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Unwinding Pandemic Distortions:
The Federal Reserve Holds Rates
Steady, Maintaining Its

® Restrictive Policy
By Michael O’Keeffe, Chief Investment Officer

Since March 2022, the Federal Reserve (Fed) has hiked its funds rate by 5.25%, ushering in a higher rate regime

that is leading to a Fiscal Transition, where the major participants of our economy — the consumer, businesses,

and the government — must learn how to live with higher interest rates. In its meeting this week, the Fed kept its
funds rate steady at 5.25%-5.50% and will continue to shrink its securities holdings, a restrictive policy that will
likely keep market interest rates higher for longer. The Fed continues to battle high inflation resulting from
pandemic-related distortions in both the supply and demand side of the economy.

In this Sight|Lines, we unpack the learnings from the latest Fed meeting and discuss the implications.
THE TAKEAWAY: THE FED HOLDS STEADY TO UNWIND DISTORTIONS ... AND WAITS.
The Fed kept its currently restrictive policy steady at this week’s meeting, sharing insights from its meeting and
where we might go from here. In summary:
e Recent economic growth has been stronger than the Fed, or really anyone, expected.
e The Fed statement was little changed, acknowledging strong economic growth and a less tight job market.
e In his press conference, Chair Jerome Powell reinforced the Fed’s commitment to lower inflation.
e The Fed will continue to be data dependent and could well keep rates elevated for some time.
e The Fed’s policy debate appears more balanced, but is still focused on further rate hikes, not cuts.
e The full effects of the restrictive monetary policy are still to be seen.
The pandemic triggered historic economic distortions and high inflation. The Fed’s highly restrictive policy is

designed to unwind those distortions and cool inflation, and the full policy effects are yet to be felt.

IN-DEPTH: THE FED HOLDS STEADY ITS RESTRICTIVE MONETARY POLICY TO FURTHER
UNWIND PANDEMIC DISTORTIONS, WITH THE FULL EFFECTS OF HIGHER RATES STILL TO
BE FELT.

The Fed kept steady its currently restrictive policy with a high funds rate and continued shrinking of its balance
sheet. The full policy effects, such as cooler inflation and an economic slowdown, are still to be felt. Going
deeper:

e The Fed, and really everyone, has been surprised by the strength of the first estimate of third quarter GDP:

© The headline rate showed 4.9% annualized growth.
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o While inventories, which can be volatile, were a positive contributor, the consumer was the main
driver of growth, contributing more than half of the 4.9% rise in GDP.
e The Fed statement was little changed, but edits were important. Revised statements include:
o “.economic activity expanded at a strong pace in the third quarter.”
O “Job gains have moderated since earlier in the year but remain strong...”
o “Tighter financial...conditions...are likely to weigh on economic activity...”
e In his press conference, Powell reinforced the Fed’s commitment to lower inflation, saying:
o “We understand the hardship that high inflation is causing, and we remain strongly committed to
bringing inflation back down to our 2% goal.”
o “..without price stability we will not achieve a sustained period of strong labor market conditions
that benefit all.”
e Other learnings from the press conference include:

o The Fed will continue to be data dependent: “We will make decisions about the extent of
additional policy firming and how long policy will remain restrictive based on the totality of the
incoming data, the evolving outlook, and the balance of risks.”

o Policy debate appears a bit more balanced, but is still focused on further rate hikes:
»  “Therisks of doing too much versus doing too little are becoming more balanced.”

= “_ the committee’s not thinking about rate cuts right now ... We’re still very focused on
the first question, which is have we achieved a stance of monetary policy that’s
sufficiently restrictive to bring inflation down to 2%...?”

o The full effects of the restrictive monetary policy are still to be felt: “The stance of policy is
restrictive, meaning that tight policy is putting downward pressure on economic activity and
inflation, and the full effects of our tightening have yet to be felt.”

Both the supply and demand sides of our economy experienced historic distortions during the pandemic, leading
to runaway inflation. The Fed continues to respond with a highly restrictive policy, seeking to unwind those
distortions and cool inflation. The full effects of Fed policy are still to be felt.

CONCLUSION

After each Fed meeting, we learn a lot about what Fed officials are thinking as they debate monetary policy and
how it is affecting the economy. At its meeting this week, the Fed kept steady with its currently restrictive policy,
signaling progress to cool inflation has been made, but more is needed. A sustained restrictive policy has
implications. We're in a higher rate regime, which is leading to a Fiscal Transition. Consumers, businesses, and

the government must learn how to manage higher interest rates, and each of these segments of the economy will
experience pain as a result. We will remain keenly focused for some time on these implications, paying particular
attention to the economic pain and any resulting effects on market conditions.
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The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the
figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times,
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee
of future results. Indices are unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international
investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk and volatility
than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks
are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. Property values can
fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies. When
investing in bonds, it is important to note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 index is a capitalization-weighted index
that is generally considered representative of the U.S. large capitalization market. The S&P 500 Equal Weight Index is the equal-weight version of the widely
regarded Standard & Poor’s 500 Index, which is generally considered representative of the U.S. large capitalization market. The index has the same
constituents as the capitalization-weighted S&P 500, but each company in the index is allocated a fixed weight of 0.20% at each quarterly rebalancing. The
Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and the NASDAQ.
The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE index (Europe, Australasia, and the Far East) is a free float-adjusted market
capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S. and Canada. VIXis a

trademarked ticker symbol for the Chicago Board Options Exchange Market Volatility Index, a popular measure of the implied volatility of S&P

500 index options.
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