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I I Ihe number one question—in fact,
maybe the only question—that
clients are asking me at the moment is,

“Did | miss the top in yields?” My answer
is, probably not.

As readers of this blog will know, one of
my highest-conviction views over the last
few months has been for higher global
government bond yields. This has come to
fruition, but in the last couple of weeks we
have seen a violent counter-trend rally.

The sell-off in longer-maturity rates began
in, roughly, late summer and saw the
10-year U.S. Treasury yield briefly reach
5.00% in October. We saw this sell-off
coming as a final “blow-off” move higher in
yields—the phase three in the framework
we defined in “The Four U.S. Treasury

Yield Phases of a Fed Tightening Cycle.”
Our internal discussions have centered

on whether phase three has ended and
whether we are moving into phase four—
the transition to a rapid decrease in yields.
Again, the answer is, probably not—we are
likely still in phase three.

Yields have tended to peak
within four months on either
side of final hike

One argument against this and in favor
of phase four is that in previous Federal
Reserve (Fed) hiking cycles, yields tended
to peak within four months on either side
of the final rate increase. With the Fed's
most recent hike in late July currently
looking like its last, the clock could
already be ticking on yields peaking.

Will history repeat itself? Or does the
very different starting point in terms of
yield curve shape, ongoing quantitative
tightening, a large fiscal deficit, and
volatile global geopolitics make the Fed's
signal less reliable this time?

For the short end of the yield curve, we
would argue to continue to focus on the
Fed. For the long end, other factors may
be more important. Put simply, expect a
steeper yield curve.

With that said, there is active debate
among our portfolio managers about the
indicators that we should look for when
determining whether we've seen the
peak in yields and are indeed in phase
three. Some managers are waiting to
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Yields peaking—history rhyming?
(Fig. 1) Four yield phases in historical hiking cycles
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add duration’ until the point where market
pricing of the Fed'’s rate path fully reflects
the Fed's projections—in mid-November,
federal funds futures showed that investors
expected about four cuts of 25 basis
points? each in 2024, while the Fed's latest
forecast anticipated only two rate cuts.

A framework for adding duration

| favor waiting to add U.S. duration until at
least one of the following four criteria are
met, which | think indicates the transition
to phase four—a meaningful rally in
rates—is imminent.

1. Valuation: At a minimum, the 10-year
U.S. Treasury note yields more than the
terminal fed funds rate so that the yield
curve is not inverted. At that point, there
may not necessarily be a good reason
to be long duration, but at least one
of the strongest reasons to be short
lessens. In other words, | would need to
see a flat yield curve —if not positively

sloped—to consider adding duration.
But | would not consider making large
positioning changes based on the
valuation trigger alone.

We are approaching this guidepost,
but the issue is that we don’t know for
sure that 5.25%-5.50% is the peak
fed funds target range. Nor do we
know that merely a flat yield curve is
sufficient—in light of the global demand
for capital and crowding out of supply,
it will depend on the extent that other
high-quality global curves steepen. (As
an aside, the UK and European yield
curves have been steepening quicker
than the U.S.)

. Time: The European Central Bank

(ECB) announces that it will quicken
the pace of its asset purchase
program (APP) runoff (a form of
quantitative tightening) and the

Bank of Japan (BoJ) finally exits its
yield curve control (YCC) program
completely. The idea here is to remove

" Duration measures a bond’s sensitivity to changes in interest rates.

2 A basis point is 0.01 percentage point.
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the final distortions in the demand/
supply dynamic and essentially allow
the market to find its clearing price
naturally. The ECB has been backing
off the APP runoff as Italian yields
have threatened to break out, but the
BoJ seems to be slowly and quietly
edging to something close to fully
ending YCC.

3. Systemic events: The Fed abandons
guantitative tightening, most likely
because the banking system is
showing severe stress again. If this
happens, | would favor being an
immediate buyer of long duration.
Other systemic events, such as
another sovereign debt crisis in the
eurozone periphery, could also be a
trigger to add duration.

4. Fiscal: Major developed market
governments take concrete measures
to restrain spending, moderating
their need to issue more debt. The
Liz Truss debacle in the UK should
have educated politicians that they
can’'t spend out of a budget crisis,
but unfortunately not all politicians
believe that the rules apply to them.

We'll monitor the messages from
politicians regarding fiscal discipline
as electioneering starts in earnest.

Expect fleeting rallies before
rates peak

| have been fully expecting some rallies
that temporarily push yields lower as we
wait for our indicators that we've reached
a peak in rates to turn green. While these
yield decreases could be meaningful

and enticing, | anticipate waiting for

one of these signposts to appear before
strategically adding duration.

Also, | am convinced that yield curve
segmentation will lead to most of the
eventual rally in duration taking place at
the shorter end of the yield curve. Given the
recent tightening of financial conditions,
growth is likely to slow, benefiting shorter
maturities. But the flood of upcoming
longer-term government debt supply will
probably keep yields at the long end of the
curve more elevated. So whether or not we
have seen the peak in yields, yield curves
will steepen over time in a move that could
be led by either end of the curve.

T. Rowe Price cautions that economic estimates and forward-looking statements are subject to numerous assumptions, risks,
and uncertainties, which change over time. Actual outcomes could differ materially from those anticipated in estimates and
forward-looking statements, and future results could differ materially from historical performance. The information presented
herein is shown for illustrative, informational purposes only. Any historical data used as a basis for analysis are based on
information gathered by T. Rowe Price and from third-party sources and have not been verified. Forecasts are based on subjective
estimates about market environments that may never occur. Any forward-looking statements speak only as of the date they are
made. T. Rowe Price assumes no duty to, and does not undertake to, update forward-looking statements.
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

Additional Disclosure

“Bloomberg®” and the Bloomberg Indices are service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services Limited
(“BISL"), the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain purposes by T. Rowe Price. Bloomberg is
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