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Can markets look past a worsening economy? 

 
Highlights 

– After a volatile first half, global equities are back to all-time highs, just as tariffs start to 

weaken the economy.  

– We think the market can look through this soft patch, as rate cuts, fiscal stimulus and 

AI-led productivity gains set the stage for a better 2026.  

– In light of our outlook, we are overweight equities, short the USD and long EM carry.  

– Front end government bonds remain the best hedge in case the labor market weakens 

by more than we expect.  

 

It was an extraordinary first half of the year for markets. After a near 20% drawdown, the 

S&P 500 staged the fastest-ever rebound from a >15% decline and closed at fresh highs 

just before June’s end. Investors can be forgiven for feeling some whiplash.  

 

Notably, the primary (though certainly not exclusive) source of volatility, tariffs, is only now 

beginning to have an impact on real economic data. Does it make sense for equities and 

credit to ‘look through’ a worsening in inflation and growth outcomes over the coming 

quarters? Our answer is yes. 

 

We already got the (slowdown) memo 

The effective US tariff rate has climbed from 2.5 % in early 2025 to roughly 15 % today. 

Companies are now deciding how much to pass through to consumers vs. absorb in 

margins. Either choice implies softer consumption as real incomes slip or hiring slows. 

Slower immigration and still restrictive interest rates add to the drag.  

 

Yet consensus already reflects this step down. Economist consensus pegs 2025 US GDP 

growth at 1.4%, down from 2.3% in January. The Fed’s June Summary of Economic 

Projections matches that figure and sees unemployment rising to 4.5%. Near term 

earnings estimates have been marked lower as well.  
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Markets move on 

But markets don’t just discount cash flows for the next six 

months. As worst case scenarios are avoided, risk appetite 

rebounds even before the data does. There is plenty of 

precedent for markets to ‘move on’ despite worsening 

economic outcomes. Equities typically bottom when the news is 

at its worst.  

 

Typically, after a negative catalyst, such as Trump’s dramatic 

ratcheting up of tariffs, soft data like consumer and business 

confidence deteriorate along with equity market performance. 

However, once policy shifts and soft data bottom out, equities 

start to bottom as well even as the hard data deteriorate (Exhibit 

1). This has been precisely the pattern this year, with President 

Trump backing off worst case scenarios and settling with 

policies that while painful, are not likely to be cycle-ending. 

 

Exhibit 1: S&P 500 performance after event-driven 

recessions 

 
 

Source: Goldman Sachs. Data as of June 2025. 
 

Moreover, this ‘pain’ is setting the groundwork for next year’s 

potential lift. With the labor market softening and services 

inflation cooling faster than expected, the Fed is likely to cut 

rates in the second half. Expectations of lower rates, along with 

a softer USD, are easing financial conditions now, which will 

support the economy with a lag into 2026.  

 

Meanwhile, the likely summer passage of the ‘Big Beautiful Bill” 

will add stimulus to the economy via incremental tax cuts and 

business expensing provisions. As it turns out, tariff revenue is 

going to offset much of the incremental deficit increase from 

the bill – in other words, the pain (tax hikes) is coming now, but 

the economic support (tax cuts) come in early 2026. Markets 

can anticipate this, along with building deregulatory actions by 

the administration. 

 

Finally, AI is progressively being incorporated into the operations 

of numerous companies. This integration is expected to enhance 

efficiencies, potentially boosting corporate profits. Therefore, it 

is prudent to overlook short-term challenges, as we may be 

standing on the brink of significant structural profit gains.  

Two Main Risks 

We recognize that this is an optimistic outlook, especially after 

the swift rebound in markets and valuations once again 

elevated. As such it’s important to identify risks to our view: of 

known unknowns, we see one risk that we are comfortable 

with and another that warrants greater concern. The first risk is 

that President Trump, now emboldened with stronger stock and 

bond markets, decides to dramatically raise tariffs again at the 

deadline on July 9th. While we certainly think the President may 

raise tariffs on some countries (though below Liberation Day 

levels) and expect volatility, we are not overly concerned about 

fresh tariff shocks driving a durable turn lower in the market.  

 

First, markets now have visibility on the process behind tariff 

increases and what the worst-case outcomes would be. As such 

we think it is fair for measures of trade policy uncertainty to 

remain well below their peak. In short, the private sector is more 

adaptable now that it is familiar with the risks. Second, Trump 

has shown that he responds to his own constraints, whether 

market or economy driven (see Macro Monthly: Trump has 

Constraints). His pattern is fairly straight forward – announce a 

big tariff, try to extract concessions, and then make a deal, if 

possible. But Trump has shown he will back down himself if the 

costs to the economy or market appear too high. 

  

The second risk, which concerns us more, is simply that the 

labor market doesn’t just bend but breaks. While labor market 

cooling to date has been gradual, there are plenty of historical 

examples where weakness reaches a point where it accelerates 

(i.e., the Sahm rule) and unwinds before the Fed can adjust 

quickly enough. This speaks to maintaining government bonds 

as a hedge in a portfolio, despite concerns about sticky inflation 

and high debt levels. We have confidence that in a recession, 

bonds will rally despite these concerns, particularly at the front 

end of the curve. 

 
Asset allocation 

We upgraded our equity exposure early in June as it became 

apparent that worst case scenarios would be avoided and equity 

revisions turned significantly more positive. Despite sharp recent 

gains, we maintain this overweight as we think over time, 

markets will continue to look forward to a better 2026 despite 

weaker near-term data. 

 

In the meantime, a ‘muddle through’ economy is usually 

positive for pro-carry strategies, including emerging markets and 

credit. Within emerging market currencies, we like the Brazilian 

real and Indian rupee – which we think can both benefit from 

attractive volatility-adjusted carry.  

 

All of these views would be helped by a weaker USD, which we 

think will remain as a structural theme, driven in part by a 

narrowing of the growth gap between the US and the rest of 

the world. Ex-US investors remain incentivized to FX hedge their 

US asset exposures due to changing correlation dynamics, and 

expected rate cuts from the Fed will make this a less costly 

endeavour.  
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Asset class views  

The chart below shows the views of our Asset Allocation team on overall asset class attractiveness as of 30 June 2025. The colored 

circles provide our overall signal for global equities, rates, and credit. The rest of the ratings pertain to the relative attractiveness of 

certain regions within the asset classes of equities, bonds, credit and currencies. Because the Asset Class Views table does not 

include all asset classes, the net overall signal may be somewhat negative or positive.  

 

 

 
 

 

 nderweight  verweight

     

We are overweight e uities as we think the market continues to look through 

near term economic headwinds towards anticipated AI driven earnings revisions 

and policy support. We like  S vs. Europe and maintain a preference for high 

 uality.   

                

We expect  S e uities to outperform as high  uality stocks continue to drive 
strong earnings, and the weaker  S  is a tailwind. Earnings revisions favor the  S 
vs. other regions, and we believe sentiment positioning is not stretched despite 
recent gains.

  S

A er the strong  T  rally, European e uities have priced in a lot of good news, 
and valuations are now less supportive. Earnings continue to be weak relative to 
other regions, and the recent E   strength is going to be a headwind. Moreover, 
European e uity seasonality is historically the worse across regions in the next 3 4 
months. Within Europe, we continue to like European banks which remain 
inexpensive and are delivering good earnings growth.

 Europe

Japan has seen better nominal     growth, resilient earnings and improved 
corporate governance, which are tailwinds. J   strength and sharp rises in long 
J B yields keep us neutral. 

 Japan

 hina s recent tech advancements in AI continue to make progress, and EM 
earnings are strong across regions. Tari  de escalation creates a window for 
outperformance, amid inexpensive valuations. 

 Emerging Markets

We are neutral duration as a slower growth pro le this year is counteracted by 
increased bond supply globally. Short tenor bonds o er some protection against 
risk assets should downside risks to growth materiali e. 

                        

We are neutral on  S duration as Treasuries face volatility from policy induced 
changes. The front end of the curve o ers better protection against a weaker 
labor market, as global debt supply puts upward pressure at the long end.

  S Treasuries

We think the front of the  erman curve could rally on external growth risks, but 
ultimately think the curve will remain steep, given  scal stimulus that is now 
expected to arrive later this year. 

 Bunds

 verweight  ilts on attractive valuations and slowing growth  expect the    
government to avoid disorderly widening of de cit.   ilts

Wages   underlying in ation are accelerating, but we expect the BoJ to wait for 
more clarity on external growth before hiking rates. J Bs

 aluations are historically expensive, and the S B is already poised to cut rates into 
negative territory. Swiss

We think I       credit spreads have marginal room for compression at these 
levels but still face the risk of material widening in case the economic outlook 
deteriorates more than expected.  egionally, we see Asia    as o ering the best 
risk reward. 

              

With spreads less than 1 bps higher than the recent local tights at the end of last 
year, the risks to spreads are asymmetric to the upside. Still, corporate 
fundamentals and all in yields remain attractive outright.

 Investment  rade  redit

   spreads have already tightened considerably since  iberation  ay and are little 
priced for downside risks. Still, all in yields and investors in ows remain supportive.   igh  ield  redit

We think Asia    provides the most attractive risk adjusted carry across global 
credit segments.  EM   ard  urrency
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 Source: UBS Asset Management Investment Solutions Macro Asset Allocation Strategy team as of 30 June 2025. Views are provided on the basis of a 3-12 month 

investment horizon, are not necessarily reflective of actual portfolio positioning and are subject to change. 

  

We are bearish the  S  as  S growth and rates are  catching down  to peers. 
There is also growing evidence that foreign investors are hedging more of their 
 S  exposure.

  S 

We think the E   provides the best re ection of  S  weakness, as the most 
natural  S  alternative. We also like long E   against both  B  and   F, with 
rates likely to decline in the   , and Swiss rates at risk of becoming negative. 

 E  

We are neutral on J   as the BoJ has paused its tightening cycle and long positions 
are expensive.  J  

We are negative on   F against other non  S  reserve currencies as we see 
increased risk of more S B cuts or F  intervention.    F

EM carry is becoming more attractive as volatility declines and the global economy 
hangs in. We like B   and I   the most.  EM F 

We are constructive on silver, and think it has room to catch up to the strong 
performance of gold.  il is set for oversupply as Middle East risks are unlikely to 
escalate from here. 
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For global professional / qualified /institutional clients and investors. 

This document does not replace portfolio and fund-specific materials. 

Commentary is at a macro or strategy level and is not with reference to any 

registered or other mutual funds. 

 

Americas 

The views expressed are a general guide to the views of UBS Asset 

Management as of July 2025. The information contained herein should not 

be considered a recommendation to purchase or sell securities or any 

particular strategy or fund. Commentary is at a macro level and is not with 

reference to any investment strategy, product or fund offered by UBS Asset 

Management. The information contained herein does not constitute 

investment research, has not been prepared in line with the requirements of 

any jurisdiction designed to promote the independence of investment 

research and is not subject to any prohibition on dealing ahead of the 

dissemination of investment research. The information and opinions 

contained in this document have been compiled or arrived at based upon 

information obtained from sources believed to be reliable and in good faith. 

All such information and opinions are subject to change without notice. Care 

has been taken to ensure its accuracy but no responsibility is accepted for 

any errors or omissions herein. A number of the comments in this document 

are based on current expectations and are considered “forward-looking 

statements.” Actual future results, however, may prove to be different from 

expectations. The opinions expressed are a reflection of UBS Asset 

Management’s best judgment at the time this document was compiled, and 

any obligation to update or alter forward-looking statements as a result of 

new information, future events or otherwise is disclaimed. Furthermore, 

these views are not intended to predict or guarantee the future performance 

of any individual security, asset class or market generally, nor are they 

intended to predict the future performance of any UBS Asset Management 

account, portfolio or fund. 

 

EMEA 

For marketing and information purposes by UBS. 

Before investing in a product please read the latest prospectus and key 

information document carefully and thoroughly. Any decision to invest 

should take into account all the characteristics or objectives of the fund as 

described in its prospectus, or similar legal documentation. Investors are 

acquiring units or shares in a fund, and not in a given underlying asset such 

as building or shares of a company. The information and opinions contained 

in this document have been compiled or arrived at based upon information 

obtained from sources believed to be reliable and in good faith, but is not 

guaranteed as being accurate, nor is it a complete statement or summary of 

the securities, markets or developments referred to in the document. 

Members of the UBS Group may have a position in and may make a 

purchase and / or sale of any of the securities or other financial instruments 

mentioned in this document. Units of UBS funds mentioned herein may not 

be eligible for sale in all jurisdictions or to certain categories of investors and 

may not be offered, sold or delivered in the United States. The information 

mentioned herein is not intended to be construed as a solicitation or an offer 

to buy or sell any securities or related financial instruments. Past performance 

is not a reliable indicator of future results. The calculated performance takes 

all costs on the fund level into consideration (ongoing costs). The entry and 

exit costs, which would have a negative impact on the performance, are not 

taken into consideration. If whole or part of the total costs to be paid is 

different from your reference currency, the costs may increase or decrease as 

a result of currency and exchange rate fluctuations. Commissions and costs 

have a negative impact on the investment and on the expected returns. If the 

currency of a financial product or financial service is different from your 

reference currency, the return can increase or decrease as a result of currency 

and exchange rate fluctuations. This information pays no regard to the 

specific or future investment objectives, financial or tax situation or particular 

needs of any specific recipient. Future performance is subject to taxation 

which depends on the personal situation of each investor and which may 

change in the future. The details and opinions contained in this document 

are provided by UBS without any guarantee or warranty and are for the 

recipient's personal use and information purposes only. This document may 

not be reproduced, redistributed or republished for any purpose without the 

written permission of UBS Asset Management Switzerland AG or a local 

affiliated company. Source for all data and charts (if not indicated otherwise): 

UBS Asset Management. This document contains statements that constitute 

“forward-looking statements”, including, but not limited to, statements 

relating to our future business development. While these forward-looking 

statements represent our judgments and future expectations concerning the 

development of our business, a number of risks, uncertainties and other 

important factors could cause actual developments and results to differ 

materially from our expectations. A summary of investor rights in English can 

be found online at: ubs.com/funds-regulatoryinformation. 

More explanations of financial terms can be found at ubs.com/glossary 

 

Australia 

Confidential. For Professional/Institutional Investors only. Not for Retail 

distribution. This document is intended to provide general information only 

and has been provided by UBS Asset Management (Australia) Ltd (ABN 31 

003 146 290) (AFS Licence No. 222605). For professional/institutional 

investors only. This document and its contents have not been reviewed by, 

delivered to or registered with any regulatory or other relevant authority in 

any jurisdiction. This document is for informational purposes and should not 

be construed as an offer or invitation to the public, direct or indirect, to buy 

or sell securities. This document is intended for limited distribution and only 

to the extent permitted under applicable laws in any jurisdiction. No 

representations are made with respect to the eligibility of any recipients of 

this document to acquire interests in securities under the laws of any 

jurisdiction. Using, copying, redistributing or republishing any part of this 

document without prior written permission from UBS Asset Management is 

prohibited. Any statements made regarding investment performance 

objectives, risk and/or return targets shall not constitute a representation or 

warranty that such objectives or expectations will be achieved or risks are 

fully disclosed. The information and opinions contained in this document is 

based upon information obtained from sources believed to be reliable and in 

good faith but no responsibility is accepted for any misrepresentation, errors 

or omissions. All such information and opinions are subject to change 

without notice. A number of comments in this document are based on 

current expectations and are considered “forward-looking statements”. 

Actual future results may prove to be different from expectations and any 

unforeseen risk or event may arise in the future. The opinions expressed are a 

reflection of  BS Asset Management’s judgment at the time this document is 

compiled and any obligation to update or alter forward-looking statements 

as a result of new information, future events, or otherwise is disclaimed. You 

are advised to exercise caution in relation to this document. The information 

in this document does not constitute advice and does not take into 

consideration your investment objectives, legal, financial or tax situation or 

particular needs in any other respect. Investors should be aware that past 

performance of investment is not necessarily indicative of future 

performance. Potential for profit is accompanied by possibility of loss. If you 

are in any doubt about any of the contents of this document, you should 

obtain independent professional advice.  

Source for all data and charts (if not indicated otherwise): UBS Asset 

Management.  

 

Singapore 

This document and its contents have not been reviewed by, delivered to or 

registered with any regulatory or other relevant authority in any jurisdiction. 

This document is for informational purposes and should not be construed as 

an offer or invitation to the public, direct or indirect, to buy or sell securities. 

This document is intended for limited distribution and only to the extent 

permitted under applicable laws in any jurisdiction. No representations are 

made with respect to the eligibility of any recipients of this document to 

acquire interests in securities under the laws of any jurisdiction. Using, 

copying, redistributing or republishing any part of this document without 

prior written permission from UBS Asset Management (Singapore) Ltd. is 

prohibited. Any statements made regarding investment performance 

objectives, risk and/or return targets shall not constitute a representation or 

warranty that such objectives or expectations will be achieved or risks are 

fully disclosed. The information and opinions contained in this document is 

based upon information obtained from sources believed to be reliable and in 

good faith but no responsibility is accepted for any misrepresentation, errors 

or omissions. All such information and opinions are subject to change 

without notice. A number of comments in this document are based on 

current expectations and are considered “forward-looking statements”. 

Actual future results may prove to be different from expectations and any 

unforeseen risk or event may arise in the future. The opinions expressed are a 

reflection of UBS Asset Management (Singapore) Ltd's judgment at the time 

this document is compiled and any obligation to update or alter forward-

looking statements as a result of new information, future events, or 

otherwise is disclaimed. You are advised to exercise caution in relation to this 

document. The information in this document does not constitute advice and 

ubs.com/glossary


 

 
Page 6 of 7 

 

does not take into consideration your investment objectives, legal, financial 

or tax situation or particular needs in any other respect. Investors should be 

aware that past performance of investment is not necessarily indicative of 

future performance. Potential for profit is accompanied by possibility of loss. 

If you are in any doubt about any of the contents of this document, you 

should obtain independent professional advice.  

Source for all data and charts (if not indicated otherwise): UBS Asset 

Management (Singapore) Ltd. (UEN 199308367C ) 

 

China 

For eligible investors under the relevant laws and regulations of the People's 

Republic of China ("PRC") only. This document and its contents have not 

been reviewed by, delivered to or registered with any regulatory or other 

relevant authority in the PRC. This document is for informational purposes 

and should not be construed as an offer or invitation to the public, direct or 

indirect, to buy or sell securities. This document is intended for limited 

distribution and only to the extent permitted under applicable laws in the 

PRC. No representations are made with respect to the eligibility of any 

recipients of this document to acquire interests in securities under the laws of 

the PRC. Using, copying, redistributing or republishing any part of this 

document without prior written permission from UBS Asset Management is 

prohibited. Any statements made regarding investment performance 

objectives, risk and/or return targets shall not constitute a representation or 

warranty that such objectives or expectations will be achieved or risks are 

fully disclosed. The information and opinions contained in this document is 

based upon information obtained from sources believed to be reliable and in 

good faith but no responsibility is accepted for any misrepresentation, errors 

or omissions. All such information and opinions are subject to change 

without notice. A number of comments in this document are based on 

current expectations and are considered “forward-looking statements”. 

Actual future results may prove to be different from expectations and any 

unforeseen risk or event may arise in the future. The opinions expressed are a 

reflection of  BS Asset Management’s judgment at the time this document is 

compiled and any obligation to update or alter forward-looking statements 

as a result of new information, future events, or otherwise is disclaimed. 

You are advised to exercise caution in relation to this document. The 

information in this document does not constitute advice and does not take 

into consideration your investment objectives, legal, financial or tax situation 

or particular needs in any other respect. Investors should be aware that past 

performance of investment is not necessarily indicative of future 

performance. Potential for profit is accompanied by possibility of loss. If you 

are in any doubt about any of the contents of this document, you should 

obtain independent professional advice. Source for all data and charts (if not 

indicated otherwise): UBS Asset Management. 

The securities or products mentioned herein may only be permitted to be 

offered to approved PRC investors and/or eligible investors under the relevant 

PRC laws and regulations. The relevant PRC investors shall obtain applicable 

approvals/licenses/registrations from the relevant authorities (if applicable), 

and comply with the relevant laws and regulations. 

 

Hong Kong 

This document and its contents have not been reviewed by, delivered to or 

registered with any regulatory or other relevant authority in any jurisdiction. 

This document is for informational purposes and should not be construed as 

an offer or invitation to the public, direct or indirect, to buy or sell securities. 

This document is intended for limited distribution and only to the extent 

permitted under applicable laws in any jurisdiction. No representations are 

made with respect to the eligibility of any recipients of this document to 

acquire interests in securities under the laws of any jurisdiction. 

Using, copying, redistributing or republishing any part of this document 

without prior written permission from UBS Asset Management is prohibited. 

Any statements made regarding investment performance objectives, risk 

and/or return targets shall not constitute a representation or warranty that 

such objectives or expectations will be achieved or risks are fully disclosed. 

The information and opinions contained in this document is based upon 

information obtained from sources believed to be reliable and in good faith 

but no responsibility is accepted for any misrepresentation, errors or 

omissions. All such information and opinions are subject to change without 

notice. A number of comments in this document are based on current 

expectations and are considered “forward-looking statements”. Actual 

future results may prove to be different from expectations and any 

unforeseen risk or event may arise in the future. The opinions expressed are a 

reflection of  BS Asset Management’s judgment at the time this document is 

compiled and any obligation to update or alter forward-looking statements 

as a result of new information, future events, or otherwise is disclaimed. 

You are advised to exercise caution in relation to this document. The 

information in this document does not constitute advice and does not take 

into consideration your investment objectives, legal, financial or tax situation 

or particular needs in any other respect. Investors should be aware that past 

performance of investment is not necessarily indicative of future 

performance. Potential for profit is accompanied by possibility of loss. If you 

are in any doubt about any of the contents of this document, you should 

obtain independent professional advice.  

Source for all data and charts (if not indicated otherwise): UBS Asset 

Management. © UBS 2025. The key symbol and UBS are among the 

registered and unregistered trademarks of UBS. All rights reserved. 

 

© UBS 2025. The key symbol and UBS are among the registered and 

unregistered trademarks of UBS. All rights reserved. 

 

UBS Asset Management is a large-scale asset manager, with a presence in 

more than 20 countries worldwide. We take a globally connected approach 

to find the answers to our clients' investment challenges and draw on the 

best ideas and capabilities of our global set-up. To provide you with first class 

solutions, UBS Asset Management may outsource business areas and services 

to (other) business divisions of UBS Group AG, affiliated companies of UBS 

Group AG and carefully selected third party service providers on a global 

level. This applies both with respect to different services provided to you as a 

prospect and as a client, such as analyzing and providing investment 

solutions, negotiations regarding our future relationship, onboarding, as well 

as to ongoing know-your-client due diligence, transactions, processing of 

securities and other financial instruments, compliance, risk management and 

monitoring, data processing, and IT and back- and middle-office services. 

Such a global approach may require transmitting client data to affiliated 

companies and carefully selected third party service providers. This might 

include entities that are not subject to banking secrecy (if applicable at all) 

and or that are not subject to the data protection laws applicable in your 

location, the location of the UBS Asset Management entity you are in contact 

with, or to your future relationship with UBS Asset Management. This global 

approach also may require storing client data in global IT systems. UBS Asset 

Management is subject to statutory obligations regarding the confidentiality 

of data relating to the business relationship with its clients. 

You can rely on UBS Asset Management and its affiliated companies treating 

all data with strictest confidentiality; third party service providers are carefully 

selected and contractually bound to strictest confidentiality obligations in line 

with highest UBS standards. 
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