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Our outlook for the Municipal market in 2025 is mixed. While we continue to view tax-exempt
investments for institutional investors as a costly option relative to taxable alternatives, taxable munis
hold some value for these investors. Most of this value is attributable to an expected muted volatility and
defensive profile relative to the other taxable sectors.

Looking at the Taxable sector, we view the entire yield curve as expensive. On a year-to-date basis, ‘AAA
taxable muni spreads to Treasuriesin 3, 5, 10, and 30 years have tightened by 24, 25, 20, and 14 basis
points (bps), respectively. With those moves, the sector is very close to its 10-year minimum in spreads
versus Treasuries, and we don't see the impetus for further tightening in 2025. However, we view the muni
‘AAA spreads relative to ‘A’ -rated Corporate Industrials as more fairly valued, with current spread levels
between the sectors mainly in line with long-term averages.!

While we generally do not have a strong conviction bias for more spread tightening relative to Treasuries
or Corporates, we feel the defensive attributes of the Taxable Muni sector are in place to provide a muted
volatility profile for the industry in 2025. As in 2024, market technicals are again expected to be favorable
for the year. New issuance for 2025 is expected to remain quiet, with supply essentially unchanged from
2024's expected $42 billion2. The sector will likely continue to absorb another heavy round of call activity.
Both tender offers and calls tied to Build America Bonds remain at economically attractive levels for
issuers due to both the elevated rates for 10-year Treasuries that currently remain over 4% and relatively
low tax-exempt rates that are at compelling enough levels to fuel refinancing of taxable muni bonds. The
attrition of the underlying basis for the sector, combined with the low supply condition, should continue to
provide a level of scarcity value, supporting valuations at their current spread levels®.
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Another factor that should provide additional support for the municipal market is the stable outlook on
the sector’s underlying credit fundamentals. State and local governments saw revenue growth year-
over-year of 5% through FY 20244, While the expectation is for revenue growth to moderate into 2025
to levels closer to 3%, state budget reserves are at very healthy levels, with aggregate total balances of
combined rainy day and general fund balances expected at 23% of operating expenditures for FY 2025.
Although that number is unchanged from FY 2024 and down from a high of 37.9% and 37.4% in FY 2022
and FY 2023, respectively, it is 67% higher than pre-pandemic levels®. We view that number as a very
healthy budget reserve level and should provide budget stability if economic growth slows substantially
from current levels in 2025.

For the Tax-exempt sector, we view supply technicals for 2025 as a potential headwind for performance.
In 2024, the industry saw substantial swings in relative valuation levels. Tax-exempt 10-year muni-
to-Treasury ratios started the year at 58.7% on very strong seasonal technicals due to a heavy
reinvestment cycle for coupons/call/maturities during the first two months. That favorable technical
period pressured ratios to fall to year-to-date lows of 56% on 1/8/24. Since then, tax-exempts relative
valuations have weakened as the market absorbed a record flow of new issuance on target to eclipse
the record issuance of 2020’s $484 billion. After the market cleared seven months of average issuance
of $48 billion per month from April to October, 10-year ratios would peak at 72.6% on 9/17/24.The
weakening in valuation levels was partly due to expectations for extraordinary issuance in October, as
issuers were expected to rush to the market to avoid any election-related volatility. Since then, relative
valuations have improved, and, as of the end of November, 10-year ratios stand at 66.6%, equating to a
tax-adjusted spread of -84bps for insurance companies taxed at the 21% corporate rate. While tax-
adjusted spreads remain expensive for institutional investors, retail, or household investors subject to
the highest marginal tax bracket, see a relatively attractive tax-adjusted spread level of 53bps. We view
this spread level as a compelling entry point for these investors going into a favorable reinvestment
cycle from December 1st through February 15th®.

Looking forward, we believe that many of the weaker technicals that defined volatility in the tax-exempt
market in 2024 will primarily be in place for 2025. New issuance is expected to come in at $500 Billion,
which is expected to match 2024’s overall issuance. As was pointed out in the Taxable Muni sector
outlook, tax-exempt issuance to refinance taxable muni issuance continues to provide compelling
economics for both tender offerings and calls related to outstanding Build America Bonds. Combined
with current calls, these calls are expected to generate ~$140 billion in refundings. Additionally,
financing of infrastructure spending is expected to remain heavy, and new money issuance for this
category is expected to hit $360 Billion based on broker estimates’.

An area of concern that could provide a significant headwind to this issuance is the potential of sourcing
funding for the extension of the Tax Cut and Jobs Act, which is due to expire at the end of 2025. There’s
the possibility that the incoming Trump administration could target unallocated infrastructure money
of ~$900 billion across the Bipartisan Infrastructure Law, CHIPs Act, and Inflation Reduction Act

and claw back these dollars to be used as a source of funding for future tax cuts®. Additionally, in a
further attempt at identifying sources of revenue for tax cuts, there are also concerns across the muni
market that the tax exemption could be repealed or, at the very least, that specific sectors in the muni
market could see their tax-exemption status repealed for sub-sectors like private higher education and
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healthcare’. We view these issues as creating a higher level of uncertainty to both new issuance levels
and relative valuation metrics for the tax-exempt sector.

As we've noted in prior publications, with 10-year ‘AAA tax-adjusted spreads levels currently at -84bps,
the tax-exempt market is unattractive for institutional investors taxed at 21%. We would view today’s
levels going into favorable December to February technicals as an attractive exit point for the sector
going into what may be a challenging political environment in 2025,

Exhibit 1: Tax-Exempt Relative Valuation Levels Remain Unattractive for Insurers
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Exhibit 2: Taxable Munis: Compelling Alternative to Tax-Exempts
Market Yields as of 11/29/2024
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Gregory Bell, CFA, CPA is a Principal and Director of Municipal Bonds at AAM with 29 years of
investment experience. He oversees all municipal bond trading and research. Prior to joining AAM,
Gregory worked at the Northern Trust Company in several positions, including Vice President and Senior
Municipal Bond Portfolio Manager. Gregory is a CFA Charterholder as well as a licensed CPA. He earned
a BA in Accounting from Chicago State University and an MBA in Finance and Accounting from the
University of Chicago.

Disclaimer: Asset Allocation & Management Company, LLC (AAM) is an investment adviser registered with the Securities and Exchange Commission,
specializing in fixed-income asset management services for insurance companies. Registration does not imply a certain level of skill or training. This
information was developed using publicly available information, internally developed data and outside sources believed to be reliable. While all reasonable
care has been taken to ensure that the facts stated and the opinions given are accurate, complete and reasonable, liability is expressly disclaimed by
AAM and any affiliates (collectively known as "AAM”), and their representative officers and employees. Any views or opinions expressed are subject to
change without notice, should not be construed as investment advice and should be considered only as part of a diversified portfolio. Any opinions and/
or recommendations expressed are subject to change without notice and should be considered only as part of a diversified portfolio. Any opinions and
statements contained herein of financial market trends based on market conditions constitute our judgment. This material may contain projections or
other forward-looking statements regarding future events, targets or expectations, and is only current as of the date indicated. There is no assurance that
such events or targets will be achieved, and may be significantly different than that discussed here. The information presented, including any statements
concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded by subsequent market events or
for other reasons. Although the assumptions underlying the forward-looking statements that may be contained herein are believed to be reasonable they
can be affected by inaccurate assumptions or by known or unknown risks and uncertainties. AAM assumes no duty to provide updates to any analysis
contained herein. A complete list of investment recommendations made during the past year is available upon request. Past performance is not an
indication of future returns. This information is distributed to recipients including AAM, any of which may have acted on the basis of the information, or
may have an ownership interest in securities to which the information relates. It may also be distributed to clients of AAM, as well as to other recipients
with whom no such client relationship exists. Providing this information does not, in and of itself, constitute a recommendation by AAM, nor does it imply
that the purchase or sale of any security is suitable for the recipient. Investing in the bond market is subject to certain risks including market, interest-rate,
issuer, credit, inflation, liquidity, valuation, volatility, prepayment and extension. No part of this material may be reproduced in any form, or referred to

in any other publication, without express written permission. Opinions and statements of financial market trends that are based on market conditions
constitute our judgment and are subject to change without notice. Historic market trends are not reliable indicators of actual future market behavior. This
material may contain projections or other forward-looking statements regarding future events, targets or expectations, and is only current as of the date
indicated. There is no assurance that such events or targets will be achieved, and may be significantly different than that shown here. Diversification does
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