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KEY POINTS

Inflation is gradually declining, but it remains well
above the 2% target of the Federal Reserve.

In addition to higher interest rates, a rise in
delinquencies on loans and a proposal to impose new
stringent regulatory requirements on banks caused a
tightening of credit lending standards in Q3.

The labor market remains tight, as evidenced by a

near 50-year low unemployment rate. However, some
cracks have emerged, such as weak temporary help job
additions, and second jobs accounting for an unusually
large percentage of total new job growth. We expect a
rise in the unemployment rate in future quarters.

Stock market gains have been driven by a very small
number of large cap technology companies. As of
the end of October, most stocks have a negative
return in 2023.

Geopolitical risks intensified with a new conflict in
the Middle East, which could cause a spike in oil
prices if the conflict expands.

Stock valuations remain above long-term averages.

The interest rates on long-term Treasury bonds rose
sharply in recent months, further increasing borrowing
costs. Several factors caused the increase, including
stronger-than-expected economic growth during Q3
20283, the Fed’s emphasis that it will hold interest rates
higher for longer, and very elevated issuance of new

Treasury securities due to the large fiscal budget deficit.

These and other factors indicate we are in the
later stages of an economic cycle. We are
overweight bonds vs. stocks, and fixed income
and equity portfolios are positioned according to
this late economic cycle viewpoint.
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INFLATION

LABOR MARKET

The Federal Reserve’s preferred measure of inflation is “core,”
which excludes food and energy prices because inflation in those
categories is very volatile. While “core” inflation remains well above
the Fed’s 2% target, it is declining. “Headline” inflation has increased
somewhat in recent months due to shelter inflation, and specifically,
the unique way in which shelter inflation is calculated. Shelter
accounts for 35% of the headline inflation number, and most of

that figure (75%) is based on “owners’ equivalent rent.” Owners’
equivalent rent is based on a survey of homeowners as to how much
they would rent their home for. That metric shows shelter inflation

is accelerating. In contrast, actual measurements of rent and the

list prices of homes for sale do not show a concerning acceleration
in shelter inflation, and we believe this is a more accurate
representation of shelter inflation. We expect overall inflation to
continue to gradually decline towards the Fed’s 2% goal.

VARIOUS CPI MEASURES
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The Federal Reserve has a dual mandate: maximize employment and
ensure price stability, which the Fed has quantified as a 2% inflation
rate. The Fed must counterbalance these two objectives, and
currently, inflation is clearly above its 2% goal, and the unemployment
rate is near a 50-year low. With employment at or near maximum, the
Fed’s predominant focus continues to be on bringing inflation down.

U.S. UNEMPLOYMENT RATE
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While wage inflation is down from its early 2023 pealk, it is still well
above 4% and too high for the Fed to achieve its 2% inflation goal.
Consequently, the Fed is trying to slow economic growth enough
to loosen the labor market while avoiding a recession. However,

as evidenced by the chart above, the Fed'’s task is extremely
challenging. Historically, most increases in unemployment have not
been contained to just a slight rise, and recessions have followed
nearly all increases in unemployment, as indicated by the shaded
areas on the chart above.

MEDIAN WAGE INFLATION

Source: Federal Reserve Bank of Atlanta, Bloomberg
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Economic growth has been stronger than expected in 2023, helped
by the highly resilient labor market that has supported consumer
spending. Consumer spending growth has surprisingly accelerated

through 2023.

INFLATION ADJUSTED GROWTH OF PERSONAL
CONSUMPTION EXPENDITURES
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While most labor metrics remain strong, there are some signs the
Federal Reserve is beginning to have an impact. For example,
temporary help employees, which are usually cut before permanent
employees late in an economic cycle, are down from the 2022 high.

MILLIONS OF TEMPORARY HELP EMPLOYEES

Source: Bloomberg
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FEIXED INCOIME

HIGHER INTEREST RATES FOR LONGER

The Federal Reserve (Fed) and other major central banks think they
are approaching the end of their respective tightening cycles. The
market focus has shifted from how high rates are going to go up to
how long the Fed will keep interest rates at these high levels. In the
third quarter, the Fed hiked another 0.25% in July. At the Federal
Reserve’s September Federal Open Market Committee (FOMC)
meeting, the committee paused its target terminal Federal Funds
rate range at 5.25-5.50%, as core inflation slowed but real economic
activity reaccelerated.

The FOMC surveys committee members quarterly to see where
they believe rates will need to move in the future. The results of the
survey are charted in what is commonly known as the “Dot Plot,”
with each dot representing a member’s vote. The September dot
plot sent a “higher for longer” message to markets as the median
projection for the fed funds rate in 2024 and 2025 rose 0.50% each
to 5.1% and 3.9%, respectively.

THE DOT PLOT COMPARISON
IMPLIED FED FUNDS TARGET RATE
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The lime green line tracks the consensus, which shifted upwards
between the June and September forecasts, reflecting the “higher for
longer” messaging from Fed Chairman Powell at the September meeting
in saying that “inflation pressures continue to run high, and the process of
getting inflation back down to 2% has a long way to go.”

For much of this rate-hiking cycle, the market has been unconvinced, and
despite Chairman Powell constantly reminding the markets of the Fed’s
commitment to achieve a 2% inflation rate, the market has been betting
that the Fed would cut rates aggressively by January 2024. Market
expectations have changed since the last Fed meeting in September.

The implied probability of future FOMC rate decisions chart below
uses the Fed Funds futures trading data to calculate the chances
of a rate hike, or cut, at each future FOMC meeting. The market

is still forecasting a peak terminal rate hovering near 5.50%, but
the market’s expectations have shifted to reflect the Fed’s higher
interest rates for longer message.
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Much of the rise in interest rates seen in the third quarter is not from
expectations for a higher terminal Fed Funds rate, but rather from
the expectations that the Fed will hold rates at these much higher
levels for longer than originally anticipated.

There are sound fundamental reasons for the rise in yields during
the third quarter such as the Fed’s emphasis that it will hold interest
rates higher for longer and the large fiscal budget deficit. This
caused real (inflation-adjusted) interest rates to rise as well. The real
10-year U.S. Treasury yield was 2.23% at the end of the third quarter.
Higher real rates have historically resulted in drags on the overall
business cycle.

The contribution from the technical forces that recently pushed
yields up currently will eventually flip and cause yields to come back
down. The selling pressure will likely end when the weight of rising
financing costs causes enough stress on economic growth and labor
market conditions that market participants begin to anticipate a
near-term rate cut by the Fed.

We believe we are much closer to this hiking cycle’s end than we
are to its beginning. With the increase in interest rates, the mark-
to-market value of a fixed-income portfolio may fall, but this can be
offset by increasing income from higher reinvestment rates. The
bond math is much more supportive of future positive returns than
it has been for some years and income return will likely eclipse

any potential further shorter-term declines in bond prices. Finally,
we continue to prefer higher-quality bonds and seek to add value
through asset allocation and security selection.
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EQUILLLES

COMPOSITION OF 2023 STOCK RETURNS:

NARROW BREADTH

EQUITY VALUATION

The sharp increase in long-term interest rates since July caused a 9%
decline in the S&P 500 from the end of July to the end of October,
but the total return of the index is still a strong 11% year-to-date
through 10/31. Returns have been driven by a very small number

of the biggest technology companies due to excitement around

the development of artificial intelligence technology. In fact, the
concentration of total market returns in this handful of stocks has
become so remarkable, the media created a label for them: The
Magnificent 7. Stocks in the Magnificent 7 include Alphabet (Google),
Amazon, Apple, Meta (Facebook), Microsoft, Nvidia and Tesla.

Year-to-date through October 31, the Magnificent 7 index has
returned 78% and accounted for 97% of the appreciation of the S&P
500 index.

2023 TOTAL RETURN THROUGH OCTOBER 31
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In contrast, the total year-to-date return through October 31 for the
equal weighted index of the S&P 500 (lime green) is -2%. Even more
remarkable, the year-to-date return of dividend paying stocks is even
worse at -7% (as indicated by the dark green line above).

The valuation of the S&P 500 remains higher than its long-term
average and this is entirely due to the fact that growth stocks
are expensive. Value stocks trade below their long-term average
valuation multiple.
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EQUITY MARKET LEADERSHIP

Enduring leadership changes in the stock market are common
around market lows and/or during economic recessions. Technology
had led the market for years up to the 2022 decline, during which

it underperformed. After a very brief period of underperformance

in part of 2022, technology stocks resumed their long streak of
market-leading returns. However, considering the historically
elevated valuation of growth stocks vs. value stocks, we believe a
more significant leadership change is likely if there is a recession
sometime in 2024. Value stocks typically outperform during periods
of strong economic growth, particularly early in economic cycles.
We also believe dividend paying stocks are likely to perform much
better in the future than they have so far in 2023. Over longer
historical time periods, dividend paying stocks have significantly
outperformed stocks that do not pay a dividend and we expect that
to resume in the future.
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DISCLOSURES

This communication may include forward-looking statements. All statements other than statements of historical fact are forward-looking statements (including words such as "believe,

nn na,

"anticipate,” ‘may,

nu

estimate,”
will," “should,” and "expect”). Although we believe that the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such
expectations will prove to be correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements. Past performance

is not indicative of any specific investment or future results. Views regarding the economy, securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed

to be accurate and may result in economic loss to the investor. Any information provided by H&R regarding historical market performance is for illustrative and education purposes only. Clients

or prospective clients should not assume that their performance will equal or exceed historical market results and/or averages. The material listed in this communication is current as of the date
noted, and is for informational purposes only, and does not contend to address the financial objectives, situation, or specific needs of any individual investor. Any information is for illustrative
purposes only, and is not intended to serve as investment advice since the availability and effectiveness of any strategy is dependent upon your individual facts and circumstances. Results will
vary, and no suggestion is made about how any specific solution or strategy performed in reality. H&R does not make any representations or warranties as to the accuracy, timeliness, suitability,
completeness, or relevance of any information prepared by any unaffiliated third party, whether linked to Adviser's web site or incorporated herein, and takes no responsibility therefor. All such
information is provided solely for convenience purposes only and all users thereof should be guided accordingly. Investment process, strategies, philosophies, portfolio composition and allocations,
security selection criteria and other parameters are current as of the date indicated and are subject to change without prior notice. Unless specifically stated to the contrary, H&R does not endorse
the statements, services or performance of any third-party vendor or investment manager. Investments in securities are not insured, protected or guaranteed and may result in loss of income and/
or principal. Diversification does not eliminate the risk of market loss. A long-term investment approach cannot guarantee a profit. All chart data has been sourced from YCharts and Bloomberg

Professional Services and Bureau of Labor Statistics.

HELLO@HOWEANDRUSLING.COM - (585) 325-4140 - 120 EAST AVENUE, ROCHESTER, NEW YORK 14604
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