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Market Update & Outlook 3Q 2026 
Higher inflation and Federal Reserve tightening caused interest rates to 
rise during the third quarter, weighing heavily on bonds. Stocks proved 
more resilient as strong earnings offset downward pressure on valuations. 
Meanwhile, the U.S. economy continued to expand at a modest pace. 

Moderate Economic Growth Continues 
The U.S. economy expanded at a gradual pace. Real GDP grew 2.2% in 
the second quarter, supported by resilient consumer spending, strong 
business investment, and improved exports. Third-quarter growth is 
expected to strengthen, with estimates centering around 3%. 

The labor market remained stable. The unemployment rate was 4.2% in 
September, unchanged from the start of the quarter. Job growth was 
weak, but so was labor force growth, keeping the unemployment rate in 
check. 

Despite stable employment conditions, consumer confidence remained 
near historic lows. Sentiment surveys cited elevated gasoline prices, high 
borrowing rates, and broader cost-of-living pressures as the primary 
reasons for the dour mood. 

With CPI inflation rising to 3.7% in September, wage growth is no longer 
keeping pace with price increases for many workers. This is adding to 
household budget strain. Persistent inflation also prompted a reversal in 
Fed policy during the quarter. 

Stock Rally Stalls 
Stocks traded within a narrow range during the third quarter and ended 
with small gains. Earnings growth continues to be exceptional, but rising 
interest rates caused a compression in price-to-earnings (P/E) multiples. 
The average forward P/E ratio for S&P 500 companies declined from 22 

at the beginning of the year to 19 at the end of September. Investors also 
began to question whether future profits would justify the scale of AI and 
data-center spending by large technology companies. That concern also 
contributed to the market’s loss of momentum. 

 

Although skepticism around the AI buildout increased, this area has been 
supported by meaningful revenue and earnings growth. Technology 
companies, along with the much smaller energy sector, have been the 
driving force behind expanding profit margins and corporate profit growth 
of more than 25% this year. S&P 500 companies have posted seven 
consecutive quarters of double-digit earnings growth, providing strong 
fundamental support for the market’s above-average gains in recent 
years. 

Market volatility often rises in the months leading up to Election Day. 
While the political environment is as contentious as ever, markets have 
largely shrugged off concerns over midterm elections. Volatility remains 
near the lows of the year, likely reflecting expectations of a divided 

MARKET SCOREBOARD 3Q 2026 2026 YTD   
S&P 500  
(Large U.S. stocks) 

2.30% 12.75% 

MSCI EAFE 
(Developed international stocks) 

0.81% 10.33% 

Bloomberg Aggregate Bond 
(U.S. taxable bonds) 

(3.51%) (2.91%) 

Bloomberg Municipal Bond 
(U.S. tax-free bonds) 

(6.35%) (4.18%) 

Wilshire Liquid Alternative 
(Alternative investments)  

1.11% 3.77% 
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government. Investors often prefer this state, due to the reduced 
likelihood of major legislation that could impact markets. Historically, the 
fourth quarter of midterm election years has been favorable; stocks have 
risen in 20 of the last 24 such periods since 1928. 

Federal Reserve U-Turn 
For much of this year investors expected the Fed to cut rates to support 
the economic expansion. That outlook changed by late summer as Middle 
East tensions, persistent inflation, and a steady job market raised the 
possibility that the next rate move would be higher. Chair Kevin Warsh’s 
remarks at Jackson Hole, WY reinforced the idea that rates could move 
up. The policy announcement on September 16 marked a clear turning 
point, as the Fed raised its federal funds rate by 0.25%. Sixteen of 18 Fed 
policymakers also projected at least one more rate increase before year-
end. 

The Fed’s updated projections also indicated higher policy rates for both 
2027 and 2028. Warsh described the September increase as “removing a 
dose of accommodation,” underscoring the Fed’s shift toward a more 
restrictive stance. Markets responded quickly, pricing in at least 75 basis 
points of additional tightening by the spring of 2027. 

Taken together, the Fed’s actions and messaging suggest confidence in 
the economic outlook and a renewed focus on inflation. Earlier in the 
year, some questioned the Fed’s commitment to bringing inflation under 
control. But the combination of a rate hike, higher projected rate path, and 
hawkish rhetoric helped alleviate those concerns. Restoring its inflation-
fighting credibility now appears to be the Fed’s top priority. 

 
 
 

Bond Market Struggles 
Starting in the spring, the environment for bonds became more 
challenging. Long-term interest rates moved higher as conflict in the 
Middle East raised concerns about the inflationary impact of higher oil 
prices. During the summer, growing attention to large government deficits 
placed further upward pressure on yields. Meanwhile, enormous AI 
infrastructure investment is increasingly being funded with debt, creating 
additional competition for capital. By August, bonds had surrendered most 
of their gains for the year. 

The Fed’s abrupt shift toward a more hawkish stance in September 
accelerated the rise in rates. Short-term yields rose sharply following the 
Fed’s policy announcement and placed additional pressure on longer-
term bonds. Selling intensified during the final week of the month, with the 
Bloomberg U.S. Aggregate Bond Index declining roughly 1% and 
municipal bonds falling more than 2%. Municipal bonds were hit 
particularly hard as the rise in rates coincided with a heavy calendar of 
new debt issuance. 

The sell-off pushed yields to their highest levels in 15 to 25 years, 
depending on market segment. With substantial additional tightening 
already reflected in market prices, relative rate stability from here is base 
case. However, a renewed inflation surprise, heavier-than-expected 
Treasury issuance, or an escalation in geopolitical tensions could drive 
yields higher. 

That said, investors are being well compensated for owning bonds. 
Current yield levels make fixed income attractive not only as a portfolio 
diversifier, but also as a meaningful source of income. 
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Market Outlook  
Uncharacteristically, there seemed to be more turmoil in the bond market 
than in the stock market during the quarter. Benchmark Treasury rates 
rose by more than 0.50% during September alone, pushing bond prices 
lower. This resulted in a tough quarter of performance for both taxable 
and tax-free bonds. Several factors contributed to the rise in rates, 
including: 
 

• Rising inflation and inflation expectations 
• The Fed’s shift toward rate increases 
• Increased debt issuance to fund AI investment  
• Larger federal deficits and government borrowing 
• Resilient economic growth 

 
Some investors may worry that 2026 will prove to be a repeat of 2022, 
one of the worst years ever for the bond market. But starting yields are 
much higher, the Fed is expected to raise rates only modestly, and much 
of the rise in inflation is due to volatile energy prices. Because of this, a 
repeat of 2022 appears unlikely. 

Higher rates typically weigh on equities as well, but exceptionally strong 
profit growth helped stocks post incremental gains during the quarter. 
This provided a valuable diversification benefit during a difficult period for 
bonds. Double-digit stock returns in 2026 have kept diversified portfolios 
on pace for another solid performance year.  

U.S. stocks have gained nearly 13% year-to-date, while profits have 
grown almost twice that fast. The result is improved valuation. Earnings 
estimates for 2026 and 2027 continue to rise, supported by strong AI-
related profits. However, increasingly optimistic earnings expectations 
could become difficult to meet at some point. As more technology 
companies borrow at higher rates to finance AI projects, further profit 

margin expansion may be limited. This places greater importance on 
revenue growth to sustain future earnings gains. 

Higher yields have significantly improved the income potential of bonds, 
and continued earnings growth supports a constructive outlook for stocks. 
At the same time, elevated expectations around AI and persistent inflation 
favor disciplined diversification rather than concentrated risk-taking. 
History shows that new technologies and related investments rarely 
advance in a straight line. There is a risk that equity markets may 
“overshoot” AI potential in the near term, which could result in periods of 
market turbulence. But over the longer run, the benefits to productivity 
and the economy are likely to be substantial. 

Thank you for the trust and confidence you have placed in the Forvis 
Mazars Private Client team! 

 
Jeff Layman & Andrew Douglas 
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