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Heading for a Soft(ish) Landing

Last quarter’s Commentary presented our case for a soft landing for the U.S. economy — one we
will walk away from. We remain committed to this view. The long term outlook continues to
deteriorate, largely due to the Federal government’s inability to reign in deficit spending. The
fiscal drag from higher interest payments on ballooning debt will draw resources better used for
more productive purposes.

The near term picture is brighter. The Federal Reserve’s record pace of rate hikes over the last
year-and-a-half are now showing results. Core inflation is declining, notwithstanding the August
blip (primarily) from rising energy prices. As shown below, the trend is moving in the right
direction. Energy costs will remain a wild card for the inflation outlook; however, history shows
price spikes in the absence of significant supply shocks are often quickly reversed.
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While the Fed’s actions are producing the desired effect on inflation, most of the rest of the
economy is holding its own. Employment data, while showing softness from peak levels, remain
strong by historic standards.

Much has been said about consumer debt levels, particularly with the end of most student loan
deferments/forgiveness. While debt service is always a drag on consumer spending, it remains
well below levels witnessed before the financial crisis a decade-and-a-half ago. If the Fed is
reaching the end of its tightening cycle — and we believe it is, even if rates do not fall appreciably
—the consumer sector should pull through. The savings rate is low, but it will recover.

Any Landing You Can Walk
Away From Is a Good One

This phrase was initially coined by
photographer Gerald Massie in 1944
following the crash landing of the B-17
bomber in which he was flying. Chuck
Yeager, the first person to break the
sound barrier, later added ‘If you can
use the airplane the next day, it’s an
outstanding landing.’

Household debt service ratio
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The Fed kept its key rate unchanged at its September meeting but reiterated its intent to remain
vigilant and data dependent. This is interpreted as a ‘higher for longer’ approach. Only small
cuts projected into 2024 and 2025. ‘Real’ interest rates — the nominal rate minus inflation — are
noticeably positive. Historically, this status creates enough pressure on economic activity to
dampen inflation. We are seeing this now. The Fed’s 2.0% inflation target remains well in the
future, but we are moving in the right direction.
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Protecting the Downside

We expect economic activity to progress at a slow but steady pace as monetary policy completes
its work. As always, we ask, ‘What if we’re wrong?’ Protection of client wealth is paramount; our
philosophy is built on broad diversification and attention to valuation.

Major U.S. market averages are near peak valuations. As noted in previous writings, this position
is driven by a handful of mega-capitalization growth themes. Sectors identified as value themes
(energy, industrials, finance, and stable growth, among others) are priced at their long term
average multiple and yield levels. Opportunities exist inside these areas, and valuations provide
support if markets do not behave as expected.

Valuation opportunities are even more pronounced overseas. Earnings multiples and dividend
yields are near two-decade levels of attractiveness compared to U.S. markets. While the rest of
the world has its challenges as well, these appear adequately discounted at current prices.
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Together, a broadly diversified equity
portfolio with a high quality value tilt
and healthy international exposure
will provide a strong combination of
reasonable growth and controlled
risk. Add to this mix high quality,
short- to intermediate-term fixed in-
come; yields on such issues are above
current inflation rates and will lock in
those returns well beyond the end of
the Fed’s tightening cycle.

In Sum

History shows that markets anticipate
changes in the economy and Fed pol-
icies. We believe a recession will be
avoided and the Fed is reaching the
end of its restrictive stance (although
rates will not fall as quickly as many
hope). A diversified, conservatively
structured portfolio will provide ap-
preciation potential and risk control.
While the timing is uncertain, we are
confident we will walk away from this
landing.
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