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Introduction  
 
The initial market reaction to Trump’s election victory post-November 5th was characterized by equity 
market strength, higher bond yields, a strong rally in corporate bond spreads, a robust U.S. dollar, and 
weaker energy prices. Sectors perceived as beneficiaries of the new administration, such as those linked 
to onshoring and financial deregulation, initially outperformed. 
 
Small caps also rallied, reaching their all-time 2021 high, alongside gains in consumer, financials, and 
energy sectors, while companies with significant tariff exposure underperformed. There has been a 
retracement or pullback in some of these trends in the pre-Inauguration period as markets have 
reassessed the sustainability of the initial reactions. The U.S. terminal rate has been repriced higher to just 
below 4%, with between one or two additional rate cuts anticipated through 2025. 
 
The market expects core PCE inflation to slow to 2.5% by late 2025 and the U.S. economy is projected to 
grow 2.5% this year. However, risks to these forecasts are present, not only within the U.S. but also across 
its key trading partners, particularly in emerging markets and Europe, where growth prospects remain 
uncertain. 
 
Investor sentiment currently leans toward optimism, with a hint of complacency evident in equity volatility 
and credit markets. However, caution remains due to persistent uncertainties, including the potential for 
tighter monetary policies or unexpected geopolitical developments and markets have shown resilience, 
breaking the current equity bull trend would likely require a significant catalyst. Notable recent events, 
such as tensions in Ukraine and the Middle East, have so far failed to derail the bull market, highlighting 
its underlying strength. 
 
 

Chart 1. Global Economic Policy Uncertainty Index and VIX Index 
 

 
Source: Bloomberg 

 
As systematic tail risk managers, we remain vigilant, always prepared for the next major sell-off. However, 
we also continue to assess the evolving conditions and potential triggers that could lead to market 
corrections. We foresee several risks in 2025. 
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Tariffs, inflation and interest rates 
 
One key economic risk to markets is the potential for higher-than-forecast inflation. Core inflation, at 2.8%1 
in the U.S. in November, has remained more resilient than expected, and could continue coming in higher 
than the Federal Reserve would prefer. The market expects core PCE inflation to slow to 2.5% 2by late 
2025, but this forecast has gradually risen in recent months, leaving little room for error—especially in the 
event of a renewed tariff war with China. 
 
A 20% average tariff on Chinese imports with a maximum of 60% on specific sectors, could potentially add 
0.4% to US inflation over a two-year period, according to sell-side research analysts and academics. Tariffs 
could be imposed very soon after the inauguration. A broader 10% tariff which does not seem to be fully 
priced in yet would increase that estimate to about 1.4%. 
 
Equally concerning is how China might respond. Retaliatory tariffs or export restrictions, particularly on 
rare earths and critical components, could exacerbate inflationary pressures and disrupt supply chains. 
Under such conditions, U.S. GDP could drop by 1.2% in 2026 and China’s GDP could slow to as low as 4.2%. 
The impact would likely ripple through global trade networks, affecting not only the U.S. and China but 
also the EU, Mexico, Canada, and key emerging markets. 
 
 

Chart 2. A broad 10% tariff would cause reacceleration of inflation 
 

                        
                         Source: Goldman Sachs 
 
Bond market volatility and rising long-term interest rates, driven by shifts in supply and demand dynamics, 
could further complicate the economic landscape. The U.S. budget deficit, now approaching 7% of GDP, 
has been steadily increasing. Additional tax cuts and limited savings are likely to push borrowing higher, 
exerting upward pressure on borrowing costs. This, in turn, could drive higher interest rates, potentially 
weighing on equity markets. Similar challenges were observed in 2022, when expectations of slower 
economic growth dampened market performance. 
 

 
1 November US Personal Consumption Expenditure Core Price Index YoY. Source Bloomberg. 
2 US Core PCE Economic Forecast. Source Bloomberg. 
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Moreover, as central banks reduce the size of their balance sheets, the pressure on long-term inflation 
expectations could intensify. This would contribute to rising rates and create a challenging environment 
for equities, particularly for sectors reliant on cheaper cost of capital. 
 

Chart 3: US Budget Deficit back to pre-Covid expansion trend 
 

 
                    Source: Macrobond 
 
Geopolitical risks 
 
President Trump, along with new allies such as Elon Musk, has increasingly employed undiplomatic and at 
times belligerent language in foreign affairs. This rhetoric marks a departure from the deal-making and 
peace-promoting presidency many had anticipated. Strained relationships with NATO allies and the 
broader international community risk exacerbating geopolitical tensions at a time when global 
cooperation is more vital than ever. 
 
Such rhetoric, even when only suggestive, could escalate tensions in some of the world's geopolitical 
flashpoints. If international adventurism grows, its ripple effects may become harder to predict. By 
undermining Washington's alliances, adversaries—most likely Moscow but possibly Pyongyang or 
Beijing—might see an opportunity to test Trump's resolve in defending U.S. allies. This could ignite a 
political crisis in Washington, potentially forcing the president into action. Would President Xi Jinping or 
President Putin view this shift in rhetoric as a sign of diminishing constraints, interpreting it as a tacit green 
light? 
 
President Xi, for example, might consider leveraging Taiwan’s critical semiconductor industry as a 
bargaining tool in negotiations with the U.S., aiming to avoid direct confrontation while advancing his 
strategic goals. In his New Year’s address, Xi asserted that "no one could halt the historical trend towards 
the unification of our motherland," hinting at his unwavering stance on Taiwan. This seems to provide a 
good distraction from his domestic problems. 
 
If such tensions escalate into military actions or trade disruptions, the global repercussions would be 
severe. The fragility and unpredictability of international alliances in this environment would further 
amplify the economic and political fallout. 
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Growing tensions in social structural change 

The rapid rise of inflation, exacerbated by supply chain disruptions and pandemic-related fiscal policies, 
has placed significant pressure on middle- and lower-income households. Real wages have declined, 
deepening economic inequality, while social unrest has begun to simmer across many nations. 

Disruptive shocks like the social unrest of the summer of 1968 are rare in Western democracies. While 
legally organized demonstrations are common across Europe and America on various issues, these are 
usually far less disruptive than events like the Arab Spring, which can interrupt economies and even result 
in governmental changes. 

In the West, grievances are typically expressed through democratic mechanisms. However, frustrated 
populations have increasingly rejected liberal “globalist elites,” replacing them with populists who promise 
sweeping change, a departure from established norms, and inclusion for marginalized voices. Some of the 
most prominent grievances include: 

 Inflation and declining real wages 
 Cronyism and government corruption 
 Uncontrolled immigration 
 Social justice movements (often referred to as “wokeism”) 
 Widening wealth disparities 
 Perceived attacks on traditional Western values and Christianity 
 Covid lockdowns and vaccine mandates 

These issues reflect the growing tensions and shifts in public sentiment, which are reshaping the political 
and economic landscape across the Western world. 

Most newly elected presidents and prime ministers tend to pursue change within the boundaries of their 
constitutions and international law. However, others may show little regard for these constraints or for 
fundamental pillars of a well-functioning economic system, such as central bank independence, balanced 
budgets, and the rule of law. Such attitudes could disrupt the smooth functioning of financial markets, 
potentially at the worst possible time, particularly when there may not be enough experienced or 
pragmatic leaders to address the resulting issues. 
 
Excessive promises of tax cuts and increased spending would inevitably disrupt the bond market, driving 
yields significantly higher. Protectionist policies targeting foreign exchange markets could compel central 
banks to intervene through short-term interest rates, even when inflation and GDP growth might call for 
entirely different policy measures. It is easy to imagine numerous ways in which crowd-pleasing politicians 
could derail the system without hesitation, prioritising popularity over economic stability. 
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Conclusion: Preparing for market volatility 
 
As always, predicting the exact nature or source of the next tail event is impossible. However, in the current 
environment of elevated market valuations3 and heightened risks, it is prudent to prepare for increased 
volatility in the years ahead. The U.S. equity market, while dominant, is heavily concentrated in a few 
sectors—particularly technology and consumer discretionary—which exposes global investors to 
significant risks if these sectors underperform. 
 

Chart 4: Equity Risk Premium by Geography 

 
 

 
        Source: Macrobond 
 

 

The disproportionate weight of U.S. equities in the global index (approximately 65% of the $75 trillion 
global equity market) contrasts sharply with the U.S.’s 26% contribution to global GDP. This imbalance 
amplifies the potential for heightened risks, particularly if U.S. markets experience a correction while other 
regions remain relatively stable. In such a scenario, maintaining a more diversified portfolio, along with 
protective hedges, could be a prudent strategy for managing risk and preserving long-term returns. 

 
  

 
3 The Equity Risk Premium (ERP) is the extra return investors expect to earn from holding equities (stocks) over a risk-free asset, 
Chart 3 calculates the earnings yield minus 10-year Treasury yield for US, Europe and Japan. The ERP is typically positive; 
however, the current ERP for the US is negative signalling that US stocks are expensive on a multi-year basis.      
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Appendix: Potential Economic and Market Implications  
 
Below, we outline some potential high-level implications of the proposed Trump 2.0 agenda as it stands 
today, acknowledging that this remains a dynamic and evolving situation. 
 

Policy 
 

Policy Description 
 

Potential Positive 
Impact 

 
Potential Negative Impact 
 

Trade 
 

The Trump administration has 
proposed adding tariffs of 
between 10% to 20% on all 
imports with potentially higher 
targeted levies on imports from 
China (quoted as high as 60% in 
certain circumstances). 
 

• Stronger USD 
• Increased FX volatility 
• Increased activity of 

other trading partners 

• Inflationary impact on 
consumer and corporates  

• Asia FX (CNY/CNH). MXN, 
EUR, CAD 

• Potential China 
retaliation 

• Divestment from US 
Treasuries 

Regulation 
 

Immediate implication is a 
rollback of regulations under the 
Congressional Review Act which 
can overturn federal agency rules 
implemented within the previous 
60 legislative days.  Efforts will 
likely focus on the Environmental 
Protection Agency, fuel efficiency 
standards, power plant emissions 
and the financial services sector.  
Actions outside of CRA depend on 
the effectiveness of the Trump 
administration’s appointees to 
federal agencies, and those 
appointees focus' on reducing 
government overreach.  The 
financial sector appears to be a 
prime target, with the potential to 
rollback the adoption of the latest 
version of the Basel rules (lower 
capital requirements). 
 

• Traditional Energy Sector 
- Oil, Gas and Coal, LNG, 
powerplant construction 

• Regional Banks 
• Cryptocurrencies 
• Fannie/Freddie 
• US small-cap equities 
• Industrials 
 

• Electric Vehicles (repeal 
of tax credits) 

• Wind 
Producers/Manufacturers 

• Solar 
Producers/Manufacturers 

• Hydrogen Producers 
 

Fiscal Policy 
 

Despite the planned Department 
of Government Efficiency (DOGE) 
that aims to significantly reduce 
government expenditure. Policies 
are generally perceived to be 
fiscally expansive with forecasted 
6 to 7% budget deficits for next 
several years. The Trump 
administration would ideally like 
to cut corporation tax further 
(after 2017 cut). Will be 
constrained by rules of the 
Congressional Budget act.    
 

• Extension of The Tax 
Cuts and Jobs Act (TCJA) 
of 2017 will provide 
positive fiscal impulse 

• Tax cuts to benefit US 
domestic producers  

 

• Fiscal deficit concerns may 
add risk premia impacting 
long end of US yield curve 
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Immigration/ 
Onshoring 

 

The incoming administration will 
prioritize immigration constraints, 
focusing on "closing the border" 
and deportation. Deportation 
policies may occur in phases, 
initially targeting illegal criminals 
within the U.S., then expanding to 
the broader population of 10-20 
million undocumented migrants. 
Legal immigration remains 
uncertain; under President 
Trump’s first term, green card 
issuance declined by 18% and 
work visas by 28%. The 
administration’s "America First" 
agenda aims to reduce U.S. 
reliance on overseas 
manufacturing, especially in 
critical industries for national 
security. Investment controls 
could restrict U.S. firms from 
investing in Chinese companies, 
and vice versa. These policies are 
considered inflationary due to the 
shift from low-cost foreign 
production to higher-cost 
domestic production. 
 

• Domestic Manufacturers 
e.g., (Caterpillar, John 
Deere, GM) 

• Cyclicals (construction 
companies) 

 

• Inflationary impact from 
reduced labor supply  

• Electric Vehicles (repeal of 
tax credits) 

• Wind 
Producers/Manufacturers 

• Solar 
Producers/Manufacturers 

• Hydrogen Producers 
• Redirected existing China 

FDI - Mexico 
manufacturers 

 

Geopolitical/ 
Security 

 

The administration's focus is to 
reduce regional (and expanding) 
conflicts worldwide, with 
particular attention on the 
Ukraine conflict. A key element of 
the strategy appears to be 
pursuing a deal between Ukraine 
and Russia to freeze the conflict. 
Additional measures, such as 
sanctions on Iran, are also 
possible. Continued pressure on 
Europe / NATO alliance to 
become more self-sufficient and 
increase defence spending by at 
least 2% of GDP. Generally 
hawkish stance on China.  
 

• European defence 
related industries and 
procurements from US 

• Europe imports of LNG 
• Stabilisation of 

agriculture pricing if 
resolution of Ukraine 
conflict   

• Post war rebuild of 
Ukraine offer 
infrastructure 
opportunities  

• Gulf countries may 
benefit from shift in 
trade between US and 
China.    

 

• Increased co-coordination 
from axis of China, Russia, 
North Korea, Iran.  

• Continuation of the De-
dollarisation trend 

 

 

  



Volatility and Vulnerabilities: Exploring Tail Risks in 2025 
January 2025 

 
 
 
 
  

8 
 

Important Information 

This document has been issued by Tages Capital LLP. 

The information contained herein is sourced from third parties and/or provided by Investcorp-Tages. 
Investcorp-Tages is the brand name under which Tages Capital LLP (“Tages Capital”) and Investcorp 
Absolute Return Investments LLC (“IARI”) operate. Tages Capital is authorised and regulated by the 
Financial Conduct Authority in the United Kingdom. Tages Capital is incorporated in England and Wales 
under registered number OC364873 with registered office 39 St James’s Street, London, SW1A 1JD. 
Investcorp Absolute Return Investments LLC is registered with the U.S. Securities and Exchange Commission 
under with CRD number 306860 / SEC number 801-118192 with registered office 280 Park Avenue, New 
York, NY 10017.  

Investcorp-Tages is a 50/50 joint venture (“JV”) between Investcorp S.A. and Tages S.p.A formed in May 
2020 from merging Investcorp’s Absolute Return Investments business (IARI) and Tages Capital, the 
absolute return subsidiary of Tages S.p.A. IARI is an indirect wholly owned subsidiary of Investcorp S.A. 
organized in 1996, and Tages Capital is an indirect wholly owned subsidiary of Tages S.p.A organized in 
2011. IARI provides investment management (“IM”) services to accounts that prior to the JV were clients 
of each of Investcorp Investment Advisers LLC and Investcorp Investment Advisers Limited, each an 
indirect wholly owned subsidiary of Investcorp S.A. Similarly, Tages Capital will continue to provide IM 
services to accounts that prior to the JV were existing clients of Tages Capital.  

Without limitation, this document does not constitute investment advice and does not constitute an offer 
or recommendation to buy or sell an investment and is provided for information purposes only. This 
document should not be relied upon as including sufficient information to support any investment 
decisions. Independent professional advice should be sought before making any investment decisions. 
This communication and any investment or service to which this material may relate is exclusively intended 
for persons who are Professional Clients or Eligible Counterparties for the purposes of the FCA Rules. 

Past performance (whether real or proxy) should not be viewed as a guide to future performance. 
Investments carry the risk of potential total loss of capital. Alternative investments are speculative in nature 
and involve a high degree of risk. There can be no assurance that any investment objectives will be 
achieved, and investment results may vary substantially over time. Investments in alternative investment 
funds are not intended to be a complete investment program for any investor. There is no secondary 
market for an investor’s interest in alternative investment funds and none is expected to develop. 
Alternative Investment funds are generally not registered under the Investment Company Act of 1940 and 
accordingly are not extensively regulated. Opportunities for redemption and transferability of interests are 
restricted, so investors may not have access to capital when it is needed. Leverage may be employed in 
these funds, which can make investment performance volatile. Valuation of the securities in alternative 
investment funds may involve uncertainties and the exercise of judgment and could adversely affect the 
value of any investment in hedge funds. An investor should not make an investment in hedge funds unless 
the investor is prepared to lose all or a substantial portion of its investment. 

Certain information contained herein may constitute forward-looking statements which, owing to various 
risks and uncertainties, could result in actual events or results or the actual performance of an investment 
differing materially from those reflected or contemplated in such forward-looking statements. This 
document is being provided on a confidential basis and is for informational purposes only.  

The views of the investment team contained herein are based on certain assumptions and the analysis of 
information available at the time this document was prepared. Any opinions, estimates and projections 
are subject to change without notice. There is no representation, warranty or other assurance that any 
projections contained herein this letter will be realized. 


