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Learning To Live With, If Not Necessarily Love, Volatility . . .

Amid the uncertainty looming over the policy outlook,
the dramatic headlines about on again/off again trade
wars, and what remains a high degree of volatility in the financial
markets, it can be easy to lose sight of the fact that the U.S.
economy keeps pushing forward, let alone that it continues to
do so at a faster pace than is the case across much of the world.
It is, of course, reasonable to ask whether that will remain the
case, particularly with businesses expressing frustration with

olicy uncertainty and consumers expressing anxiety about
inflation possibly reaccelerating. As for us, we’ve increasingly
found ourselves trying to segregate the news from the noise from
one day to the next without losing sight that our main task is,
as always, trying to seﬁqregate the signals from the noise in the
economic data. So, in that sense, the high volume of economic
data over the past few weeks has been a welcome respite.

The first estimate from the Bureau of Economic Analysis
(BEA) shows real GDP grew at an annual rate of 2.3 percent in
Q4 2024, easily below what we and the consensus forecast had
expected. The details of the data, however, are more in line with
our expectations. Real private domestic demand, or, combined
business and household spending, grew at an annual rate of 3.2
percent, only modestly below the 3.4 percent growth rate logged
In Q3. Our forecast miss on top-line real GDP growth was due to
a sharply slower pace of inventory accumulation in the nonfarm
business sector than we had anticipated, which knocked 0.93
percentage points off Q4 real GDP growth.

Subsequent to the release of the initial estimate of Q4
GDP, data show the U.S. trade deficit widened substantiall¥ in
December, which could lead to a downward revision to the first
estimate of Q4 GDP growth. It should be noted, however, that
inventory accumulation and global trade flows over the back half
of 2024 were rocked by concerns over a potential port strike and
fears of expanded tariffs in 2025. These disruptions Elayed a part
inthe Q4 GDP data, and uncertainty over tarifts will likely continue
to sway the data over the next few months. Still, the data show
consumer and business spending entered 2025 on solid footing,
and the data also show that by year-end 2024 the pace of real
GDP growth had fallen back in alignment with the trend rate that
prevailed prior to the pandemic.

Ahead of its release, the vibe around the January employment
report was more fear than anticipation, in the sense that many
feared the report could shift the narrative, perhaps dramatically,
by showing a much weaker labor market than has been reported.
Any such fear was not entirely unwarranted. Each year’s January
employment report incorporates the results of the Bureau of
Labor Statistics’ (BLS) annual benchmark revisions, a process
in which the results of the monthly establishment surveys -
from which flow estimates of nonfarm employment, hours, and
earnings - are benchmarked to the universe of payroll tax returns
that virtually all firms are required to file. Recall that in August the
BLS released an initial estimate showing the benchmark revision
would result in the level of nonfarm employment as of March
2024 being lowered by 818,000 jobs, substantially larger than the
usual benchmark revision. This led mane/ to fear the final results,
incorporated into the January data, could be even worse.

As it turned out, the final revision took 589,000 jobs off the
seasonally adjusted count of nonfarm payrolls, still larger than

Real Growth Back In Line With Pre-Pandemic Pace

fg GDP, not seasonally adjusted, % change year ago:

16 —nominal —real 1

14 \

10 ™
8 |\
5 A\ |
4 e N A A / \ A L\
VA /\k\ /\\\jm AN /\\‘ / L~
2 W ¥4
4 \Yi |/

% v |
-8 !

10

Source: Bureau of Economic Analysis; Regions Economics Division

normal but closer to the hit of between 600,000-650,000 jobs
we originally expected. The net result of this and other technical
revisions is that job growth was meaningfully slower over 2023
and 2024 than had previously been reported. The revised data
show the U.S. economy added 2.594 million jobs in 2023 and
1.996 million jobs in 2024; prior estimates showed 3.013 million
and 2.232 million jobs, respectively. Rather than change our
assessment of labor market conditions, however, the revisions
put job growth on a trajecto(rjy much closer to what we’d
suspected was the case, as we’d been on record going back to
2023 in arguing that the monthly employment reports were
overstating job growth. The January employment report also
incorporated revised population controls around the household
survey data which retlect the significant upward revision to the
Census Bureau’s prior estimates of foreign in-migration over the
2022-2024 period (which we discussed in last month’s edition).
As with the establishment survey data, however, rather than
changing our assessment of labor market conditions, this change
in the data supported our view that the household survey data
had been meaningfully undercounting foreign born labor.

As for the January data, total nonfarm payrolls rose by
143,000 jobs, below expectations and thus sparking a rash of
“there goes the economy” reactions, though any such sentiment
is not supported by the details of the data. For instance, while
the decline in not seasonally adjusted private sector payrolls
this January was smaller than the typical January decline, a
smaller January boost from seasonal adjustment than in years
prior contributed to the soft headline job growth print. To that
point, had last year’s January seasonal factor been applied to
this ?/ear’s change in not seasonally adjusted employment, that
would have yielded an increase of 301,000 jobs on a seasonally
adjusted basis. Additionally, the household survey data show
573,000 people did not work at all during the survey week due
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to adverse weather, the most in any January since 2011, while
another 1.175 million people worked part-time hours rather than
their usual full-time hours, fewer than last year but still above
the January average over the past decade. That was reflected
in the establishment survey data showing the average length of
the private sector workweek fell by two-tenths of an hour. When
all was said, done, and revised, our assessment of labor market
conditions had not changed; while job growth is slowing, thus far
that has been a function of the slowing rate at which firms are
hiring workers, rather than an increase in the rate at which firms
are laying off workers. Unless and until that changes, we will
maintain a constructive view of labor market conditions.

The Institute for Supply Management’s (ISM) January survey
of the manufacturing sector brought encouraging news. The ISM
Manufacturing Index rose to 50.9 percent, ending a run of twenty-
Six straight months of contraction in the factory sector. The details
of the data affirmed the improvement in the headline index,
particularly a third straight month of rising new orders, with order
growth broadening across firms and industry groups. Still, it
remains to be seen whether, or to what extent, the improvement
registered in the January survey will be sustained, as tariffs loom
large in the background for many survey respondents. It is worth
noting that the monthly data on core capital goods orders, a

precursor of business investment in equipment and machiner¥/ in
the GDP data, firmed up smartly over the past two months after
having been oddly rangebound since early-2023. Again, though, it
remains to be seen whether this nascent rebound will be blunted
by trade disputes.

The ISM’s “Erices paid” index, a gauge of movements in
rices for non-labor inputs, showed further increases in prices in
oth the manufacturing and services sectors in January, another

unwelcome reminder that inflation pressures are proving more
persistent than many had anticipated. To that point, the PCE
Deflator, the FOMC'’s preferred gauge of inflation, showed core
inflation stuck at 2.8 percent in each of the final three months
of 2024, and there are concerns that the mix of immigration and
trade policy changes expected over coming months could further
fuel inflation pressures. As such, the FOMC is generally expected
to remain on hold until at least their June meetin%;I

Continued uncertainty and/or volatility on the policy front

will continue to impact households and firms. Along with the
usual ebbs and flows of the economic data, this will contribute to
elevated volatility in equity Frices and interest rates, particularly
to the extent that a “react first, analyze later” mindset prevails
over market participants.

Sources: Bureau of Economic Analysis; Bureau of Labor Statistics; U.S. Census Bureau; Institute for Supply Management

January’s Gains Bode Well For U.S. Stocks In ’25, But

Near-Term Hurdles Remain

eadline risk reared its ugly head as February began,

with the U.S. announcing intentions to levy 25% tariffs
on certain goods imported from Canada and Mexico, and
an additional 10% tariff on imports from China. After some
contentious conversations with Canada and Mexico, the U.S.
delayed tariffs on goods imported from both countries for “at
least 30 days,” while moving forward with the up-sized tariffs on
Chinese goods. China announced retaliatory tariffs of 15% on
select imported goods from the U.S., but the limited scope and
magnitude apgeared to be little more than a face-saving move
which many observers viewed as an attempt to de-escalate the
situation. Investor sentiment and risk appetite could remain
on shaky ground over the near-term as market participants
grapple with uncertainty tied to trade, immigration, and taxes,
along with the outlook for fiscal policy, with movement on any
of these fronts potentially unsettling for investors in stocks and
other riskier asset classes.

January proved profitable for investors in U.S. stocks as the
S&P 500 turned out a 2.7% gain, while the S&P Midcap 400 and
Small Cap 600 indices did even better, rallying 3.8% and 2.9%,
respectively. Yale Hirsch, creator of the Stock Trader’s Almanac,
devised the “January Barometer” in 1972, making note of the
propensity for the S&P 500’s performance in January to set the
tone for the year ahead. Gains in January have often implied a
positive year ahead for the index, while a negative month has
typically translated into a down year for the S&P 500, with the
January Barometer proving to be reliable in almost 84% of
calendar years dating back to 1950. By this measure, 2025 is
Boised to be another positive year for large-cap U.S. stocks,

ut policy-related hurdles and headwinds lie ahead and could
limit near-term upside. February has a reputation for being
a challenging month for stocks; since 1928, it is one of only
three calendar months in which the S&P 500 has, on average,
generated a negative return. With this backdrop in place, we
wouldn’t be surprised to see volatility remain elevated and
stocks struggle for direction over the coming month, particularly
after such a strong start to the year.

Upside could be limited on a tactical basis as the calendar
turns unkind this month and policy uncertainty weighs on
investor sentiment and risk appetite, but over the balance
of 2025 we remain cautiously constructive on U.S. large-cap

stocks. During January’s rally, capital rotated both within the
‘Magnificent 7’ and between sectors into names with more
reasonable valuations and less lofty expectations, which leaves
us encouraged that investors aren’t looking to exit stocks en
masse but are continuing to “skate to where the puck is going,”
not where it has been in recent years. Within the S&P 500,
information technology was the only sector to close the month
in negative territory, evidence of broader participation, which
increases our confidence that the index can digest gains from
’23 and "24 over time as opposed to requiring a meaningful price
decline to build up buying interest and the necessary energy to
make its next leg higher.

Uptick In IPO Activity A Double-Edged Sword For Small-
Caps. The market’s pulse outside of the usual mega cap suspects
was encouraging in Januag/, as the S&P Small Cap 600 and S&P
Mid Cap 400 both outpaced the S&P 500 during the month. Mid-
caps and small-cap growth were specific standouts from a style
perspective, rising 3.8% and 3.9%, respectively, while large-
growth produced a more modest 1.9% return as less exposure
to information technology stocks proved additive to relative
returns. Macro tailwinds for small and mid-cap stocks included
yields on the 2(-jyear U.S. Treasury falling 18-bps from the high-
water mark mid-month, and the belief that tariffs could impact
global oriented companies in an outsized way played a role as
well. On the margin, small caps derive less revenue from abroad
as the small-cap Russell 2000 garners 21% of sales from outside
the U.S., while the S&P 500 is closer to 30% and the Magnificent
7 is closer to 49%. However, smaller companies still import
intermediate goods from abroad and tend to be price takers,
leaving these companies susceptible to earnings shortfalls
should tariffs be levied in a broader manner. Our view that IPO
activity should ramp up in the coming year(s) as deregulation
and pro-business policies take root could be a double-edged
sword for small caps, specifically.

Heavier equity issuance tends to coincide with healthy
investor risk appetite, which provides a tailwind for smaller
capitalization stocks, but flows into IPO’s can come at the
expense of small caps which are viewed as higher beta and
riskier exposures akin to the risk investors take when allocating
capital to newly public companies. In 2022-'23, we saw the
lowest IPO volume since 2008-°09, which implies pent-up
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demand for companies to tap the public markets for capital, in
our view. We expect private equity sponsors to be more active
in the coming quarters as they view this as a more opportune
time to exit portfolio companies to realize value for investors. An
uptick in IPO transactions could contribute to volatility in small
caps in the coming quarters but could potentially be offset by a
more active environment for mergers and acquisitions (M&A),
which leaves us neutral on SMid at present.

Dropoff In IPO Transaction Volume In Recent Years Points
To Pent-Up Demand To Go Public - A Double-Edged Sword
For SMid
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Eurozone, U.K. Stocks Potentially Well Positioned As
Global Growth Concerns Build With Trade In Focus. Indices
tracking Eurozone and United Kingdom stocks have had a
surprisingly strong start to the year, evidenced by the MSCI
Eurozone and MSCI U.K. rallying 7.1% and 5.5%, respectively
in January. While little has changed regarding our economic
outlook for the Eurozone at large or the U.K.,; as we still see
Ealtry economic growth in the coming year, that is a widely

eld view and market participants have seen little reason to
allocate to Europe as a result, which may have contributed to
January’s gains as offsides investors were forced to chase these
stocks higher. Interestingly, rock-bottom growth expectations
could leave Eurozone and U.K. stocks somewhat insulated from
trade/tariff-related volatility, and with valuations somewhere
between reasonable and cheap, these two factors may be
driving the year-to-date outperformance of these stocks.

The U.S. hasfocused its trade-related grievances on Canada,
China, and Mexico up to this point and has only mentioned the
prospect of tariffs on goods imported from the EU and U.K. in
passing. Canada, China, and Mexico combined account for
approximately 40% of U.S. imports, while the Eurozone and U.K.
make up a much smaller percentage, and it’s worth noting that

the U.S. runs a trade surplus with the U.K., so tariffs wouldn’t
likely move the revenue needle much but could still be used as
leverage to lower tariffs on U.S. exi)orts to Europe. Lastly, both
the British pound and euro have fallen by around 7% relative to
the U.S. dollar since the end of September which helps offset
rising prices stemming from tariffs.

Trade Balance Vs. Top US Trade Partners In 2024
(in millions, negative sign implies U.S. trade deficit)
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Emerging Market Stocks The Canary In The Coal Mine To
Gauge How Tariff Talks Are Going. The U.S. Dollar Index (DXY)
rallied sharply last month reaching 109.95 as tariffs on Canada,
China, and Mexico were bandied about, but sold off and ended
the month modestly lower after the U.S. gave Canada and
Mexico 30-day reprieves. Dollar weakness would provide a
boost for foreign sales generated by U.S. lar%(e-cap stocks (S&P
500), particularly mega-cap technology stocks, but developin
markets abroad would likely be bigger beneficiaries. Additiona
U.S. tariffs on goods imported from China seemed to get lost as
tariff/trade rhetoric(fut Canada and Mexico front and center,
but China responded to the announcement that the U.S. would
levy a blanketed 10% tariff on goods the country exports to
the U.S. by announcing 15% tariffs on a select (small) number
of mostly inconsequential U.S. exports. Market participants
viewed China’s response as evidence that the country seeks
to avoid escalation and a tit-for-tat trade war, an approach
that investors in both U.S. and Chinese stocks cheered with
the MSCI China index turning out a 3.3% monthly gain. A solid
start to the year for Chinese equities wasn’t the only bright spot
in emerging markets as the MSCI Brazil index Fained 12.5% as
Latin America rebounded from deeply oversold positions late
last year. Currency volatility clouds the outlook for emerging
markets, but the above average free cash flow growth and chea
valuations suggest developing EM equities could capitalize If
trade headwinds abate and the U.S. dollar weakens.

Time To Reuvisit Positioning, Look Abroad After Treasury Rally

t’s been a good start to 2025 for fixed income investors as

core and non-core segments alike have ﬁroduced gains
six weeks into the new year. Riskier pockets of the bond market
fared best out of the gate, with U.S. corporate high yield and
emerging market debt outpacin higher quality Treasuries
and investment grade corporate bonds into mid-January as
interest rates rose due to expectations that economic growth
could surprise to the upside in the coming quarters. But that

performance gap narrowed in early February as talk of U.S.
tariffs on goods imported from Canada, China, and Mexico led
to concerns surrounding the outlook for global growth which,
along with some signs of softness in U.S. economic data, put
downward pressure on Treasury yields. This led to a rally in
longer duration, interest rate sensitive bonds.
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Offsides positioning also contributed to the move lower in
Treasury yields as trend-following strategies entered February
short U.S. Treasuries as signals led them to position portfolios
with the expectation that Treasury yields would continue to
climb. Portfolio managers were forced to cover short positions
as the 10-year yield breached the key technical level of 4.50%
to the downside, intensifying the move lower in yields. After a
sizable countertrend move lower in yields, positioning is back
to neutral and is now less likely to be a catalyst for yields to
move sharply lower in the near-term. This backdrop presents
investors with an opportunity early in the new year to revisit

With eurozone inflation at 2.5%, below U.S. CPI at 3.0% as
of January, and with a paltry outlook for economic growth in the
euro area to boot, the case can be made that sovereign yields
abroad have less potential upside than yields on U.S. Treasuries
at present, particularly with the European Central Bank and
Bank of England both easing monetary policy in the coming
quarters due to lackluster growth. Select nations abroad are also
showing more fiscal restraint and discipline with Eurozone debt
to GDP averaging 88% vs. the US at 131%, with expansionary
fiscal policy unlikely abroad in the near-term. We’re content
to wait patiently to see if yields on long-dated U.S. Treasuries

can drift lower still, as 4.25% or thereabouts on the 10-year U.S.
Treasury yield would make it easier to take off our overweight
to core, investment-grade bonds stateside and reallocate that
capital into developed market sovereigns abroad.

positioning with an aim at identifying durable, lasting trends
capable of driving rates in the coming months versus short-lived
overreactions to economic data.

The prospect of U.S. tariffs being levied on goods imported
from Canada, China, Mexico, and perhaps the European Union
poses a downside risk to U.S. economic growth, but at present
we project the U.S. economy to grow real GDP at 2.4% in 2025,

Appealing Dollar-Hedged Yields On G7 Sovereign Bonds

0

with core PCE, the FOMC'’s preferred inflation gauge, coming in o 5% 5.1% 5.4%
at 2.4%. With the 10-year Treasury yield hovering just north of .. ' 26% AT% 4.5%
4.5%, this doesn’t leave much room for either economic growth ' 4.3% ) 2
or inflation to surprise to the upside over the near-term without 4
potentially forcing yields on longer duration bonds higher. As a
result, we see minimal near-term downside for Treasury yields 10
and are looking at opportunities abroad in developed market
sovereign bonds, specifically, as many issues carry competitive  2.0%
yields.

Attractive Yields, Potential Currency Kicker Reason To  1.0%
Look At Developed Market Sovereigns. The U.S. Treasury rally
inlate January/early February provided ashotinthearmforcore  0.0%
fixed income segments, but that rally has usincreasingly looking Japan (10Y) France Germany UK(10Y) Canada ltaly (10Y) US Treasury
abroad for opportunities to reduce the credit and duration risks (10v) (10Y) (10v) (10v)

in our U.S.-heavy fixed income portfolios. Yields on emerging
market debt remain above long-term averages at roughly 6.6%,
but after returning 1.7% in January, we’re closer to profit-taking
than we are allocating new capital to current positions with
credit spreads approaching 10-year tight levels. Tight spreads
and a desire to sit out what could be elevated volatility tied
to the Treasury market leaves us considering hedged foreign
developed bonds as a viable spot to deploy capital as these
bonds carry less U.S. duration risk with potential upside should
the dollar remain relatively strong.

Source: Bloomberg
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