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Large-Cap Tech Stocks Push the S&P 500 Sharply Higher in 2023

Clients and Friends,

Markets staged an impressive reversal in the fourth quarter thanks to a surprise dovish pivot by the Federal
Reserve, which combined with solid economic activity and declining inflation to push stocks sharply higher and
send the S&P 500 to recent highs (resulting in the best annual return since 2021).

The strong fourth quarter performance somewhat obscures the fact that stocks and bonds started the quarter
under significant pressure. First, interest rates (Treasury yields) continued to move higher in early October which
weighed on stocks and bonds, just like in the third quarter. Then on October 7™, Hamas soldiers infiltrated
settlements in Israel, killing and kidnapping more than 1,200 Israelis in the worst attack on Israel in decades. The
market fallout was immediate, as oil prices spiked on fears that a broader regional war would ensue between
Israel, Hamas, Lebanon and, potentially, Iran.

Higher oil prices fueled a further increase in Treasury yields as investors priced in a possible oil-driven bounce
back in inflation. Those factors, combined with a lackluster earnings season, resulted in the S&P 500 falling to the
lowest levels since mid-May while the 10-year Treasury yield touched 5.00% for the first time since the mid-
2000’s. Markets reversed however when Fed Governor Chris Waller made comments that implied rate hikes
were over and rate cuts may be coming in 2024. The market reaction was immediately positive as stocks and
bonds rallied hard into month-end to finish well off the lows and with just a 2% decline.

That positive momentum continued in November as the S&P 500 posted its best monthly return of 2023 (rising
more than 9%). There were several factors that fueled this rally. First, numerous Fed officials echoed Waller’s
commentary and investors priced in rate cuts as early as May, substantially earlier than previously expected.
Additionally, the Israel/Hamas conflict did not spread and remained
contained between Israel and Hamas and oil prices declined as a
result (easing inflation concerns).

Finally, inflation metrics continued to decline. The year-over-year
increase in the Consumer Price Index dropped to 3.14% and that
further fueled investor expectations that rate cuts would come in
the first half of 2024. Those factors combined with generally
favorable seasonality to fuel a welcomed “Santa Claus Rally.”
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Additionally, Fed Chair Powell did little to push back against the
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markets’ expectations for rate cuts. Put plainly, the Fed surprisingly pivoted to a more dovish policy stance and
that fueled a continuation of the rally that started in late October. The S&P 500 rose to the highest level since
January 2022 while the Dow Industrials hit a new all-time high.

In sum, 2023 was a year of surprises for the markets as the expectations for a recession never materialized,
inflation fell faster than forecasted, corporate earnings proved resilient, and the Fed surprised markets by

pivoting to a more dovish future policy. The result was substantial gains for the major averages.

Q4 and Full Year 2023 Performance Review

Stocks enjoyed a broad and powerful rally in the fourth quarter as all four major U.S. stock indices posted strong
guarterly gains. Investor expectations for rate cuts in 2024 were a major influence on markets in the fourth
guarter as the Russell 2000 and Nasdaq 100 outperformed the S&P 500 over the past three months, as
companies in those two indices are expected to benefit most from a sustainable decline in interest rates.

For the full year however, the dual influences of artificial intelligence (Al) enthusiasm and rate cut expectations
drove performance as the tech-heavy Nasdag 100 massively outperformed the other major stock indices, surging
more than 50%. The S&P 500 also logged a substantial gain of over 20% thanks mostly to the large weighting of
technology stocks in the index. The less-tech-stock-sensitive Dow Industrials and Russell 2000 also enjoyed strong
returns in 2023, but relatively underperformed the Nasdaqg and S&P 500. Notably, the index performance for the
full year 2023 was the opposite of 2022, where we saw the Nasdaq and small caps decline substantially more
than the S&P 500 and Dow Jones Industrial Average.

By market capitalization, small caps outperformed large caps in the fourth quarter thanks to those surging rate
cut expectations, as lower rates are typically most beneficial for smaller companies. For the full year however,
large caps handily outperformed small caps thanks to the strength in large-cap tech stocks and as the higher rates
in the first three quarters of 2023 weighed on small cap performance earlier in the year.

From an investment-style standpoint, growth significantly outperformed value both in the fourth quarter and for
the full year. The reasons were familiar ones— Artificial intelligence enthusiasm powered tech-heavy growth
funds early in 2023 while in the fourth quarter expectations for rate cuts were seen as positive for growth stocks.
Growth outperforming value is also the opposite of 2022, where higher rates and recession fears resulted in
value outperforming growth.

On a sector level, 10 of the 11 S&P 500 sectors finished the fourth quarter with a positive return, while eight of
the 11 sectors ended 2023 with gains. Not surprisingly, the dual influences of artificial intelligence enthusiasm
and expectations for rate cuts drove sector trading in the fourth quarter and throughout the year. In the fourth
quarter, the influence of expected lower rates was dominant as REIT’s were the best performing sector, followed
by tech (both stand to benefit from falling interest rates). Cyclical sectors also outperformed over the past three
months as expectations for stable economic growth rose as the Fed telegraphed future rate cuts. For the full year
however, the influence of Al enthusiasm was clearly the dominant influence on sector trading, as the three most
“Al sensitive” sectors (tech, consumer discretionary and communications services) massively outperformed the
remaining eight S&P 500 sectors.

Looking at sector laggards for the fourth quarter and for the full year, defensive sectors including consumer
staples and utilities lagged as economic growth was more resilient than expected while higher rates (for most of
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2023) reduced the demand for high dividend yielding sectors. Consumer staples and utilities posted negative
returns for 2023 after being the best relative performers in 2022.

S&P 500 Total Returns by Month in 2023
Jan Feb Mar | Apr | May Jun Jul Aug Sep Oct Nov Dec
6.28% | -2.44% | 3.67% é(yso 0.43% | 6.61% | 3.21% | -1.59% | -4.77% | -2.10% | 9.13% | 4.54%
Source: Morningstar
US Equity Indexes Q4 Return 2023 Return
S&P 500 11.69% 26.29%
DJ Industrial Average 13.09% 16.18%
NASDAQ 100 14.60% 55.13%
S&P MidCap 400 11.67% 16.44%
Russell 2000 14.03% 16.93%

Source: YCharts

Internationally, foreign markets lagged the S&P 500 in the fourth quarter thanks mostly to muted gains in the
emerging markets following increased geopolitical tensions in the Middle East and on continued lackluster
Chinese economic growth. Foreign developed markets outperformed emerging markets in Q4 on better-than-
expected inflation readings and rising expectations other major central banks will follow the Fed’s lead and cut
rates in 2024. For the full-year 2023, foreign developed markets registered solidly positive returns but handily
underperformed the S&P 500 thanks primarily to the large gains in U.S. tech stocks.

International Equity Indexes Q4 Return 2023 Return
MSCI EAFE TR USD (Foreign Developed) 10.47% 18.85%
MSCI EM TR USD (Emerging Markets) 7.93% 10.27%
MSCI ACWI Ex USA TR USD (Foreign Dev & EM) 9.82% 16.21%

Source: YCharts

Commodities declined broadly in the fourth quarter as weakness in oil (which was driven by reduced geopolitical
fears and rising global economic growth worries) offset a solid gain in gold. Gold rallied on a falling U.S. dollar and
hit a new all-time high in early December. For 2023, commodities saw modestly negative returns as concerns
about economic growth, especially from China and parts of Europe, weighed on commodity demand
expectations. Gold, however, did finish the year with a solidly positive return thanks to the fourth quarter dollar

decline.
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Commodity Indexes Q4 Return 2023 Return
S&P GSCI (Broad-Based Commodities) -10.73% -4.27%
S&P GSCI Crude Oil -21.29% -11.17%
GLD Gold Price 11.55% 13.11%

Source: YCharts/Koyfin.com
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Switching to fixed income markets, the leading benchmark for bonds (Bloomberg Barclays US Aggregate Bond
Index) realized a positive return for the fourth quarter and for the full year as falling inflation and expectations for
rate cuts in 2024 pushed bonds higher.

Looking deeper into the fixed income markets, longer-duration bonds outperformed those with shorter durations
in the fourth quarter as bond investors reacted to lower-than-expected inflation and priced in future Fed rate
cuts. For the full year however, shorter-duration debt outperformed longer-term bonds as high inflation readings
through the first three quarters of 2024 weighed on the long end of the yield curve.

Turning to the corporate bond market, both high yield and investment grade bonds posted sharply positive
returns for the fourth quarter as investors embraced the idea of lower interest rates and reduced recession
chances. For the full year, high yield corporate bonds posted a very strong return and outperformed investment
grade corporate debt as the resilient economy pushed investors to embrace more risk in return for a higher yield.

US Bond Indexes Q4 Return 2023 Return
BBgBarc US Agg Bond 6.82% 5.53%
BBgBarc US T-Bill 1-3 Mon 1.38% 5.14%
ICE US T-Bond 7-10 Year 6.42% 3.38%
BBgBarc US MBS (Mortgage-backed) 7.48% 5.05%
BBgBarc Municipal 7.89% 6.40%
BBgBarc US Corporate Invest Grade 8.50% 8.52%
BBgBarc US Corporate High Yield 7.16% 13.44%

Source: YCharts

Q1 and 2024 Market Outlook

What a difference a year makes! At this time last year, the S&P 500 had just logged its worst annual performance
since the financial crisis, the Fed was in the midst of the most aggressive rate hike campaign in decades, inflation
was above 6% and concerns about an imminent recession were pervasive across Wall Street.

Now, as we begin 2024, the market outlook couldn’t be much more positive. The Fed is done with rate hikes and
cuts are on the way, likely in early 2024. Economic growth has proven more resilient than most could have
expected, and fears of a recession have greatly subsided. Inflation dropped substantially in 2023 and is not far
from the Fed’s target while corporate earnings growth is expected to resume in the coming year.

Undoubtedly, that’s a more positive environment for investors compared to the start of 2023, but just like overly
pessimistic forecasts for 2023 proved incorrect, as we look ahead to 2024, we must guard against complacency
because at current levels both stocks and bonds have priced in a lot of positives in the new year.

Starting with Federal Reserve policy, Fed officials are forecasting three rate cuts in 2024, but investors are
currently pricing in six rate cuts with the first one occurring in March or May. That’s a very aggressive assumption
and if it is incorrect, we should expect an increase in volatility in both stocks and bonds.
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Regarding economic growth, we shouldn’t assume that just because the economy was resilient in 2023 that it
isn’t vulnerable to a slowdown. The longer rates stay high (and they are still high) the more of a drag they create
on the economy. Meanwhile, all the remnants of pandemic-era stimulus are gone and there is some economic
data that’s starting to point towards reduced consumer spending. Point being, it is premature to believe the
economy is “in the clear” and a slowing of growth is something we need to stay alert to as we start the new year
(because that would likely increase market volatility).

Inflation, meanwhile, has declined sharply but it still remains solidly above the Fed’s 2% target. Many investors
expect inflation to continue to decline while economic growth stays resilient (a concept traders coined
“Immaculate Disinflation”). While that’s possible, it is important to point out that it is extremely rare as declines
in inflation are usually accompanied by an economic slowdown.

Finally, although corporate earnings have proven resilient, companies are now facing margin compression as
inflation declines and economic growth potentially slows. Earnings results and guidance in the fourth quarter
were not as strong as earlier in 2023 and if earnings are weaker than expected, that will be another potential
headwind on markets.

Bottom line, while the outlook for the economy and financial markets is more positive this year than it was last
year, we shouldn’t breed a sense of complacency (as the past several years have shown, markets and the
economy rarely behave according to Wall Street’s expectations). Although the long-term strength and resilience
of global economy continues to guide our long-term optimism, we know (and expect) an uneven path where
surprises and bouts of volatility emerge.

We understand the opportunities and risks facing both the markets and the economy, and we are committed to
helping you effectively navigate this challenging financial environment. As the saying goes, successful investing is
a marathon, not a sprint, and even intense volatility is unlikely to alter a diversified approach that is created to
address your long-term financial goals.

As we start the new year, we thank you again for the ongoing confidence and trust that you place in the work
that we do. Please do not hesitate to contact us with any questions or immediate items that you would like to
discuss.

Sincerely,

=

Seth L. Kaplan, CFP®, CPWA®, CDFA™, MAFF®
Managing Director | Private Wealth Management

Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL
PLANNER™ and federally registered CFP in the U.S., which it awards to individuals who successfully complete CFP
Board's initial and ongoing certification requirement. Robert W. Baird & Co. does not provide tax or legal services.
Past performance is no guarantee of future results and diversification does not ensure a profit or guard again loss.
It is not possible to invest directly in an index. All investments carry some level of risk, including loss of principal.
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