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Key Messages for Investors

• US long term interest rates are well above where they should be at this point in the cycle

• Three competing reasons for this anomaly lead to very different portfolio positions

• Lonsec Investment Solutions (LIS) believes all three reasons are interrelated, but the endpoint is not as 

alarming as the market currently expects

• While the current macroeconomic environment is solid, the first shots of a tariff war were fired on 

February 1, creating uncertainty and likely headwinds for global growth

• Trim some risk from portfolios
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Why are long-term US interest rates not behaving?
Competing explanations for the move have very different portfolio outcomes

Source: Factset, Lonsec estimates. We acknowledge Apollo Global Management who brought this chart to our attention.

• Competing theories for the anomalous move by the US10Y results in very 
different positions for portfolios.

Three explanations for this anomalous behaviour

• Over the past 40 years, in virtually every instance when the Fed was cutting 
its key policy interest rate,  long-term interest rates moved in lockstep lower 
with the reduction in short-term interest rates.

• At this point in the cutting cycle, the average decline in the US10Y yield 
historically was 0.4%. Instead, the US10Y yield is 0.8% higher! 

• While short-term borrowing costs are falling, long-term borrowing costs are 
rising, creating a headwind for anyone wanting to borrow long-term. 

US Government 10-Year Bond (US10Y) Yield – Change before and 
after first cut by US Federal Reserve (Fed)
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The Classic Reason
Long-term interest rates are higher than short-term rates during periods of economic growth

Source: Factset, Lonsec estimates.

• A strong economy usually leads to inflation, which means the Fed 
would be raising interest rates at some point in the future. Today's 
high long-term interest rate reflects the market's anticipation of 
higher interest rates in the future.

• Today the US economy is growing at 2.5%. The services sector 
continues to expand, as seen in the Services PMI Index reading at 
54.1. Manufacturing is showing signs of recovery, with the 
Manufacturing PMI Index finally break above 50, which is the key 
inflection point when the sector expands again.

US Services and Manufacturing sectors heading in the same direction

• US unemployment rate at 4.1%
• Real wage levels back to pre-COVID levels
• Retail spending accelerated during the holiday season growing 3.9% year-

over-year in December after averaging 2.5% growth over 2024
• The US is undeniably in a period of economic growth.
• This fulfils the classic explanation for higher long-term interest rates. 

• Indicative portfolio action: Buy more growth assets as the outlook for the US 
economy is strong, suggesting corporate profits will also rise, supporting 
shareholder returns.

US unemployment remains near multi-decade lows

3.0%

3.5%

4.0%

4.5%

5.0%

5.5%

6.0%

6.5%

7.0%

D
e
c
-2

0

M
a
r-

2
1

Ju
n
-2

1

S
e

p
-2

1

D
e
c
-2

1

M
a

r-
2

2

Ju
n
-2

2

S
e

p
-2

2

D
e
c
-2

2

M
a

r-
2

3

Ju
n
-2

3

S
e
p

-2
3

D
e
c
-2

3

M
a

r-
2

4

Ju
n
-2

4

S
e

p
-2

4

D
e
c
-2

4

US Unemployment Rate

Average US Unemployment Rate for
the 3 years before COVID

40

45

50

55

60

65

70

Ja
n
-2

2

M
a

r-
2

2

M
a

y-
2
2

Ju
l-
2

2

S
e

p
-2

2

N
o

v-
2
2

Ja
n
-2

3

M
a

r-
2

3

M
a

y-
2
3

Ju
l-
2

3

S
e

p
-2

3

N
o

v-
2
3

Ja
n
-2

4

M
a

r-
2

4

M
a

y-
2

4

Ju
l-
2

4

S
e

p
-2

4

N
o

v-
2
4

Ja
n
-2

5

Services PMI

Manufacturing PMI



Page 5 

The Concerning Reason
President Trump’s expansive policies will result in the supply of US debt increasing

Source: Congressional Budget Office, Factset, Lonsec estimates.

• US bond investors are becoming worried that President Trump's 
policy platform will push already high levels of deficit spending into 
the stratosphere.

• The US Congressional Budget Office (CBO, an independent, 
bipartisan group that reviews US government spending) continues 
to show that the debts of the US Government are on pace to exceed 
levels only ever achieved during World War II in four years. 

US Debt as a percentage of US GDP on pace to exceed levels last 
seen at the end of WWII

• While US debts are still rising, it is occurring at a decelerating rate - after 
averaging an annual increase of $2.2 trillion from 2020 to 2024

• US debt growth should slow to $1.96 trillion and $1.9 trillion in 2025 and 
2026, respectively. 

• The stimulatory impact of deficit spending on the economy should ease.

• Indicative portfolio action: Sell Bonds as the growing supply of US bonds 
means investors will likely demand a higher yield (lower price) to keep 
encouraging them to buy more. 

US deficit as a percentage of US GDP however is declining
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The Alarming Reason
Inflation is out of control, the US Federal Reserve (Fed) will eventually RAISE interest rates

Source: Factset, Lonsec estimates.

• If the US economy grows and government spending expands, this 
will surely bring on inflation.

• Inflation today at 2.8% is well above the Fed's target rate of 2%. If 
inflation gets out of control, the Fed will be forced to RAISE interest 
rates again. 

US core inflation remains well above the Fed’s target level

• The Fed lifting interest rates will be a headwind for the economy and capital 
market returns.

• Given lofty US equity valuations, the threat of a market crash comes into 
focus.

• Indicative portfolio action: Sell Equities and Bonds and increase cash 
allocations as rising interest rates will hurt bond prices and equity 
valuations. 

The S&P 500 trailing PE ratio of 26.4x looks expensive versus history
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Then along came tariffs
The macroeconomic backdrop is solid and warrants taking on risk but February 1 changed everything

Source: Factset, Lonsec estimates.

• Trump first imposed tariffs on select Chinese goods in January 
2018. By March 2018, the tariffs were extended to Chinese steel 
and aluminium goods but extended further to encompass similar 
goods from Canada, Mexico and the EU. The tariffs primarily 
impacted China given the limited scope in other countries.

• The February 1 tariffs are bigger in scope with a promise for 
“something” to be also applied to the EU:
• 25% additional tariff on ALL imports from Canada and Mexico.
• 10% additional tariff on ALL imports from China.
• Energy resources from Canada will have a lower 10% tariff.

Global GDP Growth decelerated over 2018 during the first trade war

It has become evident that President Trump will use the 

threat of tariffs aggressively. While President Trump may 

yet alter or even withdraw these latest tariffs, it is clear that 

we have less certainty about the future. Tariffs will have 

immediate and far-reaching negative economic impacts if 

left unaltered.

We recognise that current macroeconomic conditions are 

generally solid but lack the conviction that they will persist 

with the first shots of a trade war already exchanged.
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Outlook and Positioning
We move back to slightly Underweight Growth assets but maintain plenty of optionality throughout the 
portfolio

We are taking a more cautious stance in light of President Trump’s aggressive use of 
tariffs and their potentially harmful impact on global economic growth.

Growth Assets

• Aust Small. China’s slowdown is holding back demand for resources, which 
should disproportionately impact junior miners who make up a large portion of the 
Small Caps sector vs Large Caps.

• DM Large. There are no winners in a global trade war.

• DM Small. Our Strategic Asset Allocation (SAA) has a bias towards small caps. 
This brings our overall portfolio beta more aligned with the broader market.

• EM Equities. Uncertainty around China and its growth outlook, risks continue to be 
slightly elevated leading to Slight Underweight.

• Global Listed Property. Valuations remain attractive but warrant an active 
approach given Office still faces structural challenges.

Defensive Assets

• Australian Bond yields offer good value and provide safety from overseas 
volatility. Bonds play a defensive role in diversified portfolios. Australia’s budget 
deficit likely to be less than government forecast.

• Global Bonds. The size of the US fiscal deficit is a headwind given the need for 
funding, however safe-haven buying provides some support. Japan still in hiking 
mode. 

• Floating rate public credit still offers relatively attractive yields as uncertainty 
remains around the timing of Reserve Bank of Australia (RBA) interest rate cuts.

• Maintain an allocation to gold as a risk-diversifier against further deterioration in 
economic conditions or escalation in geopolitical tensions.

Growth Assets Underweight Neutral Overweight

Australian Equities – Large Cap ⚫

Australian Equities – Small Cap ⚫

Developed Market (DM) Equities 
– Large Cap

⚫ ⚫

Developed Market Equities
– Small Cap

⚫ ⚫

Emerging Market (EM) Equities ⚫

Global Listed Property ⚫

Global Listed Infrastructure ⚫

Growth Alternatives ⚫

Defensive Assets Underweight Neutral Overweight

Australian Bonds ⚫ ⚫

Global Bonds ⚫

Diversified Income ⚫ ⚫

Defensive Alternatives ⚫

Cash ⚫

Current Position ⚫   New Position ⚫



Page 9 

Important Notice: This document is published by Lonsec Investment Solutions Pty Ltd (LIS) ACN: 608 837 583, a corporate authorised representative (CAR number: 1236821) of Lonsec 
Research Pty Ltd ABN: 11 151 658 561 AFSL: 421 445 (Lonsec Research). LIS and Lonsec Research are owned by Lonsec Holdings Pty Ltd ACN: 151 235 406. LIS creates the model portfolios 
it distributes using the investment research provided by Lonsec Research but has not had any involvement in the investment research process for Lonsec Research. Please read the following 
before making any investment decision about any financial product mentioned in this document.

Disclosure at the date of publication: Lonsec Research receives a fee from the relevant fund managers or product issuers for researching financial products (using objective criteria) which may 
be referred to in this document. Lonsec Research may also receive a fee from the fund manager or product issuer (s) for subscribing to research content and other Lonsec Research services. 
LIS receives fees for providing investment consulting advice, approved product lists, model portfolios to financial services professionals and other advice to clients. LIS’ and Lonsec Research’s 
fees are not linked to the financial product rating(s) outcome or the inclusion of the financial product(s) in model portfolios. LIS, Lonsec Research and/or their associates may hold any financial 
product(s) referred to in this document, but details of these holdings are not known to the analyst(s).

Warnings: Past performance is not a reliable indicator of future performance. Any express or implied rating or advice presented in this document is limited to “general advice” (as defined in the 
Corporations Act 2001 (Cth)) and based solely on consideration of the investment merits of the financial product(s) alone, without taking into account the investment objectives, financial 
situation and particular needs (“financial circumstances”) of any particular person. Before making an investment decision based on the rating or advice, the reader must consider whether it is 
personally appropriate in light of their financial circumstances or should seek independent financial advice on its appropriateness. If the advice relates to the acquisition or possible acquisition 
of a particular financial product, the reader should obtain and consider the Investment Statement or the Product Disclosure Statement for each financial product before making any decision 
about whether to acquire the financial product.

Disclaimer: LIS provides this document for the exclusive use of its clients. It is not intended for use by a retail client or a member of the public and should not be used or relied upon by any 
other person. No representation, warranty or undertaking is given or made in relation to the accuracy or completeness of the information presented in this document, which is drawn from public 
information not verified by LIS. Financial conclusions, ratings and advice are given on reasonable grounds held at the time of completion (refer to the date of this document) but subject to 
change without notice. LIS assumes no obligation to update this document following publication. Except for any liability which cannot be excluded, LIS and Lonsec, their directors, officers, 
employees and agents disclaim all liability for any error or inaccuracy in, misstatement or omission from, this document or any loss or damage suffered by the reader or any other person as a 
consequence of relying upon it.

This report is subject to copyright of LIS. Except for the temporary copy held in a computer’s cache and a single permanent copy for your personal reference or other than as permitted under 
the Copyright Act 1968 (Cth), no part of this report may, in any form or by any means (electronic, mechanical, micro-copying, photocopying, recording or otherwise), be reproduced, stored or 
transmitted without the prior written permission of LIS. This document may also contain third party supplied material that is subject to copyright. Any such material is the intellectual property of 
that third party or its content providers. The same restrictions applying above to LIS copyrighted material, applies to such third-party content.

Copyright © 2025 Lonsec Investment Solutions Pty Ltd
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