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A SMALL GROUP OF STOCKS HAS DRIVEN
MARKET SWINGS THIS YEAR

The author F. Scott Fitzgerald once wrote that

“the test of a first-rate intelligence is the ability =
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seemingly without reason and, in the worst - NP S

case, in a way that appears to contradict A / : TR g A
underlying fundamentals. In these situations, Y

investors can either try to justify these market pai WMED mwn wm mwa Wma wewa wms e
swings or recognize that they are likely to be
temporary. How is this relevant to long-term
investors in today’s market and economic
environment?
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The market recently fell into correction territory (before recovering), typically defined as a 10% decline from
the previous peak, a fact that may seem to be at odds with many measures of strength in the underlying
economy. Since the end of July through October 30, the S&P 500 pulled back 10.3% due to concerns
around rising interest rates, Fed policy, slow growth in China, political uncertainty in Washington, and
more. Even at its recent peak, the market had not fully recovered from last year’s bear market, coming
within 4.3% of its all-time high at the start of 2022. Year-to-date, the S&P 500 has still gained 13% and the
Nasdaq 28%.

Given these macroeconomic concerns, the biggest contributors to both the up and downs in major indices
have been technology stocks. One group of these high-flying stocks is now referred to as the
“Magnificent 7” and includes Apple, Microsoft, Alphabet, Amazon, Meta, Nvidia and Tesla.

As the chart above shows, this group has gained 87% on average in 2023, contributing significantly to the

returns of both the Nasdaqg and S&P 500. Over the past five years, they have risen 230% compared to 48%
for the Nasdaq and 34% for the S&P 500.
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In fact, much of the US market’s YTD gains through the 3rd Quarter of 2023 came from just 10 companies
— including the “Magnificent 7.” Of the Morningstar US Market Index’s 12.8% return through Sept. 30, 10.5%
was from the 10 companies listed in the chart below.

CONTINUED DOMINATION BY MEGA-CAP Put another way, a market-cap-weighted
TECH STOCKS portfolio with only these 10 stocks would

have returned 55% through the 3rd Quarter.
; ] A portfolio consisting of the market outside
Mega-Cap Growth Stocks Dominate U.S. Market Returns the top 10 would have returned just 1.4%.
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W However, despite periods of investor
i W) . enthusiasm, these Magnificent 7 stocks are
i . far from a sure thing. Not only have they led
declines in the recent market pullback, but
they lost nearly half their value during last
year’s bear market pullback driven by
y inflation and Fed rate hikes.
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i b e Rest of Market | Thus, any strong positive gain for this group
' comes with heightened risk and volatility —
S e e just as it does for any risky investment. As is
Sourea: Morningstar Direct; Momingstar Investment Management LLC Analysiz. Data as of September 30, 2023, For
purpases only. always the case, what matters for long-term
' investors is how these stocks can contribute
to a diversified portfolio, and a broader

financial plan, rather than as standalone

llustrat

investments.
One set of opposing forces driving the ups and THE ECONOMY IS FAR STRONGER THAN
downs in tech are enthusiasm for new technologies ANTICIPATED
such as artificial intelligence on the one hand and T — ——

higher.interest rates on the other. When interest GDP Growth Components Over Time
rates rise, the value of money promised to you far Quarterly GOP growth rate (SA4R) and contributions

into the future is suddenly worth less. Another way
to understand this is that, when rates rise, you have
more attractive ways to invest your money.
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This can impact technology stocks more than other ) §
sectors since they depend on the promise of cutting- * d I
edge innovation and commercialization that may be “B . -‘. -
years or even decades away. Not only have interest | I
rates risen, but with the 10-year Treasury yield briefly |
exceeding 5%, they are at levels not seen since i fhaavew ae o
2007. Unfortunately, this has dragged the overall S
market lower.
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What may drive cognitive dissonance for some investors is that these market moves are happening at a
time when the economy is far stronger than previously believed. The latest GDP report for the third
quarter was significantly better than economists had expected just a few months earlier. Not only did
the economy grow 4.9% at a quarter-over-quarter annualized rate, after accounting for inflation, but
growth was also broad across consumer purchases of goods and services, business investment, and
government spending.

In fact, this was the best quarterly GDP number since 2021 when the economy surged after the
pandemic. Growth rates this strong have only occurred a few times over the past two decades — prior to
2021, it last occurred in 2014, and before that in 2006.

That said, some investors are naturally concerned that this may not continue and that a recession is still
possible if rates remain elevated and if the Fed does tighten further. There are also worries that
consumer spending may decelerate as households draw down their excess savings and private
investment could slow as a buildup of business inventory reverses.

Still, it’s undeniable that the economy has been far stronger than economists expected. While it is still
early, consensus expectations are for the economy to grow 0.8% in the fourth quarter while the Atlanta
Fed’s GDPNow model is forecasting 2.3%.

Either way, this year has shaped up far better than many had feared, especially because inflation
continues to improve toward the Fed’s long-run target and the labor market remains strong. If you had
told an investor a year ago that conditions would be this positive, they most likely would have guessed
that we would be in the midst of a new bull market.

So, what are investors to do when markets swoon MARKET CORRECTIONS OCCUR

despite strong fundamentals? The chart above is a REGULARLY

reminder that market corrections occur on a regular

basis, in both good and bad years, and even during Market and Economic Chartbook | Nevember3, 2023 P
strong bull markets. When corrections do occur, Stock Market Pullbacks

markets often fall as much as 14% or more. Despite The number of 10% S4P 500 pullbacks experienced by investors each yeor

this, major indices have historically recovered in a A
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What’s more important is that rebounds often occur
suddenly and unexpectedly, just as they did in mid-
2020, earlier this year after the banking crisis, and

throughout countless other examples. Trying to time
this reversal perfectly often backfires since it means
missing out on the earliest part of a recovery. Of “ I l l I I “ II

course, the past is no guarantee of the future, but
this a reminder for investors to stay focused on the
long run and not get caught up in short-term market
movements.
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The market recently fell into correction territory despite many signs of economic strength. Investors should
continue to focus on the big picture trends rather than react to daily market moves.
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