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Real Rates Tsunami: Has it Reached the Coast?e

In this letter | would like to discuss the dynamics of economic growth and inflation that have been developing
over the last three years. Much of this | have written about in prior investor letters; my goal here is to communicate
and summarize my most up-to-date understanding of these dynamics and what this means for market
expectations.

It is no secret that some events unfolded differently than | expected. This period has given me a greater
understanding of inflationary dynamics that | hope to utilize in future investments. As always, my understanding
of the situation will continue to evolve as new information comes in.

My purpose here is not to share new economic theories or proprietary research, but to show my investors the
current paradigm in which | design my portfolio.

In 2020 we experienced an unprecedented flood of fiscal and monetary stimulus. It was during this fime that my
concerns over inflation were at their highest, as | anticipated the Fed to be extremely slow to raise rates regardless
of the data. When rhetoric changed in 2021 and | realized the Fed would be reacting to the data after all, my
concerns evaporated and | joined TEAM TRANSITORY.

This team (our team) got some things right and some things wrong. In terms of prices in the bond market, the
team was clearly wrong.

So, what was right?

Team Transitory believed that post COVID-19 there would be a sharp spike in inflation, which would unwind just
as sharply afterwards. This is indeed what happened and is demonsirated by the figure in Chart 1. | will discuss
below why | am convinced that this unwind cannot be attributed solely to policy.
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It is tfrue the spike was even worse than many had expected, due to worse-than-anticipated supply issues.
However, the supply crunch and subsequent unwind would only reinforce the underlying thesis of Team Transitory.

So, what was wrong?

| was asked (I believe in late 2021) “at what point would Team Transitory throw in the towel2” My answer was,
“Transitory is not about how long it lasts, but whether inflation is self-reinforcing or self-arresting.” There were various
compelling arguments for both, but it was eventually determined that the inflation was self-reinforcing, which
undermined the case of Team Transitory.

What we are seeing now are the broad lingering effects of 2021's expansionary monetary policy (extremely
negative real interest rates and QE persisting in the face of rising asset prices).

The important lesson was that it did not matter why inflation was high in 2021, as the policy rate stayed near zero.
Supply-driven inflation, running at close to 9% annualized, metastasized in stickier areas of the economy, such as
services, and fueled labor shortage and wage pressure.

Was the Fed wrong to keep rates at zero for so long? Most people would emphatically say yes. | am not so sure.
For the reasons | will discuss below it may have been sufficient to just start unwinding the balance sheet earlier
and more aggressively. The point, however, is moot. | am not in the business of advising central bankers. In either
case, the Fed’s mandate is so nebulous that it is almost impossible to pass judgment on the efficacy of their policy.
What is more important is to understand the timeline of the policy’s impact on inflation. Remember that Jay
Powell himself acknowledges that the policy lags are “long and variable.”

Noftice, the peak policy impulse was in the spring of 2020 and peak inflation was in the spring of 2022. Those who
follow my writing will recognize the magic two years: the lag between the interest rate momentum and the stock
market momentum. This is demonstrated by what could be my all-time favorite chart.
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It seems that the economy works in two-year cycle tfurnarounds. Correspondingly, the magic two years has been
my favorite time horizon for frades.

Why is the lag so extreme?2 | am not going to analyze the economic process here, but | want to point out that
peak policy impulse (i.e. the change in policy) is not the same as peak policy.

Indeed, the most amount of stimulus and the deepest rate cuts occurred in March 2020. However, due to the
extreme deflationary impact of the pandemic, real rates were quite positive. The peak policy arrived in 2021,
when inflation spiked and asset prices soared, while the rates remained at zero.
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US Real Rate (Fed Fund Monthly Settle net Unrounded Headline CPI MoM Ann.), since 2020
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Looking through this lens, the lag between the peak easy policy and peak YOY inflation was closer 1o one year!

Let’s take it one step further. By mid-2022 | was convinced that the change in policy was getting fraction. This
was the fime of the peak tightening impulse; the Fed was hiking at 75 basis per meeting, asset prices were falling,
and the dollar was rallying.

S&P500 Future (ES1), roll adjusted, 2021-2022
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US Dollar Index (DXY), since 2021-2022
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Hence, | started targeting mid-to-end-2024 for peak deflation.

Notice that | am circumventing the Financial Condition Index as | don’'t have much faith in its predictive power.
Rather, | would focus on the policy itself. In early 2022, the policy was not tight at all, and real rates were sfill very
negative.

Then what about the economic slowdown and the tfechnical recession of 20222 What about the marked decline
of inflation between mid-2022 and mid-2023 that we referred to at the beginning of this letter?

Enter again, Team Transitory. By any notion of the lag, those slowdowns could not have been the result of policy,
but instead were the unwinds of the post-covid bumps.

Let’sreturn to our earlier observation: inflation is self-reinforcing. It doesn’t matter why headline inflation collapsed
over the last year. The important thing is, with all else being equal, it will lead to further disinflation. This is where |
come back to whether the extireme hiking cycle was necessary. Indeed, we have established that inflation has
slowed down on its own and is feeding into lower inflation going forward. Raising rates now doesn’t aid this
process, but only increases the risk of a deflationary bust in the future.

We hear alot of talk about how we have likely avoided the recession. Honestly, | find such arguments nonsensical.
By which | don’'t mean that they are a priori wrong, rather that they are completely unfounded. Only recently
have real rates crossed into positive territory, and given the lag, how can we possibly know what effects they
“had” on growth?

| believe what causes confusion is the order of events. We (myself included) have been trained to anticipate a
particular pattern at the end of a business cycle:

Interest rates rise

Stock market crashes

Economy slows

Unemployment rises

Inflation declines

However, somewhere between the economy slowing and unemployment rising the world failed to cooperate.

Why is it different this time? The pandemic crisis developed more rapidly than any prior recession and was met
with an unprecedented amount of stimulus. The cash that was poured into the system by the government
strengthened consumer balance sheets.
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When rates go up it hurts those who need to borrow, but those who have excess cash or those who have already
locked in low, long-term rates on borrowing (such as thirty-year fixed mortgages) come out just fine. Hence, the
hikes didn’'t immediately put pressure on (relatively) cash-rich consumers. Also, corporations boosted by the
ability to borrow at negative real rates had no pressure to slow down hiring.

Moreover, the recent downshift in headline inflation, combined with the continuing fightness of the labor market,
led to the increase in real wages and a further tailwind for the purchasing power of consumers.

Does this mean the economy is out of the woods? Not at all. The sentiment is positive, but if markets could thrive
on senfiment alone bull markets and periods of economic expansion would never end.

The effect of higher real wages is almost immediate. Other effects of higher real rates may take longer to play
out as money supply tightens. Even if the consumer and the stock market stay strong, fewer dollars in circulation
will likely mean lower final demand in terms of dollars. It is hard to predict which shoe will drop first (like most, for
example, | didn't anticipate the regional banking crisis). Like in the game of musical chairs, if you keep taking
dollars out of the system, sooner or later someone will come up short.

The pattern could be as follows:

Interest rates rise

Inflation declines and real rates rise
Unemployment rises

Economy slows

Stock market crashes (or not)

| believe it is safe to assume the idea of a benign Fed pivot is a thing of the past. Given the policy lags discussed
above, and the determination of the central bankers to see inflation fall to 2% before they take any easing action,
it is almost impossible to hope the pendulum will not be allowed to swing too far in the deflationary direction.

In theory, the Fed would have to have already been cutting rates to match the disinflation. The reality is that they
are still conducting QT as higher and higher real rates work their way through the system. As monthly inflation falls
to zero and below, real rates will remain restrictive until the Fed cuts to zero and starts a new QE program. It is
hard to imagine this tfransition occurring in time to avoid spiraling deflation.

One might observe that throughout this lefter | have not mentioned any of the geopolitical, demographic, or
technological factors which might affect the inflation outlook. There are two reasons for this.

First, is the time horizon. Over a two-year period cyclical forces tend to overpower secular forces, and at this
juncture, | see cyclical forces as preeminent.

Second, the impact of secular forces is very hard to forecast. Consider the following examples:

¢ On-shoring and friend-shoring may be inflationary, but it may cause a severe recession in China. This in
turn would send a deflationary shockwave around the globe.

e Green energy fransition and lack of prospecting for fossil fuels may be viewed as inflationary, but in the
environment of tight dollar supply, high energy prices may slow global growth.

e Baby boomers retiring leads to tighter labor markets but can also lead to lower consumption and lower
asset prices.

e Generative Al may lead to a dramatic increase in productivity and be viewed as deflationary, but it can
also accelerate global growth and create new types of jobs.

I have also not focused on the fiscal impulse. Three reasons for that are:
e Itis not clearwhetheritis more important that fiscal policy is still expansionary or that it is less expansionary
than in 2020.
¢ Up until the next election the US Government is divided, limiting the ability for further stimulus until mid-
2025. Even after the election, the situation is hard to predict.
e Fiscal expansion without monetary accommodation may or may not be inflationary. Deficit spending is
stimulative, but selling extra Treasuries to fund it might suck the money back out of the system.
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Lastly, | haven’'t discussed the “what if I'm wrong” aspect of my current portfolio construction. | believe there are
good risk-reward tfrades currently available that take advantage of the environment in which my inflation outlook
would be proven incorrect. My aspiration has always been to build as balanced a portfolio as possible. In this
letter, however, | specifically express my views on inflation and duration.

| like to say that in the markets there are no certainties, only certain likelihoods. Hence, | would summarize the
likelihoods | currently see in the following way:

1.
2.
3.
4.

5.

The inflationary cycle has swung in the direction of deflation and is currently self-reinforcing.

It is too early to judge the effect of the hiking cycle on growth.

During this cycle the slowdown in inflation will likely lead to the slowdown in growth via the mechanism of
higher real rates.

Secular and fiscal forces introduce uncertainties that | can’t measure, but | believe the cyclical
deflationary forces will prevail over the two-year horizon.

Faced with spiraling deflation the Fed will have no choice but to return to ZIRP, making long bond duration
an excellent opportunity.

Good luck and stay healthy!

Alex Gurevich
Founder and CIO
HonTe Advisors, LLC

ABOUT US

HonTe Advisors, LLC is an SF-based global macro investment firm that focuses on thematic, multi-asset class
investing across developed and emerging markets. Our passion for constructing superior portfolios that create
orthogonal revenue streams to traditional assets, such as equities, drives our approach. By employing formal logic
to a disciplined trade selection process, we seek to capitalize on mispriced assets globally.
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DISCLAIMERS
GENERAL

The purpose of this document is to provide you with information regarding HonTe Advisors, LLC (“HonTe Advisors”). This document is provided
for informational purposes only and should not be construed as a recommendation that any particular investment, portfolio of investments,
fransaction, or investment strategy is suitable for you or any other specific person. This presentation shall not constitute an offer to sell or the
solicitation of any offer to buy interests or shares in HonTe LH Macro Onshore Fund, LP or HonTe LH Macro Offshore Fund, Ltd. (together, the
“Funds”), which may only be made at the time a qualified offeree receives the applicable Fund’s confidential private placement
memorandum, subscription documents and governing documents (collectively, the “"Operative Documents”). Any decision to make an
investment with HonTe Advisors must be based solely upon the information set forth in the Operative Documents, regardless of any
information you may have been otherwise furnished, including this letter.

The information in this document was prepared by HonTe Advisors and any information obtained from outside sources is believed to be
reliable. HonTe Advisors makes no representation as to the accuracy or completeness of information obtained from outside sources. ALL
STATEMENTS IN THIS DOCUMENT ARE THE OPINIONS OF HONTE ADVISORS, UNLESS OTHERWISE SPECIFIED.

This document has been provided to you by HonTe Advisors and is infended solely for your use. This document is provided solely to existing
investors in HTLH and clients of HonTe Advisors and to prospective clients in response to their unsolicited request for past specific
recommendations. This document is strictly confidential and may not be reproduced or redistributed in whole or in part nor may its contents
be disclosed to any other person without the express consent of HonTe Advisors.

The information herein is not infended to provide, and should not be relied upon for, accounting, legal or tax advice or investment
recommendations. A recipient of this presentatfion should consult his or her tax, legal, accounting or other advisors about the maftters
discussed herein.

INFORMATION SUBJECT TO CHANGE

The description herein of the approach of HonTe Advisors and the targeted characteristics of its strategies and investments is based on
current expectations and should not be considered definitive or a guarantee that the approaches, strategies, and investment portfolio will,
in fact, possess these characteristics. In addition, opinions, estimates and projections in this document constitute the current judgment of
HonTe Advisors and are subject fo change without notice. HonTe Advisors has no obligation to update, modify or amend this document, or
to otherwise notify you, if any matter stated herein changes or subsequently becomes inaccurate.

Additionally, any projections, forecasts and estimates contained in this document are necessarily speculative in nature and are based upon
certain assumptions. In addition, matters they describe are subject to known (and unknown) risks, uncertainties and other unpredictable
factors. No representations or warranties are made as to the accuracy of such forward-looking statements. It can be expected that some
or all of such forward-looking assumptions will not materialize or will vary significantly from actual results. Accordingly, any projections are
only estimates and actual results will differ and may vary substantially from the projections or estimates shown. This document should not be
construed as a recommendation of any particularinvestment, strategy or investment product. There is the possibility of loss and all investment
involves risk including the loss of principal.

PAST PERFORMANCE

An investment in the Funds is speculative. The Funds may ufilize a high degree of leverage and the Funds’ performance may be volatile.
During the time period discussed, there were no material market or economic conditions that affected the results portrayed. PAST
PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS; there is the possibility of loss and all investment involves risk including the
loss of principal. HonTe Advisors makes no implications, warranties, promises, suggestions or guarantees whatsoever, in whole or in part, that
by participating in an investment any investment of or with HonTe Advisors you will experience similar investment results and earn any money
whatsoever.

GRAPHS/CHARTS

The graphs, charts and other visual aids are provided for informational purposes only. None of these graphs, charts or visual aids can in and
of themselves be used to make investment decisions. No representation is made that these will assist any person in making investment
decisions and no graph, chart or other visual aid can capture all factors and variables required in making such decisions. Charts/Grafts in
this document have been pulled form Bloomberg at the date indicated.

HYPOTHETICAL PERFORMANCE RESULTS

Because no account or fund was traded by HonTe Advisors as one-third exposure to AG Proprietary account and two-thirds to risk-free rate
returns, the results shown prior to June 2019 are considered hypothetical. The hypothetical results described herein are for illustrative purposes
only. These performance results are not necessarily indicative of actual results.
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PURSUANT TO AN EXEMPTION FROM THE COMMODITY FUTURES TRADING COMMISSION IN CONNECTION WITH POOLS WHOSE PARTICIPANTS
ARE LIMITED TO QUALIFIED ELIGIBLE PERSONS, AN OFFERING MEMORANDUM FOR THIS POOL IS NOT REQUIRED TO BE, AND HAS NOT BEEN, FILED
WITH THE COMMISSION. THE COMMODITY FUTURES TRADING COMMISSION DOES NOT PASS UPON THE MERITS OF PARTICIPATING IN A POOL OR
UPON THE ADEQUACY OR ACCURACY OF AN OFFERING MEMORANDUM. CONSEQUENTLY, THE COMMODITY FUTURES TRADING COMMISSION
HAS NOT REVIEWED OR APPROVED THIS OFFERING OR ANY OFFERING MEMORANDUM FOR THIS POOL.

|
11 H ‘TE PRIVATE AND CONFIDENTIAL | 8
. A s



2Y Backward Looking 10 Year Yield differential and 2Y Forward looking S&P 500 % Change 1972-1998
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