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Situation analysis November 1, 2023

Fed keeps rates steady for second meeting in a row,
remains data dependent

Key takeaways

e The U.S. Federal Reserve held interest rates steady in a range of 5.25% to 5.50% today, maintaining elevated rates to
bring inflation down.

e The Fed remains open to additional rate hikes depending on the path of inflation and reiterated the importance of
evaluating incoming economic and market data.

e Interest rate markets now imply low odds of a Fed rate hike by year-end 2023 and expect around 0.75% of rate cuts in
2024, a modest divergence from the Fed’s latest summary of economic projections that suggest slightly higher rates.

The Federal Reserve (Fed) held its target federal funds interest rate steady in a range of 5.25% to 5.50% following its
regularly scheduled two-day meeting, as widely expected by investors and economists. However, the Fed reiterated its
vigilance in bringing inflation down to its 2% target, noting they “have a long way to go,” and will evaluate incoming
economic and financial data to determine future rate hike progression. The Fed primarily uses interest rate policy to carry
out its maximum employment, price stability and moderate long-term interest rate mandates. Considerable policy
tightening from a near-zero federal funds rate in early 2022 to 5.25% to 5.5% today has contributed to Consumer Price
Inflation falling from more than 9% last summer to 3.7% as of September 2023.

With no update to the Fed’s Summary of Economic Projections (or “SEP,” which it updates every other meeting),
investors focused on the updated statement and Chairman Jerome Powell’s press conference. The Fed’s statement did
not materially change, aside from noting tighter financial conditions may weigh on economic activity. This tightness
primarily refers to long-term Treasury bond yield rises, which increases interest costs for consumer and business
borrowers. This theme persisted into the press conference question and answer session.

Powell noted higher long-term bond yields would need to meet two conditions to qualify as tightening policy on the Fed’s
behalf, and thus reduce the likelihood of future rate hikes. First, the rise in long-term yields could not simply relate to
expectations around Fed policy. This condition has already been met, in our view, since the relationship between policy
rate expectations and long-term yields has broken down recently. Second, higher long-term Treasury yields need to be
persistent. Powell noted the second condition has not yet been met; thus, the Fed does not see higher long-term bond
yields as impacting their rate decisions for now. During the press conference, Powell also said the question Fed members
continue to ask themselves is whether additional hikes are warranted, implying an upward bias to policy rate expectations
in the near term rather than equal risk of hikes versus cuts.

An emphasis on meeting-by-meeting decisions rather than a preset course inherently deemphasizes the Fed’s rate
projections. As illustrated below, the Fed’s most recent projections, from its September meeting, suggest one more hike
this year in December and two rate cuts in 2024. Interest rate markets now assign low odds of another hike this year and
three rate cuts totaling around 0.75% next year, representing a divergence that will need to be resolved.
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Market pricing of the expected path of the federal funds rate
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The Fed continues to reduce its Treasury and mortgage bond holdings, which reached approximately $8.5 trillion during
its attempt to reduce borrowing costs during the COVID pandemic. In addition to restraining post-pandemic bond yields
to encourage borrowing, the Fed’s bond buying also converted bonds held by market participants to cash, which may
support economic activity through added liquidity. Starting last year, the Fed allowed up to $95 billion per month to
mature or “run off” its balance sheet, forcing investors to absorb the incremental supply of bonds, previously purchased
by the Fed. Bond portfolio runoff may 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 to finance future economic growth. Recent federal
government deficit spending also necessitates a considerable increase in U.S. Treasury debt issuance, which we have
seen via recent and projected issuance by the Treasury Department. This requires investors to absorb the incremental
supply. These factors, along with inflation and policy rate expectations, likely contributed to the ongoing trend higher in
long-term Treasury bond yields.

Stock prices rose today, having opened higher and rising further after the Fed’s statement and press conference. The S&P
500 finished the day up 1.05%, with growth-oriented U.S. stocks up the most. Treasury bond yields fell (prices rose) on a
combination of less extreme issuance projections than expected from the Treasury Department earlier in the day paired
with growing investor expectations that the Fed may not increase policy rates further. Ten-year Treasury yields fell 0.17%
today to 4.76%, while two-year Treasury yields fell 0.13% to 4.96%.

Monetary policy, defined as central bank interest rate target decisions, remains restrictive around the globe as inflation
remains uncomfortably high, although net global rate hikes have moderated recently. Expectations for additional hikes
shifted from a hiking bias for the preponderance of major central banks to a more mixed picture, with some additional
tightening expected by the Bank of England (BoE) and Bank of Japan (BoJ) but rate cuts from the European Central Bank
(ECB).

Global stock market indices are mixed on the year, with U.S. large-company stocks — particularly those oriented to faster
earnings growth — positive on the year, along with modest gains for foreign developed market stocks. However mid- and
small-company stock indices and emerging market stocks have struggled year-to-date. Our proprietary trend models
highlight recent price weakness across major global indices. Stock market breadth has deteriorated also, with fewer
constituents participating in higher price trends than normal. Investor sentiment remains tepid compared to more robust
levels in early summer. Bond market returns are challenged due to the price drag from higher yields, particularly on the
more interest rate-sensitive long-term segment of the bond market. The magnitude and speed of interest rate hikes is
likely to slow economic growth over time, but analysts project a corporate profit rebound in the second half of this year,
and third quarter S&P 500 earnings have been solid.
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We remain close to our long-term investment policy targets and await further reconciliation between some cautionary
economic signals and deteriorating recent asset price trends in most major categories except for domestic large-cap
equities. A deterioration in consumer and business activity under elevated interest rates coupled with declining asset
price trends continue to bear watching. We will keep you informed of our views as we progress through 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.

This information represents the opinion of U.S. Bank. 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. The Consumer Price Index is a measure that
examines the weighted average of prices of a basket of consumer goods and services, such as transportation, food and medical care. It is one
of the most frequently used statistics for identifying periods of inflation or deflation.

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.

=

EQUAL HOUSING

Lenoer Member FDIC. ©2023 U.S. Bank



