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May Market Perspectives:
The Chicken or the Egg...
or Interest Rates

e Interest rates remain volatile as investors recalibrate the “higher for longer” narrative against incoming data
that alternates between cooling and re-accelerating inflation and job growth.

e Energy has re-entered the inflation conversation: the key question is whether higher prices are a short-term
shock or the start of broader, stickier pressures.

e Equities continue to take their cues from earnings durability and guidance, with macro variables influencing
valuation more than profit expectations.

e Markets are trading on expectations: forward-looking economic measures often move before the official data
does.

Late May often feels like a pause: graduation and prom season are under way, summer travel plans are taking shape,
and even markets, much like people, seem to catch their breath before the next phase of the year. This seasonal
transition offers a natural moment to step back and ask a familiar market question: what's really driving interest rates
(and the market) right now?

It's tempting to look for a single “first domino” — a hot inflation print, a spike in oil prices, or a Federal Reserve
(the "Fed") headline — but markets rarely move in an orderly sequence. More often, interest rate changes are
influenced by multiple narratives: shifting expectations for economic growth, changing confidence in inflation’s
path, uncertainty in the labor market, and investors constantly reassessing what those forces mean for policy and
risk assets. Much like the chicken-or-the-egg dilemma, the age-old question remains: Is the economic data driving
interest rates, or are interest rates driving the data?

The likely answer is a bit of both, which is where the Fed often chimes in with policy foreshadowing,
signaling potential intentions before formal policy decisions are made. Circumstances such as the COVID
pandemic clearly drove rates lower to provide a stimulative effect (lower-cost borrowing makes goods and
services potentially more in demand), while the increase in rates following the inflationary run several years after
was designed to slow the economy by making borrowing more expensive. The graph below shows the interest
rate path over the last several presidencies, along with major Fed policy trends.
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WHAT IS REALLY DRIVING INTEREST RATES?

Investors often debate whether higher interest rates
are being driven by inflation, whether inflation itself
is fueled by rising energy and commodity prices, or
whether expectations about central bank actions are
the true starting point. In practice, rates usually reflect
several forces at once, and the primary “driver” can
change depending on where we are in the economic
cycle and which part of the yield curve we're looking at.

A helpful framework is to think of longer-term
interest rates as a blend of (1) expected real growth,
(2) expected inflation, and (3) a “term premium” —
the extra compensation investors demand to hold
longer-maturity bonds when uncertainty is elevated.
Any one of these factors can dominate in the short
run, which is why markets may see yields rise even as
some inflation measures cool, or fall even when the
economic data appears firm.

INFLATION: CAUSE, EFFECT, OR SIGNAL?
Inflation can be a signal of demand strength, a
symptom of supply constraints, or a lagging result
of earlier policy decisions. It also comes in layers:
headline inflation (measured by the Consumer Price
Index “CPI") captures volatile categories like energy
and food, while core CPl measures attempt to isolate
the more persistent trend that tends to matter most
for long-run policy.

Energy is especially tricky because it acts as both
a consumer expense (what households pay at the
pump) and a business input cost (what businesses
pay to produce and transport goods). A short-lived
jump can lift inflation readings without changing the
underlying trajectory; a sustained move, however, can
seep into broader pricing behavior and expectations
— the channel markets watch most closely. The chart

below compares core and headline inflation, which
can differ based on various components that are
more market-driven, such as oil and gas prices.
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SUB-PLOT: THE ENERGY FACTOR

The graph below shows the recent rise in CPl due to oil prices (in green). Qil prices are subject to
fluctuations that at times may be driven by headlines and expectations of potential supply shocks. Oil
demand fluctuations tend to be modest; however, when supply-side disruptions occur (i.e., war, capacity
destruction, etc.), prices tend to spike, as seen during recent tensions in Iran.
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High prices can directly drive consumer behavior as consumers divert precious resources to essential needs.

Discretionary spending can become challenged. The average price at the pump has risen precipitously in 2026 as

shown in the graph below, potentially limiting further consumer spending, particularly if the high gas prices remain

near current levels (or even go higher).
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THE FEDERAL RESERVE'S ROLE
Central banks react to inflation, labor markets, and

financial conditions, but they do so with a lag, since
policy decisions are inherently based on backward-
looking data. The Fed often tries to identify emerging
trends and persistent themes to get ahead of the
data, noting that many data sets lag. That's why the
market's focus is less on the last CPI report and more
on the Fed's reaction function: what combination of
inflation progress, employment softening, or financial
stress would be enough to prompt a change in policy
stance?

Tools like Fed communication, the Summary of
and fed funds

devices”

Economic Projections, futures
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shift, the front end of the curve (shorter maturities)

today’s
and tomorrow’s policy. When expectations

often responds first and most sharply — sometimes

well ahead of any actual policy rate move.

INTEREST RATES AS AN OUTCOME

Rather than being the initial trigger, interest rates
often summarize the market's best estimate of
growth, inflation, and risk. When growth is steady and
inflation is trending in the right direction, moderately
higher rates can co-exist with healthy equity returns
— especially if rising yields reflect improving real
activity rather than runaway prices.

The challenge is timing and magnitude. Higher rates
become more restrictive when they tighten financial
conditions enough to slow hiring, curb credit creation,
or pressure interest-sensitive areas like housing
and small-business financing. In that environment,
markets tend to care less about the level of yields and
more about what those yields imply for future growth.
In other words, rates can dictate economic conditions
in the future in a self-fulfilling manner, particularly if
the interest rate moves are large on a relative basis.




EQUITY MARKETS AND THE CHAIN REACTION

Equity markets typically work through rates in two ways: fundamentals
(earnings and cash flows) and valuation (the discount rate investors apply).
When rate volatility rises, valuation multiples often do the adjusting first
— even if earnings remain intact — which can make index performance
feel choppy despite solid underlying business results. This year it is easy to
blame the volatility experienced in March on earnings growth concerns due
to the war. This is likely a portion of the rationale for heightened volatility.
However, a larger issue may be the interest rate moves that were based on
inflationary fears tied to energy prices rising (which could also slow growth
ultimately).

Companies with strong balance sheets, consistent margins, and clear
pricing power may hold up better when the cost of capital is uncertain,
while more rate-sensitive areas can rebound sharply when markets begin
to price easier policy. Over time, though, earnings quality and growth tend
to be the anchor.

WHY THIS MATTERS FOR LONG-TERM INVESTORS

Markets rarely move in straight lines or simple cause-and-effect patterns,
and interest rates are one of the best examples of that complexity. Trying
to “solve” the market in real time often leads investors to overreact to
the latest narrative — inflation one week, growth the next, geopolitics and
policy expectations the week after.

A more durable approach is to stay diversified across asset classes and
factors, to size interest-rate exposure intentionally (especially within fixed
income), and rebalance when volatility creates meaningful dispersion.
The goal isn't to predict the next 25 basis point move — it's to keep the
portfolio aligned with time horizon, liquidity needs, and risk tolerance

As late spring turns into

summer, markets — like
seasons — continue to
evolve. Rather than trying

to pinpoint what came first,
investors are often better
served by focusing on what
they can control: maintaining
diversification, staying
disciplined through volatility,
and keeping long-term
objectives at the center of
every decision. As always,
please reach out to your
Choreo advisor with any
questions or comments.
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