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We systematically track the evolution of financial conditions and their underlying
drivers. We intend to share regular updates of these systematic monitors with our
donors on a more exclusive basis (so long as it does not compromise our public mission).
This monitor is a reflection of how we think macroeconomic and policy dynamics are
dffecting financial conditions and, by extension, our assessment of the economic growth
outlook.

Takeaways

Financial conditions have tightened in the past week, first in response to Chair
Powell affirmatively putting a 50 basis point (bp) hike back on the table for the
March FOMC meeting, and now more noticeably as a result of Silicon Valley
Bank’s collapse (recessionary risk-off dynamic). Right now both policy (Fed) and
growth expectations (via fears of bank distress) are contributing to tighter financial
conditions. Time will tell how these two dynamics stack up. At an asset class

level, the tightening has now rapidly shifted towards riskier assets (credit spreads,
equity risk premiums); Fed pricing, Treasury yields, and the dollar also contribute to
tightening but are of lesser importance.

If fears associated with bank distress quickly dissipate, a hot Consumer Price

Index & Producer Price Index print will be enough for 50bps (a risk we flagged last
week and looks more likely after Powell's Congressional testimony). If financial
conditions tighten further in a “risk-off” manner AND and we get a cool CPI/PPI,

a Fed pause should be come into clearer view. A hot CPI likely cements at least 25
basis points. Further risk-off financial conditions index (FCI) tightening likely rules
out a 50 basis point hike in March. The prospect of risk contagion could prove to be
a game-changer for how the Fed thinks about lagged effects of past tightening. See
our Fedspeak Monitor for the dot plot scenarios we have sketched out.
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1. FCI tightening is no longer just about Fed hikes. We are observing further FCI
tightening, after a mini-reversal in December and January. Unlike what we saw last week,
this tightening is no longer just related to a hawkish Fed (reacting to strong growth and
inflation data). This is also about the de-rating of the growth outlook, seemingly as more
risk of bank distress gets factored into market-implied growth expectations.

2. Since the February FOMC meeting, only 65bps of net hikes are priced in over the next
year, in contrast to the 125bps priced just last week. The Fed is caught in a pickle right
now. Markets are potentially signaling something more pernicious afoot, while the Fed
wants to appear more data-dependent in response to upside inflationary dynamics. If
the growth outlook (especially as implied by financial conditions) appears more fragile,
then under our framework, that should offset upside risks to the inflation outlook. In that
case, Fed should avoid weakening the growth outlook further (through tighter financial
conditions).

3. The asymmetric risk of “hawkish panic” from the Fed has all but materialized. Residual
seasonality is still showing its face in Q1, both in strong labor market data and strong
inflation data. If there was no Silicon Valley Bank / financial conditions headwind to
grapple with, Chair Powell’s testimony signals that a hot CPI would automatically trigger
a 50bp hike in March. Financial conditions may ultimately get in the way of these plans,
and push the Fed to take a more cautious approach to hiking (25bps/meeting) and a
more cautious interest rate outlook displayed in the dot plot.

Financial Conditions Components

The most worrisome aspect to financial conditions right now is that it's driven by risk premium
widening, and not merely a higher level of expected risk-free rates. Risk premium widening is an
important indicator of aggregate risk aversion and recessionary dynamics.

Green = Easing Change Since

Red = Tightening 3/10/23 | FebFOMC | 3/3/23 |
S&P 500 (Price) 3826 63% | 115% |
Equity Risk Premium 4.25% 0.09% | -146%
VIX (20-day Average) 20.6 0.8 ‘ -6.4

High Yield - Yield to Worst 8.83%
CDX High Yield 4.98%
High Yield Corp OAS 4.50%
BBB Corp OAS 1.64%
AAA Corp OAS 0.66%
30yr Fixed Mortgage 7.02%
MOVE (20-day MA) 120.5
10yr UST Yield 3.70%
2yr UST Yield 4.59%

Trade-Weight $
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Fed Pricing

Fed pricing is still more aggressively hawkish than where it stood at the end of the February FOMC
meeting, but substantially less so relative to last week. Silicon Valley Bank's collapse is the most
obvious catalyst for this substantial decline in interest rates across the yield curve.

Fed Expectations Monitor

Green = More Dovish Expectations, Red = More Hawkish Expectations

Current Fed

Funds Rate 4.57%
Fed Funds Futures - Pricing By FOMC Meeting
FOMC Mar May | Jun Jul Sep Nov | Dec Feb Mar | May | Jun Jul Sep Nov | Dec Feb
Meeting 23 23 23 ‘23 23 23 23 ‘24 24 24 24 ‘24 24 ‘24 24 ‘25
::’Sgg‘:i:f: 4.90% | 515% | 5.27% 5.25%  5.17%  5.03% 4.87% | 4.70%  4.52% | 4.32% | 4.12%  3.91% | 3.74% | 6.64%  3.55%  3.46%
Additional
Basis Points of 33 58 70 68 60 46 30 13 -6 -25 -46 -67 -83 -94 | -102 | -112
Hikes Priced
Changes YTD 20 31 33 33 31 30 30 31 30 24 15 7 2 -4 -14 -14
Probability of
25bps Hikeat | 132% | 98% | 50% | -8% | -34% | -54% | -64% | -68% | -74% | -78% | -82% | -84% | -66% | -42% | -34% | -38%
Given Meeting
Change YTD 10% | 0% | -10% | -2% | 2% | 6% | -4% | -26% | -36% | -30% | -22% | -22% | -38%
Change vs Feb 12% | 8% | 2% | 16%  20% @ 30% 18% @ 14%  -2%  -10%  -4% -22% 0%
US Treasury Yields
Yields 3M 6M 12M 2y 3Y 5Y 10y 30Y
Current (%) 487% | 5.05% | 4.81% | 4.59% | 4.32% | 3.96% | 3.70% | 3.71%
Change YTD (bps) 29 14 22 17 7 -4 -13
Change vs Feb FOMC (bps) 23 28 18 28 14
US Treasury Implied Forward Yields
Yields 3M 3M3M | 6M6M 1Y1Y 2Y1Y 3Y2y 5Y5Y | 20Y10
Current (%) 487% | 522% | 4.58% | 4.36% | 3.78% | 3.73% | 4.43% | 3.71%
Change YTD (bps) 6 29 7 1 -15 -18
Change vs Feb FOMC (bps) 23 33 7 12 7
US Treasury Yield Curves
Yields Curves 25 3s 2s5s | 5510s | 10s30s | 2s10s | 5s30s
Current -27 -62 -27 1
Change YTD (bps) -5 -15 -11 -9
Change vs Feb FOMC (bps) 5 -3 -17 -14
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Market-Implied Growth Expectations

The financial conditions tightening this week is meaningfully
distinguishable from last week: growth expectations were sharply
derated as a result of fears about bank distress. When equity prices

are falling and long-term Treasury yields are falling, recession risk is
inherently higher. Still, we would not be alarmist about this dynamic and
the story could look very different in a matter of weeks, or even days.
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Market-Implied Inflation Expectations

Inflation expectations were moving firmly higher in the past month, but
amidst “risk-off” fears about US growth, inflation expectation pricing has
also corrected. Outside of 2023, market-implied pricing of CPI-linked
swaps are now lower than where they stood at the end of the February
FOMC meeting. 1yr inflation swaps are still 77bps above what we see
when inflation expectations are assumed to be anchored around 2%;
while 2024, 2025, and 2026 swap pricing is just about comparable to
the Fed’s targeted goals.

While we are skeptical of most inflation expectations measures (there
are multiple time-varying risk-premium dynamics and distortions

to be aware of), we think market-implied expectations are the most
compelling. More importantly, the Fed is surely paying attention.
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Inflation Expectations Monitor

(Green/Red = Above/Below 2%-Target Expectation)

CPI Inflation Breakevens

1Y 2Y 3Y 4Y 5Y 10Y 30Y

g:‘;;f(gf;'lps 243%  2.29% @ 2.27%

July 2014 Anchor 2.06% | 2.24% | 2.35%
Now v. July 2014 0.37% 0.05% @ -0.08%
Change YTD (bps) 0.12% | 0.03% | -0.04%
g)f;)asglge vs Feb FOMC 009%  0.03% | 0.04%
Current CPI Swaps 285% 2.59% @ 2.51% 2.50% 249% @ 2.50% 2.38%

i“r:szr“ 2% 208% | 2.19% @ 2.24% | 2.27% @ 2.33%  2.60% | 2.79%
Now v. July 2014 077% 040% @ 027%  024% 016%  -0.10%  -0.41%
Change YTD (bps) 0.52% 0.19% 0.09% 008%  004% @ 000%  -0.05%
((IZDP;;\ge vsFebFOMC |5 6305 | 029% | 017% | 0.13% @ 0.08% | 0.05%  -0.02%

CPI Inflation Forwards
1Y 1Y 1Y 2Y 1Y 3Y1Y 4Y 1Y 5Y5Y 20Y 10Y
CBZurrent TIPS 215% 225%
reakeven

July 2014 Anchor 242% | 2.46%
Now v. July 2014 -0.21%
Change YTD (bps) -0.05% | -0.12%
Change vs Feb FOMC 0.00% 0.00%
(bps)
Current CPI Swaps 285% 2.32% 2.36% 249% 244% 251% 2.33%

i\“r:é]zoorl“ 2% 208% @ 229% @ 2.33% | 2.37%  2.58% @ 2.86% @ 2.89%
Now v. July 2014 077% 0.03% 0.02% @ 0.12% @ -0.14%  -0.35%
Change YTD (bps) 0.52% -0.10% = 0.04% -0.03%  -0.07%
Change vs Feb FOMC | ¢3¢ | .0.05%  -0.07% | 0.00% | -0.11% 0.01% @ -0.05%

(bps)
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