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Has Bond Duration Risk Peaked?
Key Points:

e Qur proprietary Bond Duration Risk Index (BDRI) remains well below its recent peak, which suggests that
the risk associated with longer fixed-income duration/maturities is easing.

o [ BDRI falls further in upcoming estimates, it will be a signal a higher degree of confidence for expecting
that the risk-reward outlook will favor extending duration and maturities.

e Key factors that will influence the directional path of BDRI include incoming inflation data and the outlook
for US economic activity. On both fronts, lower estimates would be bullish for extending duration/maturities.

The Federal Reserve is expected to start cutting interest rates in the near term, perhaps as early as the September 18

FOMC meeting, based on the implied probabilities derived from Fed funds futures. That growing if still somewhat

modest confidence that a dovish pivot for monetary policy is approaching is also resonating in our proprietary Bond

Composite Bond Duration Risk Index Duration  Risk  Index (BDRI)’ which

manthly aggregates several indicators that offer

context for assessing the outlook for the

degree of risk related to duration and
maturities (as explained below).

As the chart at left shows, the latest
L4 monthly print for BDRI has fallen from its
recent peak of 7 to 4 (as of the current
L5 estimate for June, based on data through
June 17). If this index declines further in
-2 the coming days and weeks, it will signal
a stronger case for holding longer
-4 maturities and raising the level of duration
in fixed-income portfolios. (Note:
: | | | 0 although the index’s frequency is monthly,
Apr-2004 May-2009 May-2014 Jun-2019 Jun-2024 the current month’s estimate is updated
daily as new data becomes available for a

Data: St. Louis Fed macro-markets.com portion of the underlying components.)

The index ranges from 0 (nil risk) to 7 (high risk). BDRI’s peak of 7 in late-2022 reflected all seven of the index’s
underlying data sets signaling high risk.

The current reading of 4 reflects four of the seven components signaling high risk, the lowest since February. As
recently as late-December 2023 the index was at 3, a reflection of market optimism that the Fed’s rate-hiking cycle
had ended and rate cuts were near. The optimism proved to be premature as 2024 began, but markets are signaling a
revival in dovish policy expectations, as shown by the recent decline in BDRI.
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The table below details the current readings for each of the seven components that comprise BDRI. For details on how
the signaling is calculated, see the summary that follows.

Indicator Date Signal

10yr/2yr yield curve (daily) 2024-06-17 High Risk
10yr/3mo yield curve (daily) 2024-06-17 High Risk

2yr yield trend (daily) 2024-06-14 Moderate/Low Risk
2yr yield/Fed Funds spread (daily) 2024-06-14 Moderate/Low Risk
Inflation trend (monthly) 2024-05-31 Moderate/Low Risk
Term premium: Syr (monthly) 2024-05-31 High Risk

Term premium: 10yr (monthly) 2024-05-31 High Risk

e Inverted yield curves = high risk because shorter maturities offer higher yields than longer maturities.
Alternatively, when longer maturities offer higher yields vs. shorter maturities, a moderate/low risk
condition prevails.

e 2yryield trend is calculated as the ratio of 20-day EMA/50-day SMA. When the ratio is rising (values >1.0),
the signal is high risk because the trend forecasts rising interest rates. Alternatively, if the ratio is falling
(values <1.0), a moderate/low risk condition prevails.

e  When the 2-year yield is above the Fed funds target (values > 0), this spread forecasts that the Federal
Reserve will raise interest rates in the near term — a high risk condition. Alternatively, if the 2-year/Fed
funds rate spread is negative (values <0), this spread is forecasting a near-term cut in the Fed funds rate,
which is a moderate/low risk condition.

e To estimate the inflation trend, the Atlanta Fed’s Sticky Core Consumer Price Index (CPI) trend is used.
The signal is derived as the mean of three trailing-period changes: 3-month, 6-month and 12-month.
When the mean of these changes positive (values >0), inflation is trending higher, which is a high risk
condition. Alternatively, when the CPI trend is negative (values <0), inflation is trending down, a
moderate/low risk condition.

e Term premia = high risk when <0, which indicates no compensation for taking on duration. By contrast,
when term premia are >0, investors are offered compensation for longer duration. The term premia are
calculated by a NY Fed model for estimating how much, if any, compensation is provided for bearing the
risk that interest rates may/will change over the life of the bond. This form of term premia is not directly
observable and so a model is required to estimate the data. The model presented here is one of many and
it’s fair to say the estimates vary, someone substantially.
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This Report is provided for informational and educational purposes only and is not intended to be, and should not be construed as, financial or
investment advice. The views and opinions expressed in this commentary are solely those of the authors and do not necessarily reflect the official
policy or position of The Milwaukee Company.

Investors are urged to consult with their own financial advisors before making any investment decisions. The information contained in this
commentary has been compiled from sources believed to be reliable, but no representation or warranty, express or implied, is made as to its
accuracy, completeness, or correctness. Market data and trends are subject to rapid change and may become unreliable for various reasons,
including changes in market conditions or economic circumstances.

Past performance is not indicative of future results. All investments involve risks, including the possible loss of principal. No representation or
warranty is made that any return or performance indicated will be achieved.

Nothing in this commentary constitutes legal, accounting, or tax advice or individually tailored investment advice. This material is prepared for
general circulation and may have been prepared without regard to the individual financial circumstances and objectives of persons who receive
it. The investments or services mentioned may not be suitable for all investors, and it is recommended that you consult an independent investment
advisor if you have any doubts about the suitability of such investments or services for your needs.

This commentary may contain forward-looking statements, which are based on assumptions and subject to risks and uncertainties. Actual
outcomes may differ materially from those expressed or implied in any forward-looking statements due to various factors.

To the fullest extent permitted by law, neither The Milwaukee Company nor any of its affiliates, nor any other person, accepts any liability
whatsoever for any direct or consequential loss arising from any use of this communication or the information contained herein. By accessing this
commentary, you acknowledge and agree to the terms of this disclaimer.



