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Executive Summary

e Investors returned to the fundamentals over fear, driving
stocks and bonds higher in the quarter, despite uncertainty
around economic growth following tariff announcements.

e  While there are concerns over the near-term impact of tariffs
on the prices of individual goods, inflation remains low as
the growth of the money supply is below average.

e The Federal Reserve continued to hold interest rates at a
high level with financial conditions restricting growth as
shown by the slowing labor market.

e The U.S. economy continues to grow, led by a resilient
consumer, while anticipated lower interest rates and
productivity gains will support sustainable growth.

e Stock valuations rose modestly and remain above average
yet return prospects for a well-diversified portfolio continue
to be attractive as earnings growth is positioned to broaden
and accelerate beyond a select few technology companies.

o Inflation-adjusted bond yields remain the most attractive in
the past fifteen to twenty 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 broad-based earnings
growth, and expectations for lower interest rates.

Restrictive Fed Policy is Resulting in Low Inflation and
Slowing Growth but Provides Room for Further Rate Cuts

The Federal Reserve has deployed a restrictive monetary policy
stance which has successfully reduced inflation (as measured
by CPI) from over 40-year highs of above 9% in 2022 to at-or-
near the Federal Reserve’s target of 2% for nearly two years
now. Additionally, “real-time” inflation (CPI excluding
lagging shelter costs) has averaged only 1.7% over the past 24
months and was a mere 1.5% last month, as shown in graph 1.

Graph 1: “Real-time” Inflation (CPI excluding Shelter Costs)
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While the tightening of financial conditions has delivered low
inflation, it has also begun to weigh on growth in the labor
market. Since the start of 2024, the unemployment rate has
increased from 3.7% to 4.1%, average hourly earnings growth
has fallen modestly from 4.3% to 3.7%, and the growth in overall
jobs (as measured by Total Nonfarm Payrolls) has remained
below the 1.5-2.0% average growth rate from pre-pandemic that
supported sustainable economic growth, as shown in graph 2.

Graph 2: Total Nonfarm Payrolls Year-over-Year Percentage Change
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Source: U.S. Bureau of Labor Statistics, North Star Asset Management

Although restrictive financial conditions are resulting in low
inflation and slowing growth, the Federal Reserve paused its
easing cycle, leaving the Federal Funds Target Rate at 4.25-
4.50%. After factoring in inflation, the real interest rate (Federal
Funds Rate minus CPI excluding shelter) is approximately 2.8%,
well above the 50-year average of 1.0% that has historically led
to stable prices and sustainable economic growth.

To justify the pause, the Federal Reserve cited uncertainty
around the Trump Administration’s tariff announcements and
the potential impact on inflation. However, we believe tariffs can
be thought of as a tax, and higher taxes are not inflationary. More
importantly, the growth in the money supply is the determining
factor in inducing broad-based inflation, not the price of
individual goods which can be offset by substitution with lower
price alternatives or reductions in spending on other goods and
services. The Federal Reserve has reduced the growth of the
money supply (as measured by M2) since mid-2022 from highly
stimulative levels of over 20% annually in 2020-2021 to
consistently less than the 6-8% growth that has historically led
to low inflation and sustainable economic growth. With the
money supply growth below average, we expect inflation to
remain low and the Federal Reserve to act on its plan to continue
reducing interest rates in the second half of 2025, or they risk
causing a more significant slowdown in the broader economy.
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U.S. Economy Continues to Grow Amid Restrictive
Financial Conditions and Uncertainty from Tariffs

The economy continues to grow given durable underlying
fundamentals despite restrictive policy from the Federal
Reserve. U.S. Real GDP (Nominal GDP minus inflation) grew
at a rate of 2.0% year-over-year in the 1% quarter of 2025 and in-
line with the 15-year average in the U.S., but importantly, is
slowing from above-average levels, as shown in graph 3.

Graph 3: U.S. Real GDP Year-over-Year Percentage Change
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The consumer, which represents the largest portion of the U.S.
economy, remains well positioned to continue to support
economic growth with record levels of household net worth
(over $170 trillion), continued growth in jobs and wages, below-
average debt service levels, and rising savings (disposable
income after taxes and expenses). Corporations, backed by near-
record corporate profits, continue to reinvest for future growth,
including strong capital spending on domestic capacity and
productivity enhancing technology. Finally, the financial system
remains healthy with strong levels of liquidity and reserves to
support modest delinquencies and loan growth.

Shifting U.S. policies surrounding trade have created heightened
uncertainty around the future path of both inflation and growth.
We believe the primary risk remains slowing growth from
restrictive monetary policy, not accelerating inflation or slowing
growth from the Trump Administration’s tariff policy. However,
if the Federal Reserve follows through on their plan to resume
lowering interest rates as we expect, there is potential for growth
to reaccelerate later this year, including supporting interest rate
sensitive areas of the economy like small business, real estate,
and durable goods.

Following Heightened Volatility, Investors Returned to
Fundamentals Over Fear and Supported a Strong Recovery

Stock returns were positive in the 2" quarter despite elevated
volatility following the release of reciprocal tariffs by the Trump
Administration in early April. While initial tariff rates drove fear
into the market with investor sentiment turning extremely
negative and the S&P 500 declining nearly -20% from its record
highs, the ensuing weeks led to rapid improvements in
perception and a strong market recovery. The improvements
were largely due to a 90-day pause on the higher reciprocal tariff

rates above 10%, prospects for agreements with many of the
largest U.S. trading partners, and better-than-expected earnings
reports and outlooks from the 1 quarter.

Large cap stocks (S&P 500) saw gains of 10.9% and are now up
6.2% for the year. A large portion of the gains following the
April declines have again come from the top 7 mega-cap
technology companies whose share of S&P 500 market
capitalization rose in the quarter to 30.5%, near the record level
of 32%, on strong prospects for continued artificial intelligence
adoption. The divergence in gains can also be seen when
comparing the S&P 500 (market-cap weighted) to the S&P 500
equal-weighted index, which only saw gains of 5.5% in the
quarter and is now up 4.8% for the year. Small cap stocks
(Russell 2000) saw gains of 8.5% in the quarter but are still down
-1.8% for the year, as their business outlooks remain more
uncertain from trade policy and high interest rates. After several
years of subdued returns, international developed market stocks
(MSCI EAFE) and emerging market stocks (MSCI Emerging
Markets) continued to see gains, driven by a weaker U.S. dollar,
up 12.0% and 12.2% in the quarter and 19.5% and 15.5% for the
year, respectively. Bond returns (FTSE U.S. Broad Investment-
Grade) were up 1.2% in the quarter and up 4.0% for the year due
to declining long-term rates.

Attractive Long-term Return Outlooks for Both Stocks and
Bonds OQutweigh Potential Near-term Volatility

After a robust recovery from early-April lows following back-
to-back strong years of returns, stock market valuations have
risen again with the S&P 500 trading at a 22x forward earnings
multiple relative to the historical average of roughly 17x. We
believe upside from further multiple expansion is less likely
given current valuations and that near-term stock price volatility
may persist due to uncertainty from shifting U.S. fiscal policies
and geopolitical tensions.

We continue to recommend that our clients focus on the long-
term where we believe above-average earnings growth will
support returns over the next several years, driven by strong
economic fundamentals, lower interest rates, and increasing
productivity gains from technological innovation. While stock
market concentration persists, we expect returns to extend to a
larger selection of companies going forward with the broader
market (S&P 500 equal-weight) positioned for improving
earnings growth and trading at a more reasonable valuation of
17x forward earnings. As a result, we continue to find attractive
investment opportunities in high quality, reasonably priced
companies that are positioned to deliver above-average earnings
growth. Shareholders of these companies will benefit from the
compounding of earnings growth through the reinvesting of
profits, which is the primary driver of long-term stock returns.
In the fixed income market, inflation-adjusted yields remain near
the most attractive in the last fifteen to twenty years. While both
stocks and bonds remain attractive, we believe long-term
investors should remain invested in the mid-to-high end of the
range in stocks given their more attractive return prospects.
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