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MARKET COMMENTARY 4th QUARTER 2025

2025 was a year of continued economic growth and additional market gains with the S&P500 appreciating over 17%, completing its
third consecutive year of double-digit gains. International Stocks rose over 30% and gold appreciated over 60%. The Price/Earnings
multiple for the S&P500 remained at record highs. Market gains can be summarized by two things: how much did earnings per share
change and did the P/E multiple increase or decrease (an increasing P/E multiple represents investors paying more for the same level
of earnings). During 2023 and 2024, 59% of the gains of the S&P500 were created by P/E multiple expansion rather than earnings
growth. During 2025, P/E multiples still expanded but were responsible for only 21% of the market’s return.

Before discussing possible reasons for the higher P/E ratios, we should state our belief that high P/E ratios bring higher levels of risk
for investors. When things go wrong, there can be more downside risk for higher P/E investments. Intra-year declines in the markets
are common. During 2023 and 2024, the S&P500 fell 10% and 8% during the year. During the Spring of 2025, the S&P500 declined
19%. Perhaps the higher P/E levels of 2025 led to more downside volatility. Did the markets recover? Yes they did. What we want
to address through our risk management actions is the chance that P/E multiples could decline 25% and then stay at lower, more
historical levels for years. This decline could happen quickly or over time. Cumulative returns for the S&P500 could remain close to
zero negative for 2 or 3 years. This outcome remains a possibility that cannot be ignored.

Strategically (longer-term) we address this risk through a commitment to asset allocation by incorporating different asset classes in
portfolios (domestic large cap stocks being only one component). Presently, there might be a unique risk in the market capitalization
weighted S&P500, but there are other categories of stocks that are not as richly priced. Including these along with fixed income can
provide a more stable source of needed liquidity in times of market stress and better growth prospects.

We can also take tactical actions (shorter-term). These actions might over- or under-weight certain investments or replace a
‘common’ investment with an alternative that is better suited to help reach our investment goals in the current environment. One
example of both of these actions was our rethinking of what fixed income portfolios should look like in a period of ultra-low interest
rates in 2019. While the average bond portfolio had an average maturity of 5 or so years, we wanted to underweight this average
bond by buying shorter term bonds. We also replaced ‘common’ bonds with investments in asset classes like merger arbitrage and
long/short equity strategies that historically produced bond-like returns without the exposure of interest rate risk. These changes
helped a great deal during 2022 when the average bond fund lost 13% of its value.
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What are some options to address the risk we see in the S&P500? We could tactically increase the relative investment share of
small cap or international stocks, or we could introduce a value bias in the domestic large cap stock portion of the portfolio, or we
could have some extra cash to take advantage of market volatility. We could incorporate a combination of these actions.

Perhaps the high level of P/E multiples is a new permanent higher plane of valuation that will not change? Is it sustainable? Ina
previous note we discussed the increasing level of cash flows from defined contribution plan investors (mostly 401k plans) that have
been invested into the S&P500 and other capitalization weighted indices, and that buy regardless of price. JP Morgan recently
guoted some statistics that provide some color on this dynamic. The amount of money held in Defined Contribution plans ballooned
from $875 billion in the first quarter of 1995 to over $9.8 trillion 30 years later. Over the last 10 years more of this money has gone
into index funds like the S&P500. Because of how it is structured, 35% to 40% of every new dollar invested in the S&P500 goes into
the top 10 stocks (out of 500). This helps drive the valuation of these large stocks higher and higher (and higher than the rest).

This could be a sufficient explanation of why valuations are as high today as they are. Is there another reason that could also explain
the change over the last few years? Perhaps the very large institutional investors that piggy-back on the S&P500 as their primary
investment vehicle and use leverage (borrowed money) to do so. While most investors want to use the S&P500 as their connection
to longer term corporate profit growth, these massive institutional investors have a much shorter time horizon: monthly, weekly or
even daily. Their ability and willingness to continue borrowing is key to their staying invested.

Large option dealers daily hedging their substantial portfolios, volatility control funds, CTA’s and Risk Parity managers are all
involved in the S&P500 market using leverage and make up a significant portion of the daily trading. | will leave discussion as to
what these are for a later day. But if they take their ball and go home, it could help add to market volatility. As always, we are
happy to discuss any concerns or questions that you have about what is written here or anything else on your mind.

Regards,

Peter B. Harre, CFA



