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Summary of Month’s Action:

Tax-Deferred Taxable

New Additions Complete Sales Partial Sales Additional Buys % Of Account Traded New Additions Complete Sales Partial Sales Additional Buys % Of Account Traded

BAC 1.6% BAC 2.3%
Cvs 1.9% Cvs 2.7%

KMX 2.6% KMX 2.3%

JPM 2.4% JPM 2.4%

SCHW 0.1% SCHW 0.5%

AMZN 1.8% AMZN 1.6%

March 2023 was one for the history books. Short-term interest rates rose dramatically in the front half
of the month, and then subsequently collapsed in the back half. There was a mini-panic/crisis that began
in California, then crossed the Atlantic, leading to the merger of two Swiss banking giants. With this
backdrop, the S&P 500’s 3.7% return is remarkable.

We will elaborate on our outlook in the upcoming tally, but as of today, we expect things to calm down
in the near term. We think a financial crisis is unlikely, though the odds of credit conditions tightening
are high. If credit conditions remain constant or even improve, the Fed will likely again start bringing
market expectations of Fed Funds higher. No matter which of these scenarios play out, we don’t believe
we are completely out of the woods for the intermediate or longer-term.

Also, we don’t believe the peak of Fed Funds and subsequent cuts is an unambiguous positive.
Historically, when the Fed cuts interest rates and a recession soon follows, the market will move lower
despite the reduction in rates. Alternatively, if rates move lower and a recession is avoided — the so-
called soft landing — the market often does well. In the short term, we expect banking concerns to
recede, which the market will welcome.

There was above normal activity in our models this month, and the rest of this writing is dedicated to
explaining the rationale of these moves.

CVS Health Corporation (CVS) / Bank of America (BAC) — We added BAC in the throes of the Silicon
Valley Bank (SVB) crisis and sold CVS to fund it. CVS is, and always has been, an inexpensive stock, and
there is long-term appeal to the strategy they are trying to implement with Oak Street Health (OSH).
With OSH practices, CVS pharmacies, and Aetna, they are trying to boldly enter the market for value-
based care, whereby the provider takes on the risk of the patient’s health in return for a capitated fee
from the insurer. The theory is, by controlling more provider assets, CVS can steer patients to lower cost
sites of care. Additionally, these arrangements focus more on preventative care as keeping patients
healthy and catching problems early are both better for the patient and the total costs to the provider.
The problem for CVS is that this strategy is not novel—UnitedHealth started this journey more than a
decade ago and has a substantial asset base. There is a ton of competition for providers, so a quick
and/or cheap expansion into this market is unlikely; for reference, CVS is paying >$10 billion for an
unprofitable business doing $3 billion in sales this year. Separately, Aetna also had its rating lowered on
Medicare plans, which will be an added headwind to margins in 2024. In summary, we will continue to
watch CVS, but believe the capital is better used elsewhere at present.
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Bank of America needs no introduction. The second largest U.S. bank by assets is a staple in many
communities. Financials were, and still are to some extent, under pressure due to the collapse of SVB.
Deposits have fled regionals and they are likely making their way to banks considered ‘too big to fail’,
including BAC. This appears to be occurring. A Bloomberg article on March 14" suggested BAC had seen
$15 billion in inflows since SVB collapsed (closed on the 10"). The stickiness of BAC’s depositors has
likely increased substantially, which should allow them to keep deposit costs low.

CarMax, Inc. (KMX) / Amazon.com, Inc. (AMZN) — We sold our position in CarMax during March. We
will continue to watch the company with great interest and may re-enter the position if prospects for
the used car market improve and/or management can show progress on cost cuts. We believe we may
have been too early on KMX, as some of the trends negatively impacting their business last year have
continued to deteriorate, specifically used car prices and interest rates. Absent a return to growth in the
used car portion of the business, KMX will be heavily reliant on the financing division to maintain
profitability. CarMax Auto Finance is seeing much smaller margins on their recent asset-backed
securitization deals and delinquencies have been increasing sharply (not a great formula).

The company added a bunch of costs to the business to reshape the buying experience to enable more
online business. These costs have yet to show material improvements in productivity, which is needed
to make the math work. Eventually, we believe the finance division will work itself into a sustainable
position and CarMax will be able to use its scale and inventory buying advantage to leverage the
investments it has made over recent years.

We added to AMZN with the proceeds. There has been little new on Amazon aside from additional
layoffs and cost initiatives. Our long-term thesis is still in place: That e-commerce and cloud computing
will continue to gain share and underutilized capacity will be grown into over time.

JPMorgan Chase & Co (JPM) / Charles Schwab Corp (SCHW) — We trimmed our position in JPMorgan.
We increased our bank exposure in March and, while we like the sector on a short-term basis, we did
not want to be overexposed. Selling the highest quality and most stable bank to reallocate to better
value ideas like BAC and SCHW made sense to us.

We believe Schwab is an attractive investment today, this summary will be longer than usual, and we
are dedicating the section below to the discussion.

Thoughts on Schwab —

In 2022, Schwab generated 58% of sales from banking activities, 18% from trading, and 20% from asset
management and advice solutions. The key focus point today is its bank.

In your brokerage account, Schwab sweeps cash to its bank, pays you interest, and then reinvests the
proceeds in treasury and agency MBS primarily. Securities and cash represent 71% of the bank’s balance
sheet; for reference, Schwab pays 0.45% to you in interest.
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As interest rates rise, advisors and Schwab retail customers invest cash sitting in their brokerage into
higher-yielding securities. This cash typically goes into Schwab money funds. This activity can be thought
of as a withdrawal from Schwab bank by Schwab’s clients. Schwab calls this activity ‘client cash sorting’.

Cash sorting is not a new phenomenon. It was mentioned 9 times in the April 2022 update conference
call, 8 times in July, and 6 times in October. While investors were aware of this issue, it gained
momentum as Silicon Valley Bank collapsed. Schwab shares many similarities with SVB, but is also
different in important ways. Like SVB, Schwab’s balance sheet is heavily invested in securities, and
rightfully so, as client cash balances move a lot, and putting client cash into loans would be ill advised.
Also, like SVB, the value of Schwab’s securities lost value as rates rose. At year-end 2022, Schwab had
$26 billion of unrealized losses on their security book. However, unlike SVB, 80% of Schwab’s deposits
are FDIC insured and therefore less prone to deposit flight. The average amount of bank sweep cash in
client accounts at year end was approximately $17,000.

While management was aware of this cash sorting on the horizon, we believe they underestimated the
swiftness of rate rises last year (of course they weren’t alone, but this isn’t an excuse). We believe this
due to their reliance on Federal Home Loan Bank (FHLB) funding at the end of last year, and the
expected use of this credit line this year. This borrowing is multiples of deposit costs (>4.5% v. 0.45% on
deposits) and we don’t think they planned to use it, suggesting a miscalculation on their part.

What SVB did was put a spotlight on Schwab, and if customers got nervous and either moved their
account away from Schwab or invested their cash balances in securities, this would force Schwab to
either use more FHLB funding or sell securities at a loss. If securities were forced to be sold, Schwab
would need to raise capital to maintain regulatory compliance.

The Fed’s Bank Term Funding Program (BTFP) significantly reduced this risk. Instead of selling securities,
Schwab could access this facility, get 100 cents on the dollar for securities, even if market value was well
below 100. The rate charged would be in the mid-4’s. While excessive use of this program would cause
margins to shrink —yields on assets were 2.84% in Q4, borrowing at 4% would be a negative margin — it
takes incurring the loss on the security sale and being forced to raise capital off the table.

In their February review (issued in March), Schwab stated that they have $100 billion in cash flow from
cash on hand, security portfolio cash flow and anticipated net new assets over the next twelve months.
They also stated that they could raise $8 billion per month in retail CDs, and their lines with FHLB and
BTFP are in excess of $300 billion. Some of these numbers are double counting, as surely the maturing
securities over the next 12 months are eligible for FHLB and BTFP. Nonetheless, there is liquidity
available, though some of it is expensive. For reference, as of Q4 2022, there was just over $450 billion
in deposits, which was down $105 billion from year end 2021.

So how much will client’s cash sort and how much did the SVB debacle impact client’s actions? These
are the critical questions. Schwab’s contention is that eventually cash is worked down to a level called
“transactional cash,” which is essentially funds people want to keep liquid and it isn’t worth the
tradeoffs of investing it in money funds. This logically makes sense to us. And in past episodes of high
rates, cash was left in the accounts earning a suboptimal yield, so why should this time be different?
Schwab also believes that cash sorting will slow down at some point this year, which also makes sense.
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For the portion of clients interested in earning something on their cash, the amount of assets shifted
when rates go from 0% to 4% is likely much greater than when rates go from 4% to 5%. Schwab expects
sorting to diminish as we go through 2023. For January and February, flows into Schwab money funds
have been around $24 billion per month, which suggests that sorting continues.

If sorting continues to the point where most customer cash is in money funds, this would be a problem
for Schwab. Eventually, through new flows and maturing securities, they would be able to pay down the
high-cost funding, but the balance sheet would be very small. This could be a possible outcome, but
ultimately, if earning revenues from spread isn’t fulfilling, SCHW could change their business model and
charge other types of fees. At the end of the day, SCHW’s revenue amounts to 0.28% of client assets
and, given their scale, they are likely to be one of the lowest cost providers no matter how they are paid.

Management anticipates cash sorting to stop this year and provided guidance (pre-SVB) of net interest
margins (NIM) expanding from 1.80% last year to >2.60% during 2024. If this were to play out, EPS in
excess of $5.00 is possible. Furthermore, management guided to NIM exiting 2025 at 3.0%, which would
get EPS above $6.00.

Lastly, another scenario to consider is going back to zero interest rates (ZIRP). This will hurt NIM, which
troughed at 1.40 during the recent ZIRP period, but SCHW'’s security book would appreciate and
deposits would shift from money funds back to bank sweep. Under this scenario, EPS in the $2.70 range
is possible. At $49, SCHW is trading at 18x this figure. For reference, past ZIRP periods saw SCHW trade
in the mid 20x’s as investors understood this was trough earnings.

In summary, SCHW is not entirely without risk today; however, we believe it represents one of the
better risk/reward opportunities in the market. We consider our position today to be full and will not be
adding until a clearer path emerges—even if that means paying up at that time.
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Taxable Models

Sector Weights Relative to the S&P 500:
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Portfolio Benchmark
Market Capitalization (mm) (mm) 656,816.06 542,899.13
Forward P/E 18.84 18.54
P/Diluted EPS Before Extra 21.12 20.68
Forward
Name Weight P/E Sector
Goldman Sachs ETF Trust - Goldman Sachs ActiveBeta U.S. Large Cap Equity ETF (ARCA:GSLC) 19.43% - Financials
Microsoft Corporation (NasdaqgGS:MSFT) 10.90% 29.1 Information Technology
UnitedHealth Group Incorporated (NYSE:UNH) 7.62% 19.0 Health Care
iShares Trust - iShares MSCI USA Quality Factor ETF (BATS:QUAL) 5.77% - Financials
Amazon.com, Inc. (NasdaqGS:AMZN) 5.38% 71.8 Consumer Discretionary
The Charles Schwab Corporation (NYSE:SCHW) 5.06% 13.1 Financials
Apple Inc. (NasdagGS:AAPL) 4.80% 26.6 Information Technology
The Select Sector SPDR Trust - The Utilities Select Sector SPDR Fund (ARCA:XLU) 4.66% - Financials
Dollar General Corporation (NYSE:DG) 4.44% 18.6 Consumer Staples
T-Mobile US, Inc. (NasdaqGS:TMUS) 4.31% 19.8 Communication Services
Ross Stores, Inc. (NasdaqGS:ROST) 3.22% 21.3 Consumer Discretionary
AmerisourceBergen Corporation (NYSE:ABC) 3.18% 13.6 Health Care
Advanced Micro Devices, Inc. (NasdaqGS:AMD) 3.16% 32.1 Information Technology
Mondelez International, Inc. (NasdaqGS:MDLZ) 2.77% 22.1 Consumer Staples
JPMorgan Chase & Co. (NYSE:JPM) 2.67% 10.2 Financials
Alphabet Inc. (NasdaqGS:GOOGL) 2.57% 20.4 Communication Services
iShares Trust - iShares MSCI USA Momentum Factor ETF (BATS:MTUM) 2.41% - Financials
Emerson Electric Co. (NYSE:EMR) 2.32% 20.6 Industrials
Bank of America Corporation (NYSE:BAC) 2.25% 8.4 Financials
Textron Inc. (NYSE:TXT) 1.58% 14.4 Industrials
US Dollar (USD) 1.52% - Cash

Total 100.00%
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Tax-Exempt Models

Sector Weights Relative to the S&P 500:
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Communication Services

Cash

Health Care

Consumer Staples

Utilifies
Portfolio Benchmark

Market Capitalization (mm) (mm) 631,405.87 542,899.13

Forward P/E 18.84 18.54

P/Diluted EPS Before Extra 21.14 20.68

Portfolio Holdings (03/31/2023)
Forward
Name Weight P/E Sector
Goldman Sachs ETF Trust - Goldman Sachs ActiveBeta U.S. Large Cap Equity ETF (ARCA:GSLC) 19.54% - Financials
Microsoft Corporation (NasdaqGS:MSFT) 9.81% 29.1 Information Technology
UnitedHealth Group Incorporated (NYSE:UNH) 7.50%  19.0 Health Care
iShares Trust - iShares MSCI USA Quality Factor ETF (BATS:QUAL) 7.34% - Financials
Amazon.com, Inc. (NasdaqGS:AMZN) 5.55%  71.8 Consumer Discretionary
The Charles Schwab Corporation (NYSE:SCHW) 4.80% 13.1 Financials
T-Mobile US, Inc. (NasdaqGS:TMUS) 4.65% 19.8 Communication Services
The Select Sector SPDR Trust - The Utilities Select Sector SPDR Fund (ARCA:XLU) 4.61% - Financials
Dollar General Corporation (NYSE:DG) 4.32%  18.6 Consumer Staples
Apple Inc. (NasdagGS:AAPL) 4.02%  26.6 Information Technology
AmerisourceBergen Corporation (NYSE:ABC) 3.65% 13.6 Health Care
Advanced Micro Devices, Inc. (NasdaqgGS:AMD) 3.41% 32.1 Information Technology
Alphabet Inc. (NasdagGS:GOOGL) 3.21% 20.4 Communication Services
iShares Trust - iShares MSCI USA Momentum Factor ETF (BATS:MTUM) 3.17% - Financials
Mondelez International, Inc. (NasdaqGS:MDLZ) 2.75%  22.1 Consumer Staples
JPMorgan Chase & Co. (NYSE:JPM) 2.62%  10.2 Financials
Emerson Electric Co. (NYSE:EMR) 2.43%  20.6 Industrials
US Dollar (USD) 1.79% - Cash
Bank of America Corporation (NYSE:BAC) 1.63% 8.4 Financials
Ross Stores, Inc. (NasdaqGS:ROST) 1.60% 21.3 Consumer Discretionary
Textron Inc. (NYSE:TXT) 1.58%  14.4 Industrials
Total 100.00%




