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Believe it or not, municipal bonds can 
be sexy and exciting. OK, that might be 
an overstatement. But it’s probably not 
an overstatement to say that many inves-
tors view them as dull, straightforward 
investment vehicles offering low-yield-
ing—if tax-advantaged—interest income 
that benefits the affluent more than the 
mass affluent. In reality, while muni 
bonds are neither sexy nor snoozy, they 
occupy a lively space within the capi-
tal markets and can offer advantages to 
investors, even if they’re not in the high-
est tax brackets.

“Many people think of bonds, and espe-
cially muni bonds, as a sleepy and simple 
asset class,” says Duane McAllister, who 
says he’s contended with misperceptions 
about these bonds throughout his long 
career as a fixed-income investment 
manager. “But it’s a complex, broadly 
diversified market with different types 
of issuers coming to market at different 
times with different structures.”

The muni bond world is inefficient, 
he says. That gives active managers the 
opportunity to generate above-average 
total returns. And those inefficiencies 
have guided him and fellow senior port-
folio manager Lyle Fitterer in making the 
Baird Strategic Municipal Bond Fund 
one of the top performers in its category 
since it launched in November 2019.

The fund might be young, but 
McAllister and Fitterer both have more 
than 35 years of experience managing 
fixed-income portfolios, with a pri-
mary focus on the municipal market. 
The fund took shape soon after Fitterer 
joined Baird after a quarter century at 
Wells Fargo Asset Management (now 
known as Allspring Global Investments). 
The two managers run the Strategic 
Municipal Bond Fund along with six 
other team members.

Fund research company Lipper ear-
lier this year named the Baird fund as 
the top short-intermediate municipal 

debt fund over the past three years. 
Morningstar listed it as the top per-
former in its muni national intermediate 
category in that period. In addition, the 
fund has earned a top-quartile ranking 
in that Morningstar category in four of 
its five years on the market (including 
year to date as of early October).

Morningstar further praises the fund 
for the expense ratio on its institutional 
share class, which at 30 basis points puts 
it within the least expensive fee quintile 
among its peers.

Not Always Not Taxable
Municipal bonds are debt instruments 

issued by governments or other public 
entities that fall primarily into two main 

categories: revenue bonds and general 
obligation (G.O.) bonds, which togeth-
er make up the vast bulk of the U.S. 
muni market, valued at $4.1 trillion as 
of this year’s second quarter, according 
to the Securities Industry and Financial 
Markets Association. (In comparison, 
the U.S. corporate bond market was at 
$11 trillion, and the U.S. Treasury market 
was $27 trillion.)

Revenue bonds, which make up about 
two-thirds of the muni market, are 
backed by revenue streams generated 
by airports, toll roads, utilities or other 
projects. G.O. bonds, which are issued 
by government entities, aren’t secured by 
any asset; instead, they pay bondholders 
with tax money. Revenue bonds typically 
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offer higher coupons than G.O. bonds.
There are various nuances to the 

market that can impact a muni bond’s 
income potential, including the fact that 
some munis are taxable. But those often 
offer greater yield to compensate.

The coupons offered by muni bonds 
are typically lower than those offered by 
corporate bonds, which are taxable at 
the federal, state and local levels. Muni 
bond coupons are somewhat comparable 
to U.S. Treasurys, which are subject to 
federal taxes but exempt from state and 
local income taxes. Most muni bonds are 
exempt from federal income taxes, which 
raises their tax-equivalent yield. And they 
can be exempt from state income taxes as 
well if the bondholder resides in the state 
that issued them, further boosting their 
yield profile.

The pros and cons of munis versus cor-
porates and Treasurys can depend on an 
individual’s tax rate and other financial 
considerations.

Why Munis, Why Now?
The party appears to be winding down 

for T-bills, CDs and money market funds, 
which have been dishing out 5% yields 
thanks to the Federal Reserve’s interest 
rate hikes in 2022 and 2023. Now that 
the Fed has started cutting rates, which 
will reduce the payout from those vehi-
cles, many investors are looking else-
where for more sustainable yields.

McAllister and Fitterer posit that 
municipal bonds currently make sense 
because investors can lock in respectable, 
tax-adjusted income that is better than 
what they got for a long period before 
2022. As of the end of the third quarter 
the fund’s distribution yield was roughly 
3.5%.

“Investors might look at a 3% yield and 
say, ‘That’s OK, but it’s not very sexy,’” 
McAllister says. “But if you properly tax 
adjust it, particularly if you’re in a higher 
income tax rate, it really starts to make a 
big difference.”

Adds Fitterer: “As the rates have 
gone up, the value of the tax exemption 
has gone up to an even greater extent.” 
Meanwhile, falling interest rates should 
translate into higher prices for existing 
bonds, which will provide capital appre-
ciation and higher total return opportu-
nities for bondholders.

Another plus, the Baird managers say, 
is the financial health of the munici-
pal securities market. “We’re in a period 
where municipal credits have been about 
the best they’ve ever been from a strength 

perspective,” McAllister says. He attri-
butes that to the significant amount of 
federal aid that state and local govern-
ments, as well as various public entities, 
received as a result of Covid.

“While those funds have largely been 
spent, we also have had a strong post-re-
covery backdrop where tax revenues have 
been rising,” he adds. “So you have munic-
ipalities today with near-record reserve 
levels and rainy day funds.”

In its August municipal fixed-income 
market commentary report, Baird cited 
research from BofA Global Research that 
said the municipal market was enjoying 
the longest stretch without a bankruptcy 
filing (more than 15 months) since at 
least July 1987.

The final point to consider pertains to 
future tax rates. While it’s always a crap-
shoot to know what taxes will be in the 
future, the country’s ballooning deficit 
should be a sign that they’ll likely go up 
rather than down. “It’s hard to imagine 
rates going lower from here,” McAllister 
says. “And it’s possible that the corporate 
and top marginal rates could go up, and 
if that happens then the value of the tax 
exemption [on muni bonds] becomes 
even more valuable.”

Investment Universe
Municipal bond opportunities come in 

oodles of structures and sizes from across 
the U.S., which is reflected by the variety 
of holdings found in the Baird Strategic 
Municipal Bond Fund’s portfolio. They 
run the gamut from the Chicago Board of 
Education and the airport in Rapid City, 
S.D., to the Utah Housing Corp. and City 
of Gulfport, Miss.

When doing its due diligence, the Baird 
muni bond team examine the financials 
of new bonds on Bloomberg and the 
Electronic Municipal Market Access web-
site. They also subscribe to rating agen-
cy information and parse research from 
third-party firms. They’ll also pick up 
the phone to dig deeper into investment 
opportunities.

“If there’s a credit that’s new to the 
market or we need to get up to speed 
on we’ll schedule a conference call with 
city authorities and municipal represen-
tatives and with the investment banker,” 
McAllister says. “One of the fun aspects 
of this business is lifting the hood to see 
what makes a particular credit unique.”

The fund holds roughly 1,200 issues, 
but one issuer might account for sever-
al bonds. “So in reality we own credits 
from less than 400 issuers,” Fitterer says. 

“Because there are so many issuers out 
there and there aren’t enough people to 
look at them, that’s what makes the mar-
ket so inefficient.”

Credit Risk
Fitterer says Baird’s scoring system 

puts bonds into three categories: strong 
credits, core credits and watch credits. 
Credits placed in the “watch” category 
tend be bonds rated “BBB” or below. (The 
lowest investment-grade rating is “BBB-” 
at Standard & Poor’s and Fitch Ratings.)

These lower-rated bonds “have more 
risk, but they also have more income or 
total return potential,” he says. “The risk/
reward for doing that has been very good 
when you look at default rates historically. 
A BBB-rated muni bond historically has 
had a default rate lower than a AAA-rated 
corporate bond. So it’s a great place to 
take credit risk.”

But taking credit risk doesn’t nec-
essarily translate into a riskier fund. 
Morningstar rates the Baird fund as 
below average risk for its category. Bond 
investing can be a tricky thing, which is 
why many investors prefer to rely on pro-
fessional managers for their fixed-income 
allocation, perhaps through mutual funds 
or separately managed accounts. Index-
based bond exchange-traded funds have 
been a popular option for many investors, 
but some people argue they aren’t nimble 
enough to quickly maneuver when mar-
ket conditions or interest rates change.

The Baird fund’s managers say it offers 
a combination of better liquidity and 
greater diversification than what individ-
ual investors, or even separately managed 
accounts, can achieve. They also claim 
they can generate a higher yield by creat-
ing portfolios that include lower-quality 
bonds within a higher-quality portfolio 
(the fund’s average credit quality is gener-
ally “AA-” to “A+”).

McAllister says munis as an asset class 
can complement an overall fixed-income 
allocation. “They perform differently at 
different points in the cycle, so it helps 
create a nice balance,” he says.

“If you pay no income tax, then obvi-
ously you shouldn’t be in munis,” he con-
tinues. “But if you’re a tax-paying investor 
of any sort, I think it makes sense to look 
at the muni fund and to think of it as a 
diversifier because munis tend to lag in 
the economic cycle—corporate spreads 
will widen out and corporate credits will 
get hurt first in a slowdown, whereas 
munis will lag, and that’ll help you in 
those situations.”

Opinions and estimates contained in this article are subject to change without notice, as are statements of financial market trends, which 
are based on current market conditions. This article originally appeared on Financial Advisor magazine’s website on November 1, 2024 
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Important Disclosure Information 
 
 
Baird Strategic Municipal Bond Fund inception date: 11/15/2019   
  
The performance data quoted represents past performance. Past performance does not guarantee future results.  Investment 
returns and principal value will fluctuate and shares, when redeemed, may be worth more or less than their original cost. Current 
performance may be lower or higher than the data quoted.  To obtain the most recent month-end performance data available, 
please visit bairdfunds.com.   
  
 
Investors should consider the investment objectives, risks, charges and expense of each fund carefully before investing. 
This and other information is found in the prospectus and summary prospectus. For a prospectus or summary 
prospectus, visit bairdfunds.com. Please read the prospectus or summary prospectus carefully before investing.  
 
The gross/net expense ratios (%) for the fund are .30/.30. Investment results assume all distributions are reinvested and reflect 
applicable fees and expenses. Investor class expense ratios include a 0.25% 12b-1 fee.   
  
Because the Fund may invest more than 25% of its total assets in municipal obligations issued by entities located in the same state 
or the interest on which is paid solely from revenues of similar projects, changes in economic, business, or political conditions 
relating to a particular state, or types of projects may have a disproportionate impact on the Fund. In a rising interest rate 
environment, the value of fixed-income securities generally declines and conversely, in a falling interest rate environment, the value 
of fixed income securities generally increase. High yield securities may be subject to heightened market, interest rate or credit risk 
and should not be purchased solely because of the stated yield. Municipal securities may or may not be appropriate for all investors, 
especially for those in lower tax brackets. All investments carry risk, including loss of principal.   
 
Baird Funds are offered through Robert W. Baird & Co. Incorporated, a registered broker/dealer, member NYSE and SIPC. Robert 
W. Baird & Co. Incorporated also serves as investment advisor the Fund and receives compensation for these services as disclosed 
in the current prospectus.  
 
 


