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Municipal bonds can continue to provide a number of potential benefits for tax-sensitive investors as we move
into 2020, according to Shelia Amoroso, director of Franklin Templeton Fixed Income Group’s Municipal Bond
Department. However, following the strong results in 2019, she and the team expect total return potential to be
muted in 2020, with likely increased volatility.

Municipal Market Technicals Remain Favorable...

Municipal bond supply and investor demand continue to represent important factors in the context of the
municipal bond market. In terms of supply, several themes have emerged following the elimination of tax-exempt
advance refundings, a component of the 2017 tax reform legislation that has led to the reduced supply of tax-
exempt bonds in 2018 and 2019.

Meanwhile, the market has seen a significant increase in the supply of taxable municipal bonds, as issuers have
turned to them for opportunities to refinance through advance refunding higher coupon tax-exempt bonds thanks
to attractive fundamentals versus similarly rated investment-grade corporate bonds. While taxable issuance is
likely to remain elevated in 2020, the net issuance of tax-exempt municipal bonds—which continue to represent
the vast majority of the overall market—is likely to remain low, in our view.

At the same time, municipal bonds have continued to see strong investor demand, with 2019 expected to break
historical records for inflows. Although we believe municipal market performance potential will likely be more
muted over the next 12 months, we expect investor demand to remain strong given the variety of benefits that
municipal bonds can provide within a broader investment portfolio, particularly their tax-exempt status.

...But the Potential for Volatility Remains

Unfunded pension liabilities continue to be an overhang for municipalities in general, but particularly for local
governments.

Over the past several decades, due largely to inadequate funding, pension programs have seen ever-increasing
liabilities, causing significant budget stress as these expenses have grown faster than revenues. Despite
legislative efforts in some areas to increase funding, contributions to retirement programs remain below levels
needed to meet obligations in many places. In certain instances, we feel that the market and rating agencies
have underestimated the burden that these liabilities pose to local and state governments.

To the extent we experience a deterioration in economic conditions in 2020, the impact on state and local
governments would likely be disparate, potentially leading to credit downgrades and increased yield spreads for
heavily burdened issuers. Our robust credit research process looks to identify those issuers that have superior
financial positions and thus should continue to perform well under these circumstances, ideally providing
downside protection for our clients.



Going into 2020, we also recognize that volatility could increase as we move toward the presidential election.
Current candidates have a wide variety of views on areas that can impact the municipal bond market, including
potential changes to tax legislation, budget deficits and health care reforms. In our view, any changes to federal
tax law that could significantly affect municipal market technicals are unlikely at this point in time, but we will
continue to monitor political developments across national, state and local levels closely throughout the year.

Focusing on Higher Income Levels

In summary, we believe municipal bonds will continue to be attractive for many investors seeking tax-free
income. But, we also expect their performance potential to be much more muted compared to 2019 given the
general level of interest rates and tighter yield spreads, particularly for lower-rated segments of the municipal
market.

As a result, we believe a consistent focus on prudently managing our portfolios toward higher income levels
through a nimble investment approach will be key to success in 2020. To the extent volatility creates
opportunity, we will remain at the ready to deploy capital and position our portfolios accordingly.

Important Legal Information

This material is intended to be of general interest only and should not be construed as individual investment
advice or a recommendation or solicitation to buy, sell or hold any security or to adopt any investment strategy.
It does not constitute legal or tax advice.

The views expressed are those of the investment manager and the comments, opinions and analyses are
rendered as at publication date and may change without notice. The information provided in this material is not
intended as a complete analysis of every material fact regarding any country, region or market.

Data from third party sources may have been used in the preparation of this material and Franklin Templeton
Investments (“FTI1”) has not independently verified, validated or audited such data. FTI accepts no liability
whatsoever for any loss arising from use of this information and reliance upon the comments opinions and
analyses in the material is at the sole discretion of the user.

What Are the Risks?

All investments involve risks, including possible loss of principal. Because municipal bonds are sensitive
to interest rate movements, a municipal bond portfolio’s yield and value will fluctuate with market conditions.
Bond prices generally move in the opposite direction of interest rates. Thus, as prices of bonds in an investment
portfolio adjust to a rise in interest rates, the portfolio’s value may decline. Changes in the credit rating of a bond,
or in the credit rating or financial strength of a bond’s issuer, insurer or guarantor, may affect the bond’s value.
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