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To avoid over-depleting the portfolio, the external constraints are largely the potential
return and assumed risk of individual asset classes and the correlation to other asset
classes. Ideally, we prefer high, but uncorrelated, returns. In a fixed income portfolio,
calculating future returns is possible within reasonable accuracy because the return of an
individual bond is assumed held to maturity.

Bonds are priced based on the “yield to maturity.” For example, the U.S. Treasury 10-
Year bond has a yield to maturity of about 3.5%. High quality corporate bonds will
usually yield about 1% higher than Treasuries which are considered “risk free” (let’s hope
S0).

The equity class is more challenging for investors. Historically S&P500 returns have
averaged about 10% per year, but with a standard deviation of 20%. For those readers
who have not recently taken a course in statistics, this means that in any given year, you
can expect stocks to provide returns between -10% to up to 30%, with 65% probability.
Thus, equities are best for long-term returns, but will be volatile in the meantime. During
bear markets, investors often exaggerate the recent painful events into the future and thus,
miss out on significant returns that are needed to meet their long-term return needs. As
the chart below shows, missing out on a few days of large gains can be detrimental to
portfolio returns.

Investors Pay Steep Price for Missing Best Days of Rally
Performance of 510,000 invested in S&P 500 in 20 years to end of 2022

Fully invested 564,844
Missed 10 best days
Missed 20 best days
Missed 30 best days
Missed 40 best days
Missed 50 best days

Missed 60 best days

Source: JPMorgan Asset Management
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Monday morning, the Bloomberg report introduced a welcome sign of discussion, “March
Madness” the college basketball tournament, rather than bank failures often occurring over
weekends. The financial media talking about basketball is a sign of the abatement of the
recent banking crisis.

Across all client portfolios, we are generally slightly underweight in stocks, near targets in
fixed income, but with a significant exposure to short-term fixed income which is short
term strategy. While we think that the financial markets will be more favorable to
investors, there are a few risks that pose a risk. First, the debt ceiling needs to be raised
and the Treasury could run out of funds by July. Given the challenges within Congress and
working with President Biden on this issue, a mediator is needed. Second, the risk of
further increases in interest rates by the Federal Reserve could break the banking system
that is on thin ice subsequent to the recent failures. Let’s hope these issues don’t surface.

The equity market has been in a bear market for about 15 months and appears to be a
bottoming process. The S&P500 bottomed out in October and is in an intermediate
uptrend, albeit, in a jagged path. Commodity prices are showing the influence of a slowing
economy with oil prices down significantly from last year’s highs. Thanks to a warm
winter, natural gas prices have collapsed, a savior for Europeans dealing with short
supplies due to the Russian invasion of Ukraine. In the bond market, short-term yields
continue to rise, thanks to the Federal Reserve, but longer-term interest rates have
dropped. The 10-year treasury bond yield has fallen from 4.0% last fall to 3.55% recently.

10 Year Treasury Yield Chart from 1994 to present. Long-term yields at highest

level in 15 years.

Chart Courtesy of Bloomberg.
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With the fixed income portion of most portfolios serving as the foundation, at present we
are weighted towards the short-term, but will be migrating towards longer-term
maturities, generally 7 to 10 years through the spring. With the odds favoring lower
inflation and economic recession a possibility, we will lock in yields.

Keeping the recent bank failures in mind, we are further pushing our credit standards
higher and now look for a minimum credit rating of A or stronger from Standard & Poor’s.
Our objective with laddered bond portfolios is safety and predictability.

Shifting strategy to the alternative asset space, recently we have added to our position in
gold, via the “GLD” exchange traded funds that closely tracks the prices of gold. Gold
seems to perform better when interest rates are falling which may be the case later this
year. Industrial uses of gold are only about 10% of users, thus the store of value remains
the global interest of gold investors.

In the Equity market, the outlook is slowly improving. The bear market in the SP&500 that
started in January 2022, is starting to get old. However, the bottoming of markets is a
process, not an event and will take time to be confirmed. The abatement of additional
interest rate increases by the Federal Reserve will be an important compnent of this
process. Related to the Federal Reserve policy, the absence of additional bank failures will
be an important related step to building a floor in equity prices.

S&P500 low mark was in October 2022, trending higher since. Stocks often
begin bull markets when no one expects it.
Chart Courtesy of Bloomberg.
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Sentiment, or the psychology of the market is an important aspect, especially at bottoms
since fear can be measured. High-yield bond yields relative to “risk free” treasuries is one
data point that has jumped recently and showing the highest level of fear in years. The Put/
Call ratio of option traders tends to be more volatile, and a shorter-term tool is showing
high fear but declining, which is supportive of equities. In most client portfolios we are
invested 80% to 90% in their targeted exposure to stocks. Since equities are a long-term
asset class, we are maintaining exposure, but waiting for further confirmation of a trend
change in the SP&500. As the 2-year chart of the SP&500 above shows, the index bottom
last fall has held a series of highs and lows on each sell-off is higher than the prior low
which is a positive sign.

Many strategists such as Mike Wilson of Morgan Stanley believe that a recession is coming,
and corporate earnings will fall. This will lead to stocks falling 15% from current levels he
thinks. The counter argument is that a recession would hurt corporate earnings, but would
remove the Federal Reserve from raising interest rates and possibly lower them. Also, a
recession has been expected for a year and investors have already discounted the
possibility. The question will be would lower interest rates be a more important factor
than earnings?

In terms of equity holdings, we have balance stocks that are economically sensitive and
others positioned for a slowing economy and lower interest rates. Our top holdings are
positioned for a number of potential trends. Vertex and Merck healthcare related, will be a
hedge against a weaker economy. The top tech holdings, Arista Networks and Microsoft are
riding secular trends and would do well in a slow growing economy. Lincoln Electric, a
leader in industrial manufacturing, would perform in a stronger economy. Finally, Deere is
the best correlation equity to the overall market since agriculture cycles tend to have little
to do with the economic trends. Deere was a big winner last year for clients but is down
moderately so far in 2023 for no real reason. The following article is a summary of our top
10 holdings in most client portfolios. While we construct portfolios there are many factors
we keep in mind, we strive to consider potential returns of individual holdings relative to
assumed risks associated with their business.

Apple (AAPL) has seen strong demand for its latest iPhone 14 Pro models as the company
recovers from a supply chain issues during the Covid outbreaks in China. As the iPhone
market approaches maturity, the company's growth is supplementd by their services
offerings, inluding the App Store, iCloud, Apple Pay, Apple Music, and Apple TV+. As one of
the most trusted companies in technology, Apple's investments and continued portfolio
diversification have long-term growth potential. Apple is the largest stock in the SP500
based on market value. Its brand reconginition, customer loyalty, and innovation makes it a
core long-term holding.

Visa Inc. (V) holds the title of the largest credit card network in the United States, with long-
term growth trends including the trasition from cash to digital transactions, grwoth in
ecommerce and mobile payments. The company maintains a strong reputation for reliability
and has also achieved carbon neutrality across their entire operations. Favorable
performance is expeced as Visa possesses the financial resources and market share to be a
dominant player and innovator in the payments industry. Visa is money making machine.
Its returns on assets is 18%, extremely high. Further, it produces cash flow in well in excess

of its investment needs. |
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Vertex Pharmaceuticals (VRTX) develops and commercializes treatments for patients with
Cystic Fibrosis, infectious diseases, autoimmune disorders, Multiple Sclerosis, and pain
management. The company’s Cystic Fibrosis drug, Trikafta, was first approved in 2019
and has been described as a “miracle drug”, which completely transforms the lives of those
who are afflicted with the disease. In pain management, Vertex has been working towards
discovering alternatives to opioids by developing drugs that do not carry the same risk of
addiction. Vertex should complete its phase 3 clinical trials on its pain drug, VX-548 by
year end. Approval by the FDA of this drug could significantly increase the company’s
revenues and reputation given the need for an alternative pain management to opioids.

Arista Networks (ANET) is in the business of cloud networking. It also manufactures the
software, routers, and switches required for the cloud operations of large tech companies,
such as Microsoft and Meta. Arista’s operating platform includes data analytics and
automated diagnostics, which means the software has “self-healing” capabilities and can
fix small problems before they become big problems. These products reduce its customers’
need for quality assurance teams and improve efficiency. Arista is one of the few public
companies with a female CEO and CFO in the technology sector. Arista is growing rapidly,
has no debt, and trades at a reasonable valuation so there is plenty of opportunity for
further appreciation of its shares.

Microsoft (MSFT)develops, licenses, and supports software, services, devices, and solutions
worldwide. Their products are essential to business functions, with their cloud platform
allowing for collaboration and ease of use. The company has also been one of the first
adapters of Artificial Intelligence (“Al” technology with their investment in ChatGPT
creator OpenAl, and continues to incorporate Al in their product offerings. As a first mover
in this space, Microsoft’s competitors are being forced to play catch-up, showing promising
opportunities to maintain a long-term competitive advantage. Microsoft has a AA+ credit
rating, moderate growth potential, and a high degree of reoccurring revenue of its M365
software and other products that makes the shares an excellent investment combining
financial stability and return potential.

Deere & Company (DE) is the world’s largest agricultural machinery manufacturer and is
significantly ahead of its competitors in terms of technology. The company’s Precision
Agriculture systems use satellites to reduce overlap, provide yield data and field
conditions, and have the ability to wirelessly send instructions to function equipment.
Deere's products drastically increase farming efficiency, and their development of electric
machinery shows promise in reducing farming's global carbon footprint. Deere's
leadership in agriculture and the growing demand for food, offer shareholders the
opportunity for long-term returns.
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Garmin Ltd. (GRMN) designs, develops, and manufactures wireless and GPS devices throughout
the world. The company’s segments include fitness, outdoor recreation, marine, auto, and
aviation, with a diverse range of products that have numerous applications. Garmin’s latest
technology is its solar-charging GPS watch, which further supports its main competitive
advantage by continuously creating new and innovative products quickly to meet market
demand. Garmin has following with investment analysts with only 7 firms publishing
research and only 3 buy recommendations. With no debt, $3 billion in cash, they have no
need for Wall Street investment bankers services. The analysts who do research the
company are consistently underestimating the demand for Garmin’s products. I guess they
don’t fish?

Lincoln Electric (LECO) is the largest global supplier of welding equipment and
consumables. They are credited with numerous innovations in the welding space
throughout the company’s 120+ year history. Their latest developments have been focused
on automated welding machinery, with growth supported by their customers’ focus on cost
reduction as they are faced with an ever-worsening shortage of blue-collar workers. As the
industry leader with a diverse group of end markets for their products, Lincoln Electric has
achieved record financial performance in a difficult economic environment. With a history
of successful growth investments, consistent dividend payments, and a disciplined capital
allocation strategy, Lincoln Electric provides investors with a promising mix of value and
growth.

Ulta Beauty (ULTA) is the largest beauty retailer in the United States, offering cosmetics,
fragrances, skin, hair care products, and salon services. Since the end of the pandemic and
with social events resuming, the beauty industry has proven to be resilient. Ulta has
positioned itself to both maintain its existing customer base with its rewards program and
reaching new customers through their retail locations in Target stores, e-commerce
capabilities, and in-store salon and makeup services. This combination of offerings has
made Ulta a “one-stop-shop" for everything beauty and is expected to continue to capitalize
on current industry trends. Ulta has been one of the most consistent growth stocks over the
past three years. Although the company has excelled, we believe there is more to come.

Merck & Co. (MRK) is the 7th largest pharmaceutical company in the world, and develops
medicines, vaccines, biologic therapies, and animal health products. The company’s most

successful drug, Keytruda, is used to treat a variety of Stage II cancers. Currently, Merck’s
strategy involves large-scale acquisitions, with the latest being Imago BioSciences Inc., to
further diversify their product lines and invest in research and development. With a strong
reputation in the industry, Merck is expected to continue to be a dominant company in the
pharmaceutical and healthcare space. Merck’s shares have been lackluster so far this year
after a strong 2022. This could be due to investors selling last year’s winners to buy the
laggards. Also, the company most likely will be having a down year for earnings due to the
loss of Covid related revenues.
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S&P500 low mark was in October 2022, trending higher since. Stocks often begin bull
markets when no one expects it. Chart Courtesy of Bloomberg.

Arista Networks and Microsoft are riding secular trends and would do well in a slow

growing economy. Lincoln Electric, a leader in industrial manufacturing, would
perform in a stronger economy. Finally, Deere is the best correlation equity to the
overall market since agriculture cycles tend to have little to do with the economic
trends. Deere was a big winner last year for clients but is down moderately so far in
2023 for no real reason.

Below is a summary of our top 10 holdings in most client portfolios. While we
construct portfolios there are many factors we keep in mind, we strive to consider
potential returns of individual holdings relative to assumed risks associated with their
business.

FDIC- Federal Deposit Insurance Corporation

Worried about if your bank deposits are insured?

Check out the FDIC's website: https://edie.fdic.gov/fdic_info.html
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