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Five Minutes with Commerce Trust’s Chief Economist — Scott Colbert
04/08/2022

Scott Colbert:

Good morning. It's Friday, April 8th. The markets are rebounding a little bit, as they have been for some
time. But in general, all the stock markets are still down materially. They all began to decline last year
sometime, the S&P was the last to hang on, peaked in January. Year to date, the S&P 500 is down 6%,
small cap stocks are still down 12%, and emerging market and international stocks are still down 8%.
Strangely enough, the bond market has had its worst performance ever for a quarter. It also is down 7%.
So a balanced portfolio is likely be down somewhere between six, eight or 9%, depending upon how you
have your stocks and your bonds allocate. What has driven this, of course, is a rise in short-term interest
rates, as the Fed is embarked upon their interest rate hiking process.

The two-year treasury is up about 175 basis points. The 10-year treasury is up about 125 basis points.
And basically across the entire interest rate spectrum, yields are somewhere between 2.5 and 2.7%. The
return to the bond market, as measured by the Bloomberg Barclays Aggregate, is down 7% year to date.
Now, the reason for all this, of course, is the surging (in) inflation, and this rise in interest rates puts
pressures on stock prices. And the Federal Reserve has started to embark upon their interest rate hiking
process. They are in the process of trying to get short-term cash rates, the so-called fed funds rate. And
the fed funds rate, by the way, is the rate that a bank like Commerce, or Bank of America, or any other
bank, can lend money to the Federal Reserve.

We have a checking account with the Federal Reserve, we can put money into it, they will pay us an
interest rate. That interest rate right now is 1.5%. So they begin to raise that this year, and their target
interest rate by the end of the year is somewhere between 2.5 and 3.5%. Let's call it about 3%. Let's let's
assume that's where the cash rate ends at the end of the year. Well, what is a neutral fed funds rate? In
other words, is 3% a neutral feds funds rate, or is it four, or five, or is it two?

The answer to that is nobody really knows, because the neutral rate is simply the rate that basically
doesn't accelerate inflation any further, if inflation is at the target, but clearly inflation is not at the
target. It's the rate that doesn't push the economy ahead further than it needs to grow, it doesn't push
unemployment down. Over the long run since 1960 till today, so over that, and what is that? That's a 62-
year time period, the average fed funds rate has been 4.9%. The average inflation rate has been 3.7%.
So you'd say that the average fed funds rate has been about 1.2% higher than inflation. So I ask you,
where do you think the neutral rate is for short-term cash? Well, as the Fed begins to raise rates, they
hope to bring inflation down. So obviously, they hope to cross somewhere in the future.
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| seriously doubt that inflation could be down to 3.5% by the end of the year. | think that they have to
get short-term cash rates above whatever the trailing 12-month inflation rate to even approach
whatever they considered be a neutral rate. And that's likely to happen sometime in 2023. And | think
it's at a rate probably higher than 3%, but hopefully no higher than four or 5%, as they work their way
into what they consider to be a neutral fed funds policy.

And then at some point in 2023, they're going to have to try and engineer, the Federal Reserve is going
to have to try and engineer what you've heard is called a soft landing. Now, four times since 1960 the
Fed has managed to engineer a soft landing when the economy's either been overheating, or the
economy suddenly collapsed, and they've had to accommodate that. But in all those instances, the Fed
had a couple things going for them. Number one, inflation had just barely moved up a bit. And in fact, in
all cases, less than a surge from 3% from its trough to its peak, and the unemployment rate continued to
decline. This time they confront a much more difficult situation with inflation having surged from 0%,
essentially, to 7.9%. And of course, an unemployment rate that's near an all time low.

So let's just say historically (while) the Fed has never been able to engineer a soft landing trying to
confront this type of inflationary surge. They can, if in fact, they can bring inflation down and
unemployment doesn't grow very much at all. This isn't likely to happen, this potential recession is
almost an impossible, impossibility to happen this year. It's out there somewhere after 2023. The
average recovery only lasts seven and a half years anyway, since 1960. We are two years into this
recovery, so that would tell you that on average, we only had five and a half years left to go. Butit's a
very delicate maneuver. The Fed is going to have to engineer and pull off in order to soft land this
economy, and not pushes into a recession earlier than the average recovery.

So rather obviously, it's going to be a pretty tough transitional time for the financial markets going
forward. As such, there's going to be a lot of rebalancing to do. And clearly we're going to want to
approach this from the cautionary side, rather than the assertive or aggressive side. And as usual, we'll
be back in a few weeks to talk about how things are progressing.

Disclosures:

Commerce Trust Company is a division of Commerce Bank. Generally, non-depository investments offered in connection with Commerce Bank
and its affiliates are not guaranteed, are not FDIC insured, and may lose value. Information provided is effective as of today, April 12, 2022, and
is presented for the purpose of general education, information or illustration only. It is not to be considered as the opinion of Commerce Trust
Company or Commerce Bank regarding any individual investment, investment account or market behavior. Neither Commerce nor any of its
affiliates, officers, employees, or agents have made any recommendation or given any advice as to the terms, beneficial interest or profitability
of any investment on market activity which may be referenced here, and this information may not be relied upon as such.

Accordingly, you understand that you are always fully responsible for any investment transaction you choose to enter into, and that you shall
not have relied only on any of the proceedings or following information for Commerce as a basis for any investment decision. In considering
whether to trade or invest, you should inform yourself and be aware of the risks. The risk of loss from investing in securities and other
investments can be substantial. You should consider whether investments entered into directly by you or on a discretionary managed basis
through Commerce Trust Company or elsewhere are appropriate for you in light of your investment objectives, financial circumstances, tax
status, your tolerance to risk, investment time horizon, and your investment experience. Past performance is no guarantee of future results, and
any opinions and other information in the commentary provided as of this date are subject to change. Diversification does not guarantee a profit
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or protect against all risk. Markets, economic forecast and aspects of specific investments can change from time to time based on a variety of
individual interrelated or complex factors.

This disclosure statement cannot present all the risks and other significant aspects of investments, economies, or markets in which you may elect
to transact from time to time. You should therefore carefully study investment arrangements in advance of making decisions about investing.
Providing this information, which may be a value to you or others does not detract from an investor's responsibility to take all such steps and
make all such inquiries as may be necessary to ensure a full understanding and familiarity with any potential future investment. If you are in
doubt about the risks involved in trading or investment arrangements, or have not understood any aspect of this risk disclosure statement, you
should seek independent professional advice. Please also note that Commerce 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.
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