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2023 - one month does not a year make

After initial optimism at the start of 2023 spurred
strong performance, munis subsequently struggled
as the Fed continued its tightening policy, raising
fed fund rates to 5.25%-5.50%, before pausing in
September. The 10-year U.S. Treasury yield sold off,
peaking at 5% in mid-October, and the Bloomberg
Muni Bond Index was down by 2.30% on a year-to-
date basis by late October.

Falling rates boosted performance late in 2023
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However, falling inflation, weakening economic
growth, and the prolonged Fed pause led to more
dovish expectations for monetary policy — causing a
strong interest rate rally into year-end (i.e., rates
decline and prices increase). As a result, munis rallied
sharply, with the Bloomberg Muni Bond Index posting
a total return of 8.67% in November and December,
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bringing the full-year total return to 6.40%.
Favorable technicals, backed by strong
fundamentals, were key drivers of muni
outperformance and pushed relative valuations to
extremely rich levels by year-end.

The Fed and markets at a crossroads

U.S. economic data held up very well in 2023,
supporting the Fed’s decision to raise rates higher.
However, the Fed and markets now stand at a
crossroads — between the end of a tightening cycle
and the beginning of rate cuts — and the timing of
this shift is nearly impossible to predict accurately.
Looking ahead, we expect assumptions about the
economic outlook will strongly dictate muni
performance expectations. We believe the peak in
rates is behind us, but we also believe the market is
currently too aggressive in pricing in rate cuts, both
in terms of timing and depth. We expect slowing but
positive economic growth throughout 2024, with no
deep recession. Around midyear, we believe the Fed
is likely to begin a series of smaller, 25-basis-point
“maintenance” rate cuts. Ultimately, we look for
modestly lower rates by year-end, with several
periods of volatility as monetary policy evolves, and
the election comes into focus. We see limited upside
for material price appreciation, given the current
rich valuations, and anticipate another year of mid-
single-digit total returns of 4%-6%o for intermediate
investment grade munis in 2024. We urge caution
and patience to start the year and look for better
buying opportunities late in the first quarter or early
in the second quarter.
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Pent-up demand expected to prompt more issuance
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A demand shift in mutual fund flows

As rates rose in 2023, mutual fund outflows
continued, although the total outflow was much less
than in 2022 ($21 billion versus $145 billion), with
demand shifting from funds to individual bonds and
ETFs. However, given the strong muni performance
through year-end 2023 and expectations for a
continuing decline in rates this year, we believe
some of the demand could now shift back into funds
during 2024. Qverall, we foresee flows returning at a
slower rate than the recent outflow cycle, with
approximately $20-$25 billion flowing back into
funds (or about 15% of what was previously lost),
creating opportunity for active management by
remaining nimble in evolving markets.

Performance typically drives demand

Mutual fund flows
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Issuance in 2023 was just $359 billion, a small 2%
increase from 2022, as issuers shied away from rising
rates and volatility. Looking ahead, refunding issuance
is expected to fall, and new money issuance is
expected to rise.
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Overall, we are calling for a 15% increase in
issuance to $410 billion, as a result of slowing
revenue growth, less fiscal stimulus, and pent-up
demand. Issuance seasonality should be typical for
a presidential election year, with lighter supply to
start 2024, followed by increased supply over the
summer, and a significant pull forward from
November into October. Net issuance should
increase by $39 billion, marking the largest net-
positive supply environment since 2016 (+$67
billion). We expect taxable munis will account for
about 10% of total issuance.

Selection will be key, with

an up-in-quality bias

The pull forward of performance experienced in late
2023 warrants patience as we begin 2024. Munis
continue to play an important role in any diversified
portfolio, and the steady nature of their tax-exempt
income and high credit quality remain the
cornerstone of the muni market. Given the rise in
yields from their lows in 2021, more income can now
be generated with less risk.

We currently favor a neutral to slightly short
duration position, overall, until we see valuations
return to more normal levels. We advocate a barbell
curve strategy, pairing front-end exposure with an
increased allocation to the 15-20 year part of the
curve, reducing reinvestment risk for when the Fed
begins to cut rates. Going out 15-20-years allows
one to pick up 80%-90% of the curve while
assuming just 65%-70% of the duration. We are
maintaining an up-in-quality bias with a neutral
allocation to high yield, but we think high yield
munis may offer an attractive risk-reward
opportunity as 2024 unfolds, given favorable
structures and the possibility to generate alpha
through careful security selection.
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Credit views for 2024

A tale of two states. With reserves at nearly an all-
time high and debt service burden at a 50-year low,
states are well-positioned to weather a potential
economic slowdown. However, tax receipts are
diverging for the states that primarily rely on
consumption taxes, compared to their peers that
depend on income taxes. State median revenues
declined by a slight 1% for the rolling 12 months
ending September 2023. States with regimes that
favor sales taxes, such as Florida, Nevada, Texas,
Tennessee, and Washington, all experienced positive
revenue growth, while states that depend on
personal income taxes, such as California and New
York, experienced much greater declines in receipts,
by 23% and 16%o, respectively. Particularly in
California’s case, the rating agencies have been
patient, but the risk of downgrades has increased
significantly. Meanwhile, spreads remain
surprisingly tight, reflecting investor indifference.
Personal income tax collections should improve this
April, due to a rebound in the financial markets,
which should alleviate the strain on New York’s
budget, but California will need to enact significant
corrective action to address its reported $68 billion
deficit.

Hard times? No sector is immune to an economic
contraction; however, most municipal issuers are
ultra-defensive since they provide essential services
and can raise user fees or taxes to cover operations.
Across all muni sectors, we anticipate borrowing to
increase modestly in 2024 due to various potential
factors: revenue shortfalls, aversion to fee increases,
reluctance to cut programs, no future federal
stimulus, preference to maintain liquidity, and

States on strong footing ahead of potential slowdown

19%

deferral of capital expenditures. Patient investors
will have better options in 2024 to buy solid credits
in the primary market or discounted names in the
secondary market.

Possible great expectations. Fundamentals are
positive for most high yield sectors, and issuance
remains sporadic. Tax collections in Puerto Rico
continue to outperform; enroliment trends remain
supportive for charter schools; and strong demand
for new housing bodes well for land-secured bonds.
Tobacco bonds face some fundamental headwinds
with consumption declines exceeding trend and a
pending federal ban on menthol. Unlike corporate
bonds, municipals are not subject to material
refinancing risk. Defaults remain episodic and
concentrated in healthcare and industrial
development bonds. In 2024, we anticipate a
modest uptick in defaults within the high yield
sector concentrated in senior living, project finance,
and recent-vintage land development deals.
Liquidity continues to be a concern for high yield,
but technicals remain supportive with low new-issue
supply, healthy mutual fund cash balances, and the
potential for positive fund flows. Heading into 2024,
credit spreads offer fair compensation for risk, and
with a significant percentage of the market priced at
discounts, high yield municipal bonds have the
potential to outperform the general market.
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BlackRock’s muni advantage
As the world’s largest muni bond manager, BlackRock’s size and scale can mean greater access
to inventory and tighter trading spreads.*

. An award-winning team

In the fragmented muni market, you need experts to comb through
thousands of issuers to identify opportunities and manage risk.
BlackRock’s 55 muni investment professionalst are led by a team of
experts that have worked together for over 20 years.

Technology that sees opportunities & risks

Our experts leverage Aladdin®, BlackRock’s risk management
technology, to identify risks and drivers of performance in the market.
By digging deeper, Aladdin® empowers our experts to manage risk
and seek the right opportunities.

* BlackRock as of 12/31/2023.* BlackRock as of 12/31/2023. Personnel includes Peter Hayes, CIO of Municipal Fixed Income.

Investment involves risk. The two main risks related to fixed income investing are interest rate risk and credit risk. Typically, when interest
rates rise, there is a corresponding decline in the market value of bonds. Credit risk refers to the possibility that the issuer of the bond will not
be able to make principal and interest payments. There may be less information available on the financial condition of issuers of municipal
securities than for public corporations. The market for municipal bonds may be less liquid than for taxable bonds. A portion of the income
from tax-exempt bonds may be taxable. Some investors may be subject to Alternative Minimum Tax (AMT). Capital gains distributions, if any,
are taxable. Index performance is shown for illustrative purposes only. You cannot invest directly in an index. Past performance is no
guarantee of future results.

This material is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or
solicitation to buy or sell any securities or to adopt any investment strategy. The opinions expressed are as of January 12, 2024, and may
change as subsequent conditions vary. The information and opinions contained in this material are derived from proprietary and
nonproprietary sources deemed by BlackRock to be reliable, are not necessarily all-inclusive and are not guaranteed as to accuracy. There
is no guarantee that any forecasts made will come to pass. Any investments named within this material may not necessarily be held in any
accounts managed by BlackRock. Reliance upon information in this material is at the sole discretion of the reader.

© 2024 BlackRock, Inc. All Rights Reserved. BLACKROCK and ALADDIN are trademarks of BlackRock, Inc. All other trademarks are those
of their respective owners.

Prepared by BlackRock Investments, LLC, member FINRA.

Not FDIC Insured » May Lose Value ®« No Bank Guarantee
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