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Executive Summary

e Stocks posted another quarter of solid gains as the Fed
signaled interest rate cuts, supporting future earnings
growth and higher stock prices.

e High interest rates continued to get financial conditions
back into balance and “real-time” inflation remains below
the Fed’s 2.0% long-term target.

e With inflation back under control, the Fed signaled it will
begin a gradual, multiyear interest rate easing cycle before
year-end.

e The U.S. economy remains strong and growing with real
GDP (gross domestic product) increasing +2.5% in 2023,
despite high interest rates. Growth continues to be led by
the strong consumer. Going forward, lower interest rates
will continue to support durable economic growth.

e Market sentiment has swiftly turned more positive as
concerns regarding inflation and interest rate pressures
have abated and participants look further into the future
where the outlook for growth is strong.

e Following the strong recent performance, stock returns
may be tempered in the coming quarters, as valuations are
somewhat above historical averages due to the prospects
of higher-than-average future earnings growth.

e Long-term growth and return prospects remain attractive
and we believe long-term investors should remain invested
in the mid-to-high end of the range in equities and toward
the low-to-mid range in bonds relative to their targets.

The Fed Signals Rate Cuts as Inflation is Under Control and
Financial Conditions are Coming Back into Balance

Financial conditions continued to come back into balance
during the quarter and “real-time” inflation remained low, as
the Fed held the Fed Funds rate at 5.25-5.50% for the third
consecutive quarter. The money supply (M2), a key leading
indicator of inflation, continued its normalization trend and fell
for the 15™ consecutive month on a year-over year basis, as of
February. This reflects the quick return of the money supply
back toward its long-term growth trendline historically aligned
with the growth of the overall economy. Consequently, “real-
time” inflation (CPI excluding lagging shelter costs) remained
under control at 1.8% as of February and below the Fed’s long-
term target of 2.0%, as shown in graph 1 in the next column.
We are highly encouraged by these developments as the
continued normalization of the money supply relative to the
size of the growing economy will continue to support low
inflation going forward.
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Graph 1: “Real-Time” Inflation Remains Below the Fed’s 2.0% Target
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With inflation under control, the Fed is increasingly shifting
focus toward supporting the economy as it wants to avoid
creating an economic slowdown from keeping financial
conditions too tight. Having announced the end of the hiking
cycle late last year, the Fed signaled in March that it will begin
a gradual, multiyear interest rate easing cycle starting this year.
The current expectation is for two to three 25-basis point cuts
before year-end, extending into 2025 and beyond, gradually
moving toward a balanced policy stance. We are highly
encouraged that the Fed has achieved getting inflation and
financial conditions back under control without negatively
impacting economic growth. We are further encouraged that
the Fed acknowledges the importance of easing monetary
policy soon, as the lagging effects of high interest rates are
increasingly taking effect and could adversely impact
economic growth if kept too high for too long.

The U.S. Economy Remains Strong and Lower Interest
Rates Will Support Continued Economic Growth

The U.S. economy continues to be strong and growing despite
higher interest rates with U.S. real GDP (nominal minus
inflation) increasing +3.4% in the fourth quarter and +2.5% for
the full year 2023. Although economic growth had positive
contributions from government spending, fixed business
investment, and a positive trade balance, the lion’s share of
economic growth continues to be driven by the strong
consumer, who makes up two-thirds of the economy. The good
financial health of the consumer continues to be supported by
record high net worth, debt-service costs near historical lows,
and income continuing to grow faster than inflation. Tight
financial conditions are having an impact on job creation,
narrowing the gap between labor demand and supply, but
nonetheless the labor market remains historically strong. As of
February, the demand for workers (employed persons plus jobs
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outstanding) continued to outstrip supply (the total labor force)
by 2.4 million, as shown in graph 2 below.

Graph 2: Labor Market Strong with Demand Outstripping Supply
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Overall, the economy remains strong, and we believe lower
future interest rates will continue to support sustained and
durable economic growth.

Stocks Delivered Solid Returns as Optimistic Sentiment
Builds and The Market Looks Further into the Future

With inflation and interest rate headwinds abating, alongside
strong underlying fundamentals supporting sustained growth,
market sentiment has swiftly become more positive. The shift
in sentiment is evidenced by the bull-bear ratio which measures
the aggregate sentiment of market participants, going from
majority negative, to overwhelmingly positive (currently a 4 to
1 ratio) in a short period of time, as shown in graph 3 below.

Graph 3: Bull-Bear Ratio Shows Swift Positive Change in Sentiment
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The improving sentiment and solid outlook for long-term
earnings growth led to stocks delivering another quarter of
strong returns, building on the very strong returns generated in
the preceding quarter. While the market moved higher in
aggregate, large cap stock (S&P 500) returns outpaced the
broader market, up +10.6% year-to-date. Performance
broadened within large caps (S&P 500 Equal-Weighted Index
up +7.9%) but a select few technology companies, whom are
underpinning the accelerating technological innovation and
adoption trends, continued to contribute a large share of the
total index return. Despite trailing large caps, returns were still
solid in more interest rate and business cycle-sensitive parts of
the market, with small cap stocks (Russell 2000) up +5.2% and
international stocks (MSCI EAFE) up +5.7% year-to-date. For
bonds (USBIG), returns were slightly negative down -0.8%,
but bond yields remain the most attractive in years.

Going forward, we continue to believe robust underlying
growth fundamentals will provide broad-based tailwinds for
the aggregate market and lead to the continued broadening of
profit growth and stock market performance over time.

Markets Poised for a Period of Lower Returns but Long-
Term Growth and Return Prospects Remain Attractive

Following a period of heightened market volatility and short-
term pullbacks in 2022 and the majority of 2023, aggregate
market returns have been very strong over the last couple of
quarters in anticipation of lower interest rates and higher-than-
average future earnings growth. Consequently, market
valuations have risen and are currently slightly above historical
averages. While long-term stock returns ultimately follow
earnings, the short-term path tends to be variable. In the short-
term, stock prices tend to both under and overshoot earnings,
resulting in periods of strong returns, followed by periods of
subdued returns as companies “grow into” the higher
valuations, while ultimately aligning with the long-term
trajectory of earnings, as depicted in graph 4 below.

Graph 4: Earnings Growth Drives Stock Returns Over Time (Log Scale)
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Given this perspective, alongside the prevailing optimistic
market sentiment, which historically has been a contrarian
indicator for short-term returns, it would not be out of the
ordinary for the stock market to enter a period of relatively
tempered returns in the coming quarters. Nevertheless, long-
term investors should remain constructive as the fundamentals
supporting sustained economic and corporate earnings growth
remain firmly in place, and both valuations and long-term
return prospects remain attractive. The strong outlook is
underpinned by structural tailwinds tied to the accelerating
pace of technological innovation and adoption, poised to
ultimately drive productivity, economic prosperity and profit
growth, leading to attractive long-term investor returns.
Additionally, cyclical tailwinds from easing financial
conditions and overcoming multiyear pandemic-related
disruptions, further contribute to the strong outlook. In
summary, we believe long-term investors should remain
invested in the mid-to-high end of the range in equities and in
the low-to-mid-range in bonds relative to their target
allocations.
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