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The Three Components Of Longer-Term Interest Rates

“....it is useful to decompose longer-term yields into three
components: one reflecting expected inflation over the term of the
security; another capturing the expected path of short-term real, or

inflation-adjusted, interest rates; and a residual component known as
the term premium.”

- Ben Bernanke, former Chairman of the Federal Reserve



TERM PREMIA

FED FUNDS RATE
2 ADJUSTED FOR

CORE INFLATION

1 INFLATION
EXPECTATIONS

10-YEAR YIELD FAIR
VALUE MODEL

Percent

7%

6%

5%

4%

3%

2%

1%

0%

-1%

-2%

-3%

= 10 Year Breakeven Real Fed Funds Term Premium  ——Model Output

‘98 '99 '00 '01 '02 '03 '04 '05 '06 '07 '08 '09 '10 '11 '12 '13 '14 '15 '16 '17 '18 '19 '20 '21 '22 '23

Source: Federal Reserve, Bureau of Economic Analysis, Bloomberg, Payden Calculations



Building Block 1: Expected Inflation

Decomposition of the 10-Year Yield — Expected Inflation
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Recession ====10-Year Breakeven ===Core PCE
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Despite a surge in inflation, investors remain
confident in the Fed’s ability to bring inflation
down to the long-term target—well anchored!
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Recession  ==Housing
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The weight of the non-housing services component is
57% of the core PCE Price Index, while housing and
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“ inflation also remains well-anchored!
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Instead Of A New Regime, We Might Just Be Returning To Normal

Inflation During Different Time Periods In the United States, United Kingdom, France and Germany
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Recession ====Real Fed Funds Eff. Fed Funds
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... in reality, the actual year-
end rate was 100 basis points
higher than market forecast

In the beginning of 2023, market
participants are forecasting 50 basis — —%
points of cuts by year end...
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*Overnight Index Swap (OIS) market
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== Market Pricing on 2/7/2024 e Actual
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...what’s going to happen in
reality?

In the beginning of this year,
markets are forecasting 150 basis -

points of cuts by year end... _\_
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*Overnight Index Swap (OIS) market
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Is there still a global “shortage of safe assets,”
causing term premium to inch higher?
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Aside from COVID-19, 2023 marks
the largest Treasury issuance on

/ record, dominated by bills
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The decline in receipts
might have bottomed
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= 10 Year Breakeven Real Fed Funds
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Historically, Our Framework Has Worked Well!

10-Year Yield Versus Fair Value Model

Recession  ===Model Output 10-Year Treasury Yield
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Feel Free To Subscribe To Our Content...
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Disclaimer

This material is intended solely for institutional investors and is not intended for retail investors or
general distribution. This material may not be reproduced or distributed without Payden & Rygel’s
written permission. This presentation is for illustrative purposes only and does not constitute
investment advice or an offer to sell or buy any security. The statements and opinions herein are
current as of the date of this document and are subject to change without notice. Past
performance is no guarantee of future results.
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