MARKET COMMENTARY 4™ QUARTER 2023

Summary of Letter

1. If the two sources of real GDP growth are growth in the labor force and productivity growth, we will need Artificial
Intelligence to provide more productivity growth as we are not expected to grow our labor force over the next 10 years (not
considering the current mass migration over our southern border).

2. While stock markets have regained the levels reached before the 2022 bear market, the level of interest rates will be an
important factor for future gains.

3. There are a lot of crosscurrents in the current environment. In addition to the tension between higher interest rates and high
stock valuations there are seeming discrepancies between GDP growth and Leading Economic Indicators and differences
between GDP growth and Earnings Per Share growth of S&P500 companies.

Artificial Intelligence:

This letter was not written by Al (Artificial Intelligence). Maybe that should be a disclosure on most things we read these days.
Because Al was not involved in the creation of this note, it will retain all human biases. This compared to the biases of Al (which
happens to also be programed by humans--user beware).

Will Al take over the world? | suppose if we connect the Al computers to critical systems without human gatekeepers and they figure
out that humans are the problem. Perhaps we should avoid that. From an economic standpoint, Al could cause a productivity boom
which is needed to maintain an economic growth rate in line with our growth rates in the past.

Our economy can grow if we gain more workers, and if those workers are increasingly productive. Our potential for real growth in
the economy is the sum of these two numbers. From demographics, we know that our workforce will not be growing much if at all
over the next 10 years. So, rather than taking jobs, Al has the potential to expand productivity more than otherwise would occur,
therefore helping to grow our economy closer to historical norms.

There is a chance, however, that our labor force will grow. It’s hard to define the magnitude of the migration on the southern border.
By one measure, there have been approximately 8 million encounters over the past three years, with most allowed to stay in the US.



Assuming that 70% were allowed to stay, and that these people are productive workers, they alone could increase our labor force by
over 3%. Regardless, they will have a material impact on the economy. This could look like some combination of higher profits for
companies (cheaper labor), a higher economic growth potential or higher poverty and social spending. Something to keep an eye on.

The Stock Market And Interest Rates:

The process of extracting ourselves from the manipulated price of money (interest rates) continues. Stock markets rebounded in
2023, offsetting most of their losses (depending on asset class) from 2022. The S&P500 regained its losses and grew 3% above where
it ended 2021.

With historic losses during 2022, bonds only made up a fraction of the losses this year posting a gain of 5.65%. While 2023’s positive
return of 5.65% was a welcome change, over the last 5 years bonds have produced an average annual return of only 1%. Now that
yields are higher, bonds are more attractive. Also, for the first time in about 15 years, during 2023 you were able to earn a
reasonable return on cash balances.

The level of interest rates will be important for the equity market as we move through 2024. An example will help explain why.

If interest rates are 1.5%, your S1 received today will be worth $1.16 in ten years. If interest rates are 4.5%, that $1 dollar would
grow to $1.55. Just as higher interest rates make today’s dollar grow a lot, they also make future dollars deteriorate more when
valued today. You should be more excited about receiving a $1 today vs. $1 ten years from now. The $1 today will buy more.

Investing in stocks is buying an interest in the stream of future cash flows of companies. The price you pay today should reflect your
best guess as to what that stream is worth. As interest rates increase, those future dollars become worth less and less today.
Because of this, stock valuations have tended to be lower when interest rates were higher. Of course, interest rates are not the only
metric that impacts valuation (earnings growth does as well).

One way to see the impact of higher interest rates is to look at the market value of an investment that is made up only of known and
contracted cash flows. In other words, an investment where we know there will be no earnings growth. TLT is a fund that invests in
20- year Treasury securities. From the beginning of 2022, the return of this fund is -29%. Over this same time period the 30 Year
Treasury yield increased from 2% to 4%.



The impact of interest rates rising from the beginning of 2022 through today has caused these cash flows to be valued 29% less than
they were.

The valuation (Price/Earnings ratio) of the market has declined by roughly 8% over that same span. In other words, the price of
future cash flows for stocks has declined by 8% over the same period during which the price of future cash flows for bonds has
declined 29%.

Earnings growth could be a factor explaining the difference, but it would not be the actual earnings growth over the last two years.
From 12/31/21 through the consensus estimate for 12/31/23, reported earnings per share growth is expected to decline 2%.
Operating Earnings per share (before all expenses) is expected to increase 2.5%. Nothing to write home about.

Perhaps investors are paying premium valuations for stocks because of expected future earnings growth? The consensus estimate
for 2024 operating earnings suggests an 11% growth rate in earnings. This would be impressive given that the Leading Economic
Indicators has been declining for 20 straight months (more on that in a moment). But if earnings growth materializes at this level and
the market remains at its current value, the valuation would be back close to its 25-year average.

Inflation does seem to be receding, and interest rates have also declined from their peak. Current expectations are for the Federal
Reserve to cut short term interest rates in 2024. The market does seem to be relieved about this news, but the concern is that even
after 4% to 6% inflation is quashed, interest rates may still remain too high to defend current valuations.

Cross Currents:

The Leading Economic Indicators have been declining for 20 consecutive months. Perhaps this composite indicator that includes
measures of interest rates, consumer expectations for business conditions, new orders, building permits, average weekly hours
worked, manufacturer’s new orders and average weekly initial claims for unemployment insurance is missing something? Maybe so.
Nominal GDP growth (including inflation) increased 9.1% during 2022 and 7.2% so far this year. GDP growth up over 16% while the
LEI declines for 20 months!?

While nominal GDP growth grew 16.8% since the end of 2021, The Office of Management and Budget’s estimate of corporate profits
went up 12%. However, a few paragraphs ago | wrote that the reported earnings per share growth was close to zero. How can this
difference be explained? A few possibilities to consider:



- The government statistics may be wrong.
- Corporations issued enough new shares of stock, diluting the extra income over more shares causing the per share growth
to be close to zero.

- The extra ‘corporate earnings’ calculated by the government did not flow to public companies, instead ending up with
privately held corporations.

Where does all this leave us? What do we expect for 2024? Fixed Income returns were good in 2023 and we expect them to be
decent in 2024. The outcome for equity markets is more murky. The valuation of the stock market remains high. The strong rebound
in market prices last year was not matched with a strong rebound in earnings. But the GDP reports suggest otherwise. Consensus
expectations currently call for decent earnings growth in 2024. Conversely, 20 months of declining LEI’s is a pretty compelling data
point. Can we really avoid a recession?

Along with higher consensus earnings actually occurring, lower interest rates would help defend higher valuations. A key factor here
is the ability of the Government to successfully sell more Treasury Bonds to investors than they have before. $7.6 trillion of US public
debt is expected to mature in 2024. Additionally, the Treasury will have to sell $1.6 trillion or so as a result of the expected budget
deficit. This extra supply of product (Treasuries) will have to enter the market without dropping prices. If prices do drop to attract
buyers, then interest rates will rise and this will cause a headwind for stocks.

Please call us with any questions.

Peter B. Harre, CFA



