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Key Insights

« Historic Recovery Continues: S&P 500’s 30.31% surge
from April lows through August completed 2025’s most
compelling turnaround, with the Magnificent 7 (+47.77%)
and small-caps (+35.11%) leading broad-based gains.

« August Momentum Shifts: Small-caps surged 7.14%
in August versus S&P 500’s 2.03%, while Health Care
(+5.37%) and Materials (+5.19%) led sector rotation away
from traditional tech leadership.

- Earnings Beat Stretched Valuations: 81% of Q2
companies exceeded both earnings and revenue
expectations with 11.9% growth, but forward P/E of
22.4 well above historical averages signals valuation
concerns despite 12.8% profit margins.

» Fed Cut Odds Surge: September rate cut probability
jumped from 38% to 80%+ following Chairman Powell’s
employment-focused Jackson Hole remarks, as
unemployment hit 4.2% with significant payroll revisions
while inflation persists at 2.8%.

« International Outperformance Persists: MSCI All-World
ex-U.S. delivered 23.30% YTD returns versus S&P 500’s
10.78%, while gold’s 31.38% gain established it as the
year’s standout “policy hedge” asset.

Monthly Recap

The S&P 500 Index posted a solid 2.03% gain in August,
extending its extraordinary recovery from April 8th trough.
The Nasdaq Index advanced 1.65% while small-caps
significantly outperformed with the Russell 2000 Index
surging 714%. The “Magnificent 7” tech giants delivered a
robust 1.98% gain, continuing to drive the market’s historic
rebound from the February 19th peak through the April
correction and subsequent recovery.

The Recovery Story Continues: From the April 8th bottom
through August, equity markets have posted remarkable
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gains with the S&P 500 surging 30.31%, the Nasdaq
rocketing 40.91%, and the Russell 2000 climbing 35.11%.
The Magnificent 7 Index has delivered an exceptional
4777% recovery, effectively erasing the steep February-
April declines (S&P 500 -18.75%, Nasdaq -23.77%) and
pushing indices well beyond previous highs.

Growth vs Value and Market Cap Dynamics: August
marked an interesting reversal as value stocks (Russell
3000 Value +3.41%) outperformed growth (+1.32%) for the
month, though growth maintains year-to-date leadership
at 11.14% versus value’s 9.82%. Small-caps’ 714% August
outperformance was notable, though large-caps (Russell
Top 50 +10.82%) still lead year-to-date versus small-caps
(+7.05%).

Sector Performance: August sector leadership came from
Health Care (+5.37%), Materials (+5.19%), and Consumer
Discretionary (+4.66%). Communication Services added
3.71%, Energy 3.65%, and Financials 3.09%. Technology
lost 0.11% despite massive recovery gains, while Utilities
declined 1.58%. Year-to-date sector leadership shows
Industrials commanding the top position at 17.14%, followed
by Communication Services (15.90%) and Utilities (13.38%).
Technology holds respectable positioning with 15.02%
gains, while Health Care lags significantly at just 0.03%.

International Outperformance Continues: International
markets significantly outpaced U.S. equities in August,
with the MSCI All-World Excluding U.S. Index delivering
4.43% versus the S&P 500’s 2.03%. Year-to-date, this
outperformance remains dramatic: international developed
markets +23.30%, emerging markets +19.59%, both
substantially ahead of the S&P 500’s 10.78% return. From
April’s recovery bottom, international developed markets
gained 25.75% while emerging markets advanced 27.44%.

Fixed Income, Gold, and Crypto Strength: Bonds showed
resilience with the Bloomberg US Aggregate Index
gaining 1.32% and high-yield corporates adding 1.25%. The
Bloomberg Galaxy Crypto Index gained 3.53% in August
and 15.2% year-to-date. Gold was a standout performer
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with 4.8% August gains, extending its remarkable 31.38%
year-to-date performance and 15.58% recovery from the
April lows.

Market Outlook: August’s performance solidified one

of the most compelling comeback stories in recent
market history. The complete round-trip from February’s
peak through April’s trough and back to new recovery
highs demonstrates remarkable market resilience. With
broad-based sector participation, strong international
performance, and continued strength across multiple
asset classes, the recovery that began in April continues
to establish new precedents for market durability and
investor confidence.

Corporate Profitability &
Valuation Considerations

to-earnings (P/E) ratio stands at 22.4, significantly above
both the 5-year average of 19.9 and 10-year average of
18.5. Since Q2’s end, index prices increased 4.8% while
forward earnings estimates rose just 3.5%, indicating
multiple expansion rather than earnings growth has driven
recent gains. The trailing 12-month P/E ratio of 27.9 sits
well above historical averages of 25.0 (5-year) and 22.6
(10-year).

Despite robust Q2 results and the remarkable market
recovery, stretched valuations suggest investors may
need to temper return expectations as markets navigate
the tension between strong corporate fundamentals and
elevated equity valuations.

Topic of the Month: Expected Interest
Rate Cuts in September 2025

According to FactSet, Q2 2025 delivered exceptional
corporate performance with 98% of S&P 500 companies
reporting by August 29th. Notably, 81% posted positive
earnings surprises - above both the 5-year (78%) and
10-year (75%) averages, while 81% exceeded revenue
expectations, marking the highest percentage of positive
revenue surprises since Q2 2021.

The blended year-over-year earnings growth rate reached
11.9%, representing the third consecutive quarter of
double-digit growth and a dramatic improvement from the
4.8% estimate at quarter-end. This performance occurred
alongside the market’s extraordinary recovery from
February’s peak through April’s trough back to new highs.

“Magnificent 7” Excellence Drives Market Leadership

The “Magnificent 7” technology giants demonstrated
exceptional performance, with 100% beating estimates
compared to 81% for the broader market. These companies
exceeded earnings estimates by 10.5% versus 7.7% for all
S&P 500 companies, delivering actual earnings growth

of 26.6% for Q2. Four companies - NVIDIA, Amazon.

com, Meta Platforms, and Microsoft - ranked among the
top six contributors to overall S&P 500 earnings growth,
underscoring their outsized market influence.

Sustained Profitability with Valuation Concerns

Corporate profitability remained robust with the S&P

500 reporting its fifth consecutive quarter with net profit
margins above 12%, reaching 12.8% in Q2. This reflects
management teams’ ability to maintain pricing power while
navigating cost pressures.

However, this strong fundamental performance comes
alongside elevated valuations. The forward 12-month price-
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The Federal Reserve (Fed) will likely cut interest rates by
25 basis points in September 2025, with market odds
exceeding 80%. This dramatic probability surge from
38% in early August to 83-91% by late August followed
Fed Chair Powell’s Jackson Hole remarks emphasizing
“downside risks to employment” and potential policy
adjustments. The labor market shows concerning
deterioration with unemployment at 4.2% and 258,000
downward payroll revisions for May-June, while inflation
remains elevated at 2.8%. Powell suggested that a weaker
labor market would mitigate tariffs’ effects on inflation
expectations, making rate cuts to support employment
feasible despite persistent price pressures.

Despite strong market expectations, a September rate
cut remains “not yet a guarantee” and is “far from a done
deal,” with uncertainty surrounding both whether it will
occur and the potential magnitude of any reduction. The
September 17th Federal Open Market Committee (FOMC)
decision depends heavily on upcoming economic data,
specifically the August jobs report and inflation numbers,
including the Consumer Price Index (CPI) scheduled

for release in early September. A surprisingly strong
employment report or sharp inflation increase could still
lead the Fed to remain on hold, given their data-dependent
approach and recent shift toward prioritizing employment
risks over inflation concerns.

Expected GDP Growth Impact

While rate cuts typically stimulate Gross Domestic Product
(GDP) growth through lower borrowing costs, increased
investment, and enhanced consumer spending, current
economic conditions suggest their impact may be more
muted than usual. The US economy demonstrated
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unexpected resilience in Q2 2025, with revised data
showing 3.3% annualized growth compared to initial
estimates of 3.0%, rebounding sharply from Q1's 0.5%
contraction. This outperformance, driven by robust
consumer spending, suggests earlier concerns about
tariff impacts may have been “misplaced,” though the
underlying momentum remains fragile due to pre-tariff
stockpiling effects that artificially boosted activity and
could be a drag on third and fourth quarter demand.

However, emerging economic headwinds are already
dampening the outlook. Slowing job growth signals the
economy could stagnate in Q3, strengthening the case
for monetary easing despite recent strong performance.
The Federal Reserve has accordingly revised its 2025
GDP growth forecast downward to 1.4%, while private
economists project growth between 1.4% and 2.5%. This
cautious outlook reflects ongoing challenges from tariff
policies, trade uncertainty, and elevated debt levels
that could limit the effectiveness of traditional monetary
stimulus.

Most economists expect rate cuts to provide more
meaningful growth support in late 2025 and into 2026, as
financial conditions improve and tariff-related disruptions
stabilize.

Stock Market Impact

The S&P 500 has reached all-time highs, reflecting what
analysts describe as a “bull market alive and well” that
would require a meaningful catalyst like a recession to
derail it. This strength has been underpinned by robust
Q2 corporate earnings, with the S&P 500 delivering 10.5%
earnings per share (EPS) growth that exceeded lowered
expectations, though companies missing estimates have
faced particularly harsh market reactions. However, the
market’s extreme reliance on a few large growth stocks,
particularly the “Magnificent 7” tech companies, has
reached unprecedented levels of concentration that
poses structural risks, as historical dominance provides no
guarantee of future performance.

Rate cuts create multiple favorable transmission
mechanisms for equity markets that extend well beyond
simple valuation effects. Lower borrowing costs directly
reduce corporate financing expenses while simultaneously
improving consumer purchasing power, creating a dual
boost to corporate revenues. Additionally, the wealth effect
generated by rising asset prices encourages increased
spending and investment, establishing positive feedback
loops that can sustain economic momentum and further
support market gains across sectors.
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Technology Sector Leadership: Technology companies
benefit most significantly because their valuations
depend heavily on future cash flows that are years away.
When the Federal Reserve cuts rates, the discount rate
used to calculate present value of these future earnings
declines, making distant profits worth more today. This
mathematical relationship particularly benefits companies
whose current profits are modest relative to expected
future growth. Additionally, lower rates improve access to
capital for research, development, and acquisitions while
encouraging investors to rotate from low-yielding bonds
into growth assets.

The sector’s exceptional fundamentals support this
favorable rate environment positioning. Q2 2025
demonstrated technology’s earnings power with the
Information Technology sector delivering 22.6% year-
over-year earnings growth, while all six technology sub-
industries reported positive growth led by Semiconductors
& Semiconductor Equipment at 37%.

Sector Performance Dynamics: Rate cuts create

distinct winners across market sectors through various
transmission mechanisms. Real estate and construction
companies benefit most directly from reduced mortgage
rates and cheaper project financing, with homebuilders,
real estate investment trusts (REITs), and mortgage lenders
experiencing immediate demand improvements as
housing affordability increases. Financial institutions face
more complex dynamics - while lower rates may initially
compress net interest margins, banks typically benefit
from increased lending volume and yield curve steepening
effects that ultimately support profitability.

Consumer sectors respond positively but through different
pathways. Defensive Consumer Staples provide stability
and consistent returns during periods of uncertainty,

while Consumer Discretionary companies gain from
improved financing conditions for major purchases such as
automobiles and appliances. The psychological confidence
effect from monetary easing often translates into increased
spending on non-essential items, further benefiting
discretionary retailers and service providers.

Market capitalization and investment style significantly
influence rate cut responses. Smaller companies typically
outperform larger peers due to their greater sensitivity

to domestic economic conditions and higher reliance on
external financing. Many small-caps benefit immediately
from reduced costs on floating-rate debt, while their
limited capital market access makes them disproportionate
beneficiaries of easier credit conditions. Similarly, growth
stocks demonstrate superior performance because their
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valuations depend heavily on discount rates applied to
future earnings, whereas value stocks - deriving more
worth from current cash flows and tangible assets - show
less dramatic initial responses but may eventually benefit if
rate cuts successfully stimulate broader economic growth
without triggering inflation concerns.

Alternative Assets Impact

Gold: Gold has established itself as the “ultimate policy
hedge”. As of August 29, gold was at $3,447.95 per ounce,
up more than 30% in 2025 and approximately 112% from
its late 2022 low. The metal’s appeal is amplified by dollar
weakness, its inflation hedge properties, and growing
demand as protection against domestic volatility and
political institutional pressures. Central bank accumulation
and rebuilding exchange traded fund (ETF) holdings
provide structural support with further upside potential.

Rate cuts enhance gold’s attractiveness by reducing the
opportunity cost of holding non-yielding assets compared
to interest-bearing alternatives. When real interest rates
decline or turn negative, gold becomes a compelling
store of value, while accompanying dollar weakness
makes it more affordable for international buyers. This
monetary policy transmission works alongside geopolitical
uncertainties and central bank buying to provide support
independent of traditional market dynamics.

Cryptocurrency: Rate cuts create multiple bullish catalysts
for digital assets. Lower interest rates weaken the dollar,
which historically benefits cryptocurrencies as alternative
stores of value. Increased liquidity from monetary easing
flows into risk assets, with crypto markets benefiting

from their accessibility and continuous trading. The
decentralized finance ecosystem particularly gains from
lower capital opportunity costs and increased venture
funding into blockchain innovation. However, crypto’s high
correlation with traditional risk assets means performance
depends on whether cuts are seen as growth-supportive
Or crisis-responsive.

US Dollar: The dollar faces downward pressure from
expected rate cuts, with the Bloomberg Dollar Spot Index
down 8.31% year-to-date. Rate cuts reduce the currency’s
yield advantage relative to other major currencies,
encouraging capital outflows as investors seek higher
returns elsewhere - an effect amplified when other central
banks maintain higher rates while the Fed cuts. The dollar
also confronts structural headwinds from its diminishing
global role, as central banks increasingly allocate reserves
to gold at the expense of dollar holdings, a trend that
could accelerate with ongoing de-dollarization efforts.
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Dollar weakness could be amplified if a global consensus
arises that the Fed was pushed into lowering rates by the
administration.

However, the dollar’s decline isn’t guaranteed. Its safe-
haven status can offset yield-based weakness if rate cuts
are perceived as responses to serious economic stress
rather than preemptive policy moves. Additionally, hawkish
forward guidance or signs of US economic resilience
relative to other regions could limit dollar losses. The
currency also benefits when improved global risk appetite
drives investors away from domestic safe-haven assets
toward international growth opportunities, though this
dynamic depends heavily on the context and perceived
motivation behind Fed policy actions.

Trade and Consumer Impact

Rate cuts and the resulting dollar weakness create
mixed trade effects that take time to fully materialize. US
export competitiveness improves as dollar depreciation
makes American goods cheaper internationally,
benefiting manufacturing, agriculture, and technology
services sectors. The trade balance typically improves
through increased exports and reduced imports, though
these effects require 6-18 months to fully develop.
However, higher import prices simultaneously create
inflationary pressures, particularly impacting technology
manufacturing, automotive, and retail sectors that depend
heavily on foreign components, though energy import
vulnerability has been reduced by increased domestic
production.

Consumer behavior responds more immediately to lower
interest rates through enhanced purchasing power for
major expenditures. Cheaper financing boosts demand

for housing, automobiles, and appliances, while mortgage
refinancing surges provide cash flow improvements that
sustain broader spending increases. The impact varies
demographically and regionally, with younger consumers
showing the strongest response to rate cuts, while regional
differences reflect varying exposure to variable versus
fixed-rate debt structures.

Bond Market Response

The bond market rallied following Powell’s dovish
signals, with short-term yields falling and the yield curve
steepening to levels not seen in years. Current Treasury
yields reflect this dynamic, with the 2-year at 3.64%

(up three basis points), the 10-year at 4.21% (down two
basis points), and the 30-year at 4.88% (down four basis
points). However, long-term yields remain stubbornly
elevated due to concerns about tariff-driven inflation, the
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expanding budget deficit, and risks of the Fed cutting
rates too aggressively. Meanwhile, US junk bond yields
have plunged to a 40-month low, fueled by rate cut
expectations, strong corporate earnings, and relatively
weak labor data.

The steepening yield curve benefits multiple market
segments as short rates fall faster than long rates,
widening spreads and boosting bank profitability while
typically signaling positive economic expectations that
support risk assets. Short-term Treasuries show the
strongest price gains due to their direct Fed policy linkage,
with 2-year yields potentially dropping 10-20 basis points,
while 10-year yields face more modest declines based on
long-term growth expectations. Corporate bonds stand to
benefit significantly, with investment-grade issues gaining
from both declining Treasury yields and tightening credit
spreads, while high-yield bonds may deliver exceptional
returns if economic conditions remain stable, though
careful credit analysis becomes increasingly crucial in this
environment.

Post-Meeting Guidance and Investment Positioning

Market focus will shift to Fed communications about future
policy direction, with several key signals determining
asset performance. Clear indication of a sustained easing
cycle rather than a “one-and-done” approach would fuel
continued rallies across growth stocks, bonds, and rate-
sensitive assets while extending dollar weakness. The
Fed’s emphasis between labor market support versus
inflation vigilance will also prove crucial - employment-
focused guidance suggests more aggressive easing that
benefits interest-rate sensitive sectors, while continued
inflation concerns imply a more measured approach
potentially supporting financial stocks. Updated economic
projections for growth, unemployment, and inflation

will provide quantitative policy insights, with lower rate
projections versus market expectations fueling asset
rallies and higher projections potentially triggering
disappointment.

Post-meeting communications emphasizing continued data
dependence will make employment reports, CPI releases,
and regional indicators particularly market-sensitive going
forward. Strong economic data might reduce expectations
for additional cuts and support dollar strength, while

weak data would reinforce accommodation expectations
and benefit rate-sensitive assets. This dynamic creates
ongoing positioning opportunities, with optimal first-month
allocation including overweighted growth and technology
stocks, large-cap quality names, and defensive sectors
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like Healthcare and Consumer Staples, while fixed income
positioning should favor intermediate-duration Treasuries
and high-quality corporate bonds.

Investors should prepare for elevated volatility following
rate cuts, with the Volatility Index (VIX) potentially doubling
from pre-cut levels as historical patterns show heightened
market swings for several weeks before stabilization.

This environment requires disciplined position sizing and
diversification strategies, as the interaction between Fed
guidance and subsequent economic data will ultimately
determine market direction through the rest of 2025.
Success will depend on maintaining flexible, data-
responsive investment approaches that can adapt to
evolving monetary policy signals and economic conditions.

The current economic landscape presents a paradox

of surface-level strength masking deeper structural
uncertainties. While the S&P 500 has achieved record
highs and Q2 data revealed unexpected economic
resilience, the underlying environment remains

fraught with challenges from disruptive trade policies,
unprecedented political pressure on Federal Reserve
independence, and persistent inflation driven primarily by
services sector price increases. This complex backdrop
has created intricate cross-currents across financial
markets, leaving investors heavily dependent on upcoming
data releases - particularly the Personal Consumption
Expenditures (PCE) price index and August employment
report - to provide clarity on both economic trajectory and
Fed policy direction through the remainder of 2025.

Conclusion

September 2025 Fed rate cut would represent a significant
monetary policy inflection point driven primarily by labor
market deterioration rather than traditional recessionary
concerns. However, the uncertainty surrounding this
decision creates a complex investment environment

where traditional rate cut benefits may be moderated by
persistent structural challenges and there is possibility that
no cut occurs.

The timing of potential rate cuts comes after an
extraordinary market recovery, with the S&P 500 surging
over 30% from April lows and establishing new highs.
Corporate fundamentals remain robust, with 81% of
companies beating earnings estimates in Q2 2025 and
net profit margins holding above 12% for five consecutive
quarters. However, this strength coincides with elevated
valuations, as the forward P/E ratio of 22.4 sits well above
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historical averages, suggesting much of the good news
may already be priced in.

If rate cuts materialize, the most compelling opportunities
would likely emerge from understanding transmission
mechanisms rather than relying on historical precedents.
Technology and growth sectors would benefit from
fundamental valuation mathematics, while rate-sensitive
industries would gain from direct cost reductions. The
recent outperformance of small-caps and value stocks
suggests markets are already positioning for potential rate-
sensitive beneficiaries, though growth maintains year-to-
date leadership.

JAMES

INVESTMENT ReseARCH, INC.

This material is distributed by James Investment Research, Inc. and is for information purposes only. No part of this document may be reproduced
in any manner without the written permission of James Investment. It is provided with the understanding that no fiduciary relationship exists
because of this report. Opinions expressed in this report are the opinions of James Investment and are subject to change without notice. James
Investment assumes no liability for the interpretation or use of this report. Investment conclusions and strategies suggested in this report
may not be suitable for all investors and consultation with a qualified investment advisor is recommended prior to executing any investment

strategy. All rights reserved. Copyright © 2025 James Investment.

P.O. Box 8 Alpha OH 45301 | (888)426-7640

jamesinvestment.com

info@jamesinvestment.com




