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Bonds are Back

Wednesday, February 21, 2024

For several years running, high-quality Fixed Income has left investors
with little to cheer about. Over much of the past decade, yields

were unattractively low. More recently, during 2022 and 2023,

the rapid rise in interest rates was a gale-force headwind to bond
market performance. But we believe all that’s changing. Through

a combination of higher yields and more benign Federal Reserve
policy, Core Fixed Income appears poised to resume its traditional,
constructive role in investment portfolios. Put simply, bonds are back.
Finally.

Interest Rate Outlook

For more than a year, we've messaged our view that inflation had
peaked, that its downward trajectory would persist, and that the
economy would manage a soft landing. Fortunately, economic
forces seem to be playing out as expected. That improved economic
backdrop should allow the Fed to pivot later this year and begin
reducing short-term interest rates towards a neutral policy level. We
envision the Federal Reserve making a few quarter-percentage point
cuts this year and then extending its rate-cutting campaign into 2025.
We believe the precise timing and magnitude of Fed easing should
ultimately prove less important to market stability than the Fed’s
overall posture and policy direction.

Although short-term rates should begin a gradual decline by mid-year,
we expect intermediate and longer-term yields to stabilize and even
rebound into year-end. Bond prices climbed rapidly over the final two
months of last year, pulling intermediate and longer-dated Treasury
yields below what we consider equilibrium levels. But as economic
stabilization sets in later in 2024 — and as the market comes to terms
with large structural deficits in the federal budget and the potential
for accelerating growth by year-end — we believe longer-term vyields
are likely to push back higher. Between those moderately higher
long-term yields and a few Fed rate cuts by year-end, we expect the
yield curve (Exhibit 1) to end 2024 roughly flat, with both Fed funds
and the 10-year Treasury closing in the mid-4% range.

Exhibit 1: Treasury Yield Curve (as of Feb 16, 2024)
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Current Positioning

Within bond portfolios, we're currently positioned approximately
neutral to benchmark duration. Last fall, intermediate and longer-
dated yields rose sharply, and to take advantage of those higher
yields, we recommended extending duration toward benchmark.
However, those higher levels didn't last long — and through
November and December, Treasury yields reversed course, pulling the
benchmark 10-year back down to its current trading-range between
4.0% and 4.30%. At present, we believe investors should stay near or
slightly below benchmark duration, as we see there is greater upside
risk in yields than downside risk as we look toward the second half of
the year.
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We're also recommending investors remain at, or slightly above,
strategic target in Core Fixed Income (Exhibit 2), focusing their
exposure on high-quality bonds, as spreads over Treasurys within the
Credit and High Yield segments are tight. Meanwhile, although our
Extended Fixed Income allocations are slightly underweight strategic
target, within that space we do still favor Reinsurance/Catastrophe
Bonds — one of our high-conviction tactical positions. The Reinsurance
space offers attractive yields, as companies that provide reinsurance
are experiencing strong pricing power on premiums set for 2024.
Additionally, the asset class has unique short-duration characteristics
and low expected correlation with other assets.

In the event of equity market volatility, both high-quality Fixed Income
and Reinsurance/Catastrophe Bonds should provide a measure of
stability in portfolios. For Core Fixed Income, we expect the asset class
to achieve mid-single-digit returns unless longer-term interest rates
turn sharply higher later in the year. This dual function — yield plus
protection — has finally returned for bond allocations.

Exhibit 2:
BMO Wealth Management Asset Class Dashboard
February 2024
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Disclosure

BMO and BMO Financial Group are trade names used by Bank of Montreal.

Please consult with your advisor for your own personal situation. The research analysts
contributing to the report have certified that:

All the views expressed in the research report accurately reflect his/her personal
views about any and all of the subject securities or issues; and

No part of his/her compensation was, is, or will be, directly or indirectly, related
to the specific recommendation or views expressed by him/her in this research
report.

“BMO Wealth Management”is a brand delivering investment management services,
trust, deposit and loan products and services through BMO Bank N.A., 3 national bank
with trust powers; family office services and investment advisory services through
BMO Family Office, LLC, an SEC-registered investment adviser; investment advisory
services through Stoker Ostler Wealth Advisors, Inc., an SEC-registered investment
adviser; digital investment advisory and financial planning services through BMO
Direct Invest Inc., an SEC-registered investment adviser; and trust and investment
management services through BMO Delaware Trust Company, a Delaware limited
purpose trust company. These entities are all affiliates and owned by BMO Financial
Corp., @ wholly-owned subsidiary of the Bank of Montreal. BMO Delaware Trust
Company operates only in Delaware, does not offer depository, financing or other
banking products, and is not FDIC insured. You must be an existing customer of BMO
Bank N.A. and enrolled in BMO Digital Banking to qualify for services from BMO Direct
Invest Inc. Not all products and services are available in every state and/or location.
Family Office Services are not fiduciary services and are not subject to the Investment
Advisers Act of 1940 or the rules promulgated thereunder. Investment products

and services: ARE NOT A DEPOSIT - NOT INSURED BY THE FDIC OR ANY FEDERAL
GOVERNMENT AGENCY - NOT GUARANTEED BY ANY BANK - MAY LOSE VALUE. Capital
Advisory Services are offered by a division of BMO Bank N.A. of BMO Bank N.A.

This is not intended to serve as a complete analysis of every material fact regarding
any company, industry or security. The opinions expressed here reflect our judgment
at this date and are subject to change. Information has been obtained from sources
we consider to be reliable, but we cannot guarantee the accuracy. This publication is
prepared for general information only. This material does not constitute investment
advice and is not intended as an endorsement of any specific investment. It does
not have regard to the specific investment objectives, financial situation and the
particular needs of any specific person who may receive this report. Investors should
seek advice regarding the appropriateness of investing in any securities or investment
strategies discussed or recommended in this report and should understand that
statements regarding future prospects may not be realized. Investment involves
risk. Market conditions and trends will fluctuate. The value of an investment as well
as income associated with investments may rise or fall. Accordingly, investors may
receive back less than originally invested. It is not possible to invest directly in an
index.

This report contains our opinion as of the date of the report. It is for general
information purposes only and is not intended to predict or quarantee the future
performance of any investment, investment manager, market sector, or the markets
generally. We will not update this report or advise you if there is any change in this
report or our opinion. The information, ratings, and opinions in this report are based on
numerous sources believed to be reliable, such as investment managers, custodians,
mutual fund companies, and third-party data and service providers. We do not
represent or warrant that the report is accurate or complete.

Any forward-looking statements in this report involve known and unknown risks,
uncertainties and other factors that may cause the actual performance of future
markets to differ materially from the projections depicted in the report. Past
performance is not indicative of future results and current performance may be higher

or lower than that shown in the report. There can be no certainty as to the extent

or depth of any market downturn, nor any assurance regarding the nature, extent or
timing of markets rebounding. When evaluating the report, you are cautioned not to
place undue reliance on these forward-looking statements, which reflect judgments
only as of the date of the report. Investment returns fluctuate, and investments when
redeemed, may be worth more or less than the original investment.

Forward-looking statements in this report involve risks, uncertainties and other factors
that may cause actual performance to differ materially from the projections and
opinions contained in the report. Do not place undue reliance on these forward-
looking statements, which reflect our opinions only as of the date of the report.

The words “may,” “could,” “should,” “would,” “suspect,” “believe,” “expect,” “intend,”
“forecast,” and similar expressions identify forward-looking statements. Forward-
looking statements are not guarantees of future performance or events. Forward-
looking statements involve risks and uncertainties about general economic factors. It
is possible that predictions, projections, and other forward-looking statements will not
be achieved. General factors that could cause our predications or projections to change
include general economic, political and market factors; interest and foreign exchange
rates; global equity and capital markets; commodities markets; business competition;
technological changes; changes in laws and requlations; judicial or requlatory
judgments; legal proceedings; and catastrophic events.

Any discussions of specific securities, investment managers, or strategies are for
informational purposes only and should not be considered investment advice. The
report does not constitute an offer to sell or a solicitation to buy any security or
investment product. Any offer to sell or solicitation to buy an interest in any private
security, investment product or fund may only be made by receiving a confidential
private offering memorandum, prospectus, investment advisory agreement or similar
documents from the investment manager, which describes the material terms and
various considerations and risks relating to such security, investment product or fund.

This report is not intended to be a client-specific suitability analysis or
recommendation, an offer to participate in any investment, a recommendation to buy,
hold or sell securities, or a recommendation of any investment manager or investment
strategy. Do not use this report as the sole basis for your investment decisions. Do

not select an asset class, investment product, or investment manager based on
performance alone. Consider all relevant information, including your existing portfolio,
investment objectives, risk tolerance, liquidity needs and investment time horizon.

Our affiliates may provide oral or written statements that contradict this report.

These same persons may make investment decisions that are inconsistent with this
report. We and our affiliates will from time to time have long or short positions in,

act as principal in, and buy or sell, the securities referred to in this report. We and our
affiliates may have positions in the securities mentioned that are inconsistent with the
views expressed by this report.

We are not licensed or registered with any financial services’ requlatory authority
outside of the United States. Non-U.S. residents who maintain U.S.-based financial
services accounts with us may not be afforded certain protections conferred

by legislation and regulations in their country of residence with respect to any
investments, investment solicitations, investment transactions or communications
made with us.

You may not copy this report or distribute or disclose the information contained in the
report to any third party, except with our express written consent or as required by law
or any regulatory authority.

BMO Bank N.A. and its affiliates do not provide legal advice or tax advice to clients.
You should review your particular circumstances with your independent legal and tax
advisors.
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