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U.S. Municipal Bond Market
Inflation and Everything Else, Second Half 2026 Municipal Outlook

Summary Tom Kozlik
« Inflation remains the central constraint for the second half of 2026. The economy AHAEUGH(?C(;;S/“%ZZZCW”d
is still growing, but higher borrowing costs, energy volatility, fiscal pressure and 214.859.9439
competition for capital are limiting how much room investors, public entities, and tom.kozlik@hilltopsecurities.com

policymakers, have to maneuver.

e The Fed’s July decision to hold rates steady reinforced a key reality of the second
half of 2026: inflation remains the primary constraint on monetary policy. Core
inflation is back above 3%, unemployment is above 4%, and the possibility of
higher-for-longer rates remains very much alive.

« Municipal bond demand has defined the 2026 market, but the second-half test
will be credit discipline. Investors continue to favor tax-exempt income, while
elevated issuance and the Post-Golden-Age Realignment make issuer-level
fundamentals more important.

Resilience Meets Inflation

The U.S. economy remains resilient, and we expect the municipal market to remain as Municipal bond demand has defined
much of a viable and investable option for investors in the second half of 2026, as it was the 2026 market, but the second-half
in the first. But the second half is still being shaped by a central constraint: inflation. test il be credit discipline.

Opportunities Meet Constraints- What to watch in the second half of 2026

Operating Variable Tailwind Headwind What Investors Should Watch

U.S. Economy Can the economic resilience last? Persistent inflation pressure Inflation vs labor market

Municipal Market  Strong demand, mostly resilient credit : : Post Golden-Age realignment, high-yield
. ) Elevated issuance, relative value 4
Realignment quality market spillover

Cooling inflation could allow for lower  Persistent inflation, energy costs,  Progress toward 2% goal, labor data and

Inflation & the Fed rates and deficits could limit easing whether long rates decline
Geopolitics, Trade & Defense, infrastructure, energy & Market volatility, supply shocks,  Energy market impact, supply chains, global
Tariffs reshoring investment tariff uncertainty trade flows, tariff policy
Capital Allocation, Tech Al, infrastructure, productivity Higher financing costs, execution Investment spending, power demand,
Change investment risk infrastructure capacity, adoption uncertainty
Fiscal & Tax Policy Govt. spending & reform efforts can Deficits, policy urlwc'e.rtalnty Treasgr.y supply, market tolerance for
support growth pressure flexibility additional borrowing, federal role
Generation, grid investmen Ci nstrain t&r )
Energy eneratio ,grid investme t, Capacity constraints, cost & rate Power prices & load growth
electrification pressures
. ) Aging, labor & skills shor ; Labor ly, school enrollment, housin
Demographics, Labor,  Population growth and workforce ging ab.o SISO Ao >UPPY, 5Choo! enrofime t. ousIng
. o ) affordability pressure, uneven  costs, entitlement costs, regional differences,
Housing gains in select regions o
enrollment migration patterns
Cybersecurity Greater awareness, leadership, Operational disruption, continuity- Resilience, preparedness, disclosure, vendor
Operational Risk investment of-service risk risk, essential service exposure

Source: HilltopSecurities.
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Nearly every major crosscurrent investors are watching, including geopolitics, capital When inflation keeps interest rates

allocation and fiscal policy, eventually runs through the cost of money. To paraphrase h’ghf’fo”O”ge’a’”g{S“ the weight

Warren Buffett from Alice Schroeder’s The Snowball: Warren Buffett and the Business on aimost every decision investors
o s . , : public entities and policymakers

of Life, interest rates are to finance what gravity is to physics. When inflation keeps have to make.

interest rates higher for longer, it raises the weight on almost every decision investors,

public entities and policymakers have to make.

Inflation has become and, in many cases, remains the common concern connecting
public entities, municipal bond investors, households, executives, and financial market
participants. Results from a June 2026 Gallup poll identify the high cost of living/
inflation as Americans'leading personal financial problem. A Bank of America global
fund managers' survey said 40% reported inflation as the No. 1 tail risk at the beginning
of the summer. Inflation also moved back to the top of CFO’s list of most pressing
business concerns in a poll conducted by the Richmond Federal Reserve Bank and Duke
University.

Inflation is not the only story. Other crosscurrents matter, but inflation changes the terms
of nearly all of them.

Higher borrowing costs and slowing economic growth could reduce public investment
and challenge municipal bond credit quality. Labor shortages could keep service costs
elevated. Rising and volatile energy prices can complicate the Federal Reserve’s path.

Infrastructure-related constraints could limit potential future growth even if hyperscaler Other crosscurrents matter, but
demand remains strong. Continued policy uncertainty could make capital investment inflation changes the terms of nearly
more cautious at a time when the economy needs more of it. Parts of the economy all of them.

are trying to break through, but inflation still sets the ceiling on how much room
policymakers, investors and public finance entities have to maneuver.

Macroeconomics — Our Operating Variable #]1

The second half of 2026 began with a challenging but navigable combination of
crosscurrents for investors, issuers and policymakers. The U.S. economy is still growing,
but its strength is uneven. Economic activity has held up better than many expected.
First quarter 2026 GDP was revised higher, to 2.1% from 1.6% in June. The Atlanta Fed's
latest "Nowcast” points to roughly 1.6% growth as of July 28, and the Bloomberg survey
of economists expects growth of about 2.1% in the second quarter. Other economists
expect second quarter growth to be roughly between 1.5% and 2.0%.

Al-related business investment is helping to hold up the headline number, similar to
what happened in 2025. This has become an important support for the U.S. economy.
Consumer activity is slowing, housing remains weak and trade is likely to subtract from
second quarter GDP as imports tied to business investment and inventory needs run
ahead of exports.

Inflation

Inflation remains a constraint. The Federal Reserve left its target rate range unchanged inflation st above the feds
comfort zone, while job growth has

at 3.50% to 3.75% at its July 29 meeting. The decision reinforced our view that inflation cooled, so officials are waiting before

remains the defining constraint on the economy. While parts of the economy have deciding whether borrowing costs

cooled and labor market conditions have softened, inflation remains above the Fed's need to rise again.
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comfort zone, prompting policymakers to keep rates on hold as they assess whether Economists generally expected the

current policy is restrictive enough to restore price stability. Fed’s next move to be a rate cut, but
persistent inflation pressures, rising

. ) ) ) . i oil prices, and the latest FOMC vote
Three voting members favored an immediate rate hike, underscoring the extent to which suggest the risk of higher-for-longer

inflation concerns continue to outweigh calls for easier monetary policy. Economists rates remains very much alive.
generally expected the Fed's next move to be a rate cut, but persistent inflation

pressures, rising oil prices, and the latest FOMC vote suggest the risk of higher-for-longer

rates remains very much alive.

The data show why this is one of the Fed's most difficult policy moments in years. Core
inflation surged ahead of the Fed's response in 2021 and 2022, forcing the federal-funds
rate sharply higher and keeping policy restrictive even as inflation later cooled. Now,
core inflation has moved back above 3% in 2026 while the policy rate remains elevated,
keeping the risk of higher-for-longer policy alive.

Inflation is Still Keeping the Hike Door Open
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The labor market gives the Fed another reason to move carefully. Again, core inflation Inflation is the starting point, but the
has moved back above 3% in 2026, while unemployment is also sitting above the 4% *eqlf]’sgue s hOW’”ﬂa“ﬁO” ”/’“—”“C“
line. That combination leaves the Fed with less room to treat inflation as yesterday’s with borrowing costs, fiscal pressure

. . . . , infrastructure needs, energy demand
problem, but also less freedom to tighten policy without considering the risk to growth. and competition for capital,

The Red Line of Inflation

Why inflation may matter more than everything else in the second half of 2026
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That is why the second half of 2026 should be viewed less as a single, or ongoing Fed
story and more as a constrained economy story. Inflation is the starting point, but the
real issue is how inflation interacts with borrowing costs, fiscal pressure, infrastructure
needs, energy demand and competition for capital. Those interactions will shape public
finance conditions and separate issuers with flexibility from those with less room to
maneuver.

Municipal Market Realignment — Qur Operating Variable #2

Demand for municipal bonds has been the defining, and surprising, municipal market
story of 2026 so far. Investors have continued to choose tax-exempt income, relative
stability and the bonds that finance America’s public infrastructure with important
consistency. This recurring demand did not depend on one Fed action or one month
of favorable market-specific technicals. It grew because investors recognized the value
of tax-exempt income, understood the relative credit stability and connected the
investment to roads, schools, airports, water systems, public power and other essential
public assets at a time of macroeconomic and geopolitical uncertainty.

Public capital needs remain large,

The sustained demand has been strong enough to absorb another historically heavy construction costs remain high,

supply year, through the first half of the year. Municipal issuance totaled about $299 federal pandemic-era support has

billion through the first six months of 2026, about $19 billion ahead of our $280 Zad;d G”dC;”ffGSWCWeSf///mUST
e rnnanced.

billion first-half forecast. Primary market issuance reached a record $580 billion in
2025, and 2026 is still running at an elevated pace that could come close to last year's
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record. The elevated issuance activity is not surprising. Public capital needs remain The heavy-issuance story is likely to
large, construction costs remain high, federal pandemic-era support has faded, and continue in the second half of 2026.
infrastructure still must be financed. Prepay energy bonds are also making up a larger

share of overall issuance and remain part of the supply story.

The heavy-issuance story is likely to continue in the second half of 2026. Our $555 billion
full-year forecast was already at the low end of most 2026 municipal issuance forecasts.

If issuance averages about $50 billion per month through October and then slows in
November and December, full-year issuance could finish near the mid-$570 billion range.
That would be above our forecast, but not enough by itself to change our base case. We
would need to see a sustained trend that makes $600 billion more likely than a mid-$570
billion finish before revising our forecast higher.

Summary of HTS 2026 Issuance Forecast (Updated July 28, 2026)

2026 2026

Ten Year Forecastto Forecastto
Average, 2021 2022 2023 2024 2025 HTS2026 2026 2026 Actual, 2026 Actual, $600 bil. $650 bil.
2016-2025 Actual Actual Actual Actual Actual Forecast Actual $ Difference % Change Scenario Scenario
29 January 28 26 24 32 37 40 36 -4 12.2% 50 54
31 February 37 32 22 33 41 45 43 -2 4.0% 50 54
36 March 48 46 34 39 43 45 54 9 -16.2% 50 54
36 April 37 40 33 45 52 50 52 2 -4.5% 50 54
38 May 35 37 30 48 53 45 53 8 -15.4% 50 54
45 June 50 38 40 49 59 55 61 6 -10.0% 50 54
35 July 38 28 28 41 56 45 - - - 50 54
43 August 45 42 39 51 51 55 - = = 50 54
39 September 45 27 31 49 48 45 - - - 50 54
49 October 42 29 39 66 59 55 - = = 50 54
34 November 37 26 37 25 42 35 - - - 50 54
35 December 41 20 24 32 40 40 - = = 50 54
449 Total 483 391 380 508 580 555 299 19 -6.4% 600 650
37 Avg/Mth 40 33 32 42 48 46 50 3 -7.3% 50 54

Source: Refinitiv and HilltopSecurities.

Strong demand for municipals does not make the market immune to weakness. Heavy

supply still has to be absorbed, relative value can shift, and strong flows can push

investors too quickly into structures or credits that do not deserve the same confidence

as the broader high-grade market. Absolute yields remain one of the strongest reasons Absolute yields remain one of the
to stay engaged with municipals, especially as investors move beyond cash and look to strongest reasons to stay engaged
lock in tax-exempt income. But attractive yields, even generationally attractive yields, with municipals, especially as

. . . investors move beyond cash and
should not become an excuse to ignore underlying credit fundamentals. : :
look to lock in tax-exempt income.



Tax-Exempt Yields Are Back Near Recent Highs
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That is where the importance of the Post-Golden Age Realignment comes into play. For
several years the sugar rush from D.C. propped up municipal credit. Municipal credit
remains broadly stable, but it is becoming less uniform. The peak of the pandemic-era
fiscal glow is behind us. Federal support has faded, rating momentum has normalized,
and in some sectors like K-12 schools and higher education has turned negative. Issuer-
specific fundamentals matter more now. States generally remain well positioned. Many

HilltopSecurities Municipal Sector Credit Outlooks (July 2026)

Sector Hilltop Sector Outlook Recent HTS Action(s)
State Government Stable None
Local Government Stable None

School Districts Negative Loweriedk; oz’ég\lzzgative”
Community Facilities Districts Stable None
Airports Stable None

Lowered to “Unbalanced”
Charter Schools Unbalanced inour Jan. 12, 2026
analysis

Health Care None
Higher Education F;r‘il\;)a"tce::l\l;l:;:ttii\\ll: None
Housing Stable None

Public Power (Elec) Lowered to “Cautious

Feb. 2026
Senior Living Stable None
Tobacco Negative None
Toll Facilities Stable None
Water & Sewer None

Source: HilltopSecurities.
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local governments too are relatively well positioned but the individual story is more The second half of 2026 should
important than last year and the year before. Essential-service infrastructure remains reward credit profiles with the

. . . . . discipline we expected to see to begin
durable. But pockets of stress are becoming easier to identify, especially where revenues the year
are politically exposed, costs are rising, capital needs are large or management flexibility '
is limited. We have not made changes to our sector credit outlooks since Feb. 2026.

The second half of 2026 should reward credit profiles with the discipline we expected

to see to begin the year. Investors should watch credit selection (especially as credit
turns lower), structure, liquidity, reserves, revenue control, labor costs, capital plans and
management’s ability to act before pressure becomes visible in the ratings, or on balance
sheets. Public entity credit fundamentals are not inherently weak as we enter the second
half of 2026, but the backdrop is becoming less forgiving.

The Pace of Public Finance Downgrades Has Picked Up Since Mid-2025

B Upgrades as a % of Rating Revisions B Downgrades as a % of Rating Revisions

100%

The test in the second half of 2026
will likely involve the importance of
credit selection, and we will watch
the supply and demand dynamic
closely as it is likely to remain part of
the story in some way in the second
half as well.

50%

0%
1023 2Q23  3Q23  4Q23  1Q24 2Q24  3Q24  4Q24  1Q25 2Q25 3Q25 4Q25 1Q26

Source: Moody’s and HilltopSecurities.

In the first half of 2026 the key story was demand for municipals. The test in the second
half of 2026 will likely involve the importance of credit selection, and we will watch the
supply and demand dynamic closely as it is likely to remain part of the story in some way
in the second half as well.
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