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Don’t Keep Me Wonderin’
Diffusion Indices of FOMC Participant Risk Weightings (10/31/07–6/30/24)

Source: Portfolio Analysis & Consulting, Federal Reserve.
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Central banks are in the business of risk management, balancing risks in a fashion to best achieve their mandate. For the Fed, that means price stability and
maximum employment. When the labor market was tight and inflation still well above target, there was little to worry about in the way of tradeoffs. The job was easy:
tighten policy and push inflation lower. But as the dual mandate has come back into balance, with inflation closing in on target and labor markets now rebalanced, the
tradeoffs have become more critical. Recall that this is a Fed that has placed great emphasis on the social and economic benefits of maximum employment, an
environment which helps to spur gains for the lower rungs of the labor market, the same cohorts that have suffered greatest from the inflationary experience, and
stand to lose the most, should the Fed overstay its welcome in its efforts to push inflation back to target. While the Dot Plot receives the bulk of the attention in the
Summary of Economic Projections (SEP), buried within it are insights into the FOMC’s view of the balance of risks. Risks to the unemployment rate are modestly
skewed to the upside, while risks to core PCE have made considerable progress moving back toward more balanced territory. The days of hawkish jawboning are long
gone, and the Fed is explicitly not attempting to cause collateral damage to labor markets or the economy. Fedspeak has only further confirmed this as labor markets
have taken on much more prominence in recent rhetoric. Fed sentiment may be hanging onto the last vestiges of hawkishness in the wake of the Q1 surprises, but as
the data continues to move decisively dovish and risks to the labor side of the mandate grow, expect the Fed’s messaging to break dovishly over the summer months.
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Ain’t Wastin’ Time No More
Inflation vs Unemployment (3/31/22–6/30/24)

Source: Portfolio Analysis & Consulting, Bloomberg, Federal Reserve.

3

For all the focus on the Dot Plot, it’s important to recognize that it is neither a promise nor a prescription of future policy, but rather a conditional forecast that reflects
the FOMC members’ expectations of economic outcomes under their view of appropriate policy. Should the actual data unfold differently than forecast, then the path
of policy will be different as well. Comparing the incoming data to the committee’s expectations, as evidenced in the Summary of Economic Projections, the case for
two cuts beginning in September becomes clear. The two most important data points, with respect to the Fed’s reaction function, are the unemployment rate and core
PCE, hence their inclusion in the SEP. As of the most recent prints, core PCE is running 20 basis points below the median forecast for year-end 2024, while the
unemployment rate has already ticked above the median forecast and sits just 20 basis points from the committee’s estimate of the natural rate of unemployment.
Base effects are indeed a consideration, with respect to core PCE, due to soft comps from the second half of 2023, but given the return of balance to both labor
markets and the dual mandate, the Fed is likely to be far more responsive to upside surprises on the unemployment rate than to upside surprises on inflation moving
forward. While Fedpseak has remained stubbornly hawkish, and somewhat overly data dependent as opposed to forecast dependent, the tide is beginning to turn.
The Dot Plot may show only one cut for 2024 at the moment, but given the likely trajectory of inflation prints over the coming months, the July meeting will likely serve
as the venue to begin laying the groundwork for the first of two quarterly cuts to commence at the September meeting.
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Southbound
Beveridge Curve (1/31/01–5/31/24)

Source: Portfolio Analysis & Consulting, Bloomberg.
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One of the most commonly circulated charts in recent weeks has been the Beveridge Curve. Even FOMC members, such as San Francisco Fed President Mary Daly,
have cited the curve, which illustrates the nonlinear relationship between job vacancies, or labor demand, and unemployment. The Beveridge Curve has been central
to soft landing arguments that suggested labor market tightness could abate without seeing unemployment move aggressively higher. That call has certainly been
vindicated to date as the economy has moved down the vertical portion of the curve, unwinding excess labor demand without driving the unemployment rate higher.
From here, however, the curve suggests the potential for greater tradeoffs between softer labor demand and unemployment. Further cooling in job openings likely
suggest some incremental upside for the unemployment rate. There’s certainly reason to remain optimistic as the bulk of the rise in the unemployment rate has been
driven by slower matching, as entrants into the labor force have been met with hiring rates that are now well below pre-pandemic levels and not by rising layoff rates.
That said, with economic growth moderating, the upside risks to the unemployment rate are growing. Despite the unique dynamics of this cycle, it’s critical to keep in
mind the inertial nature of unemployment, whereby once the unemployment rate starts rising, it tends to keep rising. To be sure, the labor market remains healthy and
appears to be simply normalizing into a more sustainable and steady state, but the risks for the unemployment rate are clearly skewed to the upside, suggesting
greater urgency for the Fed to begin recalibrating policy, even if only for risk management purposes.
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Trouble No More
Potential Core PCE Trajectories (12/31/18–5/31/24) 

Source: Portfolio Analysis & Consulting, Bloomberg.
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As we’ve stressed time and time again, the labor market is no longer providing an inflationary impulse to the economy and is now a disinflationary force. And the
effects of that force are growing as the unemployment rate continues to tick higher. Whether that move has been driven by increasing layoffs or labor force reentrants
matters little for the inflation outlook as higher unemployment ultimately translates to increased competition among job seekers, which places downward pressure on
nominal wage growth and inflation. While there are those that continue to cling to the warm, first quarter prints to confirm their priors that inflation will remain
stubbornly sticky, the evidence continues to mount that those months were outliers and not indicative of the underlying trend. Core PCE is running below the Fed’s,
and while base effects become more challenging over the coming months, core PCE looks likely to remain below the Fed’s current year-end estimates and making
further progress toward the 2% objective. Unit labor costs remain benign as the labor market has rebalanced, the stronger dollar continues to weigh in import prices,
vehicle price deflation is set to continue, motor vehicle insurance is likely to meaningfully disinflate, and the long-awaited cooling in shelter costs looks to be getting
under way. Year-over-year comps may be more challenging in the months ahead, but there remains a plethora of disinflationary sources to continue pressuring core
PCE lower into year-end. While the Fed continues to cling to higher for longer, inflation and labor market data and the balance of risks clearly argue for the Fed to
finally initiate its policy recalibration. Expect Fedspeak to shift rapidly as the data continues to make a clear argument for that recalibration.
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Revival
S&P 500® Performance by Market Cap Decile (12/29/23–6/28/24) 

Source: Portfolio Analysis & Consulting, FactSet.

6

While the macro narrative may remain hyperfocused on the inflation backdrop, the market narrative remains hyperfocused on the hyperscalers. The result of this
myopic focus on the AI trade has helped to spur a redux of the narrow breadth fears that were so prominent at this time last year. Each time market leadership
narrows, we predictably hear refrains that the market’s advances are unsustainable and the indices are set for a correction. But breadth is much akin to valuations in
the sense that they are not useful as timing tools, and only become obvious with the benefit of hindsight. Furthermore, the empirical evidence demonstrates that
breadth tends to follow price. In other words, a narrow, but advancing, market tends to draw inflows and expanding breadth as investors rotate to laggards instead of
narrow leadership catching down to weak breadth. What’s more, for much of this year, participation hasn’t been all that narrow, as the top 70% of companies by
market cap have all posted positive average returns. Only the bottom 10% of issues by market cap have seen meaningful losses. Yes, returns have been top heavy
this year as the mega-cap tech and AI adjacent names have powered higher, but that’s the rule, not the exception. Narrow breadth only began to truly take hold in
mid-May as growth concerns once again began to percolate, skewing investor demand toward the perceived safety of the mega-caps with fortress balance sheets and
wide moats amidst a backdrop of rising macro uncertainty and slowing economic growth. In this sense, narrow breadth is neither surprising, nor a signal of impending
doom. Instead, it’s simply a byproduct of the reflexive demand preferences of investors. We may have more work to do before the growth concerns finally peak, but as
growth ultimately proves more resilient than feared, a resurgence of the soft landing narrative is likely to drive a meaningful broadening in participation, which sees
breadth finally catch up to prices that have been supported by those mega-cap names.
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Disclosure
This presentation is provided for informational purposes only and should not be construed as investment advice. References to specific securities or industries should not be considered a recommendation. Any opinions or
forecasts contained herein reflect the subjective judgments and assumptions of the authors only and do not necessarily reflect the views of Natixis Investment Managers Solutions, or any Natixis Investment Managers
affiliates. There can be no assurance that developments will transpire as forecasted and actual results will be different. Data and analysis does not represent the actual or expected future performance of any investment
product. We believe the information, including that obtained from outside sources, to be correct, but we cannot guarantee its accuracy. The information is subject to change at any time without notice.

Index information is used to illustrate general asset class exposure, and not intended to represent performance of any investment product or strategy. It is not possible to invest directly in an index.

Investing involves risk, including the risk of loss. Investment risk exists with equity, fixed income, and alternative investments. There is no assurance that any investment will meet its performance objectives or that losses will
be avoided.

This document may contain references to copyrights, indexes and trademarks that may not be registered in all jurisdictions. Third-party registrations are the property of their respective owners and are not affiliated with
Natixis Investment Managers or any of its related or affiliated companies (collectively “Natixis”). Such third-party owners do not sponsor, endorse or participate in the provision of any Natixis services, funds or other financial
products.

Index information contained herein is derived from third parties and is provided on an “as is” basis. The user of this information assumes the entire risk of use of this information. Each of the third-party entities involved in
compiling, computing or creating index information disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a
particular purpose) with respect to such information.

The S&P 500® Index is a widely recognized measure of U.S. stock market performance. It is an unmanaged index of 500 common stocks chosen for market size, liquidity, and industry group representation, among other
factors. It also measures the performance of the large-cap segment of the U.S. equities market.

The Bloomberg Barclays U.S. Aggregate Bond Index is an unmanaged index that covers the U.S.-dollar-denominated, investment-grade, fixed-rate, taxable bond market of SEC-registered securities. The index includes
bonds from the Treasury, government-related, corporate, mortgage-backed securities, asset-backed securities, and collateralized mortgage-backed securities sectors.

The CBOE Volatility Index® (VIX®) is a key measure of market expectations of near-term volatility conveyed by S&P 500® stock index option prices. The CBOE Volatility Index® (VIX®) reflects a market estimate of future
volatility, based on the weighted average of the implied volatilities for a wide range of strikes; first and second month expirations are used until eight days from expiration, then the second and third are used.

CFA® and Chartered Financial Analyst® are registered trademarks owned by the CFA Institute.

Natixis Advisors, LLC provides advisory services through its division Natixis Investment Managers Solutions. Advisory services are generally provided with the assistance of model portfolio providers, some of which are
affiliates of Natixis Investment Managers, LLC.

Natixis Advisors, LLC does not provide tax or legal advice. Please consult with a tax or legal professional prior to making any investment decision.

Natixis Distribution, LLC and Natixis Advisors, LLC are located at 888 Boylston Street, Suite 800, Boston, MA 02199-8197. 800-862-4863. im.natixis.com.
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Adtrax: 1438702.11.67
Expiration Date: 1/31/2025
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