Municipal Fixed Income
Quarterly Market Commentary

First Quarter 2019

Key Themes
• The S&P Municipal Bond Index generated a 2.76% return for the 1st quarter of 2019. The municipal market outperformed the broad
U.S. Treasury market index and underperformed the corporate bond index for the period.
• Impressive performance in the quarter benefited from declining yields across the curve. Rate movement corresponded with
stronger returns for longer-duration portfolios.
• The slope of the yield curve flattened, as the 30-year rate declined more than the 2-year rate from the end of 2018.
• New issuance in the quarter was up 14.4% from the prior year. Credit spreads narrowed markedly in the ‘A’ and ‘BBB’ categories.

Municipal Market Review

S&P Municipal Bond Index Returns 1Q19
YTD Total
TABLE 1
The municipal market showed impressive
Index
Total Return Price Return Interest Return Return 2019
performance in the first quarter,
Main
2.76%
2.12%
0.64%
2.76%
generating a return of 2.76% (Table 1).
The market sprinted to the finish line,
Intermediate
2.74%
2.16%
0.58%
2.74%
with approximately one-third of the total
return generated in the last two weeks
Short-Intermediate
1.84%
1.35%
0.49%
1.84%
of March. Municipal yields declined
throughout the quarter and accelerated
Short
1.11%
0.66%
0.45%
1.11%
downward after the March 20 Federal
Open Market Committee (FOMC) meeting. Source: S&P Dow Jones Indices, LLC
The relative strength in the muni market,
Municipal Yield Curve Slope
TABLE 2
driven largely by supply and demand factors, further supplemented price
performance. The municipal yield curve flattened, as measured from the 2- and
12/31/18
3/29/19
30 year rates (Table 2). The municipal 2-year rate declined by 29 basis points
2-year rate
1.78%
1.49%
(bps) and the 30-year rate declined by a strong 42 bps in the quarter, resulting
in the curve flattening.
30-year rate
3.02%
2.60%
The flattening of the curve in the first quarter was observable in the return
differentials, with longer-term bonds outpacing shorter ones. Rates declined
significantly across the term structure (Table 3). Consequently, portfolios
biased toward greater interest-rate sensitivity easily outperformed those
carrying shorter durations. Yield ratios
TABLE 3
of 10-year AAA municipals relative to
US Treasuries moved sharply lower in
Date
SIFMA
the quarter to 0.77 from 0.85, driven
12/31/18
1.71%
by strong technical factors within the
municipal market (Table 4). At the
3/29/19
1.50%
current ratio, municipals are the richest
they have been to Treasuries since 2010.
Quarterly change
-0.21%

Slope

1.24%

1.11%

Source: Thomson Reuters TM3-MMD
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After four policy rate moves in 2018, the
Source: Thomson Reuters TM3-MMD, Bloomberg
FOMC has declined to take action on
rates at two meetings thus far in 2019.
TABLE 4 Municipal-to-Treasury Yield Ratios
The policy rate remains at a target of 2.25% to 2.50%. Following its March 20
10-year Ratios
meeting, the FOMC softened its stance on economic growth prospects. The
market has followed suit and begun to contemplate the potential of current
12/31/18
0.85
target rates at the cyclical peak. The market has begun pricing in probabilities
of rate cuts in 2019. Despite a neutral stance from the FOMC, municipal short3/29/19
0.77
term rates, as represented by the SIFMA Municipal Swap Index Yield (SIFMA),
Source: Thomson Reuters TM3-MMD
displayed volatility through the quarter ranging from 1.28% on January 16 to
1.74% on February 27. SIFMA finished the quarter at 1.50%.
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TABLE 6
Supply ($millions)

2018

2019

% YOY

QTD

$65,564

$75,027

14.4%

YTD

$65,564

$75,027

14.4%

Source: Bond Buyer; Thompson Reuters

TABLE 7
Monthly and YTD Muni Supply ($ billions)
$80
$70
$60
$50
$40
$30
$20
$10
$0

pnccapitaladvisors.com

Ja

ar
ch

Fe
b

M

ru
ar
y

ar
y

$50
$45
$40
$35
$30
$25
$20
$15
$10
$5
$0

Municipal Credit Review
Municipal credit performance added to returns in the
first quarter. Relatively positive news from Puerto
Rico’s restructuring spurred confidence among
investors in lower quality debt. The rising tide from
Puerto Rico, combined with a very favorable technical
environment, and a pivot towards accommodative
monetary policy by the FOMC also brought a stronger
bid to investment grade bonds. Ten-year credit risk
premiums for A-rated bonds responded particularly
well, with spreads narrowing 11bps to end at 36bps
above the AAA rate. Likewise, BBB-rated bonds
narrowed 8bps, to close the quarter at a spread of
75 bps (Table 8).
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Issuance activity in the first quarter of the year
accelerated by 14.4%, or $9.4 billion, compared to
a historically weak first quarter in 2018 when the
market was digesting the implementation of the
Tax Cuts and Jobs Act (TCJA). Total volume for first
quarter 2019 was $75.0 billion, compared to $65.6
billion in the prior year (Table 6). Issuance in January,
February, and March totaled $24.7 billion, $26.1
billion, and $24.3 billion respectively. Specifically,
January and February saw issuance increase by
14.7% and 45.2%, respectively, while March saw a
slight decline of 7.0% from a year prior (Table 7).
As issuers have familiarized themselves with the
TCJA, the amount of refunding deals in the first
quarter increased by 40.0%, or $3.5 billion, to
$12.2 billion compared to the first quarter of the
law’s implementation. The increase in refunding
deals roughly matched the 56.7%, or $2.8 billion,
year-over-year increase in taxable deals brought to
market during the quarter. Issuance from the nation’s
largest borrowers, California, New York, and Texas,
increased 55.6%, 2.0%, and 29.7%, respectively, in
the first quarter of 2019 from a year prior.

TABLE 5
2019 YTD Mutual Fund Weekly Net New Cash Flows - Municipals

Millions (USD)

During the first quarter, municipal bond mutual
funds experienced the strongest net inflows since
such collection began in 1992. Through March 27,
municipal bond mutual funds received $25.7 billion
worth of net inflows, averaging roughly $1.98 billion
per week. Weekly inflows were greater than
$2.0 billion for over half of the quarter and peaked
at $3.3 billion during the first week of February
(Table 5). Some have attributed the surge in inflows
to certain high rate taxpayers seeking substitutions
for the newly curtailed state and local tax (SALT)
deduction. The unprecedented strength of inflows
contributed to the aforementioned relative
outperformance of the municipal market thus
far in 2019.

— 2018

— 2019

— 2018 YTD

— 2019 YTD

Source: Bond Buyer; Thompson Reuters

TABLE 8
Date

10-Year Municipal Credit Spreads
AA

A

BBB

12/31/18

16 bps

47 bps

83 bps

3/29/19

12 bps

36 bps

75 bps

-4

-11

-8

Quarterly change

Source: Thomson Reuters TM3-MMD
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Notable Credit Events in the Quarter
On February 4, Judge Laura Swain approved the negotiated settlement concerning $17 billion in Puerto Rico Sales Tax Financing
Corporation (better known as COFINA) debt. Per the settlement, COFINA bondholders will receive 53% of future sales tax
revenues with the balance flowing directly to the Commonwealth. Prior to the settlement, COFINA bondholders received 100% of
Commonwealth sales tax revenues until annual debt service was accumulated. The settlement was achieved via a debt exchange
where Senior bondholders received new COFINA securities representing 93% of their original holdings while Subordinate
bondholders received new securities approximating 56% of their prior positions.
Despite the failed Amazon headquarters deal, the City of New York garnered an upgrade in March from Moody’s to just a notch
below Aaa. As a rationale for the upgrade to Aa1, the rating agency cited the city’s “continued strengthening and diversification”
of its economy, coupled with a “young and highly skilled labor pool”, among other factors. Going forward, city officials will be
challenged to maintain budgetary balance as a slowing economy and rising fixed costs pressure the city’s finances.
In March, New Jersey Governor released his Fiscal Year 2020 state budget proposal. Through new tax revenues, departmental
spending cuts and changes to public employee health care plans, the budget proposal forecasts an increase in the balance of the
rainy day fund to over $1 billion. The largest source of revenue is $450 million expected from extending the millionaire’s tax of
10.75% to incomes over $1 million. Almost $600 million of the planned $1 billion increase in spending is expected to come from an
increase in pension contributions to $3.8 billion, reflecting 70% of the Annual Required Contribution.

Looking Ahead
After a strong fourth quarter of 2018, the municipal market followed with an encore performance in the first quarter. Accordingly,
total returns favored longer-duration and lower credit quality portfolios. The Fed softened its stance on the economy in the first
leg of 2019, which may portend economic weakness and the possibility of rate cuts as the year proceeds. While the total return
backdrop appears favorable for the municipal sector for the remainder of the year, we would not be surprised if returns were flat
to negative for 2Q19. Interest rates have declined significantly and may settle in current levels or even meander higher over the
next few months. The current relative richness of municipals will impact the calculus for tax-sensitive buyers and could dampen
investor demand for tax exempt bonds which could push relative yield valuations higher. Municipal credit performance added to
positive returns in the quarter but that performance pushes already-stretched credit valuations even higher. In short, much of the
performance for the year could have already occurred during the first quarter and positive returns for 2Q19 could be challenged.

If you have questions regarding this commentary, please contact Jamie Horn, Client Portfolio Manager, at
Jamie.Horn@pnc.com or 215-585-5552.
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Key Definitions
Slope: an increase in slope yield indicates that the economy may be functioning normally, that yields rise as maturity
lengthens.
Basis point (bps):1 bps (basis point) is equal to 0.01%.
Indexes
The S&P Municipal Bond Index is a broad, market value-weighted index that seeks to measure the performance of the U.S.
municipal bond market. The index includes bonds of all quality—from “AAA” to non-rated, including defaulted bonds — from
all sectors of the municipal bond market.
The SIFMA Municipal Swap Index is a 7-day high-grade market index comprised of tax-exempt VRDOs reset rates that are
reported to the Municipal Securities Rule Making Board’s (MSRB’s) SHORT reporting system. The index is calculated on an
actual/actual basis and is published every Wednesday.
Indexes are unmanaged and not available for direct investment.
Important Disclosures
This publication is for informational purposes only. Information contained herein is believed to be accurate, but has not
been verified and cannot be guaranteed. Opinions represented are not intended as an offer or solicitation with respect to the
purchase or sale of any security and are subject to change without notice. Statements in this material should not be considered
investment advice or a forecast or guarantee of future results. To the extent specific securities are referenced herein, they have
been selected by the author on an objective basis to illustrate the views expressed in the commentary. Such references do not
include all material information about such securities, including risks, and are not intended to be recommendations to take
any action with respect to such securities. The securities identified do not represent all of the securities purchased, sold or
recommended and it should not be assumed that any listed securities were or will prove to be profitable. Past performance is
no guarantee of future results.
PNC Capital Advisors, LLC claims compliance with the Global Investment Performance Standards (GIPS®). To receive a list of
composite descriptions of PNC Capital Advisors, LLC and/or a presentation that complies with the GIPS® standards, please
send an email to Compliance at pcacompliancegroup@pnc.com.
PNC Capital Advisors, LLC is an SEC-registered investment adviser, offering an array of investment strategies. PNC Capital Advisors,
LLC is a 100% owned subsidiary of PNC Bank, N.A. and an indirect subsidiary of The PNC Financial Services Group, Inc. PNC Capital
Advisors’ strategies and the investment risks and fees associated with each strategy can be found within Part 2A of the firm’s Form ADV,
which is available at https://pnccapitaladvisors.com.
PNC Capital Advisors, LLC serves as investment adviser and co-administrator to PNC Funds and received fees for its services.
PNC Funds are distributed by PNC Funds Distributor, LLC, which is not affiliated with the adviser and is not a bank. PNC Funds
Distributor, LLC is a registered broker-dealer and a member of the Financial Industry Regulatory Authority, Inc. (“FINRA”).
Mutual Fund investing involves risk including loss of principal. Economic or political changes may impact the ability of municipal
issuers to repay principal and interest payments on securities of the Fund, which may adversely impact the Fund’s shares. The
value of debt securities may be affected by the ability of issuers to make principal and interest payments and even the possibility
that the issuer will default completely. Although U.S. government securities are considered to be among the safest investments,
they are not guaranteed against price movements due to changing interest rates. Interest-rate risk is the possibility that yield will
decline due to falling interest rates and the potential for bond prices to fall as interest rates rise.
International investments are subject to special risks not ordinarily associated with domestic investments, including currency
fluctuations, economic and political change, and differing accounting standards that may adversely affect portfolio securities.
All graphs reflect data, as of 3/31/19, unless otherwise listed.
Before investing in any mutual fund, you should consider the investment objectives, risks, charges and expenses carefully before
investing. A prospectus or summary prospectus with this and other information for PNC Funds may be obtained at 1-800-622-FUND
(3863) or www.pncfunds.com. Please read it carefully before investing.
©The PNC Financial Services Group, Inc. All rights reserved.
INVESTMENTS: NOT FDIC INSURED - NO BANK OR FEDERAL GOVERNMENT GUARANTEE – MAY LOSE VALUE
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