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Executive summary

Amid rampant global policy uncertainty, it can be difficult for investors to be forward-looking. Itôs true that a slower interest rate transition ï at least in 

the United States ï volatility, and high valuations create challenges for investment strategy. But letôs focus on the through lines. Global interest rates 

are moving lower, spurring activity and credit growth in public and private markets. A changing global economic landscape is promoting capital-

intensive investment across asset classes and geographies. Taken at face value, this is an environment that is highly constructive for investor 

opportunity but may require significant portfolio change.

For the last two years, the U.S. economy has defied gravity, creating above-trend 

economic growth. Now, the labor market and inflation have come into better 

balance. Cracks have emerged, particularly among lower-income households and 

lower-quality floating-rate borrowers, but aggregate results are resilient. 

Our base case scenario is that U.S. growth slows to near or just below trend over 

the course of 2025, and that recession risk is low. But a few powerful factors ï 

policy change and persistently painful shelter prices ï make it likely that inflation 

and interest rates are higher and more volatile than historical periods of ñaverageò 

growth. 

Higher U.S. growth, interest rates, and innovation have led investors to flock to U.S. 

assets, but there are reasons not to let the pendulum swing too far. Many 

developed markets are cutting interest rates more quickly than the U.S. Federal 

Reserve, which is hamstrung by sticky inflation and tariff risks. Faster-normalizing 

yield curves are improving credit growth and borrower health, boosting corporate 

performance in regions like Europe.

As for risk assets: as long as employment and earnings remain resilient, we believe 

the U.S. equity market has room to run. That run, however, may feel more like a 

trudge; we expect modest gains and sustained volatility compared to the last few 

yearsô outsized returns. 

Average equity market returns, alongside stickier U.S. policy rates and volatile 

market yields, make an attractive case for allocating new capital to diversified 

opportunities, including fixed income. Economic resilience supports credit quality. 

Interest rates appear to be in a sweet spot, where lower rates improve borrower 

health but remain attractive for investorsô income generation. 

Vital for global asset allocation is the direction of the dollar. We expect the 

greenback will be rangebound ï bolstered by stronger U.S. growth but kept from 

overreach by policy risks. 

In private markets, four key transitions ï lower interest rates, improving deal flow, 

global capital investment, and democratization of access ï are re-energizing 

investors. We believe 2025 will be a strong vintage. 

This piece is designed to share our holistic global economic, geopolitical, and asset 

allocation views. Use the links in the table of contents page to explore. 

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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High conviction investment ideas

Markets may be paralyzed by uncertainty, but investors donôt have to be. 

INVESTMENT APPROACH CONSIDERATIONS

Diversify equity exposure into broader reflections of the AI theme, 

including energy and digital infrastructure.

Now is an attractive opportunity to deploy into bonds: corporate and 

municipal credit quality is good, and cash rates are lower. 

Treasury duration is not our favorite place to take risk. We like a 

neutral-to-short duration position, built with short duration credit (IG, 

HY, munis) and balanced with structured product and taxable munis. 

Inflation-aware asset classes such as commodities, materials, and 

real estate may benefit from the macroeconomic backdrop. 

Consider a geopolitical risk hedge of equal parts oil, gold, and bitcoin 

as a satellite sourced from equity. 

1

CALL OR CONDITION

EQUITY

FIXED INCOME

Å High valuations are not a market timing tool, but they do limit the scope of investment opportunity. We are 

constructive on the U.S. equity market, but the combination of high valuations and market concentration have us 

allocating new capital toward a more diversified set of themes. 

Å U.S. economic activity is outperforming the rest of the world, driving risk asset prices and the U.S. dollar higher. 

That said, a quicker interest rate cutting cycle, slowing but reasonable growth, and potential upside risks in 

international markets may result in better ex-U.S. performance than many investors are assuming. 

Å The trend in artificial intelligence is here to stay. Looking ahead, the foundational layer of AI will face more 

competition, while digital and energy infrastructure will likely require more capital. The application layer is only just 

being explored. 

Å A balanced labor market with upside inflation risk keeps the Fed on hold until at least mid year, in our view. Still, 

policy rates have moved lower, and investors should counter reinvestment risk by deploying cash.

Å Uncertainty around growth and inflation point to higher and more volatile market interest rates. We do not feel 

comfortable calling a near-term peak in Treasury rates, and that duration is an unreliable source of returns. 

Å We expect U.S. public credit quality (interest coverage, maturity timeline) to remain very strong by historical 

standards, supported by a resilient economy. 

Å Incidence of geopolitical risk has moved higher since the COVID-19 pandemic. Investor may use diversification 

and inflation-aware exposures to hedge against event risk. 

Å Though the endgame of U.S. trade policy is uncertain, the global trends towards re-globalization, digitization (AI), 

and energy independence point to capital intensity, infrastructure investment, and stickier inflation.

Å Private markets allocation is growing and democratizing. 

OTHER
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Small caps are unlikely to outperform durably unless interest rates 

move lower while growth is resilient - unlikely this year. 

We see tactical upside in ex-U.S. equity markets. Consider a 50% 

currency hedge.

Investors concerned about high valuations can deploy gains into high 

yield credit, where carry is more attractive. 

Stay invested, with a focus on earnings quality.

Strong fundamentals create an attractive opportunity in structured 

credit and convertible bonds. 

Qualified Investors seeking diversification into the private markets 

may consider the less correlated lower middle market. 
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Top investment questions1

Top questions
Å Why has the market been resilient amid so many potential disruptions?

Å Should investors fade or follow the ñTrumpò trades?

Å What impact will the new U.S. administration have? 

Å What challenges will the new U.S. administration face? 

Å What happens if Trump administration interferes with Fed policy?

Å How worried should we be about stagflation? 

Å Are sky-high U.S. equity valuations a reason to take profits?

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS

Readers may click on any item to jump to that section. 
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ÅThere has been no shortage of potential market disruptions year to date. DeepSeek reminded 

investors that the barriers to entry in AI are high but not permanent, putting sky-high tech 

expectations at risk. Early policy shifts in the first 100 days of the Trump administration, 

including tariff announcements, impact expectations for year-ahead inflation and growth. 

ÅThe market has mostly looked through these disruptions. Why? For starters, the present-day 

reality of a robust U.S. economic and earnings backdrop (left chart) is superseding what 

could occur in the future. Second, investors likely perceive policy risks as in balance for now. 

Potential disruptions related to trade, foreign policy, and immigration are neutralized by 

potential benefits of de-regulation and lower government spending. 

ÅJust because the market is paralyzed by policy uncertainty doesnôt mean that investors need 

to be. Though the end result of policy change is unknown, the next year is likely to include 

more volatility in inflation, rates, and markets. We remain fully invested, but believe now is a 

good time for investors to reconsider their balance between stocks, bonds, and alternatives, 

as well as U.S. and international opportunities, to build more robust diversification. 

Why has the market been resilient amid so many potential disruptions? 

A balanced economy supports resilient markets. Decision paralysis due to policy uncertainty is also likely at play.

Market pricing suggests that investors see the policy endgame as uncertain, 

and that risks are roughly balanced 

ÅGovernment 

spending cuts 

would reduce 

pressure on long-

term interest rates

ÅDe-regulation could 

improve energy 

supply, corporate 

M&A, and credit 

creation 

ÅTariffs increase 

inflation and 

reduce growth

ÅConstrained 

immigration, amid 

a tight labor 

market, may push 

labor costs and 

inflation higher

Market concerns Market hopes

Views of the New York Life Investments Global Market Strategy team, 2025. Examples given here are for illustrative purposes only and are not 

comprehensive of all current policy proposals. 

RETURN TO TABLE OF CONTENTS
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Should investors fade or follow the ñTrumpò trades?

We ñfadeò highly partisan market moves and ñfollowò performance where policy change under the new administration may bolster existing trends. 

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS

Å Immediately after the ñred waveò in the U.S. election, positive expectations (animal spirits) 

surged, fueled by expectations of deregulation and pro-growth policies. Now, the risks and 

rewards of policy change appear to be more balanced as tariff risks, trade tensions, and 

policy unpredictability create uncertainty, weighing on investor confidence.

Gold prices have risen on tariff 

(inflation) risk.

European stocks are seeing 

revived activity, reflecting a risk 

rotation, monetary policy 

support, and potential peace in 

Ukraine.

A small cap rally didnôt 

materialize due to higher rates.

Energy surrendered initial gains 

in part due to trade uncertainty.

Trades to Fade
1. Small caps capture risk-on sentiment

Å Economic growth is good, but not reaccelerating in our view. Higher and more volatile 

rates constrain performance. Any outperformance in small caps is likely to be tactical. 

Trades to Follow
1. U.S. 10-year yield moves higher

Å As fiscal risk dynamics unfold, inflation and interest rates will likely move higher with 

volatility along the way. Overweight short duration; do not favor extending duration.

2.   Gold remains a proven hedge for inflation

Å Gold has overcome the pressure it experienced in the lead-up to the election. As policy, 

deficit, and inflation concerns persist, overweight gold.

Trades to Monitor
2. International exposure

Å We expect U.S. growth is expected to remain strong compared to many global peers. 

However, foreign investors may start to repatriate capital given policy uncertainty. 

Modestly reduce U.S. overweight and consider use of currency hedges.

3. Technology balances threats from competition (DeepSeek) and tariffs; benefits from antitrust

Å Deregulation benefits can be dampened by tariff pressures along the supply chain. 

Limited upside drivers on existing earnings strength. Stay invested at market weight.

       Bitcoin 

Å Extremely strong performance after the election but remain mindful of the historical 

volatility and risk-on nature of the asset class. Small allocation can serve as diversifier.

2.    Financials

Å Slight overweight to financials. Deregulation may not be a tailwind for regional banks 

which previously had ineffective oversight. A normalizing yield curve helps more.
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What impact will the new U.S. administration have?

Policy areas most likely to see material changes include: taxes, tariffs, regulation, and immigration.

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS

Taxes

- A significant focus in Congress this year will be addressing the expiring 2017 Tax Cuts and 

Jobs Act. Trump has promised to extend individual tax cuts.

- If the tax changes become permanent, the CBO estimates the federal deficit could double 

over the next 10 years, creating a real risk for debt sustainability. The U.S. is already 

paying more in interest expense than on any other budget item, including defense.

- Cutting the corporate tax rate is also on the agenda, though we believe corporate tax cuts 

become less likely if rates markets express concerns about a higher deficit. 

- Extending the TCJA may not garner the same market impact as its initial passing, because 

the provisions are already in place (in other words: no new tailwind). In addition, an 

extension may not have the same economic impact because personal income tax cuts do 

not stimulate as much economic growth as a permanent cut to the corporate tax rate.

Tariffs

- The impact of tariffs on growth and inflation hinges on several factors we have yet to see: 

1) the scope of the tariffs, 2) any exclusions for specific products, 3) the timing ï whether 

they are implemented all at once or gradually, and 4) how other countries react, whether 

through retaliatory tariffs or currency adjustments.

- We believe that these factors differ by region. The size of U.S. trade deficit, immigration 

debates, defense spending, and national security are likely to influence policy. 

- Questions about the timing of tariffs ï including the potential for a phased rollout, as 

suggested by the initial additional 10% tariff levied on goods from China ï are a more 

recent development, and one thatôs important for general macroeconomic factors like 

inflation and interest rates. Fed officials have recently highlighted that they can potentially 

look through tariffs as a one-off price level increase rather than a steady source of inflation. 

Consistent or rolling tariffs might have to be treated differently. 

Deregulation & DOGE

- We expect the second Trump administration to roll back many existing regulations. 

Impacted industries likely include financial services, healthcare, and the traditional oil & gas 

sector. In his inaugural address, Trump declared, ñDrill, baby, drill.ò

- Another Day 1 executive order established the Department of Government Efficiency 

(DOGE). We anticipate DOGE will be able to some material spending cuts though reaching 

its targeted $1 trillion in cuts is likely optimistic. Itôs important to remember that the 

executive branch has little ability to cut spending itself; any significant spending cuts will 

have to go through Congress.

- The deregulatory effort is likely driving a modest growth tailwind from reduced policy 

uncertainty as well as improved animal spirits. 

Immigration

- Immigration is already front and center for the new administration. One of Trumpôs Day 1 

executive orders was again declaring a national emergency at the southern border.

- Inflation impacts are likely to be mixed. Reduced labor supply could put upward pressure on 

wages. On the other hand, that slower immigration could reduce inflation in areas such as 

shelter, resulting in inflation impacts that are more ambiguous overall.

- The most immediate impact on deportation or detainment efforts is likely to be on growth ï 

immigrants begin consuming (food, shelter) as soon as they enter a country, increasing 

demand in their area. Interestingly, the CBO found that migration actually reduces the 

deficit because undocumented immigrants are not eligible for federal benefits but can still 

pay federal taxes.

- Small business still cites quality of labor and inflation as their greatest operating concerns.

Opinions of New York Life Investments Global Market Strategy, March 2025. 
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What challenges will the new U.S. administration face? (1/2)

The administration will likely face trade-offs between taxes, tariffs, and the deficit.

Å Trump has levied new tariffs, but the extent of changes to trade policy is still uncertain; some 

U.S. trade partners have significant leverage over the U.S. economy. But on aggregate, 

tariffs are poised to move higher. Tariffs are likely to raise consumer prices as they increase 

the price of imported goods. Trumpôs trade goal is to reduce trade deficits, targeting countries 

with the largest goods trade surplus to the U.S.

Å Trump campaigned on extending the 2017 Tax Cuts and Jobs Act, specifically the income 

tax rate cuts. Lower government revenue will increase the deficit, all else equal. Lawmakers 

ï and the rates markets ï have started to raise concerns about the growing deficit. A higher 

term premium ï reflecting concerns about higher Treasury supply or lower demand ï could 

push market interest rates higher and constrain the policy agenda.

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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What challenges will the new U.S. administration face? (2/2)

The administration will likely face trade-offs between immigration policies and economic growth.

Å The majority of recent hiring has been of foreign-born workers. In the tight labor market of 

recent years, more available workers has helped to keep wage growth reasonable ï an 

important factor in avoiding recession according to the Fed and CBO. 

Å The labor market is better balanced now, but still tight. Constraints on immigration under 

these circumstances may push wages higher while reducing local spending. 

Å Whether through stricter border control, changes to skilled labor permissions (H1B visas) or 

deportation-focused immigration policies, the Trump administrationôs approach to foreign 

labor is likely to impact labor supply. Reducing labor supply in a tight labor market risks 

reaccelerating wage growth and inflation.

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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ÅPresident Trump has stated a strong preference for lower policy interest rates. 

ÅIn the last 100 years, there have been two clear examples of a double-peak in inflation 

(chart). Their common elements include supply-demand disruptions in goods and labor, and 

political pressure that kept policy rates artificially low. Accordingly, we believe credible political 

pressure on the Fed would push market yields higher, reflecting concerns of higher inflation. 

ÅTreasury Secretary Bessent suggested that the administration could focus on keeping market 

yields (the 10Y Treasury) low instead of the Fedôs policy rate. Here, there are more levers to 

pull: containing government spending, changing regulations to impact supply and demand for 

Treasuries, issuing shorter-term Treasuries. However, the U.S. has the largest and most liquid 

government bond markets in the world; the impact of such policies may be short lived. 

ÅIn all: though the Trump Administration faces little political limitation on its actions, market 

reactions may prove more constraining. While we have not yet entered an era of outright 

ñbond vigilantism,ò we expect the Treasury market to provide the most rapid pricing of risks 

relating to inflation, policy rate interference, and Treasury issuance (affecting long-term rates). 

What happens if the Trump administration interferes with Fed policy? 

Interference with policy rates may prompt the market to become even more concerned about inflation, pushing market yields higher, not lower. 

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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How worried should we be about stagflation?

It is too early to dust off the stagflation playbook, because growth is resilient. Concerned investors can reach for inflation-aware portfolio tools. 

Å We believe stagflation is still a low-probability scenario, though the risk has been rising. 

Changes in trade policy (e.g. tariffs) have driven fears that growth may slow and inflation 

may rise (left chart). We agree with this directional impact of tariffs. However the level of 

growth and inflation today are not in, or indeed near, stagflation territory. 

Å That said, we would expect signs of slower growth or faster inflation to signal that the 

economy is no longer in balance, and therefore prompt volatility. 

Å A stagflation scenario would be challenging for the Fed, as it represents competition 

between its two mandates: stable prices and full employment. We believe the bar for the 

Fed to hike interest rates is high, as inflation fears may prompt market financial conditions 

to tighten on their own, reducing the need for tighter policy rates. 

RETURN TO TABLE OF CONTENTS
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Growth: strong Growth: weak

Key allocation anchors for different macro regimes 
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RecessionGoldilocks

Overheating Stagflation

Å Inflation hedges: TIPS, 

commodities, energy, 

real estate equity

Å Neutral duration

 

Å Quality companies with 

pricing power

Å Convertibles

Å Barbell IG and HY credit

Å Precious metals

Å Private equity and credit

 

Å Large caps

Å Defensive sectors

Å Infrastructure equity

Å Add duration

Å IG credit

 

Å Small caps

Å Cyclicals

Å Floating rate, HY credit

Å Real estate equity

Å Private credit

 

Views of the New York Life Investments Global Market Strategy team, 2025. 
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Are sky-high U.S. equity valuations a reason to take profits?

Valuations are not a good market timing tool, but potentially limited upside favors deploying new capital into a diversified opportunity set. 

RETURN TO TABLE OF CONTENTS
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Å Equity prices reflect a combination of corporate earnings, valuation multiples, and 

dividend yield. We expect earnings growth to remain positive, supported by strong 

economic growth, balance sheet management, and ongoing investment. Dividend yields 

have come down over time but remain a key way to preserve total equity return. 

Å However, valuations remain at the high end of historical ranges. This presents a 

challenging environment for buyers, but we believe valuations represent the scope of an 

opportunity, not the timing. 

Å In other words: high valuations donôt signal an imminent crash on their own; we remain 

fully invested. Still, with the earnings yield (the inverse of the price-to-earnings ratio) 

trailing the U.S. 10-year yield, bonds may currently offer a more attractive risk-return 

potential relative to equities in the near-term. Our high conviction investment views favor 

deploying new capital into a broader risk asset opportunity set. 



U.S. economic & market outlook2

U.S. economic cycle
Å GDP growth

Å Status of economic cycle
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Monetary policy & financial 
conditions
Å Fed outlook

Å Fed balance sheet

Å Long-term interest rates

Å Yield curve and bank lending

Å Market-based financial conditions

Economic indicators
Å Inflation

Å Labor market

Å Consumer

Å Housing

Å Business

Fiscal policy  
Å Fiscal outlook
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A long-term look at U.S. economic growth 

U.S. economic activity is running at an above-trend pace; our base case calls for a modest growth slowdown to just-below trend, around 2.0%.

Å GDP growth in the post-pandemic period has stabilized above its trend pace of 2.0-2.5%, 

driven largely by strong consumer activity (about two-third of GDP). Our outlook is 

constructive: a very gradual deceleration will likely take place in 2025. 

Å Resilience is bolstered by the continued strong health of the corporate sector, a well-

balanced labor market, and both income and wealth effects supporting consumers. These 

factors are mutually reinforcing. 

Å Policy uncertainty represents potential upside and downside risks to growth. Growth-

negative risks include more restrictive trade and immigration policy; growth-positive risks 

include deregulation and tax relief. 

Å Our base case expectation is that growth slows to just below 2.0% this year, with the 

caveat that policy risks may impact export-import and inventory balances. 

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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Where are we in the economic cycle today?

The last two years have already represented a soft landing. Slowing growth from here is still represents a constructive economic view. 

Å Even with 100bps of easing in 2024, the Fed believes it is restrictive. At least in some 

segments of the economy ï such as housing ï we agree, and these pockets of still-restrictive 

rates support our perspective that growth will ease modestly over the course of this year. 

That said, resilient growth in other sectors, plus sticky inflation economy-wide, support the 

Fed moving only slowly to a neutral policy stance, and likely not beyond. 

Å We do not believe the current economic slowdown is a harbinger of recession to come. We 

see the chance of an endogenously-caused recession in 2025 as very low, barring policy and 

geopolitical risk. This cycle does not feature the household or corporate debt imbalances of 

prior cycles, lowering the likelihood of a durable economic or financial disruption. 

RETURN TO TABLE OF CONTENTS

RETURN TO TABLE OF CONTENTS
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The Federal Reserve is not easing as fast, or as much, as initially expected

In our view, stronger-than-expected recent growth and sticky inflation points to a prolonged Fed pause, and no near-term policy rate cut.

Å Since the Fed began its cutting cycle in September 2024, stronger than expected 

economic activity and election-related animal spirits have driven a hawkish shift in 

easing expectations. We expect only one 25-basis point policy rate cut this year. 

Å Sticky inflation remains a risk for the Fedôs path back to neutral (our best estimate is 

around 3.0-3.5% in nominal terms). Though inflation is on a downward trend, easing 

financial conditions or policy changes could prompt inflation to re-firm. 

Å With the labor market broadly in balance, we believe the Fed will need to see significant 

progress towards disinflation before being willing to cut. These conditions are unlikely to 

be present before the summer. 

RETURN TO TABLE OF CONTENTS
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Our Fed cuts checklist: conditions met, but we are sleeping with one eye open

Opinions of New York Life Investments Global Market Strategy, March 2025. 

Condition Status Met?

Inflation 

expectations well 

anchored

Long-term inflation expectations remain well anchored.

Core inflation 

moving closer to 

target

Core inflation is still above the Fedôs target but has made 

significant progress over the last year. Upside risks to growth 

may re-firm inflation, which would slow the Fedôs pace of cuts 

all else equal. 

Unemployment 

rate Ó 4.0%

The unemployment rate sits around 4.0%, and the Fed has 

said that it does not want employment to weaken more. 

Wage growth 

commensurate 

with stable prices

Wage growth is higher than the 3.5% year-on-year figure that 

we believe would make the Fed comfortable with maintaining a 

rate cutting cycle. Stickiness in wages may require a slower 

pace of rate cuts. 
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Fed balance sheet tightening is nearing an end

Quantitative tightening (QT) is likely to end this year as the Fed achieves its reserve management goals ï while avoiding a liquidity crunch.

Å The Fedôs balance sheet, as any balance sheet, is made up of assets (left chart) and 

liabilities (right chart). As the Fedôs reduces its assets via QT ï having shaved off nearly 

$2T in assets since 2022 ï it must also reduce its liabilities. Fed liabilities include bank 

reserves, currency in circulation, and vehicles for liquidity support such as its reverse 

repo facility (orange area, right chart). 

Å Post-pandemic, the Fed kept reserve levels abnormally ñabundantò to ensure maximum 

flexibility in supporting liquidity and bank functioning. But needs for liquidity support are 

lower today, suggesting the Fed can reduce reserves to normal ñampleò levels safely.

Å The optimal level of Fed assets at which the Fed should halt its QT is hotly debated 

among practitioners and is a subjective estimate, even for the Fed itself.

RETURN TO TABLE OF CONTENTS
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Market rates are likely to be higher and more volatile in our view

Long-term market interest rates have moved higher in response to stronger growth, higher inflation , and supply-demand risk for Treasuries. 

Å Long-term interest rates are driven by expectations for inflation, the path of the policy 

rate, and the term premium, which encompasses expected supply and demand for 

Treasuries.

Å Higher long rates reflect rising inflation expectations, a belief that the policy rate will not 

revert to previous lows this cycle, and the possibility of higher Treasury issuance as 

reflected in a rising term premium. 

Å The term premiumôs steady trudge higher has been driven by both near-term policy 

uncertainty and expectations for structurally higher public spending: greater interest 

expense, high defense spending, and high mandatory spending. 

RETURN TO TABLE OF CONTENTS
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As the yield curve normalizes, bank lending is becoming less restrictive

Both supply and demand of loans to businesses and households have moved from depressed levels to neutral.

Tight lending standards typically precede economic 

contractions, but the most recent era of restrictive conditions 

did not produce a recession. The Senior Loan Officer Opinion 

Survey (SLOOS) now points to lending conditions neither 

tightening nor loosening, which aligns with todayôs normalized 

but higher-than-expected market yields.

On the demand side, both households and businesses are 

exiting an era of depressed demand for bank loans. Looking 

ahead, we would expect the combination of resilient economic 

activity and easier financing costs to continue supporting loan 

growth.

Treasury curve slope has finally normalized across tenors, 

supporting a normalization of loan growth. The short end of 

the curve has come down by 100bps so far, but this easing 

cycle is dramatically shallower than initially expected. 

Accordingly, rising long rates have been the critical factor in 

durable yield curve normalization this cycle.

RETURN TO TABLE OF CONTENTS
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Market -determined financial conditions are loose

Equity price appreciation and tight credit spreads contribute to accommodative market financial conditions; improvement from here is limited. 

Å Market-determined financial conditions are loose (left chart) because equities have seen 

strong price performance and relatively low volatility; credit spreads are tight (right 

chart); and the U.S. dollar is strong. But given that equities continue to flirt with all-time 

highs and credit spreads are at or near historic tights, investors should not expect the 

trend toward ever-looser financial conditions to continue. 

Å Though we have high conviction in credit in the near term, we are not as optimistic on 

price performance. With higher rand more volatile Treasury yields likely in our view, and 

with corporate fundamentals looking healthy (downward corporate yield pressure), it is 

unlikely spreads get even tighter from here. We are monitoring any gradual reversal of 

these conditions should equity performance falter and spreads widen. 

RETURN TO TABLE OF CONTENTS
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The economy is still facing the fastest inflation surge since the 1970s

With resilient economic growth, structural economic changes, and policy risk to the upside, inflation cannot re-anchor. 

Å U.S. inflation has moderated from its peak in mid-2022 but remains above the Federal 

Reserve's 2% target. 

Å A solid jobs market, strong yield generation and equity price performance have led to above-

trend economic growth and a resilient consumer, primarily among high-income households.

Å For much of Q4 2024 and Q1 2025, the balance of growth, employment, inflation, and rates 

looked like Goldilocks. However, we are approaching ñtoo hotò territory with inflation ï not 

just with the individual January CPI report, but a burgeoning four-month reacceleration trend 

in core consumer price growth.

RETURN TO TABLE OF CONTENTS
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Inflationôs progress toward the Fedôs target has slowed

It takes only incremental monthly increases, particularly in the largest components of the inflation basket, to create a double peak in inflation.

Å Housing inflation remains stubborn due to tight supply, resilient demand, and rising 

maintenance costs. A decade of underbuilding and locked-in low mortgage rates keep 

inventory constrained, while demographic trends sustain demand; in sum, these factors keep 

house prices high. Meanwhile, higher labor, material, and insurance costs also keep 

maintenance costs high. These costs impact both owners and renters in the CPI basket.

Å It has been our view that well-behaved inflation reports have been a key market 

underpinning, allowing equities to climb and yields to avoid disruptive spikes even as 

economic data has come in strong and policy uncertainty mounts.

Å Accordingly, inflation reacceleration risk is top of mind for the Fed: monthly increases greater 

than 0.2% in inflation will likely keep the Fed on hold.
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Inflation expectations also point to upside risk for prices

Rising inflation expectations for the next year seem to reflect greater policy uncertainty, but expectations can drive inflation itself.

Inflation swaps have a more compressed range, but point to 

the same trend as breakevens. Long-term inflation swaps are 

around 2.5%, creeping above breakevens. As inflation 

expectations can affect consumer and business behavior and 

become self-fulfilling, we are watching these closely. 

Consumer surveys are naturally noisy, but the recent spike in 

next-year inflation expectations shows consumers are worried 

about prices. Though we canôt ascertain the specific source of 

fears, the spike occurred in January, seemingly a response to 

policy change such as tariffs. 

Near-term inflation expectations tend to be more volatile than 

longer-term expectations, as long as the market believes the 

Fed can hold to its 2.0% target. In recent months, near-term 

breakevens have moved materially higher, though long-term 

breakeavens are still relatively well-behaved. 
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Labor market strength has been a vital source of market stability 

Historically, Fed cuts help stabilize the labor market but do not drive strong waves of hiring. 

Å Jobless claims serve as an early warning for labor market weakness, yet they have remained 

low throughout the Fedôs hiking and cutting cycle. So far this year, weekly claims have 

averaged 222,000, signaling continued strength. We see 350,000 as the key threshold where 

investors should be wary of a labor market downturn.

Å Labor market stability is paramount to our economic view; strong wages and job availability 

have carried consumers through an inflationary environment. Major threats to employment or 

a new wave of hiring can be catalysts for consumer behavior, and therefore for market 

behavior. Our research suggests that the current Fed easing cycle should add buoyancy to 

the labor market, fostering stability for consumers. A strong wave of hiring is unlikely. 
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The labor market has moved into better balance in recent quarters

Hiring and wage growth are slowing, but a healthy corporate sector suggests mass layoffs are not likely this year. 

Å Small businesses comprise over 46% of private employment in the U.S. Small business 

hiring plans are not yet at recessionary levels, but reflect that talent is difficult to find and 

expensive to hire and retain. 

Å A decline in weekly hours worked may be an early indicator that companies are cutting back 

on hours to avoid layoffs. 

Å Over the last several quarters, the labor market has moved from an overheating level into 

more balance. A slowing quits rate back to pre-pandemic levels suggests 1) employee 

confidence is waning and 2) wage growth may continue to moderate, reducing inflationary 

pressure.
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