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The bond market has been on a wild ride. In days past we would say to “listen to
what the bond market is telling us”, as fixed income traders tend to think with a
longer term, more even keeled perspective than stock traders. Stocks were the asset
class with the big moves, leaving many investors suffering from oscillations between
fear and FOMO. That has not been the case during the past couple years, as you can
see from the chart below depicting the violent swings for the 10-year Treasury yield.
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As you can see, in late 2023 Treasury yields came down dramatically (yellow box), resulting in an 8% surge in the
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Bloomberg Aggregate Index. The move seemed shocking, since the narrative at the time was that inflation was tamed
and yields would come tumbling down with Fed rate cuts. Fast forward, the bond euphoria unwound earlier this year with
renewed inflation concerns during the summer and through the third quarter. From May to September, 10-year Treasury
yields dropped over 100bp (1%) and the index surged 7%. Bond managers, starved for return, chased these assets higher
and higher.

Perhaps this is a Pavlovian response after a decade of near zero interest rate policy. But those days are in the past, as
going forward growth and inflation expectations are notably higher. Short-term rates should come down if inflation is
contained, but longer-term yields are probably in a good spot in the 4% - 4.5% range. Our model for the 10-year Treasury
yield target is expected inflation plus expected GDP growth. If we have 2% growth and 2% inflation, then that gets us to
4%, and the bias is to the upside for those estimates, marking 4.5% as the upper band for now.

The problem could come if we see yields continue higher from here. Higher yields could be in response to higher growth
expectations (good), higher inflation expectations (bad), or both. From a technical perspective, keep an eye on that green
trendline. Much like the white trendline from 2022-2023, a violation to the upside (of about 4.5% as of the time of writing)
could bring a bigger move than anticipated. As we have seen over the past several years, the bond market tends to
overshoot on moves in both directions.

If we see yields approach the 5% level, then we would expect recession concerns again. Higher borrowing costs could
pressure borrowers in the public and private markets and would be very bad for the already struggling commercial real
estate sector. The upside risk for yields is something to be monitored closely.

Our tactical bond strategies use systematic risk management programs, allowing us to confidently invest in the credit
markets. Higher yields may or may not be a bad thing, depending on the reason, and may or may not even happen. We
have been saying for years that the most likely scenario is a soft landing for the economy, but guessing at the future is
not our program. Systematically measuring and reacting to what the market is telling us allows us to maximize yield
during the good times and seek safe harbors during the bouts of turbulence. For now, it is still time to maximize yield.

IMPORTANT DISCLOSURES:

Sources include eSignal.com, Bureau of Economic Analysis, Bureau of Labor Statistics and FactSet.

Please remember that past performance is no guarantee of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that
the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by
Grimes & Company, Inc. [“Grimes”]), or any non-investment related content, made reference to directly or indirectly in this blog will be profitable, equal any corresponding
indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing market
conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or
information contained in this blog serves as the receipt of, or as a substitute for, personalized investment advice from Grimes. To the extent that a reader has any questions
regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her
choosing. No amount of prior experience or success should be construed that a certain level of results or satisfaction will be achieved if Grimes is engaged, or continues to be
engaged, to provide investment advisory services. Grimes is neither a law firm nor a certified public accounting firm and no portion of the blog content should be construed
as legal or accounting advice. A copy of the Grimes’ current written disclosure Brochure discussing our advisory services and fees is available for review upon request or at
https://www.grimesco.com/form-crs-adv/. Please Note: Grimes does not make any representations or warranties as to the accuracy, timeliness, suitability, completeness, or
relevance of any information prepared by any unaffiliated third party, whether linked to Grimes’ web site or blog or incorporated herein, and takes no responsibility for any
such content. All such information is provided solely for convenience purposes only and all users thereof should be guided accordingly. Please Remember: If you are a
Grimes client, please contact Grimes, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of
reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our investment
advisory services. Unless, and until, you notify us, in writing, to the contrary, we shall continue to provide services as we do currently. Please Also Remember to advise us if
you have not been receiving account statements (at least quarterly) from the account custodian.
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