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Emerging Risks in U.S. Stocks

Domestic equities have rallied despite the Fed pushing the limit on expected interest rates.

U.S. stocks have perked up so far this year. But now, two key market metrics show a heightened level of risk in
domestic equities that we’re watching closely.

The chart below highlights both the terminal federal funds rate—the highest expected level for the fed funds
rate in the current tightening cycle (the blue line)—and the overall valuation of the S&P 500 Index (using the
forward 12-month price-to-earnings ratio, in pink). Notice how stock valuations fell significantly, for the most
part, as the Fed accelerated its interest rate hikes (and as the terminal rate rose) last year to combat runaway
inflation. That makes sense: As the cost of capital rises, it puts downward pressure on stock valuations.

But note where we find ourselves today:

* The estimated rate ceiling is at its highest level in years, with expectations that the fed funds rate will go as
high as approximately 5.2% as the Fed continues its battle against inflation.

* Despite that record-level terminal rate, stock valuations have not fallen further. In fact, they’ve bounced off
their lows seen in early October. The last time S&P 500 Index valuations were at this level—April 2022—the
expectation for peak rates was just 3.3%, almost 200 basis points lower than it is today.

Certainly, there are good reasons for the recent stock market rally. For one, Fed policy is better balanced than it
was early last year when inflation was surging due to the Russia-Ukraine War. Interest rate volatility is also
lower today, which is helpful for asset valuations overall. That said, Fed policy still matters when it comes to
stock valuations—and right now, that policy remains to raise rates until inflation is truly tamed.



In that environment, the S&P 500 Index at its current valuation may struggle to outperform—particularly if future
earnings growth disappoints.

Our conclusion: We are increasing exposure to risk assets in the portfolios in a measured way by focusing on
areas of the market we believe offer the most attractive risk/reward balance—such as international stocks—and
underweighting those that may have come too far, too fast in a world where the expected cost of capital
remains high.

This commentary is written by Horizon Investments’ asset management team.

Past performance is not indicative of future results.

Nothing contained herein should be construed as an offer to sell or the solicitation of an offer to buy any
security. This report does not attempt to examine all the facts and circumstances that may be relevant to any
company, industry, or security mentioned herein. We are not soliciting any action based on this document. It is
for the general information of clients of Horizon Investments, LLC (“Horizon”). This document does not
constitute a personal recommendation or take into account the particular investment objectives, financial
situations, or needs of individual clients. Before acting on any analysis, advice, or recommendation in this
document, clients should consider whether the security in question is suitable for their particular circumstances
and, if necessary, seek professional advice. Investors may realize losses on any investments.

The investments recommended by Horizon Investments are not guaranteed. There can be economic times
when all investments are unfavorable and depreciate in value. Clients may lose money.

Asset allocation cannot eliminate the risk of fluctuating prices and uncertain returns. All investing involves risk
of loss, and in periods of market growth, risk mitigation strategies can be expected to lag in performance
behind equity strategies that do not focus on risk mitigation.

This commentary is based on public information that we consider reliable, but we do not represent that it is
accurate or complete, and it should not be relied on as such. Opinions expressed herein are our opinions as of
the date of this document. These opinions may not be reflected in all of our strategies. We do not intend to and
will not endeavor to update the information discussed in this document. No part of this document may be (i)
copied, photocopied, or duplicated in any form by any means or (ii) redistributed without Horizon’s prior written
consent. Forward-looking statements cannot be guaranteed.

The S&P 500 Index is a stock market index tracking the stock performance of 500 large companies listed on
stock exchanges in the United States. References to indices or other measures of relative market performance
over a specified period of time are provided for informational purposes only. Reference to an index does not
imply that any account will achieve returns, volatility, or other results similar to that index. An index's
composition may not reflect how a portfolio is constructed in relation to expected or achieved returns, portfolio
guidelines, restrictions, sectors, correlations, concentrations, volatility or tracking error targets, all of which are
subject to change. Individuals cannot invest directly in any index.



Other disclosure information is available at www.horizoninvestments.com.

Horizon Investments and the Horizon H are registered trademarks of Horizon Investments, LLC

©2023 Horizon Investments LLC


