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In the fixed-income markets, we typically talk in terms of “nominal” interest rates. Despite this focus, real yields are a better
tool for evaluating future returns. Janney ISG has built a model of forward return potential. While no model can predict the
future with certainty, with real yields at current levels, the modeled 12-month forward bond markets returns are showing
one of the strongest readings in the last decade.

News articles, financial media networks, and even fixed-income traders rely on “nominal” yields in discussing the bond markets.
Nominal rates represent the yield promised by an investment instrument, like a bond or savings account, without factoring in
the impact of changing purchasing power over time. Nominal interest rates serve as a fundamental metric for evaluating the
attractiveness of investment opportunities, offering investors a baseline figure to assess potential returns. However, to grasp an
investment's true profitability amidst fluctuating inflationary pressures, they require more context. Real yields can provide
some of that context.

Real yields in the bond market represent an alternative metric to discern the purchasing power and after-inflation return on
fixed-income securities. Essentially, real yields measure the return on an investment after factoring out the corrosive effects of
inflation. By way of example, consider a 10-year Treasury note with a 5% interest rate. If inflation measures 3% over the horizon
of that note, the real yield of the hypothetical note is 2%. Real yields, by negating the inflationary impact, arguably offer a
better long-term portrayal of an investment's profitability.

The significance of real yields resides in their capacity to better estimate the value proposition of a fixed-income instrument.
Elevated real yields signify strong return potential, while depressed real yields denote a less favorable potential. The challenge
with real yields is that they are difficult to estimate in advance. In our above example, we used a known 3% inflation rate, but
forward inflation (as the 2021-2022 episode proves) is hard to estimate. Fortunately, the markets have a solution for estimating
future inflation: TIPS.
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Treasury Inflation-Protected Securities (TIPS) are government bonds designed to shield investors from the erosive effects of
inflation. Unlike traditional bonds, the principal value of TIPS adjusts based on changes in the Consumer Price Index (CPI),
ensuring that investors receive a return that maintains pace with inflation. Since coupon Treasuries do not adjust for inflation,
but TIPS do, we can use the yield on a coupon Treasury and the yield on a TIPS with the same maturity to get an unbiased
estimate of future inflation. That estimate is far from perfect and is subject to bias in extreme market conditions, but in the
long run it is a reasonable proxy for inflation expectations.
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Meanwhile, the real yield on a TIPS is a tremendously useful tool for timing allocations for the fixed-income markets. Nominal
yields often move more rapidly, but real yields tend to trend over intermediate timeframes. A great example is the bond
markets selloff in the fall of 2023, in which 10-year nominal yields spanned a 1.0% range while 10-year real yields spanned a
0.6% range. Unlike nominal yields, which are subject to swings in short-term economic data, real yields tend to be more a
function of longer-term supply and demand. Perhaps counteractively, the key insight we take from TIPS is that using high real
yields as an entry point to adding to fixed-income portfolios had been a persistently profitable investing strategy. Conversely,
reducing fixed-income portfolios when real yields are low has helped limit drawdowns. Today, real yields are relatively high,
making it a good time to add to fixed income and/or to extend portfolio durations on the margin.

Many factors affect forward fixed-income returns, from predictable economic developments, to unexpected ones, as well as
changes in credit conditions. In order to build a real yields-based return model, we evaluated a number of economic and
market variables and compared them to subsequent 12-month returns of the Bloomberg Aggregate Bond Market Index.
Through an iterative process, we narrowed the variables to:

e  The current Fed funds rate to capture the returns of remaining in cash,
e The current period core CPI to capture the real return on cash,

e 10-year nominal yields to capture nominal return potential,

e 10-year real yields to capture the real return on bonds, and

e Interaction terms among the variables.

The logic here is we are comparing the tradeoff between remaining in cash and facing the current period inflation and buying
nominal bonds and facing future expected inflation. As it turns out, analyzing the tradeoff statistically explains about 67% of
the variability in 12-month forward bond market returns, a very high explanatory power. While we could improve the model by
including measures of credit conditions and other factors, the focus here is on real yields. For a “common sense check,” our
real yields model projected the worst returns in history as of Dec 2021, which proved prophetic, as 2022 was indeed the worst
year for bonds in contemporary history. Similarly, 2019 modeled returns failed to accurately project bond market returns
around the Covid-19 pandemic.
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Real Yields Model: Long Term Projected vs Actual Returns
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Real Yields Model: Recent Projected vs Actual Returns
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As of April 30, 2024, the modeled 12-month forward returns on the Aggregate Bond Market Index is 5.6%, with a standard
error of +/- 0.4%. For context, that is the second-highest modeled forward return in over a decade, bested only by the
modeled forward returns from October 2023. No model is a perfect representation of the financial markets, as the failures in

2019 show. But based on real yields, spring 2024 is one of the best entry points to add to fixed-income allocations and/or to
extend portfolio durations to capture potential forward returns.
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Disclaimer

This report is provided for informational and educational purposes only and shall in no event be construed as an offer to sell or a solicitation of an offer to
buy any securities or a recommendation for any strategy or to buy, sell, or hold any product. Opinions expressed are subject to change without notice and
do not take into account the particular investment objectives, financial situation, or needs of individual investors. Employees of Janney Montgomery Scott
LLC or its affiliates may, at times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed here.
The information described herein is taken from sources which we believe to be reliable, but the accuracy and completeness of such information is not
guaranteed by us. The opinions expressed herein may be given only such weight as opinions warrant. This Firm, its officers, directors, employees, or
members of their families may have positions in the securities mentioned and may make purchases or sales of such securities from time to time in the open
market or otherwise and may sell to or buy from customers such securities on a principal basis. This report is the intellectual property of Janney
Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or published by any person for any purpose without Janney's prior written
consent. This presentation has been prepared by Janney Investment Strategy Group (ISG) and is to be used for informational purposes only. In no event
should it be construed as a solicitation or offer to purchase or sell a security. Past performance is no guarantee of future performance and future returns are
not guaranteed. There are risks associated with investing in stocks such as a loss of original capital or a decrease in the value of your investment. For
additional information or questions, please consult with your Financial Advisor.
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