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The third quarter was mixed for investors with two major drivers impacting portfolios. On the one 

hand, interest rates rose to 20-year highs, while on the other hand, exceptional corporate earnings 

continued to support stocks. Amid these major trends, oil prices climbed back above $100 per barrel, 

the Fed raised rates for the first time in three years, and concerns over AI grew as November’s 

midterm election approaches.  

 

Despite these developments, major U.S. stock market indices ended the quarter not far from their 

all-time highs. Just as important, these gains were not limited to a single part of the market. The 

energy sector, developed market stocks, and commodities also contributed to portfolios over the 

quarter. And while the bond market has struggled as rates have risen, bond yields are at their most 

attractive levels in recent history. 

 

These market themes are a reminder that maintaining portfolio balance is the key to navigating ever-

changing market environments, especially when they create opportunities for long-term investing 

and financial planning. How can investors stay balanced as these events unfold in the fourth 

quarter? 
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Key Market and Economic Drivers in Q3 20261 
 
• The S&P 500 returned 2.3% in the third quarter with dividends and the Nasdaq Composite gained 

2.6%, while the Dow Jones Industrial Average declined -2.3%. Year-to-date, the three indices have 

returned 12.7%, 16.1%, and 7.2%, respectively. 

 

• Developed market international stocks (MSCI EAFE) gained 0.9%, while emerging market stocks 

(MSCI EM) declined -0.4% over the quarter, both in U.S. dollar terms. 

 

• The Bloomberg U.S. Aggregate Bond Index fell -3.5% in the third quarter for a year-to-date decline 

of -2.9%, with longer-dated bonds struggling. The 10-year Treasury yield climbed to 5.29%, a two-

decade high. 

 

• The Bloomberg Commodity Index jumped 15.1% over the quarter. Brent crude ended the quarter at 

$103 per barrel while WTI finished at $90. 

 

• Gold fell further to $4,156 per ounce, while the U.S. Dollar Index recovered to 101.45. 

 

• August headline CPI rose 3.4% year-over-year, while core CPI, which excludes volatile food and 

energy prices, increased only 2.4%. The core PCE price index, the Fed's preferred measure of 

underlying inflation, rose 3.0% year-over-year in August. 

 

• The Federal Reserve raised its key policy rate to a range of 3.75% to 4.00% in September. 

 

• The third estimate of second quarter GDP showed that growth was better than expected at 2.2% 

quarter-over-quarter. This was primarily driven by a 2.5% gain in personal consumption 

expenditures. 

 
 
 



 
 

3 
 

Investors are adjusting to a higher interest rate environment 

 
The defining feature of the third quarter was the steady climb in interest rates to levels not seen 

since the early 2000s. For long-term investors, this matters because the low-rate environment 

following the 2008 global financial crisis is no longer the main driver of portfolio decisions. The fact 

that bonds can generate more income today is an important consideration in asset allocation 

decisions. 

 

It’s helpful to take a historical perspective when it comes to interest rate trends. From the peak in the 

early 1980s to 2020, there was a gradual but steady decline in interest rates, with short-term 

fluctuations due to the business cycle and economic events.2 This period is often referred to as a 40-

year bull market in bonds, since falling interest rates make existing bonds more attractive, helping 

support portfolios as well as the broader economy. 

 

High interest rates affect many other parts of the economy as well, particularly the housing market. 

According to Freddie Mac, the average 30-year fixed-rate mortgage is back above 7% after falling 

toward 6% at the start of the year.3 This creates what economists refer to as the "lock-in" effect, in 

which homeowners who benefited from low rates in prior years face a disincentive to sell, reducing 

housing market activity. 

 

Of course, interest rates are difficult to predict and subject to swings, especially with oil prices and 

the job market facing uncertainty. Still, interest rates are hovering near multi-decade highs, which is 

an important development for investors. 
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Earnings growth and AI investments are supporting many asset classes 

 
Despite many periods of short-term uncertainty, the S&P 500, Nasdaq, and Dow Jones Industrial 

Average all reached new all-time highs in the third quarter. This is largely because U.S. stocks have 

benefited from a strong economy and trends such as AI infrastructure investment, which have 

supported corporate profitability. Current consensus estimates suggest that the S&P 500 could 

experience earnings growth across 2026 of over 30% for the next twelve months.4 

 

This year’s positive performance hasn’t been restricted to U.S. large cap stocks, but is a global 

phenomenon across equity asset classes. Small cap stocks, for instance, struggled in the third 

quarter but have still outperformed this year since many of these companies play important roles in 

the AI supply chain. Other regions have also benefited from trends in AI, particularly semiconductor 

companies in Asia. This has helped to support the MSCI Emerging Market index, although the third 

quarter saw a decline for this index.5 

 

Commodities have also contributed to portfolios, but for different reasons. Due to the ongoing 

conflict in the Middle East, oil prices climbed from around $70 per barrel in early July to over $100 in 

September. Copper reached a new all-time high due to mine supply deficits and structural demand 

from AI infrastructure, while diesel reached a record due to heavily restricted global refining 

capacity. 

 

The fact that many asset classes have contributed demonstrates the value of a well-considered asset 

allocation, which will only grow in importance in the fourth quarter as questions around monetary 

policy, Treasury yields, and oil prices remain in focus. 
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The Fed raised rates for the first time in three years 

 
At its September meeting, the Fed raised policy rates by one-quarter of a percent to a range of 3.75% 

to 4.00%. This was the first hike in three years and followed a period of rate cuts from September 

2024 to December 2025, as shown in the chart above. Investors had assigned the move with over a 

90% probability ahead of the meeting, so while there were some market swings immediately after 

the announcement, the market took the move in stride overall.6 

 

What makes this hike different? The Fed is mostly reacting to higher energy prices. Economists often 

refer to this as "cost-push inflation," which simply means that supply disruptions have led to higher 

prices. The Fed cannot resolve geopolitical events with interest rates, but it can try to ensure that 

higher energy costs do not spread to other inflation categories that affect consumers and 

businesses. 

 

At the moment, projections by other Fed officials suggest the central bank could raise rates once 

more this year before pausing through 2027, with rates declining only slowly after that. These 

projections can change quickly depending on economic trends, so it's important to take them with a 

grain of salt. 

 

It's natural for some investors to view tighter monetary policy as a headwind for markets. In reality, 

this depends on why the Fed is raising rates. Historically, it's not unusual for markets and interest 

rates to move higher together, particularly later in the business cycle when growth, corporate 

earnings, and capital investment are strong. The third quarter is an example of this, with major stock 
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indices reaching new highs even as rates rose. Of course, monetary policy is only one of the forces 

that will shape the months ahead, alongside the political calendar. 

 

Upcoming midterm elections and policy uncertainty 

 
As citizens, voters, and taxpayers, there are few things more important than elections. They shape 

the direction of policy on issues including entitlement programs, taxes, and the federal debt, and 

they reflect the values by which new policies are made. However, when it comes to investing, it's 

important for investors to not vote with their portfolios. 

 

This year's midterm election in November is taking place against a complex backdrop of tariffs, 

geopolitical conflict, inflation, and questions around AI. As the chart above shows, there has been 

significant economic policy uncertainty over the past two years which resulted in short-term market 

volatility. At the same time, markets also showed that they can stabilize and rebound in ways that 

can surprise investors. So, while past performance is no guarantee of future results, it’s important to 

not overreact to short-term political headlines. 

 

More generally, it’s natural to assume that politics should drive the stock market, or that election 

years are simply more volatile. History shows that this is not necessarily the case and, in fact, the 

S&P 500 has averaged annual total returns of 8.6% across midterm election years since 1933.7 

Additionally, history shows that markets have performed well on average through different 

configurations of Congress. It’s not unusual for a sitting president’s party to lose its majority in 
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Congress during a midterm election, and this is exactly what occurred under Biden, Trump’s first 

term, Obama, and Clinton, just to name a few recent examples.8 

 

That said, there are other sources of political uncertainty beyond who controls the White House and 

Congress. One topic many investors worry about is the size of the national debt and budget deficit. 

The total federal debt recently exceeded $40 trillion for the first time, representing almost $120,000 

per American.9 The annual budget deficit is also projected to be above $2 trillion for the 

government’s 2026 fiscal year.10 Over time, these trends could raise borrowing costs for the 

government and increase the interest payments it must make each year. 

 

While many of these challenges are real, the key is to distinguish between what investors can and 

cannot control. Holding a portfolio designed to perform well across a range of economic and 

political environments is more important than trying to predict the result of a single election or 

where the budget deficit might land next year. 

 

AI, productivity, and stock market sectors 

 
AI and other technology trends have been major forces behind the market's performance over the 

past decade. Not only have these themes driven returns for groups such as the Magnificent 7, but 

they have directly driven the fundamental earnings trends across sectors. The chart on the previous 

page, for instance, shows the difference in earnings growth between Information Technology and 
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the other ten S&P 500 sectors.11 

 

This “concentration risk” is a source of concern for some investors who worry that the market is 

increasingly driven by only a few stocks. While many technology-related areas of the market 

continue to perform well, it’s also the case that other sectors have contributed to healthy returns 

over the past year. These sectors are experiencing earnings growth that is well above average as 

well, which supports their stock prices. The energy sector, for instance, has benefited from higher oil 

prices, and is the best performing sector with a 37.4% year-to-date gain through the third quarter. 

 

Much of the growth from AI trends is related to the building of infrastructure, including data centers. 

Perhaps the most important question continues to be whether AI will result in true productivity 

growth across companies. After all, the main benefit of the information technology revolution and 

the widespread adoption of the internet was a boost to productivity. So far, the 2020s have 

experienced average productivity growth of 2.1% per year, compared to only 1.2% in the 2010s. 

Whether AI and other new technologies will help to boost this is an open question that will likely 

affect markets and the economy in the coming years. 

 

Given these challenges, maintaining a longer-term perspective continues to be important. The 

largest technology companies, for instance, took decades to get to where they are today, even if 

there was significant market enthusiasm in the 1990s. Similarly, understanding how these trends 

interact with higher interest rates and a new Fed rate hike cycle can help investors stay focused in 

the final quarter of the year. 

 

The bottom line? Stocks reached new highs in the third quarter, with many asset classes 

contributing to portfolios, despite bonds struggling as interest rates rise. As new developments 

unfold and the midterm election approaches, investors should continue to stay balanced and focus 

on financial goals. 

 
 

 
 

 

 

 

Keeping you informed is important to us. Please contact us if you would like to receive our daily 

Arroyo Insights. We also share daily content on our LinkedIn and Facebook pages. If you have 
family members, younger relatives or friends who would benefit from our insights, we are 

happy to include them as well. We also invite you to visit our website at 

www.ArroyoInvestmentGroup.com for helpful resources and updates. 

 
Arroyo Investment Group claims compliance with the Global Investment Performance 

Standards (GIPS®). To obtain a complete list of our composite descriptions and GIPS® compliant 

performance results, please visit us at arroyoinvestmentgroup.com/our-track-record/ or contact us 
directly at (626) 844-1441. 
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We truly appreciate the trust you place in us and your continued partnership. If you’d like to review 
your portfolio performance, discuss any updates to your financial plan or schedule a meeting, please 

don’t hesitate to reach out. We’re always here to support you and your goals and look forward to 

connecting with you.  
 
GIPS® is a registered trademark owned by CFA Institute. CFA Institute does not endorse or promote this 
organization, nor does it warrant the accuracy or quality of the content contained herein. 
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