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The debate in the financial markets regarding Trump’s tariff proposals — what they imply for
inflation, supply chains, currency adjustments and the response by trading partners --
continued apace in this holiday-shortened week. That said, given the uncertainty over what
tariffs will ultimately look like, the reaction in the markets so far has been relatively positive.
Many believe the latest salvo of imposing 25% tariffs on imports from Mexico and Canada and
an additional 10% on Chinese goods is merely a negotiating tactic rather than a committed plan
by the incoming administration. Still, the uncertainty has spawned a cottage industry of
possible scenarios that could unfold under various outcomes. The unfazed market response
likely reflects a wait-and-see mindset among investors, an understandable approach in
uncertain times.

That’s also the strategy embraced by the Federal Reserve, as confirmed by Chair Powell’s recent
assertion that it is too early to include speculative tariff prospects in its policy decisions. As it is,
there are more than enough imponderables among the usual suspects for the Fed to consider.
High on the list is the question of whether inflation is cooling fast enough to pull the rate
cutting trigger again at its upcoming meeting on December 17-18. The markets are pricing in a
66 percent probability that another quarter-point reduction will take place at that gathering.
But recent comments by several officials along with this week’s release of the FOMC minutes
from the November meeting suggest that there is meaningful support within the Fed to stay on
the sidelines until more data becomes available.

While we agree the Fed will probably lower the fed funds rate by a quarter point at its mid-
December meeting, the case for patience is highly understandable. For one, inflation is not
receding as quickly as the Fed would like, based on the quarterly summary of economic
projections unveiled at the September meeting. Then, the expectation was that the annual
increase in the core personal consumption deflator -- the Fed’s preferred inflation yardstick —
would end the year at 2.6 percent. But that measure is trending in the opposite direction,
increasing 2.8 percent from a year-earlier in October, up from a 2.7 percent pace in September,
according to the monthly personal income and spending report released this week. That’s not
an alarming increase, but the base effects are not favorable for a turnaround as the data for
November and December will be compared to low year-earlier inflation rates.

To be sure, some of the stickiness in inflation is a product of the strong stock market, which is
pumping up portfolio management fees. Unlike milk or eggs, this is not an item that households
have on their shopping list every day. But they do spend on a wide range of services, which
continue to take a stubbornly big bite out of budgets. Indeed, the 0.4 percent increase in core
service prices, excluding housing, in October equaled the strongest monthly increase since
January. Beyond that, you would have to go back to August 2022 to find a larger increase. The
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three-month average of core service prices has increased at an annual rate of 3.54 percent
through October and has increased for three consecutive months.

Unless this broad swath of service prices reverts to a declining trend, the path to the Fed’s 2
percent target will become ever-more challenging. Since these prices are heavily influenced by
labor costs, any turnaround would depend on a further softening in the job market, something
that Fed chair Powell has already indicated would not be a welcome development. That
dilemma facing policymakers is what makes the odds of a rate cut in December so volatile. Not
only do trader bets on a Fed move shift with each economic indicator that defies expectations,
the onslaught of disruptive external forces in recent months has undermined the reliability of
the very indicators the Fed relies on to make decisions. The impact of two major hurricanes and
strikes at Boeing and Stellantis has injected a good deal of guesswork into analyzing recent
reports on jobs, housing activity and production.

And while Trump’s tariff proposals add to the potential guesswork, there is anecdotal evidence
that they are already affecting the behavior of businesses and households. Several companies
announced plans to step up orders from abroad before tariffs go on the books, and there is a
nascent media blitz underway urging consumers to buy now before prices go up. Over the near
term, this activity poses upside risks to the economy’s growth rate — and, by extension,
inflation. What’s more, the notion that there is little urgency for the Fed to cut rates amid a still
strong economy is supported by most incoming data. Notably, the economy’s main growth
driver, consumers, shows no sign of zipping up their wallets or purse strings.

Along with the stubborn inflation data in October, the monthly report on personal income and
spending indicates that households still have formidable purchasing power and are not
reluctant to use it. Higher prices did account for most of the spending increase last month, but
the slim 0.1 percent increase in real outlays came on the heels of an outsized 0.5 percent gain
in September. Hence, the fourth quarter started on an elevated plane, which will impart heft to
the period’s growth rate. And, while spending slowed from September, personal income
jumped, both in current dollars and adjusted for inflation and taxes. Real disposable incomes
last month staged the largest increase since January, providing more of a savings cushion for
future spending.

Still, while the latest data provides ammunition for the Fed to stay on the sidelines, the case for
a rate cut at its mid-December meeting should not be downplayed. Fed officials readily admit
that current rates are restrictive even after two reductions, and the need to guard against a
lagged impact that could send the economy into a tailspin remains compelling. A preemptive
easing for survival insurance should not inflame the inflation embers amid softening labor
market conditions and price-sensitive consumers who have lowered inflation expectations. At
the same time, uncertainty over tariffs and fiscal policy could be a drag on growth heading into
the new year. While companies may be frontloading their order books in advance of tariffs,
some are also putting off investment plans for the same reason. Whether or not the Fed cuts
rates at its upcoming meeting, all eyes will be focused on the new set of economic projections
that will come out of the meeting and how Powell assesses the myriad crosscurrents in his post-
meeting press conference.
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FINANCIAL INDICATORS
INTEREST RATES November 29 Week Ago Month Ago Year Ago
3-month Treasury bill 4.49 4.53 4.41 5.23
6-month Treasury bill 4.43 4.49 4.30 5.14
2-year Treasury note 4.16 4.39 4.21 4.56
5-year Treasury note 4.06 4.31 4.22 4.14
10-year Treasury note 4.18 4.41 4.37 4.22
30-year Treasury bond 4.36 4.59 4.57 4.40
30-year fixed mortgage rate 6.81 6.84 6.72 7.22
15-year fixed mortgage rate 6.10 6.02 5.99 6.56
Dow Jones Industrial Index 44,910.70 44,296.51 42,052.09  40,345.41
S&P 500 6,032.38 5,969.34 5,728.80 5,408.42
NASDAQ 19,218.17 19,003.65  18,239.92  14,305.03
Gold ($ per troy ounce) 2,673.90 2,713.00 2,746.20 2,146.60
Oil ($ per barrel) - Crude
Futures (WTI) 68.15 71.20 69.33 75.49
Average-
Past Six
Previous Two- Months
Month/ Months/ or
ECONOMIC INDICATOR Latest Month/Quarter Quarter Qtrs Ago Quarters
New Home Sales (October) -
000s 610 738 690 682
Durable Goods Orders
(October) - % change 0.2 -0.4 -0.9 0.3
Personal Income (October) - %
change 0.6 0.3 0.2 0.3
Personal Consumption
(October) - % change 04 0.6 0.2 04
Savings Rate (October) -
Percent 4.4 4.1 4.4 4.5

DISCLAIMER: This communication has been prepared by Government Portfolio Advisors LLC solely for informational
purposes for institutional clients. Sources for this commentary include Bloomberg and Oxford Economic/SMRA. It is not an
offer, recommendation, or solicitation to buy or sell, nor is it an official confirmation of terms. It is based on information
generally available to the public from sources believed to be reliable. No representation is made that it is accurate or
complete or that any returns indicated will be achieved. Changes to assumptions may have a material impact on any returns
detailed. Past performance is not indicative of future returns. Price and availability are subject to change without notice.
Additional information is available upon request.
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