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ECONOMIC ENVIRONMENT

The Fed is All In

During the third quarter, the
Federal Reserve was tasked with
controlling historic levels of
inflation while balancing eco-
nomic growth and employment
stability. This has not changed,
but what has changed is the
Fed’s willingness to accept a
harder landing to squash infla-
tion. The FOMC has raised the
Fed funds rate by 75 basis points
at three consecutive meetings,
and their policy language does
not indicate an impending end to
the tightening cycle. Since reach-
ing a 9.1% year-over-year rate in
June, the CPI has fallen margin-
ally to 8.2% and has remained
above 8% for seven consecutive

months. In his September press
conference, Chairman Powell
reaffirmed the Fed’s commitment
to bringing inflation down to 2%
and acknowledged this would
require a sustained period of
below trend growth and a soften-
ing of labor market conditions.
Minutes from the Fed’s Septem-
ber meeting explain this stance by
stating that additional rate hikes
would help prevent “far greater
economic pain” caused by high
inflation.

In our view, a “soft landing” is
becoming increasingly unlikely,
as each elevated inflation and
strong employment report only
raise the probability of a Fed
overshoot. There is no question
that 2% year-over-year inflation,
whether looking at CPI or the
Fed’s preferred measure of PCE,
necessitates either a mild econom-
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ic contraction followed by an
extended period of low growth or
a rapid and deep recession where
the unemployment rate rises
dramatically. It appears the Fed
would prefer the latter scenario,
as it is likely that a material rise
in the unemployment rate would
occur before inflation reaches
2%. We see the unemployment
rate finally responding to rate
hikes in 2023, which will
increase the odds of a “hard
landing” and push the Fed
towards a policy reversal.

How Entrenched is Inflation?

Even with the FOMC having
already raised rates by 300 basis
points this year, the September
CPI report confirmed that infla-
tion remains stubbornly elevated
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and broad-based. Core prices
again rose at the fastest pace in
over 40 years, food costs are 11%
higher than a year prior to offset a
drop in gasoline prices, and still-
elevated labor costs are fueling
services inflation. Geopolitical
factors continue to complicate the
inflation outlook as well, with the
Russia/Ukraine war still disrupt-
ing key commodity supplies and
OPEC+ agreeing to reduce oil
output. Furthermore, the combina-
tion of soaring mortgage rates
and low (but rising) housing
inventories has contributed to a
high cost of homeownership.

Although many components of
inflation are proving stickier than
expected, dynamics related to
rental costs and supply chains do
paint a more optimistic picture.
One signal that inflation may
trend lower into 2023 is the heavy
impact of high rent inflation in the
most recent CPI readings. CPI
shelter inflation tends to lag
market prices by a year or more
because the data attempts to cap-
ture the price of all rents paid,
rather than just newly signed
leases. Therefore, most data
points in the basket of leases only
reset once per year. A new report
from Realtor.com shows that in
September, median rental prices
in the 50 largest U.S. metro areas
grew at their slowest pace in 16

months and registered a $12 month
-over-month decline. September’s
slowdown in rent growth will not
show up in the CPI until 2023 due
to the lag, so there is certainly
potential for the top line number to
be distorted given that shelter
makes up a third of the overall CPI.

At the beginning of the tightening
cycle, a prevailing concern was that
rate hikes would be ineffective in
combating one of inflation’s root
causes: supply chain disruptions.
Whether or not this was true, these
pandemic-induced disruptions
appear to be lessening. The New
York Fed’s Global Supply Chain
Pressure Index (GSCPI) has
dropped for five consecutive
months, and while still far from its
historical averages, the recent trend
suggests rapid improvement.

EPG’s Rate Forecast and the
Likelihood of a Fed Pivot

We continue to view a policy over-
shoot forcing the Fed to cut rates in
2023 as the most likely outcome, as
the economy has not yet felt the
effects of rate hikes that have
already occurred this year. During
his September testimony, Powell
stated that it will be early 2023
before the Fed’s actions have made
a material impact to the economy
and inflation falls towards their
2.0% target level. Ultimately, we
believe the Fed will continue ag-
gressively hiking rates without
knowing the effects of previous
rate increases. The September CPI
and employment reports reinforce
this thesis, but the data has altered
the path to reaching the pivot point.

ECONOMIC ENVIRONMENT

We anticipate the Fed to raise
rates by 75 basis points in
November, 50 basis points in
December, and 25 basis points
at the February 2023 meeting to
conclude the tightening cycle.

Our updated view estimates a
terminal Fed funds rate of 4.75%
in the first quarter of 2023,
which is consistent with the
current Fed funds futures
contract and the Bloomberg
economists’ survey. While we
expect inflation to subside in
2023, this will come at the cost
of a weaker labor market and
diminishing economic growth.
Anticipation is growing and
expectations are solidifying that
this will lead the U.S. economy
into a deeper recessionary envi-
ronment sooner. In our view, this
environment will lead to the Fed
halting rate hikes in early 2023,
followed by a brief pause before
reversing its course in September
2023 with a 25 basis point cut.
We then project additional 25
basis point cuts at both the
November and December meet-
ings, leading to the Fed funds
rate normalizing at 4.0%
entering 2024.

When (or Will) the Labor
Market Weaken?

Throughout the current tighten-
ing cycle, the labor market has
remained a pillar of strength for
the U.S. economy. Nonfarm pay-
roll gains have been steady, the
unemployment rate has trended
lower to 3.5%, and perhaps most
interestingly, the labor force
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ECONOMIC ENVIRONMENT

participation rate actually declined
in September. Conventional logic
asserts that high inflation should
incentivize individuals to re-enter
the workforce to counteract cost
of living increases, which should
lessen the worker supply/demand
imbalance, thus slowing wage
growth and ultimately reducing
inflation. This has not happened,
and the September decrease in the
labor force participation rate,
while small, implies that workers
on the sidelines still require higher
wages to rejoin the labor force.

Why does this all matter? While
the labor market’s strength has
allowed the Fed to continue
aggressively raising rates without
jeopardizing its mandate of maxi-
mum sustainable employment,
each positive jobs report increases
the probability of a Fed policy
overshoot. As stated previously,
the economy has not yet realized
the full impact of the 300 basis
points of tightening that already
occurred, so the influence that
further rate hikes would have on
the labor market is still unknown.
However, issues may arise if
demand for goods and services
continues to fall while wages
remain elevated. This scenario
would put companies in the
difficult position of considering
potential layoffs while already
understaffed.

Is Credit Risk Understated?

In a scenario where growth and
employment contraction is

required to reduce inflation, the
question remains as to whether

consumer and commercial credit
will be affected, and if so, to what
degree. It is clear that elevated
inflation has forced Americans to
pay for necessities on credit, with
total consumer credit having
increased by $32.2 billion in
August to the highest levels in
history. Outstanding credit card
balances registered the third larg-
est monthly increase on record,
and higher interest rates on these
balances during a period where
inflation continues to run hot is a
concerning development. In
response, large U.S. financial
institutions with significant retail
banking operations are boosting
loan loss provisions, with JP
Morgan increasing reserves by
$1.5 billion and Wells Fargo set-
ting aside $784 million. Corporate
credit spreads are only marginally
wider than the 25-year average
and do not appear to be reflecting
a high probability of credit issues

in the near future, although they
have widened somewhat in 2022.

While the market appears to be
pricing in a low but rising possi-
bility of corporate credit deteriora-
tion, consumer credit appears to
be of greater immediate concern
for large lenders. @
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FIXED INCOME STRATEGY

The Fed Will Continue to be
Aggressive with Rate Hikes

The third quarter has given inves-
tors plenty to digest, with influen-
tial employment and inflation data
for the Fed to interpret as they
have become more data dependent
with monetary policy. While the
unemployment rate has hovered
near 50-year lows, the Consumer
Price Index continues to maintain
levels well above the 2.0% target
rate. Even with the headline CPI
down slightly from its peak in
June of over 9.1%, both bond and
equity investors are waiting for
the interest rate increases to im-
pact the highest inflation the U.S.
has had since the early 1980’s.
During the September FOMC
press conference, Chair Powell

Yield Curve

US Treasury Actives Curve IR REERE L CIET S
Specific IENERENN- CIEDEZMN- Relative Last 10 1W Modify «
4504

Source: Bloomberg

reiterated that the Federal
Reserve is committed to bringing
inflation back to their long term
2.0% target level. With this com-
mitment to normalizing inflation,
Fed officials confirmed that it
will likely come at the expense of
economic growth and an elevated
unemployment rate.

With an active FOMC as a back-
drop, interest rates continue to be
volatile due to uncertainty of
economic conditions, and con-
cerns on the Fed’s ability to end
this tightening cycle with a soft
landing. During the third quarter,
the 10-year Treasury traded in a
wide range, hitting a low on
August 17 of 2.57%, and towards
the end of September touching
4.0% before finding support. The
driver pushing long rates lower
early in the quarter was the belief
that inflation would become
contained and the longer end of
the yield curve was pricing in rate
cuts in early 2023 on recession
fears. Although rate cuts are still
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FIXED INCOME STRATEGY

being priced into the market in
2023, the recent inflation data
remains elevated and the Fed also
increased its terminal rate forecast,
boosting interest rates across the
yield curve to new highs. The vol-
atility also stems from some tech-
nical dynamics on risk and return
from investors, including the
trajectory of when and where Fed
funds will reach its terminal rate
and the damage felt to the econo-
my along the way. During the Sep-
tember statement, the Fed raised
its terminal rate to 4.60% in 2023.
Market participants accepted the
rate increase, but with a greater
dependency on upcoming inflation
and employment data. Many econ-
omists believe that when the Fed
reaches its equilibrium rate it will
be short lived, as it will likely
cause millions to be unemployed,
creating a significant downturn in
the economy. Another technical
dynamic establishing the higher
level of rates is from the Treasury
auction cycle. Recent auction
levels across the yield curve have

Yield Curve Changes Yearto Date

12/3Y2021  9/30/2022  Change
0.17 390 373
038 393 3.55
0.73 4.28 3.55
0.96 4.9 333
126 4.09 283
144 3.9 254
151 3.83 232
193 4.09 216
190 37 187
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FIXED INCOME STRATEGY

not been met with strong demand
from both domestic and overseas
investors. During the last week of
September, a 2 year Treasury auc-
tion had overseas demand drop by
more than 10% from the 2 year
auction at the end of August.
Longer duration auctions have
also seen weaker demand, be-
cause ultimately investors want to
be rewarded for taking on addi-
tional interest rate risk in an envi-
ronment with an active Federal
Reserve, combined with the
monthly reinvestment program
coming to an end.

Quantitative Easing to
Quantitative Tightening

The Agency MBS market has
entered a transition from QE to
QT. The Federal Reserve has
been purchasing and or reinvest-
ing monthly reinvestment from
their portfolio since March of
2020. The Fed’s retained portfo-
lio has grown to $8.3 trillion,
comprised of $5.6 trillion of
Treasuries and $2.7 trillion of
Agency MBS. This is the most
the Fed has ever owned outright
as a percentage of the outstanding
market. In June the Fed imple-
mented phase one of quantitative
tightening (allowing $30 billion
of Treasuries and $17.5 billion of
Agency MBS to roll off) to coin-
cide with a policy of increasing
the Fed funds rate. During the
pandemic the Fed had been
purchasing in excess of $100

became a favored asset class as
spreads came off their pandemic
highs as the Fed was stabilizing
interest rates with outright purchas-
es of U.S. Treasuries and Agency
MBS.

Now that we are in a period of
quantitative tightening, and the Fed
is no longer reinvesting any of its
monthly cash proceeds, investors
are wondering who will have the
appetite for fixed income securities
to replace the Fed. With an uneco-
nomical buyer of bonds now out of
the market in an environment with
rising rates, heightened inflation,
and economic growth concerns, the
investment community is acting
more patiently with investment
needs. We have seen this play out
in auctions as well as secondary
transactions. The results of the
Fed’s actions have caused interest
rates to rise and Agency MBS
spreads to widen, becoming a more
attractive alternative for investors.

It will come as no surprise that
with higher interest rates, mortgage

refinancing demand stands at 20
year low levels, as mortgage rates
have never been as far out of the
money as now. During the pan-
demic, mortgage rates were at
all-time lows, allowing existing
homeowners to refinance at the
fastest pace the mortgage market
had ever seen. The mortgages pro-
duced in 2020 and 2021 are now
over 200 basis points out of the
money, minimizing the incentive
for the homeowner to refinance at
current rate levels. As a result,
spreads in the Agency MBS mar-
ket have widened as interest rates
rose this year.

Before QE1 was implemented, the
mortgage market was dominated
by asset managers and the GSE’s.
These investors were relative val-
ue players that invested to fulfill
total return benchmark mandates.

Historical Treasury Yields
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billion Agency MBS per month,
and the MBS markets found this
policy quite favorable. MBS
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Now the dominant participants in
MBS act more like a spread inves-
tors, comparing asset yields to
their cost of funds. This is a
different relative value mindset
from traditional relative value
investing, as investors (such as
banks and credit unions) have
been patient, willing to hold
excess liquidity as they wait to
invest.

Fixed Income Investing

The interest rate volatility
observed in the 3" quarter has
created opportunity across fixed
income sectors. Yields across the
curve traded in a range of more
than 125 basis points during the
quarter. From a low risk perspec-
tive, the front end of the Treasury
curve has yields hovering just
over 4.0%, up 350 basis points
from the beginning of the year,
with predictable cash flows. The
Callable Agency sector offers
above historical yield enhance-
ment over Treasuries with the
recent volatility. A 5 Year Non-
Call 1 year structure currently
yields near 5.25%, an additional
125 basis points of spread over a 5
year Treasury, while everything
beyond 10 years is yielding above
5.65%. That said, as attractive as
the sector may look, with a for-
ward outlook implying a recession

and lower yields in 2023, we
would be apprehensive on only
adding callable structures. Our
view is that yields will have
dropped by this time next year,
and although you are rewarded
today with yield enhancement,
the bonds could be called away,
forcing lower reinvestment
yields.

A combination of bullet like
structures with Agency MBS,
appears attractive, spreading
interest rate risk across the yield
curve. With the backup in rates
this year, longer term Agency
MBS yield in the mid 5% range,
with shorter MBS just under 5%
and Hybrid ARMs just over 5%.
The majority of Agency MBS are
currently priced at a discount to
par, which will benefit investors
when the interest rate cycle
reverses course, as there 1s over
75 basis points of protection
before the underlying loans can
be refinanced into lower rates.
Additionally, select DUS bonds
now offer approximately 100 ba-
sis points of additional spread to
Treasuries and can complement
existing holdings with lower rates
predicted on the horizon. ¢

FIXED INCOME STRATEGY
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EQUITY STRATEGY
The reality is setting in

As we progress through October,
third quarter earnings announce-
ments have begun in earnest. The
impact of inflation, the Fed’s
aggressive (though delayed!) infla-
tion fighting response of raising
rates, and a variety of events have
and will continue to materially
impact earnings results and maybe
more importantly, earnings
estimates going forward. With this
being said, the impact of the Fed’s
tightening cycle continues to be
the primary news that almost all
equity investors are watching...
for now.

Various types of inflation data, as
well as surveys such as the Uni-
versity of Michigan consumer
sentiment index will guide the
overall psychology of equity
investing outlook since all eyes
continue to be on the Fed. In par-
ticular, the focus on when the
cycle will shift and a point on the
horizon when the Fed will stop
raising rates is what is foremost in
equity investors’ minds. This was
made clear when we saw the
impact of a speech by Fed
Chaiman Powell from the Jackson
Hole conference which illustrated
the Fed’s tough stance on inflation
and recognized that

unlike their earlier “confidence”
in a soft landing (i.e. no reces-
sion), it seemed apparent that
“suffering pain”, was the Fed
acknowledging the likelihood of
a recession. The stronger dollar,
continued high inflation readings,
and higher cost of capital contin-
ues to amplify a belief that as far
as Fed action, the worst is not
behind us.

Inflation and inflation
fighting are starting to take its
toll on equity performance: Is

all the bad news priced in?

Profit estimates are beginning to
decline as the impact of a slower
economy/likely recession sets in.
While too early to determine the
extent profits will weaken, the
expectation is that current earn-
ings estimates will be subject to
further reductions — an estimate is
often adjusted to reflect current
data and updated trends. This has
led to equity market participants
reacting negatively to any chal-
lenge to earnings growth, as was
seen recently with Federal Ex-
press and Nike’s announcements.
The negative market reaction in
these names was not simply
because of current earnings
performance, but due to a combi-
nation of negative management
guidance, downward analyst
revisions, and a view that it

will become increasingly more
difficult to meet any estimates
provided.

Year over year consensus earn-
ings per share growth estimates

EQUITY STRATEGY

for the S&P 500 are now at 3%, a
historically weak number, with
risk of further reduction to such
outlook being highly probable.

In fact, this lackluster number
incorporates the component of
historically strong growth in the
Energy sector. Without Energy,
EPS growth is actually estimated
to contract by 3% and profit mar-
gins to contract by over 130 basis
points, according to Goldman
Sachs analysts. This possible
“stagflation like” scenario sets
the stage for continued anticipa-
tion of negative fallout and thus
continued volatility in the equity
markets. A ‘risk off” focus in the
equity markets could be assumed
to have taken hold based not just
on obvious market declines but
also since over the last 35 weeks,
according to Bank of America
global research, there have been
net outflows from the equity
markets and portfolio manager
cash positions have risen to the
highest levels in 20 years.

It has also been stated that CEO
confidence in the next six months
for the economy and its support
for corporate profits is at its
lowest level since 1980. With the
S&P 500 forward price to earn-
ings ratio now at 16, down from
22 at the start of the year, it ap-
pears that the markets have
brought prices of equities closer
to reflecting this much more real-
istic and sober view of the econo-
my, with equity prices reflecting
the challenges to profitable
growth. While 16 times earnings
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is certainly a reduction in valuation
compared to the beginning of the
year, as a way of context, during the
2007-2009 financial crisis, S&P 500
was trading at approximately 10
times earnings.

Are we at the point of equity
market trend shift: Is the upside
actually greater than the
downside going forward?

It appears that equity investors are
now becoming more concerned with
avoiding additional losses versus
missing out on potential gains.
While the initial “buy the dip” was
clearly put into action by many
investors after each downside mar-
ket move, current activity seems to
be more muted and thoughtful with
a concern of minimizing damage
and keeping “powder dry.” Various
gauges of consumer and investor
sentiment are materially more nega
tive and resigned to a difficult
economic environment over the
coming months. Expectations are
clear that almost all analysts and
forecasters agree that a recession is
effectively inevitable, even with
tight labor markets and a muted,
limited price volatility housing mar-
ket. (Values decline but to a limited
degree as homeowners maintain
employment and sit tight versus
forced selling.)

However, it is also clear that any
possibility of the Fed pausing rate

EQUITY STRATEGY

hikes in the future and any subse-
quent rate reductions due to data
or Fed comment will be met with
a strong equity market recovery.
The question is whether the dam-
age to the economy and corporate

earnings due to current Fed action

will be so great that it will over-
whelm investor sentiment, i.e.
interest rates peaking will no
longer be enough to bring buyers
back to the equity markets.

Cycle shifts lead to buying
opportunities: Deliver what

the consumer needs and values

We are in a new economic and
market cycle. Prior to this year,
the last cycle was one of growth
oriented monetary and fiscal poli-

cy, low cost of capital, stock price

momentum, deleveraging, global-
ization, and insatiable consumer
demand. Now, deglobalization,
tight labor supply, environmental
impact focus, profit margin pres-
sure, and perceived high equity
valuations compared to future
earnings streams characterize the
current environment that con-
fronts the equity investor —a
recessionary environment with
uncertainty as to the damage it
will create.

The last 10 months have been
driven by an assumption that all
future economic and equity mar-
ket performance is based on the

impact of changing interest rates —

when rates are expected to go up,
equity markets go down, and
when rates are expected to peak,
equity markets go up. The im-

portance of the current earnings
reporting cycle is that the actual
impact of higher rates on the
economy and therefore spend-
ing will begin to materialize.
How disappointing third quar-
ter earnings are and the scope
of negative estimate revisions
will determine additional
downward movement of equity
values in the near term. Longer
term, there are now a number
of indicators that would support
selectively adding to equity
portfolios as data is released in
the coming weeks. Many quali-
ty equity positions are at -20%,
-30%, or greater price deprecia-
tion levels from their 2021
highs. Companies that provide
goods and services that the
consumer will continue to need
in a recessionary environment
will show earnings resilience,
even if at reduced levels from
former optimistic pre inflation
forecasts. Negative news and
expectations are now being
priced into current equity
market values, having moved
valuations and price earnings
estimates into much more real-
istic and conservative levels.
Finally, history shows that
moving into recession begins
the process of “rightsizing”
expectations and ultimately
“cleaning out” negative senti-
ment and creating “entry
points” for equity purchase that
are realistic and reflective of
conservative estimates more
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likely to have upside versus down-
side potential.

When recession occurs,
recovery follows

As illustrated in the charts to the
right, the positive momentum and
performance that follows a reces-
sion tends to be of greater magni-
tude and more robust than the nega-
tive impact of the recession itself.
This does not mean necessarily that
recovery in the equity markets is
always “a rising tide lifting all
ships.” Being positioned in those
industries and names that will
participate in the recovery is a pru-
dent strategy to deploy. Under-
standing this cycle and the influence
it will have on corporate earnings is
critical for both adding to the equity
portfolio and adding to those indus-
tries and specific names within
those industries that will best
perform in the ending phase of a
recession and the corresponding
recovery. ¢

EQUITY STRATEGY
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ALM STRATEGY

The third quarter of 2022 seemed
like the second quarter on steroids,
as the trends that started last quarter
accelerated sharply in Q3. The rise
in deposit rates quickened signifi-
cantly, while the liquidity environ-
ment that was tightening a few
months ago is now as tight as it has
been in years. However, the news is
not all bad, as the current operating
environment has produced wider
margins, even as funding costs
seemingly rise on a daily basis.

Liquidity and the Deposit
Environment

The rise in Fed fund terminal rate
expectations has driven funding
costs higher, but mainly in certifi-
cates, and to a lesser degree, money
market accounts. Some of the key
questions at this point include the
following:

+ How high will overnight
borrowing rates go?

¢ When will the Fed pivot and
provide some relief?

¢ How much should we extend
out borrowings, if at all?

¢ How aggressive do we need to
be to attract CD funding?

As roughly 2/3 of our client base is
currently borrowing, these are vital

questions to address as the Fed
closes in on another likely hike of
75 basis points in November.
Although there is no one easy an-
swer, they all depend in part on
your expectations for Fed funds.
Market expectations (as well as the
EPG Forecast) project the 75 basis
point November hike, as well as
50bp in December, bringing the
Fed funds rate to 4.50% by year
end. With another 25bp likely in Q1
of 2023, the terminal rate should
land near 4.75%. However, given
the speed at which the Fed has
hiked rates, it is likely that they will
overshoot (if they haven’t already),
pushing the Fed to pivot in Septem-
ber 2023 (our current forecast).
That would leave a window of
about 7 months with a funds rate of
4.75%. Assuming these events hap-
pen, let’s take a closer look at the
likely answers to the questions
above.

How high will overnight borrowing
rates go?

A 4.75% Fed funds rate would

indicate an overnight borrowing

rate near 4.75%, perhaps slightly

under, given recent FHLB rates

and spreads.

When will the Fed pivot and provide
some relief?

If the Fed eases in September, over-

night borrowing rates would

decline in tandem, so relief should

start immediately, however, the

pace may be slow. If they cut rates

in September, it would likely be by
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25bp, so overnight funding costs
will trend lower, but it may take
some time to fall back to under
4%. The longer part of the curve
may act more quickly, especially
if investors sense that the Fed

is nearing a pivot, or if economic
conditions have deteriorated
considerably.

How much should we extend out
borrowings, if at all?
Extending at current rates is expen-

sive, especially when compared
with overnight costs and likely
future costs given the projected
funds rate over the next 12 months.
If overnight borrowings are main-
tained, the costs should be roughly
3.25% until early November
(FOMC meeting decision released
on November 2"), at which time
the cost would rise to 4.00%.

It would remain at that level for
about 6 weeks, before rising to
4.50% on December 14", and final-
ly increasing to 4.75% on February
1. At that point, overnight
borrowings would remain at 4.75%
until the Fed eases in September,

a little less than a year from now.

Although these costs may seem to
increase significantly, the highest
cost during the period, 4.75%, still
remains under the current one year
FHLB bullet advance rate of
4.84%. So, in effect, extending to
just one year takes the likely high-
est cost (actually 9bp higher)
during the next 12 months and
makes it a reality. On a $10 million
advance, continuing to fund over-
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night could save an estimated
$27,000 vs. a 1 year bullet advance,
while providing significant flexibility
to repay the advance if liquidity im-
proves.

How aggressive do we need to be to
attract CD money?

About 6 months ago, a rate of 2%
could attract CD funding, but as
liquidity has tightening considerably
over the last few months, the land-
scape has changed. Today, 3% is the
new 2%, as clients have found that a
rate around 3.25% is required to
generate deposit growth. Money
market rates are lower, in the mid 2%
range, as depositors still place added
value on the liquidity in a money
market account.

The Good News

Although the operating environment
grows more challenging, it is certain-
ly not all bad news. Margins have
improved this year, leading to a like-
ly strong year for industry earnings.

Core Savings and
Checking Accounts

While rates have risen sharply this
year, core deposit rates have lagged
tremendously, and although there has
been some movement in these rates,
it has been modest so far. It appears
that financial institutions are trying to
‘run out the clock’ with these rates,
hoping to hold the line until later in
2023 when the Fed cuts and relieves
some of the upside pressure. Money
market account rates, however, have
risen substantially, and may continue

to do so, in lieu of touching the
savings and checking rates.

Loan and investment rates
Finally, after years at near-historic
low levels, loan and investment
rates have jumped so far in 2022,
providing needed relief to lenders.
According to Bankrate.com, the
national 30-year mortgage rate
stands at 7.20%, up more than
400bp from pandemic levels not
too long ago (although the local
rate seems to a bit lower based on
recent discussions).

Prime and Fed Funds
Although excess liquidity levels
have dropped significantly and
erased much of the benefit of
higher Fed funds yields, institu-
tions that still hold excess liquidi-
ty have seen a jump in income. It
is no longer punitive to hold
excess cash. The biggest benefit,
however, has been the jump in
Prime, which will likely be 7% in
the near term.

What could go wrong?
Everything discussed previously is
built upon the expectation that the
Fed can eventually control infla-
tion. If inflation remains stubborn-
ly high, however, the Fed may be
forced to increase rates beyond
our terminal rate expectation, or
hold rates at a higher level past the
end of 2023. In this case, there
may be added pressure on lower
cost savings and checking
accounts which could squeeze
margins, but this would likely

be offset in part by a continued
rise in asset yields. Potentially,
the biggest impact could be
continued tight liquidity, as
many institutions have utilized a
significant portion of their bor-
rowing capacity, and could be
forced to raise deposit rates even
further if wholesale sources are
not as readily available as they
are today. ¢
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