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Fed Limbo: How Low Can Fed Funds Really Go?

The market narrative surrounding the timing and extent of Fed rate cuts continues to be
dynamic as expectations shift with incoming data. The latest CPI data, which came in
broadly hotter than anticipated, led to a swift market repricing, seeing expectations of
Fed cuts for 2024 contract to fewer than 2. Considering markets were pricing in over 6
cuts for 2024 at the start of the year, expectations have rebased significantly over the
past few months. Much of this has been driven by recent data which have indicated
hotter inflation and a stronger labor market than anticipated. With this magnitude of
repricing, it is clear the market's perspective has shifted dramatically, but has anything
fundamentally changed? The answer, with respect to our initial macro view coming into
this year, would be no.
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Our top-down macro view at the beginning of the year challenged the market’s view on the
number of rate cuts the Fed would deliver in 2024 based on expectations of a slowing
economy that would find its way into recession. We viewed the economy as more resilient
and stronger than the consensus. Economic data has continued to support this narrative,
with NFP indicating strong job growth and a healthy labor market, retail sales illustrating
resilient consumer spending, and hotter CPI readings reflecting stickier inflation. Markets
have reacted quickly to the view that fewer cuts, if any at all, will be necessary amidst the
current economic backdrop. While this mirrors the Fed’'s economic projections more closely,
the market and Fed never seem to be in alignment for long. If the rate selloff continues,
yielding higher rates along the curve, and expectations dwindle on fewer cuts, financial
conditions could deteriorate and lead to unintended consequences that trickle through the
rest of the economic system. Markets will continue to be volatile, and expectations will
fluctuate between “the Fed is behind again”, with a more restrictive policy stance required,
and “recession is coming”, implying swifter cuts are needed.

The noise around the constant repricing of expectations in markets can often muddle the
fundamental picture. We maintain our conviction that due to strong growth, a healthy labor
market, and stickier inflation than expected, the Fed will not have to cut anytime soon, if at
all this year. The policy rate can be maintained for a prolonged period to ensure inflation
recedes to the target without significantly damaging the economy. In light of our view, we
acknowledge that there are many risks on the horizon that could quickly trigger a reversal in
rates and/or a significant flight to quality trade. The Fed could get drawn into cutting rates
without hitting their inflation objectives.

Given the fundamental backdrop, we expect rates to be range-bound but can overcorrect in
both directions near-term as data guides quick changes in expectations. On the upper end
of the range, 2s topped out essentially flat to the Fed Funds (FF) rate at 5.25% back in
October 2023, which likely serves as the cap, with the upper bound on 5s likely around the
5% area given the growth and inflation backdrops. While the curve inversion has been
prolonged and difficult to manage, it will likely persist as long as inflation remains above the
target level. We anticipate 10s and 30s will be limited by a flight to quality bid emerging at
potential signs of economic disruption. After the most recent breakout, we believe rates will
readjust from overcorrection and settle back into a range trade, until key data shifts the
narrative again.

As the bar for rate cuts continues to be raised and lowered by current economic data in this
game of Fed limbo, it is important to maintain conviction based on the foundations of the
underlying economy and expectations on future inflation to manage through the

volatility. Our fundamental macroeconomic view remains unchanged, but we will continue
to monitor market interpretations of incoming data and position appropriately when
mispricing occurs.
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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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