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Investment Summary and Outlook 

For the 3rd quarter of 2025, global stocks continued their rallies following the initial Liberation Day sell-off in early April. 

Investors are looking past tariff policy risk as the Trump Administration has negotiated trade agreement frameworks with 

key partners and/or extended moratoriums on reciprocal tariffs. A looming Supreme Court decision on the legality of the 

International Emergency Economic Powers Act (IEEPA 1977) framework used to justify reciprocal tariffs is expected in 

November with the expectation that the Trump Administration would resort to Section 232 (1962 Trade Expansion Act) 

to impose tariffs on national security grounds (narrower in scope), which has already been imposed on steel, copper, 

aluminum, autos, select consumer goods. Should SCOTUS rule against the Trump administration, then current trade 

policy frameworks negotiated under IEEPA could be invalidated and collected tariff revenue would likely need to be 

refunded as well as disrupting supply chains that have been rerouted to minimize the tariff impacts. Per Bloomberg, the 

current U.S. effective rate is 9.75% with east Asia (mostly China) bearing the brunt of higher tariffs. 

 

Source: Bloomberg 

 
Summary and Implications 

▪ The U.S. economy remains resilient, but labor market conditions are softening enough to prompt the Federal 

Reserve to begin cutting interest rates. The risk of an enduring recession remains at low probability levels. 

Global markets are enjoying a continued surge in risk appetite, especially for AI-fueled technology plays. 

 Overseas cyclical tailwinds and AI-driven productivity gains will likely continue supporting long-term 

corporate profitability and economic growth while slowing labor market conditions should help reduce 

interest rate volatility and support business borrowing. 

▪ Long-term investors should remain neutral on equity positioning with a preference for high quality U.S. stocks 

with strong balance sheets and reasonable valuations. We would likely need to see a broadening in market 

breath outside of the narrow leadership of Mag7 and speculative high beta technology stocks for the bull run to 

continue. Hard assets like real estate and natural resources can still provide inflation protection. 

▪ Fixed income remains attractive from a real yield standpoint. Investors still have an opportunity to lock in 

moderately high real rates by extending the maturity profile of their fixed income allocation, although maturities 

could be scaled back with the decline in real rates. 
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The early April sell-off was short-lived as investors ‘bought the dip’ despite the negative implications of a historic hike in 

U.S. tariffs on consumer inflation and company profit margins. The 2nd quarter ended on a strong note, with major stock 

market indexes reaching record highs while long-term interest rates settled back down following an initial spike over the 

threat of foreign capital outflows from U.S. assets. The S&P 500 rose 8.1% and the Nasdaq Composite rose 9.0%, while 

the Russell 2000 surged 12.4% helped by the start of Federal Reserve rate cuts. Multi-billion capital commitments from 

hyperscalers and leading technology companies such as Oracle led to a frenzied chase into AI- and computer cloud-

focused stocks, somewhat reminiscent of the late stages of the dotcom boom in the late 1990s. According to Arch 

Global Economics, total investment in technology capital goods is approaching $300 billion on a seasonally adjusted 

basis.  

 

Technology and AI stocks continue to lead the rally, along with industrials and utilities to provide the materials and 

infrastructure supporting the massive data center buildouts now estimated to amount to trillions of cumulative 

investments over the next 5-10 years. Global AI infrastructure spending is expected to reach $375 billion in 2025, far 

exceeding earlier year estimates. Longer-term projects are expected to add 125-200 gigawatts of incremental data 

center capacity (how the necessary energy inputs will be sourced is another matter). McKinsey estimates up to $8 trillion 

in total ecosystem investments through 20301 depending on advanced chip development whose processing power (and 

requisite power needs) are expected to increase asymptomatically. The buildout is massive at current scale – according 

to Citrini Research, Meta’s Louisiana Hyperion facility would stretch across about half of Manhattan.  

 
1 “The cost of compute: A $7 trillion race to scale data centers,” McKinsey Quarterly April 2025 

https://www.mckinsey.com/industries/technology-media-and-telecommunications/our-insights/the-cost-of-compute-a-7-trillion-dollar-race-to-scale-data-centers
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And this doesn’t include the capital investment into researching quantum computing which has the potential to unlock 

new data sources (i.e. found across nature and physics) unavailable to current computational resources, not to mention 

rendering current prime number-based encryption obsolete. Although significant breakthroughs are some time away, 

one could envision an arms race between major superpowers to develop advanced artificial intelligence trained on 

unheard of data sets sourced from quantum computing.  
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Indeed, the speculative fervor over the growth potential of AI spending is reflected in the outperformance of profitless 

technology stocks versus profitable technology stocks as tracked by UBS. 

 

The massive capital spending is starting to appear in the aggregate economic data as 3rd quarter real gross domestic 

product (GDP) is tracking just under 4%, driven by strength across all major categories led by personal spending. Labor 

market weakness has yet to show up in a decline in retail spending and consumer demand, as consumers appear to be 

absorbing tariffs reflected in higher costs of goods and services. Current Core US Personal Consumer Expenditure 

(PCE) is tracking 2.9%, much of it driven by services inflation (primarily shelter but also health care and leisure).  

 

Source: Bloomberg 
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Source: Bloomberg 

That’s not to suggest there aren’t economic pressures underneath the rosy surface. The bottom income demographics 

are facing increased cost of living pressures and higher borrowing costs and are at greater risk of getting caught in the 

labor market slowdown. However, the size of total subprime borrowing, including recent stress areas such as autos, 

remain at a level far below what was observed during the 2008 Great Financial Crisis. But stress is building as is evident 

by rising delinquencies across consumer debt categories.  
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Some strategists attribute the sudden rotation into speculative small caps as another indicator of ‘animal spirits’ 

awakened by Fed policy that saw a notable dovish shift following the August Jackson Hole symposium where the 

Federal Reserve signaled it was ready to end its year-long pause and would likely start cutting rates starting in the fall 

given increasing signs of a labor market slowdown. Fed officials have made few public comments on how animal spirits 

are feeding into asset prices, as several officials have expressed concerns over weakening labor market conditions 

and/or sticky inflation growth caused in part by tariffs.  

The Federal Reserve did cut rates by a quarter point at the September FOMC and signaled a more tempered economic 

outlook on growth and employment although they acknowledged the ongoing inflation risks from trade tariffs, 

characterizing the rate cut as a ‘risk management exercise’ to preempt any further deterioration in the labor market. 

Following the September rate cut, Fed Funds futures indicate two rate cuts in 4Q2025 followed by two more cuts 

through the 1st half of 2026 while the consensus Fed projection calls for a long-term terminal rate of 3%. Fed governors 

remain split between whether the risks to employment conditions and price stability are ‘balanced’ or are greater towards 

the former versus the latter.   

The Fed also updated its Summary of Economic Projections (SEP) at the September meeting to account for lower 

economic growth and sticky inflation throughout 2025 and into 2026. Specifically, the Fed lowered its 2025 GDP forecast 

from 2.1% growth last December to 1.6%, while 2026 was revised from 2.0% to 1.8%, although these projections are higher 

than the June meeting. For 2025 inflation, core PCE projections remain at 3.1%, with progress towards reaching the Fed’s 

long-term target expected to stall due to tariff risks. The Fed raised its inflation projections for 2026 and 2027 core PCE 

projections (2.6% and 2.1%, respectively from 2.2% and 2.0%, respectively last December). 
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Source: Bloomberg World Interest Rate Probability 

For the remainder of 2025, the bullish case hinges on 1) the U.S. economy remaining resilient in the face of 

slowing labor market conditions, 2) corporate earnings continuing to grow and exceed expectations despite the 

potential impact on profit margins from tariffs, and 3) Fed policy easing throughout the 4th quarter and into next 

year. The narrowness of tech leadership will need to give way to a broadening in market breadth for this bull cycle 

to continue, which may enjoy some additional tax and spending tailwinds from the Big Beautiful Bill currently 

debated in Congress. The long-term capital commitments boasted by leading tech companies will eventually need 

to be realized through revenue recognition and profitability.  

The bearish case emphasizes risks from ongoing tariff issues that have yet to be resolved and the continued 

narrowness of technology leadership without a broadening of corporate growth prospects.  Investors should 

monitor trade negotiations (especially after the SCOTUS ruling on the legality of IEEPA tariffs), unexpected shifts 

in Fed policy, and further deterioration in labor market data.   
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U.S. Fixed Income Markets 

 

U.S. fixed income continues its steady run in 2025 as interest rate volatility settled down and corporate/mortgage-

backed spreads narrowed to some of their pre- and post-pandemic shutdown levels. U.S. fixed income posted strong 

positive returns with the U.S. Aggregate Bond Index up 2.03% for the quarter, as U.S. interest rates reacted positively to 

the Federal Reserve’s September rate cut as well as increasing signs of labor market softening despite elevated 

inflation readings. U.S. long maturity bonds outperformed the broader maturity curve, as monthly and annual benchmark 

revisions to the BLS non-farm payrolls report had reduced cumulative job gains of approximately 1.1 million from April 

2024 through August 2025. Economic uncertainty has also increased over U.S. trade policy that saw additional tariffs 

imposed on furniture, pharmaceutical, lumber/timber imports although most Fed officials maintain that the pass-through 

price hikes from tariffs are short-term nature rather than leading to sustained price increases.     

Corporate bonds (both investment grade and high yield) continue to outperform the broader fixed income market as 

borrowing spreads narrowed to some of their tightest levels (both pre- and post-pandemic). U.S. mortgage-backed 

spreads also performed well, benefiting from a drop in interest rate volatility and increased appetite from financial 

institutions. Municipal bonds reversed their 1st half underperformance, with the Bloomberg Municipal Bond Index up 

3.00%, helped by monetary easing and increased investor demand meeting a moderation in issuer supply that 

weighed on 1st half performance. 

Implications: Real Rates Continue Decline Even as U.S. Inflation Remains Sticky as Fed Begins Easing Cycle 

Duration or Rate-Sensitivity and Narrowing Credit Spreads drove the bulk of this quarter’s strong performance as long 

maturity corporate bonds and high yield benefited the most from the fall in interest rates as well as an economic 

backdrop that is slowing but not contracting. The 10-Year Treasury yield rose as high as 4.48% in mid-July before 

settling at 4.15% at the end of the quarter. The spread between short-term and long-term borrowing rates remains 

wide as short-term rates dropped in anticipation of the Fed easing cycle while long-term remains remain elevated, reflecting 

uncertainty over U.S. fiscal policy and sticky inflation. Long-term break-even inflation rates remain near the high end of their 

post-COVID range at 2.32% but remain under current core inflation readings. 

Long-term inflation-adjusted (real) rates dropped below 2%, reflecting increased confidence that inflation risks remain 

contained as the Fed adjusts monetary policy in the face of a softening labor market, portending a decline in future 

demand. Further fixed income gains would likely need to see a significant economic slowdown that would prompt the 

Fed to cut rates more aggressively than what the market is anticipating. Corporate bond valuations remain stretched as 
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borrowing spreads have narrowed to pre-COVID levels. Fixed income remains attractive from a real yield standpoint and 

as a diversifier for pro-cyclical assets such as equities and commodities. Investors still have an opportunity to lock in 

moderately high real rates by extending the maturity profile of their fixed income allocation, although duration 

overweights could be scaled back with further declines in real rates. Asset- and mortgage-backed securities also remain 

attractive as high-quality alternatives to U.S. Treasuries. 

 

 

 



Quarterly Commentary 
3rd Quarter 2025 

11 

 

 

International Fixed Income Markets 

 

In U.S. dollar terms (“USD”), international developed market bonds underperformed U.S. bonds in the third quarter, 

while Emerging Markets outperformed on the strength of local currencies with the latter benefiting more from the 

prospects of U.S. monetary easing that has weakened the U.S. dollar. The Bloomberg Global Aggregate Bond ex US 

Index (USD) and the Bloomberg EM Local Currency Index (USD) returned -0.59% and 3.97%, respectively. Japanese 

bonds drove the bulk of underperformance as long maturity rates continue to rise in the face of diminished demand from 

domestic financial institutions and savers, rising political uncertainty over the ruling LDP’s electoral losses, and higher debt 

servicing costs from widening fiscal deficits. Similarly, Europe is also struggling with political uncertainty, notably France 

which is facing a hung parliament  

Both The 10-year German Bund yield and Japanese 10-year bond yield rose throughout the third quarter reflecting greater 

fiscal expansion, with the former ending its “debt break” embarking on increased defense spending. Despite narrowing rate 

differentials between the U.S. and international developed bond markets as well as higher U.S. tariffs on global trade, the 

Bloomberg Dollar Spot Index, returned 0.86% for the quarter as euro appreciation was offset by yen weakness. 

Emerging market fixed income benefited from U.S. dollar weakness and narrowing credit spreads, as investors were 

attracted to higher yields, reflecting greater comfort with the global economic landscape. Emerging market economic 

growth is outpacing that of international markets as global trade activity recovers following the 90-day pause extension in 

most Liberation Day tariffs.  

Implications: The USD to Remains Under Pressure Over U.S. Trade and Fiscal Policy and Narrowing Rate 
Differentials 

We expect ex-U.S. fixed income performance to be influenced by the timing and scope of U.S. trade policy especially with 

a looming Supreme Court decision on the legality of the IEEPA tariffs (a decision expected in November). Should the 

Supreme Court rule against the Trump Administration, resulting in 1) a rebate of tariff revenue (estimated at $320 billion) 

and 2) throwing uncertainty into trade agreements negotiated under IEEPA, then the U.S. dollar could benefit with the 

sudden reduction in trade barriers and increase in capital flows from major exporters. However, this could be offset by 

reduced confidence in the U.S. fiscal picture with the loss of IEEPA tariffs that are expected to generate $1.2-2.0 trillion 

over the next 10 years. U.S. trade policy has clouded the outlook for global trading activity, partly explaining the continued 

strength in hard asset safe havens such as precious metals.  

Another risk to USD-denominated international fixed income is that the U.S. economy remains on firmer footing 

despite the Fed embarking on a rate cut cycle, which could steepen the yield maturity curve even further, causing 

U.S./non-U.S. rates differentials to widen. Upcoming U.S. employment releases should help signal the pace of Fed 

rate cuts through the end of the year and into 2026, a quickened pace would likely exert even more pressure on the 

U.S. dollar.    
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US Equity Markets 

 

U.S. stocks continued their strong recovery from the early April Liberation sell-off as key market indices made new 

highs, helped by the outlook for AI-fueled spending (data centers, cloud computing) as several high-profile investment 

deals were announced by large technology companies across semiconductors, software developers, and hardware 

makers. The S&P 500 rose 8.12% for the quarter, with large growth handily outperforming value, although small caps, 

which had been lagging large caps this year, outperformed large caps. Much of this outperformance came after the 

August Jackson Hole symposium followed by the Fed’s decision to begin its easing cycle by cutting rates at the 

September meeting. Growth stocks benefited from high profile capital commitments across the hyperscaler and tech 

infrastructure complex as investors are now penciling in asymptotic exponential growth paths for datacenter investments 

to keep pace with the advancements made in computer processing power. Q3 earnings for the technology sector grew 

18% year-over-year (YOY) versus 4% for traditional value-heavy sectors such as financials and energy.   

Speculative stocks, as measured by high momentum and high beta, handily outperformed the broader markets, while higher 

quality, more defensive stocks lagged, largely in response to the risk-on response to Fed easing and lower interest rates. 

Investors are also excited about the growth prospects of artificial intelligence in terms of productivity impact that 

should help U.S. companies maintain cycle-high profit margins and capital efficiency. With U.S. stocks trading at or 

exceeding multi-decade valuation levels, approaching the late 1990s dotcom era, investors do not seem to be overly 

concerned of a top-line demand-driven slowdown should labor markets continue to soften as expected by economists 

and the bond market.  
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Implications: Stick with High Quality and Value and Hedge Tariff-Driven Inflation Risk with Hard Assets 

As U.S. stocks continue to advance, especially across speculative high-risk segments, the S&P 500 Index now trades 

at the high end of its 10-year valuation range with the forward price/earnings ratio hovering at 22.8x next 12-month earnings 

according to Bloomberg estimates. U.S. valuations could be at risk of earnings disappointments, although profit 

margins remain resilient even in the face of a negative impact on final demand stemming from tariff costs . The 

valuation gap between large cap and small cap also remains historically wide with the former trading at 5.46x 

price/book versus 1.93x price/book for the latter. 

Although Freedom Investment Management remains of the view that we are in the mid-cycle to late-cycle phase of the 

post-pandemic period, we hold our neutral position on U.S. equities versus the rest of the world.  We continue to favor 

U.S. stocks with strong balance sheets and durable profitability trading at reasonable valuations even as investor 

sentiment has shifted towards highly speculative stocks. We also advise investors to investigate hard asset plays across 

natural resources and real estate as a potential hedge against inflation re-accelerating should the tariff impact on goods 

and services prove to be more than ‘transitory’. 
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International Equity Markets 

 

In USD terms, international equities marginally underperformed the U.S. market in the 3rd quarter, but this masks the 

narrow contribution from Asian tech stocks, notably the Chinese tech sector over prospects of domestic investment in 

the AI infrastructure from homegrown chip development to data centers and energy infrastructure. The MSCI All-Country 

World ex-USA Index (ACWI Ex USA) returned 6.89%, underperforming the U.S. market (the S&P 500 returned 8.12% 

for the quarter). Unlike the U.S., growth underperformed value across all cap bands although much of growth’s 

outperformance came from Asian tech (China’s Big 8, Korean and Taiwan semiconductors). European industrials and 

financials continue to ride the tailwinds of fiscal expansion and easing monetary policy as inflation trends are 

tracking lower than in the U.S. 

MSCI China handily outperformed the world market, returning 20.70% for the quarter while broader Asia and Emerging 

Markets also outperformed, mostly on the strength of the semiconductor infrastructure feeding into the AI buildout.  

However, there is still some debate on overall market resilience as the broader Chinese economy continues to suffer 

from state/local debt overhang and moribund domestic consumption. Investors will likely focus on upcoming holiday retail 

periods such as Golden Week as well as signs of further government stimulus and progress on trade discussions with 

major trading partners (USA, Europe).    

European stocks continue to benefit from a stronger currency, fiscal stimulus/defense spending commitments led by 

Germany (50-60 bln euro commitments to infrastructure and green energy), and monetary easing with the European 

Central Bank (ECB) reducing its key rate to 2.15%. European banks and industrials maintained their leadership while 

consumer sectors have lagged partly due to euro appreciation and ongoing trade tensions. French stocks, dominated by 

industrials and banks, have largely shrugged off ongoing parliamentary turmoil following the resignation of Prime Minister 

Michel Barnier after losing a no-confidence vote. A fragmented French Parliament risks stalling market liberalization, 

limiting productivity improvements, and could have reverberations across the European Union sovereign bond markets. 

Across pan-Asia, despite rising trade tensions, such as the U.S. threatening services tariffs on India as well as raising 

the cost of H1-B visas, most equity markets outperformed led by the technology and services sectors as well as currency 

appreciation against the U.S. dollar. However, Southeast Asia’s exports are starting to weaken, reflecting the impact of 

19% reciprocal tariff that took effect in July.   
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Implications: Uncertain U.S. Trade Policy and Political Uncertainty (Japan, France) More than Offset by 

Robust Fiscal Expansion and AI Infrastructure Buildout 

The global equity market has tilted definitively towards ‘risk-on’ as indicated by the outperformance of global technology, 

beneficiaries of fiscal expansion and monetary easing (industrials, financials, small/mid-caps), and the outperformance of 

cyclicals versus defensive sectors. This has led market valuations (multiples to future earnings) rise to the high end of the 

10-year range as the consensus veers away from global recession risk and fallout from geopolitical conflicts 

(Russia/Ukraine, the Middle East).  

Despite this year’s outperformance, global markets continue to be valued at a discount to the U.S. although those discounts 

have narrowed this year. Developed markets, as proxied by the MSCI EAFE Index, and emerging markets, as proxied by 

the MSCI EM Index, are now trading at 15.5x and 13.8x forward 12-month earnings, respectively. This valuation 

discount will likely persist as the rest of the world is expected to grow earnings at a slower rate versus the U.S.  due to 

the dominance of U.S. tech sector earnings growth, although Emerging Asia is also expected to keep pace with the 

U.S. as the world races to build out its AI capacity. Overall, international stock markets are projected to see earnings 

growth in 2025 ranging from mid-single digits (e.g., 3-5% in Europe and 6-8% in Japan) to 15-18% for emerging markets, 

but much of this presumes a moderation in U.S. trade tariffs targeting 10-15% effective rates post-negotiations. 

Attractive valuations offset by weaker profitability keep us neutral on regional allocations, although the 

outperformance of emerging markets is building momentum due to strong earnings growth outlook and currency 

appreciation against the U.S. dollar. As with the U.S. market, we emphasize positioning in high quality stocks trading 

at reasonable valuations. 
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Conclusion  

Investor risk sentiment has turned euphoric as can be seen by the strong quarterly rally across global risk assets, whether 

pro-cyclical equities, fixed income credit, and hard assets, especially precious metals. We remain cautiously optimistic on 

global equities although elevated market valuations (especially for U.S. stocks) mean future earnings growth have a 

higher hurdle for meeting expectations, much of which has ratcheted up exponentially following high profile AI-driven 

capital commitments. Our consensus outlook remains mid- to late cycle, as there are some signs of a hiring slowdown 

as consumers and businesses weigh the impact from tariffs on final demand. Cyclical tailwinds should continue to favor 

overseas markets across Europe and Asia, although political uncertainty should cloud the outlook for Japan and France.  

Even with lower rates and narrower credit spreads, fixed income investors continue to have opportunities to secure 

moderately high real rates by extending maturities, although high  grade sectors (corporate,  asset- and 

mortgage-backed securities) are trading at post-pandemic premium valuations. For investors with significant foreign 

currency exposure, hedging to the USD or reallocating to U.S.-based fixed income is advised, as USD weakness appears 

to have incorporated much of the tariff uncertainty and will likely be driven by narrowing interest rate differentials between 

the U.S. and international markets. 

Although we are neutral across major equity regions, we continue to favor U.S. equities, particularly those with 

strong balance sheets and sustainable profitability, trading at reasonable valuations. Until the earnings landscape 

broadens out beyond AI-driven sectors, small and mid-caps may remain challenged to match the pace of large caps even 

with the tailwinds of lower interest rates from monetary easing. In addition, investors are encouraged to explore hard 

assets like natural resources and real estate to hedge against inflation risks as current inflation readings remain 

elevated and above the Fed’s implicit long-term targets.  
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Advisory services are offered through Freedom Investment Management Inc. (“Freedom”), a registered investment adviser. Investment strategies carry 

varying degrees of risk, including the total loss of principal. Freedom does not provide tax or legal advice. 

 
The index data shown was obtained through Bloomberg unless otherwise specified. Other specific figures shown were obtained through Bloomberg unless 

otherwise specified. While Freedom believes the data to be reliable, no representation is made as to, and no responsibility, warranty or liability is 

accepted for the accuracy or completeness of such information. Indexes are unmanaged and cannot be invested in directly. Past performance is not a 

guarantee of future performance. This material reflects the opinions of Freedom and is an assessment of the market environment at a specific time. This 

is not intended to be a forecast of future events or a guarantee of future results. 

 
This should not be considered a recommendation to buy or sell individual securities, nor should this information be relied upon as research or investment 

advice regarding any security in particular. Diversification does not ensure a profit or protect against loss. 

 
Except as otherwise specifically stated, all information and portfolio manager commentary are as of October 2, 2025. 
 
© 2025 Freedom Investment Management, Inc. All Rights Reserved. MT-618505 
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