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Q3 Review: No Boom, No Bust

As we head into the final quarter of the year, the prevailing theme regarding the economy has become
“no boom, no bust.” Inflation is trending down, the economy is expected to see moderate growth, and it ap-
pears the Federal Reserve may be on track to engineer something of a “Goldilocks” scenario, slowing the
economy enough to bring down inflation, but without tipping the economy into a recession. Uncertainty re-
mains elevated, and there are still potential risks on the horizon, but we enter the final quarter of the year with
a sense of cautious optimism.

The first seven months of the year U.S. Stock Market Performance
saw a strong rally in the markets that lifted
stock prices from the heavy losses seen in
2022. By the end of July, the S&P 500 had
recovered all but 4.4% of the 25.4% de-
cline seen during the bear market of 2022.
Unfortunately, the markets entered choppy
territory in the late summer. The S&P 500
ended the quarter down 3.7% and has re-
turned 10.16% year-to-date. The tech-
heavy Nasdaq index has had a more im-

pressive rebound this year, returning -
24.7% year-to-date, but the index entered
correction territory during the later part of
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the summer as investors reconsidered the impact that higher interest rates would have on the tech sector, which
1s more sensitive to rate changes. The Fed’s recent messaging that rates will be higher for longer has also sent
Treasury yields higher, leading to volatility and losses in the bond market. The broad-based Morningstar US
Core Bond Index lost just over 3%, the largest quarterly loss since the third quarter of 2022, when many bond
funds posted their worst losses ever. Historically, bonds have had a negative correlation to stocks, meaning
that losses in the stock market are offset by gains in the bond market. Investors have had a challenging few
years with both stocks and bonds seeing downward pressure.

It should be noted that much of the year’s gains in the stock market have been highly concentrated
among a handful of mega-cap tech stocks like Apple, Amazon, and Nvidia. As of early September, the top sev-
en contributors to the U.S. stock market had returned a collective 66.3%. When these stocks are excluded, the
Russell 3000’s (a broader measure of the stock market than the S&P 500) year-to-date returns fall from 20.3%
to just 10.8%. This handful of large-cap tech and communication stocks were also the hardest hit during last
year’s selloff, so much of this year’s rally was making up for last year’s losses. These stocks are also extreme-
ly expensive compared to the rest of the market’s valuations. One of the best ways to analyze stock valuations
is by looking at the ratio of price to earnings. Historically, the average ratio is 14. Today’s mega-cap stocks are
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trading at levels far above this. Apple is trading at 28.77 times earnings, Tesla is at 70.88 times earnings, and
Nvidia is trading at a staggering 99.5 times earnings. By comparison, Exxon Mobil is trading at just 9.3 times
earnings and has gained more than 30% in the past 52 weeks. The dominance of just a handful of stocks in a
singular sector introduces a great deal of concentration risk to the market, and we would like to see a broaden-
ing out of the market rally to other sectors of the market.

As has been the case since the central bank began its rate hike cycle, the Fed continues to drive much
of the market. After raising interest rates from basi- Treasury Vield and Federal-Funds Rate

cally zero in early 2022 to their current level of
5.25%, the general consensus is that the hikes are —
likely nearing their end. The Fed left rates unchanged  ° flecthe ete
at the two most recent meetings of the Federal Open PearTeasuy
Markets Committee (FOMC), the collective of Fed v
chairs who determine the key Fed funds interest rate.

We may see one more rate increase this year. Traders

put the current odds at about 30%, but the forward- -
looking markets are already looking past another po-

tential rate hike, and the question for investors has

10Year Treasury
Yield

shifted from “how high will rates go?” to “how long ° ~ — o
will they stay elevated?” as investors try t0 asseSs @  suce el Resere Feonoric Gtabes
potentially lengthy period of high rates.

Projections from the latest FOMC meeting
indicate that the Fed, having potentially achieved a rare soft landing (which has occurred just once out of the
past 11 rate hike cycles), is attempting something even more rare: a gradual decline in interest rates. The Fed
indicated no rate cuts until at least the second half of next year, and once they do begin coming down, the Fed
intends a series of gradual decreases spread over several years. History suggests this is unlikely to come to fru-
ition. There is a saying in finance that goes “rates take the stairs up and the elevator down.” Rate cuts histori-
cally come down quickly, usually in response to an economic downturn or financial shock, such as the finan-
cial crisis of 2007 or the Covid pandemic. Even during the one previous soft landing in the early 1990s, the
Fed abandoned their rate cut plans as the economy picked up steam and inflation resurged. Still, the markets
seem to have taken the Fed at face value and reacted to the prospects of a lengthy era of higher rates. Treasury
yields surged and the markets were somewhat roiled, adding to the increased volatility we have seen in recent
weeks. The key questions facing both investors and the Fed are whether rates are high enough to truly beat in-
flation and whether the economy has enough steam to power through a period of elevated rates. The impact of
tighter monetary policy has been said to have a “variable and lagging” impact on the economy, meaning that it
can take some time for higher rates to work through the economy before slowing growth and inflation.

On the inflation front, meaningful progress has been made. After peaking at an annual rate of 9.1% in
June 2022, inflation, as measured by the consumer price index (CPI), had dropped to just 3.0% in June of
2023. Inflation reaccelerated in the end of the summer, and August’s annual CPI reading came in at 3.7%,
highlighting the uneven path inflation is likely to take, even as it continues to trend down over time. More than
half of August’s inflationary gains were due to higher energy prices. Energy prices surged 5.6% on a month-to
-month basis, led by a 10.6% jump in gasoline prices as oil crested above $90 per barrel. The global energy
supply is likely to remain constrained as geopolitical factors like the war in Ukraine and OPEC’s production
cuts further exacerbate existing inefficiencies caused by governmental policies around the world that seek to
move away from fossil fuels. This supports our stance that inflation is likely to remain “sticky” in the coming
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months and years, not as high as recent peaks, but likely
higher than the Fed’s 2% target.

Another factor likely to keep inflation elevated
is the housing market. After a red-hot run in the years
following the pandemic, the highest mortgage rates in
more than 20 years have brought the market to a virtual
standstill. Existing owners who are locked into low

mortgages are reticent to sell, resulting in historically
low inventory on the market. The ultra-tight market has
pushed prices higher, but mortgage demand has cra-
tered, and many prospective buyers are being priced
out. The good news is that rents have seen a substantial decline in recent months, and real time data regarding
housing costs have shown a marked improvement. The bad news, however, is that the method CPI uses to cal-
culate housing inflation is arcane and subject to significant lag, and housing costs account for roughly 40% of
the total CPI reading. The severity of the lag and the sizable impact of the sector means that CPI is not a par-

ticularly accurate reflection of the prices consumers are facing.

Economists have begun to sound the alarm about this potentially skewed data and how it is misleading
the Fed. Professor of Economics at Duke University, Campbell Harvey, best known for pioneering the idea
that an inverted yield curve acts as a recessionary signal, argues that the Fed’s reliance on lagging data “makes
no sense whatsoever” and is totally “disconnected from market conditions.” When shelter is excluded, infla-
tion was up just 1.9% on a year-over-year basis in August, according to the Labor Department. In the profes-
sor’s estimation, the Fed has already achieved its goal of taming inflation and is now at risk of driving the U.S.
economy into a recession. It should also be noted, historically, that there is a lag between the initial yield
curve inversion and a recession of about 14 months, which further supports Professor Harvey’s view that we
could be heading for a recession in the coming months.

Presently, recessionary risks appear subdued. Economic activity remains unexpectedly strong. Retail
sales in August came in higher than expected, though the bulk of the increase was due to Americans paying
more at the pump. Still, even when gas sales are excluded, retail sales increased 0.2% for the month. There are
some signs that household budgets are being stretched by inflation. When adjusted for inflation, wages in Au-
gust fell 0.5%. Reliance on credit cards has picked up, with the nation’s collective credit card bill topping $1
trillion for the first time. Delinquencies have also ticked higher, as have credit card “losses,” meaning the
amount of debt that banks are writing off as uncollectible. Much has also been made of the declining house-
hold savings rate, which has plummeted from the levels seen when Americans were stashing away the govern-
ment’s generous stimulus checks. A large portion of that excess savings has been spent down, particularly in
households at the lower end of the income spectrum, and the monthly savings rate is lower than pre-pandemic
levels. Much of this is offset, however, by the increased wages Americans are receiving. The savings rate, as a
percentage of income, has fallen, but that is largely because incomes have increased, so even if the amount
saved has not significantly changed, it represents a smaller piece of a relatively larger pie. All things consid-
ered, household finances in the U.S. are strong.

The ultra-tight labor market—which has given workers additional leverage to push for higher wages,
driving inflation higher—has shown initial signs of cooling. August’s 187,000 new jobs were slightly above
expectations but represent a slowdown from numbers seen in the post-pandemic era. Previous months also
saw a sizable downward revision, with 110,000 fewer jobs created than initially reported. The unemployment
rate saw a marked increase to 3.8%, up from 3.5% the month prior. This is potentially a welcome sign, howev-
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er, as the increase represents an increase in the labor participation rate, which tracks the portion of the popula-
tion who are either employed or actively looking for work. Some 736,000 Americans joined the workforce in
August, bringing the participation rate to 62.8%, its highest level since February 2020, just before the pandem-
ic began. This may be sign that more Americans are confident in the economy and the infusion of new workers
means there is more slack in the labor market and wage gains should continue to slow, which is good news for
inflation’s trajectory. It may also be a sign that Americans are exhausting their savings and feel compelled to
re-enter the workforce, which could mean weaker consumer spending in the coming months.

While the Fed and its efforts to combat inflation will continue to drive the markets, they may be rele-
gated to background noise in the coming months as investors focus more on how strong the economy and cor-
porate profits will be over the next 3 to 6 months. The recent resilience of the economy is likely to withstand
another 25 or 50 basis point increase in interest rates. Analysts have shown surprising optimism in the coming
months. Estimated S&P 500 profits for the S&P 500 are higher now than they were a month ago. Usually, esti-
mates made months ahead of time are overly optimistic and get whittled down as time goes on. Seeing the op-
posite take place is quite rare and speaks to the market’s confidence in the economy.

This is not to say that we are out of the woods entirely. The U.S. economy and indeed the entire global
economy is in a very fragile place, and while it appears that we are successfully waling a tightrope between
resurgent inflation and economic slowdown, the markets are very susceptible to external shocks. The country
is facing a wave of strikes, with the latest being the autoworkers union. Most analysts feel the strike will have
a muted impact on the economy, especially if it is resolved quickly and the union and automakers can reach an
agreement that satisfies workers without making the companies less efficient or competitive. A similar bit of
gamesmanship is taking place in D.C., as the government deals with a looming shutdown. Again, the markets
expect the impact of the shutdown on the economy to be limited and investors are largely looking past Con-
gress’s performative antics. Still, there is a fog of uncertainty around the next 3 to 6 months and we may not
have a clearer sense of the economy’s momentum and inflation’s winding path until early next year. In the
meantime, investors should be aware of their risk tolerances, maintain a diversified approach, and focus on
their long-term investing goals.

Hanover Advisor Bulletins
Special Reminders to all Hanover Clients

+ We invite all clients to schedule an online portfolio review. Because we respect your time, we offer three
different meeting formats that vary in length and level of specificity. For more information or to schedule
a meeting, please contact us.

¢ The Hanover Advisors website can be accessed at hanoveradvisorsinc.com. There you will find our latest
newsletter and investment commentary, articles, our blog, and videos. You can also learn more about our
services, access both the Black Diamond performance reporting system and your Pershing brokerage ac-
count(s).

+ All Hanover clients have free access to our internet-based reporting system known as Black Diamond.
This robust system provides comprehensive performance reporting, asset allocation and risk assessment
on clients’ portfolios. Our office is available to assist in accessing and utilizing the Black Diamond sys-
tem.

The content of this newsletter is based on information from sources believed to be reliable. However, accuracy and completeness can not be guaranteed. We recommend clients consult their legal or tax advisor
before making any investment. Nothing herein should be construed as an offer, or the solicitation of an offer, to buy or sell any security. The publisher and its associates, directors or employees may have

positions in and may from time to time make purchases or sales of securities mentioned herein. We cannot guarantee, and you should not assume, that future recommendations will equal the performance of
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