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Executive Summary

e Stocks and bonds rebounded in the quarter led by Al
infrastructure stocks and signs of easing tensions in the
Middle East emerged.

o Inflation has risen but we expect the energy-related rise to
be temporary due to below-average money supply growth.

e While financial conditions are restrictive currently, we
expect the Federal Reserve to resume their transition to a
more stimulative policy going forward.

e U.S. economic growth is increasingly being driven by the
rapidly scaling Al infrastructure build-out.

e The Al investment boom and related stock performance is
trending toward a mania, with bubble-like conditions seen
historically during major technological advancements.

o Diversified stock portfolios remain well-positioned as broad
valuations are reasonable and earnings growth will extend
beyond a narrow set of Al-related companies over time.

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

o While market-cap index stock investors should be cautious
due to rising valuation, concentration, and cyclical risks,
diversified investors should remain invested near the mid-
to-high point of their target range in stocks.

The Federal Reserve Temporarily Pauses Interest Rate Cuts
Amid Enerqgy Shock and Leadership Transition

The Federal Reserve held the Federal Funds Rate at 3.50-
3.75% through the first half of 2026, pausing their transition
toward a more stimulative policy stance due to the energy
shock caused by the war in Iran elevating risks of
reaccelerating inflation. The bond market has responded by
tightening financial conditions as yields rose broadly across the
medium-term (2-, 5-, 10-year) maturities, as shown in graph 1.

Graph 1: U.S. Treasury Yield Curve Since Start of lran War
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In addition to recent inflationary forces from the cyclical
energy market, the appointment of new Federal Reserve
Chairman Kevin Warsh contributed to rising yields in the bond
market. He committed to restoring price stability and launched
several reforms, including deprioritizing forward guidance,
increasing uncertainty and prompting market participants to
interpret data freely, opposed to following a fixed policy path.

Despite the combination of these dynamics causing a rise in
medium-term vyields, long-term yields remain well anchored
and indicate limited concerns for sustained, broad-based
inflation. This is supported by below-average money supply
growth, rising consumer demand for cash limiting inflationary
spending, and oil prices declining from their peak of over $110
to near pre-war levels. As a result, if temporary cyclical
pressures continue to ease, we expect the Federal Reserve to
resume its transition toward a more stimulative policy stance,
supporting both stable prices and sustainable economic growth.

Risks Rising as U.S. Economic Growth Increasingly Being
Driven by the Al Infrastructure Build-out

The U.S. economy continues to grow with real GDP up 2.7%
year-over-year in the first quarter despite elevated uncertainty
from the war in Iran and restrictive financial conditions.

While growth has historically been driven by the consumer,
which remains healthy with growing incomes, low debt service
levels, and record net worth (over $180 trillion), today’s
economy is increasingly being driven by investment spending
on Al infrastructure. The major U.S. data center providers
(Alphabet/Google, Amazon, Microsoft, Meta/Facebook, and
Oracle) plan to invest over $750 billion in capital expenditures
to build capacity for future Al compute workloads in 2026 and
over an estimated $3 trillion across the five-year period of 2024
through 2028, as shown in graph 2.

Graph 2: Capital Expenditures by U.S. Data Center Providers
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While we remain constructive on the long-term potential of Al,
including disinflationary productivity gains, the risk of the
industry overspending on Al infrastructure is rising, creating
conditions for poor future returns on these investments.

Ultimately, a satisfactory return on investment for these
projects is likely to require trillions of dollars of revenues
generated from this infrastructure, while current Al-related
revenues are estimated to be around $50-100 billion,
unprofitable business models make future investment returns
unknown, and the underlying semiconductor-based hardware
faces rapid replacement cycles. Additionally, the companies
spending massive amounts of capital are being transformed
from asset-light, consistent cash flow generating businesses
operating in monopoly-like conditions into asset-heavy,
cyclical cash flow businesses operating in a hyper competitive
market. Furthermore, as spending continues to scale to
unprecedented levels, these companies (and major Al startups
like Anthropic, OpenAl, and xAl — SpaceX) are shifting from
using internal funding, increasingly relying on external funding
through equity and debt issuance, adding to the future
cyclicality of the industry and riskiness of their underlying
business models.

In conclusion, while the economy is healthy, the pace and
magnitude of the Al investment cycle appears unsustainable,
suggesting caution to investors in this area of the market.

Quarterly Returns Driven by Al Investment Shifting from
Fundamental-Based Boom Toward Mania

Stock and bond returns were positive in the second quarter as
uncertainty surrounding the war in Iran eased and first quarter
earnings reports were strong, led by the Al investment cycle.

Stock markets across the globe (U.S., International Developed,
International Emerging) saw double-digit returns in the quarter.
Market conditions have shifted toward extreme bifurcation
creating a two-tiered market with a narrow set of stocks tied to
the Al build-out seeing momentum-based gains and the rest of
the market stagnating. Global market indices are near all-time
levels of concentration with extreme exposure to the Al trade,
offering little diversification. This pattern has occurred
historically around other major stock market bubbles and is
shown most clearly in the U.S., with the top ten Al-related
companies (Advanced Micro Devices, Amazon, Apple,
Broadcom, Facebook, Google, Micron, Microsoft, Nvidia, and
Tesla) representing ~40% of the market, as shown in graph 3.

Graph 3: Concentration During Previous Major Stock Market Bubbles
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Well-Diversified Portfolios Continue to Offer Attractive
Return Potential for Long-Term Investors

While we find it prudent to own a select few companies
benefiting from the first wave of the advancement in Al (one-
time data center infrastructure build-out), we continue to invest
in the next two long-term and more durable beneficiaries,
software and “real” economy companies. While the market has
severely discounted software companies based off the perceived
threat from Al to their competitive positioning and business
models, the best of these companies are leading Al adopters and
are incorporating Al technology into their services which will
ultimately deliver more value to their end customers in the form
of productivity enhancements and automation. This is likely to
enhance their market opportunity and earnings prospects over
the long term. These companies are trading near all-time low
valuations, offering attractive investment opportunities.

The “real” economy companies in areas like healthcare,
financials, and consumer goods/services are positioned be the
largest beneficiaries of Al technology as they use it to drive
faster revenue growth, run more efficient operations, and
increase their profits. Given that these companies are not
associated with the one-time infrastructure build-out, they are
also trading at some of the most attractive valuations in many
years. Investors in consistent, high quality growth companies in
these areas are well-positioned to be rewarded over time.

With stocks posting strong returns due to continued momentum
in the Al trade, stock market valuations remain elevated with the
S&P 500 trading at a 20x P/E (price to forward earnings)
multiple, above the historical average of 17x. We believe there
is potential for volatility due to continued geopolitical tensions
in the Middle East and as large contributions from cyclical
companies fueling the Al infrastructure build-out lower the
quality of earnings for the overall stock market, which until
recently, was experiencing a multi-decade shift toward
recurring, high margin businesses.

However, we believe long-term potential returns are attractive
for investors in well-diversified portfolios as earnings growth
eventually broadens beyond the narrow set of companies
behind the initial Al infrastructure build-out and valuations
remain reasonable with the broader stock market (S&P 500
Equal Weight Index) trading at a 18x P/E multiple, modestly
above the 10-year average of 17x. Our philosophy of investing
in high quality, reasonably priced, consistent growth
companies continues to generate investment opportunities
despite the rising valuation, concentration, and cyclical risks
prevalent in market-based equity indices created by the Al
infrastructure build-out globally. In addition, bonds are
compelling with yields of 4-5% for high quality credit issues,
near 20-year highs. While stocks and bonds are both attractive,
well-diversified, long-term investors should remain invested
near the mid-to-high-point of their target range in stocks due to
reasonable valuations, broadening earnings growth, and
prospects for declining interest rates.
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