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Stocks have had a nice run, but at higher prices, the bar for further gains gets higher. We have
recently made the case in this publication that there are a lot of reasons to expect the market to go
higher between now and year end. But with stocks at higher valuations, high-quality bonds offering
attractive yields, an S&P 500 Index with concentrated leadership facing technical resistance at
4,300, and an elevated risk of a late-2023 recession, we think it makes sense to be a bit careful
here. Importantly, though, neutral is not bearish.

FIVE REASONS WE’'RE LOWERING OUR EQUITIES ALLOCATION

There are five primary reasons why the LPL Research Strategic and Tactical Asset Allocation
Committee (STAAC) is lowering its recommended equities allocation to neutral today.

Reason #1: Recession Is Likely by Year End

Our base case is for the economy to slip into a mild recession by end of 2023. However, the
solid labor market and elevated surplus savings are delaying the onset of a broad based
contraction. Despite Friday’s strong jobs report, cracks are appearing. The latest Federal
Reserve (Fed) Beige Book revealed a recession already started in the trucking and freight
industries, and perhaps this is a leading indicator of a broader slowdown in business activity in
the months ahead.

If and when a recession begins, the impact on capital markets will likely be mixed since some
sectors could skirt the full impact of an economic contraction as upper income households
release pent up demand for experiences within the services economy. The average loss for
the S&P 500 during the six months before a recession has been 1.4% historically, based on
data since 1970, though the index did gain nearly 10% ahead of the 1980 and 1990
recessions.

Reason #2: The S&P 500 Is Facing Strong Technical Resistance

The technical setup for the S&P 500 is a story of the good, the bad, and the ugly. The good
news is that the market remains in an uptrend and above its rising 50- and 200-day moving
averages (dma). Furthermore, after several failed attempts, the index finally surpassed
resistance at 4,200 ( ).
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- NEXT TEST FOR THE S&P 500 IS 4,300
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Past performance is no guarantee of future results.
Indexes are unmanaged statistical composites and cannot be invested into directly.

The bad news is that the next major area of resistance sets up near 4,300, which traces back
to the August 2022 highs and lines up with a key retracement level of last year’s bear market.
With major resistance coming into play only marginally above current S&P 500 levels, we
believe the reward-to-risk profile has become less attractive.

Diverging market breadth represents the ugly portion of the technical story. Fewer and fewer
stocks are participating in the latest advance, while leadership is highly concentrated in only a
handful of mega-cap names. For example, only 43% of S&P 500 stocks are trading above their
200-dma, compared to 79% when the market notched its February high. On an equal weighted
basis—meaning every stock in the index carries the same weighting—the S&P 500 is only
1.5% higher on the year, highlighting how much heavy lifting the mega-caps have done for the
index’s 11.5% year-to-date advance (as of June 2).

In a typical bull market or even a developing one, widespread participation provides
confirmation of the uptrend’s strength and sustainability. WWhen participation in the advance is
limited, vulnerabilities emerge as the weight of the market’s advance falls on the shoulders of a
limited number of stocks.
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Reason #3: Technology Is Overbought and Due for Consolidation

Technology has been the main engine behind this year’s rally, and risk of the sector
overheating continues to climb. Since the April 2023 low, the sector has rallied 16% as of June
1, marking the highest rate of change over a 26-trading-day period since February. In fact,
whenever the rate of change has crossed above 16% over an equivalent timeframe, the
technology sector has historically declined by an average of 2.5% over the following three-
month period.

Overbought conditions are also becoming widespread. The sector’s Relative Strength Index
(RSIl)—a momentum oscillator used to measure the speed and magnitude of price action—
recently hit its highest overbought reading since December 2021. Furthermore, nearly 30% of
technology sector stocks reported an overbought RSI reading last week.

While overbought conditions provide validation of the sector’s uptrend, and overbought does
not mean over, the likelihood of a healthy consolidation and/or pullback appears to be rising.
The good news is that if there is mean reversion, it would likely be toward the sector’s uptrend
and provide a potential pullback opportunity for investors seeking a better entry point into the
sector. In the event of a pullback, both the rising 20- and 50-dmas provide dynamic support
levels to watch, along with the August highs near 2,650 ( )-
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n S&P 500 INFORMATION TECHNOLOGY SECTOR RALLY LOOKS OVEREXTENDED
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Past performance is no guarantee of future results. All indexes are unmanaged and can’t be invested in directly.
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Reason #4: Fixed Income Yields Are More Competitive With Equities

Higher interest rates make stocks relatively less attractive when compared with bonds for a
couple of primary reasons. First, the value of a stock is the present value of future cash flows.
So, a higher interest rate raises the discount rate and lowers the value of those cash flows.

Second, higher interest rates also make bonds more attractive relative to stocks, all else equal.
We use the equity risk premium (ERP) calculation shown in to compare the earnings
from bonds (yield) to the earnings from stocks (earnings yield, or earnings divided by price).
Based on the S&P 500 Index price and U.S. 10-Year Treasury yield as of May 31, the ERP is
down to 1.3%, in line with the 40-year average and much richer than the near 3% ERP a year
ago.

HIGHER BOND YIELDS AND LOWER EARNINGS YIELD PRESSURING STOCK VALUATIONS

Equity Risk Premium Near Its 40-Year Average, Leaving Stock Valuations Fair, Not Attractive
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S&P 500 equity risk premium is the S&P 500 earnings yield minus the US 10-year Treasury yield
Allindexes are unmanaged and cannot be invested into directly.

Friday’s strong jobs report increases the risk that interest rates move higher from current
levels, as a potential July rate hike is back on the market’s radar. The increasing relative
attractiveness of fixed income, coupled with fuller equity valuations, supported the STAAC’s
decision to move to an overweight fixed income allocation and a neutral position on equities
today.
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Reason #5: Seasonal Headwinds

Don’t expect any seasonal tailwinds to help stocks this month. The S&P 500 has generated
average and median price returns during June of 0.0% and 0.1%, respectively, making it the
fourth worst-performing month since 1950 ( ).
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Past performance is no guarantee of future results. All indexes are unmanaged and cannot be invested into directly.

Furthermore, the index has only produced positive returns 54.8% of the time during June. For
context, the S&P 500 has posted average monthly gains of 0.7% and finished positive 61% of
the time for all months since 1950.

The seasonal setup for the technology sector in June is even worse. Since 1990, the sector
has generated average and median price returns during the month of 0.0% and -1.7%,
respectively, making it the second-worst month based on average returns and the worst month
based on median returns. Furthermore, the tech sector has only produced positive returns
42.4% of the time during June, the lowest positivity rate across the calendar.
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RISKS TO THE UPSIDE

Although we think stocks are due for a pullback, or at least some choppiness, there are several
upside risks. One we highlighted last week was the stock market’s strong performance
historically after a solid first 100 trading days (discussed here).

Other potential risks to the upside include:

e The S&P 500 is still in a bear market (though barely), up 19.7% off its October 12, 2022
low, less than half the average gain one year after a bear market low of 42% since 1950
(the median gain is 34%). The technical definition of a bull market is a close 20% above
the bear market low.

e Stocks are still in the favorable third year of the four-year Presidential cycle—the S&P
500 has gained an average of about 15% in the year after midterm elections (and is up
11.9% since midterms on November 8, 2022).

e After down years, as we had in 2022, the S&P 500 has historically gained an average of
15% in the subsequent year.

¢ Inflation continues to fall steadily, which could help economic growth, company profit
margins, and stock valuations by lowering borrowing costs, input costs, and the
discount rate used to value stocks.

e The end of the Fed'’s rate hiking cycle could provide a tailwind for stocks. Historically,
stocks have generated double-digit gains, on average, after the end of Fed rate hiking
cycles, though in pre-1990 inflationary periods performance was more mixed.

e A case can be made that recession was already priced in last fall and that a new bull
market is developing, potentially eliminating the need for the S&P 500 to return to the
October lows as in a typical recession scenario. During bear markets accompanied by
recession since 1950, stocks have always bottomed after the recession started.

LATEST THOUGHTS ON ASSET ALLOCATION

The STAAC now recommends a neutral allocation to equities, with a modest overweight to
fixed income funded from cash. The risk-reward trade-off between stocks and bonds looks
relatively even to us, with core bonds providing a yield advantage over cash.

The STAAC recommends being neutral on style, favors developed international equities over
emerging markets and large caps over small, and maintains the industrials sector as the top
overall sector pick, with communication services and technology as top ideas based on
technical analysis.
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Within fixed income, the STAAC recommends an up-in-quality approach with a benchmark
weight to duration. We think core bond sectors (U.S. Treasuries, Agency mortgage-backed
securities (MBS), and short-maturity investment grade corporates) are currently more attractive
than plus sectors (high-yield bonds and non-U.S. sectors) with the exception of preferred
securities, which look attractive after having recently sold off due to the banking stresses.
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IMPORTANT DISCLOSURES

This material is for general information only and is not intended to provide specific advice or recommendations for any individual. There is no assurance that the
views or strategies discussed are suitable for all investors or will yield positive outcomes. Investing involves risks including possible loss of principal. Any economic
forecasts set forth may not develop as predicted and are subject to change.

References to markets, asset classes, and sectors are generally regarding the corresponding market index. Indexes are unmanaged statistical composites and
cannot be invested into directly. Index performance is not indicative of the performance of any investment and do not reflect fees, expenses, or sales charges. All
performance referenced is historical and is no guarantee of future results.

Any company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of their products or services. LPL
Financial doesn’t provide research on individual equities.

All information is believed to be from reliable sources; however, LPL Financial makes no representation as to its completeness or accuracy.

US Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit, and market risk. Bonds are subject to
market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are subject to availability and change in price.

The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy
through changes in the aggregate market value of 500 stocks representing all major industries.

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit earned by the firm per share. Itis a
financial ratio used for valuation: a higher PE ratio means that investors are paying more for each unit of net income, so the stock is more expensive compared to
one with lower PE ratio.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS serves as an indicator of a company’s
profitability. Earnings per share is generally considered to be the single most important variable in determining a share’s price. It is also a major component used to
calculate the price-to-earnings valuation ratio.

All index data from FactSet.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against
market risk.

Asset allocation does not ensure a profit or protect against a loss.

A CDS contract is a derivative product that protects the CDS buyer from a credit default of the underlying security. Credit risk is transferred to the seller of the CDS
contract, who requires a premium for the protection. As credit risk increases or decreases, the contract premium goes up and down, similar to an insurance policy.

A typical notional on a CDS is in the range $10-$20 mm. CDSs have a stated maturity (typical terms are 3, 5, 7, and 10 years), with the most liquid point at 5
years. Typically, credit default swaps are the domain of institutional investors.

Preferred stock dividends are paid at the discretion of the issuing company. Preferred stocks are subject to interest rate and credit risk. As interest rates rise, the
price of the preferred falls (and vice versa). They may be subject to a call feature with changing interest rates or credit ratings.

The fast price swings in commodities will result in significant volatility in an investor’s holdings. Commaodities include increased risks, such as political, economic,
and currency instability, and may not be suitable for all investors.

Value investments can perform differently from the market as a whole. They can remain undervalued by the market for long periods of time.
The prices of small cap stocks are generally more volatile than large cap stocks.

International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all investors. These risks are often
heightened for investments in emerging markets.

This research material has been prepared by LPL Financial LLC.

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRAJ/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from

a separately registered independent investment advisor that is not an LPL affiliate, please note LPL makes no representation with respect to
such entity.

Not Insured by FDIC/NCUA or Any Other Government Agency Not Bank/Credit Union Guaranteed

Not Bank/Credit Union Deposits or Obligations May Lose Value
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For a list of descriptions of the indexes referenced in this publication, please visit our website at Iplresearch.com/definitions.
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