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EQUITIES

All major equity indices finished the 2" quarter with positive returns; growth stocks
continued to outperform.

Quarterly Returns: As can be seen from the adjoining Table 1 (see below), growth
outperformed value in the 2" quarter. The S&P 500 gained almost 9%, the NASDAQ leapt
13%, while small and mid-cap indices were up 3-7%. Developed international and emerging
market stocks were up 3% and 1%, respectively. Gold fell 3% while Bitcoin rose 6%. Hedge
fund indices were modestly higher in the quarter.

2023 YTD Returns: Through June 30, the NASDAQ was the best performer, up 32%. The S&P
500 was up 17%, while small-cap stocks were up 8%. Large-cap growth significantly
outperformed all other categories. Developed international stocks were up 12% and
emerging markets were up 5%. Gold was up 6%, while Bitcoin was up 83%. Hedge fund
indices were mixed but generally up less than the S&P 500.

Table 11
2Q 2023 Value Core Growth
Large Cap 4.1% 8.7% 12.8%
Mid Cap 3.9% 4.8% 6.2%
Small Cap 3.2% 5.2% 7.1%
1H 2023 Value Core Growth
Large Cap 5.1% 16.9% 29.0%
Mid Cap 5.2% 9.0% 15.9%
Small Cap 2.5% 8.1% 13.6%

1 Large cap growth = Russell 1000 Growth Index; Large cap core = S&P 500; Large cap value = Russell 1000 Value Index;
Mid cap growth = Russell Mid Cap Growth Index; Mid Cap Core = Russell Mid Cap Index; Mid cap value = Russell Mid
Cap Value Index; Small cap growth = Russell 2000 Growth Index; Small cap core = Russell 2000 Index; Small cap growth
= Russell 2000 Value Index; Developed international = MSCI EAFE Index; Emerging markets = MSCI Emerging Market
Index.



Short-term
Treasury rates
rose more than
long-term rates,
which further
inverted the
yield curve.

Inflation has
slowed but is
still too high for
the Federal
Reserve.

FIXED INCOME

Bond prices were flat to slightly negative in the 2" quarter driven by higher interest rates,
after banking system fears eased, and the Federal Reserve continued to raise interest
rates.

Quarterly Returns: Corporate and municipal bond returns were roughly flat to slightly down
in the quarter. Short term rates were higher as the Federal Reserve (Fed) increased interest
rates by 0.25% in May and concerns about the banking system eased. Longer term rates
rose too, though not as much as short term rates, causing the US Treasury yield curve to
invert further. The changes in Treasury yields are highlighted in blue in Table 2 below.
Federal Reserve holdings of Treasury Notes and Bonds fell $170 billion in the quarter and
have fallen $579 billion since the April 2022 peak as quantitative easing continued to be
reversed.?

2023 YTD Returns: Municipal, corporate, and government bond returns were slightly
positive year to date.

Table 2
Maturity* 12/31/22 3/31/23 6/30/23 2Q23 Yield Change
3 Month 4.41% 4.75% 5.32% +0.57%
2 Year 4.42% 4.07% 4.87% +0.80%
5 Year 4.00% 3.61% 4.13% +0.52%
10 Year 3.88% 3.50% 3.81% +0.31%
30 Year 3.97% 3.69% 3.85% +0.16%

*Source: FactSet

Inflation: Headline inflation continues to decelerate, with May’s report coming in at +4.0%,
the lowest year-over-year increase since 2021. The decline has been driven mostly by food
and energy prices. Excluding food and energy, inflation is still running hot at 5.3%, driven
mostly by shelter (house prices and rents).? Excluding shelter, inflation is up only 2.2%
versus a year ago. The Fed has been explicit about lowering inflation and made clear they
intend to increase interest rates again this summer.

ECONOMIC AND MARKET ENVIRONMENTS

Economic Cross Currents: The US economy continued to grow in the first quarter despite
headwinds from higher interest rates and continued contraction in manufacturing activity.
The Leading Economic Indicators deteriorated further, now down 14 straight months, and
existing home sales remain near COVID lows. However, despite higher interest rates, new
home construction continued to be robust. The banking system stabilized after First
Republic Bank was closed, though concerns about some regional banks remain. A recent
lending survey indicated banks continue to tighten lending standards. The job market and
wage growth continue to be strong. The unemployment rate (3.7% in May) was still near all-
time lows, and wage gains continue to be relatively robust at 4.2%, though below the rate of
inflation. The strong job market and lower energy prices have buoyed the consumer, which

2 Source: Federal Reserve and PSG; the Fed owned $4.4 trillion of Treasury Notes and Bonds as of 6/28/2023.
3 Housing prices and rent prices go into the “Shelter” component of CPI through an estimation of an owners’ equivalent
rent if the owner was renting. It is imperfect and works with lags.
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Large-cap
growth
benefitted from
Artificial
Intelligence (Al)
optimism.

ChatGPT gained
100 million
users in less
than two
months.

Large-cap
growth and
value stocks are
both up ~14%
the last three
years.

drove all the growth and then some in the US economy in the first quarter. While there are
still numerous challenges, a recession appears to be off the table in the very near term.

Historic Growth Outperformance: Growth stocks surged in the first half of the year, led by
technology and consumer service stocks. After outperforming in 2022, value indices are
lagging this year, dragged down in part by banks, energy, and utilities. Large-cap growth
outperformed large-cap value by 24% in the first half of the year, the second largest
outperformance in 34 years of data (2020 is the other outlier). Apple, Microsoft, Amazon,
NVIDIA, and Alphabet, the five largest companies in the S&P 500, delivered 64% of the S&P
500’s 17% return so far this year.? The largest companies often drive index returns, but first
half returns of the largest companies in the world were staggering. Some, such as Tesla
+113% and Meta (Facebook) +138% had specific catalysts, while others such as NVIDIA
+190%, Microsoft +43%, Alphabet (Google) +36%, and Amazon +55% are perceived to be the
current and future beneficiaries of Artificial Intelligence.

Artificial Intelligence: Artificial Intelligence (Al) is a term used to describe computer systems
that can perform tasks that typically require human intelligence. These systems are
designed to learn from data and make decisions or predictions based on patterns and
algorithms. Al is used in various applications such as voice assists, autonomous vehicles, and
recommendation systems. If you have ever written an email or sent a text when some
words were suggested to complete the sentence, that was Al at work.

One particular type of Al is called ChatGPT, which stands for Chat-based Generative Pre-
trained Transformer. ChatGPT is a program that uses Al technology to simulate conversation
with users. It can understand and generate human-like responses based on the input it
receives. ChatGPT has been trained on a vast amount of text data and has the ability to
understand and generate relevant responses to a wide range of questions and prompts. It is
like having a conversation with a virtual assistant that can provide information and engage
in a dialogue on various topics.

ChatGPT was launched to the public on November 30, 2022, and became an overnight
sensation. By the end of January 2023, it gained over 100 million users, and by May 2023
there were over 1.5 billion monthly visits via website and phone apps worldwide. The
incredible growth was driven in part its novelty but also, in many cases, by individuals
recognizing the potential of Al and possibly a third industrial revolution. Stock market
participants tried to get ahead of the news and bid up the companies cited above with the
hope they will cash in on this new technology.

While we believe Al in general and ChatGPT in particular have great potential (and even
assisted with writing two of the paragraphs above), we believe it is too soon to predict the
long-term winners. Programs like ChatGPT have been known to provide incorrect data, have
biases in answering questions, and even “hallucinate.” There are countless legislative and
legal issues to work through. It took time to separate the internet’s winners and losers from
the tech bubble of 1999-2000, and we believe Al will prove to be similar in that regard.

CONCLUSIONS

Stocks: Strong performance in the first half of the year ended the bear market for the S&P
500 and the NASDAQ. Growth stocks drove returns thus far this year, though returns did

4 Alphabet has two share classes but is one company; the contribution to return of both share classes
were combined for this analysis.
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broaden out in June. A central tenet in managing irreplaceable wealth is diversification.
Diversification limited losses in the bear market of 2022 and has kept returns more muted
so far this year. Over the last three years, both large-cap growth and large-cap value stocks
are up about 14% per year. Higher interest rates and further quantitative tightening keep us
cautious. Quantitative tightening is reducing the money supply, which often correlates to a
weaker market environment. We are mindful that some of our managers believe the market
bottomed in September. We are deploying capital but remain cautious of some of the most
beloved areas of the market.

Bonds: Individual bond yields are attractive. Short-term Treasuries (maturing in less than 3
years) offer the highest returns, though there is value outside of Treasuries when buying
longer maturities. We continue to buy a mix of short-term, intermediate, and longer-term
bonds as interest rates rise, even if they yield slightly less than short-term Treasuries.

Private Investments: Private investments in sector-specific, opportunistic, and other
alternative funds have generated mixed results so far in 2023. Artificial Intelligence has been
a growing area of interest for venture capital firms for over a decade, and the prominence of
ChatGPT will likely generate a new wave of venture and buyout funding which we hope to
take advantage of. In addition, we continue to believe the current environment is setting up
well for distressed oriented funds. Thus far in 2023, there have been more US corporate
bankruptcies in any year since 2010.° Elevated interest rates are likely to create more
dislocations for opportunistic investors.

PSG’S NEWEST ADDITION

We are pleased to announce the addition of Samarsha (Marsha) Drysdale to the PSG family
as a Client Services Coordinator. Marsha, a graduate of Berkely College in White Plains, joins
us with a strong desire to learn and grow. While she is early in her professional journey, we
believe her enthusiasm and dedication will result in valuable contributions to PSG. We are
excited to support her development and provide opportunities for her to gain experience
and thrive in her new role.

Victoria Morrison decided to change career paths in June, and we wish her the best of luck
in her new endeavors.

DISCLOSURE

The information and opinions shared by The Portfolio Strategy Group, LLC (PSG) are for
informational purposes only. This commentary identifies select developments that may be
of interest to its readers. The material contained herein is summarized and abridged from
various sources where the accuracy and completeness cannot be guaranteed. Reference to
a particular company or strategy does not constitute legal, tax or investment advice, and
should not be interpreted as a specific recommendation to buy or sell securities or other
financial products (company or industry discussions do not necessarily reflect any or all buys
or sells by PSG during the quarter). All investing includes the risk of loss, including the
possible loss of principal. These observations are proprietary in nature and may not be
reproduced or disseminated without PSG’s written consent.

5 S&P Global - https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-
headlines/us-corporate-bankruptcies-tick-up-in-may-year-to-date-total-highest-since-2010-75997788
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