March 25, 2024

MARKET

SIGHTLINES

—

) No March Change in Monetary Policy 'z p %/
& Willthe Federal Reserve Paint Itself g
. into a Corner? o
By Michael O’Keeffe, Chief Investment Officer

0]

Recent inflation reports disappointed to the upside, meaning inflation still hovers above the Federal Reserve’s
(Fed’s) 2% target. Despite this, as the Fed concluded its March meeting, it left monetary policy unchanged but
continued to signal its intent to cut rates later in the year. In this week’s Sight|Lines, we unpack the results of
this Fed meeting and assess the risk that the Fed may not be able to cut rates later this year if inflation
remains elevated.

THE TAKEAWAY: THE FED WAITS FOR ITS EXPECTED COOLER INFLATION
Recent reports show inflation is firm, and the Fed kept policy unchanged in March. In summary:
e Both the February Consumer Price Index (CPI) and Producer Price Index (PPI) reports show inflation as still
elevated above the Fed’s 2% target.
e But the Fed kept its policy rate unchanged in March, with little change to its statement.

e The Fed released its updated Summary of Economic Projections (SEP), providing insight on the range of
views of the members of the Federal Open Market Committee (FOMQ).

e The median expectation is for three quarter-point cuts in the Fed funds rate later this year.

e This corresponds to the view that our economy will do better in 2024 and improves on what was already
a positive outlook published in December.

e Importantly, the Fed expects inflation to cool toward the 2% target, but the median projections indicate
inflation is expected to remain above target until 2026.

e In his post-meeting press conference, Chairman Jerome Powell signaled optimism that inflation is header
lower, but expects the path to be “bumpy.”

e Markets have reacted positively, and market participants’ Fed rate views better align with the Fed’s
outlook.

IN-DEPTH: IN MARCH, THE FED KEPT MONETARY POLICY UNCHANGED, AWAITING COOLER
INFLATION, WHICH IT EXPECTS LATER IN THE YEAR, SO IT CAN THEN CUT RATES

Despite firmer inflation, a constructive Fed kept policy unchanged and signaled cuts later this year. Going deeper:
e Exhibit 1 shows monthly inflation moved above 0.17%, the monthly equivalent of the Fed’s 2% target:
MARKET

SIGHTLINES



https://vimeo.com/stifel/sightlines032524
https://omny.fm/shows/stifel-sightlines/no-march-change-in-monetary-policy-will-the-fed-paint-itself-into-a-corner

o Forthe three months ended February, monthly CPI averaged 0.33%, and PPl averaged 0.27%.
e The Fed left policy unchanged in March, with the only statement revision that job gains remained strong.
e The Fed’s SEP provides helpful insight into the range of individual views:
o The SEP analyzes the individual projections of the FOMC, both voting and non-voting.
o The median expectations for the funds rate reflect three quarter-point cuts in the Fed funds rate
later this year, while two members expect rates to remain unchanged this year.
e This corresponds to the view that our economy will do better in 2024:
© The median projection shows a GDP growth rate of 2.1%, above the 1.4% December SEP median.
e Notably, the Fed expects inflation to cool toward the 2% target, but at modestly higher levels:
© The median PCE Inflation projection is 2.4% for 2024, 2.2% for 2025, and finally 2% for 2026.
e In his post-meeting press conference, Chairman Jerome Powell signaled optimism, saying:
o “The Committee does not expect it will be appropriate to reduce the target range until it has
gained greater confidence that inflation is moving sustainably toward 2%.”
o ”Inflation [is] coming down gradually toward 2% on a sometimes bumpy path.”
e Markets responded positively as the meeting concluded, and market views of the Fed rate have evolved:
o Exhibit 2 shows the Fed median forecast for the year-end Funds rate has remained steady,
reflecting the three cuts this year.

o The second line, representing the “market view” embedded in fed futures contracts, shows that
for quite some time, market participants have expected more cuts this year, only coming into
alignment with the Fed’s median projection in the wake of the recent firmer inflation report.

CONCLUSION

While inflation remains firm, the Fed left its monetary policy unchanged at its March meeting. As expected, the
Fed also released its SEP report, which shares insights on the projections of each individual FOMC member.
We learned most members still expect inflation to cool well toward the 2% target, and, as a result, the median
projection is for rate cuts later in the year. Markets reflect optimism in this improving monetary policy path.
But by conditioning the rate cuts with sustained, improved inflation, we must be mindful that the Fed may be
“painting itself into a corner” to keep rates elevated if inflation doesn’t cool as expected.
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Exhibit 1. CP1 & PPl Monthly and Three Month Rolling Averages
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Exhibit 2: 2024 Interest Rate Forecasts
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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 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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