
Are We Still on the Path to Equilibrium?
Wednesday’s Fed meeting confirmed that policy makers see the 
strength of conditions warranting a pause in the easing cycle. Looking 
forward, we expect economic outcomes to remain on the upper end of 
policy makers’ goals.
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As we have discussed previously, we see the current economic 
environment reflecting the gradual drift of economic conditions 
toward equilibrium and market pricing reflecting expectations of 

stable economic outcomes and neutral monetary policy. From here, the 
question for markets is whether this process has room to run, or whether the 
underlying moderation in conditions stalls out with the economy remaining 
too hot for policy makers to support assets.
Recently, we’ve seen signs that the path will be bumpier than expected: inflation has remained above target; 
labor markets have remained tight; and policy makers have signaled that they in turn will be more cautious 
about easing policy, with the Fed on Wednesday holding rates steady. Markets have responded to these 
developments by increasing inflation expectations, paring back the pricing of rate cuts, and driving up forward 
yields relative to cash. Some degree of this is healthy; it reflects asset pricing and risk premia adjusting more in 
line with the current and likely forward path of conditions and policy. But these developments also reverberate 
back into the economy: the broad-based increase in interest rates is likely to tamp down what little credit 
impulse was coming from the modest easing we’ve gotten so far and to weigh more broadly as a countervailing 
downward pressure on growth and inflation. 

Looking forward, we expect this push and pull to continue: the economy is still a bit too hot relative to policy 
maker goals, so a significant easing isn’t currently justified, but baseline conditions are likely to remain near 
the cyclical sweet spot of on-target growth and inflation. Typically, this is a solid environment for holding 
assets and earning a roughly normal risk premia, and we expect this dynamic to remain a support. Today, 
however, favorable conditions are already largely reflected in market pricing, and risk premia—particularly 
in the US—are narrow. On the other hand, asset yields likely can’t rise much more without exerting economic 
pain that policy makers are unlikely to tolerate, given only modest constraints on their capacity to ease. 

The charts below summarize our read of conditions in the US through this lens: key economic drivers like 
growth and inflation remain in the zone—but on the upper end—of equilibrium levels. And while forward 
interest rates have risen as markets are no longer pricing a significant further easing from here, risk premia on 
assets broadly still look narrow relative to cash. 

4%

2%

0%

1%

3%

2%

4%

5%

202420222020

Core Inflation (6m, Ann)

6%

0%

202420222020

Coincident Growth

Growth is a bit above potential, and we expect it to
remain there

While inflation has continued to fall modestly back
toward target, it’s settled in a bit above

PotentialLeading TargetLeading

https://www.bridgewater.com/research-and-insights/global-economies-converging-on-equilibrium-confront-a-geopolitical-regime-shift
https://www.bridgewater.com/research-and-insights/global-economies-converging-on-equilibrium-confront-a-geopolitical-regime-shift


2© 2025 Bridgewater Associates, LP

7.5%

2.5%

0%

1%

3%

2%

4%

5%

6%

2024 202620222020

5.0%

0.0%

20202010

10.0%

1990 2000

Short Rate

Market pricing reflects a significantly less aggressive
path of easing

Assets o�er relatively little yield versus cash—though
more normal if cash yields fall from here

Disc 3m AgoDiscounted
Market-Weighted Asset Yields
Short Rate Disc SR, 2yr Fwd

The US Is Converging Toward (the Upper End of) 
Equilibrium
For the first few years following COVID, the US economy—like most of the developed world—was significantly 
outside of equilibrium. At first, conditions deteriorated due to a deflationary collapse in income and demand, 
but subsequently, a massive and coordinated flood of easing produced inflationary imbalances that required 
a rapid and steep tightening of policy in turn. The tightening crushed credit creation, which, coupled with 
strong productivity growth, brought spending in line with output—facilitating disinflation and enabling 
the shift toward easing that we’ve experienced over the past year. That has brought us toward sustainable 
equilibriums today.

The chart below shows our measurement of the total degree of disequilibrium in economic conditions as well 
as market pricing. As you can see, conditions have rapidly converged to an aggregate setup that’s as close to 
equilibrium as we’ve seen in recent history.
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Next, we show a few of the key measures we look at to track the path to equilibrium. We show each of the 
measures relative to our estimate of equilibrium levels, in percentile terms versus their historical distributions, 
to make the relative magnitudes more comparable across concepts.

Putting together the real growth and inflation pictures, nominal spending remains strong and on the upper 
edge of what is likely tolerable. This spending is supported by ongoing robust income growth, which in 
turn is reinforced by wages and a healthy labor market. Meanwhile, the inflationary ramifications of low 
unemployment and high wages have been softened by the disinflationary effects of high productivity growth. 
Our leading measures suggest that conditions are likely to settle in at levels similar to today, without significant 
change pressures.
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Backward-Looking Easing Has Supported Ongoing 
Strength, While the Recent Market-Based Tightening Is 
a Drag—Netting to a Balanced Forward-Looking Picture
In the US, our timely estimates suggest that nominal spending is stabilizing above the Fed’s target—with a 
modest acceleration in the timeliest measures (e.g., three-month spending growth) after the Fed’s pivot to 
easing this past fall. Further, spending is rising in line with (and feeding back into) incomes, which supports a 
self-sustaining flywheel at today’s levels. 
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Strong incomes have continued to fuel spending without much credit creation. If the easing cycle continues, 
there is plenty of room for credit to bounce from today’s extremely low levels, particularly for households with 
strong balance sheets and low current levels of borrowing. 
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Additionally, there are signs of credit conditions easing even absent further interest rate cuts, with lending 
standards beginning to ease and optimism in the financial sector increasing, particularly in light of Trump’s 
election win. 
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Bank standards had been easing already before the Trump election. This easing is 
likely to continue amid Trump deregulation and lower capital requirements.

On the other hand, the recent leg up in interest rates is likely to continue to restrict borrowing. Mortgage rates 
are at nearly 20-year highs, and housing market activity is at its lowest point since the financial crisis. 
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But, because the level of credit-sensitive spending, e.g., residential fixed investment, remains a small share of 
the overall economy relative to history, the direct effects on growth will be small.
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These Pressures Are Playing Out in the Context  
of Still-Tight Underlying Conditions
Capacity in the economy, particularly in the labor market, remains somewhat tight, with wage growth still at 
relatively high levels and unemployment still fairly low. 
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The deceleration of wages over the last few years was enabled by labor supply growth, particularly from 
immigration. But that is now rolling off and, with the election of President Trump, likely reversing. In turn, 
the level of unemployment has stopped rising as the labor force expansion has slowed and wage growth has 
stopped falling, with timely reads indicating a 4% or so run rate pace. 
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Stable Conditions and Ample Liquidity Are Almost 
Always Supportive of Assets But Are Rarely Priced  
In to This Extent
Environments like today’s, with stable conditions and policy, are generally good times for assets (for example, 
conditions were in a similar sweet spot for most of the 2010s), and we expect those dynamics to continue to 
support assets today. The table below shows global asset returns split into periods of bullish disequilibrium 
(high risk premia, weak conditions, easy policy), bearish disequilibrium (the opposite), and near-equilibrium 
periods like today. As you can see, asset returns are substantially influenced by conditions relative to equilibrium 
due to the confluence of what policy that environment calls for and the pricing of assets leading into the policy. 
Equilibrium conditions don’t call for much policy shift, are generally associated with a near-normal level of 
risk premia, and, as a result, have produced near-average excess returns. 
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However, a favorable economic environment and policy stance today is already reflected in market pricing, and 
risk premia on assets have narrowed significantly relative to cash—substantially raising the hurdle needed for 
assets to continue to outperform. Compare, for example, current conditions to the 2010s. While the economic 
environment was similar—with around-target growth and inflation, and modest levels of capacity—market 
dynamics were much more favorable for assets: valuations were much weaker, risk curves were steeper, and 
policy was consistently easy relative to expectations. 
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The most favorable path to restore normal risk premia in assets is to push short-term interest rates below asset 
yields. The chart below shows the current yield of assets in the US relative to cash, weighted by market cap. We 
then show the Fed’s estimate of the long-term neutral policy rate, i.e., the rate policy makers will manage toward 
if conditions allow. As you can see, if we get the normalization toward neutral rates that the Fed is projecting, 
then asset yields where they currently are will in aggregate offer a near-normal risk premium relative to that 
forward cash rate. But if we stabilize at a higher level of demand with tight capacity and disinflationary forces 
reverting, it’s unlikely policy will be able to ease as much as is discounted. In that world, asset yields likely have 
to rise—and prices fall—in order to create appropriate risk premia relative to cash. In our view, the market 
action over the past few months in part reflects this dynamic, as forward yields have risen in concert with 
expectations that a significant easing will be more difficult for policy makers to achieve.
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