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Mismatch between Fed and Market

The omnipresent battle between the Fed and market expectations continues to wage
after the January FOMC meeting, despite explicit commentary from Powell pushing
back against the likelihood of the rate cut cycle beginning in March. It wasn't until a
strong January NFP report surpassed all estimates that market expectations started to
become more in line with the Fed. Even so, the market is still not fully aligned with the
view that the Fed can remain on pause for longer to ensure continued progress on
reducing inflation is achieved.

The FOMC held their policy rate in a range of 5.25-5.50% at their January meeting, but
language was altered in the statement to acknowledge that peak rates have been
reached. The timing and cadence of rate cuts will be dependent on greater confidence
around sustained downward progress on inflation. The committee, however, is in no
hurry to begin the easing cycle. Given the strength of recent economic data, our view is
that the Fed can be patient and will likely deliver fewer rate cuts than expected by the
market amid a strong labor market and softer (but still positive) U.S. economic growth.
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The January FOMC statement revealed there is no longer a tightening bias among
committee members, but they will not look to reduce the target range until there is
greater confidence around inflation returning to the 2% target. Powell mentioned in his
press conference that recent data have created confidence in a downward trajectory,
but a few more months are likely required to confirm the trend before easing. Leading
up to the January meeting, markets were optimistic about March being the start of the
easing cycle, with approximately 150bps of total cuts priced in for 2024. After Fed
pushback and strong economic data, Fed Funds Futures pared some of the previous
optimism, and probabilities of a March cut were trimmed to about 17%, alongside fewer
than 125bps of total cuts in 2024.

Region: United States » Instrument: Fed Funds Futures »

Target Rate 5.50 Pricing Date 02/05/2024|=!
Effective Rate 5.33 Cur. Imp. O/N Rate 5.324

Meeting #Hikes/Cuts %Hike/Cut Imp. Rate A Implied Rate A.R.M.

03/20/2024 -0.174 ' -0.044 5.280
) 2 -0.764 59.0% -0.191 5.133

-1.602 83.8% -0.400 4.923
0. -2.365 76.3% -0.591 4.733
09/18/2024 -3.305 04.0% -0.826 4.498
11/07/2024 -3.947 64.2% -0.987 4.337
12/18/2024 -4.640 2% -1.160 4.164
01/29/2025 -5.255 61.5% -1.314 4.010
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One of the main drivers behind our view that the Fed can stay on hold longer and ease
less than the market is expecting is due to the strength of the incoming economic data.
4Q GDP growth was strong, the labor market continues to be healthy, and ISM
manufacturing, which has been weak since 2022, is showing signs of recovery.
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The January Nonfarm payrolls headline beat and accompanied revisions highlighted
that the strength of the labor market was greater than expected through the 2" half of
2023 and remains resilient to start off 2024. Gains were broad-based across sectors,
and wage growth posted outsized growth that came in well ahead of estimates. A tight
labor market provides the foundation for sustained economic growth despite higher
rates and allows the Fed more security to focus on the inflation aspect of their dual
mandate. This drives our view that the Fed can remain on hold for longer to ensure that
inflation is on a sustained path downward before easing monetary policy.
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After the Fed signaled their dovish pivot in December, market euphoria drove a swift
rally across multiple asset classes under the assumption that rate cuts are imminent,
and the proverbial soft landing would be achieved. While rate cuts are still in the Fed's
forecast, our view is that markets have run too far too fast. Barring a major risk event,
the Fed won't be in a position where it has to cut as quickly or as aggressively as the
market wants. After a 100bps rally, the front end of the treasury curve will likely need to
adjust higher to accept this reality, while the long end will conceivably be range-bound
given the further progress necessary on inflation amidst a strong economic foundation.
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We anticipate that the enduring conflict between the Fed and market expectations will
continue to produce bouts of heightened volatility, but as we rationalize a path forward,
we understand that curve normalization is unlikely to occur in the near term. A
prolonged 2s/10s inversion is likely to persist under current conditions until one of two
circumstances materialize: a crisis threatens economic stability, and the front end falls
dramatically on expectations of swifter rate cuts, or inflation remains elevated, and the
long end responds to accept higher rates for longer. Even in the latter scenario, long-end
rates are likely bound below the highs marked last October based on encouraging
inflation data over the past few months. With respect to the present situation, however,
the Fed does not need to cut aggressively (125+ bps of cuts priced in) or with any
urgency given the strong economic backdrop under which the U.S. economy continues
to operate. Powell mentioned during his press conference and his interview on 60
Minutes that the Fed’s work on inflation is “not yet finished”, and the committee will not
likely gain the confidence needed to begin lowering rates until that trend is confirmed by
a few more months of good data. The Fed's stance on Quantitative Tightening (QT) has
not altered significantly but will be an area of focus for committee members and
investors at the March meeting. Under the assumption that the Fed will not deviate
dramatically from this view, over-bought conditions in the front end of the curve will
need to reprice higher to accept that the timing and cadence of rate move expectations
were overly aggressive coming into 2024. While curve inversion will likely persist in the
interim, we will continue to be agile with respect to curve positioning to take advantage
of continued volatility in markets.
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Let's keep talking!
Smith Capital Investors

Our mailing address is:
Smith Capital Investors
1430 Blake Street
Denver, CO 80202
303-597-5555
833-577-6484
info@smithcapitalinvestors.com
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The opinions and views expressed are as of the date published and are subject to change without notice. Information
presented herein is for discussion and illustrative purposes only and should not be used or construed as financial,
legal, or tax advice, and is not a recommendation or an offer or solicitation to buy, sell, or hold any security,
investment strategy, or market sector. No forecasts can be guaranteed. Any investment or management
recommendation in this document is not meant to be impartial investment advice or advice in a fiduciary capacity
and is not tailored to the investment needs of any specific individual or category of individuals. Opinions and
examples are meant as an illustration of broader themes, are not an indication of trading intent, and are subject to
change at any time due to changes in the market or economic conditions. There is no guarantee that the information
supplied is accurate, complete, or timely, nor are there any warranties concerning the results obtained from its use. It
is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio.

Past performance is no guarantee of future results. Investing in a bond market is subject to risks, including market,
interest rate, issuer, credit, inflation, default, and liquidity risk. The bond market is volatile. The value of most bonds and
bond strategies are impacted by changes in interest rates. The return of principal is not guaranteed, and prices may
decline if an issuer fails to make timely payments or its credit strength weakens. High yield or “junk” bonds involve a
greater risk of default and price volatility and can experience sudden and sharp price swings.

Please consider the charges, risks, expenses, and investment objectives carefully before investing. Please see a
prospectus, or, if available, a summary prospectus containing this and other information. Read it carefully before you
invest or send money. Investing involves risk, including the possible loss of principal and fluctuation of value.

[If indices are mentioned] All indices are unmanaged. You cannot invest directly in an index. Index or benchmark
performance presented in this document does not reflect the deduction of advisory fees, transaction charges, and other
expenses, which would reduce performance.

This material may not be reproduced in whole or in part in any form, or referred to in any other publication, without
express written permission from Smith Capital Investors.

Smith Capital Investors, LLC is a registered investment adviser.
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