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Situation analysis March 22, 2023

Federal Reserve delivers 0.25% interest rate hike to cool
inflation despite recent financial market unease

Key takeaways

e The U.S. Federal Reserve (Fed) increased interest rates by 0.25% to a range of 4.75% to 5.00% today in its ongoing
attempt to cool inflation.

e Some investors questioned whether the Fed would pause or even cease its rate hiking campaign that has brought
short-term interest rates from near zero last year to near 5% this year, after tumult in the banking sector in recent
weeks.

e Fed guidance projects a year-end policy rate of 5.00% to 5.25%, representing no change from the March projection,
implying it does not believe recent market volatility alters its priority to fight inflation.

The Fed increased its target federal funds interest rate by 0.25% to a range of 4.75% to 5.00% following the conclusion of
its regularly scheduled two-day meeting. Interest rate policy represents the primary tool the Fed uses to carry out its
mandates of maximum employment, stable prices and moderate long-term interest rates. Still-high inflation pressured the
Fed to hike rates despite tightening financial conditions in recent weeks brought on by two bank failures in the United
States and the distressed sale of Credit Suisse to UBS by Swiss authorities. While inflation has decelerated from a 40-year
high of 9.1% last summer to 6.0% in February, ongoing price gains above the Fed’s 2% target rate continue driving Fed
tightening. Additionally, tight labor markets add to Fed concerns that inflation may remain elevated.

In addition to its mandates, the Fed must also consider financial stability in its policy calculus; continued rate hikes could
place additional strain on the financial system that some consider fragile despite functioning smoothly to date. Recently,
the Fed, U.S. Treasury, and Federal Deposit Insurance Corporation (FDIC) coordinated to bolster confidence in the U.S.
banking system by backing the uninsured deposits of a failed bank. This action, along with coordination between the Fed
and other major central banks to provide additional liquidity, may allow the Fed to continue its fight against inflation with
some additional rate hikes while supporting financial market functioning.

The Fed’s official statement noted “some additional policy firming may be appropriate” versus its prior statement, which
noted “ongoing increases,” a subtle downgrade to the likely number of additional rate hikes needed to cool inflation.
Investors focused primarily on Fed Chairman Jerome Powell’s comments during the ensuing press conference and the
Fed’s Summary of Economic Projections (SEP). The economic projections indicate Fed members downgraded their
growth outlook for the next two years and kept their year-end 2023 policy rate expectation of 5.125% unchanged. Powell
noted the banking system remains strong, but he does anticipate tighter lending conditions for consumers and businesses.
Reduced lending activity could aid in bringing inflation lower, while dampening growth. Overall, his comments indicate
flexibility for the Fed to respond to changing conditions and data.

The Fed continues to reduce its Treasury and mortgage bond holdings, which reached as much as $8.5 trillion during its
attempt to suppress interest rates in response to the COVID pandemic. In addition to restraining post-pandemic bond
yields and encouraging borrowing, the Fed’s bond buying also converted bonds held by market participants to cash,
which can support economic activity through added liquidity. Starting last year, the Fed began allowing up to $95 billion
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per month to mature, forcing investors to absorb the incremental supply. The chance remains for bond portfolio runoff to
nudge bond yields higher (which move in the opposite direction of bond prices) and dampen liquidity, in turn reducing a
portion of the fuel available for future economic growth. However, the U.S. Treasury spending its cash balances held at
the Fed to avoid exceeding the debt ceiling may temporarily offset the liquidity drained from the financial system via Fed
bond portfolio runoff. Additionally, stimulus measures focused on the banking sector may also boost liquidity in the near
term, moderating some of the Fed’s efforts to fight inflation.

Stock prices initially rose but finished the day lower, while bond yields fell. Initially, investors focused on Powell’s
comment that the committee’s projections for ongoing restrictive policy “are not a decision or plan ... the path for policy
will adjust as appropriate to foster our maximum employment and price stability goals.” Later in the press conference,
Powell noted, “If we need to raise rates higher, we will,” sending stocks lower. The S&P 500 finished the day down
approximately 1.65%. Ten-year Treasury yields fell 0.18% to 3.43% (well below 2022 highs near 4.25%). The two-year
Treasury yield fell 0.24% to near 3.92% as investors reduced their expected path of interest rates despite Fed guidance.
The two-year yield remains below 2022 highs near 4.75%. Lower bond yields and interest rates reflect lower borrowing
costs, which can fuel economic activity.

Monetary policy, defined as central bank interest rate target decisions, continues tightening around the globe as high
food and energy prices begin spilling over into prices of other items, particularly services and wages. The European
Central Bank (ECB) hiked rates by another 0.50% last week, and investors expect the Bank of England (BoE) to increase
their policy rate by 0.25% later this week. Net global rate hikes (the number of central banks raising interest rates less
those lowering rates) set consecutive quarterly records for magnitude and count during the first three quarters of 2022,
with fourth quarter net hikes decelerating only slightly, according to U.S Bank Asset Management Group calculations.
First quarter 2023 net rate hikes are tracking at half the number of fourth quarter 2022 rate hikes. We anticipate a further
deceleration in the second quarter as fewer central banks hike rates and some may begin cutting rates to alleviate
pressure in the capital markets. Consensus expectations indicate subdued global growth for upcoming quarters, though
economists expect the global economy will narrowly avoid recession or experience only a mild contraction in activity.
Recent purchasing manager surveys indicate a considerable divergence between service activity (improving and now
expanding) and goods manufacturing (contracting) around the globe.

Most global stock and bond market indices are positive for the year after following a challenging 2022. Today’s Federal
Reserve announcement complicates the outlook; the need to tame inflation (suggesting multiple additional rate hikes)
conflicts with limiting further strains on capital market activity that can stem from ongoing rate hikes. Our proprietary
analysis suggests the path forward for consumer activity and corporate earnings may remain under pressure, and tighter
financial conditions may exacerbate reduced consumer and business activity. We do expect capital markets to oscillate
between cheering less inflationary data and reflecting concerns about potential slowdowns in consumer activity. We will
keep you informed of our views as we progress forward into 2023.

As always, we value your trust and are here to help in any way we can. Please do not hesitate to let us know if we can
help address your unique financial situation or be of assistance.



@ bank Situation analysis

This information represents the opinion of U.S. Bank Wealth Management. The views are subject to change at any time based on market or other
conditions and are current as of the date indicated on the materials. This is not intended to be a forecast of future events or guarantee of future
results. It is not intended to provide specific advice or to be construed as an offering of securities or recommendation to invest. Not for use as a
primary basis of investment decisions. Not to be construed to meet the needs of any particular investor. Not a representation or solicitation or
an offer to sell/buy any security. Investors should consult with their investment professional for advice concerning their particular situation. The
factual information provided has been obtained from sources believed to be reliable, but is not guaranteed as to accuracy or completeness. U.S.
Bank is not affiliated or associated with any organizations mentioned.

Based on our strategic approach to creating diversified portfolios, guidelines are in place concerning the construction of portfolios and how
investments should be allocated to specific asset classes based on client goals, objectives and tolerance for risk. Not all recommended asset
classes will be suitable for every portfolio. Diversification and asset allocation do not guarantee returns or protect against losses.

Past performance is no guarantee of future results. All performance data, while obtained from sources deemed to be reliable, are not
guaranteed for accuracy. Indexes shown are unmanaged and are not available for direct investment. The S&P 500 Index consists of 500 widely
traded stocks that are considered to represent the performance of the U.S. stock market in general.

Equity securities are subject to stock market fluctuations that occur in response to economic and business developments. International
investing involves special risks, including foreign taxation, currency risks, risks associated with possible differences in financial standards and
other risks associated with future political and economic developments. Investing in emerging markets may involve greater risks than investing
in more developed countries. In addition, concentration of investments in a single region may result in greater volatility. Investing in fixed
income securities are subject to various risks, including changes in interest rates, credit quality, market valuations, liquidity, prepayments, early
redemption, corporate events, tax ramifications and other factors. Investment in debt securities typically decrease in value when interest rates
rise. This risk is usually greater for longer-term debt securities. Investments in lower-rated and non-rated securities present a greater risk of loss
to principal and interest than higher-rated securities. Investments in high yield bonds offer the potential for high current income and attractive
total return, but involve certain risks. Changes in economic conditions or other circumstances may adversely affect a bond issuer's ability to
make principal and interest payments. The municipal bond marketis volatile and can be significantly affected by adverse tax, legislative or
political changes and the financial condition of the issues of municipal securities. Interest rate increases can cause the price of a bond to
decrease. Income on municipal bonds is free from federal taxes, but may be subject to the federal alternative minimum tax (AMT), state and
local taxes. There are special risks associated with investments in real assets such as commodities and real estate securities. For commodities,
risks may include market price fluctuations, regulatory changes, interest rate changes, credit risk, economic changes and the impact of adverse
political or financial factors. Investments in real estate securities can be subject to fluctuations in the value of the underlying properties, the
effect of economic conditions on real estate values, changes in interest rates and risks related to renting properties (such as rental defaults).

U.S. Bank and its representatives do not provide tax or legal advice. Your tax and financial situation is unique. You should consult your tax
and/or legal advisor for advice and information concerning your particular situation.
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