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SUMMARY

While real GDP fell in the second
quarter, nominal GDP grew.

With employment so strong we
don't see signs of arecession
yet, but the economy is slowing.

We believe inflation will remain
higher for longer than the market
consensus.

8.1.22

Recession: It’'s Not the Name, It’s the
Magnitude

THIS TIME IS DIFFERENT, IT'S THE FIRST PERIOD OF HIGH INFLATION
IN 40 YEARS

According to one widely followed metric, the US economy is now in recession;
at least based on the initial estimate of real 02 GDP by the Bureau of Economic
Analysis. There have now been two consecutive quarters where the economy
fell at a seasonally adjusted annual rate. But we believe both declines have
been small.

In our view, magnitude matters. In the recent COVID-19 induced recession the
economy shrank approximately by 10%, from $21.7 Trillion to $19.5 Trillion. To
find anything comparable, we must look back to the Great Depression of the
1930s. To add additional context, during the 2008 financial crisis it fell from
$14.9 trillion to S14.4 trillion, a 3.5% decline. As you can see from the chart
below, apart from these two incidences, the economy has continued to grow
during recessions, shown by the shaded areas. This may surprise you and is
illustrated by the bottom panel where declines are only seen when the line, or
the bars fall below zero.

Measured In Dollars, the Economy is Still Growing
US Nominal GDP
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Source: Refinitive Datastream, RiverFront. Data as of 012022. Chart shown for lllustrative purposes.

Although we live in a nominal (dollar based) world, since the 1970's inflation,
economists have focused on ‘real’ GDP.
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This takes out the price element and focuses on the volume of goods and services. Economists wanted to know whether the
economy was producing more goods and services, or less. To give a simple illustration, real GDP measures the number of cars
being sold, nominal GDP measures the dollar value of those sales. In a time of high inflation those two measures can be quite
different. The impact of a falling quantity of goods and services is perhaps best reflected in arising level of unemployment.
So, in our previous example, less cars produced can lead to layoffs.

This difference between real and nominal is very evident today. The Bureau of Economic Analysis announced on Thursday
that it estimates real GDP fell for the second quarter, as well as the first. However, they also reported that current-dollar GDP
increased in both quarters to $24.85 trillion from $24 trillion at the start of the year. We do not believe there is a recession in
those numbers. We believe the strength of the nominal economy is reflected in the strength of the labor market.

What Matters is the Fed's View of the Data

On July 27, 2022the Chairman of the Federal Reserve (the Fed), Jay Powell, gave a press conference after the Federal Open
Market Committee (FOMC)raised the target interest rate range by 0.75%. It is now 2.25% - 2.5%. In our view, five important
themes came out of the press conference:

1. TheFed sees norecession: The Fed does not think the economy is currently in recession due to the strength of the
labor market - unemployment is just 3.6%, close to an all-time low. Looking at other factors like consumer and
business spending, Chairman Powell does think the economy has turned a corner and is slowing down.

2. The Fed more likely to do too much rather than too little: Powell said the Fed will err on the side of raising interest
rates too much to quell inflation rather than risk doing too little, thereby prioritizing inflation over growth. Chairman
Powell gently warned the public to expect some pain in the labor market and the economy in general before this bout
of inflation can begin to subside.

3. Chairman Powell's mention of ‘neutral’ misunderstood? Powell described current interest rates as “Neutral”...we
believe this was a big surprise to the markets. We believe rates are not neutral for a 9% inflation environment. Just
after Chairman Powell's statement, the markets saw a surge in stocks. However, we think investors misunderstood
what Powell was saying. We suspect what Chairman Powell really meant was that 2.5% is a level that is appropriate
when the Fed feels inflation has returned close enough to its target of 2% - a level he reiterated repeatedly. If we are
right, investors misinterpreted the Fed’'s message.

4. Wide latitude for Next Meeting: Powell did not quide the markets as to how much the Fed might raise rates at their
next meeting in September but did reiterate that they see rates between 3 and 3.5%. He gave a very wide latitude for
the September meeting and said the Fed is now ‘data dependent’.

5. Risk of a Policy Mistake is High: Chairman Powell said the runway of a ‘soft landing'i.e., avoiding recession, was now
very narrow and the risks are much higher than ‘normal’.

Investors React Positively...but We are Skeptical.

We believe the immediate reaction of markets was for interest rates on bonds to fall, especially on shorter term bonds,
suggesting there may ultimately be fewer rate hikes. This caused stocks, especially tech stocks to rally sharply - the S&P 500
rose 2.6% and the NASDAQ rose 4.1% on that day. From this, we conclude that investors raised the probability of a softer
landing. The bond market took comfort from the Fed’'s commitment to prioritize inflation. The stock market liked the
acknowledgement that rates were currently ‘'neutral’, and that the Fed was not necessarily committed to a bigrise in
September.

We disagree with the market’s reaction. We think inflation, while it will soon fall, will remain stubbornly high and several
points above the Fed's 2% target. Thus, we think rates may well rise above 3.5% next year. We believe investors who
speculate on where rates will be in the future are now anticipating interest rate declines. We are not. We therefore find
ourselves at odds with the prevailing optimism.

What Makes this Rate Hiking Cycle Different?

In aword, ‘inflation’. The Fed has not had to contend with this level and pace of inflation in 40 years, when the current Fed
governors were likely in school. We believe there are some parallels to 1994 when the Fed hiked aggressively, but in that case
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the hikes were ‘preemptive’ as opposed to ‘reactive’ as it clearly is today. Back then Alan Greenspan got ‘ahead’ of inflation,
and it barely appeared, in our view. From the ‘Great Recession’and financial crisis of 2008, through the economic collapse
caused by the pandemic, the Fed has been much more concerned of deflation than inflation, in our view. We believe this is
why they have rushed to lower interest rates and increase their bond purchases at the first signs of economic trouble. In
essence the Fed’'s monetary policies have been ‘supportive’ of the investors for 21years. This has profoundly changed and
accounts for much of the bear market in both stocks and bonds so far this year, in our view.

We are Cautious and Patient.

Predicting is always hard but predicting in a‘'new regime’is especially difficult. We believe that anyone who tells you they have
a clear view of how the next year will play out is overconfident. This is a time for humility (one of our core values) and
nimbleness. That said, our base case prediction is for inflation to stay higher for longer than the consensus expects, for
interest rates to rise more than the consensus expects, and for the remainder of this bear market to take time to play out.
Therefore, our balanced portfolios are positioned conservatively, and our team is on high alert. Our investment philosophy is
to avoid being dogmatic and stubborn. If the markets continue to tell us we are wrong, our processes will likely cause us to
lean more bullish.
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