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Financial markets finished the year on a strong note and defied the bearish sentiment entering the year. Sparked by high inflation, rising
rates, and geopolitical concerns, the market entered 2023 with expectations for a recession. However, the real story of 2023 was a resilient
U.S. consumer, growth in gross domestic product (GDP), and positive revisions to corporate earnings. Meanwhile, Fed policy remained
hawkish through the third quarter, with rate hikes and a message of “higher for longer”. This cast a shadow on financial markets through
the end of October with equities broadly flat excluding huge rallies by several mega-cap tech names dubbed “the magnificent seven” and
fixed-income investments headed to a third year in a row of losses. November and December, though, saw a strong reversal in both the
broader equity markets and fixed income as inflation moderated and the Fed indicated rates had likely peaked and forecast rate cuts to
occur in 2024. The late-year rally drove the broad US equity market up 12.1% for the fourth quarter and the core bond index up 6.5%.

For the year, the S&P 500 was up 24.2%, the NASDAQ up 43.4% (driven by the magnificent seven), and small-cap equities up 15.1%.
International equity markets also had a strong year posting a 16.2% return. Buoyed by the end-of-the-year rally, fixed-income returns
broke positive for the year ending up 5.3%.

The S&P 500 ended the year at 4,770, just below its record peak of 4,797 reached on January 3, 2022. While the price/earnings ratio (P/E)
for the S&P 500 remains elevated at 19.5X, it did finish the year below previous peak levels. However, the current elevated valuation of
the S&P500 is driven by the largest market cap-weighted stocks. On an equal-weighted basis, the P/E for the index is a more reasonable
16.5X.
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Looking at 2023 equity performance by style and sector shows significant divergence. By style, growth stocks (up 38.5%) significantly
outperformed value stocks (up 12.0%) and large cap outperformed small cap. The valuation divergence between growth and value
stocks is particularly noteworthy with value stocks trading at a 20-year historical discount to growth stocks, only briefly matched
during the nadir of the Covid stock-induced sell-off. Defensive sectors such as utilities, healthcare, and consumer staples were positive
but lagged the market in the fourth quarter and were vast underperformers for the year with utilities negative on an absolute basis and
the worst-performing sector. After strong absolute and relative performance in 2021 and 2022, the energy sector produced negative
returns both in the fourth quarter and for the entire year of 2023.
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Morningstar Sector Indexes
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Fixed income rallied +6.6% in the fourth quarter and posted the first positive return (+5.3%) for the asset category in three years. The
catalyst during the fourth quarter was declining inflation and the expectation of a Fed pivot in 2024. The strength of the economy has
supported positive returns within public credit exposed categories, such as high yield, and has also been a tailwind for private credit,
which has benefited from higher short-term rates as well.

Meorningstar Bond Indexes

Performance (%)
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Core Bond 6.56 53
Sector
U.S. Treasuries 5.46 J.68
Corporate B.19 841
High Yield 1.07 13.48
Mortgage 1.36 497
Municipal 1.12 6.61
Maturity
Short-Term Core 3.35 481
Intermediate Core 112 52
Long-Term Core 12.96 6.69
Inflation-Protected
TIPS 4.45 3.68
U.S. Government
Shart-Term Treasury 3.12 430
Intermediate Treasury 5.77 3.92
Long-Term Treasury 12.32 258
Floating Rate
Leveraged Loans 315 33

International markets also had a positive year in 2023, with the global index ex-U.S. returning 16.2% in dollar terms. U.S. currency
depreciation provided a slight incremental tailwind to returns on a local currency basis. Developed markets outperformed emerging
markets, with returns of +18.9% and 10.3%, respectively. This outperformance was influenced by China, the largest country component
of the emerging market index, which posted a -11% return.

Global Equity Markets Local USD
Regions
U.S. (S&P 500) - 263
AC World ex-U.S. 14.7 16.2
EAFE 16.8 18.9
Europe ex-UK 17.3 227

Emerging markets 10.3 103
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2023 saw a strong recovery in financial markets, particularly in the fourth quarter, setting a high bar for the economy, the expected easing
by the Federal Reserve, and thematic drivers such as artificial intelligence that helped drive returns in the U.S. technology sector. While
the bar is high, the downward trend in inflation, resilient economic growth and employment, and upward revision in earnings
expectations provide a basis for optimism. However, the potential for lagging effects of the rise in interest rates over the past 18 months
could weigh on economic growth and loan credit. Fundamental headwinds, along with valuation levels above long-term historic levels,
merit investment prudence, and a well-diversified portfolio.

For equities, the substantial outperformance by mega-cap growth stocks suggests diversification across size and style is reasonable. If the
U.S. avoids a recession and interest rates are cut, smaller-cap stocks appear well-positioned, and value stocks also look attractive relative
to history versus growth stocks. International equities also look attractive on a relative value basis versus U.S. equities, and lower rates
may result in a further weakening of the dollar, providing a tailwind to returns. For long-term investors, attractive fundamentals, and
quality attributes such as earnings consistency, high financial returns, cash flow generation, and reasonable leverage should remain at the
core of equity portfolio construction.

For fixed income, the rally in the fourth quarter was historically significant, and a similar level of appreciation would require substantial
rate cuts. However, yields remain attractive, with the 10-year Treasury at 3.9% to start the year, and extending duration to lock in yield
remains an attractive strategy. Assuming the Fed funds rate is cut during the year, yields on cash accounts such as money markets will
likely see meaningful cuts in 2024. Besides locking in higher yields, an allocation to fixed income should see a return to the role as a
defensive buffer in the event a recession or other setback were to impact the economy.

In summary, 2023 defied early expectations for financial markets, and significant progress has been made to restore a more stable
investment environment after several years of exceptional economic, geopolitical, and policy volatility. While financial markets still face
variables in 2024 and beyond, well-diversified investment portfolios grounded in fundamentals and valuation should be positioned to
deliver attractive risk-adjusted returns.

Sincerely,

Mark A. Bogar, CFA®, CAIA®
Chief Investment Officer

Stephen Kylander
Senior Portfolio Manager
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The information contained herein is for informational purposes only, is not personalized investment advice and should not be
construed as a recommendation to purchase or sell any particular security, sector or strategy to any individual person or entity. The
decision to review or consider the purchase or sale of any security, sector or strategy mentioned should not be undertaken

without consideration of your personal financial information, investment objectives and risk tolerance with your financial professional.
Past performance should not be considered as an indicator of future results. Investment Advice offered through Pallas Capital Advisors
LLG, a registered investment advisor. CRN24_101
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