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More Inflation Leads to Higher Yields

March inflation data was released last week, and the results
continued inflation’s recent trend as CPI reached a new 40-year
high of 8.6%. Interestingly, however, once the latest CPI data was
released, the 10-Year US Treasury fell by 0.08%, or 8 basis points
(bps), from the prior day, moving in the opposite direction than most
would have expected. The downward movement in the 10-Year UST
was a result of core inflation coming in lower than expected. While
that is an encouraging sign, the Federal Reserve (the Fed) appears
to be undeterred from its inflation-fighting mission and will not be
distracted by any glimmers of hope. In fact, many expect the Fed to
increase short-term rates by 25-50 bps at its next meeting in early
May instead of its standard step-up of 0-25 bps.

As the Fed fights inflation, rising interest rates continue to define
the municipal bond market. Since the beginning of 2022, interest
rates, as defined by the Municipal Market Data (MMD) index, are up
as much as 1.62% depending on the term. In the last 10 days alone,
the rise in rates has been as much as 20 bps as of April 18th. In fact,
the MMD is nearing the spike reached in March 2020 when the
municipal bond market all but closed in response to the onset of the
pandemic. The graph below shows how the MMD has moved since
January 2020.
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Furthermore, the rise in tax-exempt municipal bond rates is
outpacingtherisein US Treasury rates. That comparisonis captured
well by the ratio between the 10-Year MMD rate and the 10-Year US
Treasury rate. In 69.3% of trading days in 2021, this ratio remained
below 70% and reached a low of 54%. That comes as no surprise
given how low municipal bond rates were throughout 2021. However,
this ratiois currently at 89% as of April 18th, and has reached as high
as 95% on March 30th. This suggests that tax-exempt interest rates
are high relative to its US Treasury alternative providing incremental
value for investors who may be looking for a buying opportunity.
Please see below for a graph showing this ratio since January 2020.
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Despite this apparent buying opportunity, the demand for municipal
bondshasbeenweakeningthroughout the yearasinvestors continue
to pull their money out of municipal bond funds. The Investment
Company Institute (ICl) monitors fund flows for municipal bond
long-term mutual funds and municipal bond exchange traded funds.
Since the beginning of the year, the ICl has recorded over $31 billion
of outflows from municipal bond funds, averaging approximately
$2.5 billion per week. The most recent week of data, as of April 6th,
showed the highest outflow of over $4.6 billion in a single week. The
graph below shows municipal bond fund flows since January 2021.
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As we look forward to the rest of 2022 and beyond, it is important to
understand the inflationary dynamics we are currently experiencing.
Inflation has been so tempered for so long that experts are not only
surprised by the current inflationary phenomenon, but they are
also acknowledging that certain traditional views of inflation may
no longer be relevant. A current understanding of inflation needs
to consider recent economic phenomena like unprecedented
federal stimulus, pandemic-induced supply chain issues, a shift in
consumption demand from services to goods, and an ever more
globalized economy where inflation is seen throughout the world
and not just in the US. As economists, and in particular the Fed,
establish economic theory to explain a new type of inflation, strategic
measures to mitigate inflation without compromising economic
activity can be implemented. Until then, inflation, and subsequently,
higher interest rates, may be a reality we have to accept for longer
than we would like.

If you have any questions about the municipal bond market or your
specific bond issue, 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, NY, 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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