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FIGURE 1

Active Managers vs. the Index — Municipal Fixed Income

Source: eVestment Alliance
GW&K has paid a standard fee to eVestment Alliance for access to rankings data. Universe includes intermediate managers with an average credit rating of 
AA or above within the Municipal Intermediate Universe as defined by the eVestment Alliance database. Universe performance is reported gross of fees. 
Portfolio must be 100% invested in municipal bonds. No mutual funds or ETFs are included. Data based on 12/31/23 reporting. Past performance is no 
guarantee of future results.
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5th percentile 2.5% 3.1%
25th percentile 2.2% 2.7%
Median 1.9% 2.2%
75th percentile 1.8% 2.0%
95th percentile 1.6% 1.8%
Bloomberg 10-Year Muni Bond Index 2.6% 2 3.2% 1
# of Observations 75 62

Bloomberg 10-Year Muni Bond Index vs. Intermediate Muni Bond Universe
Annualized Returns (%)
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THE TROUBLE WITH MUNICIPAL 
BOND BENCHMARKS

Why do municipal bond managers often fail to outperform their benchmarks? This is a 
reasonable question given the stellar track record of municipal indexes over basically 
any longer-term time horizon. In fact, if you look at an index that is supposed to 
represent the intermediate municipal bond space, the Bloomberg 10-Year Municipal 
Bond Index, it outperforms more than 95% of managers over trailing five- and 10-year 
periods (Figure 1).

THE PROBLEM: INDEXES ARE UNINVESTABLE
The biggest issue with fixed income benchmarks is that they fail the most important and 
obvious test: the ability to purchase the index. Equity investors have the option of ditching their 
manager and buying an ETF or mutual fund that mimics the S&P 500. Municipal investors have 
no such alternative. Why is this the case?
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1See “Best Execution: The Investor’s Perspective,” https://www.msrb.org/sites/default/files/Best-Execution-Investors-Perspective.pdf, from the Municipal Securities 
Rulemaking Board (MSRB).
2Between 2005 – 2018, the average transaction costs for municipal bond buy and sell trades for par value over $1 million ranged between 15 – 30 basis points. For trades 
where par value was $10,000 or less, the cost was much higher — often between 100 – and 250 basis points. See the MRSB report, Transaction Costs for Customer Trades in 
the Municipal Bond Market (https://www.msrb.org/sites/default/files/Transaction-Costs-for-Customer-Trades-in-the-Municipal-Bond-Market.pdf), July 2018, page 16.

The municipal market is a vast, fragmented universe of mostly smaller issues. The number of actual 
bonds outstanding totals over one million. To create an index, Bloomberg pulls the largest issues based 
on an arbitrary cutoff, which narrows this group down to approximately 11,000 in the case of the 10-year 
Index. But this culled down collection of bonds is still impossible to replicate. Even if you had a portfolio 
with the capacity to buy this many securities (unlikely), you wouldn’t be able to find them because about 
99% of municipal securities don’t trade in the marketplace on a given day.1 They have been sold to 
investors (most of whom will hold to maturity), never to be seen again.

WHY IS INDEX PERFORMANCE SO STRONG?
A number of factors play into why municipal bond indexes have such strong relative performance. Many 
of these elements are not realistic and cannot be implemented by municipal bond managers, including:

No Transaction Costs — Since the municipal bond market has no central exchange, bonds are bought 
and sold through broker dealers. This reality means that every trade has a cost associated with it, often 
referred to as the bid/ask spread. While institutional managers with experienced trading desks can 
minimize these costs, they are still a fact of life for market participants.2 However, the indexes bear no 
transaction costs. Securities simply flow in and out at the price provided by an evaluation service. These 
“trades” also have no tax consequences or implications. In a market that is viewed as one of the most 
inefficient and illiquid, this provides an important difference that cannot be implemented in an actual 
trading environment.

Excess Yield Through Illiquidity — Because indexes do not have to pay transactions costs, they can 
invest in the less liquid areas of the market with no consequences. The indexes have substantial positions 
in sectors that have higher costs to transact, including but not limited to: prepay gas, tobacco, single-site 
hospitals, Mello Roos (ad hoc California taxes to fund infrastructure projects), industrial development, and 
small colleges. Municipal bond indexes also contain weighty holdings in BBB-rated bonds and below-
market coupons that often receive weak bids, especially in a down market. And when a security gets 
downgraded to below investment grade, the indexes do not have to offer concessions to find actual 
buyers. Instead, the offending security merely exits the index at an untested (and likely too high) price 
deemed appropriate by an evaluation service. Essentially, the indexes get all the benefit of extra yield 
without any of the significant illiquidity that accompany such risks.  

No Cash Drag — Most municipal bonds pay interest every six months. A diversified portfolio will likely 
have cash flows month to month that earn money market interest that historically yield less than the 
bonds themselves. However, the index is always fully invested, never has to reinvest any interest 
payments, and never has cash drag.  

AMT Exposure — The indexes include bonds that are subject to the Alternative Minimum Tax (AMT). 
These bonds provide additional yield because for individuals who fall into the AMT, interest is subject to a 
28% rate. The indexes don’t care if you are in the AMT or not, they are going to invest in these securities 
and pick up the extra yield. Municipal managers typically steer clear of these issues for their clients to 
avoid the steeply negative tax consequences.     
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DISCLOSURES:

All material has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no 
representation or warranty as to the current accuracy of, nor liability for, decisions based on such information. This 
represents the views and opinions of GW&K and does not constitute investment advice, nor should it be considered 
predictive of any future market performance.
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WHAT DOES ALL OF THIS MEAN FOR MUNICIPAL 
INVESTORS?
Municipal bond indexes are a frictionless and failed construct. They are at best just a proxy 
or indicator of a “ball park” estimate for performance. Any investor should have the option 
to choose between investing with a manager or investing in a representative index. But this 
is not the case in the vast majority of the fixed income world. These universes are simply 
too large and there are too many issues to fairly replicate in an actual portfolio. 

At GW&K, our goal is to provide the best possible alternative. We have been investing in 
the municipal bond market for nearly 50 years. We believe an active management 
approach rooted in disciplined research is the best way to uncover opportunities in this 
complex market. Unlike an index, our portfolios can be customized and tailored to the 
individual. For example, we can allocate state-specific securities to client residents, 
resulting in higher after-tax returns. We are also taking into consideration each client’s tax 
situation with the ability to take tax losses, an important feature in total-return calculus. Our 
clients have transparency into their underlying holdings and own their bonds directly. We 
have the benefit of an institutional trading desk where we scour the market for the 
securities that can maximize total return while minimizing transaction costs. Our goal is 
always to perform well against our benchmark index, but a more realistic comparison is our 
intermediate peer group where our long-term performance is strong.

http://www.gwkinvest.com

