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SKYView: Debating the Neutral Rate

The highly anticipated May '22 FOMC meeting has finally come, with the Fed raising short-term rates by 50 bps, the most aggressive increase in
over two decades. On balance, Chairman Powell’'s comments were quite measured, highlighting risks associated with inflation but also, at least initially,
calming market fears of a looming recession. In this Weekly Briefing, we highlight the key aspects of the post-meeting press conference, and take a closer
look at the impact a higher “neutral” level of interest rates may have on underlying Treasury yields.

While raising rates by 50 bps (the most aggressive such move since May 2000) and conceding that “inflation is much too high,” Fed Chairman
Powell appeared to strike a modestly more-dovish-than-expected tone this past Wednesday, most notably by stating that a 75 bps rate hike is not
being actively considered by the committee (a 75 bps hike was beginning to be priced into market levels for June). Furthermore, Powell’s plan for
reducing the size of the balance sheet — which has ballooned to nearly $9 trillion — was a bit milder than anticipated, with the chairman ultimately
calling for a more gradual than feared ramp to $95 billion per month. Finally, Powell noted that the US economy remains strong, that he does not
expect to see a wage-price spiral, and that labor markets remain tight but inherent resiliency is supportive of a soft landing.
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First, the good news. US Core Personal Consumption Expenditure, the Fed’s favored gauge of inflation, remains highly elevated but has
perhaps come close to peaking (the measure actually decelerated to 5.2% in March, down 10 bps sequentially, with even more significant easing found
in the Dallas Fed’s trimmed-mean index pricel). Though likely to remain well above the Fed’s target range of 2.0% - 3.0% in the coming quarters, base
effects, readings of consumer sentiment, and signs of some alleviation in transportation costs point to the start of normalization this summer. At the
same time, the 2s/10s curve continues to steepen, up over 35 bps since (near) inversion just over a month ago (for more information, see our prior
Weekly Briefing entitled “Yield Curve Inversion”).

Fed's Favored Metric for Inflation High But May Have Peaked 2s/10s Have Steepened After Near Inversion Several Weeks Ago
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The more hotly debated topic arising from the meeting, however, is the so-called “neutral” level of interest rates. This level — a long-run target
at which rates neither boost nor constrain the economy — has often been estimated to be ~ 2.4%, but can fluctuate rapidly depending on economic
conditions. With the Fed having previously expressed a desire to move toward a more neutral policy level “expeditiously,” the market-implied pace of
hikes ratcheted up materially (left chart below) over the last several months (see our recent Weekly Briefing entitled “The Rise of FX Hedging Costs” for
more details on how expectations have evolved since the start of 2022). At present, markets are pricing in an implied rate at or modestly above long-
term “neutral” by Q4’22, with yields on 5-year treasuries — based on a highly correlated time series presented below (right side) — rising sufficiently to
incorporate that view. The risk to underlying rate volatility, however, stems from the possibility that the Fed will need to overshoot the long-run neutral
level in a bid to curtail inflation, perhaps by a significant amount.
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According to the CME FedWatch Tool, target rate probabilities now point to a range of 3.50% - 3.75% by the July 23 FOMC meeting date,
implying the need to temporarily overshoot the commonly estimated level of “neutral” by over 100 bps as a result of inflation running well above the
Fed’s 2% target. Economists at Harvard University? and Dartmouth College3 have recently speculated the Fed may need to be even more aggressive,
perhaps raising rates to 5% or more in order to get the inflationary environment under control. If this were to occur, the dramatic selloff in treasuries
experienced year-to-date may only be slightly more than half of the adjustment necessary.
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We saw very little in the way of surprises at the May FOMC meeting, with — if anything — a slightly dovish tone emerging (the 50 bps move was
unanimous, as even Bullard did not dissent, and a 75 bps hike was deemed not under consideration at present). Inflation, however, remains a real
concern, with the path to a soft landing becoming narrower as additional pressures mount (Ukraine, China, etc.). Going forward, we expect underlying
rate volatility to remain elevated, particularly as the market sorts out the likely magnitude of “neutral” sufficient to combat rising prices in the near term.
With that said, the embedded credit risk component of high yield bonds should provide some protection against rates, with any sustained sign of peak
inflation likely to provide support for the asset class.

2 https://www.bloomberg.com/news/articles/2022-05-03/rogoff-sees-fed-hiking-rates-up-to-5-as-things-out-of-control
3 https://www.marketwatch.com/story/powell-wants-to-get-closer-to-neutral-but-whats-that-think-between-5-and-6-former-top-fed-staffer-says-11651566417
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Important Disclosures and Disclaimers

This analysis and the opinions expressed herein are intended solely for institutional and professional investors that are responsible for assessing their own risk
tolerances under prevailing market conditions. SKY Harbor Capital Management, LLC (“SKY Harbor”) provides this document for informational purposes only. Nothing
contained in this document is or should be construed as an advertisement, or an offer to enter any contract, investment advisory agreement, a recommendation to buy
or sell securities of any kind, a solicitation of clients, or an offer to invest in any particular fund, product, investment vehicle, or derivative.

This document contains forward-looking statements that are based on SKY Harbor’s current views and assumptions. Forward-looking statements such as the findings of
our analytical research, our outlook for interest rates, Fed policy, the economy, high yield markets and the like, or our intended adjustments to the portfolios within our
strategies are subject to inherent risks, biases and uncertainties that are beyond SKY Harbor’s control and may cause actual results to differ materially from the
expectations expressed herein.

The information contained herein is subject to change, and SKY Harbor is under no obligation to update any information contained herein. Certain information
contained in this document has been obtained from third-party sources and, although believed to be reliable, has not been independently verified, and its accuracy or
completeness cannot be guaranteed. SKY Harbor, its affiliates, officers, directors and employees hereby disclaim any liability whatsoever related to the use of this
publication or its content and make no express or implied warranties of merchantability or fitness for any particular purpose or use with respect to the data,
projections, analysis, content, or conclusions included in this publication.

Investing in securities involves risk of loss and past performance is not necessarily indicative of future results. Fixed income securities, especially high yield debt
securities, are subject to loss of income and principal arising from credit risk, which is the risk that the issuer will be unable to make interest and principal payments
when due. Material risks in investing in high yield debt securities also include, but are not limited to, opportunity cost (the risk that an issuer’s credit trends deteriorate
resulting in a higher level of compensation demanded by the market relative to the initial investment), interest rate risk, liquidity risk, selection risk, and overall market
risk. In general, issuers of high yield debt securities have a greater likelihood of defaulting on the payment of interest or principal than issuers of investment grade
bonds. There can be no assurance that the investment objectives described herein will be achieved or that substantial losses can be avoided.

Gross performance results do not reflect the deduction of investment advisory fees, which would reduce an investor’s actual return. For example, assume that $1
million is invested in an account with the Firm, and this account achieves a 6% compounded annualized return, gross of fees, for five years. At the end of five years that
account would grow to $1,338,226 before the deduction of management fees. Assuming management fees of 0.55% per year are deducted annually from the average
annual AUM, the value of the account at the end of five years would be $1,302,846, which is the equivalent of an annual compounded rate of 5.43%. For a ten-year
period, the ending dollar values before and after fees would be $1,790,848 and $1,697,408, respectively. SKY Harbor’s asset-based fees are generally billed monthly or
quarterly in arrears. Please refer to the SKY Harbor’s ADV Part 2A or applicable Offering Documents for more information on fees. Consultants supplied with gross
results are to use this data in accordance with SEC, CFTC, NFA or the applicable jurisdiction’s guidelines.

SKY Harbor is not a tax or legal advisor. Prospective investors should consult their tax or legal advisors before making tax-related investment decisions.

The ICE BofA Index data referenced herein is the property of ICE Data Indices, LLC (“ICE BofA”) and/or its licensors and has been licensed for use by SKY Harbor. ICE BofA
PERMITS USE OF THE ICE BofA INDICES AND RELATED DATA ON AN "AS IS" BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE THE SUITABILITY,
QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE BofA INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO
LIABILITY IN CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND SKY Harbor or ANY OF ITS PRODUCTS OR
SERVICES.

© 2022 SKY Harbor. This document may not be reproduced or transmitted, in whole or in part, by any means, to third parties without the prior written consent of SKY
Harbor.



