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Introduction

The municipal (muni) bond market is known for its high credit quality and defensive characteristics.
Muni bonds are often chosen for their relatively low risk profile and the tax advantages they offer

(interest payments are exempt from federal—and sometimes also state and local—income taxes).
However, there is a slice of the sector that is often overlooked by investors: high-yield (HY) munis.

Why Consider HY Munis?

HY muni bonds are securities issued by government entities that are rated below investment grade (IG)
or those that have no external credit rating at all. There are multiple reasons why a bond may be
unrated, including that a small issuer may prefer not to pay an agency to obtain a rating. While this is
not necessarily an indication of a riskier investment, it does require a more thorough due diligence
process since the assessment of risk cannot be outsourced to a third party.

This added level of complexity usually results in a higher yield on HY securities which, if chosen well,
can be an attractive addition to a fixed income portfolio. Figure 1, below, illustrates the difference in
yield for HY munis versus the IG muni bond index over the past five years.

On the one hand, this shows the yield pickup that an investor can achieve when looking for
opportunities further down the quality spectrum. On the other hand, the graph shows that even though
yields have begun to decline, they are still attractive when compared with historical levels. It is our view
that the return benefits that flow from these elevated yields can outweigh the risks of increased volatility
associated with lower-rated credits. However, it is crucial to be thorough and prudent when selecting
securities to add into muni bond portfolios.

Figure 1: Yield-to-Worst (YTW) for IG vs HY Muni Bonds
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Source: Bloomberg, Municipal Bond Index and Municipal Bond: High Yield (non-Investment Grade), as of 2/28/25.
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Another potential benefit that comes from adding HY munis to a fixed income portfolio is the element of
diversification. Figure 2 shows which segment of the muni market performed best and which worst in
any given calendar year over the past 10 years. This suggests that a well-diversified portfolio can
achieve greater returns and strong risk adjusted returns over various market cycles.

Figure 2: Annual Returns in the Muni Bond Market by Quality Rating (%)
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Source: Bloomberg, as of 12/31/24.

One might also look more broadly at HY munis, not only within a muni bond portfolio but compared with
taxable corporate debt. While muni issuers historically display more defensive characteristics with
regards to economic cycles—since many operate in essential services sectors such as education,
housing or hospitals—corporate HY issuers have often been involved in more cyclical sectors (such as
consumer goods, communications or energy).

Knowing this, investors may feel compelled to add to their HY muni allocations. We believe that
exposure to this sector can add potential diversification benefits, and that now is an opportune time to
lock in the historically elevated yields. Moreover, the financial market volatility that surrounds the US
Federal Reserve’s monetary policy decisions as well as the first few months of a new US administration
can provide an attractive entry point into the HY muni bond sector.

Credit Fundamentals: A Picture of Stability

The term “high yield” is often associated with low credit quality. However, as we mentioned above, this
is not necessarily the case. In fact, the cumulative default rate among HY muni issuers over the past 10
years stands at 3.97% versus 32.53% for HY corporates.! This points to solid credit fundamentals.
Over the past few years, these have been bolstered by federal COVID aid and the post-pandemic
economic recovery. The high inflation we witnessed was also beneficial for many state and local
governments, as rising prices and wages meant higher sales and income tax receipts. As a result,
reserves (or so-called “rainy-day” funds) increased and remain elevated (as seen in Figure 3),
indicating that issuers have a healthy buffer to help them deal with a potential economic slowdown.

Figure 3: Total State Rainy-Day Fund Balances
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Source: National Association of State Budget Officers (NASBO), Fall Fiscal Survey of States (1989 - 2023) and Spring Fiscal
Survey of States (2024).

A note of caution: While the fundamental backdrop in the muni market is solid, this is a broad
investment landscape with significant complexities. These factors include regional and macroeconomic
issues, understanding the connections between municipal issuers and different government levels, their
revenue and costs, changing demographics, and unique characteristics of each issuer. That is why the
Franklin Templeton Fixed Income Municipal Bond Team employs a large number of experienced
analysts, who are able to take a comprehensive and thorough approach to bottom-up research and
security selection. We believe that this offers us a significant advantage when investing in munis, in
particular lower-rated and HY bonds.

Conclusion

We see some compelling opportunities within the HY muni segment, as the higher interest rates mean
a more attractive income stream, while there is also the potential for capital appreciation if yields
continue to decline. Additionally, HY munis can offer diversification benefits that—if securities are
chosen well—could improve the risk/return profile of a fixed income portfolio.

Nevertheless, as is true for every investment, there are risks and complexities connected with investing
in HY munis, and so we would usually recommend working with an active asset manager in this space.
The experience and depth of resources available to active portfolio managers means that they can
delve deeper into each individual security and find the most interesting opportunities, while constructing
portfolios that suit their client’s needs.
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Important Information

WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. Fixed income securities involve interest
rate, credit, inflation and reinvestment risks, and possible loss of principal. As interest rates rise, the value of fixed
income securities falls. Distributions are not guaranteed and are subject to change. Low-rated, high-yield
bonds are subject to greater price volatility, illiquidity, and possibility of default. Changes in the credit rating of a
bond, or in the credit rating or financial strength of a bond’s issuer, insurer, or guarantor, may affect the bond’s
value. Liquidity risk exists when securities or other investments become more difficult to sell, or are unable to be
sold, at the price at which they have been valued. Derivative instruments can be illiquid, may disproportionately
increase losses, and have a potentially large impact on performance. The manager may consider environmental,
social and governance (ESG) criteria in the research or investment process; however, ESG considerations may
not be a determinative factor in security selection. In addition, the manager may not assess every investment for
ESG criteria, and not every ESG factor may be identified or evaluated. These and other risks are discussed in the
fund’s prospectus.

Indexes are unmanaged and one cannot invest directly in an index. They do not reflect any fees, expenses, or
sales charges. ETFs trade like stocks, fluctuate in market value and may trade at prices above or below their net
asset value. Brokerage commissions and ETF expenses will reduce returns.

The views expressed are those of the investment manager and the comments, opinions and analyses are
rendered as of the publication date and may change without notice. The underlying assumptions and these views
are subject to change based on market and other conditions and may differ from other portfolio managers or of
the firm as a whole. The information provided in this material is not intended as a complete analysis of every
material fact regarding any country, region or market. There is no assurance that any prediction, projection or
forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. Past
performance is not necessarily indicative nor a guarantee of future performance.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own
purposes and may be acted upon in that connection and, as such, is provided to you incidentally. Data from third
party sources may have been used in the preparation of this material and Franklin Templeton ("FT") has not
independently verified, validated or audited such data. Although information has been obtained from sources that
Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information
may be incomplete or condensed and may be subject to change at any time without notice. The mention of any
individual securities should neither constitute nor be construed as a recommendation to purchase, hold or sell any
securities, and the information provided regarding such individual securities (if any) is not a sufficient basis upon
which to make an investment decision. FT accepts no liability whatsoever for any loss arising from use of this
information and reliance upon the comments, opinions and analyses in the material is at the sole discretion of the
user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by
other FT affiliates and/or their distributors as local laws and regulation permits. Please consult your own financial
professional or Franklin Templeton institutional contact for further information on availability of products and
services in your jurisdiction.

Issued in the U.S.: Franklin Resources, Inc. and its subsidiaries offer investment management services through
multiple investment advisers registered with the SEC. Franklin Distributors, LLC and Putnam Retail Management
LP, members FINRA/SIPC, are Franklin Templeton broker/dealers, which provide registered representative
services. Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-
5236, franklintempleton.com

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.
Copyright © 2025 Franklin Templeton. All rights reserved
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