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US stocks treaded water in the third quarter. This period was very eventful from an economic perspective; however, and
these developments were mainly negative for future growth. It has been a roller coaster ride economically since the
pandemic started, and this step down is partly to be expected. But it also feels a lot like a late cycle economy, with
commodities rising and the Fed being forced to react. This is the juncture where stocks take their cue from bonds. It's
important that rates don’t rise too far or too fast, and that the yield curve doesn’t flatten too much. From a high level view,
it seems like the market is pricing in everything turning out ok, meaning that we’ll end up with a durable economic expansion
out of this period of gyrations, and not a recession. Stock prices are still moving higher and it's a bull market. But | think
there is a lot of risk that something goes wrong. Here are some key points:

1. Supply chain issues have become worse and not better. The inability to source components has impacted many
sectors of the economy, most prominently auto production but really every manufactured good to some extent. This
causes a lot of short-term dislocation in the form of price spikes and work slowdowns.

2. Energy prices are also rising quickly, especially those not directly related to oil. In Europe and Asia, coal and natural
gas prices spiked to record high levels that are multiples of pre-pandemic prices. The result is higher costs that filter
through the economy like a tax.

3. Covid has represented a human supply shock in the form of a lack of labor when and where it is heeded. There are
plenty of work-from-home office workers. But the combination of government restrictions and natural hesitancy has
made every in-person worker a scarce resource.

4. This supply shock is overlapping with continued government and central bank stimulus. These entities are trying to
make up for Covid related unemployment, and instead are fueling demand and reducing labor supply. The result
should not be surprising. It's shortages and rising prices.

5. These developments have put the Fed in a difficult and unexpected place. The bottom line is that they must move
faster to withdraw stimulus, and that’s negative for stock prices. They are the dominant factor in markets, and basically
everything else can be safely ignored. | have a separate article on that this month.

6. The Covid Delta variant is beginning to wane, but we are also approaching winter. Delta Plus is rising in the UK. The
hope that highly effective vaccines would bring about a complete victory and return to normal seems impossible at
the moment. Instead, we're left with more muddling through.

7. Important changes are happening in China. The leadership wants to restrain capitalism in order to consolidate control,
and one victim is the most rigged part of the Chinese economy - residential construction. This is a big bubble, with
implications for the world economy, and it has been intentionally popped. They won't allow a crisis, but there is no
rescue either.

Third quarters on average are weaker for stocks than other seasons, and this year was no exception. This quarter we also
moved from an environment of very fast economic growth to one that was clearly slowing. “Economic Surprise” indices,
which measure how well economic data is coming in versus expectations, have all been solidly negative for months. We
have certainly seen a big change from the beginning of the year, and high beta, risky stocks had a bad third quarter. Value
stocks normally don’'t do too well when the economy is slowing either, and indeed growth was outperforming during the
first two months of the quarter. What happened then is that interest rates started to rise ahead of the upcoming change in
Fed policy. With short term rates pinned at zero this automatically meant steepening of the yield curve, which in recent
years has correlated with a win for value. That might continue since interest rates are still adjusting to the rise in inflation
and probably will go even higher.

The fourth quarter is much more favorable for the market on average. True to form, the market correction seems to have
bottomed out mid-October and we're rising again. Still, 'm worried that we’re entering a more challenging economic setup.
We have a Fed that’s about to become unfriendly and a slowing economy at the same time. That reminds me of 2018,
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which was a difficult year. | think higher risk (at least in the form of beta, or market sensitivity) might be something to avoid
in this environment. Even within value, there have been plenty of cyclical stock winners in 2021 that have been dependent
on a strong economy. Earnings are strong now, but the market will also look forward. We've seen one market shift after
another since the March 2020 bottom. This is a moment of rapid change, so that will likely continue.
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What's happening in today’s economy is most definitely not going according to plan for the Fed, which was busy patting
itself on the back for an excellent market rescue in 2020. The exit from monetary stimulus was supposed to be a gentle
affair that could be signaled far in advance because recoveries from severe economic downturns are almost always
painfully slow, especially from an unemployment perspective. The recovery from the Great Financial Crisis certainly was
this way. The lesson learned was simply to stay in stimulus mode and wake up once the economic damage was healed.
This was codified into policy by using average inflation targeting, with the idea that a little higher inflation while there was
slack in the economy is a good thing. Well, the Covid economic recovery has been different. Following that playbook has
resulted in overstimulating an economy that already had more demand than supply and contributing to rising inflation.
What they didn’t account for was that stimulus was very different this time, and so was the nature of the economic damage.
Government transfer payments of an unprecedented size more than offset the lost output from Covid. At the same time,
Covid caused a sudden removal of supply as businesses shut and workers stayed home. Instead of a steep drop in demand
which characterized past economic events, we have a lack of supply which is still ongoing today. Higher demand and lower
supply cause prices to adjust accordingly. It turns out that too much stimulus was dangerous, especially when it encouraged
labor supply to withdraw. The Fed yawned at the spike in lumber prices this past spring, but that turned out to be a
forewarning of what would happen across the economy. Now, we have rapidly rising housing costs and wages are also
starting to respond. Whether they label it transitory or something else, they can’t ignore a wage-price spiral, which is what
we are starting to see.

The big problem for the market is that today’s policy is completely wrong, and the Fed knows it. Expectations have to
adjust. We see it in the dot plot interest rate forecasts that the regional bank governors make, which show a clear direction
of rate increases coming sooner with each updated forecast. Right now, the Fed has only moved slightly from their
maximum stimulus position. They have short term interest rates pegged to zero and they are buying bonds at a fast clip.
They are using other tools (the reverse-repo), to offset their own bond buying partially, which so far is the extent of their
movement away from maximum. The answer, obviously, is to withdraw stimulus faster. The taper of bond purchases will
begin in November, which the market expects. Since they are so behind the curve, | think they have no choice but to
accelerate things. That catch-up isn’t typically a fun time for stocks. We need to keep in mind how much Fed policy has
meant to stock prices. It's why the market is valued the way it is. At high valuations and coming after strong gains, they
can justify causing some stock market pain.

The timing of adjusting policy is currently also subject to political concerns. Politics always influences the Fed, but at this
moment it's much more than usual. Fed leadership is under assault from the Progressive wing of the Democratic party,
and Powell's position as Fed Chair is hot guaranteed. If he is replaced, there will be a lot of pressure for Lael Brainard to not
tighten policy, which we’ve just shown must be done. So, by far the best option for the Fed as an institution is for Powell to
remain and be the bad cop for now. But he has to avoid ruffling too many feathers too quickly.

An economist at the Fed recently took the unusual step of pointing out that Wall Street’s worry about inflation getting out
of hand is misplaced (you can be sure that this story did not appear accidentally). In addition to trying to cool off market
emotions, the Fed is also trying to point out that their research shows that supply shocks are actually deflationary, not
inflationary over time. This is despite a short-term spike in inflation like we see today. The best historical corollary is past ol
price spikes. Therefore, it's not unreasonable to think that inflation will come back down. But this is true in the history only
because those past supply shocks have hurt the economy through rising costs and higher interest rates. Inflation came
down because a recession happened. So is current Fed policy still wrong? Yes, absolutely. It's nonsensical to contribute to
the conditions you want to fight. They need to get to a neutral policy stance, with no bond buying and rates above zero,
and then be prepared to ease again when growth stalls. This may be a very short hiking cycle if the economy weakens
fast. But if they never raise interest rates, they can’t cut them either. One thing they won't tolerate is impotence. It is definitely
a policy mistake to tighten too much into a commaodity price spike, but we're not supposed to be starting from where we
are today either.
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HBB | Hamilton Beach -0.62% | I'\ndustrials 21.61% | Technology 15.71%
RCKY | Rocky Brands -0.62% Consumer Discretionary 16.98% | Telecommunications Services 0.32%
PLPC | Preformed Line Prod. |-0.44% Consumer Staples 0.00% | Utilities 0.00%
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Past performance is no guarantee of future results. An index is unmanaged and is not available for direct investment. Allocations, holdings, sector
weightings, and performance contributors and detractors are subject to change and should not be considered as investment recommendations. It should
not be assumed that an investment in any of these securities will be profitable. This is supplemental information. Please refer to the end of this document
for important disclosures. Portfolio information is derived from a representative account managed against the index noted and included in the composite.
The representative account was selected based on objective criteria, including, but not limited to, the nature of the client, the client's benchmark, and the
ability for the mandate to be implemented without material restrictions or limitations.

! Statistics in this table are weighted averages except where otherwise noted. Index data provided by Standard & Poors, except for ROE.

2Top 5 Holdings: The securities identified are based on the largest positions in the representative account, as a percentage of assets, and do not represent
all of the securities purchased, sold, or held in the account.

8Largest Contributors and Largest Detractors: The securities identified are the largest performance contributors and detractors in the representative
account, and do not represent all of the securities purchased, sold, held or recommended for advisory clients. In order to obtain the calculation
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