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Executive Summary

e Stock and bond returns were negative in the quarter as the
U.S.-Israel war with Iran sparked fear and uncertainty.

o Inflation has been low and we expect it to remain stable
despite the rapid rise in energy prices, due to below-average
money supply growth.

e  While the Federal Reserve paused lowering interest rates,
we believe this will be temporary, and will be followed by
further rate cuts to support sustained economic growth.

e The U.S. economy remains strong with a healthy consumer,
declining interest rates, and productivity gains supporting
continued growth despite uncertainty from the war in Iran.

o  Well-diversified stock portfolios are positioned for
attractive long-term returns as earnings growth is strong and
extends beyond a few technology companies to the broader
market, which remains reasonably valued.

e Bonds continue to be attractive for long-term investors with
inflation-adjusted yields near 15-20-year highs.

e Long-term investors should remain invested in the mid-to-
high end of their target range in stocks as resilient economic
fundamentals, declining interest rates, and strong earnings
growth outweigh the near-term impacts from the war in Iran.

The Federal Reserve Temporarily Paused Lowering Interest
Rates Due to the Energy Supply Shock

The Federal Reserve paused their multi-year transition toward
a more stimulative policy stance, leaving the Federal Funds
Rate modestly restrictive to growth at 3.50-3.75%. Keeping
rates higher for longer has successfully resulted in “real-time”
inflation (CPI excluding lagging shelter costs) being at-or-near
the Federal Reserve’s 2.0% target for the past 3 years,
including averaging just 1.9% over that period and 2.1% over
the past 12-months, as shown in graph 1.

Graph 1: Year-over-year Percentage Change in Real-time Inflation
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Source: U.S. Bureau of Labor Statistics, North Star Asset Management

Despite low inflation, the Federal Reserve is maintaining
restrictive interest rates due the potiental for reaccelerating
inflation from the war in Iran. The war has led to an energy
shock that has disrupted roughly 20% of the global oil and
liquified natural gas (LNG) supply, resulting in rapidly rising
energy prices due to the substantial supply-demand imbalance.

While the supply-demand dynamics have sparked fears of
higher inflation, we believe the impact will be muted. This is
because the money supply (measured by M2) is the deciding
factor in driving broad-based, sustained inflation, not the
individual prices of impacted goods which can be offset by
substitution with lower price alternatives and/or reductions in
spending on other goods and services. To add, the Federal
Reserve’s restrictive policy stance is already supporting
disinflation throughout the economy with annual money
supply growth averaging just 4.5% year-to-date and 4.1% over
the past 12-months. This rate substantially limits the impacts
of energy price increases as it is well below the 6-8% range that
has historically supported low inflation and sustainable growth.

Furthermore, if the war in Iran becomes prolonged, this
elevates the risk of a slowdown in economic growth due to a
reduced supply of vital energy and other inputs and lower
consumer spending from heightened uncertainty. This would
place further pressure on the Federal Reserve to ease financial
conditions as there are already signs of a moderating growth in
the labor market. The annual growth in total jobs (measured by
total nonfarm payrolls) has averaged just 0.4% for the past 6-
months and 0.6% for the past 2 years, well below the 1.5-2.0%
rate that has historically supported sustainable growth.

In conclusion, we believe either inflation fears will subside or
a lengthened war in Iran will bring the risk of a slowdown back
into focus. Encouragingly, both scenarios should prompt the
Federal Reserve to resume reducing interest rates to stimulate
sustainable economic growth going forward.

U.S. Economic Growth Remains Resilient and Growing Due
to Durable Underlying Fundamentals

The U.S. economy remains healthy amid elevated uncertainty
and restrictive financial conditions. Real GDP grew 2.0% year-
over-year in the 4% quarter of 2025, in-line with the 15-year
average in the U.S. The consumer remains the primary factor in
driving future growth, representing over 2/3™ of economic
activity. While confidence remains low due to the cumulative
impacts from increased prices since the pandemic, heightened
U.S. policy uncertainty, and the conflict in the Middle East, the
consumer remains in good financial shape.
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Importantly, incomes are steady and healthy with annual wage
growth after inflation (measured by average hourly earnings
minus CPI) averaging 1.3% over the past 12-months, above the
0.7% average for the past 10-years, as shown in graph 2.

Graph 2: Year-over-year Percentage Change in Real Wages
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The rest of the consumers’ financial picture remains strong
with record levels of household net worth (over $180 trillion),
strong cash reserves, and below-average debt service levels.
Corporations are also in good shape with record levels of
corporate profits and cash flow enabling manufacturing
capacity additions and the buildout of data center infrastructure
for artificial intelligence (AI). While the Al-related
infrastructure buildout continues to boost economic activity in
the near-term with over $600 billion of planned investments in
the U.S. in 2026, benefits will accrue to the broader economy
over the long-term in the form of productivity gains that can
alleviate future labor shortages and create disinflationary
tailwinds. Despite rising scrutiny around private credit, the
banking system is stable, led by healthy capital reserves,
modest delinquency trends, and low default rates.

Overall, the U.S. economy can withstand the near-term rise in
energy prices and heightened uncertainty from the war in Iran
and should continue to grow from the combination of strong
fundamentals and the resumption of interest rate cuts which
create a positive backdrop for both stock and bond investors.

Stock and Bond Returns Were Negative in the Quarter Due
to the War in Iran and Perceived AI Risks

Stock returns were negative in the 1% quarter as elevated
uncertainty surrounding the war in Iran caused declines in the
latter portion of the quarter. Prior to the war, many software and
information services stocks saw rapid share price declines as
market participants labeled these companies “Al losers” based
on the perceived threat to their competitive positioning, business
models, and profitability. In our view, these price dislocations
appear premature and indiscriminate given that the best of these
companies are likely to benefit from Al advancements as they
use the technology to deliver more value to their end customers
in the form of productivity enhancements and automation,
ultimately, enhancing their long-term earnings prospects.

Large cap (S&P 500) stocks declined -4.3% in the quarter.
Further declines occurred in technology-focused areas of the
market with the Nasdaq declining -7.1% and the “Magnificent-

77 (Alphabet (Google), Amazon, Apple, Meta (Facebook),
Microsoft, NVIDIA, Tesla) declining -12.2%. Small cap
(Russell 2000) stocks gained 0.9% in the quarter, partially due
to recently lowered interest rates. International developed
market stocks (MSCI EAFE) and emerging market stocks
(MSCI Emerging Markets) were mixed with declines of -1.2%
and gains of 0.9% in the quarter, respectively, as investors
assessed the impacts of the energy supply chain disruption in
Europe and Asia. Bond returns (FTSE U.S. Broad Investment-
Grade) were negative -0.1% in the quarter due to interest rates
moving marginally higher.

Continued Strong Earnings Growth Trends Support
Attractive Long-term Returns

With negative returns to start the year, “headline” stock market
valuations contracted with the S&P 500 trading at a 20x P/E
(price to forward earnings) multiple, modestly above the 10-year
average of 19x. Although long-term prospects remain attractive,
potential for volatility remains elevated from the war in Iran,
U.S. policy uncertainty, and speculation surrounding the Al-
related capital investment cycle and impacts to the economy.

We continue to invest in a diversified portfolio of high quality,
reasonably priced companies positioned to generate earnings
growth over the long-term and in a range of environments,
including the current war in Iran. We are finding ample
opportunities despite the concentration and ‘“headline”
valuation risks prevalent in market indices. In addition,
earnings growth is positioned to expand beyond a few Al-
related technology companies into the broader market, which
is reasonably valued with the S&P 500 Equal-Weight Index
trading at a 16x P/E multiple, modestly below the 10-year
average of 17x. As a result, stocks remain attractive for long-
term investors with reasonable valuations and above-average
earnings growth prospects over the next few years. This is the
primary driver of long-term returns, as shown in graph 3.

Graph 3: S&P 500 Price vs. Earnings-per-share (EPS) Growth
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In addition, bonds are attractive as inflation-adjusted yields
remain near 15-20-year highs. While stocks and bonds are both
attractive, long-term investors should remain invested in the
mid-to-high end of their target range in stocks.
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