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The artificial intelligence (“Al”) wave washed over
investors during the quarter, and the companies
seemingly best positioned to benefit performed
remarkably. TV personality Jim Cramer coined this group
of Alphabet, Amazon, Apple, Meta, Microsoft, Nvidia and
Tesla the Magnificent Seven. With quarterly returns
ranging from 16.3% (Alphabet) to 52.3% (Nvidia), they
drove the tech-heavy NASDAQ 100 index to a 15.4%
quarterly gain, bringing its six-month return to 39.4%. At
quarter-end the Magnificent Seven constituted ~28% of
the S&P 500 index, were its largest seven holdings, and
vaulted the index to an 8.7% quarterly gain.

This narrow market leadership is concerning to some, a
lack of “breadth” portending trouble underneath the
market’s surface. Perhaps. It could also come to pass
that the stocks representing the remaining ~70% of the
S&P 500 take the reins and drive the market higher. The
healthcare, consumer staples, energy, financials, real
estate and utility sectors made up ~40% of the S&P 500
as of quarter-end, and on average they were down for
the first half of 2023. If those sectors begin to exhibit
signs of life, the stock market could certainly continue to
exhibit strong momentum, bad “breadth” and all.

To be clear, not only mega-sized technology company
stocks were up during the quarter. Small company stocks
returned 5.2%, midsized company stocks 4.9%,
international stocks 3.0% and emerging market stocks
0.9%. Growth stocks tended to outperform value stocks,
but the latter were up nicely. Sector wise, technology,
communications and consumer discretionary stocks

performed best, while utility, energy and consumer
staples stocks were flat to down.

Very high quality US Treasury and Agency bonds were
marginally down during the quarter, while corporate
bonds were generally up. The Federal Reserve (“Fed”)
raised the target range for its short-term fed funds rate
to 5.0% to 5.25% at its May confab, but paused on its
rate-hiking cycle at its June meeting. The Fed’s
continued “tightening” of monetary policy, using higher
rates to induce savings and inhibit credit-based
investment, has successfully slowed inflation, though it
remains at elevated levels. The May reading on
consumer prices was +4% for the trailing 12 months,
compared to +9% one year ago. Progress remains to get
to the Fed’s inflation target of ~2%, and thus the median
expectation amongst the Fed’s Open Market Committee
participants is for two more rate increases this year, to a
range of 5.50% to 5.75% for fed funds by year-end.
Nonetheless, with yields on short-term US Treasury bills
about 5% and inflation about 4%, inflation-adjusted rates
(i.e., “real” interest rates) are about 1%, dramatically
improved from this time last year.

You have to break a few eggs to make an omelet, the
saying goes; the Fed’s unprecedented interest rate hiking
cycle took down several banks that poorly managed their
interest rate risk, and there remains significant
uncertainly in the commercial real estate market. Many
loans are so-called “balloon” structures that inherently
assume payback via refinancing at term end, typically
five years. A rolling loan gathers no loss, real estate
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Bloomberg High Yield 1.00 -0.92 1.67 1.75 5.38 9.06 3.14 3.36 4.43
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bankers quip, but that may simply be untenable given
the state of lower quality office, suburban office and
retail space. The bulk of commercial real estate loans
reside on regional bank balance sheets, so this story is
unfolding. As for residential real estate, the trend has
been remarkably resilient considering that mortgage
rates have nearly tripled since the lows of January 2021.

On the economic front, Q1 GDP came in at 2.0% and
unemployment remains historically low at 3.7%.
Optimists will point to the Atlanta Fed’s “GDPNow”
estimate forecasting ~2.0% Q2 growth for validation.
Pessimists will cite today’s inverted vyield curve, with
longer dated bonds vyielding less than short-dated
maturities, as a reliable predictor of storm clouds on the
horizon. Our advice: follow corporate earnings, which
are trending favorably.

Wainwright wishes you a happy summer season. For
those looking for some beach reading, might we suggest
Morgan Housel’s The Psychology of Money. It reads,
“Doing well with money isn't necessarily about what you
know. It's about how you behave. And behavior is hard
to teach, even to really smart people.” The book is plain
spoken, easy to read, and particular beneficial to
younger people, in our view.
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