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Road Ahead Rockier And More Uncertain

n last month’s edition we discussed our growing concerns

over the state of the U.S. economy. Though atypically harsh
winter weather in both January and February made it difficult
to gauge, it seemed clear that the economy had lost some of
the momentum it carried into 2025. Consumer and business
sentiment were quickly souring, while a growing sense of
uncertainty over the course of policy was weighing on businesses
trying to plan for a future that seemed increasingly likely to look
different than the future they had expected. Though we did not
make a recession our base case, we did acknowledge that the
risks to our baseline outlook were weighted to the downside.

Amonth later, we’re more, not less, concerned about the state
of the U.S. economy. Though it was clear that higher and more
broadly based tariffs were on the way, the tariffs announced on
April 2 exceeded what many envisioned would be the worst-case
outcome and would push the trade-weighted effective tariff rate
to the hiﬁhest in over one hundred years. With global trade and
supply chains upended in such drastic fashion, it’s all but given
that the near-term effects will be slower economic growth and
higher prices. What are now meaningfully higher downside risks
to the labor market in turn pose risks throughout the economy,
while businesses must rethink investment plans and map out
what could be dramatically different supply chains.

The longer-term outcome is so uncertain that it seems futile
to even try to assess what that may look like at this point in time.
What none of us know at this point is whether, or to what extent,
there is room for the tariffs announced on April 2 to be softened,
and how long that might take. What we also do not know is to
what extent and in what manner foreign countries will retaliate
against higher U.S. tariffs, though China helped answer that
question with their quick and stern response. While our April
baseline forecast reflects a meaningfully more downbeat outlook,
the reality is that there is so much uncertainty looming over the
economy and financial markets that it’s hard to have much, if any,
confidence in any forecast made at this point. It may be better
to view forecasts being made at present as more of a directional
guide than a destination, and it is likely of no more comfort to
anyone else than it is to us, which is to say none at all, that the
last time we felt this way was at the onset of the pandemic. Still,
one thing we routinely stress is that starting points matter, and
in that context, we think the following points are worth making.

To the extent that firms and households have taken steps
over the past few months to avoid the impacts of higher prices
and disjointed supply chains, that poses the risk of a sharp and
sudden slowdown in the middle quarters of 2025. For instance,
we’ve pointed to notably strong spending on consumer durable
goods over the final months of 2024, and that carried into this year
as consumers have been pulling purchases of goods such as motor
vehicles, apJ)liances, electronics, and furniture forward to avoid
tariff-related price hikes later this year. We can make the same
point about retailersfpulling orders forward and manufacturers
Pulling urchases of raw materials and intermediate goods

orward for the same reasons. To the extent that such pre-emptive
bul)(ing/inventorY stocking supported Q1 real GDP growth, there
will be payback, likely harsh, in the Q2 data.

Additionally, corporate profit margins remain meaningfully
above historical norms, particularly compared to the years
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immediately prior to the pandemic, which gives firms capacity
to absorb at least some portion of the increased costs of higher
tariffs. It could be that many will go this route for some period of
time to assess just how entrenched higher tariffs may prove to be
before making longer-term decisions on capital spending and the
size of their workforces. To that point, though by no means as hot
as had been the case, the labor market is still solid. Total nonfarm
employment rose by 228,000 jobs in March, and while some of
that increase reflected payback for weather-related disruptions
in January and February, the trend rate of job %]rowth is right
in line with the pre-pandemic average and growth in aggregate
labor earnings continues to outpace inflation. To be sure,
between fallout from trade wars and cuts to federal government
employment and spending, nonfarm employment will grow at a
much slower pace, if not contract, while the unemployment rate
will push higher. The disruptions in the labor market, however,
would be even more severe were labor market conditions
significantly weaker than has been the case up until now.

In last month’s edition, we pointed to declines in equity prices
triggering negative wealth effects as an emerging downside risk.
Given the extent to which equity prices sank in the wake of the
April 2 tariff announcements, that downside risk now seems
siFnificantly more pronounced. That said, we know from the Flow
of Funds data that household net worth ended 2024 at $169.4
trillion, easily the highest on record, of which one key component
is owner equity positions in residential real estate being stronger
than has been the case in decades. Even if we allow for a hit of
over $10 trillion in the form of lower equity prices thus far this
year, that would leave net worth right at where it was at the start
of 2024. Still, while there is considerable financial capacity in the
household sector to absorb an adverse shock, one issue is that
the most vulnerable households have no such cushion.
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On the whole, the U.S. economy was on fairly solid ground
prior to April 2, and while that cannot forestall the coming storm,
it can at least helf) cushion the blow. The extent to which it
does so, however, largely depends on whether April 2 was itself
a starting point rather than the final word. One area in which
the starting point clearly does not work in our favor is the fiscal
condition of the federal government, a topic we discussed in our
July 2024 edition. While the Congressional Budget Office’s (CBO)
late-March update shows not much has changed, i.e., budget
deficits expected to hover near $2 trillion per year over the next
several years before getting even larger later in subsequent
years, we think this is a topic worth revisiting in light of mounting
trade tensions, particularl %iven the extent to which the U.S.
relies on foreign capital to help finance the federal government’s
budget deficits. Simply put, to the extent the U.S. begins to see
diminished capital inflows as a result of disruptions in global
trade flows, there are only two alternatives - either the federal
Eovernment takes steps to substantially reduce the size of its

udget deficits, or the a%%regate level of investment in the U.S.
economy falls dramatically, meaning lower long-term real GDP
growth and higher inflation.

The Flow of Funds data show net domestic saving in the
U.S. was negative in Q4 2024, equivalent to 0.16 percent of GDP.
In other words, dissaving in the government sector more than

absorbed the entire stock combined business and household
saving. Recall that for any economy the aggregate level of
investment must equal the aggregate level of saving which, for
the U.S., means that foreign saving has been critical in sustainin
high levels of investment in the U.S. economy. It also helps reca
that, by definition, the flip side of a trade deficit is a capital inflow,
meaning any factor that leads to diminished trade flows will also
lead to diminished capital flows. Should a more fragmented
global trade environment ultimately lead to the dollar ceding,
even if only partially, its role as the de facto global reserve
currency, that would put upward pressure on the interest rates
at which the federal government will be able to find buyers of its
debt obligations. At least in theory, steps being taken to reduce
the size and scope of the federal government will contribute to
the U.S. getting its fiscal house in order, though it is very much of
an open question whether the totality of these steps will make
a meaningful dent in the path of deficits projected out over the
next decade-plus. Either way, the bottom line is that a diminished
global footprint for the U.S. highlights the need for the U.S. to get
its fiscal house in order.

Sources: Bureau of Economic Analysis; Bureau of Labor Statistics; Federal Reserve Board; Congressional
Budget Office

Tough Trend, But Seasonality, Sentiment, And Elevated
Volatility Are Reasons For Optimism

.S. equity indices closed out March and wrapped up the

first quarter of the year in negative territory as continued
uncertainty surroundingtariffsandinvestors drastically lowerin
their expectations for investment in artificial intelligence (AI%
initiatives weighed on sentiment and risk appetite. The largest
U.S. stocks, with few exceptions, were a major drag on the S&P
500, evidenced by the Bloomber% Magnificent 7 index falling
10% in March and posting a nearly 16% year-to-date decline,
with that weakness spilling over into April. With the April 2nd
announcement on tariffs in the rearview, market participants
will now fix their gaze on quarterly earnings season.

Earnings season kicks off in mid-April, and despite what
has been a more universally downbeat economic outlook in
the wake of the April 2 announcement on tariffs, analysts and
market prognosticators have so far only modestly revised their
forecasts for corporate profits lower, but that could change as
S&P 500 companies post results. Full-year 2025 S&P 500 earnings
estimates have gradually moved lower in recent months, but
the consensus estimate is for approximately $269 in earnings
this year, down from $273 on 12/31/24. A broad swath of
companies guiding future earnings lower or removing forward
guidance altogether when they post results in the next couple of
months should lead to sizable downward revisions to earnings
estimates and help reset expectations and valuations. The
market’s response to revisions is worth watching as stabilization
in the face of negative earnings news would be encouraging.
Despite what is expected to be a dire earnings season with few
silver linings, there are reasons stocks could find their footing in
the near-term.

From a seasonality perspective, the calendar has historically
turned more favorable for stocks in April. The S&P 500 has
turned out a gain 64% of the time during the month dating back
to 1928, with December the only month with a better ‘batting
average, and the index has generated an average monthly
return of 1.3% over that time horizon, trailing only July’s 1.7%
return. Given the challenging economic and policy backdrop
currently in place, the calendar might not help stocks much this
time around, but it’s worth watching as a potential offset to the
negativity dominating headlines at present. On the sentiment
front, equity investors remain justifiably skittish and negative
with the first AAll Sentiment Survey in April showing 62% of

respondents bearish on stocks over the next six months, well
above the historical average of 31%. This is an extreme reading
and highlights how it might not take much good, or perhaps just
‘less bad’ news on the trade/tariff front to improve sentiment
and drive inflows into stocks.

Lastly, after the tariff announcement on April 2, stock prices
have fallen sharply and the CBOE Volatility Index, or VIX, has
moved higher in an equally unsettling manner due to a rapid
rise in demand for hedges against additional market downside.
Historically, VIX spikes such as this have preceded outsized
advances for the S&P 500 in the 12-months to follow. Should the
Trump administration pivot and focus on pro-growth policies,
specifically, deregulation and tax reform, VIX should come down
almost as quickly as it went up, with stock prices responding
positively as a result. Secondarily, if our trading partners come
to the negotiating table and the Trump administration makes
some deals and takes some wins, headwinds facing equities
in recent months could subside. SimPlistically, the absence of
ne%ative headlines on the trade/tariff front might be enough
to bring investors back into risk assets in the coming month(s),
albeit in a more half-hearted or measured way.

Historically, A VIX (x-axis) Above 30 Points To Larger
S&P 500 Gains 12-Months Hence
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Higher Shareholder Yield Suggests International Has
Stayinﬁ Power. International developed market stocks returned
7% in the first three months of the year, outperforming the S&P
500 by over 11% on a total return basis, marking the best quarter
since 1986 relative to U.S, large-cap stocks. That advance makes
up for the double-digit underperformance out of the MSCI EAFE
index in the fourth quarter as the U.S. exceptionalism trade
took hold, and apparently set the expectations bar far too low
for international companies. Low expectations and cheaper
valuations abroad have combined to act like a coiled springthis
year, but unforeseen structural changes, specifically, a fiscal
policy pivot out of Germany, also played a vital role. Germany’s
increased willingness to issue debt to spend on defense and
infrastructure in the coming years is potentially a watershed
event, and if other EU countries take the opﬁortunit to ease
fiscal restraints to boost their economies, that could trigger
capital flows out of the U.S. and into the Eurozone.

Narrowing economic growth differentials between the
U.S. and developed markets abroad, along with the increasing
appeal of higher dividend vyielding stocks, suggest last

uarter could be more than an oversold bounce for stocks
tied to developed markets abroad. Along with some expected
improvement in the fundamental backdrop abroad due to
easier monetary and fiscal policies, valuations have room to
run as stocks in Europe and Japan still trade far cheaper with
the MSCI EAFE trading at 15X trailing 12-months earnings versus
the S&P 500 at 20.6X. Unsurprisingly, dividend yield easily
favors developed market stocks abroad, and after accounting
for share buybacks the overall yield advantage over the S&P 500
érows, with the MSCI EAFE shareholder yield at 4.7% while the

&P 500 is closer to 3.2%. From our perspective, the stability

of cash flows international equities provide still holds appeal
and considering the elevated volatility surrounding tariffs and a
more uncertain growth environment, we like maintaining some
exposure to cheaper, more shareholder friendly companies tied

to developed markets abroad.

Shareholder Yields Suggests Staying Power For Foreign
Developed Outperformance

M Dividend Yield W Buyback Yield Shareholder Yield
6.0%
4.6% 4,8%
5.0% —
4.0% 3.3% 3.2%
3.0% = =
2.0%
1.0%
0.0%
S&P 500 S&P Small/Mid MSCI EAFE MSCIEM
Equity Equity

Source: Bloomberg

Treasury Rally Runs Out Of Steam

.S. Treasury bonds traded in a narrow range throughout
March as a battle between market participants buying
bonds in preparation for an economic slowdown and those
more concerned that inflationary pressures would return as
reciprocal tariffs were enacted continued to play out. Yields on
Treasury bonds maturing inside of 10-years fell modestly during
the month with the 2-year Treasury yield, specifically, declining
from 3.99% on February 28 to 3.89% on March 31. Farther out
on the yield curve, the 10-year yield closed out the month a
single basis point lower at 4.23% but fell through the floor in
early April as the tariff framework was released, with the 10-year
trading hands with a yield below 4% early in the month. All told,
the Bloomberg Aggregate Bond index ended the month with a
meager 0.04% gain but closed out the quarter with a respectable
2.7% total return as the asset class has provided diversification
benefits and a buffer against an equity market drawdown as
volatility has ramped up amid elevated economic uncertainty.
One quarter and a few weeks into the new year, yields on
long-dated U.S. Treasuries have been on a roller coaster ride.
The 10-year U.S. Treasury yield ran up to 4.80% in mid-January
as ro-§rowth policies out of the new administration were priced
in but dropped sharplg from mid-February into the April 2 tariff
announcement as trade uncertainty led to fears of an economic
slowdown. On the heels of the tariff announcement, yields on
long-dated Treasuries have risen sharply with the 10-year closer
to 4.40% as market participants have grown concerned that our
trading partners will balk at buying our bonds as they demand
fewer U.S. dollars and U.S.-dollar denominated assets if export
volumes to the U.S. fall in a material way. Tariffs being levied
on a broad swath of U.S. imports is expected to put upward
pressure on inflation, but corporations and consumers reignin
In investment and spending in the face of policy uncertainty wi
contribute to economic growth concerns and likely keep a bid
under high cluality, shorter-dated bonds as market participants
value capital preservation over potential appreciation.

Our base case has called for long-dated U.S. Treasury yields
toremainrangebound with the 10-year yield likely finding sellers
around 4.00% and buyers closerto 4.50%. Prior to the April 2 tariff
announcement, economic growth concerns and inflation fears
were largely in equilibrium, offsetting one another and bringing
some relative calm to the Treasury market. But that dynamic
has shifted, and investors appear increasingly concerned that
inflation is going to rise materially at a time when demand for
Treasuries could dry up. With the U.S. and trading partners such
as Japan, South Korea, and the U.K. expected to come to the
bargaining table in the near-term, concerns surrounding foreign
demand should ease somewhat, but the process of ne%otiatin
with over 60 countries will be painfully slow, and with the FOM
likely to remain on the sidelines in May and perhaps longer due
to persistently sticky inflation, downside for Treasury yields
could be limited.

High-Grade Preferred Over High Yield At Present. March
was a difficult month for riskier segments of the fixed income
market as high yield corporate bonds lagged their investment
grade counterparts by 1.4% as valuations cheapened and credit
spreads widened across the quality spectrum. The sharp rise
in equity volatility driven by trade policy uncertainty and its
potential downstream economic impacts have forced credit
spreads wider for high yield bonds by 80-basis points in April
as of the time of this writing to 4.25% above similar maturity
Treasuries, and the Bloomberg U.S. Corporate High Yield index
now yields 8.30% after falling 0.7% i/)ear-to-date. Objectively,
high yield credits are getting cheaper but may not yet be cheap
enough to fully account for the rising economic risks facing
investors. Historically, riskier credits tend to participate in
selloffs once U.S. equities fall over 5% and the CBOE Volatility
Index (VIX) rises sharply, but to this point the sell-off in credit has
been fairly contained and almost orderly.
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The improved credit qualit?/ of the sub-asset class certainly
plays a role in more muted volatility for high yield bonds, but
ultimatelY this is a risk asset that allocators and institutions
typically lighten up on when the economic backdrop worsens
and loss aversion bias creeps in. That opens high yield bonds
up todgreater downside participation now that markets have
started to more appropriately bake in the gravity of current
circumstances. On the other end of the credit spectrum,
investment grade corporates still offered investors a 5.3% yield-
to-worst in early April, and, for now, the deck is stacked in favor
of investment grade credit. But if volatility persists and stocks
pull back further, forcing high yield bonds to trade at deeper
discounts with credit spreads surpassing landmarks like the
10-year average option-adjusted spread of 412-basis points,
investors and allocators could find a yield-to-worst approaching
9% on high yield bonds too juicy to pass up, assuming a deep
and protracted recession isn’t the base case.

What A Long Strange Trip It's Been For Yields

High-Grade Preferred Over High Yield At Present. March
was a difficult month for riskier segments of the fixed income
market as high yield corporate bonds lag%ed their investment
grade counterparts by 1.4% as valuations cheapened and credit
spreads widened across the quality spectrum. The sharp rise
in equity volatility driven by trade policy uncertainty and its
potential downstream economic impacts have forced credit
spreads wider for high yield bonds by 80-basis points in April
as of the time of this writing to 4.25% above similar maturity
Treasuries, and the Bloomberg U.S. Corporate High Yield index
now yields 8.30% after falling 0.7% %ear-to-date. Objectively,
high yield credits are getting cheaper but may not yet be cheap
enough to fully account for the rising economic risks facing
investors. Historically, riskier credits tend to participate in
selloffs once U.S. equities fall over 5% and the CBOE Volatility
Index (VIX) rises sharply, but to this point the sell-off in credit has
been fairly contained and almost orderly.
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