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KEY POINTS

= Global stocks continued rallying in the first quarter, amid persistent earnings growth and expectations around artificial
intelligence. Meanwhile, global bond market returns were muted as interest rates generally increased. Looking ahead,
we discuss why stock market gains could continue, and why bond markets could still be set for a positive year.

= The U.S. economy had a solid start to the year and continued to grow in the first quarter, however inflation was higher

than expected. Looking ahead, we discuss why economic prospects will remain positive and why inflation should

resume a gradual decline.

= The commercial real estate market has undergone a significant downturn and sentiment towards it is extremely
negative. We discuss the current state of the real estate asset class and what may lie ahead for it.

= Informed by current market and economic conditions coupled with a long-term investment view, we discuss our

recommendations around portfolio positioning and management.

MARKET REVIEW

POSITIVE MOMENTUM IN STOCK MARKETS CONTINUED
IN THE FIRST QUARTER

Global stock markets gained materially in the first quarter,
continuing the rally from last year. (See Figure 1.) Resilient
profit growth and enthusiasm about artificial intelligence (AI)
helped drive stocks higher, especially companies seen as the
most likely to benefit initially from Al-driven demand and
productivity increases. Stock prices pushed higher, and market
volatility remained subdued in the first quarter despite
uncertainty around “higher-for-longer” interest rate policy,
geopolitical conflicts abroad, and upcoming U.S. elections.

BOND MARKETS PAUSED AMID A SLIGHT REVERSAL IN
THE DIRECTION OF LONG-TERM INTEREST RATES

Global bond markets took a breather in the first quarter after
strong returns in the fourth quarter of last year. Longer-term
interest rates generally increased, reversing course, across
global developed markets in the quarter, particularly in the
U.S., which negatively impacted bond market performance.
The rise in interest rates reflected reduced expectations for
rate cuts later this year, given still resilient economic activity
and persistent inflation. In April, the Fed confirmed that it
needs "greater confidence" that inflation is moving sustainably
down toward 2% before they start cutting interest rates.
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FIGURE 1. Global stocks continued rallying in the first
quarter (Q1), with U.S. stocks leading the way. The
U.S. stock market outperformed the international stock
market, given a more prominent technology sector
makeup and significant U.S. dollar appreciation
dampening international investment returns in Q1.

Meanwhile, bond markets were mixed, as U.S. bonds
finished the quarter down while currency-hedged
international bonds finished up. International bonds
(currency-hedged) outperformed because interest rates
abroad did not increase, in aggregate, as much as U.S.
rates.

SOURCES: MORNINGSTAR, RUSSELL, MSCI, BLOOMBERG. DATA AS OF 03/31/2024. SEE
ENDNOTE 1 FOR ADDITIONAL DISCLOSURES.



MARKET OUTLOOK

STOCK MARKET GAINS COULD CONTINUE; HOWEVER,
VOLATILITY MAY RISE

Stock market gains could continue amid the current
supportive macro backdrop. Strong economic activity and
favorable monetary (interest rate) and fiscal (spending) policy
on the horizon should bode well for stocks. Furthermore,
despite elevated valuations, stock market gains could
continue if earnings keep coming in better than expected and
if more companies and sectors (beyond the mega-cap tech
stocks) start performing better. Broader stock market
participation across less expensive value stocks and most
mid- and small-capitalization stocks would likely occur if
economic growth remains positive, disinflation resumes, and
interest rates eventually come down.

However, as we head further into 2024, negative catalysts
could emerge that impact investor sentiment and
expectations, resulting in stock market declines. Downside
market volatility is likely to rise if economic growth slows
significantly more than expected due to the lagged effects of
the Fed’s tightening or if inflation flares up materially again,
resulting in another Fed pivot back to a more restrictive
stance. Additionally, global geopolitical risk and uncertainty
about the U.S. Presidential election remain elevated.

DESPITE THEIR INITIAL SETBACK, BONDS ARE STILL
LIKELY TO DELIVER POSITIVE RETURNS THIS YEAR

Bond returns are likely to be positive this year, given their
current yields and the outlook for interest rate policy. High-
quality investment-grade bonds now yield 4.85%-t0-5.90%
after the move-up in longer-term interest rates in the first
quarter.? Moreover, despite recent inflation data coming
higher than expected, a resumption of central bank rate
policy hikes still appears off the table. In the U.S., the higher
probability scenarios for the next Fed move(s) will either be
to lower its policy rate or keep it where it is for longer.

In either interest rate policy move scenario, bond investors
are looking at a favorable return environment. If central
banks start to lower rates or even indicate plans to do so
sooner (or more aggressively) than anticipated, prices for
intermediate and long-term bonds will appreciate, boosting
their returns. On the other hand, if central banks keep policy
rates at current levels for longer, investors will continue to
benefit from the current attractive bond interest yields.

ECONOMIC REVIEW

THE U.S. ECONOMY CONTINUED GROWING AND
INFLATION PRESSURES RETURNED

The U.S. economy had a solid start to the year despite the
Fed's efforts to cool it to rein in inflation by keeping
interest rates elevated. The U.S. economy continued
growing in the first quarter, expanding at an initially
estimated 1.6% annual rate.? Although this growth rate
was less than expected and slower than last year's quick
pace, the overall picture continues to be one of solid
growth due to a strong job market and consumer spending.
Better-than-expected workforce and productivity gains are
behind the labor market's continued strength. Job growth
and wage increases continued to fuel household
consumption.

Inflation in the U.S. was higher than expected in the first
quarter as the downward trend leveled off. (See Figure 2.)
Turn-of-the-year seasonality in shelter costs helped explain
firmer price increases in January and February. However,
in March, service prices outside of housing, including
everything from car insurance to medical care, resulted in
three consecutive months of stronger-than-anticipated
inflation readings, derailing hopes that the Fed might cut
rates as soon as this summer.

THE DOWNWARD TREND IN U.S. INFLATION
HAS BEEN LEVELING OFF

U.S. Inflation (% Change vs. Prior Year)
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FIGURE 2. Since the end of the third-quarter 2023,
U.S. CPI and Core CPI have come in flat-to-hotter,
bucking the downward trend toward 2% inflation
that the Federal Reserve is aiming for.

SOURCES: YCHARTS, BUREAU OF LABOR STATISTICS. DATA FROM: 3/1/2021 TO
3/31/2024. SEE ENDNOTE 4 FOR ADDITIONAL DISCLOSURES.



MAJOR INTERNATIONAL ECONOMIES HAVE HELD UP
BETTER THAN EXPECTED

Major European economies have broadly stagnated due
to prior years' central bank interest rate hikes. Weakness
in global trade, partly due to lower Chinese demand, has
particularly impacted export-oriented European country
manufacturing sectors. On the positive side, continental
Europe has thus far avoided a deep recession that many
economists anticipated, with signs that businesses and
consumers have adjusted to higher rates quicker than
expected. Moreover, inflation across Europe has
continued to decline and is fast approaching central
banks' 2% targets while jobs markets remain stable. (See
Figure 3.)

INFLATION IN EUROPE IS FAST APPROACHING 2%
WITHOUT A PICKUP IN UNEMPLOYMENT
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FIGURE 3. European consumer price inflation has
continued its downward trend and has fallen to
2.4%, while core inflation has declined to 3.1%.
Despite declining inflation, and amid high interest
rates, the European job market has remained stable.

SOURCES: YCHARTS, EUROSTAT. DATA FROM 3/31/2021 TO 3/31/2024. SEE ENDNOTE
4 FOR ADDITIONAL DISCLOSURES.

In Asia, China is still experiencing persistent economic
challenges stemming from an extended property
downturn, which has negatively impacted consumer
spending. On the other hand, China's economy is
getting a boost from the government's push to turbo-
charge manufacturing and exports by investing heavily
in new factories. Recent better-than-expected
industrial production data suggest the strategy is
working. More broadly, China's economy grew by a
better-than-expected 5.3% in the first quarter.5

Meanwhile, in Japan, its central bank finally ended its
negative interest rate policy at its March meeting. After
eight years, this policy normalization was a historic
move that signaled that decades of deflation in Japan
had officially ended. Recent stronger-than-expected
wage increases indicate that the Japanese economy has
started to see internally driven inflation growth.

ECONOMIC OUTLOOK

THE U.S. ECONOMY WILL LIKELY REMAIN HEALTHY
FOR SOME TIME, BUT INFLATION SHOULD
RESUME A GRADUAL DECLINE

The U.S. economy will likely remain on solid footing
as job growth continues for much of 2024. The labor
market could eventually start to slow; however, the
unemployment rate will likely not increase materially
this year, particularly if the number of job openings
stays elevated. As such, consumer spending growth
should continue, but likely more slowly, as excess
savings continue running down, wage increases
diminish, and banks maintain tight lending standards.

Despite the economy's continued strength, inflation
should resume declining, albeit gradually, as sticky
services inflation slowly unwinds. As such, achieving
the Fed's goal of bringing inflation back down to the
2% level will likely take longer than expected. Given
still elevated inflation and the continued strength of
the U.S. economy, we maintain our view that rate cuts
(never mind aggressive rate cuts) are not imminent.

ECONOMIES ABROAD ARE LIKELY TO REMAIN
CHALLENGED IN THE NEAR TERM BUT GROWTH
PROSPECTS SHOULD GRADUALLY IMPROVE

Europe's economic growth prospects will likely remain
challenged in the near term; however, the immediate-
term outlook may be brighter than expected.
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EUROPEAN SERVICE AND MANUFACTURING SECTOR ACTIVITY IS TRENDING UPWARD
Eurozone Purchasing Manager Index (PMI) Survey Data
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FIGURE 4. European service sector purchasing manager index surveys (PMIs), which gauge future activity, are in
expansion territory (above 50) and inflecting upwards in most major European economies. Even manufacturing
sector PMIs are on an upward trend showing signs of improvement.

SOURCES: LAZARD ASSET MANAGEMENT, FACTSET. DATAAS OF MARCH 2024. SEE ENDNOTE 6 FOR ADDITIONAL DISCLOSURES.

Economic data that gauge future activity are either in
expansion territory or inflecting upwards in most major
European economies. (See Figure 4.) Meanwhile, inflation
is in sight of the European Central Bank's (ECB) 2%
target. Against the challenging but slightly improving
backdrop, the ECB's first interest rate cuts could come as
soon as June (ahead of U.S. Fed rate cuts). This shift
towards rate cuts (easing) after two years of rate hikes
(tightening) should help improve Europe's economic
outlook.

China's economy is likely to experience an uneven
recovery. Given the government's policy priorities for
investment and manufacturing upgrades, industrial and
export activity should continue improving. However, if the
housing downturn persists, consumers could further curtail
spending, leading to a potentially deflationary
environment. Therefore, more policy support is likely on
the way to help boost consumer spending and interest rates
and bank reserve requirement ratios will likely be cut to
mitigate deflationary pressures.

Meanwhile, if Japan's economy continues to show signs of
exiting its long-term deflationary spiral, its central bank
will likely continue raising its interest rates (from extremely
low levels). The longer Japan stays out of a deflationary
environment, the more positive economic growth it will
likely get, boosted by increased corporate and household
consumption and investment.

ON THE MINDS OF INVESTORS

COMMERCIAL REAL ESTATE DOWNTURN - WHAT MAY
LIE AHEAD FOR INVESTORS

The rapid rise in interest rates during the roughly eighteen-
month period starting in early 2022 resulted in material
downward repricing of public stock and bond markets as
well as public and private commercial real estate (CRE)
markets. Even before the rate increases, many key sectors
within CRE were challenged by pandemic-related issues.
Now, amid higher rates, CRE faces challenges with
looming debt refinancing as a significant amount of CRE-
based debt comes due.

Why Invest In Commercial Real Estate?

The CRE asset class is the third largest investable asset
class in the U.S., next to equities and bonds.” The CRE
asset class has historically not been perfectly correlated to
either stocks or bonds and, therefore, has provided
diversification to an investment portfolio. Like stocks,
CRE investments typically offer income and capital
appreciation potential. Although stocks have historically
delivered a higher level of growth, CRE investments tend
to yield a higher level of income; moreover, they can be tax
efficient.® Lastly, CRE investments have the potential to
act more effectively as an inflation hedge, as both the value
of real estate and rent from CRE investments tend to
increase in line with average inflation levels over time.



OFFICE IS ONLY ONE (AND A RELATIVLEY SMALL) SECTOR OF THE OVERALL COMMECIAL REAL ESTATE MARKET

U.S. Commercial Real Estate (CRE) Market
Sector Breakdown
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FIGURE 5. In the U.S., the office sector currently makes up approximately 17% of the overall private real estate market,
and only 6% of the overall public commercial real estate market.

SOURCES: GREEN STREET, FTSE RUSSELL. DATA AS OF 03/31/2024. NOTES: “PRIVATE CRE MARKET” REPRESENTED BY THE GREEN STREET (ALL PROPERTY) COMMERCIAL PROPERTY
PRICE INDEX (CPPI); “PUBLIC CRE MARKET” REPRESENTED BY THE FTSE NAREIT EQUITY REITS INDEX. SEE ENDNOTE 11 FOR ADDITIONAL DISCLOSURES.

Pandemic Impact on Commercial Real Estate (Then
and Now)

Amid the pandemic, the three CRE sectors that were
most negatively impacted were office, retail, and hotel.
However, since the end of the pandemic, retail and hotel
sectors have recovered significantly and are in relatively
good health. Although many retail properties closed for
good, properties that survived are now experiencing
positive rent growth again. This is because people still
shop in person (only 17% of total retail shopping is
online”), and higher-end retail properties have evolved to
incorporate more experience-based and grocery-anchored
retail. Meanwhile, the hotel sector has bounced back and
is growing as air travel has recovered completely since the
pandemic. '’

The office sector is the only CRE sector still hurting from
the pandemic due to the hybrid work environment.
However, not all office properties are under severe
pressure; the hybrid work issue has particularly impacted
older, non-class-A office buildings in undesirable
locations. Nonetheless, the office sector is a relatively
small portion of the overall CRE market today. (See
Figure 5.) Any further markdowns in the office sector will
likely have much less impact on the overall performance
of the entire real estate asset class. Additionally, the
majority of what is left of the office sector is increasingly
newer, updated class-A properties.

Conversely, other real estate sectors (notably industrial and
residential) continue to experience strong operating
fundamentals, including high occupancy rates and above-
average rent growth. This is expected to continue as there is a
significant shortage of housing supply, and additional storage
and distribution facilities are needed to support the growth of
e-commerce. Additionally, newer real estate sectors, including
cell towers, data centers, and life science medical centers,
should see continued growth as infrastructure is needed to
support the growth in technology and healthcare industries.

The Potential Impact of CRE Debt Coming Due

Over $2T of CRE-based debt is coming due in the next three
years, which will need to be refinanced, and traditional lenders
(mostly regional banks) may not be willing to help replace all
the expiring debt.!> This potential capital gap raises concerns
that CRE values broadly could experience significantly more
downward pressure. However, there are some key reasons why
this will likely not be the case or will not be as bad as expected.

First, the CRE market has already seen a significant valuation
drawdown since the early 2022 peak. The rapid increases in
short-term policy interest rates significantly increased longer-
term real estate borrowing costs, and as a result, commercial
real estate property values have gone through one of the worst
declines in history. (See Figure 6.) As such, because the U.S.
Federal Reserve no longer plans to hike policy rates further, it’s
likely that most of the CRE valuation markdowns are behind
us.



THE COMMERCIAL REAL ESTATE MARKET HAS UNDERGONE ONE OF ITS BIGGEST DOWNTURNS

U.S. Comercial Real Estate (CRE) Market
Maximum Drawdowns From Recent Peak
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FIGURE 6. Since early 2022, the public CRE market has experienced a maximum drawdown of 31%, while the private
CRE market has experienced a maximum drawdown of 21%. These are the largest CRE drawdowns for each respective

market since the 2007-2008 Global Financial Crisis.

SOURCES: GREEN STREET, MORNINGSTAR DIRECT, FTSE. DATA AS OF 03/31/2024. MAXIMUM DRAWDOWN PEAK TO TROUGH DATES: PRIVATE CRE (03/2022-02/2024); PUBLIC CRE (01/2022-10/2023)
DRAWDOWN DEFINED AS THE OBSERVED LOSS FROM A PEAK TO A TROUGH BEFORE A NEW PEAK IS ATTAINED. “ALL SECTORS” INCLUDES THE CORE SECTORS IN THIS CHART PLUS OTHER
NON-CORE REAL ESTATE SECTORS INCLUDING BUT NOT LIMTIED TO HEALTHCARE, DATA CENTERS, SELF STORAGE, ETC. SEE ENDNOTE 12 FOR ADDITIONAL DISCLOSURES.

Secondly, the risk that the pullback in CRE loan
availability (supply) will potentially push up CRE debt
rates higher and property values lower will likely not be as
significant as expected.

Traditional banks broadly are not completely stepping
away from CRE lending; rather, they have tightened their
lending standards and have dropped available leverage
ratios for new loans from ~65% loan-to-value to ~55%
loan-to-value.!? Furthermore, most, if not all, of the
pullback in traditional bank CRE lending will likely be
replaced by non-bank lenders, including large private debt
asset managers and other private and public debt
providers. A similar type of changeover has been
happening since the 2008 Global Financial Crisis, with
non-bank lenders gradually taking on most of the lending
to private companies outside of the real estate sector.

Lastly, there will be plenty of time for the lending
transition because CRE debt maturities will occur
gradually over a multi-year period, with less than 20% of
outstanding CRE loans set to mature within the next two
years.'4 Additionally, a significant portion of the debt that
is actually expected to default will likely occur in the office
sector, specifically for low-quality, obsolete office buildings
in undesirable locations, for which values have already
declined the most. The amount of outstanding debt
maturing in the office space only makes up about 15% of
the total debt maturing'?, so any defaults within the office
space will likely have less impact on the broader CRE
property market.

Commercial Real Estate Outlook and Asset Allocation

The last couple of years have certainly been challenging for
the CRE market, particularly the office sector. However, the
return outlook for the CRE asset class is brightening. Most
importantly, the Federal Reserve (and other major Central
Banks worldwide) have indicated that they plan to stop raising
short-term policy rates and, if anything, will likely cut rates at
some point as inflation continues to cool. The interest rate
peaking should help stabilize CRE values.

Furthermore, despite declining values, most CRE sectors
(outside of low-quality office properties) have been able to
increase rents in response to higher inflation over the last
couple of years. This rental growth, resulting in higher net
operating income, will help offset some of the price declines
that have occurred and will be additive to future CRE returns.
Moreover, the office sector will continue evolving as more of
it becomes highly amenitized, class-A buildings in desirable
locations, and the properties left behind will be repurposed or
rebuilt as different types of commercial real estate.

Lastly and perhaps most importantly, the public CRE market,
equity real estate investment trusts, are currently trading at a
significant discount (~15%) to underlying property net asset
values.!® Historically, when the public CRE market trades at
sizable discounts, the market has produced higher-than-
average returns in the subsequent one, two, and three-year
periods.!” Similarly, the private CRE market has delivered
attractive returns over the years immediately following
significant drawdowns. (See Figure 7.)



REAL ESTATE REBOUNDED SIGNIFICANTLY AFTER
THE LAST TWO MAJOR DRAWDOWNS

U.S. Private Commercial Real Estate (CRE) Market
Drawdowns and Subsequent Returns
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FIGURE 7. The last two major CRE drawdowns (down
over 10%) occurred during the early 1990’s recession
and the 2007-08 global financial crisis. Both were
followed by material rebounds in real estate values.

SOURCES: NCREIF, J.P. MORGAN. NOTES: U.S. PRIVATE CRE MARKET REPRESENTED
BY THE NCREIF OPEN-END DIVERSIFIED CORE EQUITY (ODCE) TOTAL RETURN
INDEX. RETURNS ARE CUMULATIVE TOTAL GROSS RETURNS. MAXIMUM
DRAWDOWN PEAK TO TROUGH DATES: EARLY 90S RECESION (9/30/1990- 6/30/1993);
FINANCIAL CRISIS (6/30/2008 - 12/31/2009).

We continue to recommend that investors maintain a
long-term strategic allocation to real estate despite near-
term headwinds. Real estate investments should continue
to provide investors with the benefits of capital growth,
income, tax efficiency, diversification, and an inflation
hedge. Looking ahead, most CRE sectors will likely
benefit from lower starting valuations, sustained
macroeconomic tailwinds, and favorable prospects for
continued rental income growth.

PORTFOLIO MANAGEMENT

Our recommendations around portfolio positioning and
management are informed by current market and
economic conditions coupled with a long-term investment
view.

STRATEGICALLY USE STOCK MARKET RALLIES TO
YOUR BENEFIT

Stock market rallies, like the one we experienced over the
last two quarters, present opportunities for long-term
investors. It may be tempting to let portfolio stock
allocations drift higher when stock markets are achieving
new all-time highs. However, this may have the
unintended consequence of increasing portfolio risk. As
such, we recommend that investors stay disciplined and,
to the extent they are overweight their strategic asset
allocation targets, use rallies to sell some higher-priced
assets and add to other asset classes that have not been
performing well. Implementing this disciplined approach
of selling high amid market rallies may not feel logical, but
it can help improve portfolio risk-adjusted returns over the
long term.

TAKE ADVANTAGE OF THE CURRENT OPPORTUNITIES
IN REAL ESTATE AND INFRASTRUCTURE SECURITIES

Publicly traded real estate, as noted earlier, as well as
infrastructure securities, have significantly
underperformed the broader stock markets, given the
significant rise in interest rates over the past two years.
The prices of real estate and infrastructure securities are
particularly sensitive and have an inverse relationship to
interest rates. As such, real estate and infrastructure
security prices have declined over the last two years and
are currently trading at significant valuation discounts.
This recent poor performance has created attractive
opportunities for new and additional investment into
these asset classes.

SEIZE THE BETTER YIELDS NOW AVAILABLE FROM
HIGH-QUALITY, INTERMEDIATE-TERM BONDS

As noted earlier, longer-term interest rates, particularly in
the U.S., have increased since the start of the year.
Although this has negatively impacted recent bond market
performance, it has created another window for long-term
investors to lock in higher yields in investment-grade
rated, intermediate-term bonds. Furthermore, allocating
to high-quality longer-term bonds in a potentially more
challenging economic and market environment can
provide an effective ballast in a portfolio containing riskier
assets like stocks. More challenging economic conditions
will eventually precipitate central bank interest rate cuts,
likely resulting in bond price appreciation.
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9 Sources: JP Morgan, U.S. Bureau of Labor Statistics, U.S. Census Bureau. Publication: JP Morgan 2024 Q1 Guide to Alternatives. Data as of 12/31/2023. Notes: U.S. Retail Sales
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Past performance does not guarantee future results. Indices are not available for direct investment; therefore, their performance does not reflect the expenses associated with
the management of an actual portfolio.

IMPORTANT DISCLOSURE INFORMATION

Please remember that different types of investments involve varying degrees of risk, including the loss of money invested. Past performance may not be indicative of future
results. Therefore, it should not be assumed that future performance of any specific investment or investment strategy, including the investments or investment strategies
recommended or undertaken by Capstone Financial Advisors, Inc. (“Capstone”) will be profitable. Definitions of any indices listed herein are available upon request.
Please contact Capstone if there are any changes in your personal or financial situation or investment objectives for the purpose of reviewing our previous
recommendations and services, or if you wish to impose, add, or modify any reasonable restrictions to our investment management services. This article is not a substitute
for personalized advice from Capstone and nothing contained in this presentation is intended to constitute legal, tax, accounting, securities, or investment advice, nor an
opinion regarding the appropriateness of any investment, nor a solicitation of any type. Investment decisions should always be based on the investor’s specific financial
needs, objectives, goals, time horizon, and risk tolerance. This article is current only as of the date on which it was sent. The statements and opinions expressed are,
however, subject to change without notice based on market and other conditions and may differ from opinions expressed by other businesses and activities of Capstone.
Descriptions of Capstone’s process and strategies are based on general practice, and we may make exceptions in specific cases. A copy of our current written disclosure
statement discussing our advisory services and fees is available for your review upon request.

CAPSTONE

FINANCIAL ADVISORS



https://franklintempletonprod.widen.net/s/2v5gpccxxt/attme_wp
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