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First Quarter 2016
“It’s basically been a perfect storm, in a positive way, for munis.”
Glenn Williams, A.H. Williams & Co.

Municipal bonds rallied for the ®rst quarter of 2016, an encouraging start to the new year, building oV last
year’s market-leading performance. Yields modestly declined along the intermediate part of the curve. The
largest decline came at the longer end of the curve, where the average decline in the 20-to-30 year range was 30
basis points. Similar to the fourth quarter of 2015, the municipal yield curve underwent a bullish ¯a ening.
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As you might recall, municipals were the best-performing ®xed income asset class in 2015, returning 3.3
percent according to the Barclays Municipal Index. Demand for high-quality income-producing assets should hold
steady in 2016, providing a posi ve backdrop for municipal bond prices. Construc ve technicals (low supply/high
demand) have been the trend in the municipal market, as there have been ®ve consecu ve years of net nega ve
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issuance, meaning more bonds were taken out of the market through calls and redemp ons than were added
through the sale of new bonds. Many municipali es have taken advantage of historically low interest rates to
re®nance outstanding debt, reducing interest payments and strengthening their ®scal health. The new supply that
has come to market has typically been mul ple mes oversubscribed, indica ng strong ongoing investor demand.
Creditworthiness among state and local issuers of municipal debt has con nued on a path of steady improvement.
Housing stabiliza on has helped local issuers by increasing property tax collec ons. Balance sheets are largely
improved as issuers have deleveraged, added jobs and avoided taking on more debt. Tax revenues have
rebounded to pre-recession levels, and state and local governments recently made their greatest contribu on to
America’s Gross Domes c Product (GDP) since 2009. While the global ®nancial markets have had their share of
vola lity this past quarter, municipal bonds have remained rela vely non-correlated to the turbulence aZic ng
nearly every other investment category. Municipal debt’s rela ve strength and resiliency is a byproduct of a
vola le stock market, ght supply of muni bond issuance, stable interest-rate environment and low in¯a on. Mark
Paris, head of municipal por olio management at Invesco, notes that, “This isn’t just about their tax-exempt
status; muni bonds are exemplifying good correla on to the tribula ons of equi es and the corporate bond
markets. Part of that low correla on is because muni bonds are, for the most part, not associated with the
problems of lower oil prices.” Addi onally, in this New Normal economic landscape, with rates forecast to remain
lower for longer and rise only gradually if at all, investors should expect to receive more of their total return from
income. Municipals should deliver on that expecta on with an a rac ve tax-e cient income component. Looking
back at recent history, municipal bonds have been one of the best performing asset classes two years in a row, as
you can see in Figure 2.
A possible driver of municipal bond prices for the rest of 2016 will be the words and ac ons of the Federal
Reserve. In mid-March, as many in the market expected, the Federal Open Market Commi ee (FOMC) kept the
target range for the benchmark federal funds rate unchanged at 0.25 percent to 0.50 percent. Signi®cantly, the
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median of the central bankers’ updated

Fig 2

quarterly projec ons saw the fed funds
rate at 0.875 percent at the end of 2016,
implying just two quarter-point increases
this year, down from the four increases
forecasted back in December. Whatever
the number of rate hikes in 2016 ends up
being, you s ll have a fed funds rate in the
area of one percent. That is not hawkish
monetary policy, and certainly not enough
to push long-term rates higher. Fed Chair Janet Yellen stressed that “the federal funds rate is likely to remain, for
some me, below levels that are expected to prevail in the longer run.” The FOMC statement said that investments
by businesses and exports “have been so ” and that in¯a on remained below the central bank’s desired 2 percent
target. It also referenced “global economic and ®nancial developments that con nue to pose risks.” Most analysts
viewed the Fed’s statement as dovish, as weaker-than-forecast global growth has muddled the U.S. outlook and
led investors to expect a slower pace of ghtening since the Fed raised rates last December for the ®rst me in
almost a decade. The stability of municipal bond yields this past quarter following the Fed rate hike in December,
echoes past history that has shown municipal yields typically have not been highly sensi ve to fed funds moves.
Looking back at ®ve periods between 1983 and 2006 when the Fed raised the funds rate, the change in high-grade
municipal yields was comparably much less than the change in taxable bonds. We recommend municipals for their
defensive characteris cs and usefulness in an environment in which total return is likely to come more from
coupon and less from price performance. Investment grade municipal debt is simply a conserva ve, low-vola lity
source of income with an a rac ve taxable equivalent yield, par cularly for intermediate to long maturi es.
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In the past few years a consistent theme that has underscored the appeal of municipal bonds has been
their very a rac ve rela ve value compared to Treasuries. At the end of the ®rst quarter, the rela ve value of
municipals, as measured by the ra o of municipal yields to Treasury yields, hovered at historically high levels. For
example, the rela ve value ra o of a 15-year municipal bond versus a 15-year Treasury bond was at 131 percent,
signi®cantly higher than its long-term average of 90 percent. Figure 3 highlights the rela ve value advantage of
municipals. The advantage is especially apparent when a 43.4% tax rate is factored in. Investors some mes focus
just on nominal yields in the determina on of value and neglect to consider the real value inherent in municipal
bonds, their tax exemp on.
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municipal o cials challenging bank regulators’ skep cism toward municipal debt. There is a current bipar san

eVort in advancing legisla on to mandate regulators to include municipal securi es among the rule’s de®ni on of
HQLA, a category that currently includes cash, Treasury bonds, and government agency debt like Fannie Mae and
Freddie Mac. Senator Mark Warner of

irginia argued, “We shouldn’t make it more expensive for local

governments to ®nance essen al investments such as school and road construc on by making it harder to access
capital markets.” He added that the Senate bill’s provisions would be tailored to “appropriately address ®nancial
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stability concerns while preserving states and municipali es’ access to bond markets.” The largest U.S. banks
account for about thirteen percent of the $3.7 trillion municipal bond market, making them the third-largest
holder a er households and mutual funds. In early April, the Federal Reserve released ®nal rule changes to treat
more municipal securi es as HQLA. Analysts viewed the inclusion of munis as HQLA as underscoring the
importance of the municipal bond market. Jus n Hoogendoorn of Piper JaVray said, “The main point is that the
regulators are viewing these securi es as an important and acceptable component of the balance sheet.”
Along with Puerto Rico, Chicago has remained in the headlines this past quarter. Unfunded pension
liabili es are weighing heavily on the long-term ®scal health of certain locales like the Windy City. This greater
dispersion in municipal credit quality illustrates the importance of forward-looking credit research provided by
an experienced ac ve management team. In late March, the Illinois Supreme Court voided the legisla on that
would have allowed the city to overhaul two pension funds. The overhaul, which would have increased employer

and employee contribu ons and cut bene®ts, was signed into law by former Governor Pat Quinn in 2014. In a big
setback for Chicago, the ruling made clear that the city bears responsibility to fund the promised pension bene®ts,
even if the pension funds become insolvent. In the long run, the city must now come up with a plan to save the
funds which are again headed toward insolvency within the next decade. Analysts are watching closely because
setbacks in tackling the city’s $20 billion in unfunded pension liabili es could further dent its troubled credit
ra ng. The ®rst ra ng fallout from the court’s ruling came from Fitch. It downgraded $9.8 billion of General
Obliga on (GO) bonds and $486 million of sales tax-backed bonds from BBB-plus to BBB-minus, the lowest rung

on the investment grade scale, perilously close to junk status. The city is in a league of its own in terms of its debt
and pension costs. The combined cost to service both consumed 45 percent of ®scal 2013 governmental revenue.
The next closest city is San Jose at 28 percent. Many municipal analysts expect that the city will a empt to solve
its unfunded pension liabili es problem and high debt burden by increasing residents’ property taxes. However,
elected Chicago o cials have been unwilling to raise property taxes for nearly a decade. Bo om line, some tough
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and unpopular decisions are going to have to be made. Our view remains that Chicago and Puerto Rico are
isolated cases and are not at all indica ve of the vast, uniquely fragmented, and largely healthy municipal market.
Redstone Advisors, with our 25+ years of municipal bond experience, believe we are uniquely quali®ed to
pursue our two primary investment objec ves of wealth preserva on and building par value by ac vely managing

municipal bond por olios for our clients. We believe the increased a er-tax bene®t of municipal bonds will be
very welcoming in the current climate of high federal tax rates. As tax season is upon us, recall that a recent
Internal Revenue Service report found that the majority of individuals who earned at least $200,000 and did not
pay any federal taxes cited tax-exempt interest as the most important reason why. One should not
underes mate the power of a strong tax advantage, and that is one reason we recommend investors look to
municipal bonds for their a rac ve rela ve value and reliable high quality income stream.
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