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Step Away from the Punch Bowl
By: Thomas N. Richmond Jr., Co-Head of Wasmer Schroeder Taxable Bond Strategies

The economic backdrop in the fourth quarter of 2021 was somewhat uneven. Domestic GDP growth reaccelerated in 
October and November (it had dropped to 2.3% in Q3 but is estimated to have grown close to 7% in Q4), as holiday 
shoppers, hearing dire predictions for shortages of many potential presents, got busy much earlier in the season 
than usual, and the pandemic, still somewhat in charge after almost two years, allowed for near normal economic 
activity for a time. As we all know, the emergence of the Omicron variant in late November put a damper on activity 
into the end of the year, especially in sectors like travel and entertainment. Nonetheless overall economic 
performance remained strong, driven by consumers and businesses with cash to spend.

The word of the quarter in the U.S. was inflation. Data reports on the level of prices for almost everything throughout 
the quarter showed year-over-year increases not seen in decades. The Core Personal Consumption Expenditures 
(PCE) deflator, the time-tested and preferred measure of the U.S. Federal Open Market Committee (FOMC), hit 4.7% 
on an annualized basis in December, a level last seen briefly in 1989 and not seen on a sustained basis since 1983. 
The headline Consumer Price Index was last reported at 6.8%, and the Producer Price Index sits at 9.6%. It turns out 
that the Federal Reserve was now admittedly wrong on both the magnitude and the persistence of this supply-chain-
bottleneck and worker-shortage inspired phenomenon. 

Perhaps the members of the FOMC and its newly reappointed Chairman Jerome Powell deserve some amount of 
credit. By the standards of decades of slow-moving policy stance and communication changes, the Federal Reserve 
not only recognized and voiced its mistake, but they also took quick action in response. As speaker after speaker and 
statement after statement rolled out over the quarter (and into 2022), the FOMC talked time to taper, tapered, and 
tapered even faster their asset purchases. This drew the markets into thinking there will be a much faster liftoff from 
the effective lower bound of the Fed Funds rate. Even now, they are discussing ways to shrink their balance sheet –
all in the space of three months. 
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The markets listened and seem to be taking the Federal Reserve at its word. Treasury rates have risen, especially in 
the short end of the yield curve. Futures now see hikes in the Fed Funds rate beginning in a few months and 
continuing a steady cadence through 2023. Inflation breakevens have fallen recently on the thought that the FOMC is 
finally on the inflation-fighting case. Will this be how things play out in 2022? No one knows for sure of course, but 
for now it all seems fairly logical. On a final note, the yield on the 10-year note rose 20 basis points (bps) in the first 
trading week of 2021, on its way to an 82 basis point rise in 1Q21. The same yield rose 25 bps in the first week of 
2022. Does this mean anything? Probably not. The economy is in a much better spot this year and it appears that 
more fiscal stimulus is off the table for now. However, given the very quiet December trading in the past two years, it 
does seem like some investors are going from the same playbook. We shall see.

Tax Exempt Market
By: Jason D. Diefenthaler, Head of Wasmer Schroeder Municipal Bond Strategies

The municipal bond market got back on track during the 4th quarter with the Bloomberg Municipal Bond Index
posting a total return of 0.72%. It was the muni market’s 11th positive quarter of performance out of the last 13, and
it brought the Muni Index’s full year return up to 1.52%.

Tax exempt yields in the front end of the yield curve were roughly 5-10 bps higher during the quarter, reflecting some
of the changing sentiment in the Treasury market around the timing of future Federal Reserve rate hikes. To add
context to the relatively muted move in municipal yields, 2-year Treasury yields were higher by more than 45 bps
during the quarter. 10-year tax exempt yields were lower by approximately 8 bps to end the year at 1.04%, while
yields on the long end of the curve were lower by almost 20 bps. Ultimately, the municipal yield curve saw a fairly
significant bull flattening move during the quarter with the difference between 2-year and 30-year tax exempt yields
declining by 25 bps to +126 bps.

The primary themes for the municipal market during 4Q21 were remarkably consistent with what we have seen
throughout most of 2021. Municipal bond funds saw a record year of inflows with investors adding more than $102
billion to funds during 2021, including every week of the quarter. While supply of new debt has remained at healthy
levels, the large percentage of taxable issuance plus the elevated demand has provided strong technical support to
the market and liquidity conditions. Relative valuations of tax exempt bonds versus other fixed income asset classes
remains stubbornly expensive, reflecting those supply vs. demand imbalances. Even growing concerns throughout
the quarter around the inability of Congress to pass the Build Back Better spending bill – and what that might mean
for tax exempt demand if the risk of higher taxes are off the table – ended up being far less of a headwind for munis
than expected. And credit conditions across the market remained highly supportive of owning lower-rated bonds,
although the current historically tight credit spread environment, plus uncertainty around the impact of COVID-19
variants, could limit total return opportunities in the near-term.

Source: Bloomberg; 12/31/2021
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Supply and Demand

The $129 billion of total municipal new issuance during the 4th quarter was roughly 11% higher than 3Q21, although
taxable muni issuance – which was roughly 23% of all issuance in the 3rd quarter – saw a sizeable increase to 30%.
As previously noted, investor demand remained consistently strong as Lipper reported positive net inflows to
municipal bond funds in every week during the quarter and ended December on a 43-week net inflow streak.

Muni-to-Treasury Ratios

Municipal-to-Treasury yield ratios were generally lower across the entire yield curve during the quarter. The short
end of the curve continues to see the most volatility given the low absolute rates and the outsized impact of just a
few basis point shift in either muni or Treasury yields. 2-year ratios plummeted during the quarter to end the year
around 30%. 5-year ratios fell to 45%, while 10-year ratios fell to 69%. 30-year ratios saw the least movement but
still ended the quarter at a historically tight 78%.

Credit Trends

Although the Bloomberg BBB Municipal Index underperformed the AAA Index for the first time in 5 quarters (by just 
2 bps), credit spreads across much of the market remain near or below all-time tights. Below investment grade 
rated credits were again the place to be as high yield municipals outperformed investment grade bonds by 34 bps; 
this was the 7th consecutive quarter where high yield outperformed and the 18th out of the last 20 quarters. Credit 
quality trends remain supportive of owning lower rated bonds, although the outperformace of BBB and high yield 
during 2021 has greatly limited those areas of the market for additional material outperformance. In the current 
environment, A rated bonds, particularly dedicated tax, general obligation and essential service sectors, still appear 
attractive on a spread basis. Looking forward, there will continue to be heightened oversight around COVID-sensitive 
sectors such as airports, stadium/convention centers, and healthcare credits. While the Bloomberg Hospital Muni 
Index was the best performing investment grade muni sector in 2021, the ongoing pandemic continues to cause 
operations challenges, including restrictions on profitable elective surgeries as well as higher operating expenses 
from persistent labor shortages. 

Taxable Market
By: Brian Ferry, Senior Portfolio Manager

The beginning of a pullback in monetary support by the Federal Reserve led to the most volatile quarter of the year. 
In historic terms, volatility in the fourth quarter across taxable fixed income sectors remained very low, but the first 
three quarters were quiet at times. The demand for yield was still present which kept a cap on how far spreads could 
move out. In fact, companies were confident enough in market conditions that corporate bonds had their biggest 
December issuance of all time. The OAS of Bloomberg Corporate Index widened only 8 bps in the quarter and still 
finished the year below where it started. The Index outperformed by 161 bps on the year. The corporate market 
slightly underperformed in the quarter, although the tone was very constructive given the backdrop. 

Source: Bloomberg; 12/31/2021
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Record issuance did not just take place in the corporate market. Taxable municipals also shared in a record month of 
issuance in December. For the quarter, the market priced $38 billion of new deals and $138 billion for the year. 
Supply dropped by 24% from the record pace of 2020, but 2021 was still the second largest year of issuance by over 
$50 billion. The number of issuers coming to the taxable municipal market continued to grow as well. Investors easily 
absorbed the heavy supply. The Bloomberg Taxable Municipal: AGG Eligible Index widened slightly on the quarter like 
its corporate counterparts, although it put in a stellar year of performance by beating Treasury bonds by over 5%. 

Source: Bloomberg; 12/31/2021
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The tough sledding continued in the fourth quarter for the Agency Mortgage Backed Securities market. It got hit not 
once, but twice by the Federal Reserve. The initial reduction in asset purchases was announced at their November 
meeting, but the Federal Reserve followed this up by increasing the pace of tapering at the December meeting. Much 
of the pain was taken in previous quarters leading up to the announcement. The sector underperformed by 26 bps in 
the fourth quarter. It was not meant to be in 2021 for the mortgage market. Elevated prepayments and the pullback 
of price support by the Federal Reserve exceeded the minimal return investors received from coupon payments. 

There were a few curveballs thrown at fixed income markets throughout the fourth quarter– the swift onset of the 
Omicron variant and the abrupt change to a more hawkish Federal Reserve to name a few. All things considered the 
markets absorbed them well. The 10-year Treasury note was only 3 bps higher on the quarter; there were no 
disruptions to supply trends, credit spreads remained steady, and investors continued to deploy money into the 
market. 

Source: Bloomberg; 12/31/2021
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Disclosure: Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed income investments are subject to 
various other risks including changes in credit quality, market valuations, liquidity, prepayments, early redemption, corporate events, tax ramifications and 
other factors.

Tax exempt bonds are not necessarily a suitable investment for all persons. Information related to a security's tax‐exempt status (federal and in‐state) is 
obtained from third‐parties and CSIM does not guarantee its accuracy. Tax‐exempt income may be subject to the Alternative Minimum Tax (AMT). Capital 
appreciation from bond funds and discounted bonds may be subject to state or local taxes. Capital gains are not exempt from federal income tax.

Past performance is no guarantee of future results. The material provided is for informational purposes only and contains no investment advice or 
recommendations to buy or sell any specific securities. The statements contained herein are based upon the opinions of Charles Schwab Investment 
Management, Inc. (CSIM), and the data available at the time of the presentation which may be subject to change depending on current market conditions. 
This presentation does not purport to be a complete overview of the topic stated, nor is it intended to be a complete discussion or analysis of the topic or 
securities discussed. All opinions and views constitute our judgments as of the date of writing and are subject to change at any time without notice. CSIM does 
not accept any liability for any loss or damage arising out of the use of all or any part of this presentation. This report should not be regarded by recipients as a 
substitute for the exercise of their own judgment and may contain numerous assumptions. Different assumptions could result in materially different 
outcomes. Please contact CSIM for more complete information, including the implications and appropriateness of the strategy or securities discussed herein 
for any particular portfolio or client.

Please refer to the CSIM Wasmer Schroeder Strategies Disclosure Brochure for additional information. As of July 1, 2020 the portfolio management teams 
for the Wasmer Schroeder Strategies transitioned to CSIM with CSIM assuming portfolio management services for the Strategies. CSIM, dba Schwab Asset 
Management, is a registered investment adviser and an affiliate of Charles Schwab & Co., Inc. (“Schwab”). Both CSIM and Schwab are separate entities and 
subsidiaries of The Charles Schwab Corporation. Diversification strategies do not ensure a profit and do not protect against losses in declining markets. 
Investments in managed accounts should be considered in view of a larger, more diversified investment portfolio. There are risks associated with any 
investment approach, the Wasmer Schroeder Strategies have their own set of risks. The Wasmer Schroeder Strategies invests primarily in fixed income 
instruments and as such the strategies are subject to various risks including but not limited to interest rate risk, reinvestment risk, credit risk, default risk and 
event risk. Wasmer Schroeder Strategies are available through Schwab's Managed Account Connection® program ("Connection"). Please read Schwab's 
disclosure brochure for important information and disclosures relating to Connection and Schwab's Managed Account Services®.

Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively 
“Bloomberg”). Bloomberg or Bloomberg’s licensors own all proprietary rights in the Bloomberg Indices. Neither Bloomberg nor Bloomberg’s licensors 
approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to 
the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising 
in connection therewith.

Indexes are unmanaged, do not incur management fees, costs and expenses, and cannot be invested in directly.

About the Firm: More than 30 years ago, the Wasmer Schroeder philosophy was founded on the principles of an unwavering commitment to service and a 
dedication to managing fixed income. From its beginning, management of the Wasmer Schroeder Strategies has held steadfast in its spirit of collaboration—
doing what’s right for the advisors, investors, and institutions for whom we manage money. We do right by doing right by them—knowing their businesses, 
understanding their goals, and consistently finding strategies to help meet their needs. Originally founded by Martin Wasmer and Michael Schroeder, the 
Strategies have grown significantly. We remain dedicated to uncovering opportunities and delivering results for our clients—working together every step of 
the way. As an active fixed income manager of tax exempt and taxable strategies, we are dependable, collaborative, and insightful in our approach. As of July 
1, 2020, the portfolio management teams for the Wasmer Schroeder Strategies transitioned to Charles Schwab Investment Management, Inc. (“CSIM”) with 
CSIM assuming portfolio management services for the Strategies. CSIM, dba Schwab Asset Management, is a registered investment adviser and an affiliate of 
Charles Schwab & Co., Inc. (“Schwab”). Both CSIM and Schwab are separate entities and subsidiaries of The Charles Schwab Corporation.

©2022 Charles Schwab Investment Management, Inc. All rights reserved.
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Brian Ferry
Senior Portfolio Manager

Brian Ferry is a Senior Portfolio Manager, and he is responsible for co‐managing taxable Wasmer Schroeder Strategies at CSIM. 

Brian earned his BS in Finance from Miami University. He was awarded the CFA Charter in 2016 and is a member of both the CFA Institute and the 
CFA Society of Cleveland. 

Thomas N. Richmond Jr. 
Co‐Head of Wasmer Schroeder Taxable Bond Strategies

Thomas Richmond is a Senior Portfolio Manager and Co‐Head of Taxable Bond Strategies supporting the Wasmer Schroeder Strategies at Charles 
Schwab Investment Management, Inc. (CSIM).

Tom earned his B.S in Computer Science and his M.S. in Applied Mathematics from Rensselaer Polytechnic Institute, where he also minored in 
Economics and Management. 

Jason D. Diefenthaler
Head of Wasmer Schroeder Municipal Bond Strategies

Jason Diefenthaler is a Senior Portfolio Manager and the Head of Municipal Bond Strategies supporting the Wasmer Schroeder Strategies at CSIM. 

Jason earned his B.S. in Finance from Florida State University.
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