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As we begin this market review for the fourth quarter of 2025, we find ourselves experiencing déja vu and repeating
the first sentence of our third-quarter review: “Tech stocks in general, and Al-related stocks in particular, continued
to dominate the news for much of the quarter.” Much of the focus on Technology has been around the sustainability
of the rally and the capital expenditure investment underway. More investors are starting to worry that the returns on

these outsized investments may not materialize and lightened overweight positions.

While Technology may have been in the headlines, the top performing sector of the S&P 500 was actually Healthcare
in the fourth quarter. And if we look at full year results, Technology was dominant, but we saw also strong stock

performance in Industrials and Financials. So, some broadening has clearly happened in the market.

We saw these fourth quarter trends travel down market cap. While the Russell 2000 was not able to outperform the
S&P 500 for two quarters in a row, it still showed growth, up 2.2% to the S&P 500’s 2.7% in the period. This quarter
also showed a preference for value stocks over growth and that was echoed up and down market cap ranges. Investors
appear to be positioning for a cyclical growth upswing, powered by lower interest rates and accommodative fiscal
policy.

FIGURE 1: 4Q 2025 INDEX RETURNS
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Data presented is for the three months ending December 31, 2025. Data is obtained from FactSet and is assumed to be reliable. Please see the end of this commentary for
additional information regarding the indices. Past performance is no guarantee of future results.
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Looking beyond our shores, it was a strong year for International Equities. The MSCI ACWI Index (large and mid-cap
companies in developed and emerging markets around the world) was up 22% this year. In the fourth quarter, markets in
South Korea, Japan, Spain, and Brazil were up double digits. The South Korean Kospi rocketed up 80% for the year, with
the Spanish IBEX 35 up a stellar 69% behind it. 2025 was the year where diversification finally helped a portfolio.

FIGURE 2: CUMULATIVE INDEX RETURNS
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Data presented is for the year ending December 31, 2025. Data is obtained from FactSet and is assumed to be reliable. Please see the end of this commentary for additional
information regarding the indices. Past performance is no guarantee of future results.

Looking back, this was certainly an action-packed year, with volatility, large reversals, and tremendous uncertainty.
But through all this noise, this was also a year of better than expected corporate earnings growth and mostly stable

employment. In this commentary, we hope to answer some questions that are top of mind for clients.

1. what were the key macroeconomic challenges in Q4 2025, and how did
they affect market analysis?

From a macroeconomic perspective, identifying the most revealing data points in the final quarter of 2025 proved
challenging, largely because we didn’'t (and still don’t) have much of the data we typically rely on. The 43-day government
shutdown limited access to critical economic data, leaving investors and analysts struggling to assess the trajectory of
the economy. Although some of the data was eventually released, such as the most recent inflation report, even those
published reports were incomplete. For example, the inflation report was missing the shelter component, a key factor in

understanding the full inflation picture.

When we look at data that was not affected by the government shutdown, in particular corporate earnings, overall things
look quite positive. And that’s true not just for large cap stocks—strength in corporate profits appears to be broadening out.

Looking forward into 2026, forecasts for double-digit EPS growth are consistent across small, mid, and large cap stocks.
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FIGURE 3: EARNINGS GROWTH ESTIMATES FOR SMALL, MID AND LARGE CAP STOCKS
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Data presented is as of January 7, 2026, is obtained from Strategas and Bloomberg Consensus Estimates and is assumed to be reliable. Please see the end of this commentary for
additional information regarding the indices. Past performance is no guarantee of future results.

That’s a nice setup for a good start to the new year. What we find most impressive about the corporate sector overall in
2025 is just how well companies were able to manage through all the uncertainty.

2. What does the recent performance of small cap equities reveal about
the current market cycle and the durability of recent market gains?

Reflecting on the sources of strength in equity markets over the last quarter or so, it is evident that equities have been
delivering strong returns for the past three years; however, until recently, this momentum was primarily concentrated

in mega-cap stocks, namely the Magnificent 7. In 2025, small caps started to outperform, and rather significantly,
particularly in the second half of the year. The composition of the small cap benchmark is notably diverse, encompassing
a wide range of company profiles. Further, a substantial proportion, around 40%, are unprofitable.

FIGURE 4: STRONG PERFORMANCE OF NON-EARNERS SINCE LIBERATION DAY
Russell 2000® Index Earners and Non-Earners Performance through December 2025
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Data presented is as of December 31, 2025, is obtained from FactSet Research Systems and BNY Mellon and is assumed to be reliable. The statistics presented above are based on a
representative portfolio. Actual results may vary. Other principal consultant firms may use different algorithms to calculate selected statistics. Estimates are based on certain assumptions
and historical information. Please see the end of this commentary for additional information regarding the indices. Past performance is no guarantee of future results.
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Some of the lack of profitability can be explained by the types of businesses in the small cap index. For example, biotech
firms in the small cap indexes are often ones that have yet to secure FDA approval and thus have no revenue or earnings.

There are more nascent technology companies still operating at large losses as well.

When we look at fourth quarter performance for small caps, it’s clear that low quality did the best. Across all the
segments of the Russell 2000, whether value, growth, or core, stocks with no earnings, and therefore negative
PE multiples, outperformed. And stocks of companies with high leverage—extremely high, in some cases—also
outperformed in the fourth quarter.

FIGURE 5: RELATIVE PERFORMANCE OF NEGATIVE EARNERS
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We believe that over the long term, unprofitable or highly levered companies tend to underperform. In the fourth
quarter, the health care sector outperformed dramatically, particularly among small caps and largely driven by the
more speculative biotech segment. This pattern suggests that investors, particularly retail investors, are exhibiting

a pronounced appetite for risk, a stance that many professional small-cap managers find uncomfortable. Another
outperforming segment within small caps, was quantum computing, a relatively new technology whose practical
applications are still far out on the horizon. Like many biotech firms, quantum computing companies often have no
revenue, let alone earnings. While the technology is very exciting, particularly in its potential to solve some of the power

constraints of Al, we do believe it is still highly speculative at this point.

3. How should quality investors approach sector selection and portfolio
construction in an environment dominated by speculative rallies and
shifting market leadership?

Thinking more deeply about secular and market trends, we noticed strong outperformance in Materials, Real Estate, and
Health Care in Q4 2025. To start, let us consider Materials, a sector that tends to be difficult for quality investors to find
differentiated businesses with strong earnings resilience. Most of the companies are commodity-driven and are price
takers. But their recent performance indicates many are finding a strong footing based on strong commodity pricing
driving persistent inflation. Again, the fact that these lower-quality commodity-type businesses are outperforming is not

an indication of a high-quality rally.
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In a similar vein, the Real Estate sector has performed quite well in some of the Russell indices we track. Real estate is
highly sensitive to interest rates, so there is excitement about the prospect for future interest rate cuts, particularly if we
have a new Fed Chair who is likely to listen to President Trump’s call to lower rates. The expectation is that this would
benefit the Real Estate sector. The question is, can we cut interest rates without reigniting inflation? It is not easy to

be confident about that response. We do not typically invest heavily in real estate, as it is difficult to find differentiated
businesses in the sector that can outperform over the long term. Like Materials companies, which are highly sensitive

to commodity prices, real estate businesses are extremely sensitive to interest rates. Our preference is to invest in
companies that maintain greater control over their operating environment and long-term prospects.

After years of underperformance and significant pressure across small-, mid-, and large-cap segments, Health Care
has emerged as one of the best-performing sectors in the Russell indices as 2025 concluded. However, we believe the
sustainability of this strong performance warrants scrutiny. This shift appears to be largely attributable to the sector’s

composition, as performance tends to diminish with increasing market capitalization.

Larger health care companies typically have FDA-approved drugs or medical devices generating relatively stable
earnings. As you move down market cap, you often see higher growth rates of companies scaling a newly approved drug
or device. But oftentimes, the largest gains for stocks occur in companies that are waiting for approval. This is a very
speculative and binary market, where successful investors are having to understand drug trial readouts, the probability of
success, the probability of approval with the FDA, and the price the company can charge. This is a domain best invested
by healthcare and market experts. But the potential for outsized stock returns on successful drugs often makes them a

popular haven for retail investors with a lottery ticket mentality.

We think some of this dynamic helps explain the recent outperformance observed within the sector. Many retail investors
are buying up biotech stocks hoping for a big payoff from that gamble. We would note with great humility that over the
longer-term, biotech investing has not been a fruitful place for investors. As of 2018, more than 50% of biotech IPOs have
lost 80%+ of their value, and only 20% had positive returns.

FIGURE 6: BIOTECH PERFORMANCE SINCE IPO BY VINTAGE YEAR
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Data presented is as of August 11, 2025, is obtained from BioPharma Dive, Bloomberg, JP Morgan Asset Management and is assumed to be reliable. Past performance is no
guarantee of future results.

Given the lower quality rally we’'ve seen recently, we believe it is important to maintain our disciplined, bottom-up
investing approach, finding the best quality companies and not trying to position for a specific macroeconomic
outcome. While sectors like Materials and Real Estate, and even Utilities, have been outperforming, shifting our portfolio

to pursue these trends is not in our clients’ longer-term interests. Rather than chasing short-term market leaders, our
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strategy emphasizes owning high quality businesses with strong fundamentals and long-term potential. The current
market environment has not favored this approach, making it difficult for our strategies to outperform in the near-term.

4. what are the risks and opportunities associated with investing during
major technology transitions, such as the AI boom?

This period has been characterized by a speculative, low-quality rally in the third consecutive year of strong equity
market performance. As a result, many professional investment managers have been struggling to beat their benchmarks,
particularly within the small-cap segment, where some of the most low-quality speculation is occurring.

Looking ahead, we remain optimistic about the prospects for artificial intelligence (AD. We view the Magnificent 7, in
particular, to be well positioned to benefit from the Al boom, even if the most optimistic projections are not realized.
Many of these companies leverage gains from Al advancements without directly selling Al products. For example, Meta
leverages Al to enhance its advertising business without needing to commercialize Al hardware or models. In contrast,
Tier 2 and Tier 3 “Al-adjacent” companies—such as those in real estate, power generation, quantum computing, and Al
consulting—have also benefited from the enthusiasm surrounding Al.

However, it is important to recognize that the vast majority of capital investment is now concentrated in just a few
dominant players, which introduces a new layer of risk should any of these companies decide to scale back their
spending. An Al capex slowdown could dampen growth expectations for tech leaders, weaken investor confidence
in innovation-driven sectors, and trigger broader market volatility. Over the long term, we believe the transformative

potential of Al may be underestimated.

FIGURE 7: Al CAPITAL EXPENDITURES MAGNIFICENT 7 VS. THE BROADER TECHNOLOGY SECTOR
As a % of S&P 500° Index Capex
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Data presented is as of December 31, 2025, is obtained from FactSet and is assumed to be reliable. The Magnificent 7 stocks include Alphabet, Amazon, Apple, Meta Platforms,
Microsoft, NVIDIA, and Tesla. Past performance is no guarantee of future results.

A primary challenge in investing during major technology transitions—such as the current shift driven by Al—is the
difficulty of identifying which companies will emerge as long-term leaders and understanding the broader economic
implications. For example, consider the advent of the ATM. When ATMs were introduced, many predicted a significant
reduction in bank branch employment. Instead, ATMs enabled bank employees to spend more time face-to-face with
customers. This gradual transition allowed workers to adapt to new roles without major disruption to the banking sector’s
labor force. In contrast, the adoption of word processing had led to a more rapid elimination of typist positions, which
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were never replaced. These examples illustrate that while some technological changes are absorbed smoothly, others
can be highly disruptive. Given that Al is a far more powerful and wide-reaching technology, its ultimate impact is more
difficult to predict.

As investment managers, we believe the important thing is to continue to focus on the earnings potential Al represents,
and to be very mindful of potential disruption to existing portfolio holdings. No one wants to own today’s version of

Blockbuster Video. Still, we should remember that Netflix was still sending out DVDs until September 2023, even though
it had launched its streaming service in 2007. Technology transitions are unpredictable, unfolding at varying speeds. As

investors, our priority is to select companies with good earnings prospects and strong competitive advantages.

5. What are the additional risks investors should consider in 2026?

In our view, additional risks for 2026 are closely linked to the evolving political climate. With the U.S. midterm elections in
November, we believe there is a meaningful possibility that the composition of the House and perhaps the Senate may
change, as is common in reaction to policies enacted by each sitting administration. Most recently, we see affordability
as being a persistent theme that both voters and politicians have latched onto. The current administration appears less
willing to tackle these themes and that could leave Republicans more vulnerable in November. If we did see a large shift
in the composition of the House and Senate, it could slow efforts to reduce regulation or lead to a more deadlocked

government overall. In general, midterm election years tend to be more volatile, which we think could recur this year.

FIGURE 8: S&P 500° INDEX PRICE RETURNS BY PRESIDENTIAL CYCLE
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Data presented is as of December 31, 2025, is obtained from Strategas and is assumed to be reliable. Please see the end of this commentary for additional information regarding
the indices. Past performance is no guarantee of future results.

The geopolitical tension in Latin America is also concerning, and we believe it may represent a risk for investors. Trade
friction between the U.S. and Latin America is not something to ignore, given our strong trading ties, in particular with

our largest trading partner, Mexico.

We also believe the full impact of tariffs has not fully materialized. Many import-dependent businesses mitigated the
initial effects by front-loading orders at the beginning of 2025, which delayed the need to raise prices or compress
margins. Many have been waiting or only raising prices incrementally. Although tariffs were intended to encourage
domestic manufacturing, they have in many cases raised input costs for U.S. producers. Even if those businesses were

Market Review Commentary 7



Kayne Anderson Rudnick Investment Management

Julie Biel, CFA
Chief Market Strategist

Julie Biel, CFA is Chief
Market Strategist,
Portfolio Manager,

and Senior Research
Analyst with primary
research responsibilities
for the small and mid-
capitalization information
technology and health-
care sectors. Ms. Biel
began her equity
research career in 2004.

4Q 2025

able to increase domestic production quickly, which is itself quite difficult, their input costs
are much higher as a result of tariffs. We can see the negative effects of higher input costs
already in industries like automotive production. As the midterm elections approach, tariffs
and rising costs are likely to become central topics in political discussions.

Another area worth noting is the recent high-profile bankruptcies in the private credit
arena—particularly within the syndicated loan market in the latter part of 2025. While
public company balance sheets remain generally strong, there is much less visibility into
private credit markets. Although these loans are often described as high quality, the rapid
expansion of private credit raises concerns of potential defaults should we enter a more
difficult economic backdrop.

Finally, labor market conditions have become increasingly complex. Contributing factors
include layoffs in the public sector and a sharp reduction in legal and illegal immigration.
Historically, immigration has supported U.S. productivity by boosting the supply of labor,
which is often lower-income, as well as adding to consumer demand and mitigating
demographic challenges of a declining domestic birthrate. It has also been a critical
source of highly skilled talent. A sustained decline in immigration is therefore likely to
create structural headwinds for economic growth. Meanwhile, the labor market is showing
signs of gradual softening—described as “air slowly leaking from a tire.” Should this trend
accelerate, it will become a central focus for markets in the months ahead.

The Russell 2000 Index is a free float-adjusted market capitalization-weighted index
of the 2,000 smallest companies in the Russell Universe, which comprises the 3,000
largest U.S. companies. The Russell Midcap Index is a free float-adjusted market
capitalization-weighted index of medium-capitalization stocks of U.S. companies. All
companies that have a weight greater than 4.5% in aggregate are no more than 45%
of the Index and no individual company has a weight greater than 22.5% of the Index.
The Russell 1000 Growth Index which is a free float-adjusted market capitalization-
weighted index of growth-oriented stocks of the 1,000 largest companies in the
Russell Universe, which comprises the 3,000 largest U.S. companies. All companies
that have a weight greater than 4.5% in aggregate are no more than 45% of the Index
and no individual company has a weight greater than 22.5% of the Index. The Russell
1000 Value Index which is a free float-adjusted market capitalization-weighted index
of value-oriented stocks of the 1,000 largest companies in the Russell Universe,

which comprises the 3,000 largest U.S. companies. All companies that have a weight
greater than 4.5% in aggregate are no more than 45% of the Index and no individual
company has a weight greater than 22.5% of the Index. The S&P 500 Index is a market
capitalization weighted index which includes 500 of the largest companies in leading
industries of the U.S. economy. The MSCI AC World ex USA Index is a free float-
adjusted market capitalization-weighted index that measures equity performance of
developed and emerging markets, excluding the United States. The index is calculated
on a total return basis with net dividends reinvested. The index is unmanaged, its
returns do not reflect any fees, expenses, or sales charges, and is not available for
direct investment. The MSCI EAFE Index is a free float-adjusted market capitalization
index that measures developed foreign market equity performance, excluding the U.S.
and Canada. The KOSPI (Korea Composite Stock Price Index) is South Korea’s main
stock market index, representing all common stocks on the Korea Exchange (KRX)D,
similar to the S&P 500 in the U.S.; it’s a market-capitalization-weighted index, meaning
larger companies have greater influence, and serves as the primary benchmark for the
country’s economic health. The IBEX 35 (indice Bursatil Espafiol) is Spain’s primary
stock market benchmark, representing the 35 most liquid and largest companies
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listed on the Madrid Stock Exchange (Bolsa de Madrid). It’s a market-capitalization-
weighted index, meaning bigger companies have more influence, and is calculated

by Sociedad de Bolsas (part of BME), acting as a key indicator for the Spanish
economy and eurozone. The S&P Mid Cap 400 provides investors with a benchmark
for mid-sized companies. The index, which is distinct from the large-cap S&P 500, is
designed to measure the performance of 400 mid-sized companies, reflecting the
distinctive risk and return characteristics of this market segment. The S&P SmallCap
600 seeks to measure the small-cap segment of the U.S. equity market. The index is
designed to track companies that meet specific inclusion criteria to ensure that they
are liquid and financially viable. The Russell 2000 Value Index is a free float-adjusted
market capitalization-weighted index of value-oriented stocks of the smallest 2,000
companies in the Russell Universe, which comprises the 3,000 largest U.S. companies.
All companies that have a weight greater than 4.5% in aggregate are no more than
45% of the Index and no individual company has a weight greater than 22.5% of the
Index. The Russell 2000 Growth Index is a free float-adjusted market capitalization-
weighted index of growth-oriented stocks of the smallest 2,000 companies in the
Russell Universe, which comprises the 3,000 largest U.S. companies. All companies
that have a weight greater than 4.5% in aggregate are no more than 45% of the Index
and no individual company has a weight greater than 22.5% of the Index. The indices
are calculated on a total return basis with dividends reinvested. The indices are
unmanaged, their returns do not reflect any fees, expenses, or sales charges, and they
are not available for direct investment. This report is based on the assumptions and
analysis made and believed to be reasonable by Advisor. However, no assurance can
be given that Advisor’s opinions or expectations will be correct. This report is intended
for informational purposes only and should not be considered a recommendation or
solicitation to purchase securities. Kayne Anderson Rudnick has chosen to include the
securities in this commentary based upon objective criteria. It should not be deemed as
a recommendation to purchase the securities mentioned, and it should not be assumed
that securities recommended in the future will be profitable. Past performance is

no guarantee of future results.
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