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As we ring in the New Year and winter’s chill settles in, it 
presents the perfect opportunity to pause and reflect on   
what turned out to be a remarkably resilient year. Despite 
starting the year facing stubborn inflation, an April tariff scare 
that rattled markets, and even a fall government shutdown,              
the U.S. economy continued to grow at a healthy pace while 
equity markets climbed to record highs. Now, as we say 
“Happy New Year” to 2026, carry forward the lessons of              
2025, including the meaningful impact of patience and 
diversification.   

Key takeaway: In 2025, the U.S. achieved solid growth while 
inflation dropped by half, and markets delivered strong gains 
across almost all asset classes. 

Market Performance Recap 

Global equity markets posted robust returns in 2025,                     
with international assets leading the way. U.S. large cap 
equities returned +17.9% for the year, rebounding from a              
weak first quarter to reach new highs by December.                 
Notably, international stocks outperformed U.S. stocks by a 
wide margin: developed-market equities surged +31.2%, and                  
emerging-market stocks jumped +33.6% in U.S. dollar terms. 
These were among the best-performing asset classes of 2025, 
boosted by a substantially weaker dollar and the narrowing of 
a long-standing valuation gap with U.S. equities. 
 

Chart 1: Equity Market Returns 
 2025 
S&P 500 Index +17.9% 
Russell 1000 (large cap) +17.4% 
Russell 2000 (small cap) +12.8% 
MSCI EAFE Index (Developed) +31.2% 
MSCI Emerging Markets Index +33.6% 
Source: OIS, FactSet  

Fixed income also contributed positively. U.S. core bonds 
delivered a +7.3% total return, as the Federal Reserve’s late-
year rate cuts pushed yields lower. The Bloomberg Municipal 
Bond index gained +4.2%. With inflation receding, real yields 
remained attractive for bond investors, and credit spreads 
tightened to historically low levels, signaling that fixed 
income markets remain untroubled by recession fears. 
 

Commodities were mixed. Oil prices ended down significantly 
for the year, but gold shone brightly – rising approximately 
64% – amid safe-haven demand and the softer dollar. In fact, 
precious metals were near the top of the 2025 all asset class 
leaderboard, alongside some overseas equity sectors.  
 
Chart 2: Fixed Income & Commodity Returns 
 

  2025 

Bloomberg US Aggregate +7.3% 

Bloomberg Municipal Bond +4.2% 

ICE BofA US High Yield +8.5% 

Bloomberg Commodity +15.8% 

Source: OIS, FactSet  
 

Key takeaway: 2025 delivered strong gains across the board.  
Globally diversified investors benefitted meaningfully, with 
non-U.S. assets leading the charge. 

2025 Economic Developments 

The U.S. economy began 2025 under stress but ended on solid 
footing. Real GDP contracted slightly in Q1 2025 as businesses 
braced for new tariffs and consumers faced high prices. 
However, growth rebounded in the spring and by Q3, GDP 
expanded at a robust +4.3% annual rate, one of the fastest 
quarters in recent years. For the full year, real GDP grew 
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roughly 2.5% – 3.0%, modestly above the prior year’s pace, 
defying widespread recession predictions. This “two-halves” 
dynamic – a brief slump followed by strong recovery – 
reflected the economy’s underlying resilience once key 
uncertainties abated. 

In January 2025, headline CPI was running at 3% year-over-
year and by December 2025 CPI had fallen to 2.7%. Several 
factors drove this disinflation: supply chains adjusted to tariffs, 
housing rent increases slowed, and energy prices were well-
behaved. Crucially, wage growth decelerated as the labor 
market weakened, removing a key source of price pressure. 
The introduction of new U.S. tariffs in April did raise prices of 
some imported items, but negotiations, exemptions and 
adaptations limited their overall impact on inflation. In effect, 
strong productivity gains and a cooling job market offset the 
tariff shock, allowing inflation to fall over the past 12 months.  

The labor market weakened marginally over the year. The 
unemployment rate ticked up from 4.0% in early 2025 to 4.4% 
by year-end, reflecting softer hiring. Payroll growth slowed               
to a pace of about 50k jobs in December, compared to 
approximately 150k jobs per month in 2024. Underlying data 
indicates employers are taking a no fire/no hire approach. The 
pains of not being able to find workers post pandemic have 
not been forgotten, leaving employers reluctant to let staff go 
even if they are not fully utilized. This behavior lowers the 
need to hire new workers. Wage gains moderated to roughly 
3.7% year-over-year (from approximately 4%+ last year). The 
labor market did not fall apart by any means, but data trended 
in the wrong direction. 

Policy responses in 2025 were pivotal. On the trade front, the 
April 2nd “Liberation Day” announcement of sweeping U.S. 

tariffs initially shocked markets and raised fears of stagflation. 
But the administration quickly paused and scaled back these 
tariffs amid international negotiations. By late summer, 
worst-case trade war scenarios were averted – key trading 
partners struck deals or were granted exemptions, and 
initially announced tariffs never fully hit. Lower heat on trade 
relations restored business confidence and bolstered markets 
in the second half.  

Fiscal policy was expansionary in 2025. In June, Congress 
passed a major tax cut and spending bill, extending tax relief 
and funding infrastructure and defense projects. This fiscal 
boost helped lift economic activity in the second half of the 
year. There may be negative long term debit implications to 
this policy but, at the moment, increased spending is a 
tailwind. 

Meanwhile, the Federal Reserve (or “Fed”) continued on the 
easing path as inflation ebbed. The Fed cut interest rates by 
0.75% over the latter half of 2025, bringing the policy rate 
down to 3.75%. Fed officials characterized these as “risk 
management” cuts – insurance against economic softening. 
Longer-term yields also fell modestly (the 10-year Treasury 
ended 2025 at about 4.1%, down from roughly 4.6% in 
January). Monetary easing, combined with equity market 
appreciation, contributed to a significant loosening of 
financial conditions.  

One notable new year event was the U.S. arrest of Venezuela’s 
President Nicolás Maduro. This geopolitical development 
generated headlines and has significant diplomatic 
implications but had minimal impact on markets. Analysts 
noted that Venezuela’s oil infrastructure is in disrepair, so 
even a change in regime is expected to have negligible                
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short-term effect on global oil supply. Oil prices barely 
reacted, reflecting the consensus that it will take years, if not 
decades, for Venezuelan production to materially increase. In 
sum, markets largely shrugged off the Venezuela news – a 
sign of how well-insulated 2025’s positive market momentum 
was from external shocks.  

Key takeaway: The U.S. economy strengthened as 2025 
progressed. A spring rebound in growth erased an early year 
dip and inflation dropped; however, unemployment rose 
slightly. Even geopolitical surprises like Venezuela’s regime 
change had little market effect, reinforcing the year’s 
narrative of resilience. 

Economic Outlook 
Looking to 2026, the baseline economic outlook points                  
to moderate, positive growth in a controlled inflation 
environment. A slower consumer sector should be partly 
offset by tailwinds like ongoing business investment (in 
technology and infrastructure) and supportive fiscal and 
monetary policies. The labor market is likely to deteriorate                  
a bit further, potentially nudging unemployment over the               
mid-4% range, and is the key risk to the economic outlook.  

The upward pressure on inflation from the price impact of 
tariffs is likely in the rear-view mirror, dragging year-over-year 
measures of inflation lower. However, expansionary fiscal 
policy, particularly the large tax refunds for tips and overtime 
in April, will be a counterweight leaving inflation relatively 
stable in early 2026.  

In this benign growth/inflation scenario, the Federal Reserve 
has scope to continue to ease monetary policy. Bond markets 
currently price in a shallow cutting cycle - roughly 0.50% of 
further cuts over the next year – consistent with this outlook. 

The global backdrop is also supportive. Europe and China are 
expected to contribute modestly to global growth, and while 
geopolitical tensions persist, the easing on trade tariffs and 
the contained impact of events like Venezuela, support a 
stable international environment for the U.S. economy. 

Despite these developments, risks remain. One is the U.S. 
consumer: if job growth slows more than expected, consumer 
spending could weaken. So far, consumer fundamentals 
remain decent, household debt levels are manageable, and 
wage income is still growing, but this is worth watching. 
Another risk is the potential for market-unfriendly populist 
policies in a mid-term election year.  

In summary, 2026 is poised to continue the economic 
expansion, albeit at a cooler and more sustainable pace. This 
backdrop, if realized, should be favorable for investors.  
Neither the overheating that could force aggressive Fed 
tightening, nor the recession that could hurt corporate               
profits is expected.  

Key takeaway: The consensus calls for moderate-growth 
and low-inflation in 2026. The Fed will likely ease a bit further 
(perhaps 1 – 2 small cuts) to support the labor market. Barring 
surprises, a recession is not the base case for 2026, making 
the outlook generally constructive. 

Market Outlook 
After three consecutive years of double-digit equity returns, 
we enter 2026 expecting a more modest and volatile market. 
The positive macro environment, cooling inflation with 
continued growth, is a tailwind for risk assets. However, 
elevated valuations and the extraordinary gains already 
logged in this market cycle suggest returns may be 
moderate. Investors should be prepared for a transition from 
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concentration to diversification, where market leadership 
broadens beyond the handful of U.S. megacap tech stocks 
that dominated in recent years.  

Corporate earnings are expected to grow at a similar pace as 
last year, about 5 – 8%, amid modest economic growth and 
easing cost pressures. With the S&P 500 trading near a pricey 
22x forward earnings, well above the 30-year average of 17.1x, 
any further upside is likely to hinge on profits beating 
expectations rather than on valuations stretching even 
higher. Encouragingly, earnings momentum improved in late 
2025 – for example, 65% of S&P companies beat Q3 estimates, 
the highest since post-COVID reopenings.  

One key theme is likely to be broadening market leadership. 
Last year saw reduced U.S. market dominance with non-U.S. 
markets outperforming, a break from the pattern of U.S. tech 
dominance. This trend could continue. International equities 
still trade at a significant valuation discount to U.S. equities 
(e.g., about 15x forward earnings for Europe vs. roughly 22x for 
the U.S.), and they could benefit from both local growth 
tailwinds and global investor inflows if the dollar remains                
soft. Within U.S. equities, value and cyclical stocks (financials, 
industrials, energy) demonstrated signs of life in 2025,                             
so we could see more balanced performance across styles                  
in 2026. Indeed, while large-cap growth stocks (the                      
“Magnificent 7”) will still be important, the gap between              
their performance and the broader market narrowed in 2025, 
and such concentration may ease further as investors seek 
opportunities in smaller-cap and international names.  

Most bond returns in 2026 are expected to come from interest 
payments rather than from price appreciation or interest rate 
changes. The 10-year Treasury yield was about 4.1% at the end 

of 2025, and may end 2026 slightly lower if the Fed cuts rates 
and if inflation stays contained. It may end slightly higher as 
Treasury issuance overwhelms the demand to own them. 
Credit markets remain benign, corporate balance sheets are 
generally strong, and absent a recession, defaults should stay 
low. However, with spreads so tight, there isn’t much 
compensation even for the small amount of additional risk 
taken. Yields are generally appealing compared to the past 
decade and provide investors with income and downside 
buffer calling for a roughly neutral duration stance. 

The U.S. dollar, which weakened by about 10% in 2025, could 
stay on a gentle downtrend if global growth remains                           
solid and the Fed continues easing. A softer dollar                            
typically supports emerging markets and commodities.              
In commodities, oil prices are expected to remain range-                
bound, with robust demand and OPEC’s watchful                            
supply management balancing each other, barring major 
geopolitical disruptions. Gold may not replicate its 2025  
surge, but it still has an effective role as a hedge. Central   
banks continue to buy gold, and if the Fed’s rate cuts                    
exceed expectations or geopolitical risks resurface, gold    
could appreciate further.  

Given these observations, an investment stance of cautious 
optimism with an emphasis on diversification seems 
warranted. Volatility is likely to be higher in 2026 than last 
year.  At least one roughly 10% equity pullback is likely                             
as markets absorb Fed moves and unfolding political 
developments, including the U.S. mid-term election.  Rather 
than fear such volatility, investors can plan for it by 
maintaining appropriate defensive hedges and staying ready 
to rebalance if underlying fundamentals remain sound. 
History suggests that Fed easing without a recession is 
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typically positive for stocks and bonds, but it can also cause 
market leadership changes. Staying diversified and tactically 
rebalancing, such as trimming outperformers, adding to 
laggards, will help investors navigate that environment.    

Key takeaway: Following a strong rally, markets may deliver 
more modest and more volatile returns.  

Conclusion 
The year began with many predicting a downturn, yet the 
economy and markets proved them wrong – inflation came 
under control without a recession, and globally diversified 
investors benefited from strong returns. As we greet 2026,                 
we do so with appreciation for 2025’s gains and a healthy 
respect for the uncertainties ahead. A Midwestern sense of 
pragmatism is in order: the coming year should be good for 
investors, but likely more nuanced than the last few. 

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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