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• October proved to be volatile in the Treasury markets, with 
the 10Yr spiking early in the month after steady, gradual 
increases in September. Yields peaked at an October 5th

closing high of 3.23% before retracing to 3.08% at month end, 
only 3bps higher than September’s close.  The market initially 
reacted to Fed Chairman Powell’s observation that short term 
rates were “nowhere close to normal.” However, the timing of 
the move also aligns closely with the expiration of a tax break 
for corporations buying bonds to fund pensions, 
implementation of $200B in additional Chinese tariffs, and the 
Fed’s increasing its monthly balance sheet runoff a further 
$10B to $50B. The move spooked equity markets; while they 
recovered somewhat in the final days of the month, October 
proved to be the S&P 500’s worst month since 2011, briefly 
dipping into correction territory. 

• While the annual inflation rate remains at or near Fed 
targets, monthly observations continue to weaken. CPI 
missed expectations in September, and while PPI returned to a 
monthly 0.2% pace after a flat reading in August, this wasn’t 
enough to stop the annual headline reading from dropping 
two tenths of a point. Meanwhile, Core PCE inflation, the Fed’s 
preferred measure, technically beat the consensus forecast of 
0.1%, but taken out to an additional decimal place the 
reported 0.2% was only actually 0.15%. While the trailing 12-
month inflation number gradually strengthened to the Fed’s 
2% target in 2018, we note a recent decelerating trend in 
monthly readings.  To remain at an annual rate of 2.0%, Core 
PCE will need to come in at 0.29% or higher in November, 
which would be the highest reading since January 2012. A 
miss in the annual rate could slow the pace of Fed rate hikes.

• As expected, GDP growth cooled in Q3, but at 3.5% it still 
slightly exceeded market expectations and came in at the 
very top of our anticipated range. Evidence of strong 
consumer spending and the need to replenish depleted 
inventories we had noted in previous commentaries was 
confirmed through a 4.0% acceleration in consumption and a 
2.1% contribution to GDP from change in inventories. The 
previously discussed inflation slowdown was also evident, with 
the PCE deflator dropping to 1.6%, headline and core. Trade, 
meanwhile, was a strong detractor, taking nearly 1.8% from 
GDP, the largest negative impact in 33 years, as tariffs began 
to show their teeth.

• As America goes to the polls on Tuesday, November 6th, the 
Democrats are widely expected to regain control of the House, 
while the Republicans are expected to maintain or expand 
their hold on the Senate. Election forecaster FiveThirtyEight 
projects the Democrats have a roughly 7-in-8 chance of 
winning the House, while the Republicans have a 4-in-5 
chance of winning the Senate, though they note an upset in 
either chamber is roughly as likely as any random day of the 
week being Tuesday and should not be ruled out. Over the 
long term, political gridlock will likely be detrimental, 
particularly with an annual budget deficit approaching $1 
trillion, but in the short run a deadlocked Congress may be 
positive for the economy as it takes some political risk off the 
table. 

Q3 GDP Contribution to % Change



• October began on solid footing, and Investment Grade credit 
spreads held tight as the market strengthened to levels that 
had not been touched since April of this year.  On October 2nd, 
Comcast brought the second largest deal of the year and the 
fourth largest deal in IG history. Comcast’s $27 billion offering, 
which was slated to fund its Sky PLC acquisition, was well 
received and priced higher than initially thought. The relatively 
easy digestion of the deal was no surprise given strong demand 
and appetite for yield at the time. This too was the case for 
High Yield credit, as spreads in that market had not been as 
rich since July of 2007.  A strong appetite for yield, a 
willingness to stretch for lower quality to obtain it, along 
with minimal new supply, contributed to solid high yield 
returns over the first 10 months of the year. 

• This strong footing rapidly changed, becoming much more 
unstable as a “risk-off” sentiment began to materialize.  Stock 
market volatility, heightened global macro risks, and a flight to 
safety characterized the last seven trading days, resulting in 
the worst performing October since the dismal days of 2008.  
As we have long emphasized, a flight to quality can happen 
very quickly, and the lower the credit quality the more rapidly 
this tends to occur. As the accompanying chart reveals, it took 
just 19 trading days to go from the low to high in High Yield 
spreads for the year, and the 22% change in spreads caught 
many investors off guard. However, the change in Investment 

Grade spreads was much more subdued. This recent shift 
highlights our preference for high quality investment grade 
credit, as we believe remaining “up in quality” is prudent, 
particularly as investors navigate global uncertainty, volatility, 
and rate shifts. 
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MUNICIPAL MARKETS

TAXABLE MARKETS

Source: Bloomberg
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• Yields on the municipal curve moved higher during October, 
although slightly outperforming Treasuries, with the 10Yr 
ending at 2.70%.  Upward pressure on longer maturities 
resulted in modest steepening, as the 2-10 Yr spread now 
stands at 65 bps, up from 61 bps at the end of Q3.  

• Municipal mutual funds have experienced significant 
outflows over the past 6 weeks in the face of interest rate 
pressures and Fed speculation, bringing YTD net flows down to 
$6.9 billion from August’s high of $11.2 billion. However, this 
may not persist longer term as higher yields create more 
attractive income streams. We may also see increased foreign 
investment in munis, specifically originating from countries still 
experiencing very low sovereign debt yields.  Foreign investors 
are attracted to the muni asset class for yield, diversification 
and low historical default rates. While these investors 
generally prefer taxable munis, tax-exempts are a viable 
alternative when the supply of taxable issues is limited.  

• YTD issuance of $288.1 billion through the end of October is 
down 13.6% compared to the same period of 2017. And 
supply is expected to remain constrained, with 30-day visible 
sitting at just $5.6 billion as we approach shortened trading 
weeks due to the Midterm elections, Veterans Day and 

Thanksgiving. Tax loss harvesting accounts for a greater 
percentage of trading volume as year-end draws closer. While 
this environment creates trading challenges, we continue to 
look for opportunities to optimally position client portfolios.  
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A recent article in the WSJ resurrected the well chronicled 2010 

claim by a bank analyst that the municipal market would 

experience “hundreds of billions of dollars of defaults.”  The 

Journal emphasized that the dramatic call was not incorrect, just 

early, and that municipal bond investors “should heed warning.” 

We disagree and believe the municipal market continues to offer 

investors a relatively safe and stable haven within a diversified 

portfolio, particularly when backed by professional research and 

portfolio management.  And while pockets of stress are certainly 

evident, and risk factors such as pension funding are of concern, in 

our opinion, overall municipal credit remains strong.  Our view is 

supported by several important metrics.

Prolonged recovery has created consistent revenue growth

• State and local tax revenues grew in 32 of 35 quarters from Q3 

2009 through Q2 2018, reflecting a prolonged, economic 

recovery.

Reserves have been rebuilt
• Many states have capitalized on better times to prudently 

rebuild their reserves.  According to Pew Charitable Trusts, 
states’ “Rainy Day Funds” reached 5.5% of expenditures in 
fiscal 2018, versus a pre-recession peak of 4.6%.

Debt burdens have been reduced
• Deleveraging and reluctance to expand balance sheets has 

been evident, as increased tax revenue has facilitated a 
reduction in debt burdens.  Median state debt as a percentage 
of GDP is now 2.05%, below the pre-recession peak of 2.18%.

Municipal distress remains rare
• The municipal market is not immune from credit crisis, and 

defaults such as those of Detroit and Puerto Rico are 
understandably highly publicized.  Nonetheless, cumulative 
defaults are rare and far below the rate experienced in the 
corporate markets.

Source: Pew Charitable Trusts

Source: Moody's Investors Service, "US Municipal Bond Defaults and Recoveries, 1970-2017”

Will California Stay on Fiscal Path Under New Governor?

Californians headed to the polls on November 6th to decide the State’s next governor. All signs point to Democrat Gavin Newsom taking 

the reins from Jerry Brown.  Although Newsom has not addressed fiscal and tax issues in detail, his platform includes several new 

and/or expanded programs that will require funding if adopted. The next governor will take the seat at a time in which California is 

arguably in the best fiscal shape it has been in over a decade. An initial proposed budget in January 2019 will offer a view of priorities. 

Our credit analysis continues to emphasize significant strides California has made over the last few years, although we are cognizant of 

uncertainty associated with a volatile revenue base, an upcoming change in leadership, and the need for legislative approval of many 

fiscal initiatives. With the nation likely in the late stages of an extended economic recovery, credit vigilance remains warranted.

Source: Moody’s Investors Service
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This commentary reflects the opinions of Appleton Partners based on information that we believe to be reliable. It is intended for informational purposes only, and not to suggest any specific performance or
results, nor should it be considered investment, financial, tax or other professional advice. It is not an offer or solicitation. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. While the Adviser believes the outside data sources cited to be credible, it has not independently
verified the correctness of any of their inputs or calculations and, therefore, does not warranty the accuracy of any third-party sources or information. Specific securities identified and described may or may not
be held in portfolios managed by the Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that investments in the securities
identified and discussed are, were or will be profitable. Any securities identified were selected for illustrative purposes only, as a vehicle for demonstrating investment analysis and decision making.
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Short
Municipal

Intermediate
Municipal

Long Duration 
Municipal

Taxable Fixed 
Income

Strategic Muni
Crossover

Average Modified
Duration

2.88 years 4.63 years 6.08 years 3.94 years 4.09 years

Average Maturity 3.26 years 6.36 years 11.77 years 4.47 years 5.22 years

Yield to Worst 2.21% 2.50% 2.91% 3.47% 2.97%

Current Yield 4.39% 4.36% 4.30% 3.87% 4.32%

Average Quality AA+ AA AA AA- AA-

PORTFOLIO POSITIONING (As of  10/31/2018)

STRATEGY OVERVIEW

OUR PHILOSOPHY AND PROCESS

• Our objective is to preserve and grow your clients’ capital in a tax efficient manner. 

• Dynamic active management and an emphasis on liquidity affords us the flexibility to react to changes in the credit, interest rate 
and yield curve environments.

• Dissecting the yield curve to target maturity exposure can help us capture value and capitalize on market inefficiencies as rate
cycles change. 

• Customized separate accounts are structured to meet your clients’ evolving tax, liquidity, risk tolerance and 
other unique needs.

• Intense credit research is applied within the liquid, high investment grade universe. 

• Extensive fundamental, technical and economic analysis is utilized in making investment decisions. 
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Source: Investortools Perform, Appleton Partners, Inc.
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