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Key Observations
 
Making the case for potential rate cuts in his recent speech at Jackson Hole, Fed Chair Powell noted 
that policy is presently in restrictive territory. The current combination of a weakening labor market 
and inflation stubbornly above the Fed’s 2% target could suggest that the Fed wants to move from 
restrictive territory to neutral territory.

•	 Estimates point to a real Fed Funds rate (the Fed Funds rate, minus inflation) of 0.5–1% as being 
neutral. 

•	 If inflation reaches the Fed’s target of 2%, a neutral Fed Funds rate would be in the 2.5–3% range. 
•	 With current inflation just below 3%, a neutral Fed Funds rate would be in the 3.5–4% range. 
•	 Taking even the high end of this estimate suggests that the Fed could cut 50 basis points and not 

go past neutral. 

This is important because a decision to take the Fed Funds rate below neutral and into stimulative 
territory could stoke expectations for longer-term inflation and drive longer-term interest rates 
higher. A move to neutral territory, however, carries less of this risk, meaning that the Fed probably 
has some room. 

While many eyes have been focused on the labor market, Capacity utilization—a key measure of the 
U.S. economy’s manufacturing state of play—seems to suggest there is slack in the economy. That 
also gives the Fed room to ease monetary policy with limited risk of stoking inflation expectations. 

 

Chart of the Month
Quarterly Capacity Utilization 1967–2025 
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Capacity utilization stands at 77.5% today, which is in line with its 15–20 year average, leading many to 
see the economy operating at a neutral capacity—neither indicating slack nor overheating.

But this perception may be skewed by two key events of the past 20 years: the Great Financial Crisis 
and the COVID pandemic. During each instance, Capacity utilization dropped into the 60% range.  

Simeon Hyman, CFA 
Global Investment Strategist

Source: Federal Reserve Economic Data, Federal Reserve Bank of St. Louis, Capacity Utilization: Total Index, Percent, Quarterly, Seasonally Adjusted. 
Data as of 8/15/25.



2 Market Commentary: The Fed Has Some Room

In the 40 years prior to the GFC, the average was 81.4%, and its low was 71.4% during the recession of 
the early 80’s. Even the challenging economy of the 70’s saw a low of just 74.4%. This is why the rule of 
thumb is that any reading below 80% indicates slack capacity and little inflationary pressure. 

Returning to today, while a 50 bps reduction in the Fed Funds rate may not increase inflation 
expectations, don’t expect much of a reduction in longer-term interest rates either. And if those 10- 
and 30-year Treasury rates remain stable, the benefits to stocks could be limited.

One exception could be small-cap stocks. Their typically weaker balance sheets and often shorter-
term debt maturities are usually seen as a weakness, but small-caps may be outsized beneficiaries of 
Fed Rate cuts. 

 
Asset Class Perspectives 
Asset Class Returns – August 2025
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Source: Bloomberg. August returns 8/1/25–8/31/25; year-to-date returns 1/1/25‒8/31/25. Index returns are for illustrative purposes only and do not 
reflect any management fees, transaction costs or expenses. Indexes are unmanaged, and one cannot invest directly in an index. Past performance 
does not guarantee future results.
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The following are observations on a range of asset classes. For each, green indicates a constructive 
backdrop, yellow indicates a neutral environment, and red would indicate a challenging backdrop.

Asset Class Key Observations
Equity

U.S. Large Cap
A strong earnings season, particularly for the Nasdaq-100, has so far offset high 
valuations and tariff challenges.

U.S. Mid Cap Lower valuations and mostly domestic revenues are key attributes.

U.S. Small Cap
Weaker balance sheets and shorter-term debt maturities may drive out-size benefits 
from potential Fed cuts.

International Developed
Developments in the UK and France are reminders of the challenges to the European 
renaissance.

International Emerging
Exposure to economic weakness and the impact of commodity prices could offset low 
valuations.

Fixed Income

U.S. Aggregate Bonds
A 30-Year Treasury yield nearing 5% hints at continued risk to the long end of the curve, 
even as rate cut odds rise.

U.S. High Yield Low corporate leverage is supportive but may not sufficiently justify tight spreads.

Global Aggregate Bonds
Developments in the UK and France suggest that the USD’s slide may be closer to 
ending than beginning. 

Alternatives/Real Assets
Commodities Gold and cryptocurrencies could be sound alternatives to energy and industrial metals.

Global Infrastructure
Consider focusing on owners of infrastructure assets who have inflation and recession 
resistant business models.

Date Time Event Prior
9/15/2025 8:30 Empire Manufacturing 11.9

9/16/2025 8:30 Retail Sales Advance MoM 0.50%

9/16/2025 8:30 Import Price Index MoM 0.40%

9/16/2025 9:15 Industrial Production MoM -0.10%

9/16/2025 9:15 Capacity Utilization 77.50%

9/17/2025 8:30 Housing Starts 1428k

9/17/2025 14:00 FOMC Rate Decision (Upper Bound) 4.50%

9/18/2025 10:00 Leading Index -0.10%

9/24/2025 10:00 New Home Sales 652k

9/25/2025 8:30 Durable Goods Orders -2.80%

9/25/2025 8:30 Wholesale Inventories MoM —

9/26/2025 8:30 Personal Income 0.40%

9/26/2025 8:30 Personal Spending 0.50%

9/26/2025 8:30 PCE Price Index YoY 2.60%

9/26/2025 8:30 Core PCE Price Index YoY 2.90%

9/29/2025 10:00 Pending Home Sales MoM -0.40%

9/30/2025 10:00 JOLTS Job Openings 7181k

9/30/2025 10:00 Conf. Board Consumer Confidence 97.4

10/01/2025 10:00 ISM Manufacturing 48.7

10/01/2025 10:00 Construction Spending MoM -0.10%

10/02/2025 7:30 Challenger Job Cuts YoY —

10/02/2025 10:00 Factory Orders -1.30%

10/03/2025 8:30 Change in Nonfarm Payrolls —

10/03/2025 8:30 Average Hourly Earnings YoY —

10/03/2025 8:30 Unemployment Rate —

10/03/2025 8:30 Labor Force Participation Rate —

10/03/2025 10:00 ISM Services Index —

10/07/2025 8:30 Trade Balance —

10/10/2025 10:00 U. of Mich. Sentiment —

Economic Calendar

Source: Bloomberg. Data as of 8/4/25.
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Kieran Kirwan, CAIA 
Director, Senior Investment Strategist

Equity Perspectives
Small-Caps Take the Lead—Is It Sustainable?
Despite August ending on a down note, the S&P 500 delivered its fourth consecutive month of 
positive returns, with gains of just over 2%. A stellar earnings season has been driving markets, with 
Q2 earnings marking the third consecutive quarter of double-digit earnings growth for the S&P, 
according to FactSet. And Fed Chair Powell’s speech at Jackson Hole signaling potential rate cuts on 
the horizon delivered more fuel for the rally.  

Notably, despite recent large cap dominance, smaller company stocks led the market for August. 
The S&P MidCap 400 Index (up 3.4%) and the S&P SmallCap 600 Index (up 7.1%) both outperformed 
large caps.  

Smaller company outperformance following Fed easing cycles is nothing new though. As we 
approach the one-year anniversary of the first cut in this current cycle, it’s worth reviewing 
the performance over the prior five cycles. On average, both small- and mid-cap stocks have 
meaningfully outperformed large caps in both the two- and three-year periods following the end of 
the rate cut cycles. 

Mid- and Small-Cap Stocks Have Outperformed After Prior Rate-Cut Cycles 
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Source: Bloomberg, data as of 8/31/25. Data shows the average 1-, 2-, and 3-year performance subsequent to the final rate cut of the prior five Fed 
rate cut cycles. Index returns are for illustrative purposes only and do not reflect any management fees, transaction costs or expenses. Indexes are 
unmanaged, and one cannot invest directly in an index. Past performance does not guarantee future results.

Time will tell if more rate cuts will be a catalyst for continued outperformance, or just another head-
fake in what has been a frustrating run of underperformance for small-cap investors. But one factor 
that has seemed to hold smaller companies back of late has been earnings. 

We entered 2025 with expectations of double-digit earnings growth for large-, mid- and small-cap 
stocks. Only large caps have delivered thus far. Earnings for both mid-caps and small-caps have 
disappointed, and the full year 2025 estimates have been revised down as the year has progressed. 

On the bright side, the technical set-up for small-caps appears favorable. The Russell 2000 Index’s 
50-day moving average recently passed its 200-day moving average—a pattern known as a “golden 
cross.” According to Bespoke Investment Group, this pattern has historically been followed by better-
than-average forward returns. Expectations for earnings growth for the remainder of 2025 and into 
2026 are also robust. And more rate cuts will undoubtedly help, as the average mid- and small-cap 
stock remains more leveraged than their larger-cap peers. There, lower debt-servicing costs could 
prove to be the earnings jolt small-caps need.
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A Next-Generation Small-Cap Strategy with High Income Potential 

With rate cuts on the horizon, it’s important to remember that income investors have choices beyond 
bonds. Small-cap stocks may not be top of mind, but investors seeking to capture upside along with a 
high level of monthly income have a compelling opportunity.

Covered call strategies focused on small-cap stocks have the potential to harvest higher levels of 
implied volatility into greater levels of income than strategies focused on S&P 500 stocks. But there’s 
a catch: Traditional covered call strategies use monthly options. By doing so, they tend to sacrifice 
significant returns in their quest for high levels of income.

The Cboe Russell 2000 Daily Covered Call Index offers something different. Powered by a daily 
options strategy instead of the traditional monthly approach, investors can seek high levels of income, 
target the returns of the Russell 2000, and potentially capture total returns that traditional covered 
call strategies have sacrificed. 

Fixed Income Perspectives
Is 3% the Market’s North Star? 
At this year’s Jackson Hole symposium, Fed Chair Powell offered remarks that set the stage for a 
potential September rate cut. His message carried a dovish tone, with two key takeaways related to 
unemployment and tariffs.

First, Powell underscored that while unemployment remains low, the balance between labor supply 
and demand is potentially fragile. Both have slowed, suggesting that a negative shock could cause 
unemployment to rise quickly. And while tariffs are expected to lift consumer prices in the coming 
months, the Fed has said they view them as a one-time shock, not the start of an inflation spiral. This 
perspective strengthens the Fed’s bias toward protecting labor market health over inflation risks.

Markets responded to Powell’s remarks as most would expect. Short-term Treasury yields fell, while 
long-term yields rose, widening the 2-year/30-year spread by 36 basis points in August. This move 
reflects how different forces drive short- and long-term rates: 

•	 The near-term rate path depends heavily on Fed policy. 

•	 The rates of longer maturities typically hinge on structural drivers, such as demographics, 
productivity, and fiscal conditions.

Bryan Gao, CFA 
Investment Strategist
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If the Fed shifts its currently restrictive policy to a neutral stance, that would typically have the 
strongest impact on short-term interest rates. A useful gauge of expectations is the 1-month rate, two 
years forward. So called “forward rates” represent the interest rate implied by today’s market pricing 
for a future period.  

Despite policy rates peaking at 5.5% in the post-COVID cycle, forward rates have remained between 
3% and 4% during the past few years, suggesting that markets anticipate a return to a neutral Fed 
policy stance. Currently, Secured Overnight Financing Rate (SOFR) swaps seem to be pricing in that 
short-term interest rates could fall to 3% within the next two years, which is aligned with the FOMC’s 
latest estimate of the long-run policy rate.

Source: Bloomberg, monthly data as of 8/29/25.

If markets are reflecting a conviction that monetary policy should normalize to neutral, as Powell 
hinted at Jackson Hole, the key question is whether 3% can serve as the north star for short-term rates.

To answer that, we need to look beyond market-implied pricing and examine rate expectations 
modeled on economic data instead. By combining long-run inflation expectations with estimates 
of the real short-term rate, we arrive at a rate level consistently pointed near 3% since the Great 
Financial Crisis. The projection hovered slightly below 3% in the pre-COVID period and has been 
slightly above 3% in the years since.

Comparing forward rates against our model over a longer period of time shows substantial correlation 
between them, reinforcing our model’s role as a potentially useful benchmark for neutral policy.

Another observation, however, is that forward rates have often signaled a more accommodative 
policy path than what would typically prevail at full employment and stable inflation. This pattern 
perhaps reflects the Fed’s tendency to cut rates aggressively in response to past economic 
slowdowns, leaving an imprint on market expectations in the future.
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Source: Bloomberg, quarterly data as of 7/1/25. Long-run expectations of short-term interest rate is calculated as the sum of HLW model estimate of 
r-star and the average 10-year inflation expectations from Federal Reserve Bank of San Francisco.
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In summary, forward rates indicate the market expects the Fed Funds rate to approach 3%, with 
inflation expectations moving towards 2% over the next two years. As noted in our Key Observations, 
we think the Fed has room to cut in the immediate term to 4%. Rate cuts beyond neutral, however, 
would probably require clear evidence of economic deterioration, which is not our base case 
today. That said, it seems worthwhile to keep an eye on consumer spending trends. Meanwhile, the 
yield curve could continue to steepen if long-term rates reflect increased risks tied to fiscal policy, 
geopolitics, or inflation.

Fixed Income Returns—August 2025
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Source: Bloomberg. August returns 8/1/25–8/31/25. Index returns are for illustrative purposes only and do not reflect any management fees, transaction 
costs or expenses. Indexes are unmanaged, and one cannot invest directly in an index. Past performance does not guarantee future results.
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Sources for data and statistics: Bloomberg, FactSet, Morningstar, and ProShares. 

The different market segments represented in the performance recap charts use the following indexes: U.S. Large 
Cap: S&P 500 TR; U.S. Large Cap Growth: S&P 500 Growth TR; U.S. Large Cap Value: S&P 500 Value TR; U.S. Mid 
Cap: S&P MidCap TR; U.S. Small Cap: Russell 2000 TR; International Developed Stocks: MSCI Daily TR NET EAFE; 
Emerging Markets Stocks: MSCI Daily TR Net Emerging Markets; Global Infrastructure: Dow Jones Brookfield Global 
Infrastructure Composite; Commodities: Bloomberg Commodity TR; U.S. Bonds: Bloomberg U.S. Aggregate; U.S. High 
Yield: Bloomberg Corporate High Yield; International Developed Bonds: Bloomberg Global Agg ex-USD; Emerging 
Market Bonds: DBIQ Emerging Markets USD Liquid Balanced. 

The different market segments represented in the fixed income returns charts use the following indexes: Global Agg 
Bond Market: Bloomberg Global-Aggregate Total Return Index Value Unhedged USD; Mortgage Backed Securities: 
Bloomberg U.S. MBS Index Total Return Value Unhedged USD; Treasury Bonds: Bloomberg U.S. Treasury Total Return 
Unhedged USD; U.S. Agg Bond Market: Bloomberg U.S. Agg Total Return Value Unhedged USD; Corporate Bonds: 
Bloomberg US Corporate Total Return Value Unhedged USD; High Yield Bonds: Bloomberg U.S. Corporate High Yield 
Total Return Index Value Unhedged USD; Interest Rate-Hedged High Yield Bonds: FTSE High Yield (Treasury Rate-
Hedged) Index; Treasury Inflation Protected (TIPS): Bloomberg U.S. Treasury Inflation Notes TR Index Value Unhedged 
USD; Short term (1-3 Yr) High Yield: Bloomberg U.S. Corporate 0-3 Year Total Return Index Value Unhedged USD; 
Senior Loans: Morningstar LSTA U.S. Leveraged Loan 100 Index; Short term (1-3 Yr) Corp Bonds: Bloomberg U.S. 
Corporate 1-3 Yr Total Return Index Value Unhedged USD; Floating Rate: Bloomberg U.S. FRN < 5 yrs Total Return 
Index Value Unhedged USD; Interest Rate-Hedged Corporate Bonds: FTSE Corporate Investment Grade (Treasury 
Rate-Hedged) Index. 

The S&P 500 is a benchmark index published by Standard & Poor's (S&P) representing 500 companies with large-cap 
market capitalizations. The S&P MidCap 400 is a benchmark index published by Standard & Poor's (S&P) representing 
400 companies with mid-cap market capitalizations. The S&P SmallCap 600 is a benchmark index published by 
Standard & Poor's (S&P) that seeks to measure the small-cap segment of the U.S. equity market. The Cboe Russell 
2000 Daily Covered Call Index consists of a long position in the Russell 2000 Total Return Index and a short position in 
an out-of-the-money Russell 2000 Index call option having, typically, one day to expiration. The index aims to reflect 
higher income generation and have lower timing risk by using daily options as opposed to monthly options.

Investing involves risk, including the possible loss of principal. This information is not meant to be investment advice. 
Indexes are unmanaged, and one cannot invest directly in an index. Past performance does not guarantee future results.

Any forward-looking statements herein are based on expectations of ProShare Advisors LLC at this time. Whether or 
not actual results and developments will conform to ProShare Advisors LLC’s expectations and predictions, however, is 
subject to a number of risks and uncertainties, including general economic, market and business conditions; changes 
in laws or regulations or other actions made by governmental authorities or regulatory bodies; and other world 
economic and political developments. ProShare Advisors LLC undertakes no duty to update or revise any forward-
looking statements, whether as a result of new information, future events or otherwise.

Investing involves risk, including the possible loss of principal. This information is not meant to be investment advice. 

The “S&P 500®,” “S&P MidCap 400®,” and “S&P SmallCap 600®,” are products of S&P Dow Jones Indices LLC and its 
affiliates. "S&P®" is a registered trademark of Standard & Poor’s Financial Services LLC (“S&P”), and “Dow Jones®" is a 
registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”) and they have been licensed for use by 
S&P Dow Jones Indices LLC and its affiliates. All have been licensed for use by ProShare Advisors LLC. London Stock 
Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2024. FTSE Russell is a 
trading name of certain of the LSE Group companies. The “Cboe Russell 2000 Daily Covered Call Index” and “Russell®” 
are trademarks of the relevant LSE Group companies and are used by any other LSE Group company under license. 
All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the 
data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data, and 
no party may rely on any indexes or data contained in this communication. No further distribution of data from the 
LSE Group is permitted without the relevant LSE Group company’s express written consent. ProShares ETFs based 
on these indexes are not sponsored, endorsed, sold or promoted by these entities or their affiliates, and they make no 
representation regarding the advisability of investing in ProShares ETFs. THESE ENTITIES AND THEIR AFFILIATES MAKE 
NO WARRANTIES AND BEAR NO LIABILITY WITH RESPECT TO PROSHARES.
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