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Investors weighing the possibilities of artificial intelligence, eyeing the outlook for future interest rate cuts by
the Federal Reserve, and seeing strong earnings growth, fueled the equity markets in 2025. For the 4th 
quarter of 2025, markets registered positive overall returns. For the quarter, the S&P 500 Index advanced by
2.66% while the Dow Jones Industrial Average tacked on an additional 4.03%. Large company values stocks
did quite a bit better than large company growth stocks for the quarter. The so-called magnificent seven
stocks (i.e., Apple, Alphabet, Nvidia, Tesla, Amazon, Microsoft, and Meta), which dominate the market cap
weighting of the large-cap growth indices, had mixed returns in the latter two months of the year. For the year,
however, large-cap growth stocks out-performed large-cap value stocks.

Overseas markets (both developed and emerging markets) were still the best-performing markets of the 
quarter and the year. Europe and Japan had stellar quarters, up 6.26% and 6.06% respectively. The 
international markets have really been laggards in recent years, so it was nice to see them play catch-up this
year and in the quarter.

Bonds were also positive for the 4th quarter on the heels of three Federal Reserve interest rate cuts. 
High-quality bonds (as measured by the Bloomberg Barclays U.S. Aggregate Bond Index) rose 1.10% while
junk or lower quality bonds gained 1.31% in the quarter.

The Bloomberg Commodity Index was up 5.85% for the quarter. The precious metals were standout 
performers for the quarter, with silver up over 55% and platinum rising almost 29%. Gold advanced too in
the quarter, but by just 12.50%.

Indices Performance

Source: Morningstar Direct.
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We enter 2026 with hopefulness that the gains of 2025 will continue. Although we expect bumps along the
way, we are eager to proceed into a new year. What forms the basis for such optimism, and what concerns
do we have? We examine the conditions that frame continued positive returns and highlight the risks as we
see them in the pages that follow.

The Federal Reserve and Interest Rates
The Federal Open Market Committee met in early December 2025 and agreed to cut the Fed Funds rate by
0.25% to a range of 3.50% to 3.75%. The decision was not unanimous, with three dissenters among the 
12 voting members. It made it clear in its statement following the meeting that it was balancing the risks of
a slowing jobs market and still persistently high inflation, which remains above its 2% target rate. The
December meeting was the third consecutive meeting in which it cut rates.

What is the likelihood of additional Fed Funds rate cuts in 2026? At the December meeting, the Fed’s 
so-called “dot plot” (its survey of members’ opinions regarding future rate cuts) projected we would see just
one rate cut in 2026. However, the Fed Funds futures market currently predicts that the Fed Funds rate will
fall to a range of 3.0% to 3.25% in 2026, suggesting a lowering of 0.50% in 2026. The Fed usually cuts in
quarter-point increments, telling us the market sees two rate cuts in 2026.

The next question to be answered regarding the Federal Reserve is “Who will be the next Federal Reserve
Board chairman?” Jerome Powell’s term ends in May 2026. Trump is expected to pick the next chairman early
in 2026. There are a number of possible candidates for the position. Trump has made it clear that interest
rates are too high and the Fed needs to cut rates more aggressively. Will the next chairman of the Fed be
someone who will likely go along with the president as far as lowering interest rates and thus stray away 
from the independence the Fed is supposed to have? Or will the next chairman be independent thinking, 
balancing the risks of higher inflation with full employment? If the markets perceive that the next chairman is
a “yes man” for the president, they will likely show their opposition and sell off, and perhaps sell off quite
sharply. If Trump’s pick is believed to be inclined to remain independent, the markets will likely react quite
positively. This is a real risk the markets face this year.

It is important to keep in mind that the Fed raises and lowers interest rates based on a vote from its 
12 voting members, including the chairman. The Fed chairman cannot arbitrarily lower rates without the 
backing of the full committee. It is our opinion that the Fed will, in fact, cut two times in 2026. Of course, if
the labor market weakens, we could see additional rate cuts.

Longer-term interest rates will likely be range-bound in 2026. The 10-year U.S. Treasury Note yield closed in
2025 at 4.163%. We expect a floor of no lower than 3.90% and a high no greater than 4.5% for the 10-Year
U.S. Treasury Note yield in 2026. If the economy were to slow, which is not our expectation, the 10-year U.S.
Treasury Note yield could fall below 3.90%. If it appears that the Fed is being pressured into lowering interest
rates by the White House, this may put upward pressure on longer-term interest rates, including mortgage
rates. The bond market may perceive more risk if investors believe that the Fed Funds rate is artificially too low.

The U.S. Economy
Quite impressively, the 1st reading for the 3rd quarter of 2025’s Gross Domestic Product (GDP) registered
a real growth rate of 4.3%. For the 2nd quarter of 2025, real GDP grew at a rate of 3.8%. Growth in the U.S.
economy seems to be on solid ground. Strong economic growth is seen in contrast to the dire economic
fears by some economists brought on by Trump’s tariff policies. A further look at GDP is the Atlanta Fed’s
GDPNow model, which projects GDP growth of 5.4% for the 4th quarter of 2025. Much of the growth is
coming from exports.

Looking at some of the other economic data, we see a mixed picture of the economy. Inflation is still higher
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than the Fed’s target rate of 2%, with the December reading on Core inflation at 2.6%, the same as it was
in November. Although still higher than the Fed’s target, the November and December rate was the lowest
since March 2021. Some will blame the tariffs imposed by Trump globally for the persistently high inflation.
This may be partially true, but inflation is primarily the result of “too much money chasing too few goods.”
Generally, that excessive money is a result of Fed policy and/or government spending. We believe the 
inflation rate will gravitate toward the target rate of inflation later this year, which still means prices will be
increasing, but at a lower rate. Actual price deflation is harder to imagine unless we slip into a recession.
Some goods will see price deflation, such as gasoline and certain food items. Further, we do not foresee a
recession within the next 12 months, and we place the probability of recession at 10%. According to the
Conference Board’s consumer confidence survey, a significant number of Americans think we are already in
a recession, or a recession is “very likely” or “somewhat likely” over the next 12 months.

In December, the Conference Board’s Consumer Confidence Index dropped to 89.1 from 92.9 in November.
The December reading was well below the January 2025 peak and has weakened for five consecutive
months, apparently due to consumers’ negative feelings about business conditions and concern about jobs.
However, perceptions are not necessarily reality.

The Purchasing Manager’s Index (PMI) Manufacturing survey for December was 47.9%, which was down
from 2025’s already year’s lowest reading in November at 48.2%. The trend in the manufacturing survey has
been contracting for 10 consecutive months. However, a prolonged reading of the manufacturing survey 
over 42.3% is considered expansionary for the economy, which we are seeing. The PMI Services survey
recorded a reading of 54.4 percent for December, showing continued expansion in the economy. December’s
reading was the highest of the year and represented the 10th month of expansion. Survey participants made
consistent comments about tariffs and overall seasonality in their responses. A reading in the Services 
survey above 48.6 over a period of time reveals an expanding overall economy. A single reading above 50%
in both surveys is considered expansionary for the economy, while a reading below 50 is recessionary.

Due to the government shutdown, getting timely and accurate job numbers has been a challenge. However,
it appears as if the government has caught up, and we have a reading for non-farm payrolls for the month of
December 2025. The December non-farm payroll number was 50,000 new jobs created for the month. The
estimate was for 73,000, so we were a bit light on total jobs created. The unemployment rate came in a 4.4%
versus the estimate of 4.5%. Lastly, wage growth came in as expected at 0.3% for the month. Not an 
impressive report, but at least it was positive.

Consumer Confidence Index®

Index, 1985 = 100

*Shaded areas represent periods of recession.                                                              Sources: The Conference Board; NBER
© 2025 The Conference Board. All rights reserved.
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Corporate Earnings
Aided by capital expenditures on artificial intelligence (AI), corporate earnings continue to grow impressively.
Once again, we find ourselves in a “new economy” led by AI this time. The prior new economy in the late 1990s
was led by the internet, while much of the earnings hype surrounding internet stocks did not materialize, 
leading to a bubble in the year 2000. Things appear to be different with these new economy AI stocks, as many
of these companies have solid earnings and a diversified product offering beyond AI. Although the Fed cut rates
in 2025 and will continue to cut rates in 2026, earnings are the primary driver of stock prices.

Real GDP: Percent Change From Preceding Quarter
Percent Change

Source: U.S. Bureau of Economic Analysis                                                                              Seasonally adjusted annual rates   

Perceived Likelihood of a US Recession Over the Next 12 Months
Percent

Source: The Conference Board, Consumer Confidence Survey®
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For the full year of 2025, S&P Global estimates that earnings on the S&P 500 Index will be $263.28 per
share. Earnings for the full year of 2024 were $233.36 per share, giving us a year-over-year growth in 
earnings of 12.8% in 2025. For the full year of 2026, S&P Global estimates that earnings on the S&P 500
index will be $310.84 per share. This represents a year-over-year growth in earnings of 18.0% in 2026. This
is quite an impressive growth rate in earnings, should the estimate come true.

A contributor to earnings is operating margins. The operating margin measures a company’s net income per
unit of sales. The latest reading on operating margins shows that the S&P 500 Index had an operating 
margin of 13.55% estimated as of the 3rd quarter of 2025. The average operating margin since the 1st 
quarter of 1993 is 8.74%. Operating margins are quite impressive today. Contributing to operating margins
are lower tax rates paid on corporate earnings from the Tax Cuts and Jobs Act of 2017.

Market Valuation
The S&P 500 Index still appears to be over-valued but may be less over-valued than it showed just a quarter
ago. Based on a closing price for the S&P 500 Index on December 31, 2025, of 6,845.50 and estimated
earnings per share of $263.28, the “trailing” 12-month price-to-earnings (P/E) ratio is 26.0 times. In the 4th
quarter of 2025, the S&P 500 advanced 2.66%. While we had a rising market, we still saw the P/E ratio
decline from 26.80 in September 2025 to 26.0 in December 2025. In addition, the “forward” P/E ratio is
22.0 times. The forward P/E ratio looks at earnings estimates for 12 months from now to calculate the P/E
ratio. The forward P/E ratio in September 2025 was 22.8 times. Both trailing and forward P/E ratios have
declined since last quarter. Still, the current ratios express a market that is over-valued, just less over-valued

Sources of Earnings Growth and Profit Margins
S&P 500 EPS Growth
Year-over-year growth broken into changes in revenue, profit margin, and share count

Source: Compustat, FactSet, Standard & Poor’s, J.P. Morgan Asset Management.
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compared to the 30-year average P/E ratios. The 30-year average trailing P/E ratio (average of the last 
30-year quarter-end P/E ratios) is 20.37 times. The 30-year average forward P/E ratio (calculated by 
JP Morgan) is 17.1 times.

Another valuation measure we look at considers the effect of inflation. It is the Shiller Cyclically Adjusted
Price-to-Earnings (CAPE) Ratio. It is also showing that we are in an expensive market. The current CAPE
Ratio as of December 31, 2025, was 39.8 times. The 30-year average CAPE Ratio is 28.5 times. In
September, the CAPE Ratio was also giving us a reading of 39.8 times.

Improving earnings forecasts have helped make the market less expensive than last quarter, but valuations
remain elevated.

Market Correction in Early 2026?
With current valuations appearing to be stretched, inconsistent tariff policies, and a market hanging on every
piece of inflation data to give an indication of the Fed’s next move, we believe we are likely to see a market
correction in early 2026. A market correction is a decline of at least 10% but not greater than 20%. Market
corrections tend to happen about once a year and are usually short-lived.

Another sign of a fragile market is margin debt that has reached record highs as of late 2025. Margin debt
is debt used to buy stocks. High levels of margin debt are often seen at market peaks. Currently, there is
about $1.2 trillion of margin debt outstanding.

It is our belief that such a correction will be short-lived this year. Our portfolios are designed to weather the
storm of such market behavior.

Will Developed International Stocks Continue to Shine?
In 2025, developed international stocks returned 31.89% as measured by the MSCI EAFE Index versus the
domestic S&P 500 Index return of 17.88%. Any over-performance of developed international stocks versus
the S&P 500 Index has been a rare occurrence over the past decade. In the negative market return year of
2022, developed international stocks fell less than the S&P 500 Index by a modest 410 basis points. Before
that, we must go back to 2017 to find a year when the MSCI EAFE Index (return of 25.62%) out-performed
the S&P 500 Index (return of 21.84%). With such significant out-performance of developed international
stocks over domestic stocks in 2025, will the out-performance continue in 2026? 

Although in the United States the Federal Reserve will likely continue to cut interest rates, which will be a 
tailwind for domestic stocks, developed international countries have their own positive catalysts for 
continued stock market advances. For example, in Germany, there is a massive ?500 billion stimulus 
package primarily for infrastructure and defense spending. Further, NATO members have pledged to increase
defense spending to 5% of GDP from 2%. Such spending should spur growth in the European nations and
lead to higher corporate earnings. Japan has undergone a series of corporate reforms, which should unlock
growth in its economy. The U.S. dollar will likely continue to decline versus international currencies, 
particularly the Euro, magnifying international companies’ earnings and stock prices when translated into 
U.S. dollars. In 2025, the MSCI EAFE Index returned 21.2% in local currencies versus the 31.9% when
translated into US dollars. Further declines in the dollar are prompted by the Fed’s accommodative interest
rate policy.

Valuations in developed international markets remain much lower than valuations in the United States. The
current forward Price to Earnings (P/E) ratio in the U.S. is 22.0 times earnings. In Japan, the forward P/E ratio
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is 16.1 times, and the P/E ratio in the Eurozone is 14.9 times. Although the developed international P/E ratios
have increased over the past year, they still offer more reasonable value than seen in the United States.

We have reason to believe that the over-performance of developed international stocks versus U.S. stocks
will continue in 2026.

Emerging Markets May Surpass Developed International Markets in 2026
In 2025, the emerging markets fared better than the developed international markets. The MSCI Emerging
Markets Index advanced by 34.36% for the year. It has been a few years since the emerging markets index
out-performed the S&P 500 Index. We must go back to 2020 when emerging markets slightly out-performed
U.S. stocks and back to 2017 for it to beat the S&P 500 Index handily. There are many reasons to 
believe that the emerging markets may excel this year, perform better than U.S. stocks, and even achieve 
better performance than the developed international markets.

Similar to the developed international markets, the U.S. dollar is likely to decline further versus many of 
the emerging markets’ currencies. In addition, many of the emerging market nations produce a single 
commodity, in particular, metals. These metals include gold, silver, copper, platinum, and palladium. These
metals have been appreciating quite a bit, had terrific returns in 2025, and those returns are likely to 
continue in 2026, benefiting the countries that produce them.

Earnings are also projected to grow strongly in 2026. Capital Group estimates earnings growth of 17.1% for
the emerging market countries in 2026. This is higher than its projection for earnings growth in the U.S. of
14.2%. As stated earlier, S&P Global projects earnings growth in the U.S. of 18%, but the point is that
Capital Group sees faster earnings growth in the emerging markets than it does in the United States. Such
strong earnings growth supports continued appreciation of stocks in those countries. In addition, the
economies of the emerging markets are expected to grow faster than the growth rate expected in both the
U.S. and developed international economies. 

Lastly, the valuations in the emerging markets are more reasonable than we find in the U.S. markets. As 
mentioned earlier, the forward P/E ratio of the S&P 500 Index is 22.0 times. The forward P/E ratio of the
emerging market economies is 13.4 times, and in the emerging economy of China, the forward P/E ratio is
12.3 times earnings.

The evidence regarding the emerging markets is quite compelling.

S&P 500 Target Return for 2026
We have seen three straight years of double-digit returns for the S&P 500 Index. Can we make it a fourth?
With a backdrop of AI spending, Federal Reserve accommodation, and earnings that are growing strongly,
we have a chance. In addition, we are optimistic that the tariff confusion will get worked out. We will 
ultimately end up with reciprocal tariffs and give up what seem to be punitive tariffs on certain countries.

As stated earlier, S&P Global has forecasted full-year 2026 earnings of $310.84 per share. The current 
trailing P/E multiple on the Index is 26.0 times. The trailing P/E ratio on the S&P 500 Index at the beginning
of 2025 was 25.21 times. Earnings grew in 2025, and so did the market index, and the multiple at the 
beginning of 2025 expanded. We believe that the market cannot sustain such a high multiple, and it will 
contract to a level consistent with the start of 2025, around 25.20 times.

With a multiple of 25.20 and earnings of $310.84, we get an index price of 7833.16. With dividends 
reinvested, this would suggest a total return in 2026 of 15.60%. As such, we have confidence that we will
achieve a double-digit return this year.
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Summary
Another positive year for equities in 2025. Double-digit gains for the third year in a row. Although the mag
seven stocks continued to perform well for the year, the real story was overseas as both developed and
emerging markets rose substantially after years of meager returns.

The Federal Reserve cut interest rates three times last year, a quarter point in each of the last three meetings
of the year. All eyes are on the Fed to see what its next move will be. The president has been pressuring 
the Fed to make additional rate cuts and asking it to abandon its independence. We will see a new Fed 
chairman in 2026. The choice of chairman can be a significant market mover.

The economy, as measured by the growth rate in real GDP, is strong. However, mixed data may suggest a
weaker economy is down the road. Nonetheless, our probability of a recession in the next 12 months is at
10%. That is, we are pretty confident there will be no recession in 2026.

Corporate earnings are growing strongly, led by cap-ex spending on artificial intelligence. According to S&P
Global, there will be earnings of $310.84 per share for the full year of 2026. Based on these earnings, we
see a forward P/E ratio of 22.0 times. Looking at the previous 12-month earnings per share, we find a 
trailing P/E ratio of 26.0 times. The P/E ratios both indicate that the S&P 500 is over-valued at present. With
the current valuation in mind, still uncertain tariff policy, and the Federal Reserve yet to cut rates further, we
expect a market correction at some point, most likely in the early part of 2026.

Although the U.S. markets seem a little over-valued, we see a lot of value in both developed international and
emerging markets stocks. A falling U.S. dollar, more reasonable valuations, a German stimulus program, and
NATO spending catchups are among the reasons for our expectations for further appreciation of developed
international and emerging markets’ stocks.

Lastly, based on earnings forecasts, continued Fed accommodation, the sorting out of tariff policies, and 
continued growth in real GDP, we expect rather positive markets in the U.S. in 2026. Our projection for the
total return on the S&P 500 Index is 15.60% in 2026. Of course, there will be ups and downs, and our 
projection considers that.

As such, we are here to listen, counsel, and provide direction to all our clients.

Olsen, CFA, CFP® Michael P. Czajka
President & Chief Investment Officer Chief Executive Officer

Malvern Capital Management, LLC (“MCM”) is an investment adviser registered with the U.S. Securities and Exchange Commission (“SEC”). Registration does not imply
that MCM or any individual providing investment advisory services on behalf of MCM possess a certain level of skill or training. Different types of investments involve 
varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product made reference to directly
or indirectly in this newsletter, will be profitable, equal any corresponding indicated historical performance level(s), or be suitable for your portfolio. This Market Review 
& Outlook Newsletter and its contents are for informational and educational purposes only and is not intended to provide specific advice or 
recommendations for any individual. All indices are unmanaged and may not be invested into directly. The Dow Jones Industrial Average (DJIA) is a price-weighted 
average of 30 significant stocks traded on the New York Stock Exchange and the Nasdaq. The Standard & Poor’s 500 Index is a capitalization weighted index of 500
stocks designed to measure performance of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major industries.
The NASDAQ Composite Index measures all NASDAQ domestic and non-U.S. based common stocks listed on The NASDAQ Stock Market. The Russell 2000 
Growth Index is composed of small-capitalization U.S. equities that exhibit growth characteristics. The Bloomberg Barclays U.S. Aggregate Bond Index is a 
broad-based benchmark that measures the investment grade, U.S. dollar-denominated, fixed-rate taxable bond market. Any opinions, recommendations or indications of
past performance contained in this letter is subject to risks and uncertainties beyond the control of MCM and are no guarantee of future returns. MCM may discuss and
display, charts, graphs, formulas which are not intended to be used by themselves to determine which securities to buy or sell, or when to buy or sell them. Such charts
and graphs offer limited information and should not be used on their own to make investment decisions. While MCM makes every attempt to verify the data and sources,
we do not guarantee or certify the accuracy, completeness or timeliness of the information presented in this letter. In consideration of the investment objectives of any 
individual client, MCM may take actions that are inconsistent with the opinions or views contained in this letter. ©2026 Malvern Capital Management, LLC. Not FDIC
Insured — May Lose Value.
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