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International equities were among the strongest performers during the period. The MSCI EAFE Index rose 4.7% 
in the fourth quarter and delivered a 31.6% return for the year. Improving economic conditions in select regions, 
easing inflation pressures, and a weaker U.S. dollar contributed to these results for U.S.‑based investors. 
 
Fixed income also made positive contributions to portfolio returns. The Bloomberg Aggregate Bond Index gained 
1.1% in the fourth quarter and 7.3% for the year. Tax‑exempt fixed income securities performed well, with the 
Barclays 2‑4 Year Municipal Index delivering a 4.1% federal tax‑free return for the year. This performance 
reflects stabilizing interest rate expectations and the benefit of higher starting yields. Bonds continue to play an 
important role in portfolio diversification and income generation. 

 
Year‑End Review and 2026 Perspectives 

 
We begin our year‑end market review by wishing you a healthy and prosperous 
2026. We appreciate your continued partnership and look forward to working 
with you in the year ahead. 
 
This commentary provides an overview of fourth quarter market performance, 
a summary of key developments throughout 2025, and a discussion of themes 
that may influence markets in 2026. Prominent topics during 2025 included 
equity market returns, artificial intelligence (AI) attribution, a moderating labor 
market, inflation trends, a prolonged federal government shutdown, and tariffs. 
 
Fourth Quarter and Full‑Year 2025 Market Summary 
 
Market performance during the fourth quarter of 2025 reflected many of the 
themes that characterized the year overall. Equity markets generally posted 
positive returns, leadership remained concentrated in growth‑oriented 
segments, and performance varied meaningfully across asset classes. 
 
U.S. equities advanced during the final three months of the year. The S&P 500 
Index rose 2.7% in the fourth quarter and finished 2025 with a total return of 
17.8%. Comparisons with the S&P 500 Equal Weighted Index highlight the 
narrow nature of market leadership. The equal weighted index gained 1.4% 
during the quarter and 11.4% for the year, underscoring the outsized 
contribution of a small number of large‑capitalization growth companies in the 
S&P 500 Index. 
 
Small‑capitalization stocks also posted gains. The Russell 2000 Index increased 
2.2% in the fourth quarter and 12.8% for the full year. While performance was 
positive, small‑cap stocks lagged large‑cap peers, reflecting ongoing pressures 
from higher financing costs and greater economic sensitivity. Valuations in the 
small‑cap segment nevertheless remain relatively attractive. 
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process maximizes results through 
risk reduction, tax efficiency, and 
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2025 in Review 
 
Market Concentration and AI Leadership:  
 
Equity market gains in 2025 were driven by a small group of mega‑capitalization technology companies, often 
referred to as the “Magnificent Seven,” as enthusiasm surrounding artificial intelligence continued. The technology 
sector now represents approximately 32% of the S&P 500 by market capitalization. 
 
AI‑related companies played a dominant role in market performance. Eight of the top ten contributors to the S&P 
500’s total return in 2025 were tied to AI, with the top ten contributors accounting for approximately 57% of the 
index’s overall gains. As a result, index‑level returns, earnings growth, and capital spending have become 
increasingly dependent on a relatively limited set of companies. 
 
 

 
 

 
Since the introduction of ChatGPT in 2022, estimates suggest that approximately 65% to 75% of S&P 500 returns, 
profits, and capital expenditures have been generated by roughly 42 companies associated with generative AI. 
Without the contribution of these firms, U.S. equities would have underperformed several major international 
markets, including Europe, Japan, and China. 
 
The scale of AI‑driven investment has also had meaningful macroeconomic implications. Over the past three quarters, 
technology‑sector capital expenditures accounted for an estimated 40% to 45% of U.S. GDP growth, up sharply from 
less than 5% in early 2023. While this investment has supported growth, it also raises questions about market 
concentration and the durability of leadership driven by a narrow segment of the market. 
 
Labor Markets and the Government Shutdown: 
 
The federal government shutdown became the longest on record at 43 days. Although essential services continued, 
the shutdown introduced uncertainty for consumers and markets alike, delayed the release of certain economic data, 
and temporarily disrupted government operations. 
 
Labor market indicators pointed to a gradual cooling over the course of the year. Payrolls declined by 173,000 in 
October following a downward revision, rebounded modestly to 64,000 in November, and slowed further to 50,000 in 
December. The unemployment rate increased from 4.0% at the beginning of the year to 4.5% in November before 
easing to 4.4% in December. Among workers aged 20 to 24, unemployment rose from 8.0% at the start of the year to 
over 8.2% by year‑end, highlighting continued pressure on younger workers. 
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Inflation and Federal Reserve Policy: 
 
Inflation continued to moderate during 2025, though it remained above long‑term targets. While October data was 
unavailable, the Consumer Price Index showed inflation at 2.7% in November, down from roughly 3.0% earlier in the 
year. Progress has been uneven, with certain components remaining persistent. 
 
During the year, the Federal Reserve lowered its policy rate by a cumulative 0.50 percentage points, bringing the 
federal funds rate to approximately 3.8%. Policymakers cited greater confidence in moderating inflation alongside 
evidence of a slowing labor market. Current projections suggest one additional rate cut through 2026, reflecting a 
cautious and data‑dependent approach. 
 
Tariffs and Trade Policy:  
 
Trade policy remained a notable factor in the 2025 economic backdrop. Although broad tariff levels were largely 
unchanged during the fourth quarter after slight declines in the third quarter, their cumulative effects continued to 
influence costs, pricing dynamics, and global supply chains. 
 
According to the Penn Wharton Budget Model, effective U.S. tariff rates rose materially during the first half of the 
year, generating an estimated $124.5 billion in customs revenue from January through September. The average 
effective tariff rate increased to approximately 10.7%, up from about 2.2% at the start of the year. China faced the 
highest effective tariff rates, while steel, aluminum, and automotive products remained among the most heavily taxed 
categories. These dynamics have influenced sourcing decisions, supply chain adjustments, and the use of 
trade‑agreement exemptions. 
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What to Watch in 2026 

Looking back at 2025 helps frame the questions that may shape markets and portfolio construction in 2026. While we 
do not make forecasts or predictions, we continue to monitor several themes that could influence economic 
conditions, market leadership, and risk management in the year ahead. 

 
1. Are International Markets Entering a Period of Sustained Outperformance? 

International equities were meaningful contributors to portfolio returns in 2025, raising the question of 
whether this marks the beginning of a longer-term cycle of relative outperformance versus U.S. markets. 
Structural considerations—including evolving global trade dynamics, geopolitical realignment, and 
diversification away from U.S. market concentration—have renewed interest in non-U.S. equities. Ironwood 
continues to maintain equity exposure to non-US businesses because of the attractive diversification 
characteristics and lower reliance on the Artificial Intelligence investment theme.   

 
2.  How Sustainable Is Today’s Market Leadership and Valuation Concentration? 

U.S. equity returns remain highly concentrated among a small group of mega-cap technology companies that 
have attracted a disproportionate share of investor capital. A key question for 2026 is whether market 
leadership broadens or continues to rely on a narrow set of dominant companies. We continue to slowly 
migrate into other high-quality businesses trading at reasonable prices while retaining meaningful exposure 
to growth focused businesses that have performed well over the last few years. 

 
3. Will Artificial Intelligence Investments Translate Into Durable Earnings Growth? 

AI-related spending has become a major driver of both corporate investment and economic growth. The 
critical issue moving forward is whether companies can convert large-scale AI investment into sustainable 
profitability and free cash flow. While enthusiasm around AI remains strong, markets will increasingly focus 
on execution, return on invested capital, and earnings delivery.  Ironwood remains skeptical of the near term 
predicted profits stemming from AI related investments and hedge against this through exposure to other 
great businesses and asset classes. 

 
4. Will Inflationary Pressures Reemerge Through Tariffs, Energy, and Geopolitics? 

Although inflation has moderated from recent peaks, it remains sensitive to policy decisions, including tariffs, 
energy supply dynamics, and geopolitical developments. The ultimate impact on consumers and economic 
growth remains unclear, reinforcing the need for cautious expectations rather than definitive conclusions. We 
continue to advocate for a diversified portfolio of equity investments in businesses with long-term durable 
advantages and pricing power.   

 
5. Is the Labor Market Cooling Further or Poised to Stabilize? 

The labor market remained resilient in 2025 but showed signs of gradual slowing, particularly among younger 
workers. Whether this cooling trend continues or reverses will depend on broader economic growth, corporate 
hiring decisions, and the pace of monetary easing. Employment conditions will remain a critical indicator for 
both consumer demand and policy direction in 2026. Ironwood continues to advocate for a healthy dose of 
fixed income in client portfolios to provide consistent income and downside protection against economic 
weakness. 

 
6. Are Risks in Private Credit Signaling Broader Systemic Concerns? 

Events in late 2025 highlighted growing risks within the private credit market, particularly following the 
bankruptcies of non-bank lenders such as Tricolor Holdings and First Brands. These developments reinforced 
concerns around valuation transparency, liquidity, and leverage in parts of the private credit ecosystem. 
Ultimately, when stress appears in less transparent corners of the financial system, it warrants close attention 
and disciplined risk management. Ironwood favors more liquid, high quality securities for client portfolios. 
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Overall, 2025 was characterized by solid equity returns, strong international performance, cooling labor markets, a 
cautious Federal Reserve and extraordinary gains in AI-related businesses. As markets move into the new year, 
diversification across asset classes and careful attention to valuation and risk will remain essential amid evolving 
economic and policy conditions. 
 
We maintain a disciplined emphasis on high-quality companies with strong cash-flow characteristics, thoughtfully 
selected fixed-income investments, broad diversification, and careful risk management. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Please remember that there can be no assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or 
investment strategies recommended or undertaken by  Ironwood Investment Counsel, LLC), or any non-investment related content, made reference to directly or 
indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or 
prove successful.  Moreover, you should not assume that any discussion or information contained above serves as the receipt of, or as a substitute for, 
personalized advice from Ironwood Investment Counsel, LLC. A copy of our current written disclosure statement discussing our advisory services and fees is 
available upon request 
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