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Monetary Policy and Equity Trends

There have been two major US stock market trends frequently discussed in recent client and investor meetings:
stock market concentration and the resumed leadership of growth stocks in 2023. The drivers and potential reversal
of these trends are key topics within these discussions. There are many drivers of investor behavior and predicting
the direction of that behavior over short-term periods is complex. However, the impact of monetary policy has been

discussed more often than others.

Generally, investors would expect a positive relationship between future equity market returns and increasing
money supply. Relatedly, an inverse relationship between future equity market returns and rising interest rates is
expected. The underpinning of this relationship is that more accommodative monetary policy is aimed at motivating
investors to increase their risk appetite and leads to asset inflation, both of which are potential contributors to rising
stock prices and valuations. While this relationship is true in general, understanding the impact of monetary policy
on different groups of stocks and market structure requires more nuanced analysis.

A quick review of the long-term correlations between stock market concentration and outperformance of growth
stocks with changes in monetary policy yields a somewhat tenuous relationship. The table below shows the long
term correlations between the percentage weight of the top 10 holdings in the Russell 1000 Index, the 1-year return
spread of the Russell 3000 Growth and Value indexes, and various monetary policy factors. While there appears to
be modest positive correlation between these two equity market environments and the growth of money supply,

weaker inverse relationships are observed with the Fed Funds Rate Level.

December 1979 - December 2023* M2 Growth Federal Funds Rate Federal Funds Rate
Change, % Level, %

Russell 1000 Top 10 Holdings, % 0.281 0.015 -0.175

Russell 3000 Growth - Russell 3000 Value 0.177 0.010 -0.061

Return Spread (1 Year, %)

*Data is monthly except for Top 10 Holdings data which is quarterly prior to 1987.

Source: Federal Reserve Bank of St. Louis, Morningstar, and FTSE Russell
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A closer review of the distribution of these relationships helps uncover periods when the monetary policy environment
should be considered closely by investors. The charts below show stock market concentration grouped by the
distribution of various monetary policy indicators (M2 money supply growth, year-over-year change in the Federal
Funds Rate, and Federal Funds Rate level) and 12-month correlations within each grouping. For the purpose of
illustration, the Federal Funds Rate and Level is sorted from highest to lowest, with more accommodative monetary
policy represented by the “Above 90" Percentile” category. In practice, this shows that market concentration has been

greater in periods with the lowest interest rate levels and highest money supply growth.

Figure 1: Market Concentration (Russell Top 10 Holdings, % Relative to Long-Term Average)
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Source: Federal Reserve Bank of St. Louis, Morningstar, and FTSE Russell

Figure 2: Correlations between US Stock Market Concentration and Monetary Policy Indicators
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The impact on

the style spread (growth — value) shows a similar trend. Generally, a lower interest rate environment

with greater money supply has coincided with better returns for growth stocks relative to value stocks, and vice versa.

Growth - Value (1Y Annualized)
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Figure 3: Growth-Value Spread Across Different Monetary Environments
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Figure 4: Correlations between Growth-Value Spread and Monetary Policy Indicators
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Potential rationale for this relationship have been numerous; a summary of a few common theories is provided below:

e The lower discount rate for investors discounting expected long-term cash flows generally benefits the valuations
of companies with longer-duration growth profiles.

e A reduced cost of capital will generally benefit companies reinvesting in an emerging or existing competitive
advantage.

e Increased risk-taking by investors who become more willing to look out further and accept greater near-term
volatility, generally favors companies with higher future growth prospects.

It is also worth rationalizing that there are specific periods when the impact of more accommodative monetary policy
has coincided with growth stock dominance. Outside of the late 1990s and the more recent period, the co-movement
of the style trends and money supply have been less evident. The below chart helps illustrate that these relationships
can be tenuous, but important to understand and monitor when reacting to recent market trends.

Figure 5: Money Supply and Style Spread History
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For long-term strategic investors, the impact of these trends appears to matter most at the extremes. Correlations,
positive or inverse, between the respective factors are greatest when money supply growth is highest and interest

rates are lowest. This takeaway leads to a few considerations for institutional investors:

e Consider the headwind presented to investment managers who construct portfolios without a growth bias or

reduced concentration in the largest companies within a respective index.
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e Avoid overreaction to near-term style or concentration trends in extreme monetary policy environments.
e As money supply drops and rates remain elevated, it is reasonable to expect weaker trends in market
concentration and the style spread—meaning more variable market behavior with fewer direct tailwinds or

headwinds for investors focused on different market cap segments or style biases.

The long-term correlations of the included factors suggest these relationships ebb and flow over time. To be sure,
other critical factors related to equity trends, including valuation levels, demographic shifts, or macroeconomic risks,
also need to be incorporated into decision making. However, there are instances when it becomes increasingly
important to consider the impact of the monetary policy environment when it is more likely that its relationship with
equity market trends will strengthen.
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Disclaimer of Warranties and Limitation of Liability

This document was prepared by RVK, Inc. (RVK) and may include information and data from third party
sources. While RVK has taken reasonable care to ensure the accuracy of the information or data, we make no
warranties and disclaim responsibility for the inaccuracy or incompleteness of information or data provided or
for methodologies that are employed by any external source. This document is not intended to convey any
guarantees as to the future performance of investment products, asset classes, or capital markets.

About RVK

RVK was founded in 1985 to focus exclusively on investment consulting and today employs over 100
professionals. The firm is headquartered in Portland, Oregon, with regional offices in Boise, Chicago, and New
York City. RVK is one of the five largest consulting firms in the world, as reported by Pensions & Investments'
2023 Special Report—Consultants. Additionally, in April 2023, RVK received a notable award as a Coalition
Greenwich Quality Leader among large US investment consultants, based on Greenwich's 2022 study.
Coalition Greenwich is an industry-recognized third-party firm which asks plan sponsors to rank their
consultants on a series of key metrics. Notably, RVK is the only firm among large US consultants to receive an
award for a sixth consecutive year. Coalition Greenwich issued the award on April 25, 2023 based on their
February through November 2022 study. No direct or indirect compensation has been paid by RVK in

connection with obtaining or using this award. To read more about the Greenwich award, please refer to the
following URL: . RVK’s diversified client base spans over 30 states,
and covers endowments, foundations, corporate and public defined benefit and contribution plans, Taft-
Hartley plans, and high-net-worth individuals and families. The firm is independent, employee-owned, and
derives 100% of its revenue from clients for investment consulting services.
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