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The Federal Open Market Committee (FOMC) raised the funds rate target range by 0.75 percent to 3-3.25 per-
cent, as widely expected. The FOMC also released projections for future rate increases, known as the dot plan.
The median dot now shows a funds rate midpoint of 4.375 percent at the end of 2022 and 4.625 percent at the
end of 2023. This path likely corresponds to a 0.75 percent hike at the November meeting, a 0.50 percent hike in
December, and a 0.25 percent hike in January, which was well above forecasts from just several months ago.

5.00 Implied Fed Funds Target Rate
esnEEe
o8 [ ]
o 4.50
T sese ssesse
m a
] eseseseiL .
£ 4.00
i L]
v
k=
> 3.50
[V
=)
@
V8
D 3.00
a
£
—
2.50 (11]
@ FOMC Members® Dot Projections for meeting date 09/21/2022 Lt ®
) FOMC Dots Median sanssn
OIS - Latest Value
2022 2023 2024 2025 Longer Term

Projection Year End
Source: Trowbridge, Federal Reserve

After peaking in 2023, the median dot shows 1.75 percent of cumulative cuts between 2023 and the end of the
FOMCs forecast horizon of 2025, but fifteen out of nineteen participants still projected a funds rate above the
median longer-run dot (of 2.5%) in 2025.

The primary takeaways from this week’s rate hike were hawkish. Expectations are being reset for a higher and
longer backdrop for the Federal Funds rate driving a further tightening of financial conditions and keeping
the path of least resistance for risk assets lower. Also playing into concerns are worries about recession and
the potential for a hard landing scenario for the economy.

In the immediate afrermath of the release, financial market volatility prevailed. In the fixed income markets,
the direction for short-term rates has been upward while longer-term yields have stabilized resulting in an
elevated inversion (short-term rates greater than long-term rates) of the yield curve. In the equity markets,
defensive posture was reinforced. Globally, the dollar continued its appreciation relative to foreign currencies,
pressuring international investments in dollar terms.
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As interest rates move higher for longer, corporate earnings are likely to play an increasingly bigger role from a
directional standpoint for financial markets given the debate about the extent to which consensus estimates still
need to come down to reflect a softening macro backdrop and inflation/margin pressures. Of growing concern is
that the myriad of issues facing the economy will precipitate a recession.

Recessions do not impact all sectors equally. The following chart from Goldman Sachs looks at the historical
earnings impact on sectors from best to worst based on the six recessions since 1990.
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The dispersion of impact is significant with the materials and consumer discretionary sectors realizing significant
decline, while defensive sectors such as utilities, consumer staples, and healthcare were historically able to main-
tain positive growth.

However, earnings growth is only one side of the equation for returns through the cycle as multiples for the sec-
tors deemed at greatest risk tend to compress prior to a recession, while defensive sector multiples may expand
and then stagnate. Also of note, the market tends to position for a recovery well before the bottoming of earnings
takes place. Historically, multiples are already expanding, particularly for the hardest hit sectors, shortly after the
economy has entered a recession.
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On the back of a higher funds rate path and tighter financial conditions, the probability has increased that the
U.S. will face a recession in the coming year. Near term this will likely place further pressure on financial markets.
Positioning portfolios in businesses with greater visibility and less risk of significant negative earnings revisions
can be beneficial in the short run. Investors also need to balance the longer-term perspective as valuations and
opportunities tend to be the most attractive when fundamentals are at greatest risk of deterioration. For the time
being, the rise in short term yields and ability to get 4% returns with relatively low risk is a positive balance to the
growing risk of recession.

The increased trajectory of hawkish Fed policy continues to weigh on financial markets and elevate the risk

of recession. For the equity markets, sectors, and businesses with high visibility for stability and growth may
continue to be rewarded. However, history has shown that more cyclical businesses see valuations expand well
before the full effect of earnings downturns have been realized. The difficulty in predicting the exact bottom in
fundamentals and valuation tends to reward longer-term positioning for diversified portfolios.

Pallas Capital Advisors will continue to monitor economic, political, and corporate data for implications to
markets.

The information contained herein is for informational purposes only, is not personalized investment advice and should not be construed as a recommendation to pur-
chase or sell any particular security, sector or strategy to any individual person or entity. The decision to review or consider the purchase or sale of any security, sector or
strategy mentioned should not be undertaken without consideration of your personal financial information, investment objectives and risk tolerance with your financial
professional. Past performance should not be considered as an indicator of future results. Investment Advice offered through Pallas Capital Advisors LLC, a registered
investment advisor.
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