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Five Minutes with Commerce Trust’s Chief Economist — Scott Colbert
05/25/2022

Scott Colbert:

Good afternoon, it's Wednesday, May 25th, and the markets have closed. So far, the S&P 500 is down
about 16.5% year to date. The Dow has been the big winner with less technology and more value
orientation only down 11%. Small cap stocks and tech stocks are down about 20%, but small cap stocks
and tech stocks peaked back in November, and from their highs are down almost 30% now from their
peak-to-trough.

Basically, the key question that we're getting here at Commerce Trust is "When will the stock market
bottom and what are you looking for to see that a bottom is in place?" To answer that question, we
have to go back to the beginning of the year and say what was the market set up for and what
expectations weren't met that drove stock prices materially lower?

We would say there were probably five things that the market was expecting that didn't happen and
we're disappointed. Number one of course, most people didn't expect the Fed to begin to raise rates
even until June, and then it was going to be a gradual rate adjustment thereafter. They really didn't
expect that Russia would have a full-on invasion of Ukraine even though the troops were massing at the
border. There were bottlenecks but they were beginning to clear in the economy. We were expecting
inflation to peak probably earlier at a lower level than it actually did. And there was absolutely no
thought of a recession. We were about two years into an economic recovery with still a lot of stimulus
momentum, job growth and forward progress yet to be made both here and around the world.

Looking back on it of course, we know that this hasn't quite worked out, primarily driven by the Russian
situation and of course surging inflation. The Fed basically is going to be driving short term cash rates up
more than twice what the market expected. The Russian invasion of Ukraine has created sanctions,
additional bottlenecks and has been much more disruptive than the previous incursion that Russia had
in Ukrainian territory back in 2014. Inflation has taken a while to peak. We think that it's probably
peaked in late April here early May, but we don't know for sure, and it certainly was at a much higher
level than the market expected. And then finally, while there was absolutely no thought of a recession
to begin the year despite the fact the market thought that the Fed would be taking some of the punch
bowl away and raising rates and that things would slow. We were only into essentially the second year
of a strong economic recovery, and there was still marked expectation for forward progress. Certainly,
today those recessionary fears have increased.

So, what is it going to take to help us find a stock market bottom? | think the first thing we have to
recognize is will there or won't there be a recession? If there is a recession, on average the S&P 500 is
down about 35% into a recession, but it's important to note that the stock market tends to predict two
recessions for every one that occurs. When they're wrong about the recession the bottom is typically
down around somewhere about 25%. Of course, we've mentioned that we're down about 20% so far
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peak-to-trough on the S&P 500. So, if we are correct in our thought that there is no recession on the
horizon then we're much, much closer to a stock market bottom.
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Why are we so certain that there's no recession on the horizon? Probably three things. Number one, the
leading economic indicators are still growing on a year-over-year basis. It's important to note that the
stock market is one of those leading economic indicators, but it's often psychologically driven, and we
think missing the point this time. Number two, the yield curve is still exceptionally steep. Short term
cash rates are 1%, 10-year Treasuries are 2.75%. The yield curve is a near perfect indicator of a
recession, but we're nowhere near inverted yet. And the number three thing would be when we grow
jobs in this country we don't tend to go backwards, and job growth has still been very, very strong. Now,
if you tell me by July or August that we're actually firing people and the net job gains are actually
negative then | will tell you we're wrong about our recessionary fears. The stock market typically smells
or sniffs out a recession six months prior to recession. That would tell you that we're very, very close to
the start of the recession, and we really don't see that in the economy right now.

So, what is it going to take to bottom the stock market? Probably three simple things. 1) The market has
to overestimate how high short-term rates are going to go. The market's estimate right now is about
3.25-3.5% as being the peak short-term cash rate. | don't really know whether that's going to be too
high or too low, but we're working our way towards getting at least a reasonable discount rate that we
can then undershoot in the sense that the market, or that the Federal Reserve may not have to raise
rates quite as high. 2) The market has to be overly pessimistic about inflation. The market still largely
underestimates the inflationary statistics. For example, the last one that came out, the last inflationary
print was 8.3%, the market was only expecting 8.1%, so that basically has to reverse. 3) And then finally,
| think the market has to come to the conclusion that there really is no recession as opposed to being
more like 30 to 40 to 50% certain that there's probably a recession on the horizon. When those three
things are in place, | think we can find ourselves a stock market bottom.

All this is very fluid, it's quickly moving, and we'll be back in a couple weeks to discuss how the market
has changed its thought process.
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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, May 25, 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
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.

May 25, 2022
Commerce Trust Company is a division of Commerce Bank.
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