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What does a low neutral rate’ mean for investors?

= As inflation nears the US Federal Reserve’s target level of 2%, rate cuts remain on the horizon.

= The neutral interest rate is where monetary policy is neither restrictive nor accommodative. Despite being a short-
term rate, it influences interest rates across all fixed income maturities.

= Current market expectations indicate the neutral rate to be around 4%. We estimate the rate to be closer to the
Fed’s projected level of around 2.5% due to factors such as low trend productivity growth and an aging workforce.

= A neutral rate which is closer to the Fed’s estimate would imply a sustained cycle of the Fed lowering interest

rates and material bond price returns.

Tamping Down Inflation is the Priority,
For Now

The timing of when the US Federal Reserve will start
lowering its target interest rate has been at the forefront of
monetary policy discussions. While the Fed has a dual
mandate for monetary policy - full employment and price
stability (i.e. low inflation) - inflation has been its primary
focus over the past two years. It will likely continue to be
the most important variable influencing the timing of a rate
reduction. The Personal Consumption Expenditure (PCE)
price index, which the Fed views as the best measure of
inflation, has fallen from a peak of 7.1% to around 2.7%.
However, it may take an extended period of time to
achieve 2% - the Fed's target level.

Understanding where the neutral rate will likely be,
especially vis-a-vis the market’s estimate, can unlock
opportunity for fixed income investors.

Going Forward, An Increased Focus on
the Neutral Rate

One important aspect of future Fed policy which has not

1 “Neutral Rate” refers specifically to the nominal neutral rate which includes inflation
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been prominently discussed is its projection of the neutral
interest rate.

The neutral interest rate is simply the equilibrium interest
rate where monetary policy is neither restrictive nor
accommodative — a rate that maintains an economy at full
employment alongside stable inflation. Estimating the
neutral rate helps the Fed formulate and administer
monetary policy with the goal of achieving its dual
mandate.

Chart 1. Labor Force Participation
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Source: U.S. Bureau of Labor Statistics



The neutral rate is influenced by multiple factors -
productivity growth and worker demographics being the
most relevant today. Productivity has been on a downward
trend?, and while future technologies such as Artificial
Intelligence and self-driving cars have the potential to
foster a new productivity boom, those effects are more
likely to be realized over a longer time horizon. Regarding
worker demographics, although an additional one million
recent immigrants are estimated to have joined the labor
force in 20233, the effects of lower labor force
participation (Chart 1) due to population aging will
continue to weigh on economic growth over the coming
years, as growth in hours worked declines. The overriding
factors of declining productivity and an aging workforce
underpin our belief that the neutral rate level is likely to be
lower than the current market expectation of around 4%,
and nearer to the Fed's expectation of around 2.5%.

Impact of a Lower Neutral Rate

Market expectations of the ending interest rate level,
looking out one to three years from now (Chart 2), are
around 4% and have increased over the past year. A shift
of market expectations towards our estimate of 3% would
more closely align with the Fed'’s expectation and likely
lead to compelling bond price returns as lower interest
rates resonate across the yield curve. All else being equal,
a lower Fed target policy rate would affect the entire yield
curve as long-term interest rates reflect the average of
expected short-term interest rates plus a risk premium
over a specific time horizon.

Chart 2. Market Expectations of Fed Interest Rate Policy
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Our View | Strategy Update

We continue to view the current fixed income environment
as closely associated with the rate of inflation and its
subsequent effects on interest rates. The declining
trajectory of inflation stalled in the first quarter compared
to the end of 2023 when it appeared inflation may return to
the Fed's 2% target later this year. The acceleration of
inflation over the past several months has caused the Fed
and the market to re-evaluate the number of interest rate
cuts expected in 2024. The market was pricing six cuts
while we expected only three given the uncertainty
surrounding inflation and a resilient labor market. We have
since moved our expectation down further to only two Fed
cuts this year. Economic and labor market indicators have
remained relatively strong, and the likelihood of recession
remains low in the near term.

As a result, now remains an opportune time to consider
bonds as investors have an opportunity to capture yield
and price returns due to the prospect of lower rates. As
such, we view the year-to-date increase in yields as a
buying opportunity and remain constructive on corporate
credit despite historically low spread levels.

2 U.S. Bureau of Labor Statistics, Nonfarm Business Sector: Labor Productivity (Output per Hour) for All Workers — 3y annualized rate
3 “New immigration estimates help make sense of the pace of employment” by Wendy Edelberg and Tara Watson;
https://www.hamiltonproject.org/wp-content/uploads/2024/03/20240307_IlmmigrationEmployment_Paper.pdf
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IMPORTANT DISCLOSURES

THESE MATERIALS CONTAIN INSUFFICIENT INFORMATION TO MAKE AN INVESTMENT DECISION. NOT ALL INVESTMENTS MAY BE
SUITABLE FOR ALL INDIVIDUALS.

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. THERE CAN BE NO ASSURANCE THAT ANY
STRATEGY WILL ACHIEVE ITS OBJECTIVES OR AVOID SUBSTANTIAL LOSSES.

Investment Advisory services are offered through Jefferies Investment Advisers LLC, an SEC Registered Investment Adviser, and wholly
owned subsidiary of Jefferies Financial Group Inc. Jefferies LLC is an SEC-registered broker dealer, a CFTC-registered futures
commission merchant and a member of FINRA/SIPC and NFA.

Actual client trading costs, and actual client returns from funds and/or separately managed accounts (collectively, “Accounts”), may
differ. Risk Factors: Accounts have certain inherent risks associated with them, including but not limited to the following: (i) Accounts
are speculative and involve varying degrees of risk, including substantial degrees of risk in some cases; (ii) Accounts may be leveraged
and may engage in other speculative investment practices that may increase the risk of investment loss; (iii) performance of the
Accounts may be volatile; (iv) an investor could lose all or a substantial amount of his or her investment; (v) the investment managers
have total trading authority over the Accounts, the Accounts are dependent upon the services of the investment managers, and the use
of a single advisor could mean lack of diversification and, consequently, higher risk; (vi) the Accounts may have varying liquidity
provisions and limitations and there is no secondary market for investors' interests in any of the Accounts and none is expected to
develop; (vii) there are restrictions on transferring interests in the Accounts; (viii) fees and expenses may offset the trading and
investment profits; (ix) the Accounts may not be required to provide periodic pricing or valuation information to investors with respect
to individual investments; (x) the Accounts are not subject to the same regulatory requirements as mutual funds; (xi) a portion of the
trades executed for the Accounts may take place on foreign markets; and (xii) the Accounts are subject to conflicts of interest.

These materials have been prepared to assist you with your investment planning and is for informational purposes only and is neither
an offer nor a solicitation of an offer with respect to the purchase or sale of any security. Any market views or opinions expressed
herein are those of the individual sender, except where such views or opinions are expressly attributed to Jefferies LLC, Jefferies
Investment Advisers LLC, or a named individual. Market views and opinions are current opinions only; Jefferies and the individual
sender accept no responsibility to update such views and opinions or to notify the recipient when they have changed. Jefferies LLC &
Jefferies Investment Advisers LLC do not provide tax & legal advice. Recipients should seek tax & legal advice based on their particular
circumstances from independent tax & legal advisors. For more information regarding the different asset classes account types, and
costs/fees associate with each of the services offered, please contact your Financial Advisor. The actual characteristics with respect
to any particular account will vary based on a number of factors including but not limited to: (i) the size of the account; and (ii) market
prices of individual securities at the time of the investment.

If your financial professional is an investment adviser representative, accounts they advise you on may incur an ongoing advisory fee. If
applicable, such fees are described in the Form ADV Wrap Fee Brochure for your financial professional’s firm. We encourage you to
obtain a copy of the Form ADV Wrap Fee Brochure from your financial professional and to read it carefully. In addition, make sure you
understand whether the impact of the advisory fee was included in the portfolio returns shown in this report and the amount of the
advisory fee included.

All information contained herein is intended solely for your own personal, informational use, and you are not permitted to reproduce,
retransmit, disseminate, sell, license, distribute, republish, broadcast, post, circulate or commercially exploit the information in any
manner or media without the express written consent of Jefferies, or to use the information for any unlawful purpose.

Any Third Party Content, including logo, is the property of its respective provider or its licensor and is protected by applicable copyright
law as set forth below. | agree not to reproduce, retransmit, disseminate, sell, distribute, publish, broadcast, circulate or commercially
exploit the Third Party Content in any manner without the express written consent of the Third Party Content Provider.
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