Thoughts on Inflation and the Bond Market

We have received several questions recently about the outlook for inflation and the bond market and wanted to share
some thoughts with you on the topic. Please let us know if you have any questions about the commentary below or
would like to schedule a time to review the impact it may have on your portfolio.

Highlights:
e The trend for inflation has been lower over the past year and there is good evidence to believe it may continue
to trend lower.
e With the Fed having increased interest rates by 5.25%, the valuation and outlook for future returns in the bond
market have improved substantially.

Thoughts on Inflation:

The trend in inflation has been lower over the past year and has shown more significant drops over the past few

months. The most recent consumer price index (CPI) came in at 3.2% on an annual basis. Not yet at the Federal
Reserve’s target of 2%, but getting closer. However, if you look below the headline numbers the core CPI number was
sharply lower with two exceptions, the price of used cars and the cost of shelter (rents). While the price of used cars has
started to drop significantly of late, the cost of rents has been relatively sticks. Although, there is evidence this is likely to
turn lower as well, which we discuss below.
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The chart below on the left-hand side (LHS) shows a model that projects the trend of shelter costs based on what new
tenants are willing to pay in rent (green dotted line). The model has done a good job of forecasting shelter costs and is
projecting a sharp drop in shelter costs over the next year. Should this be the case, core CPI should follow lower as
well. We will be watching this trend closely and will follow up if we see any significant changes.



| Shelter Inflation

Anné Ann% % 4
Chg Chg APARTMENT MARKET TIGHTNESS DIFFUSION
| —SHELTERCPI: | i INDEX"
7.5 —=- MODEL BASED ON NEW TENANT /[ 75
REPEAT RENT INDEX" lI
| 80 - 80
|
li 15.0 TIGHTER MARKET
| 6o | -60
|
|
|
| 125 40 - 40
|
|
20 LOOSER MARKET -120
o
© BCO, Rescarch 2023 £ BOOL Research 2023
| N N TN I [N I N I I N N I N | | I I I I I I S |
2008 2010 2012 2014 2016 2018 2020 2022 2024 2015 2016 2017 2018 2019 2020 2021 2022 2023
* SOURCE: FEDERAL RESERVE BANK OF CLEVELAND * SOURCE: SURVEY OF APARTMENT MARKET CONDITIONS, NATIONAL
MULTI HOUSING COUNCIL
BCOL Research 9

Thoughts on the Bond Market

The Federal Reserve has raised interest rates a whopping 525 basis points (5.25%) over the past 16 months. This led to a
tough year for core bonds in 2022, down over 13%, and so far in 2023 bonds are relatively flat. However, there is light at
the end of the tunnel with interest rates at higher levels, bonds are more attractively valued. History has shown that
bond returns tend to be strong after periods of rising interest rates. The chart below shows previous periods of rising
rates the returns generated during the period of rising rates and the subsequent one-year returns going back to the mid-
1970s. In all cases, the one-year subsequent returns were up strongly and led to positive returns over the cumulative
period. We expect bond returns to improve in the year(s) ahead.

Bonds Have Tended to Recover Strongly After Rate Increases
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The year that followed a period of rising rates brought improved returns for the bond index. In all instances below, &
returns were positive in both the subsequent one year and cumulative periods. i
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Given the higher short-term rates available, there may be a tendency to want to put all of your bond allocations into
money market funds or very short-maturity bonds, which are now yielding around 5%. However, we would suggest
taking a more balanced approach to your bond allocations to both improve returns and manage risk in portfolios. The
chart below shows that in 7 of 8 instances, the returns of core bonds substantially outperformed the return on cash once
the Federal Reserve stopped hiking interest rates, by an average of 380 basis points! We don’t know exactly when the
Fed will stop raising rates, but we suspect we are close to the end of this cycle and think a balanced approach to your
bond positioning makes sense and will improve returns.

Bonds Have Tended to Outperform Cash After the Federal
Reserve Stops Hiking Interest Rates

The year that followed a period of rising rates brought improved returns for the bonds relative to cash. In 7 of 8
instances below, bond returns outperformed cash over the 12-month period following the end of the Federal Funds
rate hike cycle by an average of 380 bps
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Please let us know if you have any questions on the above commentary or would like to discuss your bond holdings in
more detail.

Best regards,

Steve



