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Rates rose unusually sharply in October, while compelling economic data forced
markets to reassess expectations.

Markets project one to two 25 bps cuts this year and five 25-bps cuts next
year. We think the Fed will continue to cut rates, but perhaps at a slower pace
than the markets anticipated.

Economic growth surprised to the upside, with robust third-quarter GDP
estimates at 2.8% and strong real consumer spending at 3.7%. These relieved
fears of an imminent recession.

Despite the high inflation, consumer resilience remains high. Spending, saving rates
and the annual benchmark revisions covering the prior five years of consumer
income all revised massively higher.
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Recap

October saw significant improvement in the economic outlook
and moderately higher-than-expected inflation. Interest rates,
particularly intermediate and long rates, rose sharply while
the market adjusted to the idea that the Fed may not lower
rates as aggressively as expected at the end of September.
There was a surge in geopolitical uncertainty as fighting in
the Middle East intensified and a hotly contested presidential
election came to a head. Large-cap equity indexes continued
to march higher, and investment-grade (IG) corporate spreads
tightened. Earnings remained consistent with growth,
particularly in the banking sector.

October’s sharp rise in rates is unusual for the early stage

of a Fed cutting cycle. Rates typically fall when the Fed reacts
to spreading ecanomic weakness or, in extreme cases,
financial contagion. But rates had already fallen sharply since
April, discounting a significant amount of economic weakness.
October’s compelling economic data—including the strongest
employment report in six months, strong retail sales and
nearly 3% GDP growth—forced markets to reassess
expectations. It seems to us that rates are mostly rising for
the right reasons. The economy has continued to produce
reasonable growth, and while the trend to lower inflation

has moderated, it continues to move toward the Fed's target.
The combination continues to support tight IG corporate credit
spreads, and the rise in yields has moved all-in intermediate
|G corporate yields close to 5% again.

We discussed the Fed's dual mandate and their reasons

for shifting focus from inflation to the labor market in
September’'s commentary. The rise in the unemployment rate
had just triggered a Sahm rule recession indicator, and the
yield curve had finally normalized after having been inverted
for 22 months. Both phenomena have strong track records
of occurring immediately prior to recessions. Despite the
most recent slight dip in the unemployment rate, we think
the Fed is still concerned. The current federal funds target
rate is in the 4.75 to 5.00% range, and the estimated neutral
rate—the rate at which federal funds is neither stimulative
nor restrictive—is at 2.9%. There remains plenty of room

to lower rates without reigniting inflation.

Federal funds futures can be used to evaluate how expectations
have changed. At the end of September, futures projected three
25 basis point (bps) cuts through the end of the year and seven
additional cuts for next. After the recent adjustment, markets
project one to two 25 bps cuts this year and five 25-bps cuts
next year. We expect the Fed to continue to cut rates, but
perhaps at a slower pace than the markets anticipated, as it
works its way toward the estimated neutral rate.
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Against this backdrop, the 10-year Treasury yield rose 50 bps
and credit spreads narrowed six bps for the month. The ICE
BofA/Merrill Lynch 1-10 Year US Corporate Index returned
-1.45% for the month and 10.24% for the trailing 12 months
as a result. Lower quality |G credit generally outperformed
higher quality, and credit spreads in all sectors narrowed over
the month. Best performing sectors included leisure and
transportation, while healthcare and retail lagged somewhat.

After a disappointing September, economic growth surprised
to the upside. Nonfarm payrolls posted its largest monthly
increase in six months, and the unemployment rate fell
one-tenth of a percent. Solid wage growth and a robust
retail sales report suggest consumers are willing and able to
continue spending. Rising investment interest income, wage
gains and the persistent rally in equities continue to buoy
them. A very robust first estimate of third-quarter GDP at
2.8%, including strong real consumer spending at 3.7%,
relieved fears of an imminent recession. Falling job openings
and a falling quits rate offset this somewhat, continuing to
imply developing weakness in the labor market.

One of the mysteries surrounding the resilience of growth over
the last two years has been consumer resilience in spite of high
inflation. Late September’s annual benchmark revisions—which
covered the prior five years of consumer income, savings rates
and spending—were all revised massively higher. The revisions
for the last two years were particularly strong, suggesting that
consumers spent far less relative to income than first thought
and the savings rate has been much higher. Given the upward
revisions, there’s little wonder that the cycle has extended itself.

Looking ahead

The outcome of the election, including tightly contested House
and Senate majorities, should begin to clarify economic policies.
We believe the results will produce a steeper yield curve since
president-elect Trump's policies are inflationary. But promises
made on the campaign trail seldom result in actual policy
change. Words are far different than actions.

In more immediate terms, the impact of the twin hurricanes
Milton and Oscar and resultant flooding in Florida and Belize
will muddy the economic waters for the next few months.
We might not get a clear look at inflation and employment
dynamics again until early next year.
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The unexpected rate increases of the last month again
demonstrated the utility of rules-based ladders as an
uncertainty hedge. While painful in the short run, rising yields
offer solid reinvestment opportunities. The agnostic nature of
the structure provides the opportunity to reinvest at higher
levels of yield, since ladders systematically reinvest maturities.

In a rising rate environment, the agnostic reinvestment
process could increase the yield of the portfolio over time,

thereby reducing both rate and credit risk.

About

Parametric Portfolio Associates® LLC (“Parametric”),
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investment advisor with the US Securities and
Exchange Commission under the Investment
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strategies, including alpha-seeking equity, fixed income,
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management. Parametric is part of Morgan Stanley
Investment Management, the asset management
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in part, without the written consent of Parametric.
Parametric and its affiliates are not responsible for
its use by other parties.

This information is intended solely to report on
investment strategies and opportunities identified
by Parametric. Opinions and estimates offered
constitute our judgment and are subject to change
without notice, as are statements of financial market
trends, which are based on current market conditions.
We believe the information provided here is reliable
but do not warrant its accuracy or completeness.
This material is not intended as an offer or solicitation
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Past performance is not indicative of future results.
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accounting advice or services. Clients should consult
with their own tax or legal advisor prior to entering
into any transaction or strategy described herein.

Charts, graphs and other visual presentations
and text information were derived from internal,
proprietary or service vendor technology sources or
may have been extracted from other firm databases.
As a result, the tabulation of certain reports may
not precisely match other published data. Data may
have originated from various sources, including, but
not limited to, Bloomberg, MSCI/Barra, FactSet or
other systems and programs. Parametric makes
no representation or endorsement concerning the
accuracy or propriety of information received from
any third party.

The views expressed in this report are those of
the authors and are current only through the date
stated at the top of this page. These views are
subject to change at any time based on market or
other conditions, and Parametric disclaims any
responsibility to update such views. These views
may not be relied on as investment advice and,
because investment decisions are based on many
factors, may not be relied on as an indication of
trading intent on behalf of any Parametric strategy.
This commentary may contain statements that are
not historical facts, referred to as “forward-looking
statements.” The strategy’s actual future results
may differ significantly from those stated in any
forward-looking statement, depending on factors
such as changes in securities or financial markets or
general economic conditions.

References to specific securities and their issuers are
forillustrative purposes only and are not intended to be,
and should not be interpreted as, a recommendation
to purchase or sell such securities. There is no
guarantee as to its accuracy or completeness. Past
performance is no guarantee of future results. All
investments are subject to the risk of loss. Prospective
investors should consult with a tax or legal advisor
before making any investment decision.
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|G fundamentals remain supportive. Higher all-in yields should
support flows, and starting yields around 5% provide a solid
forward return cushion for agnostic ladder investors. 1G
corporates have now enjoyed 13 consecutive quarters in
which upgrades outpaced downgrades. |G balance sheets
remain fundamentally solid.

The index data referenced herein is the property
of ICE Data Indices, LLC (“ICE"), its affiliates and
its third-party suppliers. ICE, its affiliates and
its third-party suppliers accept no liability in
connection with its use.

An imbalance in supply and demand in the income
market may result in valuation uncertainties and
greater volatility, less liquidity, widening credit
spreads and a lack of price transparency in the
market. As interest rates rise, the value of certain
income investments is likely to decline. Investments
in income securities may be affected by changes in
the creditworthiness of the issuer and are subject to
the risk of nonpayment of principal and interest. The
value of income securities also may decline because
of real or perceived concerns about the issuer’s
ability to make principal and interest payments. While
certain US government-sponsored agencies may be
chartered or sponsored by acts of Congress, their
securities are neither issued nor guaranteed by the
US Treasury. Mortgage- and asset-backed securities
are subject to credit, interest rate, prepayment and
extension risk. Derivative instruments can be used to
take both long and short positions, be highly volatile,
result in economic leverage (which can magnify
losses) and involve risks in addition to the risks of
the underlying instrument on which the derivative is
based, such as counterparty, correlation and liquidity
risk. Diversification does not guarantee profit or
eliminate the risk of loss.
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