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Executive Summary

o  After back-to-back strong years, stock returns were negative
for the quarter and bond prices rose as the threat of tariffs
increased uncertainty surrounding the future path of
economic growth.

o Inflation remains low despite concerns over the potential
near-term impacts of tariffs on the price of individual goods,
as money supply growth remains below average.

e The Fed paused its rate cutting cycle, but financial
conditions are still restrictive as interest rates remain high.

e The U.S. economy is strong, led by a continued resilient
consumer. Lower future interest rates, technology adoption
trends, and productivity gains will further support
sustainable growth going forward.

e Stock valuations declined but remain above-average, yet
return prospects continue to be attractive as earnings growth
is expected to be above-average in the coming years.

e Bond yields remain some of the most attractive in past 15 to
20 years.

e Long-term investors should remain invested in the mid-to-
high end of their target range in stocks due to strong
economic fundamentals, prospects for above-average profit
growth, and easing financial conditions.

The Federal Reserve Has Room to Resume Lowering
Interest Rates as Inflation Remains Under Control

The overall tightening of financial conditions since 2022 has
brought “real-time” inflation (CPI excluding lagging shelter
costs) down from over 10% at its peak to in line with the Federal
Reserve’s 2.0% target for over a year now, as shown in graph 1.

Graph 1: “Real-time” Inflation Remains at the Fed’s 2.0% Target
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The Federal Reserve primarily accomplished this through
reducing the growth in the money supply (as measured by M2)

from an excessive level in 2020-2021 (above 20%) to less than
the 6-8% growth per year that historically has resulted in low
inflation and sustainable economic growth. Despite this, the
Federal Reserve has chosen to pause its easing cycle following
100-basis points worth of rate cuts in the fall of 2024, leaving
the Federal Funds Target Range at 4.25-4.50%. The Federal
Reserve cited increased uncertainty around changes in U.S.
fiscal policy, particularly surrounding trade, and the potential
impacts on the future path of inflation as the justification. These
rapid shifts in policy have indeed made businesses and
consumers uneasy in the short-term. However, the growth in the
money supply relative to demand is the determining factor in
inducing broad-based inflation, not potential changes in prices
of individual goods resulting from trade policy. With money
supply growth below its historical average and in-line with
demand, we believe inflation will continue to remain low.

In addition to low inflation, financial conditions remain
restrictive, as indicated by the strength in the U.S. dollar and real
yields (Federal Funds Rate minus CPI ex-shelter). At 2.3%, real
yields are above the 50-year average of 1.0% that historically
supports sustainable economic growth and restricts excessive
speculation, as shown in graph 2.

Graph 2: Real Federal Funds Rate Remains Restrictive
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The Federal Reserve will need to continue to reduce rates and
slow the pace of quantitative tightening (removing liquidity from
the financial system), or they risk causing a slowdown in the
economy. As a result, we believe the Federal Reserve will act on
their plans to resume easing financial conditions towards a more
balanced policy stance over the next 12 months. This will
support interest rate sensitive areas of the economy like real
estate and durable goods, return the yield curve to a positive
structure of rates, and support sustainable growth going forward.
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U.S. Economy Continues to Grow and Fundamentals

Attractive Long-Term Return Prospects for Both Stocks and

Remain Resilient Despite Near-Term Uncertainty

We expect U.S. economic growth to remain resilient and
positive for 2025. Real GDP (nominal GDP minus inflation)
grew robustly at 2.5% year-over-year in the 4" quarter of 2024
but continues to moderate from above-average levels towards
the historical average over the past 15 years of around 2.0%, as
intended by restrictive U.S. monetary policy over the last few
years. Despite the moderation, the underlying economic
fundamentals remain strong. The consumer remains well
positioned to continue to drive economic growth with disposable
incomes growing faster than inflation, debt service levels
remaining below historical averages, near-record levels of
household net worth (over $160 trillion in total), and continued
growth in jobs and wages. Outside of the consumer, business
investment is strong as record corporate profits are enabling
companies to invest in productivity enhancing technology and
domestic capacity. Additionally, the banking system remains
healthy with modest loan growth and low delinquencies.

While there are concerns that inflation could reaccelerate along
with a slowdown in economic growth due to shifting U.S. fiscal
policies surrounding trade, government spending, taxes, and
immigration causing a so-called “stagflationary” environment,
we believe these worries are misplaced. The primary risk
remains slowing economic growth, not inflation, from overly
tight financial conditions. However, if the Federal Reserve
resumes reducing interest rates shortly, we believe there is
potential for growth to reaccelerate in the latter portion of the
year. Finally, the Federal Reserve has the capacity to ease
financial conditions beyond these levels to support sustainable
growth in the economy if there are signs of significant weakness.

Increased Uncertainty Weighed on Stock Returns but
Supported Bond Prices

Stock returns were negative in the 1%t quarter and U.S. stock
market concentration declined modestly but remains near its all-
time highs. The primary cause for the market decline was
increased uncertainty regarding changing U.S. fiscal policies
relating to trade, the impact on business and consumer
confidence, and the potential impact on economic growth.

Large cap stocks (S&P 500) declined modestly at -4.3% for the
quarter following strong returns in 2024 (25.0%) and 2023
(26.3%). Additionally, market concentration declined as the top
7 mega-cap technology companies’ (Amazon, Apple, Google,
Meta, Microsoft, NVIDIA, and Tesla) share of the S&P 500 fell
from its peak of 32% but remained at near record levels at
28.0%. Small cap stocks (Russell 2000) declined more
significantly, finishing the quarter down -9.5%, as they are
typically more economically sensitive. After several years of
subdued returns, developed international market stocks (MSCI
EAFE) and emerging market stocks (MSCI Emerging Markets)
saw gains to start the year, up 6.9% and up 3.0%, respectively.
Bond returns (FTSE U.S. Broad Investment-Grade) were up
2.8% as investors sought safe haven during the quarter, driving
up prices and leading to declining long-term yields.

Bonds Remain Despite Bearish Sentiment

Investor sentiment declined from a strong bullish territory to
start the year to near the most bearish in the past 20 years, in-line
with the depths of the 2008 Great Financial Crisis and more
bearish than during the COVID-19 pandemic, as shown in graph
3. When investors have been this negative, historically, it has
served as an excellent contrarian indicator, signaling the
potential for improved stock returns going forward.

Graph 3: Percentage Bullish Investors Minus Bearish Investors
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Due to a bearish sentiment shift and negative returns, valuations
contracted modestly with the S&P 500 trading at a 20x forward
P/E (price-to-earnings) multiple relative to the historical average
of 17x. With relatively high wvaluations and continued
uncertainty in the near-term, we believe volatility could persist.
However, investors eventually follow the fundamentals, which
remain strong and have potential upside from increased
productivity and economic growth through deregulation, lower
taxes, declining energy costs, and more effective spending on
critical government services.

Shifting focus to the long-term, we believe corporate earnings
are well positioned to grow at above-average levels over the next
few years resulting from resilient economic fundamentals,
declining interest rates, and productivity gains from
technological innovation. With the broader market (S&P 500,
excluding the top 7 mega-cap technology companies) positioned
for accelerating earnings growth and trading at 18x next year’s
earnings, we continue to expect stock market returns to extend
to a larger set of companies going forward. As a result, we
continue to find attractive investment opportunities to build
diversified portfolios of high quality, reasonably priced growth
companies that are well positioned to deliver above-average
earnings growth. We believe these companies can continue to
compound their earnings at high rates over the long-term, which
is the primary driver of stock returns. Additionally, bond yields
remain some of the most attractive in the last 15 to 20 years.
While both are attractive, we find stocks relatively more
attractive than bonds given their unique compounding nature.
Long-term investors should remain invested in the mid-to-high
end of their target range in stocks.
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