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After a long, warm September, fall has finally arrived in the 
Midwest. The leaves are late to turn, and the air only recently 
began to cool—but the season’s shift is unmistakable. In 
many ways, the financial markets mirrored this delayed 
transition. Following a volatile start to the year, the third 
quarter delivered a late-season rally that rewarded patience 
and discipline. Despite persistent concerns—tariffs, inflation, 
geopolitical tension—markets climbed steadily, supported by 
resilient economic data, and a dovish pivot from central 
banks. 

As we enter the final stretch of 2025, the economy continues 
to expand and recession fears have receded. Yet, elevated 
asset valuations and policy uncertainty remain.  

Key takeaway: Markets overcame early-year challenges and 
delivered strong third-quarter gains.  

Market Performance Recap 

The third quarter delivered broad-based strength across asset 
classes. U.S. equities surged, with the S&P 500 rising +8.1% and 
the Russell 2000 jumping +12.4%. The latter marked its first 
record high since 2021, signaling a shift in leadership from 
mega-cap tech to smaller, more cyclical names. All 11 sectors 
of the S&P 500 are now positive year-to-date, a rare and 
encouraging sign of market breadth. 
 
Chart 1:  US Equity Returns 

 3rd Quarter 

S&P 500 Index +8.1% 

Russell 1000 (large cap) +8.0% 

Russell 2000 (small cap) +12.4% 

Source: OIS, FactSet  

International equities continued to outperform domestic 
equities on a year-to-date basis. The MSCI EAFE index was up 
+4.8% in Q3 and is up +25.1% year-to-date in U.S. dollar terms. 
Emerging markets gained roughly +10% in Q3, bringing their 
year-to-date return to nearly +30%. A weaker dollar earlier in 
the year provided a tailwind, and local rallies in Asia and Latin 
America contributed to the strength. 

Chart 2:  International Equity Returns 
 

 3rd Quarter 

MSCI EAFE Index (Developed) +4.8% 

MSCI Emerging Markets Index +10.6% 

Source: OIS, FactSet  
 

Bond markets also rallied. The Bloomberg U.S. Aggregate 
Bond Index returned +2% in Q3, bringing its year-to-date gain 
to +6.1%. The 10-year Treasury yield fell to around 4.1%, down 
from its July peak near 4.8%. Credit spreads remained tight, 
and both investment-grade and high-yield corporate bonds 
delivered solid returns.  
 
In Commodities, gold was the standout performer. The 
precious metal rose nearly 12% in Q3 and is up +47% year-to-
date, on track for its best annual performance since 1979. Safe-
haven demand, central bank buying, and a weaker dollar 
contributed to the surge. Oil prices fluctuated but ended the 
quarter roughly flat, with crude trading in the mid-$60s per 
barrel. 
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Chart 3:  Fixed Income Returns 
 

  3rd Quarter 

Bloomberg US Aggregate +2.0% 

Bloomberg Municipal Bond +3.0% 

ICE BofA US High Yield +2.4% 

Bloomberg Commodity +3.6% 

Source: OIS, FactSet  
 

Key takeaway: Q3 gains were broad-based, with small-caps, 
cyclicals, and international equities joining large-cap tech at 
record highs. 

Year to Date Economic Developments 

The economy remained resilient throughout the first three 
quarters of 2025. After a slight contraction in Q1, growth 
resumed in Q2 and continued at a solid pace in Q3. Estimates 
suggest real GDP grew at a 2-3% annual rate in Q3, avoiding 
the recession many feared. 

The labor market softened but remained healthy. 
Unemployment edged up to around 4.2%, and monthly job 
gains slowed to a more sustainable pace. Wage growth 
moderated to around 4% year-over-year, easing inflationary 
pressure while supporting household incomes. 

Consumer spending held up, particularly in services. 
Confidence rebounded in Q2 and remained stable through 
Q3, despite headwinds from resumed student loan payments 
and tighter credit conditions. Business investment showed 
strength in technology and infrastructure, though overall 
capital spending was cautious. 

Inflation cooled significantly in 2025. Headline CPI fell from 
over 6% in January to around 3% by September. Supply chain 
improvements, lower energy prices, and tighter monetary 
policy contributed to the decline.  

Policy developments were pivotal. The “Liberation Day” tariffs 
announced in April have moderated from the original 
announcements. Tariffs are taxes; so, their impact will be a mix 
of higher prices and lower growth. In July, Congress passed a 
comprehensive tax cut and spending package, providing 
fiscal stimulus but widening the deficit. Moody’s downgraded 
U.S. sovereign credit to Aa1 in May, citing debt concerns. 
Markets shrugged off the downgrade, and Treasury yields 
remained stable. 

The Federal Reserve shifted course in Q3. After holding rates 
steady through the first half, the Fed cut the Fed Funds rate 
by 0.25% in September, the first cut this year. The move 
signaled a pivot from inflation-fighting to growth support. 
Other central banks followed suit, with the European Central 
Bank cutting rates and China injecting stimulus. 

Globally, economic conditions improved. Europe avoided 
recession, and China’s economy gained momentum after its 
mid-year stimulus. A brief military conflict in Iran was quickly 
defused, preventing an oil shock. By quarter-end, global 
growth was slow but positive, inflation was easing, and central 
banks were turning supportive. 

Key takeaway: Economic fundamentals held firm, with 
inflation easing and growth continuing. Policy shifts helped 
stabilize conditions and support the expansion. 
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Economic Outlook 
The outlook for Q4 is cautiously optimistic. GDP is expected to 
grow 1–2%, inflation to remain near 2–3%, and the Fed is likely 
to cut rates again. Recession odds have dropped below 25%, 
down from over 50% earlier in the year. 

Inflation is projected to continue easing. Headline CPI may 
stay below 3% by year-end, and core inflation could approach 
2.5%. If inflation expectations remain stable, central banks 
have room to support growth. 

The Fed is expected to deliver one or two more 0.25% rate cuts 
in Q4, bringing the policy rate to below 4.0%. Other central 
banks are likely to follow, creating a more accommodative 
global monetary environment. 

Despite these developments, risks remain. A consumer 
slowdown, renewed inflation, or geopolitical shocks could 
derail the soft landing. Trade negotiations are ongoing, and 
failure to reach agreements could reintroduce tariff risks. 
Fiscal dynamics may pressure long-term yields, and energy 
prices could spike if tensions flare. 

Even with these risks, the base case remains modest 
expansion with gradually improving inflation. Policymakers 
appear committed to supporting growth, and the economy is 
well-positioned to finish the year in stable condition. 

Key takeaway: A soft landing remains the base case, with 
policymakers ready to support growth. Risks are 
manageable, and recession odds have declined. 

Market Outlook 
Equities may grind higher, but gains will be hard earned. 
Valuations are elevated, and earnings growth will be key. The 

S&P 500 trades at over 20x forward earnings, above historical 
averages. Q3 earnings are expected to grow around 8% year-
over-year, and Q4 guidance will be critical. 

International equities remain attractively valued and could 
benefit from a weaker dollar and improving global growth. 

Volatility may increase. A 5–10% correction would be normal 
after the strong rally. The VIX (a measure of U.S. equity market 
volatility) remains low but could rise as markets digest 
earnings and policy developments. Investors should be 
prepared for choppier trading. 

Fixed income has continued to become more attractive. 
Yields are high, and bonds provide income and potential 
downside protection. The 10-year Treasury yield sits near 4.1%, 
and investment-grade corporate bonds offer yields around 
5%. With the Fed pivoting, bond prices have room to 
appreciate if rates decline further. The heavy issuance of 
Treasury debt to fund deficits could pressure long-term yields, 
but demand has remained strong so far. High-yield bonds, 
while offering attractive income (6.5-7.5%), require selectivity 
given tight spreads and elevated valuations. 

Municipal bonds remain attractive for taxable investors, with 
yields in the 3.5–4.5% (5.5-6.5% tax-equivalent yield) range and 
strong credit fundamentals.  

The U.S. dollar stabilized in Q3 after weakening earlier in the 
year but remains vulnerable. A softer dollar supports 
international equities and commodities, while a stronger 
dollar could weigh on exports and emerging markets. 
Currency trends will depend on relative growth and interest 
rate differentials. 
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Commodities may remain range bound. Oil prices are 
expected to stay in the $60–80 range absent a supply shock. 
Gold, after a historic run, may lose its momentum but remains 
a useful hedge against volatility and geopolitical risk. 

The government shutdown that began on October 1st has 
had minimal impact on financial markets. Historically, 
shutdowns have not disrupted market performance 
significantly, and this instance has followed suit so far. 

Key takeaway:  Following a strong rally, markets may deliver 
more modest and volatile returns. Diversification, selectivity, 
and disciplined rebalancing are key to navigating the next 
phase. 

Conclusion 
The third quarter of 2025 capped a remarkable turnaround. 
Inflation moderated, growth persisted, and markets rallied 
broadly. Investors who stayed the course through early-year 
volatility were rewarded with gains across equities, bonds, 
and commodities. 

If you would like to discuss any of these topics in greater 
detail, please reach out to your Okabena contact. 
 
Eric Pirkl 
Chief Investment Officer 
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