T. ROWE PRICE INSIGHTS
ON FIXED INCOME

MOVE Index Signals Rate Cut

Bond volatility gauge provides Fed insight, analysis shows.

KEY INSIGHTS

= Based on analysis of historical data, the Merrill Lynch Option Volatility Estimate
(MOVE) Index indicates that a Fed rate cut has been likely since late May.

= The key question is whether the first cut will be an insurance cut or the start of a
new easing cycle aimed at mitigating the impact of an imminent recession.

= Around historical insurance cuts, the MOVE peaked just before or shortly after
the initial Fed move and then trended lower.

he Merrill Lynch Option Volatility

Estimate (MOVE) Index indicates

that a Federal Reserve rate cut
has been likely since late May. Of
course, this outlook has become
priced into the market as the trade war
with China has escalated, weighing
on U.S. economic growth. More
meaningfully, the MOVE can also
provide insight about whether the first
rate cut is an “insurance” cut meant
to boost confidence and extend the
economic cycle or is the beginning of
an easing cycle as the economy falls
into a recession.

The MOVE Index is essentially the

fixed income market’s version of the
better-known Cboe Volatility Index

(VIX) for equities. The MOVE Index
calculates the future volatility in U.S.
Treasury yields implied by current prices
of options on Treasuries of various
maturities. Implied volatility can be

seen as a measure of the cost to insure
against outsized interest rate moves,

either upward or downward. In addition
to the MOVE, we also monitor data
such as the difference in yield between
three-month and 10-year Treasuries,
trends in initial jobless claims, and

the Institute for Supply Management’s
manufacturing index level for clues
about the direction of the Fed’s
monetary policy.

Historical Analysis of MOVE
and Fed Funds

A T. Rowe Price analysis of historical
data for these variables and the
federal funds rate showed that the
MOVE has historically provided strong
signals about the Fed’s monetary
policy path. We examined levels of
the MOVE before and after the five
most recent occasions when the Fed
cut rates for the first time following

a pause in a tightening cycle: June
1989, July 1995, September 1998,
January 2001, and September 2007.
(Historical data for the MOVE extend
only to the late 1980s.) The analysis
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(Fig. 1) MOVE Bottoms Two Months Before First Cut
MOVE Index and fed funds rate since MOVE inception

As of June 19, 2019
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The key question
Is whether that first
easing step would
be a short-lived
insurance cut
designed to extend
the economic
cycle as opposed
to the start of a
new easing cycle
aimed at mitigating
the impact of an
imminent recession.

indicated that the MOVE typically hits
a cycle low around the same time that
the three-month/10-year yield curve
inverts. The Fed typically cuts rates, on
average, two months after the MOVE
reaches a bottom.

The current cycle appears consistent
with the historical behavior of the
MOVE just before a Fed rate cut.

The MOVE hit its lowest-ever level on
March 20, indicating that a rate cut
could be imminent from the Fed as
early as its June policy meeting, given
that the April/May meeting ended

on May 1. Several other indicators
corroborated that we had entered a
rate-cutting environment. While the
Fed did not lower rates at the June
meeting, its policy statement indicated
that it was ready to ease if the
economy continued to slow.

Insurance Cut or Start of Easing Cycle?

Immediately following the June Fed
meeting, fed funds futures contract
prices showed that markets saw a first
rate cut at the July Fed policy meeting
as a near certainty, with the potential
for more to follow. The key question is
whether that first easing step would be

a short-lived insurance cut designed to
extend the economic cycle as opposed
to the start of a new easing cycle
aimed at mitigating the impact of an
imminent recession.

The Fed'’s rate reductions in 1995

and 1998 proved to be insurance cuts.
In 1995 and early 1996, the central
bank lowered rates three times and
managed to prevent a slowdown in
growth from becoming a recession.

In the second half of 1998, the Fed
cut rates three times to successfully
prevent contagion from the meltdown
of the Long-Term Capital Management
hedge fund and financial crises in
international markets.

MOVE Reaction to Inform
Portfolio Positioning

Around historical insurance cuts, the
MOVE peaked just before or shortly
after the initial Fed move and then
trended lower—indicating that the

cut had delivered its desired calming
effect. In contrast, the MOVE remained
elevated for an extended period after
the first rate reduction in an easing
cycle that led into a recession, such
as in 2001 and 2007. Given the
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information value of this indicator in this year to inform the interest rate
past cycles, we will closely monitor and overall risk positioning in our core
the MOVE following the first rate cut taxable bond portfolios.

WHAT WE’RE WATCHING NEXT

We will continue to track the direction of the economic and yield curve
indicators listed above for information about the reaction of the economy
and Treasury market to the Fed’s first easing steps. In addition, we will
be watching for signals of a quick resolution or a further escalation in
tensions surrounding the ongoing trade war with China. Either of these
outcomes would likely change the central bank’s view of the economy
and its monetary policy outlook.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.
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Important Information

This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular investment action.
The views contained herein are those of the authors as of June 2019and are subject to change without notice; these views may differ from those of other T. Rowe
Price associates.

This information is not intended to reflect a current or past recommendation, investment advice of any kind, or a solicitation of an offer to buy or sell any securities
or investment services. The opinions and commentary provided do not take into account the investment objectives or financial situation of any particular investor or
class of investor. Investors will need to consider their own circumstances before making an investment decision.

Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy.

Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of principal. All charts
and tables are shown for illustrative purposes only.
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