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A Divergence in the Markets Can be Foreboding

Heading into the final quarter of the year, the bullish sentiment, especially in the Tech sector has

begun to fade. Part of the optimism was placed on the expectation that the Federal Reserve would

soon be pivoting to lowering rates. Instead, “higher for longer” has become the latest catchphrase on

Wall Street. Traditionally August and September are seasonally weak months and historically perform

the worst. True to form the major US equity indices broadly pulled back in both August and

September. While the economy is holding up better than expected, recession risk remains. Investors

are looking for a strong finish for the end of the year. In the 4" quarter we are going to focus on the

retail numbers, earnings, and the Fed. We are also hoping for a Santa Claus rally this year. Let’s review

the highlights of the third quarter and what Winans outlook is for the remainder of the year.

Quarter End Review

At first glance, it is easy to assume the equity market is doing well. The S&P 500 and the Nasdaq are
both up strongly this year. However, digging into the numbers is very important because it is a

misconception. There has been a strong divergence across the markets. The Dow Jones, S&P Midcap,
Russell Smallcap, and Russell Microcap indices have all struggled this year. While the S&P 500 has
fared better, the true standout has been the Nasdagq.

vs. 52-week|vs. 52-week

US Benchmarks Sept.% | YTD% | Q3% Q2% Q1% High -~
Dow Jones Industrials -3.4 2.7 -2.1 4.0 0.9 -6.1% 16.9%
Russell 3000 -4.8 122 -3.3 8.4 71 -7.3% 21.4%
S&P 500 -4.8 13.1 -3.3 8.7 7.5 -6.9% 22.8%
Nasdaq 100 -5.0 35.4 -2.9 15.4 20.8 -7.6% 40.9%
S&P Midcap 400 -5.3 4.1 -4.3 4.8 3.8 -8.8% 14.2%
NASDAQ -5.8 27.1 -3.9 13.1 17.0 -8.5% 31.0%
Russell 2000 -5.8 2.5 -5.2 5.3 2.7 -11.3% B.8%
Russell MicroCap -6.7 -6.3 -8.0 4.8 -2.8 -18.5% 1.5%
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However, the performance is very misleading as to the health of the overall market. At the peak this
year, the NASDAQ and S&P 500 came within 5% of their prior all-time high!. On the other hand, the
Russell Microcap is at its 15-month low. When clients say, “the market is up,” you must be very clear
about which you are specifically discussing. Just because the Nasdaq is up, does not mean all equities
are performing well. Not all equities in the Tech sector are performing well.
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Last quarter we discussed that the strength of the Nasdaq’s performance is very misleading. The
robust performance has been driven by a small group of mega-cap companies. These seven companies
represent 43% of the NASDAQ index, and 27% of the S&P 500 index?. It is also easy to forget that last
year some of these companies were the hardest hit in the industry. It would have been very difficult in
January to go “all in” on Meta or Tesla for example. | would argue most investors were late jumping
into these stocks after watching them decline for the previous 18 months. While we have exposure to
almost every name on this list, they by no means represent the entire client’s portfolio.

1 US Markets Third Quarter Review, Nasdag.com. October 1, 2023
2 US Markets Third Quarter Review, Nasdag.com. October 1, 2023
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Nasdaq 100 weighting = 43%

o ‘1088 S&P 500 weighting = 27%

K, oa
B 11
« NVDA (+198% YTD)

L = META (+150%)

- - TSLA (+103%)

b sone + AMZN (+51%)

Lo - GOOGIL (+49%)

A et S TR TR 100 » MSFT (+33%)
——— A T S

a2 i - AAPL (+3?%)

xn 2
BT Bt (Bloorribaiyg Hagribcmst T Total Return ldes] whitahasd Daily SROEMD01D- YHEMRII) Coyright 2001 Blsombary Faance LD, 37-Sap MM 16:30:04

Again, despite the performance of the Nasdag, this does not mean all the Tech sector outperformed.
One of the other difficult concepts to understand about these indices is that the size of the companies
skews the performance of the index. Within the index these companies are not equal weighted, they
are cap weighted. The size of the company weights that company’s performance higher. Cap
weighted benchmarks are outperforming by nearly double their equal weighted counterparts. You can
see how much of an effect the larger companies skew the performance of the indices.
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The sectors themselves within the idicies have also seen a wide divergence. Below is the breakdown of
the S&P 500 by secotr. You can see Utilities, REITs, Consumer Staples, Financials, and Healthcare have
all underperformed this year. The performance for the index has been strongly drvien by Tech,
Communications, and Deiscretionary. Again, these Magnificent 7 companies with a 27% weight in the
index, are the primary drivers of the performance. It is easy to point to the index performance and
think that the markets are all doing well, but when you breakdown the numbers and understand the
drivers, you see that the broad strength of the market is not there.
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vs. 52- vs. 52-
week High | week Low

Energy - 60 | 122 | -09 | -47 | -4.2% | 26.6%

S&P 500 Sectors Sept.% | YTD% | Q3% @ Q2% | Q1%

Healthcare 30 | -41 | 27 | 30 | 43 | -88% 7.2%
Financials 31 | 47 | 11 | 53 | 56 | -104% | 12.2%
Communications 33 31 | 131 | 205 | -45% -
Staples 45 H %0 | 05 | 08 | -103% | 55%
Materials 48 | 26 | 48 | 33 | 43 | 86% | 17.5%
Utilities 5.6 25 | 32 0.6%
Industrials 60 | 45 | 52 | 65 | 35 | -87% | 224%
Discretionary 60 | 266 | 48 | 146 | 160 | -9.2% | 28.8%
Technology -6.9 34.7 -5.6 17.2 -10.0% 46.7%
REITs 72 | 55 18 | 19 2.8%

What is the Outlook for the Fed and Inflation?

As mentioned earlier, the new mantra for Wall Street is “higher for longer.” Inflation is easing, that is
the truth. Headline CPIl inflation is down from 9.1% at the peak to on average 3.3% this past quarter.

This is what spurred the hope that the Fed would not just pause rate hikes for the remainder of the

year, but also start cutting early next year.
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Part of the thinking with the Fed is that while inflation is easing, the labor market continues to be very

strong. However, we are starting to see some changes in this area. The pace of job gains has been
trending lower all year. The labor force participation rate for adults aged 25-54 has fully recovered to
pre-pandemic levels. Overall, the labor market remains strong. This is one of the key reasons why
inflation persists, and the recession risk still remians. The labor market strength still allows for
consumers to consume, despite the higher costs to borrow and of goods in general. As long as the
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consumer continues to consume, the recession risk will also stay off in the distance. This is why there
will be a keen eye on the retail numbers this holiday season.
Federal funds rate expectations
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We do believe the Fed is nearing the end of its tightening cycle. The current rate is 5.50%. The
expectation is for one more additional hike this year, but that could change. The Fed points to the
resilience of the economy as to why they are still forecasting a soft landing scenario. They believe the
economy can take an additional rate hike, while they try to get inflation back under 3%. We also
believe that the Fed is really trying to position the rates near or where they want them ahead of the
election cycle next year. They will not want to look like they are making any decisions for political
reasons. If the economy can avoid a recession, the Fed is expected to do two rate cuts next year.
However, if the economy does enter a recession, you could see them cut rates rapidly.

What is Happening in the Bond Market?

Ignoring the potential money to be made in bonds right now would be a huge mistake. Treasury bond
returns hovered around zero for years. However, after the Fed intervention, yields have drastically
picked up with both Treasury and Corporate bonds. There has been more than a decade of uninspiring
returns with Treasuries. Over the past two years, a 2-year Treasury note went from yielding less than
1% annually to over 5% currently. With bonds becoming compelling there been a huge uptick in the
number of Americans that have bought bonds.
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Bonds held by American households and nonprofits

24,000 billion

The yield curve is currently inverted, which means higher yields are with shorter bonds, while longer
term bond yields are still quite depressed. This typically happens when the Fed raises rates and is not
surprising. This has affected the performance of longer-term bonds. It has introduced an interesting
opportunity for investors to buy longer-term bonds at very cheap prices. While it was unclear how
many more rate hikes the Fed would take, and the recession risk was looming, this was a quite risky
recommendation. However, now that the playing field is much clearer, this could be a good strategy
for an investor with a riskier appetite. Once the Fed starts cutting, these prices will pick back up in
these bonds. The price pressure on longer bonds can be seen below in the chart of TLT. This is the
iShares 20+ year Treasury bond ETF. Notice how much price pressure it has come under over the past
quarter.
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We are excited with what we see in the bond market. Before the Fed pivots, we are actively trying to
get all new money put to work, to take advantage of the dislocation in the market and these cheap
bonds.

What is Winans outlook?

The pullback in the third quarter provides a chance to readjust the holdings and take advantage of new
undervalued opportunities. There are several things that we are closely monitoring. One of the items
we are keeping our eye on is will there be a Santa Claus rally this year. There was disappointingly not
one last year, and very rarely is there not one in back-to-back years. We are also closely watching
earnings season. Earnings have been very volatile all year, and we expect the same in the 4" quarter.
Here is a perfect illustration of what both good and bad earnings can do to a stock in one day. This is
the chart of Chipotle over the past year. Look at these two days, which technicians call windows.

Chipotle Mexican Grill, Inc. (CMG) 77 1857.99 <2080 (+113%) 1
SE - Nz e Tme Price st e 04

I
”'w |‘ “|

| |
i 1 i
I, .m]l i '“"‘“Wlltw

)

!

In the first, Chipotle had good earnings. There was a huge price gap on the way up after market hours,
and the next day of trading was a very strong performance day. The second window shows Chipotle
missing earnings. This time the window’s price gap is on the way down after market hours, with the
next day opening considerably lower and trading lower throughout the day. When Ken and | say
earnings matter, this is exactly what we mean. You can hit a home run or get absolutely crushed in a
single day of trading. We have seen this countless times this year and expect it to continue this
quarter.
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Thirdly, we will be closely monitoring the retailers. The retail season is very important for the markets.
This is the time of the year when companies make over half of their annual profits. A soft retail season
could be very foreboding for the start of 2024 and will almost guarantee no Santa Claus rally.

Finally, we will be watching the Fed closely. | am cautiously optimistic that they will not raise rates
again this year. If they do, | do expect to see cuts next year. This is the pivot in the bond market
everyone has been waiting for. This will be the beginning of the end of this incredible buying
opportunity we have been experiencing in the bond market.

Questions? Please let us know if you have any questions or concerns. We are closely monitoring the
markets and the impactful events that will affect them. We will send out the quarterly reports next
week and they should be in the mail or in your portal. Please let us know if you have any questions.
Stay safe and be well.

Winans Investments Team

Disclaimers:

The material contained herein is not a product of any research department of Winans Investments. Nothing herein constitutes a recommendation of any
security or regarding any issuer, nor is it intended to provide enough information to make an investment decision. The information provided is herein not
intended to be and should not be construed as a recommendation or “advice” within the meaning of Section 15B of the Securities Exchange Act of 1934.

The information contained in this communication has been complied by Winans Investments from sources believed to be reliable, but no representation or
warranty, express or implied, is made by Winans Investments as to its accuracy, completeness or correctness. All opinions and estimates contained in this
communication constitute Winans Investments judgement as of the date of this communication, are subject to change without notice and are provided in
good faith but without legal responsibility. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original
capital may occur.

Nothing in this communication constitutes legal, accounting, or tax advice or individually tailored investment advice. This material is prepared for general
circulation to clients and may have been prepared without regard to the individual financial circumstances and objectives of persons who receive it. The
investments or services contained in this communication may not be suitable for you and it is recommended that you consult an independent investment
advisor if you are in doubt about the suitability of such investments or services.

To the fullest extent permitted by law neither Winans Investments, nor any other person, accepts any liability whatsoever for any direct or consequential loss

arising from any use of this communication or the information contained herein. No matter contained in this document may be reproduced or copied by any
means without prior consent of Winans Investments.
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