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Key Observations

e Our 10-year return forecasts show increased opportunity across fixed income and real assets with a modest step
back for equities. This makes for one of the more attractive risk-adjusted returns for fixed income relative to
equity we have seen in several years.

o We believe range-bound inflation opens multiple paths to lower rates creating opportunities for tailwinds in
fixed income and more rate-sensitive assets.

o The most predicted recession in history continues to shift into the future, however, we also believe investor
mindsets should shift from predict to prepare as risks remain acute and market timing futile.

o Narrow market leadership in U.S. equities creates fragility within, and opportunity outside of, U.S. technology
stocks. We believe long-term investors will benefit from exposure to U.S. small capitalization and non-U.S.
stocks.

Last year we penned our cautiously optimistic outlook, Goodbye Tina, with three primary themes that
would influence asset prices in 2023. By and large, our expectations came to fruition. Continued
volatility was clearly on display with interest rate volatility not seen since the Global Financial Crisis
and while headline equity volatility didn’t set new records, the subtext is important. The stark contrast
between -100% losses seen in select bank failures and the 200%+ gains with some Acrtificial Intelligence
(AI) hype is enough to make heads spin.(1) Moderating inflation was a resounding call as inflation fell
from annualized highs of 9.1% in 2022 to 3.2% in October 2023.(1) And then comes the Bear Market
Bottom. Equities globally, but the U.S. in particular, rallied from October lows in 2022 to July 2023
highs by 28.3%.(1) While our outlook themes made the grade, that is not to say the crystal ball was
spotless. A banking crisis, U.S. Debt downgrade, military conflict in the Middle East and an Al super
cycle were not on our radar. As we look to 2024, we should all acknowledge that humility remains
paramount. Our opinions change as the facts change, we build for resilience and seek to stack the odds

in our favor. We are excited to share our views of 2024 and beyond.

1.FactSet as of November 30, 2023
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10-Year Market Forecasts 2024 2023 Change

s the Federal Reserve continued its batile with inflation in US Boods 5% So% e
2023 and the market began to believe the rhetoric of “higher
forlonger”, Yidlds rose across much of fixed income TP 2% 46%
improving forward long-term return assumptions. Dypamic Bonds® 6% S6%

- Credit, specifieally high yield, was one of the best performing. High Vield Bonds 7% 7.15%

Fixed fived ineene asset dasses in 2on3. 2024 projections rose Ghatal = i =
Income sclely based on higher Treasury rates as spreads (the Bonds Lo 54 k"
additional yield sboveTreasuries) fell over the year.
Municipal bond forecasts rose as well based on higher rates, . -
but sodid interest rate risk given the structum of the Muri Band 6.3% 58%
rket.

™ Muni High Held®  10.2% o.9%
ULS. equity forecasts are nearly flat year over year driven by
higher vahuations and very modest eamings growth for U5 All Cap 65% 6.7% ©0.2%
2023, International forecasts fell on a similar aceord, but o doped Exuity . ek
alarger degree also driven by higher anticdpated volatility badDer Equiy! 16 i i
outside of the US. Vahations cutside the 1.5, remain below Emerging Markets 0.1% 10.8% -0.7%
their 2o-year avemges while the 1.5, remains above.
Real assets broadly struggled to keep up with equity markess RealEstate 708 (3 6%
as inflation fell througheout 2023, On the backs of lower
prices and inflation remaining alevated, forecasts across real Broad Real Assets 75% 68% o.7%
assat categories rose.

Marketable alternatives forecas ts benefited from higherbase

rates of petums earned in Treasures and higher expected Marketable Alts B.4% 1% o3
volatdity within and across asset dasses.

Private equity forecasts are hurgely flat year over yoar based
on theoffcetting factors of mproving prvate equity
vahations and more modest earnings growth catlook Private Equity %5% G.7% -0.2%

2024 Themes

A central thread that pulls through our 2024 themes is a favorable shift toward fixed income. Though
increased interest is coupled with moderation. In 2022, we shared warning for investors who had
forgotten the perils of interest rate risks. Over 2022 and 2023, investor views of fixed income shifted
from complacency to animosity to indifference. They also reestablished a long-lost relationship with a
forgotten asset, cash. Today our 2024 themes, while each distinct and catalyzed by different
circumstances, stand in contrast to our earlier writings. What an extraordinary and strange journey fixed
income has been on.

1) Dynamic bonds are a blend of 33% Cash, 33% Corp HY, and 34% Global Bonds. 2) Tax Equivalent yield based on highest marginal Federal tax rate (37%). 3)
Broad Real Assets is 20% REITS, 20% Global Infrastructure, 20% Commodities, 20% US Bonds, 15% Corp High Yield, 5% TIPS.

Source: Fiducient Advisors Capital Market Assumptions. Market and economic data including, but not limited to valuations, fixed income yields and inflation are
used to derive forecasts. Outputs and opinions are as of the date referenced and are subject to change. Information is intended for general information purposes only
and does not represent any specific i rec dati

Please consult with your advisor, attorney and accountant, as appropriate, regarding specific advice.
There is no guarantee that any of these expectations will become actual results. Past performance does not indicate future performance and there is a possibility of a

loss.
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The Messy Middle

There is a lot of back patting and handshaking that can be done regarding inflation at the Federal Reserve
(The Fed). Inflation has fallen from its peak of 9.1% in 2022 to 3.2% in October 2023.(1) Some market
participants are concerned more work is needed given we remain above the stated 2% average target.
Rather, we dismiss 2% as an actual level that must be achieved precisely and believe “normal” inflation is

more likely destined to settle higher.

First, 2% is, after all, an arbitrary number. It is far enough away from central bankers’ worst fear,

deflation, yet it is below a level of inflation that consumers start noticing (~3%).

Second, it is our view that the Fed is less likely to risk the collateral damage of continued rate hikes, such
as adding fragility to the banking system, just for the modest benefit of moving inflation from 3% to 2%.
So, if not 2%, what is the target?

We call it the “messy middle”, an inflation range of 2% to 5% and one we believe we will be in for some
time. The days of asleep at the wheel 2% inflation where the deflationary tailwinds of globalization are
waning. So too are the extraordinary supply-side shocks and consumer revenge spending from COVID.

This range is one that compels vigilance from the Fed that inflation does not rise meaningfully above it,

but it is also a range we believe the Fed can use as justification to cease hiking or even begin to cut rates.

Multiple Ways to Trim
Terminal Fed Rate of With inflation stuck in the messy middle,
Funds Rate Inflation that means rates have room to move lower.
May-74 1300% | <— a000% Since 1954 the average real Federal Funds
Rate (Fed Funds less annual inflation) is
May-81 20.00%  q— 10.00% 1.01%". Today the real Fed Funds rate is
1.8%. Moreover, this restrictive stance has
Aug-84 HTE%  d— 4.20% grown even though the Fed has paused as
. inflation continues to fall. This signals to us
R e C———1 s not only do we believe the Fed is at the end
Feboon e e zﬂts hiking campaign, but there is room to
May-o0 6.50% A— 310%
The prevailing view is lower rates are
Jun-o6 5.25% @ Se——— g.20% achieved from an economic slow down in
which the Fed could cut meaningfully.
18-Dec 2500  Se— 2 20% However, that is not the only case. A soft
landing in which the Fed simply reduces its
Sep-23 550%" de— 370% current restrictive stance could also move

rates down producing multiple paths lower.

*5. 5% is the Fed Funds Rade a3 of June 30, 2023 1 doos nof imply 5% wall ber the ferminal cafe

Sperce: Fedoral Resone Bank of Sainf Lows, As of Movembar 27, 2023, 1) Fedorsl Roseny Bank of Sainf Lows, from July 1954 untd October 2023

1.FactSet as of November 30, 2023
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Portfolio Impact

A sustained “messy middle” level of inflation supports both our current portfolio positioning and
bolsters our 2024 updates. Our allocation to real assets has the opportunity to succeed and diversify from
equity in this environment. However, with range bound inflation we are not compelled to add more at
this time. Moreover, with inflation driving the Fed and the Fed controlling the Fed Funds rate, our
increased allocation to investment grade U.S. bonds is supported by a Fed policy that shifts to holding
rates flat, if not a cutting stance in 2024. For these reasons, our 2024 allocations include increased

exposure to investment grade intermediate U.S. fixed income.

Don’t Predict (Recession), Prepare
Economists may mark 2023 as one of the greatest head fakes of all time. Bloomberg’s Here is (Almost)
Everything Wall Street Expects in 2023 complied outlooks from 51 institutions, the vast majority of

which called for a recession. Quotes like “A recession is all but inevitable” or “2023 will go down as one
of the worst for the world economy in four decades”. Yet here we sit with U.S. GDP up 4.7%(1) from Q4
2022 to Q3 2023 (the last reported figure). What went wrong? In short, the tenacity of U.S. consumer
spending and far better than expected results of putting the inflation genie back in the bottle led the U.S.
economy and markets higher. Does that mean victory should be declared on recession and that fear be
shelved? In a word - no. In fact, if anything the odds of an economic slowdown have increased. However,
we should also plainly acknowledge that a recession is always coming. It may be right around the corner
or years away, but recessions are a regular part of economic growth and contraction. We believe seeking
to time their occurrence is futile. A resilient portfolio shifts the objective from predict to prepare and, in

our view, one of the most effective ways to do so today is with intermediate investment-grade bonds.

1. BLS as of November 29, 2023
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Embrace The Inevitable

Frequency of Market Events Since 1950

Environment ~10% or more | -15% or more | -20% or more
About once
;.'mﬁ&e 2 every three
requency yoars
Average Length 109 days 251 days

Source: Capital Group. 1) National Bureau of Economic Research as May 2022

The unfortunate but inescapable truth is market volatility and recessions are a normal part of investing.
Recessions on average since 1980 occur every six and a half years. As long-term investors we should not

seek to predict and avoid them, but pepare for their inevitable arrival.

May the Skew Be In Your Favor

Potential Return of +/-1% Move in Rates

20.7%
30 Year
-11.3%

Bloomberg Aggregate _ 11.6%
o8 i

9.0%
5 Year
0.3%
6.9%
2 Year
32%

-15.0% -10.0% -5.0% 0.0% 5.0% 10.0% 15.0% 20.0% 25.0%
u-100bps m+100bps
Source: FactSet as of October 31, 2023. Total potential return based on parallel move in interest rates up or down by 1%.
As we outlined above in The Messy Middle, range bound inflation offers multiple opportunities for
interest rates to move lower. Examining the skew of potential return with lower and higher rates reveals

the opportunity at hand.

Higher current yields mitigate downside risk through current income. However, the benefit to the
upside in return from a fall in rates disproportionately favors longer duration assets. Moreover, if the
catalyst for rate cuts comes from economic contraction the move down could be meaningful.
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Portfolio Impact

Over the last decade, the expected return of fixed income has been substantially lower than equity. That
dynamic has now shifted. Based on our forward-looking estimates, global equity will return just 0.9%
more than investment-grade fixed income but do so with 130% more volatility. This makes fixed income
attractive relative to equity. Moreover, we believe bonds may add resiliency during periods of economic
uncertainty and current higher yields in high quality assets can help investors create more certainty of

meeting return targets over time.

As a result, our 2024 allocations not only include increased exposure to investment-grade intermediate
U.S. fixed income, but we also expect some portfolios to own more fixed income in aggregate. However,
the attractiveness of fixed income should not lead to attempts to time the market. Substantial shifts in
allocations in any given year should only accompany substantial shifts in objectives or time horizons.
However, the modest shifts that reflect current opportunities to take advantage of market dynamics
without losing sight of long-term goals are prudent.

Concentrated Consequences

Then came the “Magnificent 7” — Apple, Alphabet (Google), Meta (Facebook), Microsoft, Nividia,
Amazon and Tesla. These seven stocks from the S&P 500 were up on average 94%(1) year-to-date
through November 2023. If we remove these securities from the S&P 500, through the same period the
index would be up ~6%.(1) The seven securities now make up a record setting 28%(2) of the S&P 500
and 48%(2) of the growth-oriented Russell 1000 Growth index. A key question is what impact will this
narrow group of securities have on future outcomes? It is possible these securities have a repeat
performance over the coming years and indices will grow even more unbalanced with a very concentrated
group of securities at the top. It is also possible that these securities revert to broader market-level returns
and everything else will catch up as markets charge ahead, but concentration dissipates. However, we
think a more likely third path over the long-term is that new leadership takes hold making room for
sectors, regions or capitalizations that have been left behind over the past decade. Afterall, this is not the
first of its kind.

1. Morningstar as of November 30, 2023
2. Factset as of November 30, 2023, S&P as of November 30, 2023
________________________________________________________________________________________________________

www.heritagefinancial.net


https://heritagefinancial.net/

1y |

As we demonstrate below, leadership tends to change over time. In 2000 it was the tech bubble, in the
1990s it was Japanese stocks, in the 1980s it was peak oil, in 1972 it was the “Nifty Fifty” and so on. A
retort often heard about the Magnificent 7 today is “but these are great companies” and in many cases

they are. However, let’s not conflate great businesses and great stocks. Cisco Systems, a gem of the tech
bubble, remains one of the world’s most influential technology companies more than 23 years since the
tech bubble burst. It also still trades 40%(1) below its peak price more than two decades later. Great
companies at bad prices can make for bad investments. Additionally, a narrow band of securities
contributing to the success of markets intuitively creates more fragility going forward. Much like a sports
team, if you lose a star, or multiple star athletes, it is hard to have another step in immediately to take

their place.

Market Leadership is Not A Given

Largest Market Cap Securities by Decade

MIT

1BM Miceeaaft Exan Mebil Microsoft Agple

S, | Technclogy Japan | Technologr US. | Technslogy US.| Enecgy US. | Tochnalogy US| Techmslogy
ATRT Bamke o Tukyo-Mizvubdshi General Electrie Perraching Apple Mieronatt

5. | Commusbmtions Japan | Finandal U5, | Industrisl China | Energe 1S | Technsology US. | Technology
Fxmn Industrisl Bank of Japan KTT DotoMo Agple Amazen Amazea

US. | Energr Japan | Finandal I | Communicatine U5 | Techaology LS. | Cemsumaes Dis. U5, | Comvamer Dis.
Suamdard Ol Sumitome Micvel Banking Chon Systems BHF BifEwen Alphatet Hoidla

US| Enesgr Japan | Finansal US. | Technslogy LK | Energy U, | Tethmslogy US. | Techn ey
Sehlumberper Tagta Mators Wal-Mart Microadt Facebossk Alplabiet

U5 | Energr Japan | Automesive U5, | Commmer Div. U8, | Techaclegy LS, | Communiations L& | Technology

As investors we tend to extrapolate recent history to set our vision of the future. This recency bias has
clearly pointed us in one direction; U.S. large cap technology. However, if we zoom out, we can see that
leadership is often more dynamie than what the recent past has instructed. We believe broad exposure
remains the best way to seek out opportunities on a forward-looking basis.

Source: Focteet. Largest market capitalization companies by decade. 1) A= of October 21, 2023
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Portfolio Impact

A narrow band of securities driving markets has two primary impacts in our view. The first is the
temptation to extrapolate recent history at the expense of all other underperforming sectors. This
concept can be applied to the technology sector vs others, U.S. versus foreign stocks, or even small cap

versus large cap stocks.

The second impact is a narrow market creates more fragility and, potentially, risk. With large cap U.S.
securities being the majority of most client allocations, it is important to recognize that potential risk and
manage it accordingly. To that end, while reducing the magnitude we are maintaining a similar
overweight to U.S. small capitalization and non-U.S. securities. We also believe increased allocations
(as we outlined above) to fixed income, investment-grade intermediate duration in particular, help offset

these potential risks.

Final Thoughts

The long and variable impact of the momentous move up in interest rates is still being felt and to some
degree understood. It has also seemingly taken some of the hubris, though perhaps only temporarily,
away from the recession prognosticators. These changes have many important implications for asset
prices and the economy. If we step back though, we quickly realize this is a good problem to have. Long-
term investors secking reasonable rates of return no longer must do so by continually extending risk. This
was a hallmark of the last decade in which extreme interest rate policies at times produced extreme
allocations. As market opportunities “normalize” (if we dare say there is such a thing as a normal market)
investors may choose to normalize their allocations with perhaps a more modest risk posture. As we
noted, it is important to draw the line between updating portfolios to reflect current opportunities and

trying to time the market.
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Portfolio Allocation Updates

U.5. Bonds

Dynamic Bonds

High ¥eld Bonds

Fixed
Ineome

Qobal Bonds

Muni Bond

Muni High Yield

U5, Large Cap

17,5, Mid/Small Cap

Intl Developed Equity

Emergng Markets

Real Estate

Bread Red Assets
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Increased yields, attrastive return potential relative to global equity and a Fed policy path
that has increasing potential to mederate or move lower makes imermediate investment-
grade bonds more attractive

High real yields and inflation forecets shove the Fed's target of 2% make TIPS compelling,
but higher yields and less overall interest rate fsk make U.S. Bonds more so, therefore we
are reducing TIPS modestly yoar over year

Given broad er interest rate volatility and the petential for more credit relative eventsin the
future lexdbility ramaing an attractive treait, but we sre not compelled 1o shift sllocations at
this time

‘While yields are high relative to recent history, spreads (the yield above Treasuries) are
modest. Coupled with our view that creidt risk will rise in the coming years we are reducing
our allocation to credit sk broadly

The outlock for global bonds remains attractive, but on a risk-adjusted basis slightly loss than
U5, Therefore, we are modesty reducing the position

T 3

yields, ive return p  relative to global equity and a Fed policy path
that has increasing potential to mederate or move lower makes munis attractive, however,
duration has alsa extendad for this asset dass compelling smaller year over vear change
compared to US. Bonds

‘While yields are higher relative to recent history, spreads (the yield above Treasuries) are
below average. Coupled with our view that credit risks may rise in the coming vear we're
slightly reducing allocations o high yield munis.

‘We remnain underweight US. large cap stocks based on the relative opportunity to US, small
and international equities. However, we have reduced that underweight based on the
significant percentage increase in ULS. equites in global indices

We rernain overweight US. small cap secusities. The dispersion between U.S. large and small
cap stocks driven by a hand ful of securities has produced near-all time relative valuation
differences. Additionally, small cap securities may benefit from easing rate policies.
However, we have reduced that underweight based on the significant percentage increase in
US, large cap equites in US, indices

Non-1LS, equity remains attractive and an overweight within portfolios, but risk
management compels us to temper how far to extend that view. Therefore we are reducing
our overweight sightlyto non-ULS, equities. Valuati ons remain compelling both relative to
the 1.5, and their own 20-vear history. However, geapolitical risks remain elevated and in
somne way have expanded over the course of 2023

Our overall bevel to real assets will rermin the same year over year give our view of inflation
remaining in the “messy middle”. A 2% - 5% range offers compelling opportunities within
the overall category. Howover, our mix is shifing away modestly from real estate and toward
assets that can benefit from a wider variety of factors
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Disclosures and Index Proxies

This report does not represent a specific investment recommendation. Comparisons to any indices referenced herein are for
illustrative purposes only and are not meant to imply that actual returns or volatility will be similar to the indices. Indices cannot be
invested in directly. Unmanaged index returns assume reinvestment of any and all distributions and are reported gross of any fees and
expenses. Any forecasts represent future expectations and actual returns; volatilities and correlations will differ from forecasts. When
referencing asset class returns or statistics, indices are used to represent those asset classes. Each index is unmanaged, and investors can

not actually invest directly into an index.
Material Risks Disclosures

Fixed Income securities are subject to interest rate risks, the risk of default and liquidity risk. U.S. investors exposed to non-U.S. fixed
income may also be subject to currency risk and fluctuations.

Cash may be subject to the loss of principal and over longer period of time may lose purchasing power due to inflation.

Domestic Equity can be volatile. The rise or fall in prices take place for a number of reasons including, but not limited to changes to

underlying company conditions, sector or industry factors, or other macro events. These may happen quickly and unpredictably.

International Equity can be volatile. The rise or fall in prices take place for a number of reasons including, but not limited to changes
to underlying company conditions, sector or industry impacts, or other macro events. These may happen quickly and unpredictably.
International equity allocations may also be impact by currency and/or country specific risks which may result in lower liquidity in

some markets.

Real Assets can be volatile and may include asset segments that may have greater volatility than investment in traditional equity
securities. Such volatility could be influenced by a myriad of factors including, but not limited to overall market volatility, changes in

interest rates, political and regulatory developments, or other exogenous events like weather or natural disaster.

Private Equity involves higher risk and is suitable only for sophisticated investors. Along with traditional equity market risks, private
equity investments are also subject to higher fees, lower liquidity and the potential for leverage that may amplify volatility and/or the
potential loss of capital.

Private Credit involves higher risk and is suitable only for sophisticated investors. These assets are subject to interest rate risks, the risk
of default and limited liquidity. U.S. investors exposed to non-U.S. private credit may also be subject to currency risk and fluctuations.

Private Real Estate involves higher risk and is suitable only for sophisticated investors. Real estate assets can be volatile and may
include unique risks to the asset class like leverage and/or industry, sector or geographical concentration. Declines in real estate value
may take place for a number of reasons including, but are not limited to economic conditions, change in condition of the underlying
property or defaults by the borrow.

Marketable Alternatives involves higher risk and is suitable only for sophisticated investors. Along with traditional market risks,
marketable alternatives are also subject to higher fees, lower liquidity and the potential for leverage that may amplify volatility or the
potential for loss of capital. Additionally, short selling involved certain risks including, but not limited to additional costs, and the

potential for unlimited loss on certain short sale positions.
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