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Executive Summary 

• Stocks and bonds had modest gains in the quarter, driven by 

less U.S. policy uncertainty, strong earnings reports, and 

lower interest rates. 

• The Federal Reserve is shifting toward being more 

stimulative due to a sluggish labor market, which can 

support accelerating economic growth going forward.  

• Inflation remains low and is expected to continue to ease 

in 2026 due to below-average money supply growth. 

• Resilient consumer spending, declining interest rates, and 

productivity gains can support accelerating U.S. economic 

growth despite low consumer confidence. 

• 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. 

• Bonds continue to be attractive for long-term investors with 

inflation-adjusted yields near 15-20 year highs.  

• Long-term investors should remain invested in the mid-to-

high end of their target range in stocks due to healthy 

economic fundamentals, declining interest rates, and 

prospects for broad-based earnings growth. 

The Federal Reserve is Transitioning to Supporting Growth 

Following Two Years of Interest Rate Cuts 

The Federal Reserve continued on their multi-year transition 

toward a more stimulative policy stance aimed at supporting 

sustainable economic growth by reducing the federal funds rate 

by 0.5-percentage points in the 4th quarter of 2025 to 3.50-

3.75%. As a result, the Federal Reserve is well on their way to 

easing financial conditions, having lowered short-term interest 

rates by a total of 1.75-percentage points over the past two 

years, as shown in graph 1.  

Graph 1: Year-end Federal Funds Target Rate Since 2023 

Source: Board of Governors of the Federal Reserve, North Star Asset Management 

Despite two years of interest rate cuts, the Federal Reserve is 

still modestly restricting growth. This is largely due to the 

perceived risk of rising inflation from the Trump 

Adminstration’s tariff policies which has raised the estimated 

tariff rate on imported goods to the U.S. from the 50 year 

average of below 5% to around 15%. However, tariff-induced 

price increases can be offset by lower priced alternatives and/or 

reductions in spending on other goods and services. Instead, 

the primary factor in creating sustained inflation is growth in 

the money supply (measured by M2). Critically, money supply 

growth averaged just 4.5% in the 4th quarter and only 4.0% in 

2025. This is well below the 6-8% annual growth range that 

has historically produced both low inflation and sustainable 

economic growth. In addition, “real-time” inflation (measured 

by CPI excluding lagging shelter costs) has averaged 2.0% in 

2025 and 1.9% since the start of 2024, effectively at the Federal 

Reserve’s 2.0% target. With below-average money supply 

growth, we expect inflation to remain low with limited impacts 

from tariffs going forward. 

As a result, we expect the Federal Reserve to continue to shift 

their focus to supporting sustainable growth, especially as the 

labor market is showing signs of moderation. Over the past two 

years, the unemployment rate has risen from 3.7% to 4.6% and 

average hourly earnings growth for workers has slowed from 

4.3% to 3.5%. Most notably, the growth in total jobs (measured 

by total nonfarm payrolls) has averaged only 1.0% in 2025, 

well below the 1.5-2.0% annual growth rate that has 

historically supported sustainable economic growth.   

With low inflation and a moderating labor market, we expect the 

Federal Reserve to continue to reduce interest rates in 2026 to 

support sustainable economic growth. This will drive lower 

short and long-term interest rates and support the small business, 

real estate, and durable goods areas of the economy.   

The U.S. Economy is Positioned for Accelerating Growth 

due to Healthy Fundamentals and Supportive Policy  

The U.S. economy continues to grow and is positioned to 

accelerate. U.S. Real GDP (nominal GDP minus inflation) grew 

at a rate of 2.3% year-over-year in the 3rd quarter of 2025, 

modestly above the 15-year average in the U.S. of 2.0%. 

The U.S. consumer, which represents nearly 70% of economic 

activity through spending, is in a strong position to drive 

economic growth going forward. Consumer incomes, despite a 

moderation, continue to rise due to job and real wage growth. 

Additionally, consumer balance sheets remain strong with 

below-average debt levels, near-record levels of cash backed 
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by a positive savings rate, and record levels of household net 

worth (over $175 trillion). Despite this, the consumer 

sentiment (measured by the Consumer Sentiment Index) is near 

all-time lows at 51, and well below its historical average of 85, 

largely due to the impacts of inflation over the past five years, 

policy uncertainty, and housing unaffordability.  

Graph 2: University of Michigan Consumer Sentiment Index Since 1980  

Source: University of Michigan, North Star Asset Management 

We believe sentiment can improve as inflation remains low, 

one-time tariff price impacts lapse, and longer-term interest 

rates (including mortgage rates) decline. Alongside the strong 

consumer, U.S. corporations continue to generate record levels 

of profits, profit margins, and cash flow enabling them to invest 

in manufacturing capacity and productivity enhancing 

technology, including data center infrastructure to support 

artificial intelligence (AI). These new technologies will help 

alleviate future labor shortages through productivity and create 

disinflationary tailwinds throughout the economy. Finally, the 

banking system remains healthy, supported by reasonable loan 

growth, modest delinquency levels, and below-average default 

rates.  

With financial conditions becoming less restrictive due to 

interest rate reductions from the Federal Reserve, lower 

uncertainty relating to tariff policy, and productivity gains 

from technology adoption, deregulation, and lower taxes, the 

U.S. economy is positioned for accelerating growth in 2026.  

Modest Gains for Stocks and Bonds Were Driven by Less 

Policy Uncertainty and Lower Interest Rates 

Stock and bond returns were positive in the 4th quarter as 

uncertainty surrounding U.S. trade policy and impacts from the 

government shutdown eased. In addition, 3rd quarter earnings 

reports were better-than-expected with approximately 82% of 

U.S. large cap (S&P 500) and 66% of U.S. small cap (Russell 

2000) companies beating earnings estimates.  

Large cap stocks rose 2.7% in the quarter and 17.9% for the year. 

Gains continue to be primarily driven by technology companies 

who are growing their earnings due to the rapid buildout of AI 

infrastructure. Market concentration continues to persist with the 

“Magnificent-7’s” (Amazon, Apple, Facebook, Google, 

Microsoft, NVIDIA, Tesla) share of S&P 500 market 

capitalization rising to a record 32.1%. Small cap stocks gained 

2.2% in the quarter and 12.8% for the year, aided by lower 

interest rates. International developed market stocks (MSCI 

EAFE) and emerging market stocks (MSCI Emerging Markets) 

continued to see gains of 4.9% and 4.8% in the quarter, and 

31.2% and 34.3% for the year, respectively, driven in part by the 

U.S. dollar retreating from recent highs. Bond returns (FTSE 

U.S. Broad Investment-Grade) were up 1.1% in the quarter and 

up 7.3% for the year due to declining interest rates.  

Strong and Broadening Earnings Growth Supports 

Attractive Long-term Returns for Investors  

After three strong years of returns, “headline” stock market 

valuations remain above-average with the S&P 500 trading at a 

22x P/E (price to forward earnings) multiple relative to the 10-

year average of 19x. While long-term stock prospects remain 

strong, near-term multiple expansion appears limited and 

volatility is possible due to geopolitical tensions, potential 

resumption of U.S. trade policy uncertainty, and speculation 

surrounding AI-related capital investments and adoption rates. 

Our philosophy of investing in a diversified portfolio of high 

quality, reasonably priced companies positioned to deliver 

above-average earnings growth continues to generate ample 

investment opportunities despite “headline” valuation levels 

and concentration increasing the riskiness of market indices. 

Return prospects for our companies remain attractive as earnings 

are positioned to grow at an above-average rate and broaden 

beyond a select few technology companies. When factoring in 

broadening and above-average earnings growth, valuations 

remain reasonable with the S&P 500 Equal-Weight trading at 

only a 17x P/E multiple and the PEG Ratio (P/E multiple divided 

by 5-year consensus annual earnings growth) below its 20-year 

average for U.S. large cap (S&P 500), mid cap (S&P 400), and 

small cap (S&P 600) stocks, as shown in graph 3. 

Graph 3: U.S. Stock Market PEG Ratios by Market Cap vs. 20-Year Average 

Source: Yardeni Research, LSEG, North Star Asset Management Estimates 

We believe stocks remain attractive due to low consumer 

confidence (which is a contrarian indicator for future stock 

returns historically), reasonable valuations for the broader 

stock market, and prospects for strong earnings growth. At 

current interest rate levels, bonds continue to generate 

inflation-adjusted yields near 15-20 year highs. While both 

stocks and bonds are attractive, long-term investors should 

remain invested in the mid-to-high end of the range in stocks.  
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