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The Fed Responds to Inflation

Inflation continues to be the hot topic of 2022 as we start the new
year. The final CPI data for 2021 was released earlier this week
and showed a year-over-year CPl rate of 7%. This is the highest
annual CPI rate since 1981 when it hit 8.9%. In December, the
Federal Reserve (the Fed) concluded that inflation measures
were higher than originally thought. In response, the Fed is now
tasked with using its available toolkit to slow down inflation. The
challenge for the Fed is to do so without causing a recession and
a measured approach will likely be necessary. The three main
actions the Fed has outlined to reduce inflation are: 1) raise the
Fed Funds Target rate; 2) taper its asset purchasing program;
and 3) reduce its balance sheet of the nearly $9 trillion in assets
it currently holds.

The concern from the perspective of municipal borrowers is that
both inflation and the measures that the Fed will take to reduce
inflation will cause borrowing rates to increase. That concern
has been realized in the early start to 2022. Since December
27th of last year, tax-exempt interest rates as measured by the
Municipal Market Data (MMD) index, have increased by as much
as 0.22%, or 22 basis points (bps). That change reflects the
5-Year MMD and increases have been seen throughout the yield
curve but at a lower amount further out on the curve. Please see
the graph below to see how interest rates have changed since
January 2020.
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While fears of persistent inflation are causing upward pressure
on interest rates, there is at least one factor that continues to
apply downward pressure: demand. Demand for municipal
bonds, as measured by municipal bond fund flows, continues to
remain strong as it had throughout 2021. Last year’s data from
the Investment Company Institute (the ICI) showed positive
flows into municipal bond funds for 51 out of the 52 weeks and
net fund flows reached as high as $4.1 billion in a single week.

Only one week of data is available for 2022, but the year is off to
a good start as municipal bond fund flows were positive to the
tune of $1.7 billion in the first week of the year, according to the
ICIl. Please see the bar graph below to see municipal bond fund
flows since January 2021.

Municipal Bond Fund Flows
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Even as interest rates rise, our clients are seeing favorable
executionontheirbondissues. PMAsserved asfinancial advisorto
Maine Township High School 207 (Maine 207) for its “Aal” rated
Series 2022 $56,410,000 General Obligation School Bonds,
which priced successfully as a competitive sale on January 13th.
With an average life of just over seven years and a final maturity
in 2033, the transaction garnered significant investor interest
with 13 bids. The winning bidder submitted a True Interest Cost
(TIC) of 1.357% and the cover (second place) bid’s TIC was
1.361%, only 0.004% higher than the winning bid. The remaining
bids were also aggressive, which demonstrates that investors
are eager to buy tax-exempt bonds for their portfolios. In this
case, while the MMD is experiencing upward rate movement,
investors’ appetite for Maine 207’s bonds appeared to offset that
dynamic.

PMA looks forward to seeing what 2022 will hold for municipal
issuers. If you have any questions about your specific bond issue
or the bond market in general, please do not hesitate to reach
out to an advisor below.
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This document was prepared by PMA Securities, LLC for clients of the firm and its affiliated PMA entities, as defined below. It is being provided for informational and/or educational
purposes only without regard to any particular user’s investment objectives, financial situation or means. The content of this document is not to be construed as a recommendation,
solicitation or offer to buy or sell any security, financial product or instrument, or to participate in any particular trading strategy in any jurisdiction in which such an offer or solicitation, or
trading strategy would be illegal. Nor does it constitute any legal, tax, accounting or investment advice of services regarding the suitability or profitability of any security or investment.
Although the information contained in this document has been obtained from third-party sources believed to be reliable, PMA cannot guarantee the accuracy or completeness of such
information. It is understood that PMA is not responsible for any errors or omissions in the content in this document and the information is being provided to you on an “as is” basis without
warranties or representations of any kind. The analysis or information presented may also contain hypothetical projections and/or past performance that have certain limitations. Past
performance does not guarantee future results and no representation is made that the results are accurate or complete or that any results will be achieved.

Securities, public finance services and institutional brokerage services are offered through PMA Securities, LLC. PMA Securities, LLC is a broker-dealer and municipal advisor registered
with the SEC and MSRB, and is a member of FINRA and SIPC. PMA Asset Management, LLC, an SEC registered investment adviser, provides investment advisory services to local
government investment pools and separate accounts. All other products and services are provided by PMA Financial Network, LLC. PMA Financial Network, LLC, PMA Securities, LLC
and PMA Asset Management, LLC (collectively “PMA”) are under common ownership.

Securities and public finance services offered through PMA Securities, LLC are available in CA, CO, FL, IL, IN, IA, MI, MN , MO, NE, OH, OK, PA, SD, TX and WI. This document is not
an offer of services available in any state other than those listed above, has been prepared for informational and educational purposes and does not constitute a solicitation to purchase
or sell securities, which may be done only after client suitability is reviewed and determined. All investments mentioned herein may have varying levels of risk, and may not be suitable
for every investor. PMA and its employees do not offer tax or legal advice. Individuals and organizations should consult with their own tax and/or legal advisors before making any tax or
legal related investment decisions. Additional information is available upon request.
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