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Dear Client, 
 
The stock market continues to be driven primarily by AI enthusiasm, which only intensified in the third quarter with massive 
AI-linked investment deals between OpenAI and Nvidia, Oracle, and AMD. We believe that much of the market gains are 
now reliant on sentiment and expectations tied to one industry (AI and AI related names).  However, while AI is attracting 
all the headlines, we are cognizant of sluggish job gains with nonfarm payrolls averaging just +29,000 per month in the 
three months through August.  Inflation remains above the Federal Reserve's 2.0% target, with CPI at 2.9% year-over-year 
in August.  As such, while stocks have been incredibly strong, we see a potential 
risk of a stock market correction of 5-10% on even slight disappointment 
relative to (AI) expectations. 
 
The second factor we are watching is the Federal Reserve and the tightrope 
walk it is attempting to perform by lowering interest rates, but not too quickly 
to re-stoke inflation. The Fed cut rates by 0.25% in September as expected, and 
thanks to the Fed dot plot release with their meeting minutes, the market fully 
expects two more 0.25% rate cuts between now and year-end.  The market has 
viewed soft economic data as good for stocks because it makes rate cuts more 
likely, and vice versa—strong economic data and higher inflation readings lead 
the market lower as fewer rate cuts are expected.  At present, the Federal 
Reserve is more worried about rising unemployment, especially after historical 
downward revisions with the unemployment rate holding at 4.3% in August.  
 
Finally, we do not include the government shutdown as a market influence 
simply because it hasn’t been one historically.  For the shutdown to start to 
directly impact markets, it would have to continue for several months and even 
then, the impact on markets would likely be temporary and nowhere near as important as what’s happening with AI 
enthusiasm, interest rate cuts, corporate earnings, and economic growth metrics including employment and inflation. 
 
Stock Market Review: AI Enthusiasm Drove Markets Higher 
The US stock market continued to shine in the third quarter without much volatility.  Despite cooling labor data and inflation 
that remained elevated, there is a case to be made that the U.S. stock market could outperform the U.S. economy in the near 
term thanks largely to positive operating leverage.  Companies have aggressively adjusted their cost structures since the 
pandemic and in recent years have focused on purchasing chips powered by AI to increase productivity.  In fact, Jamie 
Dimon, CEO of JPMorgan Chase, said recently at a conference, “we spend ~$2 billion/year on developing artificial 
intelligence technology, and we believe we save about the same amount annually from these AI investments.” These moves 
are resulting in positive operating leverage, which means a modest amount of sales growth despite the cooling economy 
being translated into robust earnings growth which in turn drives stock prices higher.  For instance, S&P 500 companies 
reported Q2 double digit earnings growth of +11.7%, with third quarter estimates standing at +7.9% year-over-year growth. 
 
Of course, we should not get complacent.  There will always be risks to worry about, such as U.S. political uncertainty, 
geopolitical turmoil, energy price volatility, and cyber-attacks.  There are also the dreaded unknowns.  Any of these risks 
can flare up and spark short-term volatility in the markets.  There is also the harsh reality that economic recessions and bear 
markets are developments that all long-term investors should expect as they build wealth in the markets.  The long game 
however remains undefeated.  
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Bond Market Review: A Steepening of the Yield Curve 
Central to the bond market's trajectory are expectations for Federal Reserve policy.  After a 0.25% interest rate cut at the 
September 17th FOMC meeting, the federal funds rate now stands at 4.00-4.25%.  Longer-term projections suggest the 
funds rate could settle at 3.5%-3.75% by the end of this year and below 3.00% by the end of 2026 per consensus forecasts.  
This directly impacts the return investors can achieve in money market funds and bank savings accounts.  In short, we 
expect the rate of return investors can achieve in money market funds to continue to come down. Investors might also 
assume this is directly correlated to a drop in longer-term interest rates such as mortgage rates; however, this isn’t necessarily 
a true correlation.  Short-term interest rates can fall while longer-term interest rates can remain elevated, resulting in a 
steepening of the yield curve.  With federal deficit concerns lingering, and the potential for inflation to remain above the 
Federal Reserve’s 2.0% target in the near term, we believe a steepening yield curve is the more likely path for interest rates.  
We have begun to see this already as the 10-year US treasury rate minus the 2-year US treasury spread widened to 0.50% 
by quarter-end. 
 
We continue to believe the bond market will serve as a safe haven during turbulent times.  We have been able to secure 
investment-grade bonds at rates over 5.0%/year when held to maturity.  With the prospects of lower short-term interest rates 
on the horizon, extending duration away from cash-like investments such as money market funds allows investors to lock 
in higher interest rates for longer.  Locking in at these higher interest rates allows investors to earn a satisfactory return in 
the bond market, while simultaneously lowering the overall portfolio volatility as compared to a more aggressive all-stock 
portfolio.  Using tools such as our financial planning software, we can help you determine the optimal asset allocation mix 
that aligns with your individual goals, risk tolerance, and lifestyle.  We are committed to working together to help you 
navigate market changes and ensure your portfolio remains aligned with your long-term financial objectives. 
 
Looking Ahead: Strategic Considerations 
The S&P 500, which climbed 7.8% in Q3 to a record high, is trading above 22x forward earnings because of the high 
multiples of massively weighted tech companies.  In fact, if you look at the top 10 weightings of the S&P 500, nine of the 
top 10 heaviest weighted names are technology stocks, with the lone non-tech name in the 10th spot—Berkshire Hathaway.  
Nvidia, Microsoft, Google, Amazon, and others are such big weightings in the S&P 500 that their high-growth multiples 
are pulling the broader market multiple higher.  This matters for two reasons.  First, provided AI enthusiasm remains intact—
as evidenced by Nvidia's 50% Q3 gain and AMD's 40% surge—this logic will keep the market multiple above what is a 
typical ceiling.  Second, if AI enthusiasm begins to wane (either by disappointing earnings or a suspension of some of these 
mega-agreements), then the market loses its justification for this expensive multiple and we could easily see the S&P 500 
trade back towards an 18-20x multiple, which would take 600-800 points off the S&P 500. 

 
 
AI enthusiasm isn’t the only thing that can cause a market pullback.  If the Fed only signals one more cut in 2025 that will 
be a disappointment in the fourth quarter, and if the soft labor data gets worse and growth begins to slow, then that will 
offset any AI enthusiasm support, and the market could drop significantly.  That said, we believe the key is AI enthusiasm, 
and as long as that stays in place, growth is solid, and the Fed keeps cutting rates, this rally will continue. However, if AI 
enthusiasm begins to fade, that alone will cause a pullback.  And if growth rolls over or the Fed hesitates on cuts 
simultaneously, that too could cause a sell-off.  Right now, this is not a near-term risk, but it is what we will continue to be 
watching closely. 
 

“It is better to be roughly right than be precisely wrong.”  - John Maynard Keynes 


