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Tariffs, Inflation, and Federal Reserve

Policy: Slow and Steady
By Michael O’Keeffe, Chief Investment Officer

People are feeling the pinch of higher prices and higher interest rates. Higher prices are the
result of elevated inflation in recent years, with higher interest rates influenced by the Federal
Reserve’s (Fed’s) restrictive monetary policy to fight that inflation. While investors cheered the
September Fed rate cut with the anticipation of more, inflation remains sticky, which will slow
the pace of further cuts. In this Sight|Lines, we review the state of inflation, the direction of Fed
policy, and the potential impact of any tariffs imposed by the incoming Trump administration.

THE TAKEAWAY: STICKY INFLATION MEANS HIGHER RATES FOR EVEN LONGER
Inflation has remained sticky, not quite reaching the Fed’s 2% target. So, the Fed will slow its
rate cuts, especially given the uncertainty of tariffs and other Trump policies. In summary:

e Higher prices are here to stay ... the Fed is fighting to keep prices from going higher.

e Three popular inflation measures show inflation is still above the Fed’s 2% target.

e Market participants expect inflation above the Fed’s target over the next year and longer.

e Fed officials remain data dependent but are signaling slower rate cuts, their ability to do
so influenced by our economy being strong, despite higher rates.

e The Fed’s slowdown is the result of the persistent inflation as well as uncertainty around
policies of the incoming administration, especially the strong likelihood of tariffs.

e Aftariff can result in a one-time jump in prices, followed by a one-time price cut once the
tariff is removed.

e Fed funds futures are forecasting a possible, but not certain, quarter-point cut in
December, and a total of 0.5% in cuts in 2025.

e While influenced by other factors, market interest rates also remain elevated and are
expected to remain higher going forward.

e This all means a higher cost of debt for individuals, businesses, and our government.
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IN-DEPTH: RECENT STICKY INFLATION AND UNCERTAINTY AROUND TARIFFS AND OTHER
POLICIES MEAN INTEREST RATES WILL BE HIGHER FOR EVEN LONGER

Inflation has remained sticky recently, not yet reaching the Fed’s 2% target. The Fed is signaling a slowdown,

certainly informed by this sticky inflation as well as uncertainties around the policies of the incoming Trump

administration, especially around tariffs. Going deeper:

While subtle, the recent higher inflation means prices are higher from here, even as the Fed fights to
keep prices from going even higher:

o The Fed is seeking disinflation, or a reduction in the positive inflation rate driving prices higher.
o We shouldn’t expect deflation, or the decline of prices overall.
Three popular measures show inflation remains sticky, above the Fed’s 2% target:
© The core consumer price index averaged an annualized rate of 2.6% over the last six months.
o The core producer price index averaged an annualized rate of 3.1% over that period.
o Forthe same period, the core personal consumption expenditures price index averaged 2.3%.
The break-even rates, which reflect market expectations for average inflation, have increased:
© In mid-September, the one-year and five-year break-even rates were 0.4% and 1.9%.
o Currently, these rates have risen to 2.7% and 2.5%, respectively.
Fed officials are more cautious about rate cuts. Fed Chair Jerome Powell recently said:
o “The economy is not sending any signals that we need to be in a hurry to lower rates.”
There has been a lot of talk that tariffs proposed by President Trump will increase inflation:
o Atariff results in a one-time jump in prices.
O© Some have estimated, based on Trump’s proposals, a 0.75%-1% one-time price increase overall.

o We expect the administration to use tariffs as a negotiation tool, with a good chance of lowering
or reducing them later, which would then result in a one-time price decline.

o While tariffs would be a meaningful event that may have broader economic consequences,
they would not have a sustained negative effect on inflation.

Fed funds futures are forecasting a slower pace and fewer rate cuts:
o Currently, there’s a 59% probability of a 0.25% cut in December and a 41% chance of no cut.

o Fed funds futures now forecast 0.50% in 2025 cuts, down from 1.5% in September.

CONCLUSION
People are really feeling the pinch of higher prices and higher interest rates, with the Fed’s restrictive monetary

policy likely to remain in place even longer to fight inflation and better understand the policies of incoming
administration. This all means a higher cost of debt for individuals, businesses, and our government. These
topics will remain in keen focus as we head into 2025.
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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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