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The cap-weighted S&P 500 is up big this year and last, driven by artificial intelligence (Al)

Markets Are Poised for Rotation:

What To Do, and Not To Do
By Michael O’Keeffe, Chief Investment Officer
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optimism and the strong performance of the “Magnificent Seven” (M7) larger tech-oriented
stocks. At the same time, hawkish Federal Reserve (Fed) policy has kept short-term interest
rates elevated, allowing cash investments to generate strong income. At times like these,
investors can be susceptible to recency bias, or the often incorrect belief that recent events will
continue. Such bias can spell trouble during a market rotation. In this week’s Sight|Lines, we
discuss the potential for both a bond market and stock market rotation, and why some actions
may be warranted while other actions may not.

THE TAKEAWAY: START PUTTING CASH TO WORK, BUT DON’T CHASE RECENT
EQUITY PERFORMANCE

We’'re setting up for rotation in the bond and stock markets, so look to methodically invest built-
up cash, but don’t chase equity performance. In summary:

e |Invested cash yields have remained above 5% for some time, and the cap-weighted S&P
500 has performed well this year and last, driven by Al optimism.

e That said, the Fed is signaling potential rate cuts later this year, and many Wall Street
strategists are predicting a stock market correction in the U.S.

e In periods with the strong potential for market rotation, investors should seek to avoid
recency bias, or the idea that things will just remain as they are going forward.

e Forinvestors who have built up large cash positions, this could be a good time to clarify
the purpose of such cash — and begin a multi-step process for putting cash to work.

e Investors with a more diversified, “equal-weighted” equity strategy, often used by active
managers, should not be discouraged by recent underperformance.

¢ Individuals with a strong recency bias may chase performance right before a market
rotation, often eroding longer-term investment results.
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IN-DEPTH: USE A DISCPLINED APPROACH TO PUT CASH TO WORK, BUT DON’T CHASE THE
RECENTLY STRONG-PERFORMING EQUITY STRATEGIES OR SEGMENTS

We’re setting up for possible market rotations — falling rates and stock market weakness, so this is a good time to
methodically invest built-up cash, while not chasing equity performance. Going deeper:

Recency bias would have us believe the yield on cash, as well as the performance of the M7 and cap-weighted
S&P 500, may continue going forward, but we’re setting up for a rotation.

o Nvidia is up 165% year-to-date, and the Bloomberg Magnificent Seven Index is up 49%.

o Equal-weighted strategies, as well as active managers not investing in or underweighting these strong
performers, have underperformed over the period.

We see potential for market interest rates to move lower, especially shorter-term rates:

o Fed projections call for a 0.25% cut this year and a 1% cut next year, with fed funds futures signaling
a market view of cuts totaling 0.5% this year and 0.75% next year.

o (ashyields tend to fall as the Fed cuts rates.

With elevated price levels and a slowing economy, stock performance may cool:

©  Many Wall Street strategists, including Stifel’s Barry Bannister, expect a market correction.
Recent winners, like the cap-weighted S&P 500 and M7, could lead markets lower, like in 2022.

o Exhibit 1 shows performance dominance rotates between the cap-weighted and equal-weighted
S&P 500.

o The same pattern is often evident with skilled managers able to deliver long-term investment success,
wherein the strategy underperforms in the short term for structural reasons, only to rebound and still
deliver good long-term results.

For investors who have built up large cash positions, consider the purpose of such cash:

o Ifthe cash will be spent immediately, stay in cash-oriented investments.

o For liquidity needs 1-5 years out, align bond maturity with needs to lock in current yields.

o (Cash earmarked for a long-term strategy can be invested over 6-12 months:

=  For bonds, consider dollar-cost averaging in the shorter 6-month horizon.
=  Forstocks, consider dollar-cost averaging in the longer 12-month horizon, accelerating the
process on market weakness.
To review an important concept, investors should avoid recency bias:

o Avoid high levels of cash with the expectation of higher cash yields for longer, as cash rates will likely
come down.

o Avoid chasing performance, like overweighting strong recent performers like the M7, or shifting an
equal-weighted strategy, including active management, to a cap-weighted one on the belief the latter
will always perform better.

CONCLUSION
Cash investments and the cap-weighted S&P 500 have been strong performers of late. Recency bias would have us

believe these two trends will continue. But investors should work to keep recency bias in check, focus on what to do —

and what not to do — as markets set up for a possible rotation.
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Exhibit 1. S&P 500 Market Cap versus Equal Weight Relative Performance
Rolling monthly year over year total returns
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Source: Stifel CIO Office via Bloomberg as of June 30, 2024

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the
figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times,
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee
of future results. Indices are unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. Dollar-cost averaging does not assure a profit or protect against
a loss. Investors should consider their ability to continue investing during periods of falling prices. There are special considerations associated with
international investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 index is a
capitalization-weighted index that is generally considered representative of the U.S. large capitalization market. The S&P 500 Equal Weight Index is the
equal-weight version of the widely regarded Standard & Poor’s 500 Index, which is generally considered representative of the U.S. large capitalization
market. The index has the same constituents as the capitalization-weighted S&P 500, but each company in the index is allocated a fixed weight of 0.20%
at each quarterly rebalancing. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock
Exchange (NYSE) and the NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE index (Europe, Australasia, and the Far East) is a
free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S. and
Canada. The Bloomberg Magnificent Seven Total Return Index is an equal-dollar weighted equity benchmark consisting of a fixed basket of seven widely-
traded companies classified in the United States and representing the Communications, Consumer Discretionary and Technology sectors as defined by
Bloomberg Industry Classification System (BICS).
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