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MACRO AND QUANTITATIVE

Fed Dovishness Could Reverse, With Substantial Implications for Global
Fixed Income

In 2025, US inflation surprised to the downside, driving
stock-bond correlations negative.

Inflation data surprised to the downside in 2025, as
tracked by the Citi Inflation Surprise indexes. In the US,
the index fell into the bottom 2% of readings since 1998,
as tariff-related inflation fears failed to materialize.
Meanwhile, surprises in the Eurozone and Japan reversed
and moved lower. The year-over-year change in the US
core CPI slowed from 3.2% at the end of 2024 to 2.6% as
of November 2025, with some questions on the impact of
the US government’s extended shutdown starting in
October. As inflation concerns eased, US Treasuries regained some diversification benefits, with weekly return correlations
between the Bloomberg US Long Treasury Index and the S&P 500 Index reversing from 0.20 in 2024 to below -0.20 in 2025.
Looking ahead, however, the GIC expects stock-bond correlations to remain unstable.

In fixed income, US- and emerging markets-focused
strategies outperformed in 2025.

Deeply negative inflation surprises supported fixed
income returns in the US and emerging markets in 2025.
The unhedged Bloomberg Emerging Markets USD
Aggregate Bond Index gained 11.1%, while the Bloomberg
US Aggregate Bond Index rose 7.3%. Returns were weaker
elsewhere: The unhedged Bloomberg Euro Aggregate
Bond Index (EUR) gained 1.3%, and the unhedged
Bloomberg Japan Aggregate Bond Index (JPY) fell 6.1%. A
weaker US dollar lifted international returns, allowing the unhedged Bloomberg Global Aggregate ex-USD Bond Index (USD)
to outperform the US index by 1.6 percentage points, while the hedged index lagged by 4.6%—its worst relative performance
since 1991. Markets suggest roughly 0.5 percentage points of Fed easing over the next 12 months—more than any other major
developed market. A reversal of this view—for example, if inflation were to reaccelerate—could have significant implications
for the US dollar and global fixed income. 

Intermediate core, corporate and high yield active fixed
income strategies struggled in 2025.

Within equities, active managers across nearly all
Morningstar fund categories broadly underperformed
their benchmarks—with the worst results exhibited
across US Small Blend, with only 17% of managers
outperforming. The broad-based underperformance of
active equity managers likely reflected the pronounced
outperformance of large-cap, momentum and high-beta
factors, which ran counter to active managers’ typical
quality bias. In fixed income, active managers outperformed across most fund categories, with the notable exceptions of US
Intermediate Core Bond, Corporate and High Yield. More muted-than-expected tariff effects on inflation expectations may have
left core active managers wrong-footed, while the strong performance of high-beta assets drove swift credit spread
compression following an initial surge in April, which limited corporate and high yield managers’ performance, given their
higher-quality posture.
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GLOBAL PORTFOLIO STRATEGY

US equities hold an edge over global peers given stronger earnings growth, with valuation support from Fed rate cuts.
Japanese, Indian and Latin American equities represent attractive sources of diversification.

Cautious central bank monetary policy and rising term premiums should drive global yield curve steepening. Tariff inflation
could weigh on duration in the short term, while decelerating US growth could support it in the intermediate term.

Gold remains an attractive hedge against various risks, including fiscal largesse and geopolitics. Softening activity in China
and decelerating US growth suggest a mixed outlook for industrial commodities like oil and copper.

The US dollar will likely weaken in the first half of 2026 and recover in the second half, leaving it unchanged from the
current level. The Japanese yen has runway to appreciate, given that Japan's deflationary period is likely ending. Meanwhile,
the euro could see modest upside from any fiscally induced cyclical growth in Europe.

Note: 12-month investment horizon. ++ most attractive, + moderately attractive, 0 neutral, - moderately  unattractive, -- most unattractive.

Source: Morgan Stanley Wealth Management GIO as of Jan. 2, 2026
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Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2,
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MACRO

GLOBAL ECONOMIC GROWTH

Note: PMIs above 50 represent month-over-month economic expansion; below 50 represent contraction. 

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026

INFLATION, INTEREST RATES, UNEMPLOYMENT AND FX

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026

ECONOMIC SURPRISE INDEXES

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026
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GLOBAL EQUITY MARKET FUNDAMENTALS

GLOBAL EQUITY MARKET VALUATIONS AND EARNINGS

Note: History is based on MSCI data since 2006. Revisions are changes in consensus estimates relative to trailing two-month average.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026

GLOBAL PRICE-TO-BOOK RATIOS AND ROE

Note: Based on MSCI indexes.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026

GLOBAL EQUITY RISK PREMIUMS

Note: Risk premium is the forward-12 month earnings yield less 10-year govt. bond yield.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026
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Note: Total returns on a US dollar basis based on MSCI indexes.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2,
2026

COMMODITIES

Note: Returns are based on USD terms.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2,
2026

ASSET CLASS PERFORMANCE

EQUITIES

Note: Total returns on a US dollar basis based on MSCI indexes.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026

CURRENCIES

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026 

  

GLOBAL GOVERNMENT BONDS

Note: Total returns in USD terms are for 7-10 year duration.; local currency returns used for Brazil and India.

Source: Morgan Stanley Wealth Management GIO, Bloomberg as of Jan. 2, 2026
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