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The new year has gotten off to a strong start. The S&P 500 Index,
the index frequently used to gauge the health of the overall
economy, generated the largest returns in a first quarter since
2019, reaching 22 all-time highs. This strength has come at a
moment of mixed inflation results, uncertainty around the timing
of interest rate cuts, pronounced geopolitical tensions and
election-year dynamics. While investors are generally happy with
the market, these macroeconomic challenges and high equity
valuations generate prevailing concerns around whether these
levels are sustainable. At Harris Associates, we are comforted by
our consistent, long-term philosophy that enables us to view
investments through full economic cycles.

What has set the stage for these new heights?

A handful of companies. The first-quarter return of the S&P 500
continues to be driven by only a handful of stocks. In 2023, the top
five companies contributed to 51% of returns and the top five
stocks in the first quarter of 2024 have contributed to 50% of
returns. Technology services, like Nvidia, Microsoft and Meta
Platforms, took the lead for the quarter, followed by Amazon and
Eli Lilly. This increasingly concentrated market continues to
provide opportunity for active managers, such as ourselves, in
areas that are otherwise forgotten. A balancing of market returns
should tilt the scale in favor of investors focused on valuation
versus momentum.

Momentum investors. The stock market is one of the few
economic markets where the masses tend to buy as prices go up
and sell on the way down. These investors, known as momentum
investors, exacerbate the all-time highs we see in the market today
by buying as prices rise. In one week of March, investors added a
record S60 billion into U.S. funds? at a time when the S&P 500 was
trading at a price-to-earnings multiple of 26x. This means an
investor is willing to pay $26 for $1 of earnings, which is fueling a
historically expensive market (the long-term average is around
20x).

Artificial intelligence (Al)/generative Al (GenAl). When an
innovative tool has the power to disrupt markets, investors take
notice. In the late 1990s/early 2000s, investors rapidly added to
almost any stock that mentioned a new and revolutionary
technology: the internet. The speculative frenzy that led to inflated
stock prices during the dot-com bubble inevitably collapsed due to
their failure to turn profits. Investors’ eagerness to capitalize on
potential, no matter the price, set the stage for the dot-com
bubble. While we certainly cannot predict the future, a comparison
to the current Al boom seems unwarranted as today’s Al-focused
companies typically have real cash flows and earnings. At Harris
Associates, we try and assess the way in which this technology
impacts business value.

Why do these heights not scare us?

We are active managers. While persistent all-time-high records in
the S&P 500 may frighten some investors, our active share of the
index is just north of 89%. In other words, over 89% of the equities
in the average private client portfolio differs from the index. This

allows us to manage concentration risk unlike the current S&P 500
market-weighted index. A decade ago, the 10 largest companies in
the S&P 500 accounted for 17.8%, which is in sharp contrast to
today’s 32.2% (close to the all-time high).

“Mimicking the herd invites regression to the mean (merely
average performance).” — Poor Charlie’s Almanack by Charles
Munger

A method of viewing the S&P 500 sans concentration risk is looking
at the S&P 500 equal-weighted index. In the past year, the S&P 500
equal-weighted index returned 19.38% versus the S&P 500
(market-weighted) return of 29.88%. Over the past 10 years, the
S&P 500 equal and market-weighted index returned 10.92% and
17.50%, respectively (as seen in the chart below). The recent
significant dispersion highlights the narrow market we are
experiencing today.?

Source: FactSet Research Systems, Inc.

We manage relatively inexpensive portfolios. The equities in an
average private client portfolio are currently trading around 13x
price-to-earnings, which is a significant discount to the market.
When valuations are high, we focus on capturing profits and
reallocating capital to undervalued assets. We find this leads to the
increased return-on-equity figures we see in our portfolios today.
Despite the lower price-to-earnings ratios of our current
portfolios, the return-on-equity figure (measure of a company’s
profitability) is currently nearly 20% versus an S&P 500 return-on-
equity of 17.5%. This combination has set the stage for a
particularly promising time for active managers.

We are exposed to Al, just not at any price. While we are not
making speculative bets on Al, the broad impact it is having across
all industries is hard to ignore. There are obvious ways to directly
invest in the Al “boom” through chipmakers like Nvidia and
Advanced Micro Devices, but these high-quality businesses are
trading at multiples that do not currently offer attractive risk-
reward profiles for our style of investing. We are exposed to the
benefits of Al through our companies that are adapters of the
technology. A recent Boston Consulting Group study found that
85% of executives plan to increase Al and GenAl spending in 2024.3
We believe these indirect investments will allow us to benefit from
the upside, while increasing the downside protection through
owning generally stable companies with strong balance sheets,
such as big banks.
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Al has already been used as a tool for banks to improve fraud
detection, risk management and marketing for many years. From
amplifying marketing and sales through hyper-personalized
content to enhanced underwriting capabilities in risk and
compliance,* the possibilities to improve bank capabilities through
GenAl have broadened significantly. We can see from companies
that have already begun implementation that the rollout is
oftentimes quick due to the scalability of the technology.
Specifically, big banks stand to benefit by improved efficiency,
reduction in risk and increased capital efficiencies.*

"We are working with a clear hypothesis that Al is going to be a
substrate, or a part of pretty much everything that we do,
whether in new experiences being offered to customers, in
operations, hyper-automation, or in terms of unlocking new
insights... Al is going to become a core component of pretty much
all of these dimensions." — Chintan Mehta, CIO Digital Innovation
at Wells Fargo

As we look out from these new heights, we see untapped value yet
to be recognized by the market. Our focus, as it was in the late
1990s/early 2000s, is to invest in companies we believe are trading
at a discount to what we think they are worth. Whether it is the
internet, Al or robots roaming the earth, we will continue investing
in businesses we believe are undervalued, have growth potential
and are managed by teams that think and act like owners.

As always, we thank you for entrusting us with your investment
assets and your continued support. Lastly, the best compliment we
can receive is a referral from a satisfied client. We appreciate your
referrals and handle them with the utmost care.

Emily S. Neumark, CIMA®
Portfolio Manager
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https://www.nytimes.com/2024/03/22/business/stock-market-rally.html

2https://www.invesco.com/us/financial-products/etfs/product-detail?audienceType=Investor&ticker=RSP

3https://www.bcg.com/publications/2024/from-potential-to-profit-with-genai

“https://web-assets.bcg.com/98/7¢/86f3097241aa88d57fdbb0cf3117/a-genai-roadmap-for-fis.pdf

Past performance is no guarantee of future results. Current performance may be lower or higher than the performance data quoted. All returns reflect the reinvestment

of dividends and capital gains and the deduction of transaction costs.

The specific securities identified and described in this report do not represent all the securities purchased, sold, or recommended to advisory clients. There is no
assurance that any securities discussed herein will remain in an account’s portfolio at the time one receives this report or that securities sold have not been repurchased.
It should not be assumed that any of the securities, transactions, or holdings discussed herein were or will prove to be profitable.

The S&P 500 Total Return Index is a float-adjusted, capitalization-weighted index of 500 U.S. large-capitalization stocks representing all major industries. It is a widely
recognized index of broad, U.S. equity market performance. Returns reflect the reinvestment of dividends. This index is unmanaged and investors cannot invest directly in

this index.

The information, data, analyses, and opinions presented herein (including current investment themes, the portfolio managers’ research and investment process, and
portfolio characteristics) are for informational purposes only and represent the investments and views of the portfolio managers and Harris Associates L.P. as of the date
written and are subject to change without notice. This content is not a recommendation of or an offer to buy or sell a security and is not warranted to be correct,
complete or accurate. Certain comments herein are based on current expectations and are considered “forward-looking statements”. These forward looking statements
reflect assumptions and analyses made by the portfolio managers and Harris Associates L.P. based on their experience and perception of historical trends, current
conditions, expected future developments, and other factors they believe are relevant. Actual future results are subject to a number of investment and other risks and
may prove to be different from expectations. Readers are cautioned not to place undue reliance on the forward-looking statements.

Investing in value stocks presents the risk that value stocks may fall out of favor with investors and underperform growth stocks during given periods.

Harris Associates L.P. does not provide tax or legal advice. Please consult with a tax or legal professional prior to making any investment decisions.

©2024 Harris Associates L.P. All rights reserved.
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