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* Economic growthin the last quarter continued to
surprise to the upside, easinginvestor fears ofahard or
even softlanding with anew narrative ofno landing
takingshape.

* Thishasnotresulted in any changes to the Fed’s view
on forecastrate cuts, butithas caused the market to
sharplyscale backits expectations tonowberoughlyin
linewith the Fed’s.

» Market performance in the quarter continued tobe
driven by asmall group of mega-cap stocks known as
the “Magnificent7” (now the Fab4), and momentum
stocks more generally.

¢ [fthe economyis going through a wider structural
transition away frominflation risks being heavily
skewed to the downside and nowmorebalanced, or
even tilted to the upside, investors may be well-suited
toreview their asset allocation and the degree towhich
portfolios are actively managed and positioned,
potentially favoring active versus passive investing.

Hard Landing, to Soft Landing, to No Landing?

Onceagain, thislastquarter was proofthat the narrative around
U.S.economicgrowthinthe post-COVID environmentrarely
staysstable forlongand canshiftinjustafewmonths. Atthe
startof2023, mosteconomicprognosticators were heavily
leaningtothe hard-landing/recession side of the boat. Overthe
course of thatyear, there was asteadytrickle of convertstothe
soft-landingside, with this thenbecomingthe overwhelming
consensusbythestartofthisyear.Injustthelastthree months,
however,doubthasstarted tocreepin aboutthe prospects of
evenasoftlanding, with that camp now spilling their weightinto
theno-landingscenario.

Inearly December, for example, real GDP growth was
expected toincreaseby1.3% forall of 2024, with growth in the
firstquarter ofjust 0.6%. Over thelast three months, that
estimatehasrisento 2.2% forannual growthand 2.0% for the
firstquarter. The Atlanta Fed’s GDPNow data tracker pegs this
quarter’sgrowthat2.5%.

Withrespect toinflation, however, we have not seen the same
resurgence, though the pace of expected deceleration has
beenslightly scaled back and there are concerns amongboth
the marketand the Fed that this final mile back to 2% could
stillbe averybumpy one. The Fed’s preferred inflation target,
the PCEindex, was expected tofall toa2.2% seasonally
adjusted annualrate in the final quarter of this year; the
marketnow expectsa2.3%rate, and it currently sits at 2.8%.
What’sincredibly encouraging, however, hasbeen that this
softening ofinflation hasnot—yetatleast—come at the
expense of employment.

Mostofthe heavylifting from the disinflation came from
post-COVID supply-side improvements and areductionin
goodsprices. The nextleglower for inflation, however, will
have to come from weaker services and shelter components,
which mayentail some easingin the labor market to quell
still-too-high employment costs. While thelabor shortage
situationisimproving, many companies are still reporting
workersasbeinghard to find, and the cost of thatlabor remains
anissue.

The combination of these pressures—coupled with highernet
interest costs due tohigherinterestrates, higher commodity
costs exacerbated by geopolitical and climate issues around
the Suezand Panamacanals, and the recent Baltimore bridge
collapse—and reduced pricing power could start to pressure
corporate profit margins, forcing companies to turn their
focustotheirlargestinput cost:labor.

For now, however, companies are reluctant tolet go of workers
thathavebeen sohard tofind, adjustinginstead by slowing
hoursworked, shifting some workers to part-time, and hoping
growthacceleratesfurtherorthe Fed starts tolowerinterest
rates. Meanwhile, research analysts still do not foresee any
majordropinearnings, with the pace of 2024 estimated
growthlargely ontrack with the historical average trend for
thelast 20 years (exhibit1).

The Shifting Sands of Interest Rate Expectations

Howhas this change in sentiment toward growth and inflation
beenreflected in expectations for Fed policy? Exhibit 2 shows
thatthere hasbeenno expectation that rates will rise furtherin
the comingfouryears, though the amount by which theyare
expected tobe cuthas declined: at the January 2024 low, the
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EXHIBIT 1

Progression of S&P 500 2024

EPS Growth Estimates, 2024 vs. Median Growth Rate 2003-2023
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marketfelt that the Fed would end up lowering rates from the
current 5.3% to 2.8%, fully 250 basis points, starting with 150
basis pointsin 2024. Today, the market anticipates about150
basis points of cuts, with between 50 and 75 basis points of those
cuts taking place this year. Significantly, the exhibit also shows
thatthetroughinrateswill remain well above the Fed’s 2.6%
estimate of the neutralinterest rate (above/below which policy
isdeemed restrictive/accommodative), consistent with
expectations forastronger economy that doesnotrequire an
accommodative monetary stance.

Atthelongend of the yield curve, we have also seen a material
backupin10-year U.S. Treasuryyields, with the yield rising
from 3.79% to 4.42% at present. Thishas resulted in some
modestre-steepening of the yield curve, though it remains
inverted. A deconstruction of the yield reveals that thisrise
hasbeenless due to fears abouthigh and rising inflation;
rather, ithasbeen more aresult of strongerreal growth (i.e.,a
realyield) and a higher term premium, reflecting concerns
aboutincreased debtissuance from the U.S. Treasury on the

supply side against weaker demand from price insensitive
foreign central banks on the demand side, coupled with U.S.
households demandinga higheryield to participate.

Surprisingly, despite these shifts in the Treasury marketand a
major surge of corporate debt refinancing during the first
quarter, corporate credit spreads—for both high-yield and
investment-grade corporate debt—have remained incredibly
compressed. Investors clearly expect strong earnings growth
and solid corporate balance sheets to continue.

Perhapsthebiggest anticipated risk to these spreads on the
horizonis whathappensin the commercial real estate space.
Marketjitters returned around this area during February,
when we saw several banks experience significantlosses.
Vacant office space and higherinterest rates are damaging
profitability, and the concernis that some entity will be left
holding the bag. However, the fact that thishasbeen a slow-
motion car crash for thelast year should have given investors
plenty of time to mitigate the risks, meaning that any falloutis
morelikely tobeidiosyncraticrather than systemic.
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EXHIBIT 2

(Fed Funds Futures Pricing, %)

Progression of Expected Range for Fed Funds Rate in Next 4 Years
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Market Performance

The performance of the U.S. equity market has once again been
turbo charged over the past quarter by generative Al on the
technologyside, and to alesser extent the introduction of
GLP-1sonthehealthcare side. Both are already resultingin
significant changes to work and health, and it maynotbe an
exaggeration to suggest thatlooking back from the future will
mark this period as havingbeen a major turning point for
humanity.

Whereas the market was initially placingitsbets on the
Magnificent 7 as the tech winners (Alphabet, Amazon, Apple,
Meta, Microsoft, Nvidia, and Tesla) through 2023, this group
has subsequently dwindled to the Fab 4 as Tesla, Apple, and
Alphabet’s performance has disappointed and their prices have
flattened or fallen. Nevertheless, in the first quarter, the Mag 7
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increased by 12.9%, against 8.6% for the rest of the S&P 500
excluding those 7. The rise encompasses a one-day increase of
16.2% in the price of Nvidia—a gain of $277 billion, or roughly
the size of the entire market cap of the 29th-largest stockin the
S&P 500 (Netflix).

This performanceis highlighted in exhibit 3, which breaks the
S&P 500 down into various styles and factor drivers. By far the
biggest winners over the last quarter have been the momentum
stocks, with the laggards being the higher-dividend, higher-
beta, and lower-volatility stocks.

Structural Changes and Asset Allocation

Itis tough enough trying to spot cyclical changes in financial
markets and the economy, let alone major structural turning
points; however, looking at the performance of the equity

EXHIBIT 4
Stocks to Bonds Return Correlation
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marketrelative to the bond market in the last two years, the
clear message seems tobe that something structural has
changed (exhibit 4).

We attribute the shifting tailwinds and headwinds within
60/40 portfolios—where bond returns mayprovide aless
effective counterbalance to equity portfolios—to a change in
the economy’sinflation bias. Thatis to say that while the Fed
may still achieve its 2% inflation target on average, the risks are
nolonger as heavily skewed to the downside as they were from
2000 to 2020. Rather, there have been anumber of structural
changesunfolding (including climate change, increased fiscal
spending, geopolitical pressures, reduced globalization, and
increased labor cost pressures) to suggest we should expect to
see more upside volatility around this inflation mean.
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This means thatinvestors will likely need to take awider and
more active approach to portfolio construction. While this
mightencompass greater exposure to global markets, fixed
income, and private markets and alternative investments, it
may also entail seeking greater diversification across the equity
marketin terms of sectors, sizes, and styles where returns may
beless correlated.

Wealth Planning TIP:

Clients establishing or revitalizing their philanthropy or wealth
planorthose anticipating aliquidity event turn to William Blair’s
professionals for guidance and strategic solutions. Did you know
that our capabilitiesinclude philanthropy strategy, wealth
planning,and pre-liquidity planning?
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