Last month’s note from us was a December and full year 2023 recap and our list of our expectations for
2024. To summarize it briefly, we are cautiously optimistic that 2024 will provide positive returns —we
think single digits — for both stock and bond markets. In January, the MSCI World climbed 0.6 percent
and the Bloomberg Aggregate bond index declined 0.3 percent. US stocks fared slightly better than
international stocks with the S&P, Dow Jones Industrial, and Nasdaq climbing 1.7 percent, 1.3 percent,
and 1.0 percent respectively.

Lisa Shalett, Chief Investment Officer, summed up January succinctly in this Month’s On The Markets,

writing, “In certain ways, January picked up where 2023 ended—with US equities pushing through to
new highs, enthusiasm around a soft landing prevailing and the Fed taking victory laps on inflation
reduction expected to catalyze rapid rate cuts. Investors also expressed optimism about the trajectory of
corporate profits. Meanwhile, fears over economic softness lingered, edging investors back to a handful
of megacap tech stocks on the assumption that their Al-linked stories immunize them from the vagaries
of interest rates and the business cycle.”

Our prediction last month that the Fed would not lower rates as much as the markets were assuming
seems to have come true already. Chairman Powell signaled in his most recent comments that rate cuts
may not begin in March or even May. Inflation seems to have at least stopped decelerating; we are
already feeling comfortable with our prediction that inflation will prove difficult to tame in 2024.

We have noticed that the fear of missing out has reached a crescendo with clients. It’s palpable to us in
meetings, on phone calls and from the question clients ask us. For that reason, we want this February’s
note to focus on risk more than potential return. What’s worrying us for 2024? Ultimately, it’s that
experience has taught us to be contrarians and to focus on valuations, not returns, when assessing risk.
Chasing momentum in the markets feels great, right up until it doesn’t.

On the bright side, the fear of “missing out” and the risk seems to apply to an exceptionally narrow
number of securities this cycle. The purpose of this month’s note is to draw attention to the
mathematics of what “missing out” means right now and just how much risk one would have to take to
outperform in a market where almost all return comes from only a handful of stocks. Last year, the
magpnificent 7 stocks started the year at 25% of the S&P 500 by market cap and contributed about 61%
of the index’s total return for the year. As of the end of January, those stocks make up about 30 percent
of the S&P 500. Outperforming in this environment would require having more than 25 or 30 percent of
your wealth in the magnificent 7. Technology stocks along with media and telecom now comprise 34%
of the weight of the S&P 500 by sector but represent only 11% of GDP. Why? Because that’s what
everyone is buying. No matter the price. No matter the risk. No matter the valuation.

Morgan Stanley’s research team has become so concerned about unaddressed concentration in the
average investor portfolio, they issued a special report in January dedicated solely to the topic. If you
read our commentaries each month, nothing we are about to highlight from that report should be too
surprising. It seems the word “index” has substituted for diversification in the mind of the average
investor. Diversification now exists in name, but not in the underlying holdings of portfolios. The report
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concludes that “stagnant growth, low interest rates and a relatively favorable regulatory climate have
allowed technology leaders to cement their advantage through tactical acquisitions. Given historic levels of
index concentration, investors must assess the road ahead for US megacaps as an integral part of their
portfolio construction decisions. While further concentration could extend 2023’s themes, any retracement
would likely threaten index-level returns and even diversified portfolios.”

The report identifies three overarching issues. We would encourage you to at least glance at the
supporting data and graphs it contains:

e S&P 500 concentration is at a historic extreme—producing unanticipated and underpriced risks. The
concentration prevalent today is especially differentiated in that the most valuable names are highly
correlated with each other, by factor, sector and subsector. History suggests that high levels of
concentration are rarely sustainable and ultimately self-undermined. This favors stock-picking and
active management in the short term and the equal-weighted index for passive investors.

e This time, S&P 500 concentration is also heavily skewed toward the most expensive stocks,
suggesting that the duration of the benchmark index has become extended. Said another way, it is
highly correlated with interest rates. The implication is that, among the largest names, macro factors
like Fed policy and inflation can swamp idiosyncratic drivers of earnings, essentially causing stock-
bond correlations to turn or remain positive.

e The combination of these equity-index risks and structural shifts in stock-bond correlations, along
with the end of the 40-year (1981-2021) US bond bull market, greatly diminishes the effective
portfolio-risk-diversification benefits of a traditional 60/40 asset allocation. The implication is that the
importance of noncorrelated alternative assets increases meaningfully. The GIC believes this
especially favors real assets and hedge funds, and private investments secondarily.

So, what does all that mean with regard to our portfolio recommendations? What should we change in your
accounts if we are concerned about this risk? Our team thinks the historical ways we have optimized
portfolios according to the tenets of modern portfolio theory may fail in this environment. In a nutshell, we
have to find new ways to create meaningfully diversified portfolios — not just portfolios that appear
diversified because of the labels we place on the indices within them. From a practical perspective, it means
we need to add more hedged, inflation-protected, private (both credit and equity) and real estate
investments if we hope to replicate the historical success and risk reduction benefits of a traditional
stock/bond portfolio going forward.

While we intend to continue to own all the magnificent seven stocks and will also continue to own bonds,
our focus in the first part of 2024 will be on contending with the risk that so much concentration and
duration has imparted into portfolios.

We cannot time markets. That said, the GIC weekly from January 29" did highlight that the supply and
demand issues around treasuries and money supply could be much less supportive of the long duration trade
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in 2024 than they were in 2023. We will be keeping a close eye on money growth and treasury issuance early
this year as changes in money supply are harbingers of interest rate moves.

As always, if you have any questions or concerns, please don’t hesitate to reach out to any member of the
team.
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