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Economic Outlook and Key Themes
U.S. Economic Outlook
Moderate economic growth expected amid a bifurcated economy

� U.S. economic growth decelerated in the first half of the year. Since then, the economy appears 
to have found some footing at a slower growth trajectory, and we expect real gross domestic 
product (GDP) growth in 2025 around 1.8 percent and a similar pace next year.

� Some reduction in policy uncertainty and a rebound in financial markets helped consumption 
recover in recent months, particularly for high income households. AI-related investment has 
been a significant contributor to real GDP growth, even with official data likely understating 
the gains.

� The labor market remains a key risk. Job growth has slowed substantially and is narrowly 
concentrated. An immigration-driven slowdown in labor supply growth has helped temper the 
impact of weaker job creation on unemployment, and we expect the unemployment rate will 
end the year around 4.5 percent before stabilizing. Risks remain skewed toward a sharper rise.

� We expect some modest fiscal stimulus in 2026, with tax cuts helping boost consumer 
spending and business investment. Artificial intelligence (AI) optimism and elevated asset 
prices are likely to sustain high income household consumption, though the economy remains 
bifurcated. Housing and lower income households continue to face challenges, with subdued 
housing investment and rising credit card and student loan delinquencies.

� Price impacts of tariffs have been less than feared, but the costs of tariffs, now exceeding 1 
percent of GDP, will ultimately impact either profit margins or consumer prices. We expect 
tariff effects on prices will persist over the next several months, keeping core inflation around 3 
percent. We anticipate these tariff effects are a one-time price shock, causing inflation to cool 
closer to target by the end of 2026.

Fed to continue easing policy back to neutral

� The Federal Reserve (Fed) is back in easing mode, implementing “risk management” cuts 
in September and October. Slightly higher unemployment has tilted risks to the Fed’s dual 
mandate toward a softer labor market. 

� While the prospect of continued above-target inflation remains a risk, Fed policymakers largely 
expect slower growth to weigh on inflation, and tariff pass-through to be temporary, though 
they are wary of easing too quickly as they get closer to a neutral policy setting.

� We expect a December rate cut is slightly more likely than not. The Fed may pause easing in the 
first half of 2026 with inflation staying sticky and fiscal policy helping the labor market stabilize, 
but we expect further cuts later in 2026. We see the fed fund rates getting to neutral in 2026, 
which we see as 3.125 percent.

� The Fed will transition to a new Chair next year, which may shift the tone of monetary policy 
deliberations. The new Chair will operate as part of a broader Committee and if the institutional 
framework remains intact, as we expect, economic fundamentals will remain the most salient 
driver for the Fed’s rate outlook.

Investment 
Implications

Stay selective as policy 
drives divergences, and  
favor carry as spreads  
return to historic tights 

� As front-end yields decline with 
Fed rate cuts, investors will look 
to replace portfolio income with 
stable cash flows. Investment-
grade corporate bond yields of 
4.8 percent are 100 basis points 
above the decade average and 
we see the 10-year Treasury 
remaining in a broad range.

� Corporate bond spreads widened 
very slightly over the past month 
from the tightest levels since the 
late 1990s and spreads remain 
near the all-time tights. While 
corporate fundamentals and 
investor demand support these 
levels, we see better relative 
value in high-quality fixed-
income sectors like structured 
credit and defensive assets like 
infrastructure.

� Our positioning prioritizes 
diversification and income 
generation. We prioritize high 
carry instruments, including non-
Agency residential mortgage-
backed securities (RMBS), senior 
collateralized loan obligations 
(CLOS), and commercial asset-
backed securities (ABS).

� We continue adding to Agency 
RMBS, focusing on lower 
coupon structures with positive 
convexity to monetize further 
interest rate rallies and/or bank 
deregulation that could spur 
further buying.
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Global Economic Outlook 
Europe: Political and fiscal concerns remain in focus

� In a bid to avoid another government collapse, the French parliament recently scrapped a key 
reform championed to raise the retirement age. The reversal will stymie efforts to consolidate 
France’s fiscal deficit, the widest in the Eurozone this year. But the reversal has staved off political 
uncertainty and cleared the way for modestly stronger growth. 

� The U.K. government is likely to announce tax hikes to reduce fiscal deficits. Although the move 
is likely to take a toll politically on the Labour government, which is reeling from recent setbacks, 
fixed-income markets are likely to cheer fiscal consolidation. 

Asia: China growth set to cool slightly

� The U.S. and China announced a trade agreement cutting the fentanyl tariff on Chinese imports 
to 10 percent from 20 percent. However, China’s exports—a key growth engine—missed October 
expectations by a wide margin, and China continues to struggle with a prolonged property-sector 
contraction and weakened private consumption.

� Amid heightened trade uncertainty and slowing consumer spending, policymakers are introducing 
additional measured support, avoiding broad-based interventions. We expect growth of 4.3 
percent in 2026, reflecting further moderation in economic activity.

� In Japan, yen weakness is garnering attention from authorities, with the currency approaching 
levels at which they have intervened in the past. Yen weakness works against Bank of Japan efforts 
to hold down inflation, and has been fueled by currency carry trades.

Bps (basis point): One basis point is equal to 0.01%. 
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