemption with retroactive effect (both of which would negatively impact muni bond prices), although possible,
are low probability outcomes in our view. Although some deals were pulled during the latest selloff, concern around
the tax-exemption has actually worsened technical, by boosting supply. We believe Private Activity Bonds and the higher
education sector are at greater risk of losing the tax exemption. We expect outstanding bonds will be grandfathered. On
a positive note, bipartisan support for Tax-exemption seems to be growing. Also, there now seems to be some possibility
of raising the top marginal tax rate to 40%, a positive for tax-exempt muni demand. We expect more clarity by June, as
negotiations on the reconciliation bill advance.

Original report: Municipal Market Guide: Dislocation brings opportunities, 14 April 2025.

Disclaimer
This document is prepared and published by the Global Wealth Management business of UBS Switzerland AG (regulated by
FINMA in Switzerland), its subsidiaries or its affiliates ("UBS"), part of UBS Group AG ("UBS Group"). UBS Group includes former
Credit Suisse AG, its subsidiaries, branches and affiliates. In the USA, UBS Financial Services Inc. is a subsidiary of UBS AG and a
member of FINRA/SIPC. Additional Disclaimer relevant to Credit Suisse Wealth Management follows at the end of this section.

https://secure.ubs.com/public/api/v2/investment-content/documents/DG_rccfWXFChbfoCGLsbQg?apikey=1AS8wxGGWLjxy6J92ees52Uz5ZrWmy6m


For UBS marketing purposes

This document and the information contained herein are provided solely for your information and UBS marketing
purposes. Nothing in this document constitutes investment research, investment advice, a sales prospectus, or an offer or
solicitation to engage in any investment activities. This document is not a recommendation to buy or sell any security, investment
instrument, or product, and does not recommend any specific investment program or service.
Information contained in this document has not been tailored to the specific investment objectives, personal and financial
circumstances, or particular needs of any individual client. Certain investments referred to in this document may not be suitable
or appropriate for all investors. In addition, certain services and products referred to in the document may be subject to legal
restrictions and/or license or permission requirements and cannot therefore be offered worldwide on an unrestricted basis. No
offer of any product will be made in any jurisdiction in which the offer, solicitation, or sale is not permitted, or to any person
to whom it is unlawful to make such offer, solicitation, or sale.
Although all information and opinions expressed in this document were obtained in good faith from sources believed to be
reliable, no representation or warranty, express or implied, is made as to the document’s accuracy, sufficiency, completeness or
reliability. All information and opinions expressed in this document are subject to change without notice and may differ from
opinions expressed by other business areas or divisions of UBS Group. UBS is under no obligation to update or keep current the
information contained herein. The views and opinions expressed in this material by third parties are not those of UBS.
Accordingly, UBS does not accept any liability over the content shared by third parties or any claims, losses or damages arising
from the use or reliance of all or any part thereof.
All pictures or images ("images") herein are for illustrative, informative or documentary purposes only and may depict objects or
elements which are protected by third party copyright, trademarks and other intellectual property rights. Unless expressly stated,
no relationship, association, sponsorship or endorsement is suggested or implied between UBS and these third parties.
Any charts and scenarios contained in the document are for illustrative purposes only. Some charts and/or performance figures
may not be based on complete 12-month periods which may reduce their comparability and significance. Historical performance
is no guarantee for, and is not an indication of future performance.
Nothing in this document constitutes legal or tax advice. UBS and its employees do not provide legal or tax advice. This document
may not be redistributed or reproduced in whole or in part without the prior written permission of UBS. To the extent permitted
by the law, neither UBS, nor any of it its directors, officers, employees or agents accepts or assumes any liability, responsibility or
duty of care for any consequences, including any loss or damage, of you or anyone else acting, or refraining to act, in reliance
on the information contained in this document or for any decision based on it.
Additional Disclaimer relevant to Credit Suisse Wealth Management: Except as otherwise specified herein and/or
depending on the local entity from which you are receiving this document, this document is distributed by UBS Switzerland AG,
authorised and regulated by the Swiss Financial Market Supervisory Authority (FINMA). Your personal data will be processed
in accordance with the Credit Suisse privacy statement accessible at your domicile through the official Credit Suisse website
https://www.credit-suisse.com. In order to provide you with marketing materials concerning our products and services, UBS
Group AG and its subsidiaries may process your basic personal data (i.e. contact details such as name, e-mail address) until you
notify us that you no longer wish to receive them. You can optout from receiving these materials at any time by informing your
Relationship Manager.
Please visit https://www.ubs.com/global/en/wealth-management/insights/chief-investment-office/marketing-material-
disclaimer.html to read the full legal disclaimer applicable to this document.
© UBS 2025. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.

https://www.credit-suisse.com/
https://www.ubs.com/global/en/wealth-management/insights/chief-investment-office/marketing-material-disclaimer.html
https://www.ubs.com/global/en/wealth-management/insights/chief-investment-office/marketing-material-disclaimer.html

	Important Disclosures

