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Scott Colbert: Good morning. It's Tuesday, January 24th, and the markets have just opened.
So far, we're off to a very robust and positive start to the financial markets for the year. The
S&P 500 (Index) is up almost 4% year to date, and it's been a risk-on trade in general.
Smaller cap stocks are outperforming large cap stocks. The Russell 2000 (Index) is up 6%.
And when we move over to the international markets, large international stocks are up
almost 7% and the emerging markets are up even more than 8%, driven particularly by the
potential for the China reopening and the bottom of that stock market, which is up basically
about 20% from the end of the quarter. Bonds also have participated in this rally. You might
not believe that because short-term interest rates continue to rise, but intermediate and
longer-term interest rates have actually fallen. The bond market is up nearly 3%, clawing
back some of those large losses from last year so far, year to date.

So, what's driving all this financial market optimism? Well, clearly, it's a slowdown in the
growth of inflation. The CPI (Consumer Price Index) peaked in June of last year at 9.1% on a
year-over-year basis, and it's fallen already to 6.5%. And when you “ex out” (remove) food
and energy out of the calculation, it's even fallen more. Now what's helping the inflationary
rate fall as much as it is? Well, clearly, it's the decline in energy prices. We've seen oil prices
go full circle. Prior to the beginning of the year in 2022, energy prices were about $80 a
barrel for oil, and there's still just about $80 a barrel after having peaked at $125 a barrel.
But behind that is a further improvement in natural gas prices. On average, natural gas
prices both here and Europe are down about 50% from their average price during 2022.

So certainly, energy prices are helping pull inflation down. But beyond that, we also have
cooling wage growth. Wages and salaries as measured by the Atlanta Fed Tracker, are down
about 60 basis points from their peaks, and on an hourly earning basis, which is produced in
every monthly employment report, wages and salaries have fallen about 1% now to about a
4.6% year-over-year pace. The Fed (Federal Reserve) would ideally like to see wages and
salaries growing at about a 3.5% pace because they think with productivity, that's what
generates about 2% inflation rate. And so, they'd still like to see some improvement, but
nonetheless, there's been a large improvement already as wages and salaries have cooled.
Now because inflation is cooling of course, this means that the Fed will not likely have to be
as assertive as the market might have thought say, a half a year ago.

We expect the Federal Reserve to raise rates 25 basis points in February and no more than
an additional 25 basis points as the year progresses. This, of course, will mean that short
term rates went from last March of nearly zero to about 5%, and that's a large move on a
relative basis. In fact, it's the fastest and largest Fed rate hiking process ever. This will lead
to the slowdown and cooling of the economy. But the real question is, will it or won't it lead
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to a recession? In addition, financial market conditions remain very wide open. Credit
spreads have actually declined so far this year along with the stock market rally, and the
banking system is in tremendous shape with tremendous amounts of equity and very, very
low charge-offs, which is atypical of what happens late in an economic cycle. In other words,
the banks are in such a healthy mode, they're still extending credit at a relatively fast pace,
and typically they have to pull back on this extension of credit late in an economic cycle, but
they're in such good shape that they're still making loans.

And then finally, there's clearly the situation in Europe has improved materially with the
lower energy prices. Recall that most of their inflation was driven by the Russian invasion of
Ukraine and the spike in energy prices. As those have come down, it's quite possible that
Europe avoids a recession. Add to that, the reopening in China, which is largely perceived to
be deflationary and of course positive for growth in Europe and you can see how it's possible
that both the United States and Europe avoid a recession this year.

Even with all of the initial positive start to the year though, there's still this overhang or worry
that the markets do have because of basically two things. Number one, the yield curve
remains inverted, and historically an inverted yield curve has almost always led to a
recession. And secondly, even more gloomy in terms of the outlook for the next 12 months
are that the leading economic indicators, 10 separate indicators, including that yield curve,
are falling at a fairly rapid clip. In fact, just earlier this week, we saw that over the month of
December, the leading economic indicators fell an additional 1%, and that means they're
declining now on a year-over-year basis at about a 7 to 8% pace, which has also been a
perfect indicator of a recession in general within 12 months. So, the big driver to the market
this year is will we or won't we have a recession? And clearly there's a huge push and pull
between the financial markets, which are rather optimistic at this point, and the leading
economic indicators which are still falling.

So, we'll be back in a couple weeks to talk about how this tug of war is playing out as we
work our way through this year.

Disclosures:

Important material disclosures regarding the content of this program follow. Commerce Trust is a division
of Commerce Bank. Generally, non-depository investments offered in connection with Commerce Trust
and its affiliates are not guaranteed, are not FDIC insured, and may lose value.

Opinions and other information provided are effective as of the date of the recording and presented for
the purpose of general education information or illustration only. Neither Commerce nor any of its
affiliates, officers, employees, or agents have made any recommendations to buy, hold, or sell securities,
or given any advice as to the terms, beneficial interests, or profitability of any investment strategy or
market activity. And information provided may not be relied upon as such.

You as the investor, are fully responsible for any investment transaction you choose to enter into,
including determining whether such investment is appropriate in light of your investment objectives and
personal circumstance. And you shall not have relied on any of the proceeding or following information
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from Commerce as the basis for any investment decision. This material is not intended to replace the
advice of a qualified attorney, tax advisor, or investment professional.

In considering whether to trade or invest, you should inform yourself and be aware of the risks. Past
performance is no guarantee of future results. And the information in the commentary provided is subject
to change based on market or other conditions. Diversification does not guarantee a profit or protect
against all risk.

Commerce Trust does not offer tax, legal, or specific estate planning advice. And while we may provide
information or express general opinions from time to time, such information or opinions are not offered as
professional tax or legal advice. Commerce Trust does not provide advice relating to rolling over
retirement accounts. Commerce Trust is hot a municipal advisor under Section 15B of the Securities
Exchange Act and therefore does not offer advice or recommendations concerning bond proceeds or
other municipal advice, subject to this section. Any data contained herein from third party providers is
obtained from what are considered reliable sources. However, its accuracy, completeness, or reliability
cannot be guaranteed.
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