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2023 finished on a powerful note, fueled by near-historic performance in November and December, pushing the Bloomberg
US Aggregate Bond Index into positive territory and potentially setting the tone for an ongoing recovery from 2022’s
challenges. Alas, this was not to be the case.

Stronger-than-expected economic reports about the labor market and inflation spurred interest rates higher, generating
negative returns for the overall fixed income markets in Q1 2024. The first quarter was almost a replica of 2023 — starting
slow with negative returns in January and February, with a strong recovery in March. But March’s return of +0.92% was not
enough to offset the loss of -1.68% in January and February.

The index’s performance reflected interest rate movements as the 10-year Treasury climbed from 3.88% at the end of 2023 to
finish February at 4.25% before maintaining some stability in March to finish the quarter at 4.20%. The shift higher in the curve
reflected the market’s expectations coming in line with the Federal Reserve’s projected path of interest rates for 2024.

At the end of 2023, market expectations were still pricing more than six 25-basis point (bps) rate cuts by year-end 2024,
despite the Fed repeatedly communicating plans for three 25-bps rate cuts. By the end of the quarter, market expectations
had shifted to match the Fed'’s outlook, with roughly three 25-bps cuts priced into the futures market. Consistently better-than-
expected labor market news and stubborn inflation numbers supported the Fed’s agenda of “higher for longer.”

Exhibit 1 — 10-Year Treasury Yield (%)
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Source: Federal Reserve Economic Data (FRED).



The labor market continued to defy expectations, outpacing economists’ estimates. January was the biggest outlier, as the
economy reportedly added 256,000 jobs (revised) against expectations of 185,000. February saw 270,000 jobs (revised)
created (expectations of 200,000), and March eclipsed the 300,000 level with 303,000 jobs added (expectations of 185,000).
This labor market production resulted in a quarterly average of 276,000 jobs added monthly, the best three-month average
since March 2023.

Inflation remained stubborn, dropping slightly from January’s year-over-year number of 3.9% to 3.8% in February and March.
The inflation data has remained stubborn in recent months. The core CPIl increased at a 4.5% annualized rate in Q1, the
fastest pace since May 2023. And Federal Reserve officials appear to be using public speeches and interviews to imply that
“higher for longer” isn’t going away anytime soon.

Governor Christopher Waller delivered his speech titled, “There’s Still No Rush,” on March 27 of this year, encapsulating the
Fed'’s viewpoint that the future path of rates remains uncertain. In perhaps the strongest comment to date, Federal Reserve
Governor Michelle Bowman said it's not time for the US central bank to consider cutting its interest rate target and noted that
more hikes could be on the table if progress on lowering inflation stalls.

Exhibit 2 — Rate Cut Expectations Fall with Economic News (%)
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With the stronger economic news and expectations for a hold on rates for the foreseeable future, the Fed heads into
dangerous territory. Suppose we assume the Fed is in a holding pattern until more economic data becomes available. In that
case, we must consider the potential political implications of an initial rate cut occurring in September, seven weeks ahead of
the 2024 Presidential election.

The Fed strives to avoid the perception that politics motivates actions. However, the stubbornness of first-quarter inflation
indicates it would be challenging to make the first cut without additional information. Recent economic data appears to have
removed May and June from the mix for a rate cut, and even July seems unlikely without a dramatic shift in the economic
trajectory.

All things equal, a rate cut in September fueled by pertinent economic data might make the most sense but would face the
scrutiny of attempting to influence the election despite the Fed's true intentions. The updated dot plot after the June meeting
could provide a lifeline to the Fed, allowing it to communicate expectations for the remainder of the year well ahead of
September.



Bloomberg US Aggregate Bond Index measures the performance of investment grade, fixed-rate taxable bond market and includes government
and corporate bonds, agency mortgage-backed, asset-backed and commercial mortgage-backed securities (agency and non-agency). The index
is unmanaged, includes net reinvested dividends, does not reflect fees or expenses (which would lower the return) and is not available for direct
investment. Index data source: Bloomberg Index Services Limited. See diamond-hill.com/disclosures for a full copy of the disclaimer.

The views expressed are those of Diamond Hill as of April 2024 and are subject to change without notice. These opinions are not intended
to be a forecast of future events, a guarantee of future results or investment advice. Investing involves risk, including the possible loss of

principal. Past performance is not a guarantee of future results.
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