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LET THE GOOD TIMES ROLL

HIGHLIGHTS

The U.S. economy has not skipped a beat since 2024 began with the pace of
activity still strong. However, there is less clarity about whether inflation will
decelerate further.

Some investors anticipate a “no landing” outcome in which inflation stays above
the Fed's 2% target. Bond traders now anticipate the most likely outcome is

NICHOLAS P. SARGEN, PHD that the funds rate will be cut two times this year.

Senior Economic Advisor

While bond yields have increased considerably, the stock market rally has
continued, powered by growing optimism about the economy and Gen Al’s
potential impact on productivity.

Amid this, we are positioning investment portfolios with a relatively modest
overweight to risk. Despite our improving economic outlook, valuations remain
elevated with limited margin of safety.

A STRONG START TO 2024

The debate among investors at the start of this year was how long the economy could sustain above trend
growth and whether inflation would continue to decelerate. In response to the strong showing for the first
quarter, doubts about the economy’s resilience have waned. However, progress on the inflation front stalled
in the first three months, which has raised questions about whether it will be ongoing or temporary.

Consequently, there was a significant reversal in bond yields: Ten year Treasury yields increased by about
40 basis points in the quarter to close at 4.2% (Figure 1). They have since increased above 4.5% in response
to a strong jobs report for March and CPI inflation that reached 3.5%. This mainly reflects a reappraisal by
bond investors about the prospects for monetary policy easing this year: They now anticipate the funds rate
will end the year around 5.0% versus 4.0% previously.

Figure 1. Ten-year Treasury Yield, January 2020 to March 2024
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Equity investors were unfazed by this development, as the stock market continued to set record highs during
the first quarter. The S&P 500 Index posted a 10.5% return (Figure 2) and ended the quarter up by 27%
from its lows in late October. The tech sector continued to lead the way, powered by advances in Al related
stocks, although there was also a broadening in the market.

Figure 2. Investment Results by Asset Class

Stock Market 2023 Q12024
US (S&P 500) 26.3 10.6
NASDAQ 44.7 9.3
Russell 2000 16.9 52
International (EAFE $) 19.0 59
Emerging Markets (MSCI $) 10.2 2.4
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US Aggregate Bond 55 -0.8
Treasuries 4.1 -1.0
IG Credit 8.2 -0.4
High Yield 13.4 1.5
JPM EM Debt 1.1 2.0
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WILL THERE BE A “SOFT LANDING” OR "NO LANDING?”

Looking ahead, most economists have lowered the likelihood of a recession this year considerably amid
continued strong economic data. The economy appears on course to attain growth of about 2.3% in the
first quarter according to the Atlanta Fed’s model, following larger-than-normal increases in the second half
of 2023.

The key factor buttressing the economy is consumer spending, which accounts for nearly 70% of aggregate
demand. It increased by 0.4% in February, and the University of Michigan’s index of consumer sentiment rose
to the highest level since mid-2021, supported by strong stock market gains and jobs growth. Also, two of
the weakest sectors—residential housing and manufacturing—have shown signs of stabilizing.

The debate now is whether the economy will attain a “soft landing” in which inflation declines towards the
Fed's target of 2%, or “no landing” in which the economy grows at or above trend while inflation hovers
around 3%.

According to a recent Deutsche Bank survey, 45% of investors now believe a “no landing” scenario is the
most likely outcome. This compares with 38% of respondents who expect a “soft landing” and 17% who
foresee a recession this year.

The survey was taken after Fed Chair Jerome Powell brushed aside higher-than-expected consumer price
index reports in January and February. Powell told reporters at the March FOMC press conference that
these reports “haven't really changed the overall story, which is that of inflation moving down gradually on
a sometimes bumpy road towards 2%."

While bond investors have thrown in the towel regarding the expectation of six cuts in the feds funds rate
this year, and Treasury yields have backed up accordingly, equity investors see the glass as mostly full.

One reason equity investors are optimistic is they believe it is only a matter of time before the Fed eases
monetary policy, most likely by mid-year. And, although interest rates are up considerably from levels earlier
this decade, they are below levels for most of the post-WWII era.
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Another reason is equity investors expect corporate profits to support stocks in the wake of the strong
economy and revolution in Gen Al. The latest data based on national income analysis show that profit margins
are around 10% of GDP, which is near the average for the past decade, but far above the historic norm of
6% of GDP (Figure 3).

Figure 3. U.S. Corporate Profits After Tax (without IVA and Depreciation)/GDP
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In this regard, many investors are optimistic that Gen Al will contribute to a productivity surge such as the
one that eventually accompanied the tech boom during the 1990s.

RISKS TO THE BULLISH OUTLOOK

So, what could put a damper on this bullish outlook?

One risk is that Fed officials could alter their prognosis for monetary policy if inflation does not show signs
of receding by mid-year. While some investors interpret Chair Powell’s stance as being “dovish” since the
December FOMC meeting, he and other FOMC members have not indicated they would be willing to settle
for inflation around 3%. If they were to do so, it could undermine the Fed's credibility as an inflation fighter.
Therefore, the stock market could be vulnerable if Fed officials lessened how much they would consider
lowering interest rates.

A second risk is that investors are over-estimating the extent to which Gen Al is likely to boost productivity
in the short-to-medium term. Although it has the potential to be transformative over the long term, there
are typically long lags between the initial adoption of new technologies and their impact on the economy.
This was true, for example, both of the computer revolution in the 1970s and the adoption of the internet
in the mid-1990s.

A third risk is on the political front, both at home and abroad. This year’s U.S. elections are shaping up to
be some of the most consequential in history, with President Biden and former President Trump offering
completely different visions of how they would govern. Simultaneously, there is a chance that the leadership
of both chambers of Congress could switch for the first time, if the Republicans were to win control of the
Senate and the Democrats were to win control of the House.

The outcome is hard to predict, as the races for President and Congress are shaping up to be very close.
While investors have not placed significant bets on the outcomes thus far, markets could turn more volatile
after Labor Day, when the campaigns are in full swing.
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POSITIONING INVESTMENT PORTFOLIOS

Investment portfolios had a strong start to 2024, despite continued volatility. Looking forward, full valuations
are likely to limit upside while the market looks for rate cuts to spur continued growth.

In balanced portfolios, we favor a modest overweight to equities relative to fixed income. Despite our
improving economic outlook, elevated asset prices result in only a modest overweight risk posture within
the strategy. Valuations generally reflect a high probability of a soft/no landing scenario with limited margin
of safety at current levels, though there are still risks to the downside as policy remains restrictive.

In fixed income, we are positioning portfolios with a modest overweight to credit risk. Credit spreads
tightened further over the quarter and remain at historically tight levels, representing limited upside from
current levels. However, the improving economic outlook should support tight spreads, and portfolios seek
to take advantage of periods of strength by incrementally improving credit quality and liquidity. Interest
rates increased over the quarter and represent balanced risk reward. While the Fed is expected to begin
easing monetary policy in 2024 as inflation trends toward its target, they will likely remain in restrictive
territory for some time.

Within equities, we are maintaining a cautious stance but are selectively finding bottom-up opportunities.
Valuations have become stretched for the aggregate market following a strong start to the year, which was
driven by limited market breadth, though showing signs of improving. Earnings are expected to grow by high
single digits in 2024 following nearly flat earnings growth last year. We are prioritizing high barrier to entry
businesses with high returns on capital and maintaining a moderately defensive posture within portfolios.

Past performance is not indicative of future results. This publication contains the current opinions of the
author but not necessarily those of Fort Washington Investment Advisors, Inc. Such opinions are subject

to change without notice. This publication has been distributed for informational purposes only and .
should not be considered as investment advice or a recommendation of any particular security, strategy, or Fort Washlngton
investment product. Information and statistics contained herein have been obtained from sources believed
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