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What Fed Cuts Mean for the Muni Market 
The Federal Reserve is in the early stages of a rate cutting cycle. There is an ongoing debate about the size of the 

next cut and the terminal rate, however there is consensus that there are more cuts coming. A lower Federal 

Funds rate will likely affect the municipal market directly and indirectly in a number of ways: 

— Yield curve inside of ten years will likely continue to steepen, 

— Lower rates for Money Market Funds (MMFs) and Certificates of Deposit (CDs) are likely to increase flows into 

longer duration municipal bonds, 

— Better flows will likely support further spread tightening for lower-rated credit, and  

— Lower rates in general should be supportive of the economy which could help avoid a recession in the near-

term while being supportive of fundamental municipal credit. 

The municipal curve is no longer inverted but remains flat 
The shorter end (2-to-10-year) of the municipal yield curve is no longer inverted but remains roughly 40 basis points flatter than its 10-

year average (based on the Bloomberg Municipal Bond Index). Therefore, investors who would like to lock-in current rates but avoid 

potential interest rate increases can find value in shorter maturities. Lower short-term rates also indirectly benefit investors that use 

leverage to finance the purchase of long maturity municipals. The inverted yield curve made the practice of borrowing short to buy long 

bonds very unattractive and removed a fairly significant source of demand for longer maturity bonds. As the yield curve steepens, we 

believe leverage should come back into favor and help to support the longer maturity portion of the market. 

 

Lower short rates are likely to push investors into bonds 
As the Federal Funds rate is lowered, all short-term rates will fall as well. This will lower the rates on money market funds and CDs. 

According to the latest Federal Reserve data, households have accumulated an extra $5 trillion in cash and equivalents since the fourth-

quarter of 2019. Based on our analysis, facing lower rates on these deposits is likely to encourage some investors to move out the yield 

curve into bonds or mutual funds. Flows into mutual funds turned positive this year after a cumulative outflow of $132 billion in 2022 and 

2023 (based on Morningstar and Bloomberg data); mutual funds thus far have taken in more than $25 billion, and DWS believes that 

trend is likely to continue as investors move out of cash investments. The positive flows into mutual funds have had the effect of 

tightening quality spreads that are now below long-run averages.   

Within investment-grade credit, we have not reached the lows in spreads experienced in 2021 which was the last year that mutual funds 

experienced inflows. Therefore, there is the potential for credit spreads to tighten further. Spreads for high-yield municipals, on the other 

hand, have moved all the way through the lows seen in 2021, resulting in less room for narrowing spreads in this segment. With 

continued mutual fund inflows, however, it is unlikely the market would see spread widening for high-yield credit in the near future. 
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Mutual Fund Flows vs. Effective Funds Rate 

 

Source: Morningstar and Bloomberg, August 2024 

 

Lower rates may lower the odds of a recession which should support municipal credit  
Lower rates by the Federal Reserve should help the economy continue to expand and increase the probability that a recession can be 

avoided in 2025. This will be a positive for overall municipal credit as many state and local governments will continue to see year-over-

year increases in their tax revenues. Furthermore, this is important for more economically-sensitive portions of the municipal high-yield 

market such as economic development districts that are dependent on sales or hotel taxes in the local area. This would also include land 

development districts and senior living facilities which are both dependent on the health of local real estate markets. A growing economy 

with lower unemployment rates and lower mortgage rates would help in this area. 

Bottom Line 
Given our expectation of further rate cuts from the Federal Reserve, we are forecasting continued support for the municipal market in 

the form of mutual fund inflows and economic growth. Lower quality credit should continue to be supported by mutual fund demand and 

as well as stable-to-improving credit given the growing economy. The Municipal Bond Management team also sees support in the short 

part of the municipal curve as rate cuts move the curve closer to long-run averages, and in the long end of the curve as investors look to 

lock in rates in longer maturities. This could be enhanced as we see a return to the market of leveraged investors. 
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Important risk information 
Bond investments are subject to interest rate, credit, liquidity and market risks to varying degrees. When interest rates rise, bond prices generally fall. 
Credit risk refers to the ability of an issuer to make timely payments of principal and interest. 

Bond and loan investments are subject to interest-rate, credit, liquidity and market risks to varying degrees. When interest rates rise, bond prices generally 
fall. Credit risk refers to the ability of an issuer to make timely payments of principal and interest. Floating rate loans tend to be rated below-investment 
grade and may be more vulnerable to economic or business changes than issuers with investment-grade credit. Bond investments are subject to interest-
rate, credit, liquidity and market risks to varying degrees. When interest rates rise, bond prices generally fall. Credit risk refers to the ability of an issuer to 
make timely payments of principal and interest. 

Municipal securities are subject to the risk that litigation, legislation or other political events, local business or economic conditions or the bankruptcy of 
the issuer could have a significant effect on an issuer’s ability to make payments of principal and/or interest. The market for municipal bonds may be less 
liquid than for taxable bonds and there may be less information available on the financial condition of issuers of municipal securities than for public 
corporations. 

Index performance is shown for illustrative purposes only and is not intended to represent historical or to predict future performance of any specific 
investment or DWS’s. DWS products may have experienced negative performance over these time periods. Past performance is not indicative of future 
results. Investments are subject to risk, including possible loss of investment capital.  

The comments, opinions and estimates contained herein are for informational purposes only and sets forth our views as of this date.  The underlying 
assumptions and these views are subject to change without notice.  Past performance or any prediction or forecast is not indictive of futures results. No 
assurance can be given that any forecast or target will be achieved.  

The material was prepared without regard to the specific objectives, financial situation or needs of any particular person who may receive it. It is intended 
for informational purposes only and it is not intended that it be relied on to make any investment decision. It is for professional investors only. It does not 
constitute investment advice or a recommendation or an offer or solicitation and is not the basis for any contract to purchase or sell any security or other 
instrument, or for DWS and its affiliates to enter into or arrange any type of transaction as a consequence of any information contained herein.  

Please note that this information is not intended to provide tax or legal advice and should not be relied upon as such. DWS does not provide tax, legal or 
accounting advice. Please consult with your respective experts before making investment decisions.  

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, 
opinions, models and hypothetical performance analysis. No representation or warranty is made by DWS as to the reasonableness or completeness of 
such forward looking statements. Past performance is no guarantee of future results. 

The information contained in this document is obtained from sources believed to be reliable. DWS does not guarantee the accuracy, completeness or 
fairness of such information. All third party data is copyrighted by and proprietary to the provider. DWS has no obligation to update, modify or amend this 
document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, 
changes or subsequently becomes inaccurate. 

Investments are subject to various risks. Detailed information on risks is contained in the relevant offering documents.  

DWS does not intend to promote a particular outcome to the U.S. election due to take place in November 2024.  Readers should, of course, vote in the 
election as they personally see fit. 

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of assumptions 
which may not prove valid. 

DWS does not give taxation or legal advice. 

This document may not be reproduced or circulated without DWS’s written authority. 

Please note that this information is not intended to provide tax or legal advice and should not be relied upon as such. DWS does not provide tax, legal or 
accounting advice. Please consult with your respective experts before making investment decisions.  

This document is intended for discussion purposes only and does not create any legally binding obligations on the part of DWS and/or its affiliates. 
Without limitation, this document does not constitute investment advice or a recommendation or an offer or solicitation and is not the basis for any 
contract to purchase or sell any security or other instrument, or for DWS to enter into or arrange any type of transaction as a consequence of any 
information contained herein. The information contained in this document is based on material we believe to be reliable; however, we do not represent 
that it is accurate, current, complete, or error free. Assumptions, estimates and opinions contained in this document constitute our judgment as of the 
date of the document and are subject to change without notice. Past performance is not a guarantee of future results. Any forecasts provided herein are 
based upon our opinion of the market as at this date and are subject to change, dependent on future changes in the market. Any prediction, projection or 
forecast on the economy, stock market, bond market or the economic trends of the markets is not necessarily indicative of the future or likely 
performance. Investments are subject to risks, including possible loss of principal amount invested. 

War, terrorism, sanctions, economic uncertainty, trade disputes, public health crises and related geopolitical events have led and in the future may lead to 
significant disruptions in US and world economies and markets, which may lead to increased market volatility and may have significant adverse effects on 
the fund and its investments.The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors, Inc., which 
offers investment products, or DWS Investment Management Americas Inc. and RREEF America L.L.C., which offer advisory services. 

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they do business. The DWS legal entities offering products or 
services are specified in the relevant documentation. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees 
(collectively “DWS”) are communicating this document in good faith and on the following basis. 

This document is for information/discussion purposes only and does not constitute an offer, recommendation or solicitation to conclude a transaction and 
should not be treated as investment advice. 

This document is intended to be a marketing communication, not a financial analysis. Accordingly, it may not comply with legal obligations requiring the 
impartiality of financial analysis or prohibiting trading prior to the publication of a financial analysis  

Neither DWS Group nor any of its affiliates, gives any warranty as to the accuracy, reliability or completeness of information which is contained. Except 
insofar as liability under any statute cannot be excluded, no member of the DWS Group, the Issuer or any officer, employee or associate of them accepts 
any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission or for any resulting loss or damage whether direct, 
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indirect, consequential or otherwise suffered. The “full faith and credit” guarantee of the US government applies to the timely repayment of interest, and 
does not eliminate market risk. Because of the rising US government debt burden, it is possible that the US government may not be able to meet its 
financial obligations or that securities issued by the US government may experience credit downgrades. 

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries such as DWS Distributors, Inc., which offers investment products, or 
DWS Investment Management Americas, Inc. and RREEF America L.L.C., which offer advisory services. 

© 2024 DWS Group GmbH & Co. KGaA. All rights reserved. 103197-1 (10/24) 


