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Executive Summary

e Stock returns were strong for the year, but mixed in the
quarter, as high rates weighed on the broader market, while
secular technology shifts continued, leading to record
market concentration.

e The Fed continued to lower the Fed Funds rate, but financial
conditions remain restrictive as real rates remain high and
long-term rates increased in the quarter.

e Inflation is low and under control, as the money supply is in
balance relative to the size of the economy, despite concerns
that changes in fiscal policy could lead to higher inflation.

e The U.S. economy is strong and growing led by the
consumer. Economic fundamentals remain robust and
secular technology transformation trends are increasingly
driving productivity gains, further supporting growth.

e Fundamentals remain in place for stock market returns to
broaden over time despite some delay in the broad earnings
growth recovery.

e Stock valuations are above historical averages but return
prospects are attractive as earnings growth is expected to be
meaningfully above average in the coming years.

e Bond yields remain some of the most attractive in over
fifteen years despite continued tight credit spreads.

e Long-term investors should remain invested in the mid-to-
high end of the range in stocks and low-to-mid end of the
range in bonds relative to their long-term target ranges.

Financial Conditions Remain Restrictive but Low Inflation
Will Allow the Fed to Continue to Lower Rates

The Fed continued to lower the Fed Funds rate with two 25-basis
point rate cuts in the fourth quarter with the Fed Funds rate
ending the year at 4.25-4.50%. These developments are
encouraging, but there continues to be ample room for the Fed
to further lower rates as real short-term yields (Fed Funds rate
minus CPI ex-shelter) are around 2.7%, high relative to the
historical real “neutral” rate in the 0-2%-range.

While the Fed is making steady progress towards providing
balanced financial conditions in the economy, these efforts were
slowed temporarily due to rising long-term rates. While the Fed
Funds rate has been lowered by 100 basis points since the Fed
began its rate cutting cycle in September, long-term yields have
risen almost a full percentage point across the yield curve,
including the 10-year U.S. treasury yield rising from 3.70% to
4.60%. This effectively offset the lowering of the Fed Funds rate
and has led to a steepening of the yield curve, with overall
interest rates remaining elevated, as shown in graph 1 in the next

column. The rise in long-term rates reflects a change in the
market’s perception of the main risk going forward, shifting
from a potential economic slowdown towards risks of higher
long-term inflation and increased U.S. fiscal deficit spending.
The market is concerned these could be the outcomes from
potential changes to U.S. trade, tax, and government spending
polices, as well as growing federal interest expenses.

Graph 1: U.S. Treasury Yield Curve Since First Rate Cut in September
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Despite these concerns, we believe inflation will remain low
because the money supply (M2) is under control. The change in
the money supply, not changes in prices themselves (even if
caused by tariffs), is the determining factor of inflation, as
experienced in recent years when the money supply rapidly
grew, causing the highest inflation in decades. Similarly, when
the Fed aggressively raised rates, the money supply fell sharply,
leading to the current low and sustained real-time inflation
(+1.6% in November) below the Fed’s 2.0% target. While the
money supply has started to grow again as the Fed is lowering
rates, it is growing in line with the economy and remains in
balance relative to the size of the economy (GDP) as shown in
graph 2 below. With the money supply under control, we believe
this will enable the Fed to continue to lower the Fed Funds rate
going forward, further easing financial conditions supporting
growth while maintaining low inflation.

Graph 2: Money Supply (M2) Relative to Size of the Economy (GDP)
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The U.S. Economy is Strong and Fundamentals Remain
Robust - Positioning the Economy for Sustained Growth

The U.S. economy continues to be strong, with real GDP
(nominal minus inflation) growing +3.0% year-over-year in the
third quarter and on pace to grow around +2.5% for the full year
2024, despite restrictive financial conditions. Solid economic
growth continues to be driven by the consumer who makes up
two thirds of the economy. Consumer spending remains strong
with year-end holiday spending accelerating and growing +3.8%
year-over-year. Importantly, we believe this is an indication of
consumer health as spending growth occurred while the savings
rate increased. Increased savings add to already strong
fundamentals which include record household net worth (close
to $170 trillion), high employment, and incomes continuing to
grow faster than expenses.

Elevated long-term rates continue to subdue demand in more
interest rate sensitive parts of the economy such as real estate,
automotive, and large ticket expenditures and this may continue
in the near-term. However, growing incomes and adjustments in
supply and demand should continue to ease pressures over time.
Additionally, consumer and small business sentiment has started
to gradually improve. Combining these fundamentals with the
Fed continuing to lower rates and technology driven
productivity gains, the U.S. economy remains positioned for
robust growth going forward, despite potential uncertainties in
global trade and fiscal policies which may or may not become
reality.

The Broadening of Stock Returns Reversed in the Quarter
but the Trend Remains in Place over the Long-Term

The trend of broadening stock returns that started to take place
mid-year reversed in the fourth quarter. The reason for the
reversal was the change in expected near-term earnings growth
for the broader market, as sustained high rates are delaying the
earnings growth recovery. At the same time, the secular trends
of digital transformation and investments into technological
innovation and infrastructure continue at a very large scale and
with extended visibility, driving higher than anticipated earnings
growth for the handful of mega-cap technology companies at the
heart of this megatrend. Hence, large cap stocks (S&P 500)
outperformed and were up +2.4% for the quarter and up +25.0%
for the full year, led by the Top 7 mega-cap technology
companies that contributed over 50% of the full year index
return. This led to market concentration reaching new highs with
the top 10 stocks making up 39% of the S&P 500 at the end of
the year. The concentration in returns was also demonstrated
when comparing the S&P 500 (market cap-weighted) versus the
S&P 500 equal-weighted index, which was down -1.9% in the
quarter and up +13.0% for the year. Further, small cap stocks
(Russell 2000) also had muted returns in the quarter, up +0.3%
and up +11.5% for the year. International stocks (MSCI EAFE)
had the largest decline, down -8.1% in the quarter and up +3.8%
for the year, as the strong dollar and market concerns about
adverse impacts from shifts in U.S. trade policy weighed on
returns. Bond returns (USBIG) were down -3.1% in the quarter
and up +1.3% for the year as the negative impact of rising long-

term treasury yields was softened by continued tight credit
spreads.

Market concentration could persist in the near-term, but we
continue to be constructive on the broadening of market returns
over time. We believe the mega-cap technology stocks’ earnings
growth will remain strong but start to moderate from very high
levels. At the same time, and while delayed, we continue to
believe the broader market’s earnings growth will accelerate,
leading to earnings growth convergence between the mega-caps
and the broader market, as shown in graph 3 below. When
combining accelerating earnings growth with relatively lower
valuations, we believe the broad market is positioned to generate
solid returns going forward.

Graph 3: S&P 500 Earnings Growth S&P Top 7 vs S&P 493
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Long-Term Return Prospects are Attractive and Under-
pinned by Cyclical and Structural Earnings Growth Drivers

After two years of strong stock market performance, valuations
have risen with the S&P 500 trading at a 21.5x forward P/E-
multiple relative to the historical average of roughly 17x. We
believe upside for further multiple-expansion is more moderate
given current valuations and the level of interest rates. Near-term
stock price volatility may also persist due to relatively high
valuations. Nonetheless return prospects are attractive for long-
term investors as we expect earnings growth, the main driver of
long-term stock returns, to be meaningfully higher relative to
historical averages. We believe earnings growth will come from
strong economic fundamentals, lower real rates, as well as
increasing productivity gains as technological innovation and
digital transformation permeates the broader economy boosting
economic and profit growth. Additionally, deregulation and
lower future taxes have the potential to further support
productivity gains and growth over the longer term. In fixed
income, yields remain some of the most attractive in the last
fifteen years despite continued tight credit spreads. Lastly, while
we don’t believe interest rates will return to historical lows, we
believe interest rate normalization towards balanced conditions
will continue to disincentivize misallocation of capital and
excessive borrowing while continuing to incentivize investment,
efficiency and sustained profitability in the economy. We
believe long-term investors should remain invested in the mid-
to-high end of the range in stocks and low-to-mid end of the
range in bonds relative to their long-range targets.
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