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Q. Why should institutional investors 
be interested in municipal bonds?  

A. The US Municipal Market is seeing 
increased interest from global investors. 
Long the domain of domestic buyers 
attracted by the exemption from federal 
tax, the municipal market began to draw 
the attention of non-US investors in 
2009 with the onset of the Build America 
Bond Program (BAB), which resulted in 
a burst of issuance of subsidized taxable 
municipal bonds designed to help spur 
infrastructure investment in the wake of 
the economic downturn. Good quality 
and yield pickups versus US corporates 
attracted new buyers to the asset class 
and that participation has continued to 
grow. 

Q. So what exactly are “munis”? 

A. The municipal market provides 
capital market access to US state and 
local governments and their agencies. 
Issuance is broadly categorized as either 
General Obligation Debt, which is backed 
by a taxing authority, or Revenue Debt, 
which is backed by a specific stream of 
revenues such as tolls, fees and excise 
taxes. Within these broad categories are 
issuances for schools, hospitals, roads, 
airports, water systems, power plants 
and many other purposes. There is $3.8 
trillion in US municipal debt outstanding1, 

which equates to somewhat less than 
half the size of the US corporate market 
and less than a third of the size of the 
US Treasury market. In comparison with 
sovereign debt markets, however, the 
municipal market would be the third 
largest issuer after the US and Japan. 
The municipal market is also highly 
diverse, with an estimated 50,000 
issuers.2 

Local bonds with global appeal.   
In a Q&A, Jim Grabovac, CFA® and Steve Wlodarski, CFA® of McDonnell Investment 
Management, explain how non-US investors could benefit from allocating to US 
municipal bonds. 
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Key Takeaways:

•	�The $3.83 trillion municipal 
market provides capital market 
access to US state and local 
governments, and to projects 
ranging from schools, hospitals, 
roads and airports, to water 
systems and power plants. 

•	 Nearly 70% of the municipal 
market is rated AA or higher, 
compared with just 22% for the 
corporate market. And munis 
provide a modest yield pick-up 
versus corporate bonds and 
a significant yield uplift over 
Treasuries. 

•	 For corporates and insurers, 
munis can be used to match 
liabilities and there is preferential 
treatment for munis under 
Solvency II. In the portfolios of 
very long-term investors such as 
pension funds, munis sit between 
Treasuries and corporate bonds, 
providing strong capital protection 
with yield uplift and diversification 
benefits.   
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Q. How risky are munis compared 
with corporate bonds? 

A. Credit quality across the municipal 
market is generally high in comparison 
to the corporate market. Using 
Bloomberg Barclays indices data as 
a proxy, nearly 70% of the municipal 
market is rated AA or higher, compared 
with just 22% for the corporate market. 
Meanwhile, only 7% of munis are rated 
BBB, compared with 44% of corporate 
issuance.3 In addition to high average 
quality, the municipal market also has 
a much lower historical default rate as 
well as a higher recovery rate in the 
event of default.4 This is not meant to 
suggest that the municipal market is 
devoid of credit problems; underfunded 
pensions and other long-term liabilities 
represent a significant fiscal challenge 
for many issuers, particularly those that 
were overleveraged heading into the 
credit crisis. But broadly speaking, the 
market has good fundamental credit 
quality, which has been bolstered by an 
eight-year economic recovery. There 
is some liquidity risk premium, as the 
market encompasses a large number 
of small issuers who come to market 
infrequently. Since the municipal market 
is dominated by higher rating categories 
compared to corporate bonds, we view 
liquidity risk as being low.

Q. How do you pick munis for your 
portfolio?

A. One of our strengths as a firm is having 
a research database which tracks about 
6,500 individual municipal securities. In 
any given year, our analysts produce 
written reviews on over 500 names, 
which requires both deep credit research 
resources and cutting-edge credit 
technology. The analysts issue rating and 
momentum scores to each issue. The 
momentum score reflects if fundamentals 
are improving; we are typically looking to 
invest in issuers who are moving from a 
neutral or slightly negative momentum 
score to a positive score. 

Q. How granular is your research? 

A. The higher we perceive the risk, 
the more we research. Larger issuers 
release financials on a quarterly basis, 
but smaller issuers often require much 
greater scrutiny. For a hospital project, 
for example, we will look at whether 
financials are released on time; we 
examine the business model, the 
strategic plan, the business plan, its 
relative positioning in the market, its 
dependence on federal programs such as 
Medicare and Medicaid, and so on. We 
will follow up with conversations with 
CFOs if we think it’s necessary. 

Q. What experience do you have 
managing municipal bond portfolios?

A. All our resources are focused on fixed 
Income; that’s our business. Two-thirds 
of the assets we manage are munis. In 
terms of skills and organization, we’re 
different in that our portfolio managers 
and research analysts work as an 
integrated team, whereas in many firms, 
research is seen as an inhouse ratings 
agency. We currently have 11 credit 
research analysts on staff, which is 
significant for our $11bn in AuM. These 
analysts, many of whom have 20 or 
more years of experience, allow our 
process to be research-driven across 
credits, markets and portfolios. They 
also serve as the core of our strong risk 

control culture and allow us to evaluate 
opportunities across the new issue 
market, which totaled $445B in 20161, 
the secondary market and the entire yield 
curve.  

Q. What yields can investors expect?

A. The municipal liquidity give-up tends 
to result in a modest yield pick-up versus 
comparably-rated corporate bonds and a 
significant yield uplift over Treasuries in 
the long-term, as the chart below shows.5 
The level of return depends on the specific 
strategy. A boutique like McDonnell is 
uniquely positioned to exploit the trading 
inefficiencies of the market. We are 
large enough to have a significant market 
presence, but not so large as to limit our 
ability to be flexible and selective.  

Q. How attractive are munis to 
non-US investors? 

A. There is strong interest among US 
individuals because municipal interest 
income is usually exempt from federal 
taxes.  But take-up by non-US investors 
in taxable issuance – which attracts 
higher yields - is increasing steadily.  
According to the Federal Reserve, 
non-US holders had accumulated $90.4B 
of munis (as of Q1-2017), or 2.3% of 
outstanding issuance.6  This represents 
an increase of 25% from the end of 2010. 

YIELD CURVES AS OF 6/23/2017

Source: Bloomberg
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Q. What kinds of investors should be 
interested in munis? 

A. For corporations and, in particular, 
insurers, munis are increasingly used 
to match liabilities. In contrast to most 
segments of the fixed-income market, 
municipal issuance is typically comprised 
of a combination of serial and term 
bonds, with maturities staggered from 
one to 30 years. As a consequence, 
investors are afforded opportunities to 
invest in the 10- to 20-year portion of the 
yield curve. 

For property and casualty insurers, 
durations of around five years can be 
used to match medium-term liabilities. 
Meanwhile, life insurers require longer 
duration bonds. Given the fact that munis 

are used to finance US Infrastructure, 
many insurance companies use them 
as a diversification to their infrastructure 
investments.  

In the portfolios of very long-term 
investors such as pension funds, munis 
sit somewhere between Treasuries 
and corporate bonds, providing strong 
capital protection with yield uplift and 
diversification benefits. 

Q. Can you sum up the opportunity for 
investors?   

 A. The US municipal market is a pure 
credit market. Although the market 
possesses strong average quality, the 
divergence between individual issuers 
can be profound. While historical default 

experience is low in comparison with 
similarly-rated corporate bonds, chronic 
underfunding of long-term liabilities is 
a challenge for many state and local 
issuers. We believe that while good 
opportunities for global investors remain, 
prudent investment in munis begins 
by accessing a partner dedicated to 
investment in the sector, and with 
strong capabilities in fundamental credit, 
portfolio and market research.

1.	 http://www.sifma.org/research/statistics.aspx

2.	� http://www.msrb.org/msrb1/pdfs/MSRB-Muni-Facts.pdf

3.	 Bloomberg Barclays Indices

4.	� Moody’s Investor Services:  US Municipal Bond Defaults and Recoveries, 1970-2015, May 31, 2016

5.	 Bloomberg

6.	� https://www.federalreserve.gov/apps/fof/DisplayTable.aspx?t=l.212 

The market outlook contained herein is prepared by McDonnell Investment Management, LLC (“McDonnell”) for informational purposes only. The information set forth herein is neither 
investment advice nor legal advice. It is presented only to provide information on investment strategies and our view on market opportunities. The data used for this presentation was 
obtained from publicly available reports and may include, but are not limited to, some or all of the following: internally derived databases and information, third party research, issuer-
derived documents and news media reports. McDonnell believes the data to be reliable but does not make any representations as to its accuracy or completeness. References to specific 
securities and issuers are for illustrative purposes only and are not intended to be, and should not be interpreted as, recommendations to purchase or sell such securities. The views 
expressed by McDonnell are as of the date of publication of this piece, are based on current market conditions, may fluctuate and are subject to change without notice. McDonnell cannot 
assure that the type of investments discussed herein will outperform any other investment strategy in the future, nor can it guarantee that such investments will present the best or an 
attractive risk-adjusted investment in the future. Statements of future expectations, estimates, projections and other forward-looking statements are based upon available information 
and McDonnell’s view as of the time of these statements. Accordingly, such statements are inherently speculative as they are based on assumptions that may involve known and unknown 
risk and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such statements. There are no assurances that any predicted results 
discussed herein will actually occur. Past performance is no guarantee of future results.

Content © 2017 McDonnell Investment Management, LLC
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Past performance is no guarantee of future results. 

This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein represent the 
subjective views of the author as referenced, are as of 28 February and are subject to change. There can be no assurance that developments will transpire as may be forecasted in this 
material. This material may not be distributed, published, or reproduced, in whole or in part. Although Natixis Global Asset Management and McDonnell believe the information provided 
in this material to be reliable, it does not guarantee the accuracy, adequacy or completeness of such information. Not all affiliates, products, and services are available in all jurisdictions. 
Indexes are unmanaged and do not incur fees. It is not possible to invest directly in an index. 

This material has been provided for information purposes only to investment service providers or other Professional Clients or Qualified Investors and, when required by local regulation, 
only at their written request. In the E.U. (outside of the UK) Provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a Luxembourg management company that 
is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 
2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. Italy: 
NGAM S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: NGAM S.A., 
Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: 
NGAM, Nederlands filiaal (Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the 
Netherlands. Sweden: NGAM, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, 
Sweden. Spain: NGAM, Sucursal en España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. • In Switzerland Provided by NGAM, Switzerland Sàrl, Rue du Vieux 
Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich. • In the U.K.: Approved and provided by NGAM UK Limited which is authorised 
and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to be communicated to and/or directed at persons (1) in the United Kingdom, and 
should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in any other jurisdiction than the United Kingdom; and (2) who are authorised 
under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses with called up share capital or net assets of at least £5 million or in the case of a trust 
assets of at least £10 million; or any other person to whom the material may otherwise lawfully be distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the 
FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the “Intended Recipients”). To the extent that this material is issued by NGAM UK Limited, the fund, 
services or opinions referred to in this material are only available to the Intended Recipients and this material must not be relied nor acted upon by any other persons. Registered Office: 
NGAM UK Limited, One Carter Lane, London, EC4V 5ER. • In the DIFC Provided in and from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, which is 
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and understanding to participate in financial markets 
within the DIFC, and qualify as Professional Clients as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab 
Emirates.• In Singapore: Provided by NGAM Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only. NGAM Singapore 
is a division of Natixis Asset Management Asia Limited (company registration no. 199801044D), and Natixis Asset Management Asia Limited is regulated by the MAS to conduct fund 
management in Singapore. Registered address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore 049315. • In Hong Kong: This document is issued 
by NGAM Hong Kong Limited to distributors and professional investors for informational purposes only. • In Australia: This document is issued by NGAM Australia Pty Limited (NGAM 
Aust) (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients only. Investment involves risks. NGAM Aust reserve 
the right to revise any information herein at any time without notice. • In New Zealand This document is intended for the general information of New Zealand wholesale investors only. 
This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the 
requirements in the FMCA for wholesale investors. NGAM Australia Pty Limited is not a registered financial service provider in New Zealand. • In Latin America This material is provided 
by NGAM S.A. • In Chile Esta oferta privada se acoge a la Norma de Carácter General N°336 de la SVS de Chile. • In Colombia This material is provided by NGAM S.A. Oficina de 
Representación (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are 
rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. • In Mexico 
This material is provided by NGAM Mexico, S. de R.L. de C.V., which is not a regulated financial entity with the Comisión Nacional Bancaria y de Valores or any other Mexican authority. 
This material should not be considered an offer of securities or investment advice or any regulated financial activity. Any products, services or investments referred to herein are rendered 
exclusively outside of Mexico. • In Uruguay This material is provided by NGAM Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of 
Uruguay. Registered office: WTC – Luis Alberto de Herrera 1248, Torre 3, Piso 4, Oficina 474, Montevideo, Uruguay, CP 11300. The sale or offer of any units of a fund qualifies as a private 
placement pursuant to section 2 of Uruguayan law 18,627. • The above referenced entities are business development units of Natixis Global Asset Management, S.A., the holding 
company of a diverse line-up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Global Asset Management 
conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorised. Their services and the products they manage are not available to all investors in 
all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with 
the relevant national law. 

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy 
or to sell any security, or an offer of services. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, 
and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings 
and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Although Natixis Global Asset 
Management believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy, adequacy, or completeness of 
such information. May not be redistributed, published, or reproduced, in whole or in part. Amounts shown are expressed in USD unless otherwise indicated.

McDonnell Investment Management,  
a subsidiary of Natixis Global Asset Management, is an independent advisory firm registered under the Investment Advisors Act of 1940. Registration does not imply 
a certain level of skill or training.

Natixis Global Asset Management S.A. 
RCS Paris 453 952 681
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