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While the Fed dithers over whether preventing job losses or hotter inflation should receive
more attention, it may get help from an unexpected source. The Supreme Court is currently
hearing arguments over the legality of the Trump administration’s tariff blitz, having to decide
whether it is justified by the International Emergency Economic Powers Act. If it upholds lower
court rulings that it is not, there is a real chance that about $90 billion of the roughly $200
billion of tariffs collected this year will be returned to companies that had to pony up the levies.
No doubt, if SCOTUS rules against the administration, President Trump will vigorously pursue
other legal avenues to keep the revenues on the books, and he may well meet with some
success.

At the very least things will get messy and generate a trail of heightened uncertainty into an
already volatile tariff landscape. However, the direction of travel would change. Until now, the
uncertainty created by the chaotic pattern of tariff announcements focused on whether the
outcome would be a one-time boost to the price level after all trade agreements were in place,
or whether President Trump would find reasons to impose additional tariffs down the road,
resulting in a series of increments that drives up the inflation rate. However, an adverse ruling
by SCOTUS could change the compass, reversing the cost-inflating influence that is fueling
higher prices.

To be sure, if that were to occur, there could be a wide range of outcomes. The most desirable
from a macro perspective -- and for consumer wallets -- would be that businesses decide to
return the funds to the public, lowering prices by the amount they were raised due to tariffs.
That would be a win-win for the records, ushering in a temporary bout of deflation without
causing damage to the economy. Keep in mind that deflation is usually viewed as anathema by
economists. It discourages people from spending because they expect prices to go even lower.
When that becomes contagious and aggregate demand collapses, businesses lay off workers
and curtail investment spending. That, in turn, feeds a self-reinforcing cycle, known as a
deflationary spiral, a condition that is difficult to stop and is associated with steep downturns.
None of those negative impulses would surface in this case.

Such a benign outcome, however, would compete with other ways that companies could use
the returned tariff revenues. The path of least resistance is that they just replenish their coffers,
boosting balance sheets and, perhaps, lifting stock prices. However, the tariff refunds would
also reduce government revenues, resulting in more Treasury borrowing and higher market
yields that could offset the positive wealth effect on spending from stock market gains. Still,
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this option removes the tariff-linked cost pressure to raise prices, providing a modest check on
inflation.

Alternatively, companies could use the tariff refunds to boost investment spending and/or keep
more workers on payrolls. This option would be the least favorable for inflation as it imparts
more vigor into aggregate demand, enhancing the economy’s ability to accommodate higher
prices. But to the extent the funds are used to bolster investment spending, it would also lead
to productivity gains that are a time-honored curb on inflation. From the Fed’s perspective, a
ruling by SCOTUS that would diminish the influence of tariffs on inflation would allow it to focus
on the forces impacting jobs and inflation that it can control, reducing the risk of a policy error.

That said, it will be at least several weeks before a court ruling is made, and the government
shutdown is providing more than enough uncertainty for the Fed to deal with. In the absence of
official data on jobs and inflation heading into the policy meeting next month, the Fed — like the
rest of us —is relying more on private sources for guidance on the economy’s performance. The
mix of information available tells us more about consumer behavior and labor conditions than
inflation. Still, the downbeat mood on Main Street captured in surveys continues to be heavily
influenced by high prices, Consumer Sentiment
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To be sure, the government

shutdown was the biggest drag on the index, as households mentioned it more frequently than
any other dispiriting event in the survey. We expect that sentiment slump to be reversed when
the government reopens, furloughed workers receive their back pay and the threat of spillover
effects on the broader economy from the shutdown recedes. Importantly, the link between
consumer sentiment and behavior has weakened in recent years, so the Fed will be more
focused on what households do rather than what they say. At this juncture, there is little
evidence that they are going into hibernation. Spending is holding up, thanks mainly to the
profligacy of upper income households whose appreciating equity portfolios has, until this
week, provided critical support to purchases. However, the market jitters stoked by the
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government shutdown this week are a reminder of the economy’s vulnerability to a negative
wealth effect.

The biggest unknown centers on the job market, where conflicting evidence continues to
prevail. By all accounts, the low hiring/low firing narrative in effect for several months has not
been upended. Some private sources, notably Challenger, Gray & Christmas, revealed a
startling increase in layoff announcements last month, but that reading is not confirmed
elsewhere. State unemployment offices continue to report a relatively low level of initial claims
for unemployment benefits. But while employers are holding on to workers, they are also not
adding to staff, as hiring has slowed to a crawl. That was evident in the official payroll data
ADP payrolls before the government
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FINANCIAL INDICATORS
INTEREST RATES November 7 Week Ago Month Ago Year Ago
3-month Treasury bill 3.85 3.82 3.95 4.63
6-month Treasury bill 3.79 3.82 3.00 4.45
2-year Treasury note 3.57 3.60 3.54 3.96
5-year Treasury note 3.69 3.71 3.66 3.90
10-year Treasury note 4.10 4.10 4.06 4.10
30-year Treasury bond 4.70 4.67 4.64 4.41
30-year fixed mortgage rate 6.22 6.17 6.30 6.32
15-year fixed mortgage rate 5.50 5.41 5.53 5.41
STOCK MARKET
Dow Jones Industrial Index 46,987.10 47,562.87 45,479.60 42,863.86
S&P 500 6,728.80 6,840.20 6,552.51 5,815.03
NASDAQ 23,004.54 23,724.96 22,204.43 18,342.94
COMMODITIES
Gold ($ per troy ounce) 4,011.80 4,009.4 4,032.1 2,673.2
Qil ($ per barrel) - Crude Futures (WTI) 59.85 60.87 58.82 75.70

Average-
Previous Two- Past Six
Latest Month/ Months/ Months or
ECONOMIC INDICATOR Month/Quarter Quarter Qtrs Ago Quarters
ISM Manufacturing Index (October) 48.7 49.1 48.7 48.7
ISM Nonmanufacturing Index (October) 52.4 50.0 52.0 50.9

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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