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Market Recap

What a difference a year makes. In 2022, high inflation and the Fed’s commitment to tame it, led to
sharply rising interest rates and negative returns for both stocks and bonds. In 2023, much to the
surprise of many forecasters, global stock and bond markets ignored widespread expectations that
we were headed for a recession and were able to shake off a host of uncertainties to post strong gains
for the year.

Aided by a powerful year-end rally, U.S. stocks (S&P 500 Index) jumped nearly 12% in the fourth
quarter to finish up 26% for the year, and end within a whisper of its all-time high. Smaller-cap stocks
(Russell 2000 Index), which lagged their larger counterparts for most of the year, also rallied sharply
in the fourth quarter (+14%) to end the year with a respectable gain of 17%.

Developed International and emerging-market stocks also posted solid gains. Developed International
stocks (MSCI EAFE) finished the year up 18%, while emerging-market stocks (MSCI EM Index) posted a
nearly 10% return.

Bonds also rallied sharply in the fourth quarter aided by a significant drop in Treasury yields. The
benchmark 10-year Treasury yield declined over 100bps in the fourth quarter resulting in a 6.8% return
for the Bloomberg U.S. Aggregate Bond Index. Interestingly, despite massive intra-year volatility, the
10-year Treasury yield ended the year exactly where it started. For the year, U.S. core bonds
(Bloomberg U.S. Aggregate Bond Index) finished up 5.5%. Credit was a standout performer both in the
fourth quarter and for the full year. High-Yield bonds (ICE BofA High Yield Index) were up 7% in the
quarter, finishing up 13.4% for the year.

Investment Outlook and Portfolio Positioning

Looking ahead to 2024, all eyes will continue to be on the Fed. When will the Fed start to cut rates,
by how much, and why? Will the Fed cut rates enough to meet the markets’ lofty expectations? While
these questions will be in focus, monetary policy is just one of many factors that will influence
markets. Geopolitical risk, the U.S. presidential election, labor markets, and inflation will likely fill
the headlines and all could be sources of volatility.

From an economic perspective, we enter the year on solid footing and believe a recession is unlikely

in the first half of 2024. There are several factors supporting solid economic and corporate earnings
growth, while inflation continues to decline. We think the biggest recession risk will come from

www. Advisorintelligence.com

Fourth Quarter 2023 Investment Commentary - January 2024


http://www.advisorintelligence.com/

iM January 2024

Global . .
Partner Adwsorlntelhggnce

,__—.—-""—'.-i

weakness among consumers in the latter half of the year and we will continue to closely monitor
economic data and adjust our views accordingly.

As we stated in our third-quarter commentary, we thought the Fed had the upper hand on inflation
and that it would continue to trend lower. That has been playing out and we continue to believe that
inflation will grind lower in the near term. Many of the metrics we observe suggest that inflation is
already at or below the Fed’s target.

The chart below illustrates the year-over-year inflation rate and year-over-year inflation rate
excluding shelter costs, which is a key CPI input. (It makes up about 30% of the CPIl.) While year-over-
year inflation recently came in at 3.1%, this number drops to 1.4% when excluding shelter. These
levels are near the Fed’s goals, which suggests that the Fed’s policy has been working, and with time
inflation could continue to fall, particularly if shelter continues to decline.

Inflation Has Fallen Towards Fed's Goals
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Since the Fed started their aggressive tightening cycle, the debate has been about the odds of a “soft
landing” or “hard landing” for the economy. In other words, would the Fed be able to thread the
monetary policy needle and raise interest rates enough to stamp out inflation, but not so high it slams
the brakes on the economy and tips it into recession.

The National Bureau of Economic Research (NBER) is the scorekeeper when it comes to determining
recessions. Their definition of a recession is a “significant decline in economic activity that is spread
across the economy and that lasts more than a few months.” The business cycle since the onset of
the pandemic has been anything but ordinary. Instead of a simultaneous and broad-based decline in
economic activity, we’ve observed specific industries struggling with isolated declines over time,
while the board economy has managed to stay afloat.
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Throughout 2020, Covid had an unprecedented impact on societies around the world. Many non-
essential service-oriented businesses such as air travel and tourism experienced a depression-like
scenario as demand evaporated. Conversely, goods-related businesses experienced a boom. Then
through 2021 and 2022, consumer habits flipped and demand for services surged as economies around
the world re-opened. As inflation took hold and interest rate increases became inevitable, rate-
sensitive areas of the economy contracted. The housing market froze, and a higher cost of capital for
technology firms caused funding to dry up and there were layoffs across the sector. In 2023, we have
seen regional banks and commercial real estate face declines.

Indeed, the most anticipated recession ever has yet to happen. Many economists now expect it to
happen in the second half of this year. With various sectors of the economy experiencing contractions
at different times over the last few years, we would anticipate more of a mild slowdown, not a deep
economic downturn across sectors. But of course, we will be closely monitoring corporate earnings,
labor statistics, and financial conditions to best assess the ultimate type of “landing.” There is
growing consensus that a “soft landing” may occur in the U.S. in 2024, and we are not ruling that out,
especially if the Fed cuts rates sooner than later. That said, we recognize that soft landings are quite
uncommon, occurring only four times in the last 75 years.

Within the U.S. stock market, performance in 2023 was driven by the handful of mega-cap growth
stocks, dubbed the “Magnificent 7” (Apple, Microsoft, Nvidia, Facebook, Alphabet, Netflix, Amazon).
These stocks had an average return in excess of 100% for 2023 and now represent a combined weight
of more than 28% in the S&P 500 and 47% in the Russell 1000 Growth Index - near historic highs.
However, much of the return in these stocks were driven by expanding valuation multiples leaving
them expensive relative to the broader market.
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Source: Morningstar Direct. Data as of 12/31/2023.

With the market confident that interest rates have reached their cyclical peak, we also saw a shift in
market leadership with equity gains broadening out beyond the “Magnificent 7.” As seen in the chart
above, the remaining 493 stocks in the S&P 500 index rallied 15% to end the year.

Heading into 2024, the valuation discount for developed international and emerging-market stocks
versus the U.S. is the widest it’s been in decades. From 2006 through 2016, the U.S. and developed
markets traded within one multiple point of each other. The average forward P/E for the S&P 500
over the period was 14x compared to 13x for MSCI EAFE. Since 2016, the valuation gap has widened
substantially. The S&P 500 now trades at nearly 20x forward earnings while the MSCI EAFE remains
close to 13x. The story can be seen in the chart below—U.S. stocks trade toward the top end of their
valuation range while other regions offer up better relative values. Most other markets are trading
roughly in-line or slightly below their historic averages. All else equal, lower starting valuations imply
better long-term expected returns and provide more of a valuation cushion should multiples contract
in a stock market sell-off.
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We remain positive on Core Investment Grade bonds (Bloomberg U.S. Aggregate Bond index). Within
credit, we believe fundamentals remain relatively healthy despite higher debt costs. Interest
coverage, the level of leverage, and cash levels all look better than in historical periods late into a
rate cycle but acknowledge this is factored into today’s valuations. And, as we’ve stated for several
quarters now, bond investors continue to benefit from higher starting yields. Core Investment Grade
bonds are currently yielding 4.5%, which is above the current 3.1% inflation level, so bonds are
providing a positive real (after-inflation) yield. Finally, we believe core bonds will provide downside
mitigation in the event of a recession or decline in the stock market.

There are several fixed-income sectors outside of the traditional parts of the bond market that
provide attractive risk-return potential, and we access them through active managers. Some of these
funds are currently yielding in the high single digits, while maintaining an eye on capital preservation.
In fact, some of our bond holdings have incrementally become defensive through the year.

Closing Thoughts

We think it is quite possible that 2024 will be a year where investors again enjoy some of the classic
underpinnings of investing, where stocks and bonds are less correlated and provide diversification
benefits to portfolios. This was not the case in 2022 and 2023, when stocks and bonds both declined
meaningfully and then posted gains.

While there are likely to be bouts of volatility, these inevitably create opportunities. Currently, we
see opportunities within the stock market, particularly as we expect a broadening out into areas of
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the market that have lagged. Within fixed-income, we believe that rates have peaked, inflation is
under control for now, and that interest rates will decline though not back to zero. In this environment
we continue to take advantage of the inverted yield curve, capturing higher yields from shorter-term
securities, while also benefiting from more attractive yields across the bond market. We will also look
for any opportunities that arise as a result of the Fed not meeting market expectations around the
timing and magnitude of rate cuts.

As we enter 2024, we wish you and your loved ones peace, happiness, and good health in the new
year.

Thank you for your continued trust and confidence.

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. 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 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, 10-year
Treasury nominal and real yields are below the Fed’s long-term targets.

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 moderately higher than the Fed’s 2% target level (i.e., around 3%) and 10-year

www. Advisorintelligence.com

Fourth Quarter 2023 Investment Commentary - January 2024


http://www.advisorintelligence.com/

IG|\|/I0b8| ' January 2024

Partner Adwsorlntelllgenge

Treasury real yields are slightly positive. For equity markets, we bookend our Base Case with Lower-
end and Upper-end estimates:

e In our Base Lower scenario, we assume nominal economic growth is higher than the average
due to moderately higher inflation. We assume some additional profit margin compression
and moderately lower valuations compared to the Base Upper scenario.

e In our Base Upper scenario, we assume nominal economic growth is higher than average due
to both moderately higher inflation and strong real growth. As such, we assume S&P 500
profit margins remain elevated (although below their all-time highs) and valuation
multiples are also elevated versus historical averages.

Upside: This is the “Goldilocks” scenario for stocks. S&P 500 earnings end the period well above their
Base Case trendline, driven by both higher sales growth and high profit margins. Valuation multiples
are well above average and higher than the Base Upper assumption. Inflation is under control, around
or slightly higher than the Fed’s 2% long-term target. The fed funds rate is around the Fed’s estimate
of “neutral,” the vyield curve is positively sloped, and 10-year Treasury real yields are modestly
positive.

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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