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Baird Advisors’ Top Ten List

Baird Funds

Bonds have gained more attention as rates have risen and, as evidence, Q1 fixed income fund inflows are on a record
pace. As a manager of more than $130B in fixed income assets, we always pay close attention to the level of interest rates
and directional trends. Yet, some might be surprised that we spend little time trying to predict interest rate movements.
The overwhelming majority of the assets we manage are on a duration neutral basis relative to their benchmark. We
believe the best way to add value is through the relative positioning in sector allocation, individual security selection and
along the yield curve holding duration neutral overall.

Our distinct management approach, however, does not prevent us from having views on interest rates and, at
the risk of sounding self-promotional, we think bonds offer good value at current rate levels.

Rates may well continue to rise but it is at least equally likely they could fall as the market currently expects the Fed to
begin easing in the summer, ahead of the fall election. Our preference would be for market rates to remain near current
levels for an extended period, as the risk/reward tradeoff for investors and the economy seems to be comfortably
balanced. Growth has been surprisingly strong, above its long-term 2.0% pace. And interest rates do not seem to be
discouraging most borrowers or, as they were for far too long, penalizing savers and investors. With both short- and
longer-term bonds now yielding between 5 — 6%, in our view, bonds are back!

We also know there are trillions of dollars currently parked in money market funds and T-bills (according to the
Investment Company Institute [ICI]) and Treasury.gov) enjoying the seeming “free lunch” of high yields with little or no
risk which, of course, won’t last forever. So, for those short-term focused investors and fans of former “Late Night” talk
show host David Letterman, we have compiled our own “Top Ten” list of why we like bonds now!

Top Ten Reasons to Like Bonds Now

1. Inflation is coming down. Although still above the Fed’s 2.0% target, CPI has fallen from 9.1% to below 3.5% in
recent months. While core inflation measures have been stickier, they too are in a downward trend. The Fed is doing
its part to moderate demand as industries focus on reducing or eliminating supply constraints, both of which improve
the odds that the disinflationary trend will continue.

2. Income drives total return and income levels are attractive. The yield on the Bloomberg Aggregate Index has
risen significantly (+310 basis points) since the beginning of 2022, to 4.85% (as of March 31, 2024)). The yield on the
Bloomberg Municipal Index has risen similarly (+238 basis points) to 3.49%, which equates to 5.90% for investors
paying the top federal tax rate of 40.8% (37% federal income tax + 3.8% net investment income tax). While these
benchmark yields are appealing on their own, many fund offerings that are managed against both taxable and tax-
exempt indices offer even higher yields.

3. Income cushion helps minimize price volatility. As rates rose in 2022, bonds suffered sharp negative returns
because there was extraordinarily little income to offset price declines. Now, significantly higher income levels offer
more favorable total return outcomes in both rising and falling rate environments. For example, using March 31 data,
if rates across the entire curve rose instantaneously 100 basis points from current levels and the curve slope and credit
spreads did not change, the Bloomberg Aggregate Index would produce an estimated return of -0.25% over the next
year. A similar fall in rates of 100 basis points rate provides an 10.89% return. Actively managed fund returns will vary
from these estimates, but we believe they should be reasonably similar.
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Bloomberg Aggregate Index: 12 month projected returns
Rates rise Rates rise Rates Rates fall Rates fall
100 bps 50 bps unchanged 50 bps 100 bps
-0.25% 2.33% 5.04% 7.89% 10.89%

Source: BondEdge

Note: The scenario analysis is for illustrative purposes only and is not meant to be a recommendation or forecast. The analysis
uses the starting yield to worst for the Bloomberg Aggregate Index as of March 31, 2024. The expected 12 month return
calculations assume a constant yield cutve slope and duration while implementing an instantaneous parallel rate shift with no
change in spreads.)

4. The curve inversion is “long-in-the-tooth.” December was the twenty first month that the 2s/10s segment of the
Treasury curve has been inverted, well beyond the twelve-month average length of each prior inversion cycle since the
mid-1980s. In the past, inversions have telegraphed economic slowing as many expect once again. Historically, the
period following inversions brings lower rates, led by sharp declines in short-term yields with positive total returns
across the curve.

Treasury Yield Declines and Total Returns After Onset of Curve Inversions

Two Year Period Following Inversion Onset
Jan-99 - Jan-01 Feb-00 - Feb-02 | Jun-06 - Jun-08 | Average |

Beginning 2Yr Treasury Yield 9.10% 6.51% 5.15% 6.92%

2Yr Yield Change (bps) -205 -345 -253 -268
Beginning 10Yr Treasury Yield 8.98% 6.42% 5.14% 6.85%

10Yr Yield Change (bps) -97 -154 -117 -123
2Yr Treasury Avg. Annual Total Return 9.55% 7.90% 6.28% 7.91%
10Yr Treasury Avg. Annual Total Return 11.38% 10.14% 8.65% 10.06%

Source: Bloomberg

5. The end (of the current Fed tightening cycle) is near. After boosting the federal funds rate by 525 basis points
between March of 2022 and July 2023, the most aggressive hiking cycle since 1980, monetary policy is now restrictive
relative to current inflation levels. The Fed’s own forecast (dot plots) and forward-looking market measures all assume
the federal funds rate will begin to decline in 2024, although views on the timing and pace vary.

6. The credit backdrop is favorable. While credit pressures may emerge if the economy does go into recession, the
credit sectors (corporate, structured and municipal) begin from a position of strength. Municipalities are flush with
record reserves (Source: NASBO), corporate balance sheets are strong, and the residential housing market is firm.

7. Fixed income fund flows are positive, again. After suffering the worst period of net outflows ever in 2022,
investor demand has returned. Over $160 billion of net purchases occurred in 2023 into fixed income funds and
ETFs and another $147 billion of net purchases occurred in Q1 2024 — a near-record pace.
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Annual Fixed Income Fund/ETF Cash Flows
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Weekly data ending 3/ 27/24 (*Match 2024 numbers are estimated). ** 2013 Flows are only Mutual Fund flows, ETF Flows are not viable.
The flows data include both taxable and municipal mutual funds and ETFs as defined by ICIL. Included are investment grade, high-yield,
government, multisector and world bond funds.

8. Boomers love bonds. The demographic trend suggests, and we believe demand for fixed income will continue for
many years as there are still approximately 10,000 boomers leaving the workforce every day with the need to transition
their assets from accumulation to payout focused on income replacement. Prior to the mutual fund outflows in 2022
mentioned above, investor demand is evident in the positive fund inflows in each year going back to 2014.

9. Powerful tax-adjusted municipal yields. For taxpaying investors, if municipal yields are appropriately adjusted for
an investor’s federal income tax bracket, the tax-equivalent yields are compelling, particularly for higher-income
individuals. For example, for someone in the top federal tax rate of 40.8%, a 4.0% tax-free municipal bond is
equivalent to a 6.8% taxable bond. The tax-equivalent yield would be less for lower tax bracket investors.

10. Bonds (may) beat stocks. A significant yield gap has emerged as bond yields have risen and the stock market has
rallied. The yield on the Bloomberg Aggregate Index of 4.85% now exceeds the 1.5% dividend yield of the S&P 500
equity benchmark by 335 basis points, one of the widest gaps since before the financial crisis of 2008. Even more
compelling is the tax-adjusted yield on the Bloomberg Municipal Bond Index yield of 5.90% (3.49% tax-free yield
adjusted for a 40.8% tax rate). This suggests that the return for bonds may be very competitive relative to equities in
2024.

Disclosures

Note: The scenatio analysis is for illustrative purposes only and is not meant to be a recommendation or forecast. The analysis uses the starting yield to worst for the
Bloomberg Aggregate Index as of December 31, 2023. The expected 12 month return calculations assume a constant yield curve slope and Index duration while
implementing an instantaneous parallel rate shift with no change in spreads. There are material differences between bonds and stocks and investors should not favor one
over the other for the sole purpose of seeking higher returns. Fixed income is generally considered to be a more conservative investment than stocks, but bonds and other
fixed income investments still carry a vatiety of risks such as interest rate risk, credit risk, inflation risk and liquidity risk. In a rising interest rate environment, the value of
fixed income securities generally declines and conversely, in a falling interest rate environment, the value of fixed income securities generally increases. Past performance
does not guarantee future results.
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