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Executive Summary

e In September, the Fed lowered the Fed Funds Rate by 50
basis points to 4.75-5.00%, marking the start of a multi-
year easing cycle toward a balanced policy stance.

e Stocks and bonds rallied, with stock returns beginning to
broaden after a period of record concentration in returns.

e The U.S. economy remains strong, with real GDP growing
3.0% year-over-year in the 2" quarter. Strength is led by
the consumer with record net worth, high employment, and
growing income, supporting sustainable spending growth.

e The lowering of interest rates removes the risk of the Fed
overtightening. This dynamic, coupled with strong
fundamentals, positions the economy for enduring and
potentially accelerating future growth with low inflation.

e Stock valuations are above historical averages, but long-
term return prospects remain attractive as we believe
earnings growth will be above average over the coming
years, supported by the strong economy, lower rates and
productivity benefits from technological innovation.

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

The Federal Reserve Begins a Multi-Year Easing Cycle with
a Large Interest Rate Cut in September

After aggressively raising interest rates for two and a half years
to combat the rapidly growing money supply and ensuing multi-
decade high inflation, the Fed began cutting rates in September
by lowering the Fed Funds Rate by 50 basis points to 4.75-
5.00%. The Fed was able to start the easing cycle having
successfully reduced the money supply back toward its historical
level relative to the size of the economy (shown in Graph 1
below) and brought real-time inflation (excluding lagging
shelter costs) below its 2.0% long-term target.

Graph 1: Money Supply (M2) Relative to Size of the Economy (GDP) %
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The lowering of interest rates marks the start of a multi-year
period of shifting monetary policy back toward a balanced
policy stance, as financial conditions remain restrictive. Under
current conditions, real-time inflation continues to moderate
(+1.2% in August) and the real Fed Funds Rate remains high,
close to 4.0%, despite the September rate cut. This compares to
a balanced real rate around 2.0% or below, as shown in Graph 2.
Hence, there is ample room for the Fed to continue to lower rates
toward a balanced stance over the coming years.

Graph 2: Real Fed Funds Rate % (Fed Funds minus CPI excl. Shelter)
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The lowering of rates along with the Fed’s signaling that the
main risk to the economy has shifted from high inflation, to
causing a recession (by keeping rates too high), largely
removes the risk of overtightening, which in our view has been
a main risk to sustained growth for some time.

U.S. Economic Growth Remains Strong and Fundamentals
Improving with the Risk of Overtightening Removed

The U.S. economy remains strong with real GDP (nominal
minus inflation) growing +3.0% year-over-year in the 2" quarter
and on pace for continued growth at a similar rate for the full
year. Financial conditions are tight but the underlying
fundamentals for growth remain strong, led by the consumer
who makes up two-thirds of the economy. For consumers,
employment levels remain high with a growing labor force, and
income growth continues to outpace inflation with real
disposable personal income (DPI) growing +3.0% year-over-
year as of August. Additionally, household net worths (assets
minus debt and liabilities) are at all-time highs and are an
increasingly important factor supporting consumer spending
power and overall financial health. While long-term wage
growth has been solid, net worths have grown faster with the net
worth to annual income (DPI) ratio, rising from five times to
roughly eight times annual income over the last four decades, as
shown in Graph 3 on the next page.
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Graph 3: Household Net Worths Relative to Annual Income (DPI) Ratio
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The strong financial position of consumers has continued to
translate into solid consumption with retail sales continuing to
grow robustly, led by spending on services over goods.
Additionally, the savings rate continues to increase toward
historical levels despite growing spending, showing another sign
of the healthy consumer. High interest rates have temporarily
slowed demand in more interest-rate-sensitive categories such as
durable goods and real estate, but we believe lower future
interest rates will support improved demand.

Businesses continue to be in good shape, with record corporate
profits and strong balance sheets enabling continued growth in
fixed investments (roughly $4 trillion excluding housing)
focused on high-tech and R&D spending as well as
infrastructure, aided by government incentives for reshoring
capacity. The growth outlook for businesses remains strong, as
lower future interest rates support sustained demand and
materially lower financing costs for small and medium-sized
businesses. While geopolitical uncertainty remains, we believe
similar trends of disinflation, central banks lowering interest
rates across almost all major economies, along with relatively
high employment and income levels will support international
demand for global corporations as well.

Overall, with money supply growth and inflation under control,
coupled with lower future rates and strong fundamentals, we
believe the U.S. economy is well-positioned for enduring and
potentially accelerating growth with low inflation.

Stocks and Bonds Generated Solid Returns as Market
Performance Started to Broaden in the Quarter

With aggregate earnings growth accelerating in the 2" half of
2024 and the Fed lowering rates — disproportionally benefiting
the broader market — the overall market recovered in the third
quarter and outperformed the handful of mega-cap technology
stocks (rising less than +2.0% in the quarter) that have been the
main driver of returns year-to-date. In total, large cap stocks
(S&P 500) were up +5.9% during the quarter and are up +22.1%
year-to-date led by the mega caps. However, the broadening of
returns also took place within large caps, with the S&P 500
equal-weighted index up +9.6% in the quarter and up +15.2%
year-to-date. Small cap stocks (Russell 2000), generally more
sensitive to interest rates and who have been lagging since the
Fed’s hiking cycle began in 2022, rallied +9.3% in the quarter
and are up +11.2% year-to-date. Additionally, international
stocks (MSCI EAFE), benefiting from similar trends as the

broad U.S. market, rose +7.3% in the quarter and are up 13.0%
year-to-date. Lower rates also led to solid quarterly bond returns
(USBIG), up +5.4% and up +4.5% year-to-date.

Long-Term Return Prospects are Attractive Underpinned
by Strong Cyclical and Structural Earnings Fundamentals

With the strong performance in the quarter and over the last 12
months, valuations have risen with the S&P 500 trading at a 21x
forward P/E-multiple relative to the historical average of roughly
17x. While above historical averages, valuations remain fair and
justified as we continue to believe earnings growth will be well
above average over the coming years, supported by the tailwinds
highlighted below.

The strong fundamentals of the economy and normalization of
business conditions post-pandemic will continue to support
revenue and earnings growth in and of itself. Additionally,
cyclical tailwinds from lower rates moving toward balanced
financial conditions will further support growth. However, we
do not believe rates will return to the record lows, near or below
zero, experienced during the decade between the Great
Financial Crisis and the COVID-19 pandemic. This normalized
interest rate environment should continue to disincentivize
misallocation of capital, excess borrowing, and speculative
behavior, putting the economy on a more sustainable long-term
path of growth that continues to reward investors and savers.

Lastly, the wave of technological innovation and digitization
of the economy driving broad productivity growth and wealth
creation remain firmly in place and the pace of innovation
remains very high. We believe it is relatively early in the
current innovation cycle, with the current phase continuing to
be characterized by tremendous capital investments to build the
technology and capacity for the future. The current phase of
heavy investment could continue over the next few years, but
over time, we believe the productivity gains will continue to
extend and permeate into the broader economy, benefiting
consumers and businesses in all industries.

From a stock market perspective, high market concentration
could persist for some time as the handful of mega cap
technology stocks are at the heart of the current phase in the
innovation cycle. However, we ultimately believe that the
broadening of market returns, that started to take shape in the
third quarter, will continue. Near-term, some of the lower
quality and most interest-rate-sensitive parts of the market that
have been lagging for several years could continue to perform
as well, but this is likely more temporary since we do not
believe rates anchor at historical lows long-term. Ultimately,
with normalized financial conditions and solid economic
fundamentals in place, we believe the best way to invest for
strong long-term returns is our philosophy of owning long-term
consistent growth companies at reasonable prices. These
companies are leaders in secular growing industries,
financially strong and can grow through short-term headwinds,
while investing for long-term compounding earnings growth,
the key driver of higher stock prices and returns over time.
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