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Markets rallied from October to early December on hopes that the Fed’s rate hike
campaign has reined in inflation, without damaging the economy significantly, and
that the Fed will be in the luxurious position to cut rates for little reason next year,
juicing stock returns yet again. Inflation seems to have peaked and is in decline, with
the latest reading of November’s inflation report coming in at +.1%, better than
consensus +.3%, with the headline number at 7.1%. Oil prices are down into the $70’s
(flat for the year despite the disruption to Russian oil supplies), lower house prices
are gradually finding their way into the CPI inflation calculation, and China is slowly
opening their economy, which should help supply chains. Meanwhile, the US
economy has held up, posting an estimated 2.9% GDP growth for Q3 along with very
low unemployment (3.7%). Heading into December the S&P 500 was trading at nearly
18x estimated 2023 earnings (based on $230 consensus), reflecting a fair amount of
optimism for next year, despite the bear market and loads of uncertainty.

I hear a lot of talk about inflation being tamed next year and lower interest rates in response to a mild recession that
amounts to a tidy soft landing for the economy to reset and get ready for the next robust rebound. While there are
market data points that support this, such as the combination of modest credit spreads despite the severely inverted
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yield curve (see “What is the bond market telling us right now? That depends..”), there are a lot of flaws in this idealist
thinking. It will take time for investors to adapt, but we are in a new world, different than the past thirty years, where job
#1 for the Fed is keeping inflation at bay instead of stimulating the economy. In this world, stimulus needs to be used far

more sparingly than we are accustomed to.

If it is a soft landing, then significant rate cuts into the stimulative zone are unlikely. In the soft landing scenario, the
economy hangs tough with a minor slowdown, and inflation subsides enough that the Fed can slow and eventually stop
tightening. Job loss is not significant, and neither are defaults. That is certainly a good scenario and is one that the
current stock market rally is reflecting. But if this were the path for the economy, it is unlikely the Fed would deliver the
rapid pace of rate cuts that the bond market is starting to price. If a soft landing is coming, the bond market, with its 3.5%
10yr yield, could be setting itself up for disappointment.

On the other hand, it could be the bond market that is correct, but those hoping for rapid rate cuts should be careful of
what they wish for. With the Fed highly focused on containing inflation, the only motivation for a rapid series of rate cuts
would be staring into the eyes of a sizeable recession or to save the stock market after some scary days.

Like always, the truth likely lies somewhere in the middle. Maybe the economy slows and remains uninspiring for some
time, rates hikes shrink to 25bp per meeting but continue longer than people think and stay persistently elevated further
out the calendar than what is anticipated now. This is not a terrible scenario either, but one that could likely bring
additional volatility (in both directions) as expectations are continually revised, markets overreact, and earnings
expectations adjust.

Important Disclosure Information:
Sources include eSignal.com, Bureau of Economic Analysis, Bureau of Labor Statistics and FactSet. Not a substitute for tax or legal advice.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or
undertaken by Grimes & Company, Inc. [“Grimes”]), or any non-investment related content, made reference to directly or indirectly in this blog will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing
market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or
information contained in this blog serves as the receipt of, or as a substitute for, personalized investment advice from Grimes. To the extent that a reader has any questions
regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her
choosing. Grimes is neither a law firm nor a certified public accounting firm and no portion of the blog content should be construed as legal or accounting advice. A copy of
the Grimes’s current written disclosure Brochure discussing our advisory services and fees is available for review upon request or at www.grimesco.com. Please Note: Grimes
does not make any representations or warranties as to the accuracy, timeliness, suitability, completeness, or relevance of any information prepared by any unaffiliated third
party, whether linked to Grimes’s web site or blog or incorporated herein, and takes no responsibility for any such content. All such information is provided solely for
convenience purposes only and all users thereof should be guided accordingly. Please Remember: If you are a Grimes client, please contact Grimes, in writing, if there are
any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or
if you would like to impose, add, or to modify any reasonable restrictions to our investment advisory services. Unless, and until, you notify us, in writing, to the contrary, we
shall continue to provide services as we do currently. Please Also Remember to advise us if you have not been receiving account statements (at least quarterly) from the
account custodian. Historical performance results for investment indices, benchmarks, and/or categories have been provided for general informational/comparison purposes
only, and generally do not reflect the deduction of transaction and/or custodial charges, the deduction of an investment management fee, nor the impact of taxes, the
incurrence of which would have the effect of decreasing historical performance results. It should not be assumed that your Grimes account holdings correspond directly to
any comparative indices or categories. Please Also Note: (1) performance results do not reflect the impact of taxes; (2) comparative benchmarks/indices may be more or less
volatile than your Grimes accounts; and, (3) a description of each comparative benchmark/index is available upon request.
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