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Year-End 2022 Investment Commentary

Fourth Quarter and 2022 Market
Recap

An extremely difficult year in the financial
markets ended with a thud for U.S. stocks.
After a 14% rally in October and November,
the S&P 500 Index dropped 5.8% in
December to close out the year with an
18.1% loss, its largest annual decline since
2008.

Foreign stock markets held up much better
in the fourth quarter. Developed
international stocks (MSClI EAFE Index)
gained 17.3% -- one of their best quarters
ever -- and Emerging Market stocks (MSCI
EM Index) were up 9.7 %. For the full year,
developed international stocks
outperformed the U.S. market by nearly
four percentage points, dropping 14.5% (in
U.S. dollar terms). EM stocks were down
20.1%, slightly worse than the S&P 500.

A major headwind for non-U.S. stocks was
the strength of the U.S. dollar (DXY Index),
which appreciated 8.3% for the year,
reducing dollar-based foreign equity
returns one-for-one. However, in the
fourth quarter, the dollar dropped 7.7%,
providing a boost to EM and international
equity returns for U.S. investors to end the
year.
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December Benchmark Returns

EQUITY BENCHMARKS

S&P 500 Index

Russell 1000 Index

Russell 1000 Value Index
Russell 1000 Growth Index
Russell 2000 Index

MSCI U.S. IMI Real Estate Index

MSCI ACWI Index
MSCI EAFE Index
MSCI Emerging Markets Index

FIXED-INCOME BENCHMARKS

Bloomberg U.S. Aggregate Bond Index
Bloomberg Municipal 1-15 Year Index
Bloomberg U.S. Treasury TIPS Index
ICE BofA Merrill Lynch U.S. High Yield
Cash Pay Index

Morningstar LSTA Leveraged Loan index

ALTERNATIVE BENCHMARKS
HFRX Global Hedge Fund Index
Bloomberg Commaodity Index
SG Trend Index

3-Month LIBOR

U.S. Dollar (DXY Index)
Source: Morningstar Direct.
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Turning to the fixed income markets, core investment-grade bonds (Bloomberg U.S. Aggregate Bond
Index, aka the “Agg”) had a solid fourth quarter, gaining 1.9%. But this was still the worst year for
core bonds in at least 95 years, with the Agg dropping 13.0%. The key driver, of course, was the sharp
rise in bond yields; the 10-year Treasury yield ended the year at 3.9%, up from just 1.5% a year prior.
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High-yield bonds (ICE BofA Merrill Lynch U.S. High Yield Index) had a strong fourth quarter, up 4.0%,
but were down 11.2% for the year. Floating rate loans (Morningstar LSTA Leveraged Loan index) were
the best segment within the bond markets, down less than 1% for the year. Municipal Bonds were
down 8% (Morningstar National Muni Bond Category).

Alternative strategies and nontraditional asset classes generally outperformed traditional stock and
bond indexes. The standout was trend-following managed futures strategies, which gained roughly
28% (SG Trend Index) for the year, despite fourth-quarter losses. Flexible/nontraditional bond funds
(Morningstar Nontraditional Bond category) were down roughly half as much as core bonds.

2022 Was a Tumultuous Year for Most Assets

Managed Futures 27.7%

Commodities
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EM Stocks
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Source: Morningstar Direct and Yahoo! Finance. Data as of 12/31/2022.

As shown in the chart below, 2022 was only the third year since 1926 that both U.S. stocks and core
bonds declined, and the only year that both asset classes lost more than 10%.
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It's Very Rare For Stocks and Core Bonds to Fall in the Same Year
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Portfolio Performance and Key Performance Drivers

For 2022, our tactical active model portfolios had mixed performance relative to their benchmarks,
with relative performance strongest in our more defensive portfolios and weakest in the more equity-
oriented models. All of our tactical index-based model portfolios beat their benchmarks, except for
the most aggressive “all-equity” model which was in-line with the benchmark return.

Positive contributors included our tactical positions in flexible, actively managed bond funds and
floating-rate loan funds (which we sold in late September), which declined much less than the core
bond index.

Our tactical allocation to trend following managed futures funds significantly outperformed core
bonds and stocks, and added beneficial portfolio diversification.

The main detractor versus our benchmarks in our active portfolios was the aggregate
underperformance of our U.S. equity and developed international equity managers relative to their
respective benchmark indexes. Our tactical overweight to EM equities (via the EM index ETF) was also
a slight detractor for the year.
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Macro Outlook for 2023: High Risk of U.S. and Global Recession, Small Chance
of a Fed Soft Landing

We frame the macroeconomic backdrop and outlook across two dimensions: inflation and growth.

U.S. inflation data have improved, suggesting we’ve seen the peak in inflation for this cycle, absent
an exogenous shock. But core inflation remains far above the Federal Reserve’s 2% target, and the
Fed’s message is that it intends to maintain restrictive (tight) monetary policy throughout 2023.

On the economic growth front, key leading indicators deteriorated further in the fourth quarter,
which along with tight monetary policy, point to a likely recession in the year ahead. There are good
reasons to think the recession will be a relatively mild one. We also don’t rule out a scenario where
the economy slows but doesn’t contract next year — the fabled “soft landing.”

For investors (not economists), the difference between a flat economy and a mild recession next year
is a distinction without much difference. What we care about is the impact on corporate earnings and
valuation multiples — the latter being a function of earnings, interest rates, and market sentiment
(investor herd psychology).

In the sections below, we provide a more detailed update on the macroeconomic landscape, followed
by our assessment and outlook for the financial markets (stocks, bonds, currencies)

Inflation

Inflation and Federal Reserve monetary policy remain the financial markets’ key macro focus. In the
fourth quarter, major central banks across the globe — except for China and Japan — continued raising
short-term interest rates. Tighter monetary policy curtails “aggregate demand” — consumer and
business spending - which in turn reduces inflationary price pressures (again, absent exogenous shocks
(like wars or pandemics) to the supply side of the economy).

The good news is that the October and November U.S. inflation reports showed a sharp fall in headline
consumer price inflation (including food and energy prices). Various measures of core inflation
(excluding food and energy) have flattened on a year-over-year basis, but at around 5% to 6% are still
far above the Fed’s 2% target.
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While Headline CPI Has Peaked, Core Inflation Measures Remain Far Above
the Fed's 2% Target
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Source: U.S. Bureau of Labor Statistics and U.S. Bureau of Economic Analysis. Data as of 11/30/2022.

On a more granular level, we see that core consumer goods inflation, which drove much of the high
inflation over the past year, has dropped sharply — albeit from extremely high levels to still-too-high
levels. But the trend is clearly down as the transitory, COVID-related, supply-chain dislocations
continue to normalize, and consumers’ spending preferences (the demand-side) also normalize from
goods back towards services.

The less-good news is that consumer services prices are generally stickier (that’s an official economic

term) than goods prices. And as the chart below shows, core services inflation is still rising. Fed Chair
Jerome Powell has recently cited this as a particular focus of the Fed.
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Core Consumer Goods Inflation Has Come Down,

14.0% But Core Services Inflation Remains High

12.0%
10.0%

8.0% L

6.0%

4.0%

2.0%

0.0%

-2.0%

-4.0%
2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

= CP| Goods Inflation (Less Food and Energy) CPI Services Inflation (Less Food and Energy)

Source: U.S. Bureau of Labor Statistics. Data as of 11/30/2022.

Speaking of the Fed, as expected, at its December 14 meeting, the Federal Open Market Committee
(FOMC) raised the fed funds rate by 50 bps to a target range of 4.25% to 4.50%. It also forecasted 75
bps of additional rate hikes in 2023. This is more than the markets expect.

Trying to reset market expectations, Powell struck a hawkish tone in his press conference, stressing
that the Fed does not expect to cut rates in 2023. The fed funds futures market is currently pricing
in Fed rate cuts later in the year.

While we know that the ability for anyone to predict what the Fed will do next year -- including the
Fed itself -- is nothing more than a guess, we think the following quotes from Jerome Powell are
worth highlighting as they at least reflect his/the Fed’s current outlook:

“The inflation data received so far in October and November show a welcome reduction

in the monthly pace of price increases. But it will take substantially more evidence to
have confidence that inflation is on a sustained downward path.”
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“I would say it’s our judgment today that we’re not in a sufficiently restrictive policy
stance yet, which is why we say that we would expect that ongoing hikes will be
appropriate.”

“The historical record cautions strongly against prematurely loosening policy. We will stay
the course until the job is done.”

“The labor market remains extremely tight.”

er the FOMC publishes its forecasts for inflation, GDP growth, unemployment and the fed
Continuing the negative trend for the year, the December revisions were for lower GDP

growth, and higher unemployment, core inflation and interest rates in 2023. While we’d never expect

the Fed to

actually forecast a recession - because to do so would all but ensure one ensued - their

latest forecast of 0.5% GDP growth in 2023 is about as close as it gets.

Hawkish Fed Still Projects More Rate Hikes and Economic Pain to Come in 2023
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Source: Federal Open Market Committee (FOMC). Data as of 11/30/22.
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In addition to higher rates and lower growth, the FOMC also increased its unemployment rate forecast,
to 4.6% next year. If that plays out, history suggests a recession is likely. Since 1950, there has never
been an instance where the U.S. unemployment rate increased by a half percentage point or more
from its cycle low without an accompanying recession. The unemployment rate bottomed at 3.5% in
July.

Wages: The largest input cost for most businesses, and services businesses in particular, is wages.
Wages in turn are a partly a function of inflation expectations, which can feed into a self-reinforcing
wage-price spiral — the Fed’s biggest fear.

The data on wage inflation and inflation expectations continue to be mixed. Current year-over-year
wage inflation at around 6% is inconsistent with the Fed’s 2% inflation target. Wage inflation would
probably need to fall into the 3% to 4% annual range for the Fed to be comfortable (assuming labor
productivity growth of 1% to 2%). Historically, declines in U.S. wage inflation of that magnitude have
only happened during recessions, accompanied by the aforementioned increases in unemployment.

Wages are a function of the supply and demand for labor. As Jerome Powell said, the U.S labor market
remains very tight. The 3.7% unemployment rate in November is still near all-time lows. The ratio of
Job Openings to Unemployed workers - one measure of labor supply vs. demand - is still near all-time
highs, at 1.7 job openings per unemployed worker. As shown in the chart below, there is a strong
positive relationship between this ratio and wage growth (wage inflation). As with other inflation
metrics, we may have seen the peak in wage inflation but still have a long way to go to get to the
Fed’s targets.
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"The Labor Market Remains Extremely Tight" - Jerome Powell 12/14/22
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Source: Board of Governors of the Federal Reserve System, Federal Reserve Bank of Atlanta, and Bureau of Labor Statistics. Data as of
11/30/2022.

More broadly, rising wages correspond to higher overall unit labor costs (defined as compensation per
unit of output). And rising unit labor costs are highly correlated with rising core inflation, as the
following NDR chart shows.
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Core Inflation is Highly Correlated with Unit Labor Costs,

Which Explains the Fed’s Focus on Wage Inflation
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Source: U.S. Bureau of Labor Statistics and U.S. Bureau of Economic Analysis. Data as of 9/30/2022.

The latest monthly wage data suggest a deceleration of wage inflation. But the Fed will want to see
a material and sustained downward trend before declaring victory. The Fed’s hope is that tighter
monetary policy will reduce the number of job openings (demand), relieving the pressure on wages
without causing a big increase in layoffs and unemployment. That’s a possibility given the
unprecedented number of job openings relative to unemployment, but it’s not our base case.

Inflation Expectations: A significant bright spot in the otherwise awful inflation picture this year has
been the stability of medium- and longer-term inflation expectations. (Shorter-term inflation
expectations, which are highly sensitive to gasoline prices, have also recently been dropping.)

Inflation expectations are crucial, because if they become unmoored they can feed into a self-
reinforcing, inflationary wage-price spiral - where wage and price hikes feed back into higher
inflationary expectations which feed into further wage and price hikes, etc. This was the inflationary
regime that Fed Chair Paul Volcker had to break in the early 1980s. One stark difference (among
many) between now and then is that medium-to-longer term inflation expectations reached double-
digits in Volcker’s time, requiring a near 20% fed funds rate to ultimately crush the inflationary
mindset. In contrast, as shown in the chart below, 5-to-10-year inflation expectations this year have
remained in a 2-3% range.
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Fed Credibility: Inflation Expectations Remain

Well-Anchored (unlike in the Volcker early-80s)
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Source: University of Michagan Survey of Consumers and Federal Reserve Bank of St. Louis. Data as of 11/30/2022.

Inflation is not just a U.S. problem. Nearly all the other major global central banks (except Japan and
China) are also continuing to hike interest rates to fight inflation in their countries. For example,
both the European Central Bank (ECB) and the Bank of England hiked their policy rates another 50
basis points (0.5%) in December. The ECB hawkishly stated, “We decided to raise interest rates today,
and expect to raise them significantly further, because inflation remains far too high and is projected
to stay above our target for too long.”

These synchronized global rate hikes will further depress global aggregate demand and economic
growth over the shorter term. It’s also typically a headwind for equity markets.
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It's Not Just the Fed: Most Other Global Central Banks are Also Raising Rates to Fight Inflation
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Global Stocks Tend to Do Poorly When Most Central Banks are Raising Rates

‘Percent of central banks whose last rate change was a decrease(2022-12-23 = 11.76)
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Economic Growth

Along with persistent core inflation, the 2023 growth outlook has worsened for the U.S. and most of
the globe. In our recent commentaries we’ve highlighted two widely followed economic indicators
that are published monthly: the Purchasing Manager Indexes (PMI) and the Conference Board’s U.S.
Leading Economic Index (LEI). Both measures continued to deteriorate in the fourth quarter, signaling
a recession is increasingly likely in 2023.
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Major Economy PMIs Are in Contractionary Territory (below 50)
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We put particular weight on the LEI, which has a long track record of “calling” recessions. In addition
to the magnitude of its recent decline, it has fallen for nine consecutive months (and likely will again
in December). This has never happened without an ensuing recession. Having said that, our caveat,
as always, is that no economic indicator is 100% foolproof and there is a first time for everything. But
in terms of recession probabilities, based on the evidence, we believe the odds are tilted strongly in
that direction.

WWW.imgp.com

Year-End 2022 Investment Commentary - January 2023
For Professional Clients Only

14


http://www.imgp.com/

iM
Global
Partner

. January 2023
Advisorintelligence

=

The U.S. Leading Economic Leading Indicator (LEI) is Plunging,

104 Signaling Recession is Likely
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A third time-tested recession indicator is an inverted Treasury yield curve - meaning short-term yields
are above longer-term bond yields. An inverted yield curve is unusual and usually (but not always) a
leading indicator of recession. The timing from inversion to onset of recession has been highly
variable. But as with the LEI, the current degree of inversion has never occurred without a subsequent
recession in the U.S., adding to the weight of the evidence.
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A Sharp and Sustained Inverted Yield Curve is Another Recessionary Signal
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Finally, as we’ve noted before, more important than whether the Fed is raising or cutting the fed
funds rate is whether the policy rate is at a “restrictive” or “accommodative” level. This year has
been the Fed’s most aggressive rate hiking cycle since 1980. At the current fed funds target rate of
4.25%-4.50% compared to inflation expectations of around 2.5% and the Fed inflation target of 2%,
one can argue the rate is now in restrictive territory, with the full negative impact on the real
economy still to come in 2023 due to monetary policy’s well-known lagged effects.

A counter argument is that with current inflation readings still well above 4.5%, the after-inflation
(real) fed funds rate is still negative and therefore not yet restrictive. After the December rate hike,
Fed Chair Powell said, “We’re not in a sufficiently restrictive policy stance yet.” If that’s the Fed’s
view, it reinforces the likelihood they will continue to raise rates in 2023, albeit at a much-reduced
pace than in 2022.

Putting all the macro pieces together, our view from three months ago remains. We see a U.S. and
global recession as the most likely scenario over the next 12 months.

WWW.imgp.com

Year-End 2022 Investment Commentary - January 2023
For Professional Clients Only

16


http://www.imgp.com/

iM
Global
Partner

. . January 2023
Advisorintelligence

But there are some economic positives

While we weigh the evidence as leaning strongly towards recession, there are some positives
supporting the economy and that should mitigate the severity of a U.S. recession when it happens.
First and foremost, the labor market remains strong, enabling consumer income and spending growth;
monthly job growth (nonfarm payrolls) has also remained solid, increasing by 263,000 in November;
weekly new unemployment claims (a leading indicator for the labor market) remain low, though they
are ticking higher.

Households also still have huge “excess savings” stemming from the pandemic - about $1.5 trillion
(down from $2.3 trillion) that can support additional spending even as the Fed tightens. Business
balance sheets are also generally in good shape, with many firms having refinanced their debt at low
rates prior to this year’s sharp rise. More broadly, there don’t appear to be any major, systemic,
economic/financial icebergs lurking under the surface, e.g., unlike in 2007-08 with the
housing/mortgage derivatives market.

To the above list of macro positives, we’d add a significant new development in the fourth quarter:
the unexpected and sudden abandonment of China’s highly restrictive zero-COVID policy. Zero-COVID
has been the key driver of China’s economic slump the past two years. But now the most repressive
measures - mandatory testing, quarantines, community lockdowns and travel restrictions - are being
revoked.

The reopening of China’s economy for domestic consumers should be a catalyst for a growth rebound
in 2023. (Chinese households have built up trillions of dollars in savings since the pandemic.) However,
the impact over the next few months will be quite negative as a wave of infections engulfs the country
(likely in the hundreds of millions) and as uninfected individuals restrict their activity to try to avoid
the contagion. China’s COVID vaccination/booster rate, particularly among the elderly, remains far
below other Asian nations. According to Capital Economics, in other countries that exited similar
zero-COVID approaches it took three to six months for economic activity to pick up.

Most China watchers expect the economic rebound to kick into gear by the second half of 2023,
supported by other fiscal, monetary and regulatory policy actions by the Xi regime. China accounts
for roughly 20% of global GDP, so the benefits of a Chinese economic recovery are obvious, especially
for its key trading partners in Europe, Latin America and Asia.

Bottom line
A U.S. recession next year is not a certainty. But based on the evidence, we think it is highly likely.
On the positive side, it should be milder than the 2007-08 and 2000-01 recessions.

A Fed-engineered soft landing is a possibility, but the historical odds aren’t good. The Fed typically
tightens until “something breaks.” If the economy defies the leading indicators and remains strong
with sustained high core inflation and wage growth, the Fed will likely raise rates “even higher for
longer” than the markets currently expect. That scenario would not be good for financial asset prices
either. As one market strategist recently put it, one way or other “the Fed and the U.S. market are
on a collision course.”
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Financial Markets Outlook for 2023 and Beyond

Despite their ubiquity, short-term stock market forecasts are a fool’s errand - as seen by how wrong
they usually are - and not a sound basis for a successful long-term investment strategy. Instead, our
portfolios are built on the foundation of a long-term “strategic” asset allocation that aligns with the
client’s risk profile, financial objectives, and investment temperament. (Regarding the latter, Warren
Buffett famously said, “Investing is not a game where the guy with the 160 1Q beats the guy with the
130 1Q. Once you have ordinary intelligence, what you need is the temperament to control the urges
that get other people into trouble in investing.”)

We will tactically adjust our strategic portfolio allocations based on our analysis of expected risk and
return over a medium-term (five-to-10 year) horizon. This medium-term time horizon incorporates a
typical “market cycle,” where short-term market dislocations and asset mis-pricings should resolve
(or revert) towards their underlying economic fundamentals.

We also incorporate shorter-term (12-month) downside risk assessments for asset markets in our
portfolio construction and management. We want to understand the “reasonable worst-case” shorter-
term outcomes and weigh the likelihood of them playing out. Our assessments are based on a weight-
of-the-evidence and multi-scenario approach that incorporates both historical market analysis and
forward-looking judgement. This is very different from forecasting a 12-month market return and
then investing based on that forecast.

As such, and given the inherent uncertainty about the future, our portfolios are structured to be
balanced, diversified, and resilient across a wide range of scenarios, but also with the flexibility to
be opportunistic when markets get out of whack (i.e., when current prices do not reflect underlying
longer-term fundamentals) due to excessive fear or greed. In such cases, we act contrary to the
current market mood - trying to be “greedy when others are fearful” (Buffett again) and vice versa.

Equity markets

Our assessment of the U.S. equity market (S&P 500 index) has not materially changed from the end
of the third quarter. In sum: We do not believe the S&P 500 is adequately discounting the likelihood
and severity of an oncoming earnings recession.

In our we walked through the details of our U.S. equity analysis.
The key elements remain in place; if anything, the outlook has deteriorated over the past three
months with the economic data worsening but the U.S stock market several percent higher than it
was then.

Shorter-term S&P 500 Downside Risk

The average peak-to-trough decline for the S&P 500 in post-WWII “recessionary bear markets” has
been 35%. That would imply the S&P 500 falls to 3,100, from its peak of 4,800 in January 2022. The
median decline has been 32%, which would be 3,260 on the S&P 500.
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Recessionary Bear Market Drawdowns Have Averaged Around 35%... Then Rebounded an Average 62% Over the Next

Two Years.

Start Date Bear Market Subsequent Bull Market % Gain

Recession Bear Length* % Loss 1-year 2-year S5-year
11/30/1948 5/29/1946 36.5 -29.6% 42.1% 59.0% 110.9%
7/31/1953

8/31/1957 8/2/1956 14.7 -21.6% 31.0% 43.7% 41.0%
4/30/1960 12/12/1961 6.5 -28.0% 32.7% 55.7% 75.2%
12/31/1969 11/29/1968 17.9 -36.1% 43.7% 59.7% 30.7%
11/30/1973 /1171973 20.7 -48.2% 38.0% 67.3% 76.0%
1/31/1980

7/3171981 11/28/1980 20.5 -27.1% 58.3% 61.5% 224.5%
7/31/1990 7/16/1990 2.8 -19.9% 29.1% 36.3% 96.1%
3/31/2001 3/24/2000 30.5 -49.1% 33.7% 44.5% 101.5%
12/31/2007 10/9/2007 17.0 -56.8% 68.6% 95.1% 177.6%
2/29/2020 2/19/2020 144 -33.9% 74.8% 99.2%

Average 16.8 | 3505 | 45.2% 62.2% 103.7%
Median 17.5 -31.8% 40.0% 59.4% 96.1%

Source: Board of Governors of the Federal Reserve System and Morningstar Direct.
* Length is measured in months.

Data as of 12/31/2022

We’ve often said, “The economy isn’t the market,” meaning that financial markets often move in
unintuitive ways relative to the current economic news. For example, a recessionary economy with a
high unemployment rate is usually associated with strong stock market returns going forward (because
most investors are fearful). Conversely, when the economy is very strong and earnings growth very
high, forward equity returns are usually poor (as overly optimistic investors have priced in
unrealistically high growth expectations).

So, the fact that we (and the consensus of economists) expect a recession next year doesn’t
necessarily mean equities will do poorly, if the market has already discounted a recessionary outcome
in current prices. However, looking at consensus corporate earnings forecasts for 2023 that isn’t the
case.

Specifically, our analysis (and that of other strategists we follow) shows that S&P 500 index earnings
typically decline around 15% to 20% during economic recessions as both sales growth and profit
margins compress. In a mild recession, the earnings decline might be closer to 10%-15%.

Whether earnings fall 10% or 20%, that is a far cry from the current market forecast that S&P 500
earnings will grow by roughly 5-10% in 2023. We take that consensus growth number with a large grain
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of salt and note that 2023 earnings estimates have been coming down for several months now. But
we still view the gap between a 10-20% earnings decline in 2023 and current market expectations as
too wide and not adequately discounting the likelihood and magnitude of an earnings recession.

Assuming a 10-20% earnings decline for the S&P 500 across a range of reasonable valuation multiples,
we derive the following matrix of potential peak-to-trough S&P 500 index declines for this cycle.

Recessionary Base Case, S&BP 500 Peak-to-Trough Downside Risk

Earnings Decline

Source: M Global Partner

Within this matrix, we believe the most likely outcome range is -33% to -44%, corresponding to an
S&P 500 level of 2,700 to 3,200 at the bear market bottom. This is also consistent with the 3,100 to
3,200 range based on the simple historical average and median recessionary bear market declines
cited above.

With the S&P 500 ending the year at 3840, we could see a 15-25% market drop at some point in
2023, before the market then starts rebounding on expectations of Fed easing and a new
economic and earnings growth cycle.

Relative Attractiveness of U.S. Stocks versus Bonds

The above analysis looks at the absolute shorter-term risk/return for U.S. stocks. But equities don’t
exist in a vacuum. Multi-asset portfolio managers (such as ourselves) also evaluate the relative
attractiveness of asset classes versus each other. At the highest level, this is a comparison of stocks
versus bonds, also referred to as the equity risk premium (ERP) — the extra return an investor should
expect to earn (or historically has earned) from owning stocks versus low-risk Treasury bonds.

Given the sharp rise in core bond yields this year, stocks no longer look cheap relative to bonds, as
shown in the chart below. To revert to a more normal ERP will require a decline in equity valuations,
lower bond yields, or some combination of both.
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The Equity Risk Premium Has Dropped

i as Bond Yields Have Risen

12%
10% -

8% 1

-2% 4

e [ xcess CAPE Yield Median (since 1950)

4%
1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

Source: Robert J. Shiller. S&P Dow Jones Indices. iM Global Partner. Data as of 11/30/2022.

Five-year Expected Returns for Global Equities

The third piece of our weight-of-the evidence stock market assessment is our estimate of five-year
(medium-term, tactical) expected returns. The expected return is essentially the sum of three
components: (1) the market’s dividend yield; (2) the annualized percentage change in the P/E
valuation multiple between now and five years from now; and (3) the implied earnings-per-share
(EPS) growth rate over the next five years, which we derive from our sales growth and profit margin
assumptions. (We described our methodology and key assumptions for each major geographic market
in our and asset class reviews.)
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The following table shows our five-year expected returns for the U.S., Europe, and EM equity market
indexes across a range of scenarios, as of 12/31/22. For U.S. stocks our Base Case return estimate
ranges from 3.1% to 9.3%, with a central tendency of roughly 6%.

Five-Year Expected Returns for Equity

Current Level Downside/Bear Base Case Lower  Base Case Upper Upside/Bull
US Stocks 3,840 USD -4,4% 3.1% 9.3% 14.1%
Europe Stocks 1,723 LCL -3.2% 5.1% 12.4% 19.5%
Emerging-Markets Stocks 57,479 LCL -1.3% 7.2% 14.0% 21.4%

U5 Stocks: S&P 500 Index, Europe Stocks: MSCI Europe Index, Emerging-Markets Stocks: M5CI EM. Europe and EM stocks return
estimates in local currency—the US dollar will impact returns for dollar-based investors. Return estimates as of 12/31/20212.

Estimated returns are annualized and generated by iMGPFM. This table shows our five-year, annualized asset class return estimates across
several broad macroeconomic scenarios we believe are possible. Collectively, the scenarios encompass the range of outcomes we believe
are reasonably possible and therefore worth considering in creating our portfolio allocations. We make assumptions for various
fundamental and valuation metrics we believe are consistent for each asset class within each macro scenario then incorporate current
prices to generate an estimated return. The macroeconomic scenarios and estimated returns can change. When this happens, we will
clearly note it and give guidance on new estimates. See “Estimated Returns Disclosure” at the end of this commentary for more
information on macro scenarios and fundamental/valuation metrics used in the analysis.

That would be at the low end of a reasonable expected return range in an environment with average
or normal U.S. equity risk. But it’s too low an expected return given our conviction that an earnings
recession is likely in the next year with significant downside for stocks, and considering relatively
attractive bond returns, thanks to their now-higher yields plus core bonds’ superior downside
protection.

As such, our medium-term analysis is consistent with our shorter-term risk analysis and our relative-
return/equity risk premium analysis, which all point to U.S. stocks not (yet) adequately pricing in the
risks we see. This was why we reduced our U.S. equity exposure in favor of bonds in September and
are not making any portfolio changes at this time.

A few more reasons why we don’t think U.S. stocks have yet bottomed
Several other historical market facts support our view that we have not yet seen the market low for
this cycle, i.e., that the S&P 500 will drop below its October 2022 low of 3,577.

1) U.S. equity bear markets have never ended before the start of a recession. If this holds
true again, a recession in 2023 would imply we haven’t yet seen the cyclical market low.
Again, anything can happen, but it would be unprecedented.

2) The stock market has typically bottomed several months after the last Fed rate hike. Given
the Fed just hiked again in December, this also supports the view that the market has
further downside ahead.

3) Inverted yield curves typically un-invert before the stock market bottoms. U.S. yield curves
remain deeply inverted.
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To repeat what we wrote last quarter: “In sum, as we weigh the trade-off between short-term
downside risk management (playing defense) and medium-term upside return potential (playing
offense) we want to shift our portfolios towards more defense right now, and we do not believe we
are giving up return in doing so. When the equity market declines to levels that offer compelling
medium-term returns — which typically happens during a recession when investor pessimism and fear
are rampant — we will look to play more offense.”

International and EM Equity Markets

Foreign stock markets and earnings are also at-risk from a U.S. and global recession next year, and
we trimmed our exposures there as well in September. However, unlike the S&P 500, our five-year
base case expected return estimates for developed international and EM stocks are reasonably
attractive in absolute terms, ranging from the mid-single digits to the low-double digits, with EM the
highest. (See the table above.) These returns are even more attractive relative to U.S. stocks and
core bonds.

EM Equities Absolute Valuations are Attractive and at a Deep Discount to U.S. Stocks

50 I~ T8¢
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Between the three regions, we tactically favor EM stocks right now based on their higher expected
returns, which are a function of what we expect will be faster sales growth and improving profit
margins over the next several years. This comes after more than 10 years of stagnant EM earnings
growth. Monetary policy is also likely to start loosening next year across many EMs as inflation comes
down, which should be another support for EM equity markets.

China is a tactical opportunity with longer-term risks

China is obviously an important factor in our overall EM outlook, as it comprises roughly one-third of
the EM stock index. While we have significant concerns about China’s political economy over a
strategic/longer-term horizon, we see reasons for guarded tactical optimism as recent policy shifts
and official pronouncements indicate a more pragmatic path since the 20" Party Congress ended in
October.

In addition to their abrupt U-turn on zero-COVID policy, Chinese authorities have indicated they will
provide additional support for the decimated residential property sector, an important driver of
consumer sentiment and GDP growth. The double whammy of zero-COVID lockdowns and property
sector crackdowns drove the economy into recession. Reversing or reducing these hurricane-strength
headwinds should have significant economic benefits that should start appearing by the spring of
2023.

A relaxation in geopolitical tensions - e.g., the Biden-Xi meeting at the G20 summit in Bali and other
outreach and cooperation with the West - are also short-term positives. As such, the very negative
sentiment surrounding Chinese stocks seems to be lifting for the time being, as seen by the nearly
30% rally in Chinese stocks (MSCI China Index) in November. Yet, at current valuations an economic
reopening and recovery next year is not priced into the market, even accounting for the rest of the
global economy slipping into recession and falling demand for Chinese exports.

The U.S. Dollar Should be An Additional Tailwind for Foreign Equity Returns

Our five-year return estimates for developed international and EM stocks do not include any currency
effects. As dollar-based investors, our EM and international stock investments will have even higher
returns if the dollar depreciates in the coming years, as we expect. (For example, if the dollar
depreciates 10% over the next five years, it will add roughly 2% per year to the returns from foreign
stocks.)

The U.S. Dollar index was up 8% for 2022, but that includes an 8% decline in the last three months.
We would expect the dollar to strengthen again in the short-term as the global economy slows —
because the dollar is a counter-cyclical, safe-haven currency that typically appreciates when global
growth is declining — and/or if the Fed hikes rates higher for longer. But we believe the medium-
term direction for the dollar is lower for several reasons — large U.S. twin deficits, rebounding ex-US
growth relative to U.S. growth, shrinking interest rate gap between U.S. and ex-U.S., reversal in
bullish dollar sentiment and momentum — as we’ve discussed in previous commentaries.

Should the dollar’s recent negative momentum versus EM currencies continue that would be very

positive for EM stocks. As shown in the chart below from Ned Davis Research, over the past 20 years
the MSCI EM stock index has risen at a rate of more than 20% per annum when the relative strength
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of EM currencies versus the dollar is in an uptrend (defined as above its 50-day moving average). This
is consistent with other historical evidence that a declining dollar is a big tailwind for international
and EM equity returns for dollar-based investors.

When the Dollar Depreciates vs. EM Currencies, EM Stocks Typically Do Very Well

—MSCI Emerging Markets (2023-01-02 = 57,463.87)

63,096 163,096
50,119} 150,119
39,811 139,811
31,623} 131,623
25,119} 425,119
19,9531 119,953
15,849 115,849
12,589 Source: MSCI 712,589

Equal-Weighted Emerging Markets Currency Index vs. USD(2023-01-02 =
_" 63.0) 50-Day Moving Average (2023-01-02 = 62.4)
™

110 J . 1110
105 | 4 1105
100 » 1100
951 ™ 195
90t 1 90
85| 185
80| 180
75| v\ , , 175
A ™y, {70
651 ’ ™. 165
60 Source: Ned Davis Research, Inc. ¥ ] ¢g

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

MSCI EM Index Performance
Full History: 2000-03-13 to 2023-01-02
Equal-Weighted EM | % Gain/ | % of
Currency Index is: Annum | Time
Above 50-Day MA 2227 | 48.59
Below 50-Day MA -1021 | 51.41
Buy/Hold = 4.37% Gain/Annum

Currency index based on 22 emerging market currencies
Customized client version of [2051
Daily Data 2000-03-13 to 2023-01-02

© Copyright 2023 Ned Davis Research, Inc. Further distribution prohibited without prior
permission. All Rights Reserved. See NDR Disclaimer at www.ndr.com/copyright.html.
For data vendor disclaimers refer to www.ndr.com/vendorinfo/

In addition to the points above, the dollar also still looks very overvalued on a fundamental
(purchasing power parity) basis. As with equity market valuations, currency valuations don’t matter
in the short run, i.e., they are not predictive of near-term currency returns because other factors
dominate. But over the longer-run, fundamentals and valuations ultimately win out and are reflected
in asset (and currency) prices and returns.
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The Dollar Remains Overvalued
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Fixed Income

The past year has been one of the most difficult investment environments ever for the bond markets.
The traditionally defensive Bloomberg U.S. Aggregate Index (“the Agg”) lost 13% in 2022 as high
inflation led to a spike in interest rates. While losses have been painful, the good news is that current
yields will likely translate into positive returns that bond investors have not seen in years.

When evaluating fixed-income asset classes, we start by defining a range of economic scenarios which
includes estimating end-of-period Treasury rates, inflation levels, and real rates. The objective of
this exercise is to understand the potential range of outcomes and consider those outputs when
constructing portfolios. In addition to our five-year return estimates, we also evaluate shorter-term
scenarios when considering allocations to fixed-income sectors as the range of potential outcomes for
most fixed-income assets is much narrower and the degree of certainty higher than for equities.
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Core Bonds

When estimating returns for core bonds (the Agg) over longer periods of time, the starting yield is a
good approximation of subsequent returns. The chart below illustrates the strong relationship
between starting yields and subsequent 5-year returns.

Core Bonds Are Likely to Return Around 5% Over the Next Five Years

20.0% Starting Aggregate Bond Yields Are Highly

Correlated with Five-Year Total Returns ® v
17.5%

15.0%
12.5%

10.0%

Five-Year Return

7.5%

5.0%

2.5%

0.0%
0.0% 2.0% 4.0% 6.0% 8.0% 10.0%  12.0% 14.0% 16.0% 18.0%  20.0%  22.0%

Starting Yield
Data as of 12/31/2022. Source: Bloomberg LP.

At year-end, the Agg was yielding 4.7%. Our base-case return assumption for core bonds over a five-
year investment horizon is now slightly above 5.0%. This assumes a slightly lower Agg bond yield from
today’s level, implying some capital appreciation in addition to the current yield. In our bearish macro
scenario, where Treasury and Aggregate bond yields move lower, we estimate that core bonds will
generate a 5.6% annualized return. (This bearish scenario for stocks is a bullish scenario for core
bonds.) Lastly, in our bullish macro scenario, core bonds return approximately 5.25%. We also consider
an environment where inflation remains stubbornly high and/or the Fed increases rates higher than
consensus expectations. In this scenario, we would still expect core bonds to generate a return in the
high 4% range.
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While these five-year expected returns fall within a narrow range, our shorter-term (12-month) return
estimates have much wider variance. In a base-case scenario, we think core bond returns could be in
the 4.5% range, plus or minus 50 basis points, while our bearish and optimistic scenario returns range
from 1% to 8%.

We expect core bonds to deliver a positive return if a recession plays out, providing valuable portfolio
ballast while riskier assets such as equities get hit. For example, if the 10-year Treasury yield were
to decline 75 bps (to 3.10%) over the next 12 months, we estimate the core bond index would return
close to 9% (from yield plus price gains).

Our core bond allocation also acts as “dry powder” that we can tactically allocate into stocks and
other higher-returning assets at much more attractive (lower) prices.

High-Yield Bonds

High-yield bond returns should also be in the mid-single digits over our five-year investment horizon.
Our base case is that returns will be in the mid-4% range, with returns in the bear and bull cases
ranging from 4.3% to 6.1%, respectively. As we consider shorter-term returns, our 2023 base case for
high-yield is just shy of 8.0%. In an optimistic 12-month scenario, we think high-yield could generate
low-double-digit returns. In a negative scenario where we assume yields increase and spreads widen
modestly, we estimate returns will be relatively flat over a 12-month period.

Investment-Grade Corporate Bonds

Our base-case expectation for 5-year returns for investment-grade corporate bonds is just over 5%.
This estimate factors in changes to interest-rates in addition to changes in corporate bond spreads
relative to Treasuries. In a bullish scenario, we think 5-year annualized returns will be in the 5.6%
range, while in a bearish scenario, we think returns will be in a similar range. While the results for
the bearish and bullish scenarios are similar, we get there in different ways. The bearish scenario
benefits from duration as rates move lower (bond prices rise), which is offset somewhat by widening
spreads relative to Treasuries. The opposite is true for the bullish scenario.

Over the next year, we think it’s possible for investment-grade corporate bonds to have a 7.5% to 8%
return through some modest spread compression. Returns could get even more attractive (closer to
10%) through the combination of lower yields and tighter spreads in an optimistic scenario. In a bearish
scenario where 10-year Treasury yields rise back to their 2022 highs and credit spreads widen
modestly, returns over a 12-month period would likely be modestly positive.

Portfolio Positioning
Weighing the macro and market evidence we are maintaining our slight underweight to global equities
relative to our strategic benchmarks, with a modest tactical tilt toward EM stocks given their

attractive medium-term return potential.

Core bonds have become more attractive this year given their higher yield, and we increased our
allocation to them in September. We also continue to have a meaningful allocation to higher-yielding,
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actively managed, flexible bond funds run by experienced teams with broad investment opportunity
sets. As highlighted above, there are fixed-income sectors outside of core bonds that offer attractive
risk-return potential, and we want to access them via our active managers.

Finally, we maintain core positions in trend-following managed futures funds. Managed futures returns
were strongly positive in 2022 as traditional bond and stock funds plunged. These alternative funds,
with their alternative sources of return and risk, should continue to provide tactical and longer-term
strategic benefits to our balanced portfolios. They are much less dependent than traditional
investments on the type of macro regime that unfolds over the coming years (e.g., deflation,
stagflation, inflation, or growth).

Closing Thoughts

As 2022 has (painfully) reminded investors, we should “expect the unexpected, and expect to be
surprised.” This is expressed in our portfolio construction and investment management via balanced
risk exposures, diversification and forward-looking analysis that considers a wide range of potential
scenarios and outcomes.

We believe 2023 will present us with some excellent long-term investment opportunities.
Unfortunately, in our base case we also expect we’ll first have to go through a recessionary bear
market with a significant drop in global equity prices.

While challenging, it is critical for long-term investors to stay the course through these rough periods
in the markets. The shorter-term turbulence and discomfort is the price one pays to earn the long-
term “equity risk premium” - the additional return from owning riskier “growth assets” (such as
stocks) that most investors need to build long-term wealth and achieve their financial objectives.

Outside of the U.S. stock market, we already see attractive medium-term expected returns from
international and emerging markets stocks. (With a recession they will likely get more attractive.) A
declining dollar, as we expect over the medium-term, would further fuel non-U.S. equity returns.

Fixed-income assets and high-quality bonds are also now reasonably priced with mid-single digit or
better expected returns. Core bonds will also provide valuable portfolio ballast in the event of a 2023
recession. Our investments in alternative strategies and managed futures funds provide further
resilience to our portfolios no matter how the next year (and years) play out.

From all of us at iM Global Partner, we wish you and yours a healthy, happy, and prosperous New
Year.
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Note: For discretionary use by investment professionals. This document is provided by iM Global
Partner Fund Management, LLC (“iMGPFM”) for informational purposes only and no statement is to
be construed as a solicitation or offer to buy or sell a security, or the rendering of personalized
investment advice. There is no agreement or understanding that iMGPFM will provide individual
advice to any investor or advisory client in receipt of this document. Certain information constitutes
“forward-looking statements” and due to various risks and uncertainties actual events or results may
differ from those projected. Some information contained in this report may be derived from sources
that we believe to be reliable; however, we do not guarantee the accuracy or timeliness of such
information. Past performance may not be indicative of future results and there can be no assurance
the views and opinions expressed herein will come to pass. Investing involves risk, including the
potential loss of principal. Any reference to a market index is included for illustrative purposes only,
as an index is not a security in which an investment can be made. Indexes are unmanaged vehicles
that do not account for the deduction of fees and expenses generally associated with investable
products. A list of all recommendations made by iMGPFM within the immediately preceding one year
is available upon request at no charge. For additional information about iMGPFM, please consult the
Firm’s Form ADV disclosure documents, the most recent versions of which are available on the SEC’s
Investment Adviser Public Disclosure website (adviserinfo.sec.gov) and may otherwise be made
available upon written request.

Estimated Returns Disclosure
Scenario Definitions:

Downside: The economy falls into a deep and sustained recession for any of various reasons, such as
deleveraging/deflation, unexpected systemic shock, geopolitical conflict, Fed or fiscal policy error,
etc. At the end of our five-year tactical horizon, S&P 500 earnings are below their normalized trend
and valuation multiples are below-average reflecting investor risk aversion. Inflation and 10-year
Treasury nominal and real yields are very depressed.

Base: Consistent with long-term economic and market history, reflecting economic and earnings
growth cycles that are interspersed with recessions around an upward sloping normalized growth
trendline. Inflation is at or moderately higher than the Fed’s 2% target level and 10-year Treasury
real yields are around zero percent to slightly positive. For the S&P 500, we now bookend our base
case with a lower-end and upper-end estimate:

* At the lower end of our base-case fair-value range, reflation efforts are successful and
nominal economic growth is higher than the average. However, the economy overheats, and
valuation multiple and some margin compression largely offset the favorable macro
backdrop.

* At the upper end, reflation efforts are also successful, nominal economic growth is higher
than observed since the 2008 financial crisis on average, profit margins move slightly higher,
and valuation multiples are also slightly higher than the recent historical average.

Upside: S&P 500 earnings end the period well above their long-term (base case) normalized

trendline. Valuation multiples are well above average and higher than the upper end of our base
case. The Fed exits its accommodative policy without major economic or market disruptions,
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although a normal recession within the five-year period is still possible. Inflation is around or
moderately higher than the Fed’s 2% average target. Real 10-year Treasury yields are around zero
percent to negative as the Fed succeeds in keeping rates from materially rising.

What the Table Shows: Our five-year, annualized asset class return estimates under several broad
economic scenarios. Collectively, the scenarios we use encompass the range of outcomes we believe
are reasonably possible and therefore worth considering in creating our portfolio allocations.

Why We Use Scenarios: Considering how each asset class might react under a consistent set of
scenarios allows us to calibrate our return expectations across asset classes. We believe this helps
us make better asset allocation decisions.

These Scenarios Can Change: As the overall economic environment changes it will at some point
necessitate changes to the scenarios we consider. Therefore, there could be times when we are
reassessing scenarios and temporarily suspend providing updates for one or more scenarios. When
this happens, we will clearly note it and give guidance on when we expect to complete this process.

Any projections provided regarding the likelihood of various investment outcomes are hypothetical

in nature, do not reflect actual investment results and are not guarantees of future results. Investing
involves risk, including the potential loss of principal, and investors should be guided accordingly.
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