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Quarter-In-Review – You would be hard pressed to find 
an asset class that didn’t make money in the third quarter.  
Domestic stocks, international stocks, bonds of all flavors, 
alternative assets, most commodities – basically everything 
closed in the black.  It’s not often you see this and investors 
should probably take a moment to enjoy it before fretting 
about how it will end!!  For the first time in a long time 
small-cap stocks stood out as the best performer in the 
equity universe in the third quarter, while European stocks 
(+2.5%) and REITS (+3.7%) underperformed.  Anything 
even tangentially tied into the AI theme powered ahead, 
and large-cap growth stocks (+9.8%) outperformed their 
value counterparts (+6.1%).  And as in previous quarters, 
the largest companies in the U.S., the so-called 
Magnificent Seven, outperformed the average stock. 

Bond yields dipped modestly despite relatively high 
inflation readings.  The change in Fed policy towards lower 
short-term rates pulled both long-term and short-term rates 
down.  Short-term Treasury bonds added +1.1% in the third 
quarter while intermediate-term bonds advanced +1.7%.  
Corporate bonds outpaced government bonds as investors 
searched for somewhat higher yields. 

As we enter the homestretch of 2025 there are a number of 
crosscurrents that are likely to capture investor attention 
and shape the market outlook heading into next year.  
Below we discuss the most common questions and 
concerns we’ve been hearing from investors.     

I’m confused about inflation - I thought tariffs were 
going to boost inflation, and while it seems my costs have 
gone up, the official statistics don’t seem to reflect this. 

Inflation can be a 
contentious topic, even 
at the best of times.  
What makes things 
particularly confusing is 
that different people 
experience inflation in 
very different ways.  
Younger families with 
children see inflation in a 
different way than 
retirees, as do 
homeowners relative to 
renters.  Everyone has a 
different inflation rate 
they are contending with, 

and the national statistics can only be a very rough 
approximation, even at the best of times. 

We will refrain from going down the rabbit hole of why the 
official inflation statistics can be misleading and simply 
focus on what today’s inflation numbers mean for policy 
going forward.  The chart below shows the Fed’s preferred 
gauge of inflation since 2000.  The post-COVID inflation 
spike clearly stands out, and while the rate of change has 
moderated, it remains well above the Fed’s 2% target.  It’s 
really not surprising that inflation is running somewhat hot 
considering that economic growth has been reasonably 
good and the fiscal deficit is unusually large.  What’s 
maybe more surprising is that inflation hasn’t perked up 
more given the massive increase in tariffs this year.  Some 
contend it is only a matter of time before inflation turns 
meaningfully higher, while others argue the tax impact of 
tariffs is more likely to be deflationary than inflationary.  

So far, the latter case is 
winning out.  Businesses 
and importers seem to 
have absorbed a 
reasonably large share of 
the tariff hit so far, and 
the full price increases 
have not (or can’t) be 
passed through to 
consumers.  This could 
change next year, of 
course, and we suspect 
inflation will run hot for 
the foreseeable future.  
But the data is going to 
be clouded by the 

 

Market Benchmarks   
Market Indices 3Q25 YTD 3-Yr An 
Global Equities +7.6% +18.9% +22.9% 
S&P 500 Index +8.1% +14.7% +24.7% 
Russell 2000 +12.5% +10.4% +15.1% 
Int’l Index (EAFE) +4.5% +25.6% +21.9% 
Emerging Mkts +10.0% +22.9% +17.1% 
 
Other Indicators 9/30/25 6/30/25 12/31/24 
Fed Funds Rate 4.00-4.25% 4.25%-4.50% 4.25%-4.50%  
2-Year Treasury 3.61% 3.72% 4.24%         
10-Year Treasury 4.15% 4.23% 4.57%  
S&P 500 P/E Ratio* 22.8 22.0 21.5 
Crude Oil $62.37 $65.11 $71.72 
Core Inflation 2.9% 2.7% 2.8%   
*Forward 12-month operating earnings per S&P 
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ongoing government 
shutdown in the fourth 
quarter.  Less fiscal spending 
due to the shutdown almost 
certainly means less stimulus 
for the economy, which 
equates to less of an 
inflationary tailwind.  And 
this assumes the data is even 
released while the 
government is closed!!    

But looking out beyond the 
next month or two, a renewed 
rate cut cycle on the part of 
the Fed, combined with a catch-up from reopening, 
whenever that occurs, could set the stage for a rebound in 
inflation in 2026.  Such a cycle will be turbocharged by a 
couple of fiscal tailwinds. First, the fiscal impact of the One 
Big Beautiful Bill kicks in next year, and this should 
roughly offset the ongoing drag from tariffs.  Secondly, we 
are likely to see direct spending offsetting some of the pain 
from tariffs.  For example, the administration is already 
considering roughly $10 billion of transfer payments to 
help farmers impacted by retaliatory tariffs.  Additionally, 
there is talk of sending consumers rebate checks similar to 
what we saw during COVID.  If this comes to fruition, the 
tailwind behind inflation will grow all the more 
pronounced next year. 

The Fed seems to be in a tricky spot, what with inflation 
running above their target and the jobs market 
weakening.  Are they boxed in? 

Answering this question comes down to a judgment call on 
whether the Fed is more worried about inflation getting out 
of hand or layoffs starting to pick up.  If inflation does pick 
up, do they think they have the tools to address it, or are 
they more worried about ‘pushing on a string’ if the labor 
market lets go? 

We think the Fed sent a 
signal at their meeting on 
September 17th that they are 
more worried about the 
outlook for jobs.  They cut 
rates by a quarter point, as 
expected, and their rationale 
centered around the 
emerging labor market 
weakness.  Granted, there 
doesn’t seem to be a broad 
consensus at the Fed because 
their projections were all 
over the board, but we 
suspect that if the economy 
starts to shed jobs later this 
year they will act 

aggressively to try and reverse 
the trend.  This means the Fed is 
likely to lean dovish at the next 
couple of meetings.  We should 
see another rate cut in late 
November, and possibly a third 
cut in December.   

But the Fed is in a tricky spot.  
There is no one ‘correct’ Fed 
Funds rate for today’s economy.  
Take the housing market.  You 
could argue that housing activity 
is struggling and that high 
mortgage rates are hurting home 

affordability.  Lower rates could help in this instance.  But 
how will lower rates help the tech worker who has been let 
go, or the Starbucks barista who was recently laid off 
because the company is downsizing?  Lower rates almost 
certainly don’t do much to help in these two instances.  And 
if we take it a step further, lower rates could exacerbate 
some trends.  Historically, lower rates lead to higher 
multiples for public equities, so if you are worried about 
‘bubble-like’ pricing in certain sectors of the stock market, 
driving down the Fed Funds rate only makes this worse.  
Likewise, AI investment is booming, but a lower cost of 
capital will only encourage even more capital investment, 
or malinvestment if things go too far.  

But on balance, we think the Fed would rather err on the 
side of being too easy than too tight.  It should be noted that 
this is a global phenomenon.   The chart above shows the 
number of rate cuts from global central banks over the last 
12 months.  It’s striking how many central banks are easing 
policy with the global economy still in expansion mode.  
The last time we saw so many cuts was during the global 
financial crisis and the COVID period.  This is probably a 
testament to how worried central bankers are about the 

impact on growth from 
higher tariffs.     

How worried should I be 
about the government 
shutdown?    

We’ve seen this movie 
before!!   The chart to the left 
shows every government 
shutdown since the mid-70’s.  
As you can imagine, each 
one garnered headlines at the 
time, and some of the longer 
ones even sparked fears of 
recession.  But all are largely 
forgotten today, and none of 
them triggered either a 
recession or a bear market.  
Actually, quite the opposite.  



 

3 
 

As you can see, the average 
performance of the S&P 500 twelve 
months post-shutdown was solidly 
positive.   

Could this time be different?  
Anything is possible, particularly 
given today’s unusual political 
dynamics.  Certainly, the shutdown is 
hitting at a less-than-ideal time for the 
jobs market.  The monthly payroll 
data (which combines private and 
public sector jobs) has been softening 
for a few months now, and while the 
unemployment rate hasn’t moved 
much, the latest ADP private payrolls 
report has shown a contraction in 
hiring in three of the last five months.  
The longer the shutdown lasts, the 
more likely we are to see net job 
losses at the national level.  But of 
course, once the shutdown ends, many, if not all, of the 
government employees will return to work with back pay 
(with the possible exception of contractors).  From a macro 
perspective, this is more of a timing issue than a systemic 
shock to the system. 

If anything, the shutdown is going to reinforce the case for 
two more interest rate cuts before the end of the year.  As 
we noted earlier, this Fed appears much more concerned 
about weakness in the labor market than the outlook for 
inflation, so a prolonged shutdown will only bolster their 
view that they need to cut rates as an insurance policy.  
Lower rates are likely to help out the interest rate-sensitive 
sectors of the market (think housing and auto sales, and 
even corporate capital spending), providing an offset to 
drag from the shutdown.   The bottom line is that investors 
with a long-term horizon should probably ignore all the 
media noise surrounding the 
government shutdown.        

I’m reading a lot about the 
market being in a bubble, 
particularly given all the talk 
about AI.  Is this similar to the 
tech bubble of the late 1990’s? 

We’ve seen a major evolution in 
investor attitudes over the last 
thirty or more years.  If you think 
back to the early 1990s, any talk 
about a market bubble was in the 
context of the Tulip bubble in 
Holland or the blowoff in the late 
1920s.  Market aficionados might 
bring up the Nifty 50 craze of the 
late 1960s and early 1970s or the 
Hunt Brothers trying to corner the 

silver market in 1980.  Bubbles were 
thought of as historical events.  
Today, though, there is a whole 
subculture of bubble spotting in real-
time.  It has got to the point that the 
bubble label is applied to any asset 
that goes up in value.  Of course, this 
is understandable – we’ve lived 
through at least three bubbles in the 
last thirty years (tech, China, and 
housing).  

We take this walk down memory lane 
just to stress that we live in a world 
that rewards exaggerated claims.  
Look at the chart to the left.  It 
overlays the S&P 500 on corporate 
earnings for both the current period 
(2014 to today) and the tech bubble 
(1991 to 2004).  In the earlier period, 
it is clear that the market ran well 

ahead of underlying earnings in the late 1990s.  This 
divergence started in late 1997 and lasted a number of 
years.  Today looks very different.  We’ve only recently 
seen the market move ahead of earnings, but the gap is 
relatively narrow when looked at from the perspective of 
the tech bubble.   Furthermore, the earnings number is a 
lagging indicator.  It’s quite possible (we’d even say very 
likely) that third-quarter earnings growth will be enough so 
the two lines converge again. 

When looked at from this perspective, it’s hard to make the 
case that the broad market is in a bubble.  Now granted, 
valuations are rich.  The bottom panel in the chart below 
shows the price/earnings ratio of the S&P 500 using 
earnings expectations over the next 12 months.  Clearly, 
the market is expensive and sells at a significant premium 
to other markets.  But is it a bubble?  That’s a harder case 

to make when you look at the chart 
at the top of the next page.   This 
shows corporate profit margins in 
the U.S. by decade.   There has 
clearly been a structural increase 
in profitability over the last few 
years.  This could justify higher 
valuations if it is sustainable.   

The bottom line for us is that from 
a broad market perspective, there 
isn’t sufficient evidence of a 
market mania/bubble to justify 
adjusting allocations in a major 
way.  Last month, we did move 
some of our mid-cap U.S. equity 
positions into international stocks, 
but the move was modest.  This 
allocation change was driven in 
part by the dramatic valuation 
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differential between 
domestic and 
international stocks 
that is highlighted in 
the chart on the 
bottom of the 
previous page.  But 
that doesn’t mean we 
are bearish on U.S. 
equities at this point.  
We think a good bit of 
the valuation 
expansion over the 
last few years can be 
justified by rising 
profitability and the persistent cash flowing into the market 
from retirement assets, combined with a shrinking share 
count as share buybacks chip away at the supply.       

If there is a bubble today, it may be in capital investment 
related to the AI phenomenon (chart at the bottom of the 
page).   We say maybe because the promises of AI may 
prove real, justifying today’s gargantuan investments.  
Certainly, the AI theme has turned into a structural arms 
race, and some of the investments may prove irrational in 
retrospect.  Furthermore, some of the ‘vendor financing’ 
type or structures echo themes from the late 1990s, and the 
emergence of debt financing is worth watching closely.  If 
you are bullish on the prospects of AI then none of this 
worries you.  But if you are more concerned, we think the 
right way to address this issue isn’t through the binary 
decision of buy or sell, but 
through diversification.  
Own some AI stocks, but 
also own other asset classes 
that are not directly tied to 
this capital investment 
theme.  Equities overseas or 
smaller-cap stocks are two 
options, as are bonds.  You 
could also use the latest 
rally to ensure your cash 
reserves are adequate.  One 
enduring lesson from the 
tech bubble was that when it 
burst, many long-neglected 
investment categories 

rebounded and 
rewarded diversified 
investors for the entire 
first decade of this 
century.     

Looking Ahead – It is 
turning into a good 
year for investors 
despite all the 
uncertainty on the 
political front.  
Balanced portfolios 
have made money in 
both bonds and stocks 
in 2025, but the path 

has been bumpy this year.  The market swoon in early April 
was violent, but the global economy has proved resilient, 
and higher tariffs have yet to translate into a meaningful 
inflation spike.  A possible bubble in AI-related capital 
investment is certainly something to watch, but there is a 
lot that we simply don’t know about the economics of this 
technology going forward.  There are certainly going to be 
pockets of malinvestment, but so far this cycle differs in 
some important ways from the tech bubble. 

Probably the biggest risk for investors over the next 12 
months will be a resurgence in inflation that triggers tighter 
central bank policy.  This wouldn’t be too dissimilar from 
what we saw in 2022.  Today’s central bank easing could 
sow the seeds for higher inflation sometime next year, as 

could renewed fiscal 
spending.  We will have to 
monitor the situation.  But 
in the meantime, we think 
the relatively solid growth 
backdrop, combined with 
easier monetary policy, 
should prove to be a 
supportive environment for 
investors over the next few 
months.      

Charles Blankley, CFA 
Chief Investment Officer
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