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3024 Review - Market Finally Starts To Broaden Out

Clay E. Brethour, CFA

Major US equity benchmarks were higher in the third quarter as the market performance broadened out
from the “Magnificent 7" large cap technology stocks that have been driving most of the market mid-
year. As illustrated in the table below (exhibit 1), the Morningstar style and market cap range benchmarks
have all returned double-digit returns year-to-date with the exception of the Morningstar U.S. Small Cap
Value benchmark. Bond benchmarks were also up meaningfully during the quarter (mid-single digits) as
the prospects of the Federal Reserve lowering short-term interest rates became more certain as the
quarter progressed.

Exhibit 1. Investment-Style Returns

Morningstar 2074
Index Market ]
Returns 2016 2017 2018 s 2020 nn 2022 IstQtr.  20dQtr.  3rd Qir YTD
— U.5. Growth 316%| 29.52% 0.78%| 3590%| 44.68%| 24.79%| -36.70% 3848%| 8.32% 242% 463% | 16.08%
E Large Growth 1.79%| 31.15% 294%( 3381%| 38.86%| 21.47%| -20.36%( 47.26%| 9.59% 4.73% 222% | 17.31%
& Mid Growth B.AB%| 2567%| -316%| 36.01%| 46.17%| 14.97%| -32.37%| 2538%| 10.56% -4.73% 598% | 12.21%
Small Growth 961%| 2377%| -567%| 27.60%| 43.52%| -1.00%| -33.13%| 2665%| 529% -1.57% 7.01% | 10.90%
US Market 1244%| 2147%| -506%| 31.22%| 2099%| 2578%| -19.43%| 26.44%| 10.24% 3.48% 6.06% | 20.98%
U.S. Value 2079%| 1423%| -751%( 2509%( -1.31%( 23.98%( -0.72%| 11.98%| B8.41% -1.47T% 895% | 16.37%
g Large Value 1891%| 1509%| -590%| 2570%| -0.62%| 2149%| 0.26%| 11.82%| 8.89% -0.59% 867% | 17 64%
= Mid Value 2521% | 13.02%| -1063%( 24.81%| -376%( 29.02%| -2.39%| 10.94%| 8.19% -3.05% 9.59% | 14.94%
Small Value 27.96% 8.40%| -1661%| 19.96% 1.01%]| 31.79%| -660%| 1458%| 4.64% -5.17% 969% | £.83%

Source: Morningstar

While the market broadened out, volatility also increased during the quarter and nearly derailed the
market in mid-July when a weak US jobs report raised recessionary fears and concern that the Federal
Reserve had kept interest rates too high for too long. Amplifying the volatility was the surprising move by
the Bank of Japan to raise its benchmark short-term interest rate to a range of “around 0.25%" on July
31st from its previous range of 0% to 0.1%. This was the second time that the Bank of Japan raised interest
rates, the first being at its March meeting, its first time in raising its policy rate in over 17 years.

The reason that Japan’s interest rates influenced the U.S. stock market is that it prompted an unwinding
of the “yen carry trade,” which is the practice of borrowing cheap Japanese yen to fund other assets.
Often, when technical influences create trading decisions, selling can become indiscriminate and take
the market on wild rides. Although the market bounced back to close at near record levels for the quarter,
as a bull market ages, often traders are swayed by minor influences, and volatility will likely be at a
heightened level going into the end of the year. These events might include: companies reporting
financial quarterly results that don't measure up to expectations, geopolitical challenges, or the Federal
Reserve moving too slowly to help keep the economy on a sustained path of growth.

The Federal Reserve has two simple mandates: to achieve maximum employment and keep prices
stable. The Fed's preferred gauge on inflation is the Core Personal Consumption Expenditures Price Index
(PCE), which is released by the Bureau of Economic Analysis every month.
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Exhibit 2. US Core Personal Consumption Expenditures Price Index (PCE)
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The latest figure released in August showed that inflation continues to be trending downward (2.7%) to
the Federal Reserve’s annual inflation target of 2%. (exhibit 2). While it is tempting to wish that inflation
would return to the low levels achieved 2015 through 2020, the central banks throughout the world
struggled with making monetary policies effective in spurring inflation to achieve that 2% goal. Even with
the most aggressive quantitative easing (QE) policies implemented at nearly all of the world central
banks to achieve the goal, it took shutting down the world’'s supply chain via the Covid pandemic to
increase inflation. Pending another global economic shock that shuts down the world’'s economy again, |
don't believe that inflation will be an issue in the foreseeable future. During the September meeting,
Federal Reserve Chairman Powell stated that unemployment has become a greater problem than
inflation and that the Federal Open Markets Committee had decided to take decisive action by lowering
the target range of the Federal Reserve Rate by 50 basis points to a range of 4.75 to 5.00%.

With this pivot in the Fed’s policy regarding short-term rates, the question with which market watchers
struggle is at what cadence and length is the Fed likely to reduce interest rates and its likely impact to the
stock market. The upper chart below (exhibit 3) shows the amount of capital in money market funds and
the bottom chart shows the Federal Funds rate (the rate that the Federal Funds manipulates to influence
the economy).

Exhibit 3. Money Market AUM vs Fed Funds Target Rate
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When the short-term interest rates were near zero, the interest return on money market funds was
essentially non-existent and provided minimal incentive to attract capital.

Though the Federal Funds were cut to near zero at the onset of the Covid pandemic to provide support for
the economy, capital gravitated to the safe havens that money markets provided when the stock market
collapsed during the early days of the pandemic. As the Federal Reserve raised rates to over 5%, money
market funds were paying at interest levels not seen for nearly 15 years and recently accounted for $6.5
trillion in assets under management. As interest rates begin to be lowered by the Federal Reserve and
interest yields drop in the securities in which money market funds invest, the attractiveness of holding
money market funds will diminish. The likely beneficiary of this trend will be riskier assets (stocks) as
investors seek to achieve acceptable returns and could provide a boost for the market, particularly
dividend paying stocks.

Exhibit 4. Present and Historical US Treasury Bond Yield Curve

Yield Curve United States + Ji
—a— Mow —&— OneWeek Ago —e— One Month Ago —&— One Year Ago 6.0
o 3.5
o
a.
1\._‘ o 50
. '[‘ o o §
\E 45 o
2 - =
x\- - g -—
N e 4.0
. @ - ——
o — 35
30
M 6M 1Y 2v 3Y aY ™ 10 30
Maturity

There is a high probability that the Federal Reserve will cut another 50 basis points before the end of the
year. That will take the Federal Funds rate to a range of 4.25% — 4.50%. Bond yields have already reflected
the move as illustrated with the blue line in the current US Treasury yield curve above (exhibit 4). As
inflation continues to trend to the Federal Reserve’s target of 2%, the one-month yield should trend to the
3.50% to 4.00% range next year, taking money market yields down with it. It is highly unlikely that the Fed
Funds rate ever nears zero percent as during the years of experimenting with QE after the Great Financial
Recession of 2008.

The investment being made in the artificial intelligence (Al) industry continues to be the most significant
economic stimulus catalyst for the US economy. I've mentioned numerous times in my market
commentaries that ChatGPT changed the world in November 2022 when it introduced the concept of
generative Al to the public. Its impact to the US economy is more widespread than most realize, and
without it, the market’'s outcome over the past two years would have looked extremely different. Stocks
with Al exposure are entering greater scrutiny on their quarterly financial results and increased volatility
around the perceived success or failure of these three-month results. However, the Al tailwind is far from
over, particularly when most of the investment has been around laying the foundation of training the Al
models, and the investment to put the power of Al into the hands of the user has yet to be made. | still
believe that it will take a number of years to implement widespread usage of Al in the economy and
investors with a long-term focus should not be overly focused and swayed by the quarterly results; as
per my opinion, we aren’'t even through with the first inning of this dramatic change that is coming to the
economy due to the implementation of Al.
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While | haven't mentioned the “elephant in the room,” the US Presidential election, | don't put too much
credibility in the ability of politicians to have lasting influence on the flow of capital. Whichever party
resides in the White House will have limited power to influence a divided Congress and its ability to
implement the rhetoric spewed on the campaign trail. For now, the most influential currents on the
market will continue to be the Federal Reserve and the massive Al investment cycle; so much so, that the
next “market crash” will likely come as the Al investment cycle slows or starts to validate that users have
no desire to implement it into their daily lives.

There are plenty of other issues to keep on the radar, such as the geopolitical unrest in the Middle East
and the continuation of the Ukraine war, but I've learned over the years that the ingenuity of Corporate
America to adjust and adapt to unforeseen circumstances is remarkable in ways that only the most
capitalistic economy in the world can achieve. As I've mentioned previously in my market commentary,
the market was set up to have a high probability of broadening out and achieving double-digit returns
for the year in all market cap benchmarks. Pending any “left field” surprises during the last three months
of the year, this should be achieved and continue to reward investors that have a long-term perspective
on their investment goals.
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