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When we wrote our 2025 thought piece 6 months ago, we expected a “see-saw” year 
characterized by large swings rather than stability, with various counterbalancing factors 
influencing the economy and markets. What we didn’t foresee was how dramatically and 
how quickly the see-saw would pivot from one direction to the other.  After navigating 
large fluctuations during the first half of the year, given the market’s current near-record 
levels we anticipate that generating additional positive returns in both equities and fixed 
income for the remainder of 2025 will require a delicate balancing act amidst prevailing 
uncertainties.  
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Here is the image from what we wrote earlier this year: 

 

 

As you may recall, we anticipated that equity markets would face considerable headwinds 
while still potentially offering some avenues for return. We also expected bond strategies 
to contend with volatility, albeit still providing income and a degree of risk mitigation. 
Finally, we theorized that the Federal Reserve would be slower to cut interest rates than 
the fixed-income market initially priced-in, owing to persistent inflation and a tight labor 
market. 

Many aspects of our initial outlook materialized, as the first half of 2025 brought forth 
several stark contrasts.  A chaotic rollout of aggressive trade tariffs in late March and early 
April shook the markets, yet strong corporate earnings over the following weeks, 
particularly from a handful of bellwether tech companies, reversed the initial drawdown.  
As an additional shock in the first half of the year, military activity hit a fever pitch in the 
Middle East with Israel and the US attacking Iran’s nuclear facilities.  Again, though, 
rattled nerves quickly gave way to relative calm as the market “looked through” the conflict 
and contemplated the significance of a temporarily diminished nuclear threat from Iran 
and a subsequent fragile cease-fire in the region.  Finally, an uncertain outcome for the 
President’s tax-and-spending bill ultimately resulted in passage of the legislation by the 
4th of July.   

So, as the second half of 2025 begins, many factors remain unchanged: the ongoing 
information technology revolution centered on Artificial Intelligence; the enduring 
innovative spirit driving goods and services in a diverse economy; a persistent high-
interest-rate environment for mortgages, credit cards, and corporate loans; the strain of 
restrictive economic policy on growth; continued Federal government fiscal imbalances; 
and persistent global military threats.   
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The Economy: 
 

We continue to believe that there will be a modest expansion of the U.S. Gross Domestic 
Product (GDP) for the rest of 2025, likely at a slower pace than the past two years, and 
notably below the long-term average. The final figure for 2024 U.S. GDP came in at 
$29.18 Trillion by year end, and we expect GDP growth could slow to a 1% annualized 
rate of change.  We foresee capital expenditures and consumption remaining somewhat 
resilient for the balance of 2025, but sustained high corporate borrowing costs, sticky 
inflation, and the unpredictable implementation of tariffs will likely significantly dampen an 
already brittle growth environment. Regarding tariffs, although there has been some 
progress formalizing new trade agreements, we think that the final deals will be a drag on 
U.S. GDP growth as we enter the implementation phase and other countries respond with 
their own tariff plans. Furthermore, certain foreign Developed Economies (particularly in 
the Eurozone) seem to be lessening their dependence on the US and are reshuffling their 
trading alliances – both of which could have longer-term effects.  Finally, other areas of 
the world (again, parts of Europe and elsewhere) are taking measures to stimulate growth 
domestically, so we could see a shift in global capital flows as this theme plays out. 

Inflation: 

US inflation numbers have decreased markedly over the past two years, declining from a 
9.1% annualized rate in June 2022 to approximately a 2.4% annualized rate in May of 
2025. This figure is very close, yet still slightly above the Federal Reserve's stated target 
of 2%. Wage growth has similarly slowed over the past two years, from a 6.7% annualized 
rate in June 2022 to roughly a 3.6% annualized rate in March 2025. While these represent 
an improvement in terms of direction and magnitude, we nevertheless expect inflation to 
remain above target and wage growth to slow considerably, as the Administration's trade 
tariffs are implemented.   

Unemployment: 
 
The most recent data from June 2025 shows the U.S. unemployment rate at 4.1%. While 
this is certainly higher than June 2023 (at 3.6%), and still indicative of a relatively tight 
labor market, the recent increase bears close watching as a potential sign of cooling 
(despite being low when compared to the 75-year average unemployment rate of 5.72%.) 
Should the economy manage to avoid a downturn this year, the employment 
picture might remain relatively stable. Though, the risks of deterioration are notable, 
stemming from potential corporate cost-cutting measures or broader economic 
contraction. As mentioned previously, the impact of tariffs (and retaliations) could easily 
disrupt the employment picture if global growth declines leading to job losses in trade-
dependent sectors. 
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Interest-Rate Yield Curve: 
 
As inflation took hold during 2022, the Federal Reserve initiated an aggressive interest-
rate tightening cycle to cool the economy and curb continued price-level increases. 
By June 30, 2023, the yield on the ten-year U.S. government bond was 3.86%, while the 
yield for a two-year bond was nearly a full percentage point higher at 4.94%. This 
phenomenon, known as an inverted yield curve, occurs when longer-maturity bonds, 
counterintuitively, provide a lower income yield for investors. This dynamic is driven by 
an expectation that short-term rates are peaking and that the Federal Reserve will lower 
rates from current levels, typically due to lower inflation expectations or weakening 
economic conditions. For this reason, this type of rate environment is also considered a 
predictor of an upcoming recession. 

However, when a recession did not materialize, and the Federal Reserve did indeed begin 
to lower rates, the yield curve started to "un-invert" and steepen, with 2-year Treasury 
rates declining and 10-year Treasury rates floating higher. In fact, the steepening of the 
yield curve commenced in earnest right after the U.S. election, perhaps simultaneously 
reflecting higher levels of economic activity as well as increased government debt. 
Regarding the latter, for perspective, as of this writing, the U.S. National Debt stands at 
approximately $37.07 Trillion – nearly $1 Trillion higher than it was when we wrote to 
you just 6 months ago.  And, likely to worsen this trend, the tax cuts from the recently-
passed so-called Big Beautiful Bill are projected by the Cato Institute to add between $4 
Trillion to $6 Trillion to the US National debt over the next 10 years. 

With the level of US government debt expected to balloon, we think that there is significant 
potential for upward pressure on long-term rates. (The 10-year Treasury yield is currently 
around 4.38% as of July 7, 2025.) Despite the Fed's rate-cutting bias at the end of last 
year, borrowing costs for many types of debt (e.g., mortgages, credit cards, long-term 
corporate loans, etc.) remain stubbornly high, as they tend to be priced relative to the 
long-term 10-year Treasury Bond (controlled by the market) not the short-term Fed-Funds 
rate (controlled by the Fed). Persistently high borrowing costs continue to suppress 
economic activity due to increased interest expenses for individuals and corporations, 
potentially leading to a wave of corporate deleveraging or even defaults at some point. 

The Federal Reserve’s Rate Policy: 

Based on all the factors above, the Federal Reserve finds itself in a difficult position with 
respect to rate policy.  On the one hand, there are several influences which could lead to 
inflationary pressures (e.g. energy prices, tariffs, immigration restrictions, debt 
creation, and money-supply growth).  On the other hand, a slowing economy could 
lead to increased unemployment from corporate and government staffing reductions.  
The graphs below show that most Fed governors see skews to the upside on both their 
inflation and unemployment expectations.  As such, there is a new issue that the market 
needs to factor in for the second half of 2025: stagflation  
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U.S. Stock Market: 
 
We’ve written extensively over the years on the market’s level of valuation (i.e. stock 
prices relative to expected corporate earnings).  While valuation, in and of itself, is not 
necessarily a good predictor of short-term stock market direction, we believe high levels 
of equity valuations relative to historic norms tend to lead to lower levels of future long-
term expected stock-market returns.  With that in mind, as of July 4, 2025, Yardeni 
Research is projecting S&P 500 earnings to be $260 for full-year 2025 and $300 in 2026. 
(This is down from their estimates of $285 and $320 earlier this year.)   With the S&P 500 
index presently near its all-time high of approximately 6300, this represents a current 
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forward PE multiple of roughly 24x this year’s earnings and 21x next year’s earnings. As 
the chart below indicates, as of June 2025 the market was trading at nearly a full standard 
deviation above the 30-year average multiple of 17x. Also, the S&P 500's dividend yield 
was currently 1.6%, which is historically low as well. In our opinion, this fullness of 
valuation leaves the market increasingly vulnerable to corrections from negative catalysts, 
such as earnings disappointments, rising cost of capital, unfavorable regulatory shifts, 
and geopolitical developments. 

 

Source: Bloomberg, FactSet, Moody’s, Refinitiv Datastream, Robert Shiller, Standard & Poor’s, J.P. Morgan Asset Management.  

Forward P/E ratio is the most recent S&P 500 index price divided by consensus analyst estimates for earnings in the next 12 months, provided by IBES 
since March 1994 and FactSet since January 2022. Shiller’s P/E uses trailing 10-years of inflation-adjusted earnings as reported by companies. Dividend 
yield is calculated as consensus estimates of dividends in the next 12 months, provided by FactSet, divided by the most recent S&P 500 index price. EY 
minus Baa yield is the forward earnings yield (the inverse of the forward P/E ratio) minus the Bloomberg U.S. corporate Baa yield since December 2008 
and interpolated using the Moody’s Baa seasoned corporate bond yield for values beforehand. *Average for dividend yield is since August 1995 due to 
data availability. 

Guide to the Markets – U.S. Data are as of June 30, 2025. 

 
To see how skittish the market can be when valuations are extended, we need only look 
at what occurred a few months ago.  The roll-out of the Administration’s tariff strategy in 
late March and early April was immediately met with skepticism and rejection from the 
market – sending stocks almost 20% lower over the course of just a few weeks.  It wasn’t 
until a 90-day pause in enacting the tariffs was announced that the market stabilized, and 
then Q1 earnings results – particularly from a few large cap companies - ignited a relief 
rally that returned stocks to their February highs (and then some).  The market’s move 
was one of the fastest drawdowns and recoveries of at least 15% in the past 3 decades.  
These atypical moves in both directions suggest to us that the market is not quite sure 
how to interpret so many mixed signals – and we suspect that this sort of pendulum swing 
could become more common over the coming years.        
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At the beginning of the year, when earnings projections were actually higher, we were 
expecting the S&P 500 to reach 6400 by year end under a best-case scenario. On 
reduced earnings, however, a regression to the historical average PE multiple of 17, 
driven by emerging headwinds, could see the S&P 500 decline to 5100, representing a 
downturn of roughly 19%. Furthermore, a confluence of negative factors, particularly 
those outlined later in this report, could push the S&P 500 down to 13.7x earnings (1 
standard deviation below the 30-year average) or 4110 – a significant 35% contraction 
from current levels.  This unfavorable scenario is not our base case, but it is not without 
recent precedent. The market last traded at that lower range of valuation as recently as 
2022.  In summary, while further equity returns for the S&P 500 for the rest of 2025 are 
possible, we think that outcome will require corporate earnings estimates to be re-rated 
higher and many uncertainties to resolve favorably.  Since we think there are so many 
forces at play, our base case is for the market to trade in a wide range between the mid 
5000s to the mid 6000s (a PE of roughly 18x to 22x 2026 earnings estimates) for the 
remainder of the year as the impact of interest rates and the effect of Administration’s 
policy initiatives become clearer. 
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The Fixed-Income Market: 
 
Intermediate-term investment-grade bonds (typically tracked by the Bloomberg 
Aggregate Bond Index) have produced a positive return in 44 of the past 49 years. After 
losing roughly 13% in 2022 (the index's worst return in five decades), the index rebounded 
somewhat in 2023 (up 5.65%) and was basically flat in 2024 (up only 1.36%). In the first 
6 months of 2025, the Bloomberg US Aggregate Bond index returned approximately +4%, 
which is more consistent with its historical returns, and a respectable result considering 
large cap stocks didn’t fare significantly better.  

That said, in our opinion, it is important to diversify and adjust fixed-income strategies just 
as one does with equity asset classes when constructing a portfolio. In periods after the 
Fed begins to cut rates, various fixed-income asset classes historically produce a return. 
However, it is important to consider the reason behind those rate cuts (e.g., interest-rate 
normalization, growth scare, or a recession). As we look at the second half of 2025, some 
segments of the bond market may offer opportunities, but the persistent risk of inflation 
resurgence could lead to further rate hikes and price declines, yet again, particularly for 
longer-duration assets. We will be attempting to position for potential short-term rate 
normalization by the Fed, alongside ongoing upward pressure on long-term rates as bond 
market participants continue to weigh the impact of the current Administration's policies 
and fiscal imbalances. 

Opportunities and Risks: 
 
While the first half of 2025 has presented its own set of dynamics, navigating the 
remainder of the year might prove to be challenging. We identify the following 
as potential opportunities and positive trends for the coming months: 
 

 Innovation, automation, and AI are creating demand growth in new markets. 

 Targeted deregulation in certain sectors could potentially spur some growth, 
subject to political will and market response. 

 Earnings have generally been positive for certain sectors, particularly AI and IT 
infrastructure. 

 Value / Dividend paying companies may attract increased attention as managers 
consider style-rotation and portfolio rebalancing. 
 

 Select higher dividend yields in various asset classes might offer attractive 
potential long-term returns. 
 

 If rates continue to move back up on the long-end, it could theoretically provide a 
good entry level for long-term bond investors. 
 

 Alternatives and Satellite Strategies may offer appealing diversification benefits, 
inflation protection, and income production. 
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 Interest-rate sensitive asset classes might present opportunities as the Fed 
eventually embarks on a loosening bias, to the degree that materializes and is not 
quickly reversed. 
 

 International stocks have been performing well and attracting capital, and 
valuations seem to remain at a discount relative to domestic markets – bearing in 
mind such stocks carry their own set of elevated geopolitical and currency risks. 

 If Iran’s nuclear capabilities have truly been diminished, it could create a period of 
decreased geopolitical tension in the Middle East and potentially stabilize energy 
prices.  

Conversely, there continue to be significant risks that demand heightened attention, with 
several new concerns emerging in 2025: 

 Mounting fiscal imbalances due to stagnant tax revenues and unchecked 
government spending represent a fundamental structural vulnerability, threatening 
long-term stability - potentially pushing interest rates even higher. 

 The implementation of tariffs presents a highly disruptive economic policy, likely 
provoking damaging retaliatory measures from trading partners and accelerating 
inflation while suppressing global growth. 

 The probability of a domestic and global recession is rising as growth slows, 
corporate borrowing costs remain high, and government debts mount. 

 Market breadth remains concentrated, with the impact of earnings growth still 
largely confined to certain dominant players, leaving the broader market extremely 
vulnerable to any shifts in sentiment or performance among these few. 

 Any significant Fed loosening could prematurely re-ignite commodity speculation 
and inflationary pressures, forcing a rapid and destabilizing policy reversal. 

 Persistently higher commodity and interest expenses are poised to significantly 
impact consumers and corporations across a wider range of industries, leading to 
potential earnings disappointments and downward revisions. 

 Fragile market liquidity and potential systemic strains could trigger shocks, 
widespread defaults across various sectors, and significant real estate 
devaluations. 

 China's corporate leverage and consumer debt present a substantial impediment 
to emerging market and global growth, with contagion risks. 

 The continued overvaluation of the U.S. dollar vis-a-vis other currencies could 
make our exports uncompetitive, further harming domestic industries and trade 
balances. 

 Military conflicts, including ongoing tensions in Eastern Europe, the Middle East, 
and increasing concerns around China / Taiwan and North Korea, pose acute, 
unpredictable threats to market stability and supply chains. 
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Tying It All Together: 

Given the current backdrop, we think that the economy and the markets will need to 
perform a balancing act to maintain and build on the gains of the first 6 months.  We 
expect a complicated economic environment for the remainder of 2025. As US GDP 
growth is expected to slow to 1%, influenced by elevated corporate borrowing costs, 
sustained inflation, and tariff-related disruptions affecting global trade. Although there 
have been recent decreases in consumer prices and wage increases, inflation may 
remain above the Federal Reserve's 2% target, partially due to tariffs. The current 
unemployment rate stands at 4.1%, indicating a stable but potentially moderating labor 
market. These conditions make it more complex for the Federal Reserve to manage 
inflation, decelerating growth, and rising unemployment, which could increase the risk of 
stagflation. Following the election, the yield curve has steepened, with long-term rates 
under upward pressure because of the ballooning national debt, among other things. 
Persistently higher long-term rates are maintaining elevated borrowing costs, which could 
affect corporate earnings and consumer spending. The stock market is near record highs 
but may be susceptible to corrections, and the S&P 500 may fluctuate between the mid-
5000s and mid-6000s as it struggles for clarity and direction. Similarly, fixed-income 
assets continue to face risks from inflation, higher interest rates, and potential price 
declines, underscoring the need for tactical flexibility in fixed income investing.   

We will be paying close attention to the economy and markets as events unfold over the 
balance of the year.  In the meantime, we are honored and privileged that you have 
entrusted us to guide you in your pursuit of achieving your long-term financial goals. 
Speaking of which, it's always a prudent time to reassess your risk profile and objectives. 
If they have changed, or you would like to modify risk in your portfolios, please let us 
know. 

Sincerely, 

The Investment Partners Asset Management Team 
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