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The S&P 500 Index declined -3.3% in the third quarter but is up
+13.1% since the beginning of the year. The FOMC raised the
Fed Funds target rate another 25 basis points in its July
meeting to 5.5% (upper bound), its highest level in more than
20 years. Treasury yields rose accordingly, especially on the
long end of the curve, which flattened the still-inverted yield
curve. Historically, inverted yield curves have been efficacious
harbingers for recessions, but the strong labor market is a
conflicting signal. Should a recession transpire, we view a
mild/modest slowdown as most likely considering fewer
excesses in the system and conservative balance sheets for
businesses and consumers alike. Nonetheless, we focus on
companies with resilient businesses, financial strength, and
prudent management because these factors function as
effective defenses in recessionary periods. Our proprietary
Fundamental Risk Ratings are designed to measure and
manage these factors. We do not necessarily expect to benefit
from this part of our investment process during times of
market exuberance, but rather during times of market stress.

Relative to its own history, the broad equity market’s valuation
could be described as either expensive or inexpensive
depending on the vantage point taken. The S&P 500 currently
trades at 17.5x consensus earnings (FY2), compared to its 25+
year average of 16.0x. The index’s 10 largest stocks, however,
trade at more than 25x earnings. Excluding these 10 stocks,
the S&P 500 trades at 14.0x earnings, which is more than a
10% discount to its historical average.

The performance difference between value and growth in 2023
has been puzzling. In calendar year 2022, interest rates rose
and the equity market sold off, which is intuitive because
higher rates are generally bad for equities as the cost of
capital increases. Growth stocks sold off significantly more
than value stocks, which is also logical for two primary
reasons. First, growth stocks are longer duration securities
and thus should be more sensitive changes in interest rates.
Second, financials comprise much larger portions of value
portfolios, and represent the one segment of the market that
stands to benefit from higher interest rates. In calendar year
2023, interest rates have continued to rise in a meaningful
way, yet the Russell 1000 Growth is up +25% compared to the
Russell 1000 Value at +2%. At the beginning of the year, the
price-to-earnings ratio' of the growth index was 6.6 multiple
points higher than the value index. Today, it is 9.5 multiple
points higher—this is two standard deviations higher than the

TSource: Bloomberg - all numbers reflect price-to-FY2 consensus earnings

Past performance is no guarantee of future results.

20-year median of 3.8 multiple points. Current valuation
spreads are difficult to justify, and we believe they are unlikely
to persist. A reversion toward more normal valuation
relationships would benefit value relative to growth and be
highly conductive to our value-focused approach.

Financials and energy, prototypical value sectors, represent
two of the portfolio’s largest exposures. Our investment thesis
in both remains largely unchanged. Financials, particularly
banks, trade at a larger-than-normal discount to the market—
near record levels, in fact. Since pre-COVID, bank earnings
have increased, albeit slightly, but the price multiples have
cratered by more than 30%. Notwithstanding economic and
regulatory risks, at high single-digit multiples of earnings and
discounts to book value, we view the upside potential as
attractive. Energy stocks also trade at a larger-than-normal
discount to the market, despite highly compelling free cash
flow yields and secular commodity market tailwinds.

Technology and healthcare are also meaningful weights in the
portfolio. Entering the year, we had been about 9 percentage
points overweight technology and 7 percentage points
underweight healthcare. This worked in our favor as
technology has outperformed and healthcare has
underperformed, both by wide margins. As a result of
significant changes in relative valuation, we shifted
considerable capital away from tech and into healthcare. Our
positions in both sectors trade at meaningful discounts to
intrinsic value considering the quality businesses, attractive
growth prospects, and solid balance sheets.

ATTRIBUTION ANALYSIS

The Hotchkis & Wiley Large Cap Diversified Value portfolio
(gross and net of management fees) outperformed the Russell
1000 Value Index in the third quarter of 2023. Energy was the
index’s only positive sector in the quarter (the portfolio had 3
positive sectors), outperforming all other sectors by a wide
margin. The portfolio was overweight energy by nearly 5
percentage points, which helped relative performance. Stock
selection in energy was also meaningfully positive, making the
sector the largest positive contributor to outperformance.
Positive stock selection in communication services also
helped, as did the underweight in real estate. Stock selection in
financials and technology detracted in the quarter. The
overweight positions in consumer discretionary and
communication services were also modestly negative.
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LARGEST INDIVIDUAL CONTRIBUTORS

APA Corp. (APA) is an independent E&P operating in the North
Sea, onshore in Egypt, and in the Midland and Delaware basins
in the Permian, as well as in Suriname through a JV with Total
offshore. Recent exploration success in Suriname and Egypt
has allowed APA to de-emphasize spending on lower returning
US unconventional acreage, and APA'’s conventional Egypt and
North Sea assets are less sensitive to oil prices, which should
enable the company to fund development in Suriname to first
oil production while maintaining its dividend even at $50 WTI.
Furthermore, management is targeting shareholder return and
debt paydown with FCF generation, Total's funding of the
majority of initial development capex in Suriname leads to high
incremental returns for APA, and APA has a potentially
lucrative LNG contract with Cheniere beginning in July 2023.
APA shares performed well during the quarter after beating
consensus estimates in Q2 on strong cost control and better
than expected natural gas realizations.

NOV, Inc. (NOV) headquartered in Houston, is a leading
diversified provider of oilfield capital equipment, consumables
and services, providing rig kits for onshore and offshore rigs,
downhole tools, tubulars and tubular inspection, and
manufacturing of both onshore and offshore production and
completions equipment. NOV maintains a top two or three
market position in most of its business lines and should earn
attractive returns in a more normalized oil price environment.
The downturn in energy prices reduced oilfield activity below
sustainable levels, but as activity rebounds, the majority of
NOV'’s product lines should experience significant increases in
volumes and pricing, while longer-term the earnings power of
Rig Aftermarket business should also improve given a very
large installed base. NOV’s shares outperformed during the
quarter as earnings exceeded cyclically depressed
expectations and the price of oil rallied.

F5 (FFIV) sells application networking and security software
and data center appliances; F5 has 50%+ market share in
traditional ADCs (application delivery controllers), and cross-
sells adjacent application security products (web-access
firewall, anti-DDoS, anti-fraud) and various multicloud
networking products. F5’'s products are critical to the
functioning of applications, and difficult to remove once
installed, which leads to highly sticky customer relationships
and annual gross churn in the mid-to-low single digits. We
think the company is misunderstood and gets incorrectly

classified and valued as a legacy IT hardware vendor even
though demand for F5's products grow faster than GDP and F5
has a structurally higher margin profile. F5's shares performed
well during the quarter after beating consensus estimates in
Q2 on better-than-expected cost outs and providing guidance
for stabilization in customer demand, an improvement
following three consecutive quarters of demand deterioration.

LARGEST INDIVIDUAL DETRACTORS

General Motors Company (GM), based in Detroit Michigan, is
one of the world’s largest manufacturers of passenger
vehicles. We believe GM is well equipped for the transition in
transportation markets, and its traditional business plus
adjacencies far exceed the share price today. In addition, GM
has a good balance sheet, strong FCF profile, and a
management team committed to returning capital to
shareholders. Q3 stock performance was negatively impacted
by the labor contract negotiations with the United Auto
Workers (UAW). Negative sentiment around the possibility of a
strike impacted the stock throughout the quarter, and the UAW
ultimately decided to strike on September 15.

Citi's (C) stock underperformed during the quarter due to
concerns about the Fed’s Basel Ill Endgame proposal, which if
enacted as proposed would lead to a large increase in Citi's
capital requirements, as well as due to ongoing weakness in
capital markets activity and concerns about consumer credit
quality.

HCA Healthcare (HCA) is the largest for-profit operator of
hospitals in the US with #1 or #2 market share in some of the
fastest-growing cities. This scale advantage allows HCA to
generate better margins, maintain a strong balance sheet,
while also growing their competitive advantage compared to
not-for-profit hospitals. Q2 results were slightly above
consensus and management raised their guidance
conservatively. Shares reached a 52-week high in June and
have since returned some gains. We believe shares are
attractively valued for this quality company.

Net of fee composite performance as of 9/30/23: 25.60%, 8.09% and 9.72% for 1-, 5-, and 10-year, respectively. Net performance results are presented
after management fees and all trading expenses but before custodial fees. Past performance is no guarantee of future results.
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All investments contain risk and may lose value. This commentary is for
general information only and should not be relied on for investment advice
or recommendation of any particular security, strategy, or investment
product.

Portfolio characteristics and attribution are based on a representative
Large Cap Diversified Value portfolio. Attribution is an analysis of the
portfolio's return relative to the index, is calculated using daily holdings
information and does not reflect management fees and other transaction
costs and expenses; interaction effect is combined with stock selection.
Returns can differ from certain client portfolio(s) due to data differences,
cash flows, trading, and other activity. Specific securities identified are the
three largest contributors (or detractors) to the portfolio’s performance
relative to the index. Other securities may have been the best and worst
performers on an absolute basis.

The securities reflected herein are intended for illustrative purposes only
and not a recommendation to buy or sell specific securities. There is no
assurance that the securities discussed will remain in the portfolio or that
securities sold have not been repurchased. The securities discussed do
not represent the entire portfolio, may only represent a small portion of
the portfolio and should not assume the securities discussed were or will
be profitable or that recommendations made in the future will be
profitable or will equal the performance of the securities discussed.
H&W’s opinions regarding these securities are subject to change at any
time, for any reason, without notice. Certain client portfolio(s) may or may
not hold the securities discussed due to each account’'s guideline
restrictions and other relevant considerations.

The value discipline used in managing accounts in the Large Cap
Diversified Value strategy may prevent or limit investment in major stocks
in the S&P 500, Russell 1000 Value and Russell 1000 Growth and returns
may not be correlated to the indexes. Composite performance is available
at www.hwem.com, located on the strategy’s Performance tab along with
important disclosures included in the strategy’s GIPS Report; quarterly
characteristics and portfolio holdings are located on the Portfolio and
Literature tabs. For a list showing every holding’s contribution to the
overall account’s performance and portfolio activity for a given time
period, contact H&W at hotchkisandwiley@hwcm.com. Portfolio
information is subject to the firm’s portfolio holdings disclosure policy.

The Russell Investment Group is the source and owner of the Russell
Index data contained herein (and all trademarks related thereto), which
may not be redistributed. The information herein is not approved by
Russell. H&W and Russell sectors are based on GICS by MSCI and S&P.

The Russell 1000° Value Index measures the performance of those
Russell 1000® companies with lower price-to-book ratios and lower
forecasted growth values. The Russell 1000® Growth Index measures the
performance of those Russell 1000® Index companies with higher price-
to-book ratios and higher forecasted growth values. The S&P 500® Index
is a broad-based unmanaged index of 500 stocks, which is widely
recognized as representative of the equity market in general.

Equity securities may have greater risks and price volatility than U.S.
Treasuries and bonds, where the price of these securities may decline due
to various company, industry and market factors. Investing in foreign as
well as emerging markets involves additional risk such as greater
volatility, political, economic, and currency risks and differences in
accounting methods.

Style Risk: A value-oriented investment approach involves the risk that
value stocks may remain undervalued or may not appreciate in value as
anticipated. Value stocks can perform differently from the market as a
whole or from other types of stocks and may be out of favor with
investors and underperform growth stocks for varying periods of time.

Market Disruption: The global coronavirus pandemic has caused
disruption in the global economy and extreme fluctuations in global
capital and financial markets. H&W is unable to predict the impact caused
by coronavirus pandemic, which has the potential to negatively impact the
firm’s investment strategies and investment opportunities.

Information contained in this material may represent or be based on
forward-looking statements. Due to various risks and uncertainties, actual
events/results or performance of the strategy may differ materially from
those reflected or contemplated in such forward-looking statements.
Information based on forecasts, proprietary or third-party estimates
cannot be guaranteed and are subject to change. Information obtained
from independent sources is considered reliable, but H&W cannot
guarantee its accuracy or completeness.

Portfolio managers’ opinions and data included in this commentary are as
of September 30, 2023. Any discussion or view of a security, an asset
class/segment, industry/sector and/or investment type are not investment
recommendations, should not be assumed to be profitable, and are
subject to change without notice.

©2023 Hotchkis & Wiley. All rights reserved. Any unauthorized use or disclosure is prohibited.
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