
• As was widely expected, Chairman Powell laid the groundwork 
for a July rate cut in his remarks after June’s Fed meeting, 
stressing the commitment to sustain the economic expansion 
while reiterating that persistent below-target inflation, even 
transitory, could lower long-term inflation expectations. An 
“insurance cut” of 25 basis points at July’s meeting is now 
priced by futures markets. A stronger than anticipated early 
July jobs report somewhat tempered rate cut expectations, 
although we still expect the Fed to respond to a persistent 
inflation undershoot.

• The US budget deficit widened to $739 billion in the first 8 
months of the fiscal year, a 39% increase from the prior year, 
after 2.3% revenue growth failed to keep pace with a 9.3% rise 
in spending. The CBO now projects the federal government will 
hit the debt ceiling in late September or early October.  After 
the government shutdown at the start of the year, we expect 
an equally bruising partisan fight. The markets appear to agree; 
recently Treasury Bills due on October 3rd, roughly the date we 
hit the ceiling, were issued at a premium to maturities 
immediately before or after, suggesting bidders were uneasy 
over possible settlement delays.  While an actual default is 
unlikely, the risks of political brinksmanship compromising 
business confidence and rattling markets is very real.  

• Trade tensions cooled in late June when, after a month of fiery 
rhetoric, Presidents Trump and Xi agreed to a new tariff 
“truce”. Trump hinted he may lift Huawei’s blacklist status, a 
major concession criticized by congressional foes and allies 
alike, while China agreed to step up purchases of American 
farm goods. While we welcome the reduction in hostilities, no 
detail or deadline for talks was provided and existing tariffs 
remain in place. Overall, we believe this latest trade war 
development still leaves the US worse off than where we 
were in December, time of the last truce.

• There is also growing evidence the trade war is having an 
economic impact. US manufacturing confidence remains 
stronger than most of the world, but both continue to weaken 
and global confidence indices are now in contraction.  
Additionally, as we forecast last month, exports and imports 
dropped sharply in April after that month’s activity was front-
loaded in March in advance of tariff increases. This is a primary 
reason why we expect Q2 GDP to significantly drop from Q1.

• And while some commentators downplay the impact of 
already imposed tariffs, we feel they are wrong to do so. In 
2018, total imports from China were $539 billion. $250 billion 
in goods have been subjected to new tariffs, while Trump has 
threatened tariffs on the remaining $300 billion. If 
implemented, essentially all Chinese imports would be subject 
to a 25% tariff, for total duties of $135 billion. This comes to 
about 0.7% of GDP, or roughly a fourth of last quarter’s 
annualized growth rate, a significant impact at a time when 
we already expect GDP growth to decelerate. As it stands, 
tariffs on $250 billion in goods currently in place cost $63 
billion, or roughly 0.3%. 

• On a happier note, while May retail sales of 0.5% missed 
expectations of 0.6%, this was a solid number that followed 
upward March and April revisions, 1.6% to 1.8% in the former 
and a whopping -0.2% to +0.3% in April.  We were watching 
closely for improvement in recently poor retail sales data, 
concerning at a time of growing inventory levels and tariff-
related pressures, and May’s release delivered. While there is 
plenty of evidence of weakness elsewhere, a retail turnaround 
is welcome, as we consider this a precondition for the US 
economy to continue to avoid recession. 
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• The first half of 2019 closed much as it began, with very high 
demand for municipals coupled with constrained supply. Net 
retail fund inflows reached $45.7 billion YTD as of early July, 
the best start to a year since the data began being tracked in 
1992. Playing into a widespread belief that rates are staying 
low and may be trending lower, Long Term funds have 
received the lion’s share of fund inflows, $26.4 billion YTD, 
while Intermediate funds took in $15.8 billion.

• On the supply side, Q2 issuance of $88.7 billion slowed 11% 
relative to the same period of 2018. We do not see supply 
dynamics changing significantly anytime soon, as weekly 
issuance over the remainder of 2019 would have to average 
$6.8 billion just to meet last year’s total of $338 billion.  New 
money issuance is down 3.6% vs. 2018.  Furthermore, JP 
Morgan modified its expected 2019 target for net negative 
issuance to -$78 billion from -$63 billion.  New deals remain 
oversubscribed and we see tight market conditions 
remaining in place.

• Municipal yields ground lower across the curve at the end of 
June with munis following the lead of Treasuries.  2-year muni 
yields fell 24 bps over the course of Q2;  5-years (26 bps), 10-
years (23 bps) and 30-years (29 bps) followed suit.    

• Despite strong performance, municipals underperformed 
Treasuries during Q2, with the 10-year AAA muni/UST ratio 
increasing from 77.2% to 81.5% at the end of June, up from 
early May’s low of 70.9%.  With technicals extremely strong 
and an interest rate cut of 0.25% expected at July’s Fed 
meeting, we anticipate 10-year ratios in the 78-82% range 
for the foreseeable future. 

• Lastly, the muni curve steepened a bit in June as short rates 
dropped after flattening during Q1.  2-10s ended Q2 with a 38 
bps spread, up from a low of 22 bps in mid-May.  We have 
lowered our trading range for the 10Yr UST to 1.70% - 2.20% 
with a bias towards the lower end and see an 
accommodative Fed leading to further modest curve 
steepening. With a lid on interest rates, we are maintaining 
Intermediate portfolio duration at 4.60-4.70 years. 
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• In today’s yield compressed environment, shorter-dated IG 
corporate bonds may offer an attractive after-tax yield 
alternative to similar maturity municipal bonds. Several 
factors (very strong retail demand, favorable technicals, and a 
positive credit environment) have created conditions in which 
high quality muni yields have remained tight for a prolonged 
period.  The 10Yr MMD Municipal curve was yielding only 
1.60% at the end of June, while that same 10Yr maturity on the 
A-rated corporate curve yielded 2.93%.  The tax effected 1.60% 
muni bond (@32%) translates to 2.40%, 53 bps less than the A 
rated corporate bond. For those able to accept modestly 
greater credit risk, adding crossover IG corporate bond 
exposure to a core muni account can be additive, especially 
for investors in mid-tier tax brackets.

Source: MMD and Bloomberg
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An Impetus for Municipal Credit Quality Improvement?

• Although there has been considerable focus on tax-incented 
Opportunity Zone capital investment into property and 
businesses through private Funds, we believe this Federal 
program can also have a positive impact on the broader 
municipal bond market.  

• Increased capital investment within targeted census tracts, of 
which there are 8,700 spanning 3,500 cities and towns, has the 
potential to facilitate economic development, growing tax bases, 
and healthier revenue streams.  Selectivity is critical, as we feel 
jurisdictions with a large number and high concentration of 
Opportunity Zones are best positioned to benefit.  

• To bring potential benefits to our clients, Appleton recently 
created Municipal Opportunity Zone Credit, a liquid, investment 
grade tax-exempt separate account strategy. Security selection 
leverages our longstanding proprietary credit research, as we 
look for issuers that are both creditworthy and possess 
Opportunity Zone-driven credit catalyst potential.

The National Pension Picture Brightens

• State pension funded ratios continue to see positive trends but 
remain below pre-recession levels. According to Wilshire 
Consulting, aggregate state pension funded ratios increased to 
72.2% as of June 30, 2018, up from 70.2% in 2017 and 67.4% in 
2016.  However, funded levels remain below a pre-recession 
average of 95.1% in 2007.  

• What are the risks to the municipal market? In a worse-case 
scenario, pension costs overwhelm other expenses and impacted 
municipalities are forced to choose between its employees and 
pensioners, and bondholders.  Fortunately, most municipalities 
are not in this position and the few that have experienced 
bankruptcies were also impacted by steep declines in the local 
housing market, poor financial management, elevated bond 
debt, or multi-decade declines in demographics.

• Legal protections vary greatly and must be considered in 
assessing pension risks.  For example, Illinois has basically no 
flexibility to reform benefits, while recent cases in Houston and 
Dallas demonstrated how Texas’s constitution offers a much 
greater legal ability to incorporate benefit reforms than most 
other states. 

• Investment assumptions can also vary considerably, thereby 
producing a much different fiscal picture than funding levels 
might suggest.  Two plans with similar funded levels may have 
significantly different discount rates (6.0% vs. 8.0%).

• Pension risks are highly relevant to Appleton’s credit analysis, 
but only tell part of the story.  Poorly funded pensions are a long-
term challenge, although most states and local governments 
have the resources and financial flexibility to manage their 
liabilities.  A bond issuer’s ability and commitment to meet the 
full actuarially determined pension funding requirement over a 
long-term horizon is one of several fiscal and management 
characteristics we assess in evaluating credits.

Source: US Department of the Treasury 

Source: Economic Innovation Group

Largest Urban Opportunity Zone Concentrations

Philadelphia Has a Heavy Concentration of Opportunity Zones

Location
Opportunity 

Zones
Total Census 

Tracts
Concentration 

Level
Macon, GA 15 36 42%
Albany, GA 10 25 40%
San Bernardino, CA 17 56 30%
Columbus, GA 16 53 30%
Baton Rouge, LA 20 67 30%
Fresno, CA 36 126 29%
Dayton, OH 18 64 28%
Augusta-Richmond, GA 13 47 28%
Cleveland, OH 48 176 27%
Oakland, CA 30 113 27%
Birmingham, AL 26 98 27%
St. Louis, MO 27 106 26%
Syracuse, NY 14 56 25%
Hartford, CT 10 40 25%
Detroit, MI 69 296 23%
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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.
Investment process, strategies, philosophies, allocations, performance composition, target characteristics and other parameters are current as of the date
indicated and are subject to change without prior notice. Registration with the SEC should not be construed as an endorsement or an indicator of investment
skill acumenor experience. Investments in securities are not insured,protectedor guaranteed andmay result in loss of incomeand/orprincipal.

PORTFOLIO POSITIONING (As of  6/30/2019)

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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2.85 years 4.65 years 6.20 years 3.89 years 4.11 years

Average Maturity 3.32 years 6.51 years 12.36 years 4.41 years 5.26 years

Yield to Worst 1.33% 1.48% 1.83% 2.26% 1.84%

Current Yield 4.30% 4.15% 4.00% 3.61% 4.09%
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