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An Overly Optimistic Outlook for Growth and
Inflation as the Fed Continues to Hike

Last week, the Federal Reserve increased rates
for the fifth time this year and warned more rate 4
increases are likely. With inflation still ’g; ff
stubbornly elevated, the Committee’s updated i a8
policy outlook indicates the possibility of 100
basis points (bps) or more in additional rate
hikes by the end of the year. But while Federal
Reserve Chairman Jerome Powell underscored
signs of weakness already evident in the
economy and the pain higher borrowing costs
will cause households and businesses, the
Committee’s forecast for both growth and labor

market conditions remains surprisingly
optimistic. From those opposing perspectives,
we can infer the Fed is either overstating the need for further rate hikes to quell inflation,
oritis underestimating the hardship additional increases will have.

POLICY DECISION
Last week, as expected,

the Federal Reserve
issued its third
consecutive 75bp
increase, taking the
Federal funds target 4]
range to 3.00% to
3.25%, and totaling
300bps in policy

adjustments since
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was also in line with

expectations with the Committee reiterating its focus on inflation as prices remain still
too high, warranting additional policy adjustments going forward. The Committee is
“highly attentive” to the lingering risks of inflation, according to the statement.
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With inflation well above the Fed’s preferred target range of 2%, the Committee not only
chose to raise rates this month, but also anticipates “ongoing increase in the target
range” will likely be “appropriate.”

Along with the latest policy decision, officials also updated their forecast, pointing to a
much steeper pathway for rates. Along with more persistent inflation, the latest outlook
also predicted a relatively more pronounced level of unemployment and more benign
growth.

According to the last quarter's Summary of Economic Projections, the Fed was optimistic
inflation would retreat markedly in the coming 12-18 months with modest but positive
growth in both 2022 and 2023. The Committee additionally anticipated a terminal rate
of 3.4% this year and 3.8% sometime in 2023.

September SEF
In the latest September lune SEP September SEP
version, however, Fed

co 2022 2023 2022 2023
officials indicated a FFRate: 3.4%  3.8% FFRate: 4.4%  4.6%
potential need to push
rates markedly higher GDP: 1.7% 1.7% GDP: 0.2% 1.2%
than previously
benchmark rate rising to

U6 Rate: 3.7% 3.9% U6 Rate: 3.8% 4.4%

4.4% by the end of the i ° i °

Source: Federal Reserve

year —a 100bp increase
from earlier predictions — and further to 4.6% in 2023 before easing to 3.9% in 2024.

Coupled with a more aggressive pathway to higher rates, the Fed also underscored the
more persistent nature of inflation and the likely more pronounced negative impact
taming inflation will have on the domestic economy. According to the September SEP,
forecasts for 2022 growth were reduced from 1.7% to 0.2% in 2022 and from 1.7% to
1.2% in 2023, with inflation expectations revised higher from 5.2% to 5.4% this year
and from 2.6% to 2.8% next year. The updated forecast also shows a more precipitous
rise in the unemployment rate to 4.4% by the end of next year versus a previous
estimate of 3.9%, again a reflection of the more intensely negative impact anticipated
from a more accelerated pathway to higher rates.

THE IMPACT OF HIGHER RATES - A REALISTIC FORECAST?

While the decision to hike rates this month was unanimous, and members agree it
certainly won’t be the last increase in the cycle, there remains some ongoing and
increasingly fruitful discussion as to the size of additional rate hikes in the remainder of
the year. After all, nine members anticipate an additional 125bps in tightening in the
final two meetings of 2022, including a potential for a fourth-round 75bp increase on

November 2, followed by an additional 50bps in December. Of course, as Powell noted
in his press conference remarks, just as many officials judged — only — 100bps or less of I IFEL
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additional tightening may be more appropriate, suggesting a relatively more benign
pathway of back-to-back 50bp increases in November and December.

Of course, with inflation still more than three times the Committee’s desired 2% target,
and 300bps of policy adjustments already implemented, a 25bp differential is arguably
splitting hairs. Rather, investors should be questioning if even a rise to 4.4% by the end
of the year, the highest level since 2007, or higher still to the Fed's new projected
terminal rate of 4.6% next year will be enough to reinstate price stability. And, at the
same time, is it realistic to assume an aggressive enough pathway to tame inflation will
have a minimal cost of only 4.4% unemployment? Particularly given the nature of price
pressures, the Fed’s forecast for price growth to rapidly retreat by more than 3% in less
than two years with only a modest impact on current conditions may be overly optimistic
to say the least.

According to the S&P Case-Shiller 20 City Home Price Index, prices rose to a peak of
21.2% in the largest 20 metropolitan areas and 20.6% nationally. By contrast, in 2013,
the 20-city index far outpaced the national market by three percentage points with an
even larger gap of more than five percentage points in 2010.

After all, given the nontraditional composition of inflation with a sizable portion of price
distortions stemming from the supply side of the equation, arguably raising rates well
beyond 4% may prove more than adequate to quell demand-side inflation, but do little
to address further price pressures as a result of lingering COVID-19 policies or
international conflict. Of course, such a forecast may be rooted in the hopes of organic
improvement. After all, Powell appeared somewhat optimistic that supply-side pressures
have and will continue to
abate. “Commodity ‘ = GOP SAAR % (fight) '
s Fed GDP Forecast % (right)
—— Unemployment Rate % (left) 8
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prices look like they've
peaked,” he said, and

with supply distortions
easing, if sustained, this 4
would be a “good thing”

for the Fed’s fight against  ;
inflation. An
understatement to say
the least, this ideal
scenario, as Powell
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largely outside of the
Fed’s control.

Similarly, aside from potentially underestimating the Committee’s ability to rein in costs,

the Fed may also be understating the potential impact on the domestic economy. With S I IFEL
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growth already trending negative since the start of the year and ample weakness evident
across nearly every sector of the economy, raising rates higher —100bps or 125bps —
will almost assuredly result in further weakness in the economy and a sizable rise in the
unemployment rate. Yet, even after this week’s increase, the Fed continues to anticipate
growth trending positive and a jobless rate still well below the lower bound of the Fed’s
full-employment range. Powell has acknowledged that monetary policy comes with a
sizable lag, suggesting the full — negative — effects of earlier policy decisions have not
yet been felt, which will eventually warrant a pause in policy to allow the Committee time
to assess a potentially more sizable downturn in activity.

OUTLOOK

While a renewed commitment to a steeper upward trajectory in rates serves to
underscore the Committee’s longer-run resolve to rein in price pressures, surging
borrowing costs may result in improved, but still historically elevated costs well above
market expectations while all but ensuring a recession or a significant downturn in
activity. This is a significantly more negative outlook than that proposed in the Fed’s
updated forecast. During the press conference, Powell acknowledged the declining
probability of a soft landing, describing the unlikely outcome as “increasingly
challenging.” Such a realization, however, appears at odds with a forecast of still-positive
growth over the near to medium term and still-solid conditions in the labor market. In
other words, there appears to be a fictional or “fantasy” component in the Fed’s latest
forecast, with Committee members presuming they can pull a rabbit out of a hat.

Going forward, it’s clear there is still work to be done with inflation uncomfortably high.
As Powell indicated, with policy only at the “beginning of the tightening range,” there is
“quite a ways to go” from here. The expected outcome of a steeper trajectory in
borrowing costs and the likely real impact on the economy, however, may be
uncomfortably removed from the Fed’s updated outlook. Rather than recognizing the
limited impact a further backup in rates will have on supply-side price pressures, the Fed
may risk raising rates artificially higher than otherwise necessary in a failed attempt to
draw down cost-push inflation and at the expense of a more severe downturn.
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DISCLAIMER

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, noris 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. The NASDAQ
Composite Index is a capitalization-weighted index that is comprised of all stocks listed on the National Association of Securities Dealers Automated Quotation System
stock market, which includes both domestic and foreign companies. The S&P Corelogic Case-Shiller 20-City Composite Home Price NSA Index seeks to measures the value of
residential real estate in 20 major U.S. metropolitan areas: Atlanta, Boston, Charlotte, Chicago, Cleveland, Dallas, Denver, Detroit, Las Vegas, Los Angeles, Miami, Minneapolis, New
York, Phoenix, Portland, San Diego, San Francisco, Seattle, Tampa, and Washington, D.C.
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