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Fixed Income Market Update
This year has been challenging for fixed
income investors. The Bloomberg Barclays
US. Aggregate declined more than 15%
through October. It has been the index’s worst
10-month stretch going back to 1976. The
index has risen only two months this year. In
the other eight months, the index dropped by
more than 100 basis points (bps) each time.

The Federal Open Market Committee (FOMC)
recently raised the fed funds target range by
75 bp to 375% to 4.00%, the highest since
January 2008. It was the fourth straight 75 bp
increase for a total of 375 bp this cycle. It was
the biggest increase in the policy rate since
2006.

Fixed Income

Allocation Strategy

Although more hikes are coming, a downshift
in the size of the rate hikes is on the horizon.
Fed Chairman Powell indicated that it would
likely be at one of the next two meetings. But
the ultimate fed funds rate level is likely to be
between 4.75% to 500%. That should keep
both risk assets and the economy in a choppy
period until inflation comes down enough for
the Fed to reverse course.

Yield curves are reflecting the anticipation of
weaker economic conditions. Almost 75% of
yield curves (from three to 30 months) are in-
verted. The last time this happened was during
the global financial crisis. Historically, this condi-

tion has preceded a recession (chart at bottom).

Although financial conditions are much tighter
than the ultra-loose conditions during the
pandemic, they are not yet tight by historical
standards. With real borrowing costs being
negative, financial conditions are not restric-
tive. Negative real borrowing costs are stimula-
tive since you can pay off debt with cheaper
dollars.

Entering November, the fixed income alloca-
tion strategy is overweight U.S. High Yield,
US. Floating Rate Notes, and International
Investment Grade, while being underweight
US. Investment Grade, US. Long-Term
Treasurys, Emerging Market bonds, and US.
Mortgage-Backed Securities.

Daily Data 1976-06-01 to 2022-11-03
Percent of US Yield Curves Inverted Has Risen to Levels Typically Preceding Recession
% of US Yield Curves Inverted (2022-11-02 = 73.3%)
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U.S. High Yield jumped to the largest
overweight allocation this month. The
risk-on environment in October was driven
by expectations of a Federal Reserve
downshift in rate hikes. This led to
outperformance by high yield within fixed
income and small caps within equities.
The technical indicators turned positive
on the recent move as absolute trend,
relative strength, and high yield upside
participation breadth (chart at right)
produced bullish readings.

Daily Data 2021-12-31 to 2022-11-02
U.S. High Yield Bond Sectors Breadth Improving; Supports Overweight Allocation

— HyBond vs. equal-weighted ex. HyBond RS line (NO CASH)(2022-11-02 = 48.94)
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Rising OIS Supports Overweight Allocation for Floating Rate Notes Daily Data 2021-12-31 t0 2022-11-02 Floating Rate Notes’ allocation declined,
— FRN vs. equal-weighted ex. FRN RS line (NO CASH)(2022-11-02 = 2.89) bUt the Segmel’]t remainS abOVe beﬂchmark
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International Investment Grade’s weighting
fell, as risk appetite improved in October.
This sector typically behaves as a
defensive asset, so it may underperform
other sectors as investors become less
fearful. Although the VIX measures equity
market sentiment, it serves as a good
proxy for overall investment risk taking.
Last month, the VIX rolled over indicating
decreasing fears. However, International
Investment Grade remains overweight as
the trend remains firmly upward (chart

at right). Currently, the only incentive
foreigners have for investing in US. fixed
income is to take advantage of a rising
U.S. Dollar (USD). If the USD starts to roll
over, US. bonds could encounter strong
competition from foreign alternatives.

International Investment Grade Bonds' Relative

Daily Data 2021-12-31 to 2022-11-02
Strength Continues to Rise; Supports Overweight Allocation

Source: Bloomberg Barclays Indices, Ned Davis Research, Inc.

— IntTreas vs. equal-weighted ex. IntTreas RS line (NO CASH)(2022-11-02 = 10.53)

— International Treasurys Rel. Strength (2022-11-02 = 10.53)
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Daily Data 2021-12-31 to 2022-11-02

Credit Default Swaps' Momentum Reversing Lower; Justifies Increase in U.S. Investment Grade Allocation

— IgCorp vs. equal-weighted ex. IgCorp RS line (NO CASH)(2022-11-02 = 56.54)
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The US. Investment Grade sector jumped
in allocation as credit default swaps
[CDS] (chart at left) fell from their highest
levels since the COVID-19 lockdowns.
CDS measures the cost of insuring
exposure to debt. Falling levels indicate
decreasing default concerns, which
benefits investment in credit sectors like
Investment Grade. This segment has not
moved to an overweight position due to
lacking technical confirmation from the
trend.

Customized version of Credit Default Swaps
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US. Long-Term Treasurys continues to be Rising Inflation Expectations Continue to Weigh on Long-Term Treasurys Daily Data 2021-12-31 t0 2022-11-02
undel’ Signiﬂca nt pressure‘ Rlsmg inﬂation — LtTreas vs. equal-weighted ex. LtTreas RS line (NO CASH)(2022-11-02 = 63.51)
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Daily Data 2021-12-31 to 2022-11-02 Emerging Market bonds fell further
USD Strength Putting Pressure on Emerging Markets; Supports Underweight Allocation
— EmBond vs. equal-weighted ex. EmBond RS line (NO CASH)(2022-11-02 = 23.92)

underweight as the region faces numerous
headwinds including a surging US.

dollar (chart at left), falling commodity
prices, deteriorating equity markets, and
increasing likelihood of a severe global
slowdown. China makes up almost 17% of
total EM USD-aggregate market value.

China’s zero-COVID policy has put a strain

233k Source: Bloomberg Barclays Indices, Ned Davis Research, Inc.

o33 on its economy and market. The absolute

28k loos trend for EM bonds remains down.

— EM Currency Index vs. USD(2022-11-02 = 60.92)
63-Day SMA (2022-11-02 = 62.53)
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U.S. Mortgage-Backed Securities (MBS)
entered this month with the largest
underweight position. The housing
market is under pressure, as the National
Association of Realtors' Housing
Affordability Index (HAD suffered the
largest y/y point decline in its history
back to 1981. The HAI measures whether
a typical family can qualify for a mortgage
loan on a typical home. Also, although
they have started to roll over, option-
adjusted spreads on MBS have widened
to COVID-19 lockdown levels. The
technical indicators are aligned with

these environmental challenges. The
relative strength of MBS to other fixed
income sectors remains in a multi-month
downtrend (chart at bottom).

Summary

The fixed income asset class continues

to be under pressure due to high inflation
and the Federal Reserve’s tightening
response. Rising rates favor an overweight
allocation to floating rate notes. Credit
conditions are tighter, but not tight. High
yield has been a relative outperformer and
is also overweight. International bonds

(also overweight) could find increased
buying pressure if the USD rolls over, which
has been the primary reason for foreign
investors to buy U.S. bonds this year. The
housing market is under pressure, which

is reflected by the large underweight
allocation to MBS. Emerging Markets is
also underweight as the rising USD, falling
commodity prices, and weakening China
have put pressure on the region. US. Long-
Term Treasurys have been a consistent
underperformer over the last year and
need to see technical improvement to exit
its below benchmark weighting.

Daily Data 2021-12-31 to 2022-11-02

U.S. Mortgage-Backed Securities Relative Strength in Downtrend; Supports Underweight Position

— MBS vs. equal-weighted ex. MBS RS line (NO CASH)(2022-11-02 = 39.79)
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Fixed Income Allocation Strategy

Ned Davis Research Disclaimer:

The data and analysis contained within are provided "as is" and without warranty of any kind, either expressed or implied.
The information is based on data believed to be reliable, but it is not guaranteed. NDR DISCLAIMS ANY AND ALL EXPRESS
OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY, SUITABILITY
OR FITNESS FOR A PARTICULAR PURPOSE OR USE. All performance measures do not reflect tax consequences, execution,
commissions, and other trading costs, and as such investors should consult their tax advisors before making investment
decisions, as well as realize that the past performance and results of the model are not a guarantee of future results. The Fixed
Income Allocation Strategy is not intended to be the primary basis for investment decisions and the usage of the model does
not address the suitability of any particular investment for any particular investor.

Using any graph, chart, formula, model, or other device to assist in deciding which securities to trade or when to trade them
presents many difficulties and their effectiveness has significant limitations, including that prior patterns may not repeat
themselves continuously or on any particular occasion. In addition, market participants using such devices can impact the
market in a way that changes the effectiveness of such devices. NDR believes no individual graph, chart, formula, model, or
other device should be used as the sole basis for any investment decision and suggests that all market participants consider
differing viewpoints and use a weight of the evidence approach that fits their investment needs.
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