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When the Federal Reserve Chair shares his game plan and then follows through, we believe it
makes sense to take him at his word that the Fed’s policy-making Open Market Committee will
stay the course in its battle against inflation. This strategy has been clear to us since the
beginning of 2023, but for some reason, many investors have continued to believe that Chair
Jerome Powell and his Fed governors would cut interest rates at the first sign their tighter
monetary policy began to have its intended effect of reducing inflation by slowing the economy.
The market is finally waking up to the reality that there is a lag effect of these policies, but
something else is happening. A regime change has occurred where interest rates may remain
higher for longer due to structural changes to the U.S. and global economies, making the Fed’s
stated target of 2% for inflation difficult and somewhat aspirational.

The Federal Reserve has raised the Fed Funds rate from zero in March of 2022 to a range of
5.25%-5.50%, the fastest and most dramatic increase in rates ever, but the economy, while
slowing, has shown an ability to be very resilient. Inflation has come down from peak levels of
last spring and the Fed chose to hold rates at current levels at their last two meetings. This may
indicate this tightening cycle is over but does not necessarily mean longer dated Treasury yields
(5-year to 30-year) will stabilize (or rise). We have seen yields on longer maturing government
bonds, especially the closely watched 10-year Treasury, increase since the beginning of 2023
and this could help the Fed's efforts to slow the economy while continuing to reduce the rate

of inflation.

The reason longer maturing treasury bond yields are rising is multi-faceted, but a concerning
factor could be the size of the federal deficit which has expanded while interest rates increase.
The cost of funding this ballooning debt is heading skyward. The U.S. Treasury’s net interest
expense as a percentage of tax revenues hit 14% this past July, as calculated by Strategas
Research Partners. Historically, interest expense representing 14% of tax revenue has
emboldened “bond vigilantes” refusing to buy bonds without higher interest rates. If the past is
any indication of the future, this dynamic has served as a catalyst to reign in profligate spending
(which has been an economic tailwind while interest rates were low). Since May, the yield on the
10-year Treasury note has soared over 120 basis points as of October 31, 2023, and the
“vigilantes” may very well continue pushing yields higher independent of any action by the
Federal Reserve.

No matter how they are applied, these economic brakes should slow the pace of inflation closer
to the Fed’s target, but we believe that will take time. While goods inflation has declined thanks
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to the rise in interest rates and the repair of global supply chain disruptions, a still-strong labor
market means the goal of lowering wage inflation will be a far greater challenge. Services, and
indeed all sectors where labor drives input costs, remain subject to substantial price increases.
A settlement of the autoworkers strike, for example, will drive up the cost of manufacturing
vehicles, much of which, we can expect, will translate to higher sticker prices.
Reshoring—companies moving sourcing back to the United States—will be inflationary as well.
Rather than “just-in-time” sourcing, which showed its shortcomings during the pandemic,
executives are embracing a “just in case” approach to sourcing their companies’ essential
supply chain needs. Given the availability of energy, especially natural gas, the U.S. is again a
preferred place to set up additional manufacturing for critical components like semiconductors,
solar panels, and other high value components. This revival of U.S. manufacturing could be
particularly healthy for small cap companies presented with new business opportunities, but it
will put upward pressure on prices for years to come. “Just in case”, while necessary, costs
substantially more than “just in time”,

As investors, how do we respond to such a fiscal and monetary backdrop? We believe equity
investors should limit exposure to duration, or the sensitivity of a stock to rising interest rates,

by identifying companies that have profits today, and not in the future. We believe conservatively
capitalized companies with strong free-cash-flow have the potential to outperform if interest
rates stay high or go even higher because these companies have options other less profitable
or levered companies do not. “Short duration”™ companies that generate lots of cash are less
susceptible to the rise in the cost of capital since they produce more cash than needed to run
their businesses. Moreover, because of their ability to generate cash, we believe the stocks of
these companies should become more desirable to investors in a rising rate environment.

Under a higher interest rate regime, the present value of a future stream of earnings is worth
significantly less than it was just two years ago, so our view is that companies with rich
valuations because of their potential for big earnings down the road are likely to face valuation
challenges in the stock market. This explains why promising companies in biotech are getting
hammered; the S&P Biotech ETF is down 20% year-to-date as of October 31, 2023. The higher
cost of capital will also become a burden to heavily leveraged companies that will need to issue
bonds at today’s higher rates as they retire their low-interest debt.

With strong free cash flow, a company is well positioned to make acquisitions, buy back stock,
or pay dividends, even in a high-interest-rate environment. We prefer the first two strategies.
Strategic acquisitions can leverage a company’s earnings power, while stock buybacks increase
return on equity and boost earnings. These are the types of stocks that we are purchasing for
clients today, holdings we believe could outperform the market in the new regime of higher
interest rates and a slowing economy.
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IMPORTANT INFORMATION

The information contained herein reflects the view of Palisade Capital Management, LP and its affiliates (collectively, “Palisade” or the “Firm”) as of the date of
publication. These views are subject to change without notice at any time subsequent to the date of issue. All information provided in this letter is for information
purposes only and should not be deemed as investment advice or a recommendation to purchase or sell any specific security.

Certain information contained herein has been obtained from third party sources and such information has not been independently verified by Palisade Capital
Management, LP. No representation, warranty, or undertaking, expressed or implied, is given to the accuracy or completeness of such information by Palisade
Capital Management, LP, or any other person. While such sources are believed to be reliable, Palisade Capital Management, LP does not assume any
responsibility for the accuracy or completeness of such information. Palisade Capital Management, LP does not undertake any obligation to update the
information contained herein as of any future date.

Certain information contained in this letter constitutes “forward-looking statements,” which can be identified by the use of forward-looking terminology such as
“may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other variations thereon or
comparable terminology. Due to various risks and uncertainties, actual events, results, or the actual performance of investments may differ materially from those
reflected or contemplated in such forward-looking statements. Nothing herein may be relied upon as a guarantee, promise, assurance, or a representation as to
the future.
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The SPDR® S&P® Biotech ETF seeks to provide investment results that, before the fees and expenses, correspond generally to the total return performance of the
S&P® Biotechnology Select Industry™ Index.

This information is confidential and for the use of the intended recipients only. It may not be reproduced, redistributed, or copied in whole or in part for any
purpose without prior written consent. This document is not intended for distribution to, or use by, any party in any jurisdiction where such distribution or use
would be contrary to local law or regulation. Certain information included in this document has been obtained from third-party sources believed to be reliable. No
assurances can be given that such information is accurate.

Investing in securities involves risk, including the risk the entire amount invested may be lost. Securities investments are not guaranteed. Palisade’s valuation
predictions may not be correct and/or achieved within the anticipated time frame. Fixed income securities are generally subject to interest rate risks. The risk is
greater for long-term securities than for short-term securities. A risk in a long-term purchase strategy is that Palisade may not take advantage of short-term gains
that could be profitable. Moreover, if Palisade’s predictions are incorrect, a security may decline sharply in value before being sold. Conversely, a risk in a
short-term purchase strategy is that Palisade may incorrectly predict the performance of a security over a short period of time, and we may not take advantage of
long-term gains that could be profitable. Equity and equity-linked securities fluctuate in value in response to many factors, including the activities and financial
condition of individual companies, the business market in which individual companies compete, industry market conditions, interest rates, and general economic
environments. REITS are affected by underlying real estate values, which may have an exaggerated effect to the extent those REITs concentrate investments in
particular geographic regions or property types. A company issuing convertible securities may default. Palisade’s portfolios are susceptible to operational,
information security, and related risks from cyber security incidents resulting from deliberate attacks or unintentional events.

Palisade is an SEC registered investment management firm established in 1995. Based in Fort Lee, NJ, the Firm manages a variety of assets for a diversified client
base, including institutions, foundations, endowments, pension and profit-sharing plans, retirement plans, mutual funds, private limited partnerships, family offices,
and high net worth individuals. Registration with the Securities and Exchange Commission does not imply a certain level of skill or expertise.

Past performance is not a guarantee of future results.

Please note, each client account has different characteristics and other accounts with the same strategy may have materially different results. The actual
characteristics of any particular account will vary based on a number of factors including, but not limited to (i) the size of the account; (ii) the timing of investment;
(iiif) investment restrictions applicable to the account, if any; and (iv) market exigencies at the time of investment.
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