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Market Recap

A difficult year 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 (MSCI EAFE Index) gained 17.3% (one of their best quarters ever) and Emerging Market stocks
(MSCI EM Index) were up 9.7% — but still saw significant losses for the year. For the full year, developed international stocks were down
14.5% in dollar terms (almost four percentage points better than the S&P 500), while EM stocks were down a bit more than the S&P 500 with
a 20.1% drop. These annual returns were despite the U.S. dollar (DXY Index) appreciating 8.3% for the year, which reduces dollar-based
foreign equity returns one-for-one. In the fourth quarter, however, the dollar dropped 7.7%, providing a tailwind to EM and international
equity returns for U.S. investors.

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. 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).
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Alternative strategies and nontraditional asset classes generally outperformed traditional stock and bond indexes. The standout was trend-
following managed futures strategies, which gained roughly 27% (SG Trend Index) for the year, despite fourth quarter losses. Flexible and
nontraditional bond funds (Morningstar Nontraditional Bond category) were down roughly half as much as core bonds.

Investment Outlook

Inflation and monetary policy remain the financial markets’ key macro focus. U.S. inflation data have improved, suggesting we have seen the
peak in inflation for this cycle. Various measures of core inflation (i.e., excluding food and energy) have flattened, but remain at 5% or 6%,
far above the Federal Reserve’s 2% target. The Fed’s message has been clear that it intends to maintain restrictive (tight) monetary policy
throughout 2023.

Inflation is not just a U.S. problem. Most all the other major global central banks (except Japan and China) are also continuing to hike interest
rates in their countries. For example, both the European Central Bank (ECB) and the Bank of England hiked their policy rates another 0.5% in
December. These synchronized global rate hikes will further depress global aggregate demand and economic growth over the shorter term. It
is also typically a headwind for stocks.

On the economic growth front, key leading indicators deteriorated further in the fourth quarter. The Leading Economic Indicator (below),
which has a long track record of “calling” recessions, has fallen for nine consecutive months (and likely will again in December). This has
never happened without an ensuing recession.

While we weigh the evidence as leaning strongly towards recession, there are some positives (i.e., strong labor market, excess household
savings, good business balance sheets, China’s re-opening) supporting the economy that should mitigate the severity of a potential U.S.
recession. The bottom line is that a U.S. recession in 2023 is not a certainty but based on the evidence, we think it is highly likely.
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We have often said, “The economy is not the market,” meaning that the financial markets often move in confounding 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 investors are fearful). Conversely, when the economy is strong and earnings growth 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 in 2023 does not necessarily mean equities will do poorly if the market has already discounted a
recessionary outcome in current prices. We are just not convinced that it has.

Analysis of past data on recessions, earnings declines and stock valuations suggest a real possibility of further declines in the S&P 500 from
current levels. Foreign stock markets are also at risk from a U.S. and global recession, but given their cheaper starting valuations, the
medium term expected returns are reasonably attractive.

Portfolio Positioning*

Our portfolios are built using long-term “strategic” allocations that are matched to a client’s risk tolerance and goals. So, while our
investment approach is not based on short-term stock market forecasts, we do assess shorter-term (12-month) downside risk in our portfolio
construction and management. Currently, we continue to believe that the current price of the S&P 500 does not adequately discount the
likelihood of a coming earnings recession. This was our view one quarter ago, and since that time the S&P 500 has climbed a few percent
while the economic data has worsened.

These views continue to support our latest tactical changes (see Q3 Commentary) which included a reduction in equity and credit risk across
our moderate/balanced portfolios by moving into high-quality core bonds mentioned below. We see this effort to de-risk as temporary and we
will monitor the global equity markets and look for opportunities to allocate back into equities if they reach more attractive levels (lower).

Given the sharp rise in yields, core bonds have not been this attractive in more than a decade. When estimating returns for core investment-
grade bonds (the “Agg”) over longer periods of time, the starting yield is a good approximation of subsequent returns. At year-end, the Agg
was yielding 4.7% and our 5-year expected return for core bonds is now in a range of 5% to 5.6%. Moreover, we expect core bonds to
deliver a positive return if a recession plays out, providing valuable downside protection while riskier assets such as stocks get hit. Beyond
core bonds, there are other segments of the bond markets, including high-yield and floating rate loans, which offer attractive risk/return
potential which we access via our selected active managers.

We also continue to maintain core positions in trend-following managed futures funds. Managed futures returns have been strongly positive
this year as traditional bond and stock funds have plunged. These alternative funds have different return and risk drivers, and we believe will
continue to provide tactical and longer-term strategic benefits to our moderate/balanced portfolios. 

We have not made any other tactical changes to our moderate/balanced models. We remain positioned with (1) a relative equal weight
towards domestic large/small growth and value factors; (2) a small overweight to global equities with a slight bias to emerging markets 
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versus developed, (3) a meaningful position in flexible, actively managed fixed-income funds and core high quality bonds; and (4) core
positions in alternative strategies. In addition, one of the benefits of higher interest rates (lower bond prices) are that interest/yields on
short-term positions (i.e., money markets, U.S treasuries, CD’s, corporate notes, etc.) are naturally higher and we are allocating to those
low-risk securities while waiting to invest in longer-term areas. 

*Does not apply to all portfolios

Closing Thoughts

As 2022 has 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. As such, and given the inherent uncertainty about the future, our portfolios are also built with the
flexibility to be opportunistic when markets get out of whack (i.e., when current prices do not reflect underlying fundamentals) due to
excessive fear or greed. In such cases, we often will act contrary to the current market mood.

Despite their ubiquity, short-term market forecasts are a fool’s errand-as seen by how wrong they are-and not a sound basis for an
investment planning strategy. Instead, our portfolios are built on the foundation of a long-term “strategic” asset allocation that aligns client’s
risk profile, financial objectives, and investment temperament.

We believe 2023 will present us with some excellent long-term investment opportunities. Unfortunately, we also expect a recession and the
potential for stock market volatility. As mentioned in the Q3 Commentary, recessions are part of the normal economic cycle, and our
investment success (thankfully) does not depend on predicting them. While challenging, it is critical for long-term investors to stay the course
through these rough periods. The shorter-term discomfort is the price one pays to earn the long-term “equity risk premium” – the additional
return from owning riskier assets such as stocks that most investors need to build long-term wealth and achieve their financial objectives. 

We wish you and yours a healthy, happy, and prosperous New Year.

R&R Investment Team (12/31/22)

Notes: The historical index performance provided in this publication is for illustrative purposes and includes the reinvestment of dividends and income, but does not reflect advisory fees,
brokerage commissions, and other expenses associated with managing an actual portfolio. An index is an unmanaged group of securities considered to be representative of different
segments of the financial market in general. Index performance does not represent actual portfolio performance. One cannot invest directly in an index.

The information we provide to you in this publication is for informational and educational purposes only and is not intended to provide, and should not be relied on for, investment or any
other advice. It does not take into your particular financial circumstances and should not be construed as a solicitation or offer to buy or sell any investment or related financial products.
We urge you to consult with a professional advisor before acting on any information appearing or transmitted through this publication.

The information contained in this publication is supplied from sources we believe to be reliable, but we cannot guarantee its accuracy.  The opinion, analyses, and other information
expressed herein constitute judgments as of the date published, are subject to change without notice, and may not be updated to reflect new facts or assumptions.
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