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To quench their thirst for yield and position for a rally they believe will occur
in the fourth quarter, municipal portfolio managers are using strategies that
protect principle, remain defensive against market volatility, and deliver value
as the end of 2017 nears.
Phil Fischer, managing director of municipal research at Bank of America
Merrill Lynch, said the firm’s core strategy is to stay invested and overweight
on the long end of the municipal yield curve due to its expectation that the
long end will rally amid subdued inflation and a steady tightening cycle by
the Federal Reserve Board.
“That is the recipe for curve flattening,” Fischer said. “The long end rallies the
most, while the short end of the curve changes little.”
Fischer said this isn’t the first time the firm has been overweight on the long
end of the curve — that strategy has been in place since late 2016, he noted.
“The market conditions that have made this strategy work have not changed
— and the possibility of intensification exists if there is any deterioration of
the economy or external risks,” such as other fiscal or political risks, Fischer
said.
Federal Reserve Board Chairwoman Janet Yellen in a Sept. 20 press conference
said she expects gradual rate hikes to be warranted, but not preset, and said
they will stay below the levels of prior decades.
In addition, inflation will be softer this year and next as it comes close to 2%
in 2018 and stabilizes at that target in 2020, while the GDP is expected to be
slightly stronger than originally expected back in June, according to Yellen.
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Ahead of this scenario, other managers are being motivated by the appearance
of a rich municipal yield curve and tight ratios and spreads, as well as one-year
forward Treasury rates that imply a flattening of the yield curve with rangebound long rates.
To hedge potential downside risk on the short end and preserve income on
the long end, Ramirez & Co. will continue to use a barbell strategy for clients
in the fourth quarter, according to Peter Block, managing director of credit
and market strategy.
The strategy offers clients the benefit of an effective duration of about 10
years, and a 20-year average maturity, the New York City-based investment
banking and wealth management firm said in a Sept. 18 weekly municipal.
In the report, the firm said market conditions going into the fourth quarter
suggest an opportunity for some accounts to swap out of higher-rated paper
with shorter calls into lower-rated paper with longer calls.
Clients can currently achieve this strategy, and pick up between 40 and nearly
70 basis points of yield, by using two different swap possibilities.
In an interview, Block said the firm is recommending some clients sell doubleA-rated paper with 10- to 30-year maturities and five- to seven-year calls and
buy A-rated bonds with similar maturities and eight- to 10-year calls. By
doing so, clients can earn 20 basis points for duration extension and 20 basis
points for lower, albeit still strong, credit quality, he said.
Spreads on A-rated paper due in 10 and 30 years are tighter by about 47 and
64 basis points, respectively, versus one-year averages.
“However, the A-rated sector at this time represents the most compelling
credit-down swap versus other credit-down trades,” such as single A to a
triple-B trade or triple-B to a high-yield credit, according to the report.
The credit down trade can also be achieved by swapping Connecticut general
obligation bonds for University of Connecticut GO paper, for instance, to
pick up an extra 65 to 67 basis points on 10-year paper, Block noted.
“UConn GOs are unsecured university obligations and should over time
outperform state of Connecticut,” the Ramirez report stated.
Meanwhile, quality and portfolio diversification are two essential strategies
for absorbing potential market volatility that could arise from political,
economic, or market shocks in the upcoming fourth quarter, according to
Jeffrey Lipton, managing director, head of municipal research and strategy
and fixed income research at Oppenheimer & Co. More specifically, he
recommends owning premium bonds because their larger coupons offer a
cushion from adverse price performance in declining markets.
“Premium bonds can offer maximum tax-free income and high cash flow,
higher yield to maturity and yield to call than bonds priced at discounts or
close to par, and less secondary market price volatility,” Lipton said.
Like his colleagues, he also suggests extending to 20-year maturities where
clients can earn 90% of the yield on the municipal curve.

THE VECTOR GROUP at MORGAN STANLEY

2

As of Sept. 28, the generic, triple-A general obligation scale in 30 years
yielded 2.85%% in 2047, compared with 2.27% a year earlier, according to
Municipal Market Data.
Triple-A MMD yields have trended down recently, as the 30-year has been
sitting below 3% and the 10-year lower than 2%. The 2027 through 2047
maturities were one basis point higher on May 9 and since then, that range
has been either unchanged or lower in yield daily, according to MMD.
In addition, he believes a barbell strategy can reduce reinvestment risk and
provide added protection on the short end if rates rise, while locking in
higher, long-term returns if rates decline, he added.
“The value trade is even more relevant as we are seeing shifts in risk appetite
given geopolitical factors and uncertain fiscal and monetary policy stances
here at home,” Lipton said. “Add to the mix a run of natural catastrophes and
you have all the ingredients for unsettled market conditions, which are testing
the risk appetite among investor classes.”
Reflecting on the third quarter, Lipton said summer technicals and a widelyheld perception that political inertia would delay any progress towards tax
reform and general stimulus measures have been supportive of muni bond
prices and have contributed to generally positive fund flows and to the yearto-date outperformance of the asset class relative to Treasuries.
“A likely shift in market technicals could soften demand, although we are not
convinced that volume will see an appreciable pick-up through year-end,”
Lipton added.
With year to date volume down approximately 15% from last year, long-term
volume totaled $256.70 billion in 7,331 issues as of Aug. 31, compared with
$302.85 billion among 9,297 issues over the same period in 2016, according
to Thomson Reuters.
Ramirez forecasts net market supply to end 2017 at $38 billion higher than
last year, while it estimates long-term new-issue gross supply for 2017 at $368
billion — a decline of about $60 billion, or 14% from last year, the firm said
in its report.
At the same time, there may be some opportunities from market volatility as
the year wraps up, Lipton of Oppenheimer noted.
He said there is a possibility that the tax reform debate could heat up before
year end and increase concern over the current tax benefits provided by
municipal bonds. This could generate some “intermittent volatility through
year-end as prospects for lower taxes are weighed against implications for
future muni demand and valuations,” Lipton said.
“We think that fiscal policy-driven volatility could present buying opportunities
and investors should pay attention to upward shifts in yields and relative value
ratios as perceived threats to the asset class take hold,” Lipton suggested. “We
maintain that demand should hold in under anticipated scenarios of lower
individual and corporate tax rates, yet rhetoric surrounding its elimination
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can add to market volatility.”
Others, meanwhile, said they plan to maintain strategies that generate higher
yield income and principle protection.
“Going into fourth quarter of 2017, we will most likely continue to focus on
the type of structure we focused on in the past two quarters: higher coupon,
cushion bonds,” said John Mousseau, managing director of municipals at
Vineland, N.J.-based Cumberland Advisors.
Premium bonds, known as cushion bonds, are securities purchased at a
price higher than its par value and with a coupon rate that is higher than the
prevailing market interest rate. A premium bond can provide less secondary
market price volatility than similar maturity bonds selling near par or at a
discount. They can also offer higher yield to maturity and yield to call than
bonds priced at discounts or close to par – and offer protection in a rising
rate environment.
At the end of 2016 and in the first quarter of 2017 Mousseau favored the use
of long maturity discount structures with 3% handle coupons and 4% parlike bonds, he said. “As yields came down — and core inflation as well — we
realized that issuers would resume the refinancing and pre-refunding activity
which dominated the first three quarters of 2016,” Mousseau said.
Owning premium bonds in the last three months of 2017 will continue to
reap value for his clients, according to Mousseau. “The cushion bond structure
provides a greater amount of yield per unit of duration risk, with the added
value of appreciation in the case of pre-refunding,” he said.
Others, meanwhile, are being cautious into the fourth quarter and beyond due
to fiscal and economic concerns and are adjusting their strategies accordingly.
Miller Tabak Asset Management will focus on upgrading credit quality
in client portfolios in the coming quarter, said Michael Pietronico, chief
executive officer of the New York City-based asset manager.
“We sense the beginnings of a weaker issuer financial profile in the municipal
market next year,” he said. “While economic growth has remained positive,
the potential for a recession sometime next year cannot be ruled out as the
Federal Reserve continues to remove liquidity from the financial markets.”
Some states, like Illinois, have “burdensome” obligations, according to
Pietronico, who said that raises concern that the market may be “too apathetic”
about the ultimate repayment of those states’ debt.
Unlike his peers, Pietronico said he will avoid premium bonds and stick with
discount paper for its relative value.
“We have and will continue to focus on lower coupon bonds as we continue
to see them as extraordinarily cheap relative to premium bonds -- especially
around the 15-year area of the municipal yield curve,” Pietronico explained.
Michael J. Belsky, senior portfolio management director and co-founder
of Morgan Stanley’s Vector Group, said he remains cautious on municipal
bonds.
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“We are interested in issues revolving around
the Puerto Rico legalities of cashflow seniority
between GOs and sales tax bonds, which might
throw muni security structures into question,”
he said. Belsky manages approximately $1
billion for high net worth clients, small
corporations, and endowments, as well as socalled “legacy” clients that are older individuals
with low risk tolerance and the need for asset
allocation.
Additionally, he said 10-year relative value
ratios have declined to levels he has not seen
for two years, and that is keeping him sidelined
for now.

Michael J. Belsky

“We are waiting for a more-timely entry point,” Belsky said.
The muni to Treasury ratio in 10 years was 86.7% as of Sept. 28, down from
94.6% a year earlier in 2016, and 98.7% at the same time in 2015, according
to Thomson Reuters.
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DISCLOSURES:
Interest in municipal bonds is generally exempt from federal income tax. However, some bonds may be subject to the alternative minimum tax (AMT).
Typically, state tax-exemption applies if securities are issued within one’s state of residence and, local tax-exemption typically
applies if securities are issued within one’s city of residence.
Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general,
as prevailing interest rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit
rating, or creditworthiness, causes a bond’s price to decline. Finally, bonds can be subject to prepayment risk. When interest
rates fall, an issuer may choose to borrow money at a lower interest rate, while paying off its previously issued bonds. As a
consequence, underlying bonds will lose the interest payments from the investment and will be forced to reinvest in a market
where prevailing interest rates are lower than when the initial investment was made. NOTE: High yield bonds are subject to
additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues.
The individuals mentioned as the Portfolio Management Team are Financial Advisors with Morgan Stanley participating in
the Morgan Stanley Portfolio Management program. The Portfolio Management program is an investment advisory program
in which the client’s Financial Advisor invests the client’s assets on a discretionary basis in a range of securities. The Portfolio
Management program is described in the applicable Morgan Stanley ADV Part 2, available at www.morganstanley.com/ADV
or from your Financial Advisor.
Past performance of any security is not a guarantee of future performance.
There is no guarantee that this investment strategy will work under all market conditions.
Michael Belsky is a Financial Advisor with the Global Wealth Management Division of Morgan Stanley in Midtown Manhattan 1290 Avenue of the Americas 29th Floor. The information contained in this article is not a solicitation to purchase or
sell investments. Any information presented is general in nature and not intended to provide individually tailored investment
advice. The strategies and/or investments referenced may not be suitable for all investors as the appropriateness of a particular
investment or strategy will depend on an investor’s individual circumstances and objectives. Investing involves risks and there
is always the potential of losing money when you invest. The views expressed herein are those of the author and may not
necessarily reflect the views of Morgan Stanley Smith Barney LLC,
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FOR INTERNAL USE ONLY. NOT TO BE DISTRIBUTED OR SHOWN TO THE GENERAL PUBLIC
Liquidity Access Line (“LAL”) is a Securities Based loan/line of credit product, the lender of which is either Morgan Stanley
Private Bank, National Association or Morgan Stanley Bank, N.A., as applicable, each an affiliate of Morgan Stanley Smith
Barney LLC. All LAL loans/lines of credit are subject to the underwriting standards and independent approval of Morgan
Stanley Private Bank, National Association or Morgan Stanley Bank, N.A., as applicable. LAL loans/lines of credit may not
be available in all locations. Rates, terms and conditions are subject to change without notice. To be eligible for an LAL loan/
line of credit, a client must have a brokerage account at Morgan Stanley Smith Barney LLC that contains eligible securities,
which shall serve as collateral for the LAL. In conjunction with establishing an LAL loan/line of credit, an LAL facilitation
account will also be opened in the client’s name at Morgan Stanley Smith Barney LLC at no charge. Other restrictions may
apply. The information contained herein should not be construed as a commitment to lend. Morgan Stanley Private Bank,
National Association and Morgan Stanley Bank, N.A. are members FDIC that are primarily regulated by the Office of the
Comptroller of the Currency. The proceeds from an LAL loan/line of credit (including draws and other advances) may not be
used to purchase, trade, or carry margin stock; repay margin debt that was used to purchase, trade or carry margin stock; and
cannot be deposited into a Morgan Stanley Smith Barney LLC or other brokerage account.
Clients may be responsible for the fees of a third-party law firm engaged by Morgan Stanley Private Bank, National Association or Morgan Stanley Bank, N.A., as applicable, to review complex LAL transactions (e.g., review of trust agreements).
Clients will also be charged a fee for the issuance of a letter of credit, for prepayment of principal on fixed-rate advances, and
upon a client’s request for certain cash management services (e.g., duplicate statement or check re-order).
Borrowing against securities may not be suitable for everyone. You must make your clients aware that there are risks associated
with a securities based loan, including possible maintenance calls on short notice, and that market conditions can magnify
any potential for loss.
Morgan Stanley Smith Barney LLC and its affiliates and their employees (including Financial Advisors and Private Wealth
Advisors) are not in the business of providing tax or legal advice. These materials and any statements contained herein should
not be construed as tax or legal advice. Individuals should consult their personal tax advisor or attorney for matters involving
taxation and tax planning and their attorney for matters involving personal trusts and estate planning.
Important Risk Information for Securities Based Lending: You must make your clients aware that: (1) Sufficient collateral
must be maintained to support your clients’ loan(s) and to take future advances; (2) Clients may have to deposit additional
cash or eligible securities on short notice; (3) Some or all of your clients’ securities may be sold without prior notice in order to
maintain account equity at required collateral maintenance levels. Clients will not be entitled to choose the securities that will
be sold. These actions may interrupt your clients’ long-term investment strategy and may result in adverse tax consequences
or in additional fees being assessed; (4) Morgan Stanley Bank, N.A., Morgan Stanley Private Bank, National Association or
Morgan Stanley Smith Barney LLC (collectively referred to as “Morgan Stanley”) reserves the right not to fund any advance request due to insufficient collateral or for any other reason except for any portion of a Securities Based loan that is identified as
a committed facility; (5) Morgan Stanley reserves the right to increase your clients’ collateral maintenance requirements at any
time without notice; and (6) Morgan Stanley reserves the right to call Securities Based loans at any time and for any reason.
The lending products referenced are separate and distinct, and are not connected in any way. The ability to qualify for one
product is not connected to an individual’s eligibility for another.
Private Bankers are employees of Morgan Stanley Private Bank, National Association.
The services referenced herein are provided by PNC Aviation Financing, an unaffiliated party. Neither Morgan Stanley Smith
Barney LLC (“Morgan Stanley”) nor its affiliates are the provider of such aircraft financing and will not have any input or
responsibility concerning a client’s eligibility for, or the terms and conditions associated with, these services. Neither Morgan
Stanley nor its affiliates shall be responsible for content of any advice or services provided by PNC Aviation Financing. Morgan
Stanley or its affiliates may participate in transactions on a basis separate from PNC Aviation Financing. Morgan Stanley or its
affiliates may receive compensation in connection with referrals made to PNC Aviation Financing.
Morgan Stanley Smith Barney LLC is a registered Broker/Dealer, Member SIPC, and not a bank. Where appropriate, Morgan Stanley Smith Barney LLC has entered into arrangements with banks and other third parties to assist in offering certain
banking related products and services.
Investment, insurance and annuity products offered through Morgan Stanley Smith Barney LLC are: NOT FDIC INSURED
| MAY LOSE VALUE | NOT BANK GUARANTEED | NOT A BANK DEPOSIT | NOT INSURED BY ANY FEDERAL
GOVERNMENT AGENCY
© 2017 Morgan Stanley Smith Barney LLC. Member SIPC CRC1728021 04/2017

THE VECTOR GROUP at MORGAN STANLEY

7

