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As the final quarter of the year begins, markets are grappling with rising interest rates and
continued economic uncertainty. These factors led the S&P 500 to decline 3.3% (with reinvested
dividends) during the third quarter while the U.S. Aggregate bond index lost 3.2%. On the surface,
these issues echo the many concerns that investors faced last year when inflation and higher rates
resulted in a bear market. Other factors including the narrowly averted government shutdown and
cracks in China's economy have also added to investor fears. Amid the seemingly constant stream
of negative headlines, how can long-term investors stay positive as they prepare for the final
months of the year?

One reason that investing over the course of a lifetime is difficult is the natural tendency to focus
on the negative. In psychology, this is often referred to as negativity bias, an effect that causes
individuals to allow a few seemingly bad events to outweigh overwhelmingly positive ones.
Investors are prone to this cognitive bias because positive news tends to be slow-moving, the
result of small gains that compound over time. In contrast, bad news tends to occur suddenly and
without notice, resulting in dramatic changes to expectations. Thus, an important discipline for
long-term investors is to maintain perspective in order to properly weigh long-term gains against
short-term risks.

When it comes to today's market, focusing only on the negative ignores the many positive
developments this year. Specifically, despite some surface similarities to last year, the underlying
factors driving markets in 2023 are unique for several reasons.

First, unlike last year when inflation was rising to four-decade highs, inflation is now improving
considerably. The Consumer Price Index has decelerated to 3.7% on a year-over-year basis, far
below its June 2022 high of 9.1%, while core CPI has slowed to 4.3%. Other measures such as PCE
and PPl have shown even greater improvements. This is evidence that the economic shocks from
rising prices due to the pandemic supply crunch and spike in consumer demand have already
begun to stabilize.

Second, markets declined last year in anticipation of a recession that has not occurred. While a
further slowdown is possible, so far the economy has been far more robust than anticipated across
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many measures. The Atlanta Fed's GDPNow estimate for the third quarter is still 4.9% and
unemployment remains historically low at 3.8%. The economy is doing far better than even the
most optimistic forecasts last year predicted.

Third, after one of the most rapid rate hike cycles in history, the Fed is now pausing and waiting.
This means that short-term rates are not likely to rise significantly, even if they do remain higher
for longer. The initial shocks of rapid policy rate increases have been working their way through the
real estate market, the banking sector, technology stocks, and more. As the financial system
adjusts to these rates and stabilizes, stock and bond prices could do so as well.

This is not to say that there are not still challenges facing investors in the coming months. Instead,
this backdrop is a reminder that while markets tend to rise over long periods of time, they never do
so in a straight line. This is true even when the market and economic environment is improving,
especially when compared to what investors had expected just a year ago. The following are five
key insights to help investors see past the constant negativity in the fourth quarter and beyond.

1. Stocks have held onto strong gains while bonds have struggled
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Stock and Bond Annual Returns h quarter, the S&P 500 has held onto positive
S&P 500 and Bloomberg U.S. Aggregate Total Returns gains with the S&P 500 generating a total
return of 13.1% year-to-date, with
dividends, and the Nasdaq gaining 27.1%.

This is in sharp contrast to last year's bear
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markets can rebound with little notice. The
index has been propelled by sectors such
as Communication Services (+40.4%),
oo Us Ageregate Information Technology (+34.7%), and
Consumer Discretionary (+26.7%). Returns
in these areas have more than offset poor
performances by sectors such as Utilities (-

14.4%) and Real Estate (-5.4%).
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Unfortunately, higher interest rates mean
that the bond market has struggled over the past two months. The U.S. Aggregate bond index has
now declined 1% this year, resulting in fears of a repeat of last year. However, not only is this far
better than last year's bond bear market, but bond yields are now at their highest levels in a
decade and a half.
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2. Interest rates have risen to 16-year highs
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Real Interest Rates

10-year real inflation-adjusted interest rate based on TIPS
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Higher bond yields are positive for
investors who can benefit from greater
portfolio income. It's also important to note
that these rising bond yields are not the
same as last year's. Improving inflation
means that bonds are even more
attractive today since "real" interest rates -
that is, the value of the interest payments
that investors receive after adjusting for
inflation - have increased as well. The 10-
year TIPS yield is now above 2.2%,
resulting in better income generation for
investors than at any time since 2008.

Additionally, higher rates this year are a
continuation of the uptrend from the past
couple of years. In other words, the jump in

rates this year is not as much of a surprise to markets as in 2022 when inflation suddenly
accelerated. Over time, higher long-term rates could even be a positive if the yield curve re-

steepens and economic growth continues.

3. The economy has been stronger than expected
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GDP Growth Components Over Time
Quarterly GDP growth rate (SAAR) and contributions
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Despite the many predictions for a
recession in 2023, economic growth has
remained robust in 2023. Consumer
spending has been stronger than expected
while business and government spending
have helped along the way. Whether this
can continue is an open question, but in
the worst case a recession has been
postponed to 2024.

On the other hand, the labor market is still
one of the strongest in history with
unemployment below 4% and wage growth
near 4.5%. The number of job openings,
while starting to decline, still far outpaces
the number of unemployed individuals.
Some measures of manufacturing, such as

the ISM index, remain in contractionary territory, but the non-manufacturing counterparts have
been persistently strong. In all, there are many signs that the economy can continue to grow as the

shocks of inflation and interest rates stabilize.
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4. The Fed expects to keep rates higher for longer

et EomontcChrtook | ocaber 22075 R Improving inflation and stronger-than-
Federal Reserve Dot Plot WA D expected economic growth have raised the
FOMC Participants’ Projections of the Federal Funds Rate odds of a "soft landing" by the Fed. This
has allowed the Fed to slow and pause its
rate hikes after a historically rapid pace.
This is generally considered to be positive
news for markets as the financial system
absorbs and adapts to the higher rate
environment. While the Fed isn't expected

Central Banks

Fed Funds Rate (Midpoint)

Individual FOMC Member Prjections to lower rates until later in 2024 at the
— Median FOMC Projection .
' earliest, as shown in the accompanying
0.0_ Current 2023 2024 2025 2026 Longer Run Chart, hlgher but predlctable rates COUld

help support both stocks and bonds.
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5. Investors are fully in control of how and when they save and invest

While investment conversations tend to
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The Importance of Saving Early focus on market events, the truth is that
2 The hypothetical value of an initial $1,000 investment at age 65 based on starting |nVeStOr behavlor and act|V|ty play as
g age and the level of annual compound returns. For illustrative purposes only. i . .
g . important a role in investment outcomes.
* N This is because saving and investing earlier
\ oz o mesrer s can have a significant impact due to the
N | benefits of compound interest over time.
As the chart above shows, investing just 5
T o I . years earlier can result in important
‘ ‘ ’ differences when an investor reaches
retirement. So, while it's natural to be
x 30 = w = = = w o cautious when markets are seemingly

Age When Initial $1,000 Investment Is Made

moving sideways and there are negative
headlines, history shows that investing
earlier - and staying invested - are the best
ways to increase the odds of financial
success.

Sources: Cleamnomics

The bottom line? Despite the many reasons to be negative, the reality is that the
market and economic environment is far better than many expected just a year ago. In
the final months of the year, investors should maintain perspective and continue to
stick to their financial plans.
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