
      
    
            
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
             

   
    
 
 
             

Selected Benchmark and Category Average Returns 

 
Developed International stocks swam 
up a modest 1.9% in Q2. This was not 
for lack of drama, especially at the tail-
end of the quarter when the short-lived 
Wagner Group mutiny inspired hopes 
for a speedier resolution to the conflict 
in Ukraine. High inflation in the 
Eurozone and a weak German economy 
subdued enthusiasm but the MSCI 
EAFE has given US Small and Mid Caps 
a run for the money in 2023, returning 
9.7% through the end of Q2.  
 
The MSCI Emerging Markets Index 
slogged ahead just under 1% for the 
quarter to maintain a 4.9% positive 
return this year. Chinese stock indexes 
fell from -10.6% to -12.5% as statistics 

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2023 

12 
Mos. 

S&P MC 400 Growth 5.14 19.22 
Mid Cap Gr Avg 5.72 17.87 

S&P MC 400 Value 4.53 15.97 
Mid Cap Val Avg 4.10 12.08 

S & P 400 Index 4.85 17.61 
Mid Cap Blnd Avg 4.19 13.85 
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Investment Market Commentary 
 

On the surface, US equity investors 
brazenly bet against a US Treasury 
default, persistent Fed tightening and 
the inevitability of recession.  Are we 
learning to live with the nearly 1-year 
old inverted yield curve – a 
phenomenon that has heralded every 
recession over the past 70+ years?  The 
S&P 500 gained 8.7% during Q2 and is 
up 16.9% so far this year.  Mid and 
Small Cap US stocks participated in a 
broad June “debt ceiling/Fed pause” 
sigh of relief rally and advanced 9% 
and 8%, respectively.  Despite a 
disappointing start, the Mid and Small 
Cap indexes ended Q2 up 4.9% and 
5.2%.  They are ahead by 8.8% and 
8.1%, respectively, during the first half.  

What Lies Below? 

3rd Quarter 
Equity Market Results 

 3rd Qtr. 
% Chg. 

12-mo.  
% Chg. 

S&P 500 7.71 17.91 
S&P 400 3.86 14.21 

Nasdaq 7.41 25.17 

Russ 2000 3.58 15.24 
MSCI EAFE 0.76 -0.01 

MSCI Emg 
MMkt 

-1.09 -0.81 

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2023 

12 
Mos. 

S&P 500 Growth  10.59 18.25 

Large Cap Gr Avg 11.51 23.72 

S&P 500 Value 6.64 19.99 

Large Cap Val Avg 3.49 10.57 

S&P 500 Index 8.74 19.59 

Large Cap Blnd Avg 7.08 16.82 

 

(Continued on page 2) 

indicated the recovery is faltering.  
The rate of expansion within 
services sectors slackened in May 
and factory activity contracted. 
More recently, Chinese equities got 
a shot in the arm, strangely enough 
from the imposition of an 
enormous fine on Ant Group.  
Alibaba’s stock price whizzed up 
over 6% July 7th on the expectation 
that the penalty will release its 
beleaguered subsidiary and other 
Chinese Tech companies from 
crippling government regulation. 
Some other Emerging equity 
markets did quite well, but at 
almost 1/3 of the index, China 
tugged the entire asset class down. 

Large Cap Equity 

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2023 

12 
Mos. 

Russell 2000 Growth  7.05 18.53 
Small Cap Gr Avg 5.51 15.51 

Russell 2000 Value 3.18 6.01 
Small Cap Val Avg 3.61 11.11 

Russell 2000 5.21 12.31 

Small Cap Blnd Avg 4.27 13.61 

 

Mid Cap Equity Small Cap Equity 

International Equity  

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2023 

12 
Mos. 

MSCI EAFE 1.87 15.46 

Intl Equity Avg 2.93 17.46 

 

* Category average calculated using 
Morningstar Direct. Fund universe screened 
to include funds that meet the following 
criteria: 
 

A. M-Star Category consistent with 
designated asset class and 
management style. 

B. M-Star Style Box consistent with 
designated management style. 

C. Fund’s Objective consistent with 
asset class. 

D. Excludes Index Funds.  
 

We have not independently verified 
Morningstar data. 

 

2nd Quarter 
Equity Market Results 

 2nd Qtr. 
% Chg. 

12-mo.  
% Chg. 

S&P 500 8.74 19.59 
S&P 400 4.85 17.61 

Nasdaq 13.05 26.14 

Russ 2000 5.21 12.31 
MSCI EAFE 1.87 15.46 

MSCI Emg 
Mkt 

0.90 4.89 
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Technology ruled supreme again in Q2 followed by 
Consumer Discretionary and Communication Services 
partly because Amazon and Meta reside in those sectors.  
The handful of highflyers hyped up on AI were brought 
down a notch by Energy, Utilities and Consumer Staples 
sectors that all lost value during the quarter.  
 
The S&P 500 returned over 18% in 2020, propelled largely 
by 5 technology mega caps. Only 36% of stocks 
outperformed the index that year and the top ten 
contributed over 15% of its total return. Investors chasing 
the same limited targets bloated prices which in turn 
enhanced their dominance within market cap weighted 
indexes such as the S&P 500 and Russell 1000.  When the 
tides turned in 2022 the FANG+ royals were dethroned, 
sliding down -40%.  
 
A similar landscape is emerging in 2023. To date the 
“Magnificent 7” have dominated the S&P 500’s 
performance. Only 28% of its constituents are ahead of the 
index and 20% of the return through Q2 is attributed to the 
top 10 positions. The situation has become so extreme that 
the Russell 1000 Growth Index no longer meets the 
Investment Company Act of 1940 fund diversification 
threshold.  
 
The popularity of passive indexes can exacerbate 
momentum. More of the money flowing into Large Cap US 
indexes must be used to purchase a small selection of 
stocks making them even pricier and, consequently, 
represented to a greater degree in the portfolio.  If earnings 
don’t follow suit, valuations of the top tier are 
disproportionately inflated. As the adage says, what goes 
up must come down and negative momentum can 
accelerate deterioration of prices for the stocks that rule the 
index.   
 
According to the CBOE Volatility Index (“VIX”) equity 
markets are relatively calm.  Bouncing around 13, it 
suggests a degree of complacency that may be deceptive. 
The CBOE 1-month Correlation Index implies quite a bit of 
turbulence is swirling under the surface and confirms the 
high degree of dispersion noted above.  If losses on a large 
number of stocks in an index are offset by outsized gains on 
a few, volatility is masked. Theoretically, a lot of “below 
deck” activity should give good active managers a leg up, 
at least in terms of downside protection, even though they 
may lag for a bit by staying off band wagons. 
 
One factor seemingly keeping recession at bay is the 
strength of the labor market. The number of new jobs 
added went down in June but 209,000 was still admirable.  

The unemployment rate declined slightly. Some 
economists are concerned, however, that the 
methodology underlying these key indicators may 
yield misleading results.  A recent Wall Street 
Journal article notes several factors that could 
prompt material downward revisions to the jobs 
growth statistics that influence investors and the 
Fed.  Furthermore, two thirds of the new jobs 
created were in healthcare, government and 
construction. Competition for scarce workers in a 
narrower group of occupations helped propel 
average hourly wages up 4.4% in June – good for 
consumer spending, not so good for inflation. 
 
Another potential recession insulator that hasn’t 
received widespread attention yet is the longer-
term impact of $2 trillion in government spending 
on infrastructure, renewable energy, semi-
conductors, electric vehicles, batteries and charging 
stations.  The head of Deloitte’s Infrastructure & 
Capital Projects consulting program for state and 
local governments describes the level of activity as 
“mind boggling”. Opportunities are showing up on 
non-US company radar screens inducing $350 
billion in foreign direct investment during the first 
6 months of 2023.  Injections of foreign capital are 
bound to stimulate the “multiplier” effect Congress 
was looking for.  
 
Earlier in the Spring interest rate futures traders 
broadcast faith in upcoming Fed rate cuts to cure 
the unfolding banking crisis. They have since 
turned about face and are betting on at least a 
couple more hikes. The highly sensitive 2-year yield 
ramped up 82 basis points to ~ 4.9% during Q2. The 
10-year jumped just 33 basis points to 3.8%, back 
where it started at the beginning of the year, and 
the inversion steepened. Spreads between corporate 
investment grade and junk narrowed, an indication 
that investors are not all that concerned about 
business credit risk, in spite of recent increases in 
default rates and bankruptcies.  Bloomberg’s US 
Aggregate Bond Index dipped -0.84% in lock step 
with the 1-5 year US Treasury.  The former has 
recouped 2% so far in 2023. 
 
We enter the second half of 2023 pleased to have 
kept capital with a long-term time horizon invested 
in diversified equities yet prepared for whatever 
lurks beneath the surface. We are also happy to take 
advantage of attractive yields on super safe 
securities that will be available to meet nearer-term 
liquidity needs. 
 

What Lies Below? 
(Continued from page 1) 



 
  

Artificial Intelligence or “AI” is mesmerizing the 
investment community like the Kardashians 
wowed budding reality TV viewers.  Fairy dust was 
sprinkled on the stock of companies, credibly or 
incredibly, associated with AI.  Is this another 
bubble brewing reminiscent of the era when “.com” 
auto-magically inflated share prices?  Probably, to 
some degree, but AI’s unique virtues could make it 
the buzz of the century. 
 
AI is not brand-new technology.  Primitive versions 
abound in functions as simple as autofill in Word or 
texting software.  The evolution of computer chips 
capable of processing massive amounts of data that 
is now readily accessible in the cloud, however, has 
catapulted it into a different realm.  A new iteration 
known as generative AI, capable of improving and 
educating itself to deliver something closer to 
“human” mental output, is at the root of the frenzy. 
Think of it as a superhero assistant that 
understands your language, combs through the 
universe of information about virtually any topic - 
in seconds - and then delivers responses in the form 
of text, images or sounds you can use in any 
number of ways. The more you use it, the “smarter” 
it gets. News media report examples of machine 
replies that exhibit glimpses of human emotion and, 
be forewarned – are prone to human error!  
 
Previously, sophisticated AI applications were 
narrow, technical tools used by scientists and IT 
professionals.  Companies are now spawning broad 
based, intuitive programs that filter, assimilate and 
analyze unstructured data, like prose, and can be 
used by anyone. Within two months after start-up 
OpenAI, financed in part by Microsoft, unleashed 
ChatGPT it boasted 100 million users.  All the major 
technology players are making immense 
investments in AI research and weaving it into their 
products and services.  Others outside the tech 
world are developing in-house AI capabilities to 
customize data, functionality, usage protocols and 
to protect their competitive edge. Executives are 
concerned that inquiries employees submit to a 
public AI forum will inadvertently give the world 
access to proprietary material. While their own AI 
mechanisms are in development, institutions like 
Goldman Sachs, Bank of America, etc. have banned 
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ChatGPT at work.  Accounting giants PWC and 
KPMG are paying for access to Open AI’s model not 
only to embed the technology in their own systems 
but to gain the expertise needed to launch global AI 
consulting services. 
 
Venture capital investors have poured billions ($12.7 
billion in the first 5 months of 2023!) into AI startups 
catering to niche industries.  Flush with dough, many 
of these companies are scrambling to find sufficient, 
relevant data needed to “train” their “bot-brains”.  
Some enterprises have found a treasure trove in the 
historical records they have amassed but need to 
carefully consider the consequences of selling it.   
 
There are many ways retail investors can participate 
in the AI boom.  Chip maker Nvidia is the obvious 
champion right out of the gate, but its stock price has 
already more than doubled this year. Microsoft’s 
large stake in OpenAI and enhancement of AI 
features in its applications sent its stock up 33% YTD. 
After announcing AI innovations in its search 
engines Alphabet’s stock price surged 39% to catch 
up with its big tech buddies. Similarly, Meta 
Platforms is up 120%, powered by news that AI tools 
will let Facebook and Instagram users summon 
video, text and photos. The AI explosion has and will 
continue to heighten interest in data storage 
providers, memory makers, companies that scrub 
and manage training data, developers of workflow 
systems to optimize AI enhanced productivity and 
cybersecurity. As Brook Dane, a Goldman Sachs tech 
portfolio manager, puts it, the enemy will use AI to 
“…do things that you and I can’t even think of right 
now.” We need new ways of detecting and 
neutralizing threats. The only thing that can stop a 
bad guy with AI is a good guy with better AI. 
 
One way or another, AI will affect society 
profoundly.  AI horror stories lead to discussions 
about regulation.  The EU Parliament passed draft 
legislation that, among other things, bans biometric 
surveillance in public places, prohibits collecting 
surveillance footage for facial recognition databases 
and forbids predictive policing analytics. The EU 
aims to control training models to prevent them from 
creating illegal content and to require disclosures of 
AI generated content.   

AI – A Reality Show in the Making 



institutional setting with thousands of advisors AI 
is probably a valuable way to customize 
communications and other reports while 
maintaining consistency. JP Morgan is 
purportedly using AI to extract trading signals 
from releases like Federal Reserve statements.  
Maybe this works, if you can rely on historical 
market responses to similar events or humans use 
the information to formulate logical action plans 
and the programs learn from them? 
 
An AI consultant to investment advisors like us 
recommends Otter.ai to record and transcribe 
Zoom and similar group meetings with clients. It 
summarizes the meeting with an overview of 
topics, presentation materials and action items. 
Transcripts can be shared, searched and edited. 
The website offers assurances of multiple levels of 
security – but we all know how that goes – and we 
aren’t sure it is worth the risk just to avoid taking 
good notes during discussions.  We use a variety 
of client reports and other communication 
templates that we continuously improve.  We 
don’t envision using AI to either automate or 
update them.  One of our research tools, 
Morningstar Direct, includes a function that uses AI 
to answer questions, but it hasn’t proven useful so 
far.   
 
The financial plans we prepare offer advice based 
on years of experience and each person’s unique 
circumstances.  There are no black and white 
answers that a machine can learn – so until that 
changes, we will keep doing it the old-fashioned 
way.  In principle, we don’t have much use for 
generic, one size fits all recommendations.  They 
are usually not worth the paper they are printed 
on. When it makes sense, however, we will take 
advantage of AI technologies to offer you the best 
guidance possible.  But your next call to us won’t 
be answered by a chatbot.  We are proud of our 
very personal (and human) service and we enjoy 
our interactions with you.  
 

 

 

 
 
 
 
 
 
 
 
 
 

In spite of their collective lack of technical 
intelligence, the US Congress will undoubtedly try to 
protect constituents from harm, but constricting AI 
development itself is unlikely given the huge 
commercial incentives. There is also the concern that 
geopolitical adversaries and competitors will catch up 
and overtake our AI capabilities if US regulators 
apply the brakes. From a practical perspective, AI is 
readily accessible to anyone who wants it and 
probably impossible to tightly regulate in a free 
society. Furthermore, it is already illegal to engage in 
a wide range of nefarious activities that might be 
more easily accomplished when armed with AI.  A 
better answer is to aggressively use the technology 
defensively. 
 
AI has yet to take over our steering wheels but it 
largely drove the S&P 500 so far this year.  As of mid-
June, six AI-juiced companies were responsible for 
53% of the S&P 500’s gains. This raises the question of 
how AI might influence investing in general and our 
practice in particular.  It has been said AI could level 
the information playing field giving retail investors 
abilities reserved for sophisticated quant managers.  
A former fund CFO doesn’t see how AI could deliver 
efficient market execution necessary to implement 
algorithms – even if they were packaged and sold to 
the public. Experts theorize AI could aid investors 
who collect and digest large quantities of information 
from an array of sources such as annual reports, social 
media, economic and demographic statistics but don’t 
feel it will dispense more accurate predictions.  If 
anything, AI enhanced data flows may make equity 
markets more efficient and difficult to beat.  
 
Morgan Stanley is training ranks of advisors to pose 
questions to an internal AI tool that will be 
“answered” from the Firm’s research documents 
produced by its in-house experts - maybe promoting 
the sale of its most profitable products?  In an 
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AI 
(Continued from page 3) 


