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From Disinflationary Growth to a Broader Expansion

EXECUTIVE SUMMARY

The U.S. economy is transitioning from a narrow, services-led disinflationary expansion to a broader growth regime 
marked by a manufacturing rebound, persistent inflation friction, and an expansion of corporate earnings 
participation. After a prolonged contraction, manufacturing activity has re-entered expansion, driven by a decisive 
recovery in demand.

Financial markets reflect this shift: the yield curve has re-steepened on improving growth expectations, and the 
"earnings gap" between mega-cap tech and the broader market is closing. This regime favors cyclical participation 
and disciplined factor rotation over duration-driven valuation expansion.

MANUFACTURING: A DEMAND-LED 
INFLECTION

The January manufacturing PMI rose to 52.6, 
marking a clear exit from contraction. This 
rebound is supported by New Orders at 57.1 and 
Backlogs at 51.6, confirming that demand 
acceleration is genuine rather than inventory-
driven.

Historically, the simultaneous rise of New Orders 
and Backlogs above 50 has preceded acceleration 
in industrial production. While manufacturing 
employment remains cautious (48.1), the surge in 
orders suggests a transition from a services-only 
expansion toward a more balanced growth mix.

SERVICES: RESILIENT,  BUT INFLATION-
CONSTRAINED

Services activity remains firmly expansionary (PMI 
53.8). However, prices paid surged to 66.6, 
indicating re-accelerating cost pressures. Unlike 
traditional demand-pull inflation, current services 
inflation is increasingly structural, driven by labor 
shortages in specialized sectors and rising energy 
intensity from AI-related infrastructure. These 
indices suggest that inflation is stabilizing above 
target, creating an asymmetric environment that 
constrains Federal Reserve easing.

FIGURE 1: Manufacturing Demand Inflection

Source: Factset

FIGURE 2: Services Activity vs Inflation Friction

Source: Factset
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The Corporate Earnings Outlook: Breadth 
Returns

The macro shift into manufacturing and resilient services 
is manifesting in a significant broadening of corporate 
fundamentals. For the full year 2026, S&P 500 earnings 
growth is projected at 14.1%–15.0%, marking what would 
be the third consecutive year of double-digit gains.

Closing the “Earnings Gap”

The defining characteristic of 2026 is the participation of 
the broader market. While the "Magnificent 7" continue 
to lead with 22.7% projected growth, the S&P 493 (the 
rest of the index) is expected to accelerate to 12.5%. This 
would confirm that the earnings recession for mid-to-
large-cap cyclicals has effectively ended.

Margin Resilience & Productivity

Despite rising input costs, net profit margins are 
forecasted to reach a record 13.9%. This is driven by two 
primary factors:
1. AI Implementation: Transitioning from pilot stages 

to production-level automation in manufacturing and 
back-office functions.

2. Pricing Power: Specifically in the Industrials and 
Materials sectors, where companies are successfully 
passing through costs as demand outstrips supply.

Figure 3: S&P 500 Net Profit Margins

Source: Factset, S&P Global

Market Volatility and Risk Regime

Market signals confirm an orderly transition. Equity 
volatility has risen modestly but remains below systemic 
risk levels. Bond market volatility is near historical 
troughs, indicating rate uncertainty is well-anchored. 
Credit spreads remain comfortably below stress 
thresholds, signaling rotation within risk assets rather 
than a broad exit from the market.

Figure 4: Rates vs. Equity Volatility: MOVE vs. VIX

Figure 5: Credit Market Stress Indicator

Sources: Factset

Monetary Policy and the Yield Curve

The yield curve’s re-steepening to approximately +55 bps 
(10y–3m) reflects growth-driven dynamics rather than 
policy accommodation. With growth broadening and 
input-cost pressures elevated, aggressive easing risks 
reigniting inflation. The most likely policy path is "higher-
for-longer" rates with gradual, data-dependent cuts.

With Chairman Powell’s term at the Federal Reserve 
ending in May, President Trump’s pick to replace him, 
Kevin Warsh, is likely to take over. Warsh is viewed as a 
more financial market friendly pick, but will undoubtably 
have to toe the line between further accommodation and 
rising inflation risks.
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Translating the Regime into Equity Portfolio Construction

This macro regime - broadening growth with inflation friction - calls for a rotation toward "Earnings Realization" over 
"Valuation Expansion."
• Reduce Concentration in Long-Duration Growth: High valuations and discount-rate sensitivity limit upside in 

mega-caps.
• Increase Selective Exposure to Cyclicals & Value: Specifically, Industrials and Materials, which benefit from 

manufacturing momentum and have seen positive earnings revisions of 28.6%.
• Broaden Market Cap Participation: Mid- and small-cap equities offer greater sensitivity to domestic growth and 

less reliance on multiple expansion.
• Maintain Quality as an Anchor: Emphasize profitability and balance-sheet strength to navigate a "higher-for-

longer" interest rate environment.

Conclusion

The U.S. economy is entering a new phase defined by manufacturing re-engagement and an earnings recovery that is 
finally reaching the broader index. For investors, the challenge is not an imminent recession but adapting to a world 
where returns depend less on the Federal Reserve and more on earnings delivery, factor rotation, and industrial 
productivity.
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IMPORTANT DISCLAIMERS AND DISCLOSURES:
The information contained in this presentation has been gathered from sources we believe to be reliable, but we do not guarantee the accuracy or completeness 

of such information, and we assume no liability for damages resulting from or arising out of the use of such information. Past performance is not indicative of 

future results. 

The views expressed in the referenced materials are subject to change based on market and other conditions. This document may contain certain statements 

that may be deemed forward‐looking statements. Please note that any such statements are not guarantees of any future performance and actual results or 

developments may differ materially from those projected. Any projections, market outlooks, or estimates are based upon certain assumptions and should not be 

construed as indicative of actual events that will occur. The information provided herein does not constitute investment advice and is not a solicitation to buy or 

sell securities. 

Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment 

strategy, investment model, or products, including the investments, investment strategies or investment themes referenced herein, will be profitable, equal any 

corresponding indicated historical performance level(s), be suitable for a particular portfolio or individual situation, or prove successful. Due to various factors, 

including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or posit ions. 

Please note that nothing in this content should be construed as an offer to sell or the solicitation of an offer to purchase an interest in any security or separate 

account. Nothing is intended to be, and you should not consider anything to be direct investment, accounting, tax, or legal advice to any one investor. Consult 

with an accountant or attorney regarding individual accounting, tax, or legal advice. No advice may be rendered unless a client service agreement is in place. 

Procyon Advisors, LLC is a registered investment advisor with the U.S. Securities and Exchange Commission (“SEC”). This report is provided for informational 

purposes only and for the intended recipient[s] only. This report is derived from numerous sources, which are believed to be reliable, but not audited by Procyon 

for accuracy. This report may also include opinions and forward-looking statements which may not come to pass. Information is at a point in time and subject to 

change. 

For additional information, please visit our website at www.procyon.net.
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