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We doubt many investors will be very upset about waving
goodbye to 2022. Indeed, it was a tough year for stocks as
evidenced by declines of 18.1% and 20.4%, respectively, for
the S&P 500° Index and Russell 2000° Index. The NASDAQ"
Composite was even worse with a 32.5% swoon, and the top
four technology companies (Apple, Microsoft, Alphabet and
Amazon) lost roughly $3 trillion of value. Of note, this was the
worst year for the major indices since 2008. Was all this to be
expected after an impressive multi-year run? Some
moderation certainly seemed warranted, but it was painful
nonetheless.
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Let’s take a walk down memory lane. We started 2022 expecting a year of transition as COVID receded, consumer
behavior normalized, government stimulus waned and monetary policy began to tighten. We were then dealt a curve
ball with Russia’s invasion of Ukraine, which caused prices for oil and other commodities to spike. This dynamic,
coupled with pandemic bounce back demand and associated supply chain challenges, caused inflation to reach 40-
year highs and ultimately prove stickier than expected.

Consequently, the Federal Reserve embarked on an aggressive campaign to quell inflation and raised interest rates
seven times. Ultimately, rates reached their highest levels in 15 years, putting a major damper on stocks as economic
growth started to slow and bonds became a much more attractive alternative for investors. As the cost of borrowing
increased, investor speculation waned and companies began to place much more of an emphasis on cost cutting than
growth. Gone were the days of cheap money, limitless borrowing and investors’ willingness to pay seemingly infinite
multiples for “story stocks”. Not surprisingly, beneficiaries of prior years’ speculation fared much worse than the
broader market indices.

As we enter 2023, inflation and Fed policy are still front and center. Inflation remains uncomfortably high. Yet, there
are signs it has peaked. We expect inflation to recede as commodity prices normalize, home prices fall, supply chain
issues abate, inventories rebuild and we begin to lap lofty Consumer Price Index (CPI) readings from 2022. The Fed
remains very vigilant and has signaled their intent to continue raising rates and keep them elevated for the sake of
winning their war on inflation. But, the pace of rate hikes is slowing and we believe we are closer to the end than the
beginning of this tightening cycle.

More subdued inflation and slowing rate hikes should be good things for markets. The lingering question, however, is
the health of the economy. Many fear we are on the cusp of entering a recession as the full effect of Fed policy takes
hold. Growth is clearly slowing as evidenced by weaker retail sales, softer manufacturing data and slackening corporate
profit growth. Not surprisingly, a recession seems to have become the consensus prediction among CEOs, economists
and Wall Street strategists. Should one occur, it may be the most well-advertised recession in history.

Any good news to consider? There is still a chance we see a “soft landing”. This outcome would entail the Fed
threading a needle by engineering a slowdown in growth without tipping us into recession. Such a rosy scenario
currently seems implausible to most. However, just because we are seeing a slowdown doesn’t mean the economy will
be in shambles. For one, the economy enters this next economic chapter at near full employment with corporate and
consumer balance sheets in relatively good shape. Furthermore, expectations for economic and profit growth have
been adjusted downward and sentiment is quite dour. Perhaps we will see a manageable slowdown and widespread
trepidation will prove unwarranted. Stocks could do okay in this scenario, especially after having already discounted
a fair degree of duress.

This brings us to current valuation levels. The S&P 500 currently trades at a price-to-earnings (P/E) multiple of roughly
17x forward earnings estimates, down from 21.4x at the beginning of 2022. The former multiple was justified by near
zero percent interest rates, a condition that no longer exists and likely won’t anytime soon. In our opinion, stocks are
clearly a better deal than they were a year ago; however, current valuation levels seem fair (i.e. not overly cheap or
expensive) in light of new interest rate levels and growth expectations. As such, we would still argue equity investors
could attain decent returns in coming years, but a moderation from the turbo-charged “cheap money” era.

What are we doing in this environment? As noted in our last letter, we remain focused on buying businesses with
structural, long-term advantages that trade at attractive prices even when considering the potential for slowing
growth. We’ve seen some opportunities appear as investors have broadly fled risk and think we can earn respectable
returns even if the near term gets choppy. Remember, we are investing for more than one year. 2023 may indeed be
a tough period for the economy. Over time, however, we believe Gross Domestic Product (GDP) and earnings will
continue growing and stocks should yield solid results as they have for many decades. With that in mind, we intend
to use our long-term time horizon to our advantage should volatile market conditions ensue. Happy New Year, and
thank you for your trust.
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Important Disclosures:

Any opinions expressed here are statements of judgment on this date and are subject to future change without notice. This information may contain forward
looking predictions that are subject to certain risks and uncertainties which could cause actual results to differ materially from those currently anticipated

or projected. The information contained herein has been compiled from sources believed to be reliable; however, there is no guarantee of its accuracy

or completeness. There is no guarantee that a company will continue to pay a dividend. The investment return and principal value of an investment will
fluctuate. Small and mid cap company stocks may be more volatile than stocks of larger, more established companies. The portfolios may invest in foreign
securities which are subject to additional risks such as currency fluctuations, political instability, differing financial standards and the potential for illiquid
markets. The information provided in this letter should not be considered a recommendation to purchase or sell any particular security. Performance shown
is historical and is no guarantee of future results. Investing in securities carries risk including the possible loss of principal.

Data as of 12/31/2022 ©2022 Morningstar, Inc. All Rights Reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content
providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers are
responsible for any damages or losses arising from any use of this information.

Index Definitions: U.S. Large Caps represented by the S&P 500 Index. U.S. Mid Caps represented by the Russell Midcap® Index. U.S. Small Caps
represented by the Russell 2000 Index. International Developed Markets represented by the MSCI EAFE Index. Emerging Markets represented by the MSCI
EM Index. Intermediate Term Bonds represented by the Bloomberg Barclays Intermediate Government/Credit Index.

The S&P 500 Index is comprised of 500 U.S. stocks and is an indicator of the performance of the overall U.S. stock market. Standard & Poor’s Financial
Services LLC, a division of S&P Global, is the source and owner of the registered trademarks related to the S&P 500 Index. The Russell 2000 Index
measures the performance of the 2000 smallest companies in the Russell 3000® Index, representing approximately 8% of the total market capitalization of
the Russell 3000. The Russell Midcap Index measures the performance of the 800 smallest companies in the Russell 1000®, which represent approximately
25% of the total market capitalization of the Russell 1000. London Stock Exchange Group PLC and its group undertakings (collectively, the “LSE Group”). ©
LSE Group 2022. FTSE Russell is a trading name of certain LSE Group companies. “Russell®” is a trade mark of the relevant LSE Group companies and

is used by any other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in relevant LSE Group company which owns

the index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may rely on any
indexes or data contained in this communication. No further distribution of data from LSE Group is permitted without the relevant LSE Group company’s
express written consent. The LSE Group does not promote/sponsor/endorse the content of this communication. The Morgan Stanley Capital International
Europe, Australia and Far East (MSCI EAFE) Index is an unmanaged index composed of the stocks of approximately 1,000 companies traded on 20 stock
exchanges from around the world, excluding the U.S., Canada, and Latin America. The Bloomberg Barclays Intermediate Government/Credit Index is an
unmanaged index composed of debt securities with maturities from one to ten years issued or guaranteed by the U.S. Treasury, U.S. Government agencies,
quasi-federal corporations and fixed rate dollar denominated SEC-registered corporate debt that are rated investment grade or higher by Moody’s Investors
Service and Standard and Poor’s Corporation or Fitch Investor’s Service, in that order. The Morgan Stanley Capital International Emerging Markets
(MSCI EM) Index is a capitalization-weighted index of stocks from 26 emerging markets that only includes issues that may be traded by foreign investors.
The reported returns reflect equities priced in US dollars and do not include the effects of reinvested dividends. The Nasdagq Composite Index is a market
capitalization-weighted index of more than 3,700 stocks listed on the Nasdaq stock exchange. An investor cannot invest in these indices and their returns
are not indicative of the performance of any specific investment.

DAMinfo@investdavenport.com | (800) 846-6666 | davenportassetmanagement.com T
One James Center | 901 East Cary Street, Suite 1100 | Richmond, VA 23219 DA‘]ENPORT %
Davenport & Company LLC Member: NYSE*FINRA<SIPC ASSET MANAGEMENT <



