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Q1 2025 by the numbers

o 4.25% - 4.50% remains the Federal Reserve’s
policy range as inflation has held steady and the
labor market has shown no signs of imminent
collapse. Combined with potential inflation, the
Fed seems to be in a wait and see mode, with no
further reductions imminent.

e 65.2 is the latest reading for the consumer
confidence expectations index, which measures
U.S. consumer expectations for business, income
and jobs. This is the lowest level in 12 years and
well below the threshold of 80, a recessionary
indicator.

e 10.9% is the amount that international large cap
stocks (MSCI EAFE) outperformed US large cap
stocks (R1000) YTD, highlighting a current benefit
of being globally diversified.

o -0.3% is the YTD return of a portfolio comprised
of 60% MSCI ACWI and 40% Bloomberg Global
Aggregate (hedged USD). In other words, despite
the headlines for US stocks, a globally balanced
portfolio comprised of both stocks and bonds is
relatively flat YTD.

The Tariff Story Continues

e  White House tariff policies have been fluid and
widespread to start the year.

e The stance from the Trump administration has
been that tariffs are meant to level the global
trade deficit the U.S. has with its trading
partners.

The first quarter of 2025 has been rife with attention-
grabbing headlines, which most have been related to the
evolving White House trade policies.

A tariff can be defined as a tax on imported goods to make
them more expensive. Tariffs, in theory, can be
implemented to protect domestic industries, influence
another country on a particular policy or issue (which may
not even be related to trade), or generate revenue. Keep
in mind that tariffs are paid by the domestic companies
importing the goods, not the foreign companies exporting
them, and those costs are most often passed on to the
consumer.

As of the end of Q1, there were multiple tariffs enacted
and proposed and included several country and product
specific tariffs as well as broader blanket policies. It is
important to note all the information discussed here
relating to tariffs is prior to April 2, or what President
Trump referred to as Liberation Day when he imposed
sweeping tariffs on imported goods from all nations.

White House policies regarding tariffs have proven to be
fluid so far during the second Trump administration. It is
not only the tariffs that can cause issues but the
uncertainty of the on-again-off-again nature of these
policies that causes issues for businesses and has
introduced the possibility of slower growth in the future.
We have seen words like “erratic,” “whipsaw,” and
“unpredictable” to describe the wave of tariff policies so
far this year and we know markets do not care for these
terms. Ultimately, the outcome of these tariffs will
depend on their duration and magnitude.

The inflation story

Even with the large amount of uncertainty surrounding
tariffs, many economists anticipate an increase in the
prices consumers will pay for the affected goods and
therefore could put upward pressure on inflation as a
result.

Exhibit 1 displays how this dynamic might play out. Here
we display the percentage contribution of products in a
number of different spending categories to the Fed’s
preferred measure of inflation, the Core Personal
Expenditures Index (Core PCE). The chart also
differentiates between direct and indirect imports, which
describe the share of each product type that are wholly
imported from abroad and those whose components are
partially imported from abroad.

Exhibit 1
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This chart suggests that consumers will begin to pay more
for categories like pharmaceuticals, new vehicles, and
clothes because of their heavy reliance on direct
importing. As long as consumers keep spending, this could
make combatting inflation a challenge. A study published
in February 2025 by the Boston Fed suggested that a 25%
tariff on Canada and Mexico with a 10% tariff on China
could add between 0.5% to 0.8% to core PCE.
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Because these tariff policies are still quite new, we haven’t
yet seen an upward spike in inflation. However, inflation
has proven to be sticky as of late, which gives further
credence to Fed Chairman Jerome Powell’s guidance that
the last mile of lowering inflation from 3% to 2% would be
an ongoing battle. Given perspective from what’s already
been discussed around the potential effects of tariffs
earlier in this commentary, the Fed’s battle against
inflation has now become even more challenging.

In order for the Fed to resume lowering interest rates, we
would likely need to see a material downgrade in
economic growth and/or the labor market, both of which
have remained resilient up until now. The latest reading
for core PCE was 2.8% in February 2025.

Back To The 70s?

The Fed implemented three 0.25% rate reductions in each
of their last meetings of 2024 but have since left short-
term rates unchanged to begin 2025. After the conclusion
of their March 2025 meeting, Fed Chairman Powell said
that the U.S. economy and labor market have remained
strong and that the Fed is well positioned to maintain a
wait-and-see stance with regard to movements in future
inflation readings, giving a specific nod to the potential
short-term impact of tariff policies. And while a certain
level of poise is often well received by markets, one can’t
help but notice how the Fed’s current battle with inflation
looks compared to another notable inflationary shock in
the U.S.

Exhibit 2 plots out what the path of inflation has been
from 2014 until now (green line) and what transpired
beginning in the early 1970s: the “Great Inflation.” This
series of events gave way to an era of stagnant economic
growth and high inflation. Even though these two time
% yoy
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periods look eerily similar as to the actual path of inflation,
their underlying causes are not quite the same. The first
was caused by a multitude of factors including an oil
supply shock, the removal of the Gold Standard, and
expansionary monetary and fiscal policies. Today’s
environment is much different, but the stakes are just as
important. If inflation were to reaccelerate as it did in the
late 1970s and the unemployment rate were to take off,
the Fed would find itself in a very difficult position.

Between a Rock and a Hard Place

Speaking of the Fed being in a difficult position, well, that’s
where it might find itself as it assesses the current
environment. Ideally, the Fed would like to lower rates
due to good news, such as inflation coming to rest in a
sustainable manner at its target level of two percent.
However, the Fed can also lower rates due to bad news,
like challenging economic conditions akin to the Covid
shock or the Great Recession. If tariffs prove to be
inflationary, the Fed would prefer to raise interest rates,
but if economic growth and/or labor markets begin to
dramatically weaken, the Fed would like to reduce interest
rates. Because maintaining stable prices (i.e. low inflation)
and low unemployment rates are each a mandate of the
Fed, it’s difficult to know which one they would focus on
if they had to choose focusing on one over the other.

It's also useful to remind ourselves that the future is
inherently unknown and that predictions are just a guess
at what might unfold. To reiterate what Chair Powell has
stated previously, the risks of inflation and the labor
market are fairly well balanced, and that the Fed believes
it’s in a good position to act if and when the time comes.
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U.S. Equity Market Volatility and Future Returns

e US stocks were mostly negative for Q1 with the How will the Magnificent 7 and their 493+ counterparts do
exception of large cap value stocks (+2.1%). for the remainder of 20257 Like you, we wish we knew, as

e Uncertainty around tariffs and trade wars would the many market prognosticators. But what we do
continued to weigh on U.S. stocks across the know is the importance of sticking to a long-term plan
market cap and valuation spectrum. Large cap through periods of market volatility.
growth stocks fell -10% during the quarter.

e Duringthe last 12 months, large cap stocks across And speaking of dramatic market moves, investors must
the valuation spectrum all returned over 7% be willing to withstand upticks in market volatility as the
while small cap stocks fell between -3% and -5%. price they pay for achieving needed long-term returns. At

times, volatility can cause some to take seek safety in
In Exhibit 3 we show the returns of the Magnificent 7 lower-risk investments, but at the cost of giving up
stocks, which represented approximately 30% of the S&P potential upside returns. Exhibit 4 details what history
500 at the end of Q1. shows us about future market returns after periods of
downturns.
You don’t have to look further back than 2023 and 2024
to see periods where these stocks skyrocketed overall, but Exhibit 4
more recently, they’ve begun their descent back toward Panel B | U.S. Stock Market: Periods with Declines >10%
Earth. This has weighted on U.S. stock markets this 150%
quarter, but if you look at the other 493 stocks in the S&P @ 125%
500, they’ve actually had a positive overall return to start g 100% =
the year. é [ o ’ . ®° % of next-100-day periods
0% o :9&.'5‘:5.:. with positive retums
Exhibit 3 £ o= 4
Performance of “Magnificent 7” stocks in S&P 500" _sg -2: w. :
Indexed to 100 on 1/1/2021, price retum . DI
300 e with negative returns
Returns M 'R '3 4 YID'2s 50% -40% -30% 20% -10% 0% 10%
280 | I'sgp 500 0% 19% 24% 23%  A.6% Return Over the Last 100 Days
S&P 500 ex-Mag 7 1%  -8% 8%  10% 0.4% Source: Avantis Investors, data from 7/1/1926 — 2/28/2025. US stocks
260 Magnificent 7 40% 40% T6% 48% -14.8% sourced from the Center of Research in Security Prices (CRSP) include all
Share of returns * 33% 56% 63% 55%  105% firms incorporated in the US and listed on the NYSE, AMEX, or Nasdag.
240 Past performance is no guarantee of future results.
220 Investors often read the sentence “past performance is no
guarantee of future results” all the time in investment
200 literature. In fact, you will find the same in the disclaimer
180 of the exhibit. But too often investors don’t follow this
mantra. For example, in good markets, investors expect
160 the good times to continue, and in bad markets, investors
are hunkering down for an impending apocalypse. Using
140 nearly a century data, this chart aims to provide context
120 for how returns over the next 100 days stack up after a
prior 100-day period where markets were down -10% or
100 . . more. What we see is that a majority of the time (61% of
all qualifying periods) markets went on to have positive
820 returns over the next 100-day period. It may not always
= = . b 2 be sunny and smooth sailing, but it’s not necessarily all
Source: FactSet, Standard & Poor’s, J.P. Morgan Asset Management. dark clouds either.

*Magnificent 7 includes AAPL, AMZN, GOOG, GOOGL, META, MSFT,
NVDA and TSLA. Earnings estimates for 2025 are forecasts based on
consensus analyst expectations. **Share of returns represent how much
each group contributed to the overall return. Guide to the Markets — U.S.
Data are as of March 31, 2025.
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Non-U.S. Equity

e Developed and emerging non-US stock market
returns were all positive for Q1 and for most
market segments during the last 12 months.

e International developed large-cap stocks
outperformed U.S. large-cap stocks by 10.9%
over Q1.

e This stark contrast to U.S. market performance
introduces the idea that policy uncertainty may
be weighing on U.S. exceptionalism.

The first quarter of 2025 has been an eventful three-
month period, but one of its narratives that has perhaps
been buried beneath the surface of tariff talk is that of
international stocks. As noted in the previous bullet
points, international developed and emerging markets
stocks have all outperformed the U.S. market so far this
year. International large-cap value stocks, which posted
the only double-digit performance for any asset class this
quarter, has outperformed U.S. large-cap growth
companies by more than +20% so far this year. That’s
certainly a welcomed development for global
diversification diehards (like us). What's caused this
recent turnaround? A small but significant portion of
these international stock returns comes from a
depreciating U.S. dollar, but perhaps much more has
come from heightened policy and macroeconomic
uncertainty that has befallen the U.S. market recently.
Exhibit 5 details the YTD performance differential through
just prior to the end of Q1.

Exhibit 5
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While this is less than a drop in the bucket compared to
the market’s long history, and we have no way of knowing
how long this trend might continue. The benefits of
diversification tend to show up at the strangest times.

Global REITs (Real Estate Investment Trusts)

e Global REITs, as represented by the Dow Jones
Global Select REIT, rose by 2.4% over the quarter
and by 7.5% over the last 12 months.

e Inthe US, REITs rose 1.2% during the quarter and
by 9.8% during the last 12 months.

Global Fixed Income

e U.S. bond returns were mostly positive for the
quarter as well as the last 12 months
e Global bonds were slightly negative for the
quarter falling -0.2% but have risen 4.2% during
the last 12 months
Exhibit 6
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Focusing on Exhibit 6, we can see that short-term rates
relative to year-end remain the same with longer yields
falling, supporting the outperformance of longer maturity
bonds over shorter maturity bonds. Yields across most of
the curve dropped this quarter as investors sought safety
from stock market risk.

Municipal bonds were mostly positive for the quarter with
the exception being on the longer segment of the muni
curve. This highlights how municipal bonds and treasuries
behave differently as different factors affect each bond
type. Rates on the longer end of the muni curve rose.
Munis have also been negatively impacted by widening
credit spreads, seasonal weakness, and heavy issuance,
each of which impacted the return of longer term munis.

Overall, we continue to view our bond allocations as a
method of reducing overall portfolio risk (as measured by
standard deviation), given that stocks are expected to
have much higher volatility. Our portfolio’s focus will
continue to be on high quality bonds with an emphasis on
short to intermediate duration government and corporate
bonds, where default risk has historically been relatively
low.
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East Bay Investment Solutions, a Registered Investment Advisory firm, supplies investment research services under contract.

This document contains general information, may be based on authorities that are subject to change, and is not a substitute for
professional advice or services. This document does not constitute tax, consulting, business, financial, investment, legal or other
professional advice, and you should consult a qualified professional advisor before taking any action based on the information herein.
This document is intended for the exclusive use of East Bay clients, and/or clients or prospective clients of the advisory firm for whom
this analysis was prepared in conjunction with the EAST BAY TERMS OF USE, supplied under separate cover. Content is privileged and
confidential. Information has been obtained by a variety of sources believed to be reliable though not independently verified. To the
extent capital markets assumptions or projections are used, actual returns, volatility measures, correlation, and other statistics used
will differ from assumptions. Historical and forecasted information does not include advisory fees, transaction fees, custody fees, taxes
or any other expenses associated with investable products unless otherwise noted. Actual expenses will detract from performance.
Past performance does not indicate future performance.

The sole purpose of this document is to inform, and it is not intended to be an offer or solicitation to purchase or sell any security, or
investment or service. Investments mentioned in this document may not be suitable for investors. Before making any investment, each
investor should carefully consider the risks associated with the investment and make a determination based on the investor’s own
particular circumstances, that the investment is consistent with the investor’s investment objectives. Information in this document
was prepared by East Bay Investment Solutions. Although information in this document has been obtained from sources believed to be
reliable, East Bay Investment Solutions does not guarantee its accuracy, completeness, or reliability and are not responsible or liable
for any direct, indirect or consequential losses from its use. Any such information may be incomplete or condensed and is subject to
change without notice.

Visit eastbayis.com or more information regarding East Bay Investment Solutions.
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