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HIGHLIGHTS

Assertive Start: The Fed began the cutting cycle with a 50-basis point move, indicating they are

willing to move more quickly toward neutral.

Labor Market in Focus: The Fed has determined inflation is no longer the biggest threat to the
economy. Instead, they are focused on the other side of their dual mandate to ensure ‘no further

weakening' in employment.

Where Is Neutral: We believe the Fed will stop cutting around 3% toward the end of 2025, which

aligns with current market pricing.

Mortgage Rate Expectations: Our analysis indicates that mortgage rates don't have much room to

decline further outside of a larger economic slowdown.

MACRO INSIGHTS

Decisive First Step

U.S. equities made new all-time highs in September, lifted by the
decisive first step of the Federal Reserve (Fed) toward normalizing
interest rate policy. After being slow to address the rise in inflation,
investors had assumed the Fed would be reluctant to meaningfully
reduce interest rates until it was clear the job on inflation was
done. Last month’s larger-than-expected rate cut of 0.50%
alleviated concerns the Fed would be too slow in acknowledging
the cooling of the labor market, thus improving the odds of a soft
landing. Notably, while short-term rates now appear poised to
fall more quickly, interest rates at the long end of the curve rose
modestly in the wake of the larger Fed cut, suggesting further rate
relief for the mortgage market might be tougher to come by (see
this month'’s Spotlight below for more detail).

The labor market continues to normalize. Shortages seen in the
aftermarket of the pandemic have been largely alleviated. The ratio
of open jobs to those seeking them has returned to pre-pandemic
levels, while new jobs and wage growth have considerably slowed.
With inflation appearing to be on a sustainable path lower, the Fed
can again focus on the other side of its dual mandate — maximum
employment.

With the path of interest rates now better understood, we
expect investors to focus principally on the developing economic
conditions as a determinant of market movements, as opposed to
the guessing game regarding Fed policy. While we acknowledge
pockets of stress among consumers, the aggregate economic
trend still appears largely favorable (albeit slower). Retail sales
reported last month were better than expected, and near-term
GDP projections appear solid.

We noted a month ago that equity market performance had begun
to broaden, including outperformance of small cap and value. That
trend failed to hold in September, with the Magnificent 7 and Al-
linked stocks returning to leadership for the month.
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MONTHLY SPOTLIGHT:
Mortgage Rate
Expectations

Author: Brent Miller
See page 2

With the Fed likely to act more aggressively than previously
assumed to combat further weakening of the labor market, our
base case assumption of a “soft landing” is strengthened. If our
expectations of slower but non-recessionary growth play out, we
could expect less concentrated returns going forward. Absolute
gains in equities may be more modest given the strong gains to
date and elevated valuations; however, pockets of opportunity
remain — including areas that have lagged, such as small caps.

Fed Funds Forecast

Market pricing for the path of Fed Funds and Fort Washington's
anticipated range for the terminal rate.
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WHAT TO WATCH

The focus of the month ahead will be labor market data as investors assess any potential slowing in the U.S. economy. In
addition, markets will look for indications that rate-sensitive sectors are showing signs of recovery, such as housing and
small businesses.
The September Employment Report (unemployment, non-farm payrolls, etc.), released 10/4, will be closely watched for any
indications of an uptick in job losses.
The initial 3Q GDP print will come out on 10/30, and investors will examine consumer and business strength.
Inflation figures have lost a bit of their importance, given forecasts for continued disinflation; however, the next PCE release
is on 10/31. We will be looking for cooling on the services side, especially shelter.

MONTHLY SPOTLIGHT

Mortgage Rate Expectations

Now that the Fed has finally begun cutting rates, many Americans might be looking at
mortgage rates to assess the economics of moving or refinancing. Currently, the average 30-
year mortgage is about 6%, and we are going to examine where they might be going from
here and why.

BRENT MILLER When determining the trajectory of mortgage rates, there are two components — rates and
spread. The rate piece of mortgages is determined by Treasury yields, specifically the 10-year
Treasury. This yield currently accounts for future Fed cuts, and we believe is in a fair value
range of around 3.75%. In the event the market's expectation for a soft landing unfolds, the
rate component of mortgages doesn't have much room to contribute to lower mortgage rates. Conversely, a slightly
quicker pace of rate cuts may actually cause longer rates to increase as the odds of a recession are reduced, which we
experienced after the 50-basis point cut in September.
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The spread component, as shown in the graph below, looks high compared to history. However, there are two elements of
this spread. First, the additional yield that investors demand to buy mortgage products. Recently this figure came in line
with the longer-run average and has minimal room to decline further. Notably the Fed was buying mortgages from 2008-
2015, and it will be difficult for spreads to go back to those levels. The other component is the cost to issue mortgages
(origination cost, margins, guarantee fees), and this element is a large reason why mortgage rates look high compared
to history. When examining this at a more granular level, we observe the structural shifts within the industry following
2008; fees to originate mortgages and guarantee fees from government-sponsored enterprises (GSEs) are higher than
pre-financial crisis. The cost to issue mortgages is likely to remain around these levels, and we believe there is only a small
amount of room to contribute to lower mortgage rates.

In summary, we don’t believe mortgage rates have much room to come down further without Treasury yields declining.
A significant decline in rates would likely result from a material economic slowdown (i.e., recession).

30-Year Fixed Mortgage Over 10-Year Treasury Investment Implications
Mortgage Spread Changes in mortgage rates and the effect on prepayments
Percent have a material impact on the return and volatility of
-35 residential mortgage-backed securities (RMBS). We believe
- 3.0 the current mortgage rate environment represents a
o5 “sweet spot” in terms of prepayment risk. The lower rates
25 relative to last year’s peak have reduced the “lock-in" effect
dramatically; existing borrowers had a strong disincentive to
15 move and lose a 3% mortgage for one near 8%. With rates
1.0 around 6%, that disincentive has been reduced materially,
0.5 which should result in housing turnover and raise the level
| ! ; ; ' ' ' - 0.0 of prepayments. Conversely, with the lessened risk of sub
1990 1995 2000 2005 2010 2015 2020 5.5% mortgage rates, we expect an era of fairly stable and
m Investor Compensation M Cost to Issue Mortgages predictable prepayments for the majority of the mortgage
universe. As a result, much of the non-agency RMBS market

Source: Fort Washington, Freddie Mac, Bloomberg, and Macrobond. appears Cheap.
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Commentary

Recent economic data has remained robust, led by consumer spending and
improving business investment.

Job and wage gains (4.6% YoY), along with significant increases in net worth, are
supporting growth. However, consumer credit and delinquencies are above 2019
levels, which, in addition to other datapoints indicating a cooling labor market,
suggests there are accumulating headwinds for consumers looking forward.
Lower mortgage rates are likely to increase housing activity, but so far, improvements
have been concentrated in refinance activity.

Inflation remains on a path toward 2%, which is expected to continue as service
inflation cools. Additionally, the Fed has expressed their improved confidence on
the inflation trajectory.

This year’s data has been volatile, but the most recent data suggests that inflation
is subsiding with Core PCE at 2.7% YoY.

Inflation is being driven by shelter and other non-discretionary categories, which
are around 4% YoY, while discretionary inflation is negative.

The Fed began the rate cutting cycle with a strong start by reducing Fed Funds
50bps at the recent FOMC meeting. This reiterates their acknowledgment that
Fed Funds is well above neutral, and they want to reduce that gap in a timely
manner.

Investors are expecting another 75 basis points of cuts through the end of
2024 and 125 basis points in 2025. This modification implies a terminal rate
below 3%, slightly lower than previously anticipated.

Forecasts for rate cuts have begun easing financial conditions.

Fiscal spending is expected to drag on GDP over the coming quarters, and
potentially years, as the government is burdened by higher interest costs.
Swings in election forecasts will cause some volatility as investors assess the
likelihood of different outcomes and the impact on spending and the budget.

The 10-year Treasury has been pretty well anchored around 3.75% throughout
September, and we believe that range is reasonable looking forward.

We anticipate the magnitude of expected rate cuts will continue shifting with
new economic data, presenting opportunities for tactical adjustments.

We believe longer rates are fairly valued, but with the risk skewed toward
somewhat higher rates, provided we avoid a recession.

Credit spreads remain below historical averages as the market anticipates a soft/
no landing scenario and plans for more rate cuts from the Fed.

We believe current fixed income valuations are expensive, and credit spreads
represent little value.

Investment grade spreads (10yr BBB Industrials) ended September at their 19th
percentile and high yield (single B corporates) at their 7th percentile, since the
1990s.

Volatility remained elevated for most of September, but equity indices reached
new highs. As a result, equity valuations continue to be stretched as the S&P 500
increases, up 22% this year and over 54% since 2022.

Market breadth has improved of late, but our expectations of improved
fundamentals for smaller companies will need to play out from here.

2025 earnings expectations may be difficult to achieve with a slowing economy.



MARKET DATA & PERFORMANCE | AS OF 09/30/2024

US Snapshot Current 6 Months Prior 1 Year Prior
Core Inflation (YoY%) 2.7 3.0 3.7
Unemployment Rate 4.2 3.8 3.8

Real GDP (YoY%) 3.0 2.9 3.2

Retail Sales (YoY%) 2.1 3.6 4.2

30-Year Mortgage Rate 6.1 6.8 7.3

10-Year Treasury 3.8 4.2 4.6

US Corporate IG Yield 4.7 53 6.0

US Corporate HY Yield 7.0 7.7 8.9

Asset Class MTD QTD YTD 1 Year 3 Years*
Russell 3000 Index 2.1% 6.2% 20.6% 35.2% 10.3%
S&P 500 Index 2.1% 5.9% 22.1% 36.4% 11.9%
S&P Midcap 400 Index 1.2% 6.9% 13.5% 26.8% 7.5%
Russell 2000 Index 0.7% 9.3% 11.2% 26.8% 1.8%
MSCI World Index 1.9% 6.5% 19.3% 33.0% 9.6%
MSCI World Excluding US 1.2% 7.8% 13.6% 25.6% 6.2%
Bloomberg US Aggregate 1.3% 5.2% 4.4% 11.6% -1.4%
US Corporate Investment Grade 1.7% 57% 5.2% 13.8% -1.1%
US Corporate High Yield 1.6% 5.3% 8.0% 15.7% 3.1%
Emerging Market Debt 2.0% 6.6% 8.6% 19.7% -0.2%
US Treasury (7-10 year) 1.1% 5.3% 3.9% 11.1% -2.4%
Cash 0.4% 1.4% 4.1% 5.5% 3.6%

Source: Fort Washington and Bloomberg. *The 3-year returns are annualized. Past performance is not indicative of future results.
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