Dear Client:

Market Recap

In the fourth quarter, the S&P 500 gained 2.7%), lifting its year-to-date return to 17.9%. The continued
strength of corporate earnings, particularly in the technology and communication services sectors,
drove the index higher. Much of the market's strength reflected continued optimism around
corporate profits, particularly among large, technology-oriented companies that benefited from
artificial intelligence investment and promise of productivity gains.

While market performance was strong, returns were not evenly distributed, with a relatively small
group of large-cap stocks accounting for a significant portion of the gains. The tech-heavy Nasdaq
posted a 2.7% return for the quarter, lifted by continued optimism and capital investment in cloud
infrastructure. For the year, the Nasdaq was up 21.1%. Large-cap growth stocks (Russell 1000
Growth) were up 18.6%, while value stocks (Russell 1000 Value) were up 15.9%. Small-cap stocks
(Russell 2000) had a positive quarter (up 2.2%) and finished the year with a 12.8% gain.

International stocks meaningfully outperformed the U.S. for the first time in years. Developed market
stocks (MSCI EAFE) gained 4.9% in the quarter, bringing the year-to-date return to 31.2%. Emerging
markets rose 4.7% (MSCI EM) in the quarter, lifting the year’s return to 33.6%. The decline of the U.S.
dollar (down 9.4% in 2025) during the year proved to be a meaningful tailwind for foreign assets.

In the U.S. fixed-income market, the Fed cut rates by 25 basis points in December for the third time
this year to bring the Fed funds rate to 3.5%-3.75%. The Fed continues to emphasize “data
dependency,” balancing the risks of elevated inflation and a tightening labor market. (I'd argue that
‘data dependent’ is an approach that works best when the government isn’t shut down, and the data
actually exists.) Against this backdrop, yields moved unevenly across the curve. Credit markets
remained strong with spreads near multi-decade tights, and fiscal pressures continue to influence
long-term rates. Investment-grade core bonds ended the quarter up 1.1% (Bloomberg U.S. Aggregate
Bond), while high-yield bonds were up 1.3% (ICE BofA U.S. High Yield). U.S. core bonds had their best
calendar year since 2020—returning 7.3% in 2025.

Investment Outlook and Portfolio Positioning

At the start of 2025, investor expectations were relatively modest, with many forecasters projecting
U.S. equity returns in line with projected earnings growth of roughly 8% for the year. As the year
unfolded, the market proved far stronger than anticipated, more than doubling start-of-the-year
expectations. While projections are usually wrong, and often by wide margins, every December
market predictions are rolled out. To be clear, turning the calendar does not magically improve
anyone’s ability to look into the future. Yet, here we are again, and 2026 equity return estimates
average about 8%, within a wide range shown below. The majority of S&P 500 price return estimates
are in the mid-single digit to low-double digit range. Strategists see next year’s growth coming from
continued strong earnings growth (low-double digits, on average) while price multiples compress
marginally to bring returns down to 8%.



2026 Sell-Side Strategist S&P 500 Price Return Estimates
20%

15%

Median Estimate
10% 8.7%
o B

-5%

RN

IS

-10%
-15%
-20%
-25%

-30%

Source: Bloomberg LP. Data as of 12/30/2025. Only includes strategist estimates made in December 2025.

In 2025, the gap between expectations and reality was not the result of a single catalyst, but a
combination of corporate profits proving stronger than expected, ongoing significant investment into
artificial intelligence (Al), lower interest rates, and labor markets remaining supportive of
consumption. The widely anticipated economic slowdown never materialized.

As we close out the year, equity valuations remain elevated. The S&P 500 is trading near 23x forward
earnings, well above its long-term average price-to-earnings multiple of roughly 15.6x earnings,
meaning investors are paying more today for each dollar of expected future earnings. These higher
valuations are being justified largely by expectations for continued economic growth and another
year of double-digit earnings growth. Importantly, elevated valuations do not automatically signal an
imminent downturn. Over the longer term, however, high valuations do impose gravity on future
returns. Historically, when the S&P 500 traded near current levels, subsequent 10-year real returns
have averaged closer to low- and mid-single digits, although the number of observable data points is
slim. In the near-term, prices may be more sensitive to earnings disappointments or changes in
investor sentiment.

Investor confidence has improved since April’s tariff ordeal -- which is illustrated in the chart below
by meaningfully lower market volatility in both the stock and bond markets. Volatility, a market
measure of “fear,” is tracked via the VIX Index for stocks and the MOVE Index for Treasury bonds,
both of which reflect the implied volatility embedded in options prices. Options become more
valuable when uncertainty is high, as volatility tends to rise during periods of market stress and fall
during calmer conditions. As shown in the chart below, both equity and bond volatility peaked in
April following President Trump’s tariff announcement and have since trended lower, returning to
levels historically associated with more stable and optimistic markets. The lower levels reflect less



anxiety around factors such as trade policy and its economic impact, and Fed policy, all of which have
supported investor confidence and business decisions. There are always trade-offs and while low
volatility markets can be good for markets, finding attractive valuations in calmer markets can be
tough, leaving markets more susceptible to negative news.

Stock and Bond Market Volatility
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Market headlines have largely focused on the strong performance of artificial intelligence-related
stocks, and more recently, on concerns that these gains are speculative. This may be true, but this
interpretation could be overly simplistic. The adoption of artificial intelligence, automation, and even
robotics could reflect a structural necessity rather than a transient trend. After all, the workforce is
shrinking, as evidenced by secularly declining labor force participation, not only in the U.S. but across
developed economies and increasingly emerging economies such as China.
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The Workforce Continues to Decline
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Looking ahead, current valuation levels suggest an environment in which returns are likely to be
driven by earnings durability and cash-flow generation rather than further multiple expansion.
Importantly, a greater share of today’s tech earnings growth is supported by tangible, long-term
investment rather than financial leverage, distinguishing this cycle from prior periods of elevated
valuations. Capital spending remains elevated across Al, energy, and infrastructure as corporations
and governments respond to demographic headwinds and labor scarcity.

While cyclical risks remain, these multi-year investment commitments may help anchor growth and
reduce the likelihood of a traditional recession, which are typically characterized by a broad pullback
in capital spending and increased unemployment. In this environment, elevated valuations reinforce
the importance of selectivity, diversification, and a focus on companies with durable earnings power
and strong balance sheets.

One of the defining features of this cycle has been the failure of several historically reliable recession
indicators. Investors who relied on traditional shortcuts or macro rules of thumb that worked with
empirical regularity for decades have been persistently positioned for a downturn that never arrived.

A prime example is the inverted yield curve. Historically, a sustained inversion of higher short- and
lower long-term Treasury yields reliably preceded recessions, reflecting restrictive monetary policy
and deteriorating growth expectations. While the curve inverted deeply and for an extended period
in this cycle, the predictive power of indicator broke down. As [ mentioned in prior commentaries,
the inverted curve occurred alongside a period of very negative real Fed funds rates, which I felt



implied an accommodative Fed, and therefore I put less weight on the yield curve signal. The signal
was there, but its economic meaning changed.

Similarly, the Conference Board’s Leading Economic Indicators (LEI) fell to levels that historically
coincided with recession. Yet the expected contraction never materialized. Much of the decline in
LEIs reflected interest-rate-sensitive components and manufacturing weakness, areas today that are
less representative of an economy that is increasingly driven by services and technology investment.
The LEI downturn proved more indicative of a slowdown in the “old” economy rather than a broad-
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based economic slowdown of “today’s” economy.

Even labor market-based indicators have struggled. The Sahm Rule, which signals recession when
the three-month average unemployment rate rises meaningfully from its prior low, has hit trigger
levels without manifesting a recession. Rather than accelerating layoffs, this cycle has been
characterized by labor hoarding, demographic constraints, and employer reluctance to reduce
workers in a period of labor scarcity. The labor market has softened through reduced hiring and
lower quit rates, not mass job losses.

The broader takeaway is not that these indicators are “broken,” but that they are incomplete in a
cycle shaped by non-traditional structural forces such as Al-driven capital investment, significant
fiscal stimulus, and shifting labor dynamics. Investors who relied exclusively on historical shortcuts
and got defensive misdiagnosed the environment and mispositioning portfolios.

Foreign Equities Outperform in 2025

In 2017 -- President Trump’s first full year during his first term -- international equities
outperformed U.S. equities. And much like in 2017, this year saw international equities outpace U.S.
equities. European equities gained 35.4% and emerging-markets equities jumped 33.6% in U.S.
dollar terms in 2025. The lion’s share of this outperformance relative to U.S. stocks occurred during
the first quarter, aided by a significant depreciation of the U.S. Dollar relative to its international
counterparts. Since equity markets bottomed in April following President Trump’s tariff
announcement, U.S. stocks have largely kept pace with foreign stocks.

As T've highlighted in past commentaries, the U.S. dollar is a key factor in foreign equity
outperformance/underperformance. The ICE U.S. Dollar index (not a reference to the embattled
Immigration and Customs Enforcement agency) fell nearly 10% in 2025, providing a nice kicker on
top of already strong foreign equity returns. The strength of the euro and British pound relative to
the U.S. dollar was the culprit behind the dollar’s depreciation. MSCI Europe returned 20.6% in local
currency terms -- a figure modestly better than U.S. large caps -- however, the decline of the dollar
boosted MSCI Europe’s return to 35.4% in dollar terms. In addition to the dollar’s fall, European
equity returns were driven by expanding price/earnings multiples. European earnings (in local
currency terms) were essentially flatin 2025 -- meaning valuation expansion and the dollar were the
key drivers behind the strong performance, not earnings growth. In contrast, emerging-market
equity returns were more fundamentally driven. Valuations moved higher in emerging markets;
however, earnings growth drove most of the 33% return. Emerging-markets were powered higher
by strong performance within the tech sector, and more specifically, a handful of Al-adjacent names
in Asia (such as TSMC, Tencent, Samsung, Alibaba and SK Hynix).
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Lower Rates Don’t Guarantee Higher Inflation

The Fed and monetary policy remain a key focus. The Federal Reserve cut rates three times during
the year, and the FOMC’s current expectation is for one more cut in 2026. Given the strength of year-
end economic data, [ don’t believe we will see rapid or aggressive rate cutting in 2026, at least not in
the early part of the year. Market participants are currently pricing in two and a quarter rate cuts
next year, which would bring the Fed funds rate to approximately 3%. The FOMC’s single-cut
expectations reflect caution in light of above-target (2%) inflation — which argues for raising rates or
holding them steady - and a softening job market - which argues for reducing rates. A modest rate-
cutting environment can be supportive for both stocks and bonds, but a return to the 0% interest
rates that fueled strong stock price appreciation earlier in the decade seems unlikely.

With Fed Chair Jerome Powell’s term coming to an end in May 2026, there is growing concern that
the Federal Reserve will become more politicized (as I write, today’s headline is that the DO]J has
subpoenaed Chair Powell, threatening a criminal indictment against him). Some investors worry that
political influence at the Fed, specifically pressure to meaningfully lower short-term interest rates,
will lead to higher inflation, higher long-term interest rates, and more volatility in the bond market.

As for current bond yields, higher yields have improved the income potential of bonds compared to
recent years. 10-year Treasury yields finished the year in the low-4% range (4.18%), offering decent
levels of income while also providing diversification benefits within portfolios. Investment-grade
corporate bonds continue to reflect strong credit quality, but credit spreads are relatively tight,
limiting price appreciation in corporate credit. High-yield bonds also have compressed spreads (a



smaller reward for risk than was previously the case), signaling investor confidence in the economic
outlook and corporate balance sheets, but leaving less room for error should growth slow
meaningfully or defaults rise, neither of which I see happening in the near to immediate-term. But
high bond market valuations, like high equity market valuations, argue for greater deliberation is
one’s security selection.

My base case is that the yield curve will steepen in 2026. I think most of the steepening will come
from the front-end moving lower. As of year-end, the Fed Funds rate range is 3.5%-3.75%. I think
there will be more than one rate cut by the end of 2026, which seems consistent with slowing but
decent growth, some weakening in the labor market, and inflation slightly above target but easing
lower. In contrast, [ think longer-term yields are likely to stay relatively stable, with some volatility.

Closing Thoughts

Looking ahead to 2026, my outlook remains constructive, with real GDP growth expected to range
between 2.0% and 3.0%, supported by consumer spending and an ongoing investment cycle tied to
infrastructure, energy, and productivity-enhancing technologies. While Al-related investment has
been a major contributor to recent growth, I expect its pace to slow from the exceptionally fast levels
seen over the past two years. Importantly, the macro backdrop appears neither strong enough to
force monetary tightening nor weak enough to meaningfully undermine corporate earnings.

This cycle has challenged many traditional economic and market frameworks. Signals that have
historically predicted recessions such as an inverted yield curve, weak leading economic indicators,
and rising unemployment have so far failed to produce the expected recession. While these indicators
should not be ignored, relying on them in isolation may prove less useless in an environment shaped
by demographic constraints, constrained labor supply, and sustained capital investment. In such a
regime, flexibility, diversification, and a focus on underlying fundamentals remain more valuable
than adhering to historical rules of thumb.

[ thank you for your continued trust and partnership. Wishing you a healthy and prosperous 2026.
Best,

Kelly D. Kane, ChFC©, CFP©
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