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Systematic Breakdown vs. Individual Failures,
and the Pursuit of Price Stability

The latest read on inflation showed price pressures remain elevated, still well above the
Committee’s preferred 2% range. Disinflation continues, although the pace of waning
momentum has slowed markedly with consumer price growth stubbornly at 6%. Thus,
from an inflation standpoint, there remains solid support for the Federal Reserve (Fed)
to continue to raise rates in an effort to reinstate price stability.

Of course, for
monetary officials,
policy decisions
are never black
and white nor

are they made

in avacuum
without a broader
assessment of the economy and market conditions. In the wake of the recent failures of
Silicon Valley Bank (SVB) and Signature bank igniting fears of systemic weakness in the
U.S. banking sector, the Committee faces a conundrum: remain on a pathway to higher
rates in an effort to thwart inflation, or “ease up” given the negative impact higher rates
are seemingly having on the banking sector?
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The Fed has already increased rates 450bps since March of 2022, and finally something Lauren G. Henderson

“broke.” Or did it? Is there a budding crisis, or is the market conflating a systematic Economist
breakdown with the failure of individual institutions? The answer has a significant hendersonla@stifel.com

impact on the upcoming policy decision and subsequent initiatives thereafter

INFLATION, INFLATION, INFLATION!

With the next FOMC meeting now just five days away, the latest read on prices

was of particular importance as the final key data point before Wednesday’s rate
announcement. Despite already eight rounds of tightening, inflation, while off earlier
highs, remains stubbornly elevated at more than double the central bank’s target range
(or more depending on one’s preferred measure of prices). While the Fed does not need
inflation to reach 2% before backing off, with the pace of disinflation slowing, the data
have yet to convince Fed officials inflation is on a meaningful and sustainable downward
trajecthe start of the year and marking the eighth consecutive month of waning
momentum, inflation remains elevated at 6.0%.

Excluding food and energy prices, the core CPI, meanwhile, rose 0.5%, slightly more
than expected and “only” pulling the annual pace down one-tenth to 5.5%.

Producer price pressures, on the other hand, unexpectedly fell, dropping 0.1% for the
month of February, following a 0.3% rise the month prior. The PPl was expected to
increase 0.3%. Year-over-year, producer prices rose 4.6% in February, markedly less
than expected, and down from the 5.7% increase in January.

Excluding food and energy costs, the core PPl was flat (0.0%) following a 0.1% increase S I IFEL



in January and well shy of expectations. The annual pace of core producer prices also GLOSSARY

showed no further improvement, holding steady at 4.4%. FOMC - Federal Open Market

The juxtaposition between February’s warmer-than-expected consumer inflation report SR
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If price stability remains the Fed’s primary goal, even with temporary distortions,
volatility or additional “pain,” then the central bank likely still has work to do. In fact,

the Fed has reiterated numerous times that the risk of undershooting is significantly
greater than overshooting, as the latter could be corrected quickly with a series of rate
reductions. Although, a potentially sizable and variable lag in the effect of earlier rate
hikes could mean the Committee has been more successful in taming the inflation beast
than currently indicated, given the backward-looking nature of the data.

GO BIG OR GO HOME - NOT IN THIS CASE

While many remain concerned over contagion fears following the recent banking
institution failures, the Fed appears convinced broader financial conditions remain
“resilient and on a solid foundation.” In fact, given the Fed’s earlier hawkish positioning
and opening the door for a potential 50bp increase next week, the Committee would
seemingly be mistaken to depart with its earlier established pathway to a higher rate
policy amid the still elevated level of inflation. At the very least, the central bank’s
credibility or competence may come into question if officials failed to follow through
with a further policy adjustment come Wednesday.

Of course, that being said, while ongoing rate hikes do appear appropriate and
necessary, acknowledging the recent turmoil and lingering investor unease, as well as
focusing on financial market stability, the Committee is unlikely to “push the envelope”
by reverting back to a larger sized hike. But while the market is convinced that a 50bp
increase is no longer on the table with the probability of such falling from 79% on March
8 to 0% as of March 14, the question of any size hike remains. As of March 17, the
market continues to assign a 29% probability to the first pause in the Fed’s tightening
cycle in 12 months.

TO HIKE OR NOT TO HIKE

There certainly is an argument for the Committee to avoid not only ramping up the size
of rate hikes, but also potentially pausing altogether. After all, market risks still remain.
As many talking heads have stated over the last few days where there is one cockroach
there are often many more. As such, other banks, financial institutions, and holders of
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longer-dated Treasury securities could face similar issues or hardship. Thus, a pause in
additional tightening would presumably offer a welcome reprieve for banks and allow
the Fed to assess more closely the turmoil that some argue was a direct result of earlier
monetary policy decisions — raising rates at the fastest pace in four decades.

Of course, as more institutions fear a similar fate of SVB and perhaps recognize their
own shortcomings, whether self-imposed or the result of reinvigorated regulators,
tighter lending standards may emerge. If realized, higher standards could act to aid

the Fed reach its goals of tamping down investment and consumption, resulting in a
slower growth rate and more benign inflation. Ultimately, fear resulting in tighter lending
limitations could help to do some of the Fed’s work and reduce the peak level of rates
needed to reign in inflation and the level of distress shouldered by financial institutions.

Alternatively, a lack of action by the Fed at the March meeting could itself serve to
exacerbate market uncertainty with participants already pricing in a 25bp hike with

an 71% probability. Additionally, deviating from the earlier suggested policy decision,
now less than a week away, could send a signal of unnecessary concern. After all, if the
market is safe and sound with the 100
crisis averted and minimal risk of @
contagion as officials profess, as &
inflation remains a sizable threat, 7
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ability for the central bank to
continue to raise rates by helping to remove or at least offset some of the added
pressure on institutions as a result of higher rate policy. The Committee also has the
option to offer additional liquidity initiatives as needed, such as dollar swap lines or
other measures, as the Committee moves closer to the terminal rate, allowing the Fed
to reinstate stability and confidence in the banking sector while remaining focused on
its longer-term goal of price stability. In other words, perhaps the Fed can have its cake
and eat it too, at least depending on the depth and duration of the market’s reliance on
alternative lending facilities. After all, an increase in liquidity is likely to accelerate or fuel
the very inflationary pressures the Fed is seeking to tamp down.

QUITE THE CONUNDRUM

The Fed is facing quite the conundrum, walking a delicate line to keep financial markets
stable, while attempting to impose “sufficiently restrictive” policy to tame inflation, the
latter of which will ultimately add more turmoil to the banking sector the Committee
aims to keep resilient. A lack of action to quell inflation could allow price pressures

to become entrenched, eventually destabilizing the economy and with it the banking
sector — and every other sector of the economy. Of course, with inflation decelerating
from earlier peak levels, perhaps the Fed has already made significant headway in its
quest to reinstate price stability, but is it enough?

The Fed has been clear that a period of pain is not only likely but also necessary in the
pursuit of price stability. But how much pain can the U.S. economy withstand? How
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much can the U.S. banking system withstand? Has either really experienced any pain as
of yet? The U.S. labor market, after all, is “solid,” consumer spending is positive, and the
banking system — while challenged in today’s rate environment — remains healthy.

With a rapid ascension in rates from 0.25% to 4.75% in the last 12 months,
understandably some institutions have been caught off guard and ill prepared. Of
course, for months the Fed has been clear — crystal clear — in its intentions to raise rates
offering market players ample time to prepare, so arguably no institution should have
been taken in a precarious state. That being said, the underlying question remains, how
concerned are officials regarding recent events? Does the Committee view Silicon Valley
Bank and Signature Bank as isolated incidents, or an indication of a systemic issue?
Does swift action taken by the Fed to increase liquidity reinforce the sound nature of
financial market conditions, or is this the first of many complications to emerge in the
banking sector? Can the Fed continue to raise rates amid market unease?

Given the Fed’s blackout period ahead of next week’s FOMC meeting there has been
little communication from the Committee. Thus, more than the rate announcement
itself, this month’s press conference is likely to prove even more importatnt and lively
as investors seek answers for key questions. But there is arguably no right answer or at
least no perfect answer that the central bank can provide. Either pathway will be messy
and likely result in a downturn if not outright recession for all. At this juncture, the Fed is
simply trying to avoid the greater evil while ensuring a return to a longer-run pathway of
stronger growth and stable prices. Fed officials — Chairman Powell himself — never said
it was going to be easy, and if history is any indication, the last 100bps is always the
most difficult and the most painful. But, the Fed has a job to do. Without price stability,
“the economy does not work for anyone.”
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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 consid-
erations 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 compa-
nies. Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can nega-
tively 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 con-
sidered 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.
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