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Laddering a Portfolio of
Municipal Bonds
In any home construction project, chances are a ladder will be used to
reach a higher point. One ascends the ladder, rung by rung, until the goal
is reached. The concept of the ladder can also apply when constructing a
sound municipal bond portfolio. In this paper, we explain the possible risks,
potential return, and the diversification potential of using a ladder strategy
when investing in bonds.

AN EXAMPLE OF BOND LADDERING

Bond laddering is a
strategy that calls
for maturity
weighting, which
involves dividing
bond investments
among several
different bonds
with increasingly
longer maturities.
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Bond laddering is a strategy that calls for maturity weighting, which involves
dividing bond investments among several different bonds with increasingly
longer maturities. Municipal bond ladders may be constructed to address
both interest rate and reinvestment risk. If interest rates rise, the strategy
calls for reinvestment of the funds from bonds that are maturing at the
bottom of the ladder into bonds earning higher yields, and these are in turn
added to the top of the ladder. If rates fall, this strategy seeks to mitigate
reinvestment risk because longer-dated bonds that are at the top of the
ladder, which presumably were purchased when interest rates were higher,
should be yielding higher returns.1
In its simplest form, the bond ladder may consist of bonds maturing over a
period of years (e.g., two to six years). Exhibit 1 shows a conceptual
example of this construction process using notional USD 10,000 equal
investments in five municipal bonds with sequential year maturity dates.

Over any period of time, interest rates can rise and/or fall. The laddering of an actual portfolio may not necessarily show uniformly
increasing or decreasing interest rates.
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Exhibit 1: Simple Example of a Short-Term Municipal Bond Ladder

Source: S&P Dow Jones Indices LLC. Chart is provided for illustrative purposes.

Investors must
determine how
many rungs their
municipal bond
ladder should have
and the ultimate
height of the
ladder.

Investors must determine how many rungs their municipal bond ladder
should have and the ultimate height of the ladder. The time between
maturities is a variable chosen based on the trade-off between
reinvestment risk and the lack of access to the money invested. If the goal
is to keep the municipal bond ladder in place over time, then as the earliest
bond matures, the ladder strategy replaces it with a bond of equal principal
at the longer end of the maturity ladder (see Exhibit 2).
Exhibit 2: Continuing the Short-Term Municipal Bond Ladder

Source: S&P Dow Jones Indices LLC. Past performance is no guarantee of future results. Chart is
provided for illustrative purposes.

The strategy illustrated in Exhibits 1 and 2 calls for the construction of a
diversified portfolio of bonds from different issuers at each rung of the
ladder.
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BOND LADDERING PORTFOLIO BENEFITS
Laddering a bond portfolio versus investing in a single bond may provide
the following potential benefits.

Laddering a bond
portfolio may
provide many
potential benefits,
compared with
only investing in a
single bond.

 Potentially decreased volatility in the portfolio value as interest rates
change.
 The option to reinvest the principal of the maturing bond into longerdated bonds, which may result in higher yields compared to shorterterm bonds.
 If equal weighted investments are made each year, the laddered
portfolio may provide a higher total return as interest rates change.
 If the portfolio is further diversified by using bonds from different
issuers, regions, and purposes, the laddered portfolio may reduce
default and liquidity risk.
 Income generation if the ladder portfolio is built using bonds that pay
periodic interest or coupons. Advisors have the ability to adjust these
cash flows by choosing municipal bonds with different interest payment
dates.

LADDERING: INDIVIDUAL BONDS VERSUS ETFs
Depending on the size of an individual’s portfolio, investors may consider
using bond funds or ETFs rather than individual bonds. Municipal bond
ladders built with funds or ETFs may offer the following.
 Diversification: Bonds are typically sold in minimum denominations or
multiples of minimum denominations. For corporate bonds and
treasury bonds, minimum denominations are typically USD 1,000. For
municipal bonds, minimum denominations are higher, at USD 5,000.
For investors with smaller portfolios, these relatively high minimum
denominations may limit their ability to diversify. Constructing a bond
ladder via bond funds may mitigate these risks by spreading assets
across multiple securities.
 Lower Trading Costs: Using funds to construct a laddered portfolio
may lower transaction costs because fund managers are better able to
pool capital and purchase bonds in larger lots. Additionally, fund
managers could have better access to dealer inventory and could
perform market surveillance to identify desired bonds.
 Increased Liquidity: Individual bonds trade in the OTC market, and
daily liquidity can vary dramatically by the name of the issuer
(borrower), quality of the bond, and other criteria such as coupon and
maturity. In the event an investor needs to liquidate one or more rungs
of the ladder, an ETF, which trades on an organized exchange, is more
likely to provide better liquidity than an individual bond trading in the
OTC market.
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MATURITY-DATE FUNDS OFFER CUSTOMIZATION AND
POTENTIALLY LOWER TRANSACTION COSTS
Maturity-date bond funds and ETFs provide an easy way to customize a
portfolio while retaining the diversification and liquidity benefits of a fund
structure. Investors can use these funds to target maturities and to build
laddered portfolios in a similar fashion to using individual bonds, which may
suit the needs of investors or institutions looking for large cash flows at
defined dates. For example, parents preparing for their child’s college
education that begins in 2020 could purchase bond funds maturing in 2020
through 2022 in roughly equal investments assuming the cost will increase
each year by roughly the same as the yield of the funds.

Maturity-date bond
funds and ETFs
provide an easy
way to customize a
portfolio while
retaining the
diversification and
liquidity benefits of
a fund structure.

Maturity-date bond funds are also expected to generate lower transaction
costs than traditional bond funds because bonds will usually be held to
maturity, rather than sold once they no longer meet fund criteria. A good
example would be a 7-10 year bond fund versus a fund that matures in
seven years (or eight, nine, or ten years)—for example a 2021 fund. The
portfolios would be similar in 2014, except that the maturity of the former
will be spread over four years versus a maturity of one year for the latter.
However, as time progresses, the 7-10-year fund is forced to sell roughly
25% of its portfolio every year because bonds with seven years to maturity
in 2014 will have maturities of six years in 2015. The 7-10 year fund then
must add new bonds that have now aged and become 10-year bonds,
whereas the 2021 fund will not be forced to sell bonds prior to the target
date because it can theoretically hold the same bonds until maturity.
Turnover will only result from creations and redemptions or from security
selection decisions by the fund manager (the latter will generally be absent
from an index fund). Thus, the expected one-way turnover of the 2021 fund
will be lower by approximately 25% per year than that of the 7-10 year fund.

A TOOL FOR BENCHMARKING MUNICIPAL BOND LADDERS
To assist in evaluating decisions related to laddering municipal bond
portfolios, S&P Dow Jones Indices publishes a detailed set of data about
the municipal bond market: the S&P AMT-Free Municipal Series Indices
(see Exhibit 3).
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Exhibit 3: Characteristics of the S&P AMT-Free Municipal Series
INDEX NAME

The S&P AMTFree Municipal
Series Indices
were built with
municipal bond
constituents that
are investment
grade, have a
minimum par
amount of USD 2
million, and meet
bond selection
criteria designed to
avoid provisions
affecting cash
flows.

WEIGHTED
AVERAGE
COUPON

WEIGHTED
AVERAGE
PRICE

WEIGHTED
YEARS TO
MATURITY

WEIGHTED
AVERAGE
YIELD-TOMATURITY

WEIGHTED
AVERAGE
YIELD-TOWORST

S&P AMT-Free
Municipal Series
4.43
104.13
1.04
0.43
0.43
2015 Index
S&P AMT-Free
Municipal Series
4.47
107.31
2.04
0.84
0.84
2016 Index
S&P AMT-Free
Municipal Series
4.56
110.14
3.03
1.14
1.14
2017 Index
S&P AMT-Free
Municipal Series
4.59
112.55
4.59
1.37
1.37
2018 Index
S&P AMT-Free
Municipal Series
4.54
113.82
5.04
1.67
1.67
2019 Index
S&P AMT-Free
Municipal Series
4.50
114.57
6.04
1.92
1.92
2020 Index
S&P AMT-Free
Municipal Series
4.62
115.87
7.05
2.19
2.19
2021 Index
S&P AMT-Free
Municipal Series
4.65
116.50
8.05
2.37
2.37
2022 Index
S&P AMT-Free
Municipal Series
4.61
116.56
9.05
2.53
2.53
2023 Index
S&P AMT-Free
Municipal Series
4.43
104.13
1.04
0.43
0.43
2024 Index
Source: S&P Dow Jones Indices LLC. Data as of June 30, 2015. Past performance is no guarantee of
future results. Table is provided for illustrative purposes.

The S&P AMT-Free Municipal Series Indices were designed to be
replicable. This index series was built with municipal bond constituents that
are investment grade, have a minimum par amount of USD 2 million, and
meet bond selection criteria designed to avoid provisions affecting cash
flows. Data on these indices is updated daily and is available for advisors
to download at www.spdji.com.
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GENERAL DISCLAIMER
Copyright © 2016 by S&P Dow Jones Indices LLC, a part of S&P Global. All rights reserved. Standard & Poor’s ®, S&P 500 ® and S&P ® are
registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of S&P Global. Dow Jones ® is a registered
trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed to S&P Dow Jones Indices LLC.
Redistribution, reproduction and/or photocopying in whole or in part are prohibited without written permission. This document does not
constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC, Dow Jones, S&P or their respective affiliates (collectively
“S&P Dow Jones Indices”) do not have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not
tailored to the needs of any person, entity or group of persons. S&P Dow Jones Indices receives compensation in connection with licensing its
indices to third parties. Past performance of an index is not a guarantee of future results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment
vehicle that is offered by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones
Indices makes no assurance that investment products based on the index will accurately track index performance or provide positive
investment returns. S&P Dow Jones Indices LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation
regarding the advisability of investing in any such investment fund or other investment vehicle. A decision to invest in any such investment
fund or other investment vehicle should not be made in reliance on any of the statements set forth in this document. Prospective investors are
advised to make an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the investment fund or
other vehicle. Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security,
nor is it considered to be investment advice.
These materials have been prepared solely for informational purposes based upon information generally available to the public and from
sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data,
research, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be modified, reverseengineered, reproduced or distributed in any form or by any means, or stored in a database or retrieval system, without the prior written
permission of S&P Dow Jones Indices. The Content shall not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and
its third-party data providers and licensors (collectively “S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness,
timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the
cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES
INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE
WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any
direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses
(including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the
possibility of such damages.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not available
to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain non-public
information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.
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