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Term Premium Makes a Comeback

In recent weeks, the longer end of the bond market has
suffered from sharply rising yields. Some fraction of the
weakness can be properly attributed to the bond market’s
taking away aggressive estimates about the Fed’s cutting
interest rates in 2024 and 2025. And we would agree with
that: our view has long been that the economy would be
stronger than expected; that recession fears as caused by
raising interest rates were too high; and that the interest
rate cuts priced into the market were too ambitious.

What accounted for the negative Term Premium, and
what is the outlook today?

There are many guesses on the first question, but answers
center on the following thesis: when the Fed was buying
huge amounts of bonds under its Quantitative Easing
program, it effectively was capping any upside rise in
interest rates and thereby decreasing bond yield and price
volatility. On the other side of the equation, bond yields
were considered to have
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buy a two-year Treasury bond.....or he/she can buy a
one-year Treasury bond, hold it for a year, and then

buy another one-year Treasury bond at that time. If the
yield on the one-year bond is 4% but the yield on the
two-year bond is 5%, then as long as the yield on the
one-year bond in one year from now is less than 6%, then
the investor will collect extra yield for taking the risk of
owning the two-year bond in the first place. This is called
the Term Premium. Estimating the Term Premium can
be fiendishly more difficult than the simple example
above (see the NY Fed’s ACM model at center), but the
simple point to remember is that the Term Premium had
been negative (i.e., bond investors were paying to take
more risk) and only just recently it has turned positive
(i.e. bond investors now get paid to take more risk).

or even negative Term
Premium. The argument gathers further strength when
we consider bond traders with short-term horizons who
may have simply concluded that the Fed was a forced
buyer at any price or at any Term Premium, and so it was
acceptable to buy ahead or alongside the Fed.

However, those conditions have now changed, and so
has the Term Premium, which is now positive, albeit
still below historical levels. Therefore, today’s important
question is whether the Term Premium will revert to

its recent history of being negative or whether it will
continue to rise. As our wording above suggests, we
don’t see the Term Premium turning negative unless the
conditions from a few years ago resurface, and we do not
believe the Fed will be a significant buyer of bonds again
unless there is a market disruption that causes it to need
to step in.



Could the Term Premium continue to rise?

It could. The Term Premium is positively linked

with interest rates, which have risen. Investors are
also focused on factors such as the rising supply of
government debt needing to be financed because of
omnipresent federal budget deficits. The presence of a
price-insensitive forced buyer in the bond markets has
been replaced with the presence of a forced seller.

It is important to pause and remember that the Term
Premium is the extra yield investors get for taking extra
risk. So, theoretically, it can rise and elevate

bond yields and depress bond prices even if other factors
such as inflation expectations and predictions about

Fed policy moves remain perfectly unchanged. In the

1970s, bond investors demanded a huge Term Premium
to compensate themselves. Remember how this was a
period of energy shocks, unanticipated but constantly
rising inflation and deteriorating United States finances.
We at Northeast do believe that the bond market has
become more attractive as yields have risen. And we
retain our optimistic view on the economic outlook in
terms of employment, corporate profits and the like. We
scratched our head a bit when the Term Premium was
negative in recent years, long believing that anomoly
would come to an end. That has happened, in part but
perhaps not fully. Accordingly, we continue think value
exists in the high yield market, with its short duration
compared to other classes and with the extra yield
available from owning corporate bonds.
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Mutual Fund investing involves risk. The Trust invests in lower rated debt securities which may be subject to in-
creased market volatility based on factors such as: the ability of an issuer to make current interest payments, the
potential for principal loss if an issuer declares bankruptcy, and the potential difficulty in disposing of certain
securities in a timely manner at a desired price and therefore can present an increased risk of investment loss.
Diversification does not eliminate the risk of experiencing investment losses.

Falling Interest rates and bond defaults may negatively impact the Trust’s distributable income. In addition,
during periods of declining interest rates, higher yield securities may be called and the Trust may be unable

to reinvest those proceeds in similar yielding securities. Therefore, shareholders should expect the Trust’s
quarterly dividend distributions to decline under these circumstances. The Trust is generally for investors with
longer-term investment horizons, and should not be used for short-term trading purposes. An investment in the
Trust involves risk and should be part of a balanced investment program.

Investors should carefully consider investment objectives, risks, charges and expenses. This and other
important information about the Trust is contained in the prospectus or summary prospectus, either of
which may be obtained by calling 1-800-225-6704 or by visiting www.northeastinvestors.com. Please read

either one carefully before investing.

Marketing services provided by ALPS Distributors, Inc, (ALPS) a registered broker dealer. ALPS is unaffiliated
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