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Year-In-Review – It was a good final quarter with almost all 
the major equity indexes advancing.  As you can see from 
the table to the right, overseas stocks outpaced their 
domestic counterparts with a gain of +4.7%.   We also saw 
a notable rotation away from more expensive growth stocks 
towards value stocks in the last three months of the year.  
Large-cap value stocks outperformed growth by +1%, while 
the spread in the mid-cap space was over +5%.  For the full 
year the performance of the developed markets outside the 
U.S. stands out.  The EAFE’s return of almost +32% was 
close to double that of the S&P 500.  Really only real estate 
stocks (REITS) underwhelmed in 2025 with a loss of -2.5% 
during the quarter and return of just +3.1% for the full year.   

In the fixed income space, all the major subsectors posted 
positive returns for both the quarter and the year.  The 
Federal Reserve cut interest rates by 0.75% last year, and 
this, combined with a stable inflationary backdrop, pulled 
down yields along most of the yield curve.  Intermediate-
term Treasury bonds gained +8% in 2025, while short-term 
issues advanced +5%.  It’s notable that yields on 30-year 
Treasury bonds bucked the trend by rising in 2025, but even 
this category posted positive returns of +3.7% because the 
coupon yield more than offset the loss in principal value.   

As 2026 kicks into gear numerous questions are swirling 
around both the economic and market outlook, especially 
given recent geopolitical events.  We’ve taken the most 
common questions we’ve been getting lately and distilled 
them down into four broad categories.     

How worried should I be about inflation and its impact on 
my portfolio? 

It’s worth stressing at the beginning that economists look at 
inflation in a very 
different way than almost 
everyone else.  An 
economist might look at 
an annual inflation 
number of +2.5% and 
conclude that it’s exactly 
where it needs to be given 
all the various 
crosscurrents in the global 
economy.  This may or 
may not be an accurate 
assessment, but assume 
this ‘appropriate’ inflation 
number persists for five 

years.  Prices on average will increase by over +13% in total.  
Someone buying groceries on a fixed income is likely to 
have a very different perception of what is ‘appropriate’.  
And this is exactly what’s happened over the last five years.  
Economists and the market might think that inflation today 
has moderated.  But over this period prices are up a 
cumulative +24% (chart at the bottom of the page).  That’s 
clearly a problem, especially for people whose income 
hasn’t kept up with inflation. 

But for investors, the key variable is where inflation is 
headed, not where it’s been.  For example, once the market 
realized we had seen the worst of the inflationary shock in 
late 2022, equity prices stopped caring much about the 
monthly inflationary reports and moved on to worrying 
about something else.  Last year, inflation seemed stuck in 
the high 2% range, well above the Federal Reserve’s target 

of 2%.  But inflation didn’t 
move the markets much at 
all because the odds of 
accelerating inflation 
triggering tighter monetary 
policy remained low all 
year.  This again highlights 
the different perceptions 
between Main Street and 
Wall Street.  Inflation of 
3% is probably still too 
high for Main Street, but 
investors are much more 
concerned about changes at 
the margin (the second 

 

Market Benchmarks   
Market Indices 4Q25 YTD 3-Yr An 
Global Equities +3.2% +22.4% +20.2% 
S&P 500 Index +2.6% +17.7% +22.8% 
Russell 2000 +2.1% +12.7% +13.6% 
Int’l Index (EAFE) +4.7% +31.6% +17.2% 
Emerging Mkts +1.3% +24.6% +14.6% 
 
Other Indicators 12/31/25 9/30/25 12/31/24 
Fed Funds Rate 3.50%-3.75% 4.00-4.25% 4.25%-4.50%  
2-Year Treasury 3.47% 3.61% 4.24%         
10-Year Treasury 4.17% 4.15% 4.57% 
30-Year Treasury 4.84% 4.73% 4.78%  
S&P 500 P/E Ratio* 22.0 22.8 21.5 
Crude Oil $57.45 $62.37 $71.72 
Core Inflation 2.8%** 2.9% 2.8%   
*Forward 12-month operating earnings per S&P 
** For September 



 

2 
 

derivative).  Neither Main 
Street nor Wall Street is 
wrong in their views, but they 
look at the issue from 
different perspectives.   

Where is the balance of risks 
regarding inflation in 2026?  
As always, there are 
crosscurrents.  At the 
forefront of everyone’s mind 
at the moment is what might 
happen with oil prices.  If the 
administration gets its wish 
and oil prices continue to move lower, inflationary pressures 
could moderate.  But the development in Venezuela will 
take many quarters to play out, and the current political 
unease in Iran could prove problematic for supply under 
certain scenarios.   

Probably more important for the inflationary outlook, 
though, is what happens to growth in the U.S.  There is little 
doubt that a recession in the U.S. in the next few quarters 
would be deflationary, but at least so far, the balance of risks 
is skewed in the other direction.  Growth in the third quarter 
of 2025 surpassed all expectations at +4.3%, and early 
estimates for the fourth quarter are running at over +5%.  
Consumer spending is growing at a robust rate, and 
spending might actually accelerate in the first half of 2026.  
Last year’s tax bill ensures that income tax refunds this year 
will be up over $700bn compared to last year.  Much of this 
cash will be spent.  Add in more generous tax incentives for 
capital investment, and the odds favor a growing economy 
that could lead to more inflationary pressures in 2026.     

If there is one short-term wild card, it’s what happens with 
tariffs this year.  The current case before the Supreme Court 
is likely to be decided in short order, and any permanent 
rollback of the tariffs could act like a tax cut, again spurring 
global growth.  Somewhat ironically, if current tariff policy 
is upheld, we shouldn’t discount the scenario whereby the 
administration pushes to send consumers a ‘rebate check’ 
from the tariff proceeds.  As a result, whichever way the 
Court’s decision goes, we could see more inflationary 
pressures rather than less this year.   

The best guess of most everyone we follow is that inflation 
could average roughly 3% 
this year.  Not disastrous by 
any stretch, but enough to 
get the attention of 
investors, particularly in the 
fixed income markets. 

Is the Fed’s independence 
under siege? 

The discussion about 
inflation ties directly to 

what happens at the Fed this 
year.  Chairman Powell’s term 
ends in May, and President 
Trump is likely to propose his 
successor shortly.  There’s 
much ongoing discussion 
about who is likely to succeed 
Powell, and how monetary 
policy decisions are going to 
be influenced by the executive 
branch.  This issue recently 
reached another level after the 
Department of Justice 
launched a criminal 

investigation into Chairman Powell’s handling of the 
renovation of the Fed’s headquarters. 

What can we say for sure?  First, the Fed is currently in a 
tricky spot even without the divisive political backdrop.  As 
you can see from the chart above, job growth in 2025 
stagnated at the same time inflation is firmly above the 
Fed’s 2% target.  For the Fed, this is a no-win situation – if 
they ease policy to protect the labor market, they risk 
inflation rising, but if they don’t cut rates, they risk a much 
weaker labor market.  By gradually cutting rates in 2025 
they’ve sent a signal that they are worried about a 
weakening jobs market.  But this came at the cost of 
significant internal divisions.  For the first time in modern 
history, we saw voting members at the Fed vocally dissent 
– some wanted higher rates while others voted for 
significant cuts.  Whoever is nominated to be the next Fed 
chairman is going to have to govern both a very uncertain 
outlook and a fractious board. 

A second issue facing the Fed is how to incorporate the AI 
revolution into its views.  Will the greater use of AI lead to 
a surge in productivity growth similar to the late 1990s?  If 
so, higher growth rates would not automatically trigger 
inflationary pressures.  However, if AI results in a lot of 
workers being displaced, easier policy settings could be 
appropriate despite sticky inflation numbers.  Could 
developments in the taxi/ride-hailing industry be a 
microcosm of what’s to come?  Self-driving cars may prove 
safer and more efficient than human operators (see the table 
below), but the displaced workers may have trouble landing 
alternative employment.  Few know how this will play out 

for the economy as a whole, 
and the Fed is looking into a 
murky crystal ball like us 
all.   

Finally, whoever the new 
Fed chairman proves to be, 
they may be trapped by 
simple math.  The chart at 
the top of the next page 
shows how much the 
government is spending on 
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just interest payments on 
outstanding Treasury bonds.  
As you can see, this recently 
surpassed 3% of GDP in 
fiscal year 2025, or roughly 
$970bn.  To put this in 
context, total individual tax 
receipts are about $2.6tn 
while the spending on social 
security  ($1.6tn) and 
Medicare/Medicaid ($1.8tn) 
is only modestly higher than 
the interest burden.  To the 
extent the Fed keeps rates high, the interest burden will 
easily surpass $1tn in fiscal year 2026, and projections run 
as high as $1.5tn by decade’s end.  While this may be 
economically sustainable, we doubt it is politically.  The 
pressure on the Fed to cut rates to free up cash for other 
spending needs is likely only going to grow over time. 

What does this mean for investors?  In our minds, it simply 
implies that the balance of risks to inflation is to the upside 
for the foreseeable future.  It doesn’t mean that inflation is 
going to 1970s levels or that the dollar is going to lose its 
reserve status, but simply that running the economy hot for 
some time to come is going to be the least politically 
contentious option.   

Are stocks, especially in the U.S., in a bubble?    

We touched on this topic last quarter, but it is important 
enough to discuss again because there are competing 
narratives on the bubble topic.  Some claim U.S. stocks are 
in a bubble because they are richly priced.  Others claim it 
is only public equities tied to the AI theme (chips, energy, 
infrastructure, etc.).  Still others think there’s a bubble in 
data center construction, or in the debt markets that are 
funding this infrastructure buildout.   Take your pick!!   

If we just look at stocks in general, price-earnings multiples 
are certainly elevated, but as you can see from the table at 
the top of page 1, the P/E ratio on the S&P 500 barely moved 
this year (from 21.5 to 22).  This implies that basically all of 
the return for U.S. large-cap stocks in 2025 was due to 
dividends and underlying 
earnings growth, not 
speculative multiple 
expansion.  Furthermore, 
when comparing today’s 
multiples to those of 
yesteryear, we must keep 
in mind that today’s 
corporations are far more 
profitable.  The chart to the 
right shows that net 
income margins for S&P 
500 companies are 

basically double that of the 
same firms back in the 
1990s.     

What about AI?  If there’s a 
bubble case to be made, it 
could very well be related to 
the huge capital investments 
tied to data centers and the 
related infrastructure.  
Michael Cembalest at JP 
Morgan published the chart 
at the top of the next page to 
illustrate the massive 

amounts that were spent in 2025.  Similar amounts, if not 
more, will be spent in 2026.  It doesn’t take a genius to guess 
that some of this money will be misallocated.  But in some 
ways, this is by design.  The firms spending this money 
aren’t stupid – they realize that to capture market share you 
need to be early.  And if the goal is something like artificial 
general intelligence, there is probably no limit to what some 
firms will spend to be one of the few players in that market.  
But will this goal be achieved?   Even the various AI models 
cannot agree on this answer just yet!!  

Given all the crosscurrents, what’s an appropriate 
allocation strategy? 

How should investors approach the allocation decision 
today?    

Stay diversified – Not particularly controversial, we know, 
but it echoes the ‘do no harm’ mantra in medicine.  But as 
in medicine, it doesn’t mean do nothing in an absolute sense, 
but try to balance risks and returns in a decision.  In the 
investment world, a key concept is that no single allocation 
decision should make or break a person's financial future.  
We might tilt the portfolio in one direction or another to take 
advantage of perceived opportunities, but keep the size of 
the tilt manageable so that if you are wrong, it doesn’t have 
dire consequences.  

Full weighting to U.S. large-caps – We acknowledge that 
U.S. large-cap stocks are richly priced at today’s P/E level, 

but another year of 
economic growth should 
translate into higher 
earnings and an 
environment that favors 
stocks over bonds.  And 
given the massive passive 
flows into the S&P 500, we 
don’t see a catalyst for a 
prolonged bear market 
over the next few quarters.   

Full weighting to 
international stocks – 
International stocks 
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obviously outpaced their 
domestic rivals in 2025, 
but we think there is a 
decent chance this trend 
could persist over the 
next three-to-five years.  
Developed and 
emerging markets sell at 
a significant discount to 
U.S. stocks, and 
depending on the 
measure, this discount 
can range from a third to 
almost 50%.  Add in the 
possibility that the U.S. 
dollar may continue to depreciate further, especially if the 
independence of the Fed is dented in the months to come, 
and there’s a good case to be made for holding a benchmark 
allocation in international equities.   

Hedge against upside inflation surprises – We talked 
earlier about how we suspect inflation could perk up again 
later this year for a number of reasons.  As we also noted, 
our best guess is that inflation averages roughly 3% in 2026.  
This shouldn’t be high enough to undermine the stock 
market (if anything, stocks may be a hedge against modestly 
hotter price pressures), but we think inflation at this level 
could prove to be a headwind for longer-term bonds.   

Don’t make binary bets – We are seeing more of this 
regarding the bubble question.  Investors who are concerned 
about pockets of overvaluation decide that the solution is to 
go to cash and wait things out.  This is an understandable 
temptation, but we suspect 
it is the wrong answer for 
any investor with a 
reasonably long time 
horizon.  Certainly, every 
cycle is different, but we 
think the following 
example is illustrative:  
when the tech bubble burst 
in early 2000, it led to the 
‘lost decade’ for U.S. 
stocks.  As you can see 
from the chart to the right, 
the S&P 500’s total return 

for the ten-year period 
from 2000 to 2009 was 
negative.  However, it 
wasn’t all bad news.  
Asset classes that were 
left for dead in the late 
1990’s came back into 
favor and posted some 
impressive returns over 
the same period.   

We are not arguing that 
S&P 500 returns are 
going to be negative 
over the coming ten 
years or that we will see 

such divergent returns.  But we think this is a useful guide 
for anyone who is concerned about current valuations today. 

Looking Ahead – It’s natural after three good years in the 
markets to wonder when the payback will occur.  But the 
nature of these things is that the catalyst for the next 
correction comes from an unexpected place.  If it were 
expected, the markets would probably have discounted it by 
the time you could react to it!!  Something will almost 
undoubtedly crop up in 2026 to trigger a correction in stock 
prices – after all, at least historically, we should expect a 
10% correction every year and a 15% hit every eighteen 
months or so.  But we think the economic backdrop should 
be supportive as long as inflation remains relatively 
subdued.  There may come a time in 2026 when we start to 
worry about inflation again, but the Fed’s reaction function 
could very well be different from what it was in 2022.  Time 

will tell.  Diversified 
investors were rewarded in 
2025, and while the 
rewards for a diversified 
approach may wax and 
wane, we think it is the 
only sane way to invest in 
an uncertain world.  We 
want to wish everyone a 
happy new year and all the 
best for 2026. 

Charles Blankley, CFA 
Chief Investment Officer
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