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When the Facts Change: Adapting for Uncertain Times

John Maynard Keynes, a towering figure in economics, revolutionized the field with his Keynesian school of thought.
Born in 1883, Keynes's influence peaked during the Great Depression, when his theories shaped economic policies. His
fundamental tenet was that governments should boost spending during economic downturns to stimulate demand,
reduce unemployment, and curb spending during prosperous times.

However, the practical application of Keynes's theories often proves challenging. The U.S. federal government, for
instance, struggles to curb spending even during economic booms. As the saying goes, a government program is the
closest thing to eternal life. This is evident in the current U.S. fiscal deficit, which stands at 5.9% of GDP, a level that had
only been seen during recessions before the 2008 financial crisis. This situation underscores the complexity of
implementing Keynesian economic policies in practice. Despite robust GDP growth and low unemployment, running
large deficits is not helping to bring inflation rates down.

Keynes was also known for his pragmatic approach to economics and is famously quoted as saying, "When the facts
change, | change my mind. What do you do, sir?" This is a great quote to help illustrate the importance of a data-
dependent approach to policymaking.

The Federal Reserve, a data-dependent institution, is grappling with a complex economic situation. The combination of
low unemployment, robust GDP growth, and large budget deficits has allowed inflation to remain stubborn, defying
expectations of a swift retreat. This is reflected in elevated consumer prices, which strain household budgets and raise
concerns about consumers' purchasing power. The persistence of this inflation adds a layer of complexity to the Fed's
efforts to achieve its 2% target, presenting a challenging backdrop for monetary policy.

At the same time, labor market indicators hint at a softening trend. Nonfarm payrolls registered modest gains in the
previous month, but with wage growth slowing and a slight increase in the unemployment rate, there are signs of
potential slack in the job market. Despite the historically low unemployment rate, employers are displaying a growing
caution in hiring, reflecting their concerns about economic uncertainties.

This month's Viewpointe explores recent data and provides insights into the evolving economic conditions shaping
monetary policy decisions.

April Economic Data

Economic data from April indicated signs of a slowdown in the U.S. economy. The ISM services index dropped to 49.4
following 15 months of expansion (a reading below 50 indicates contraction). The Federal Reserve's hawkish tone will
likely shift following recognition of this near-term slowdown, with wage growth moderating to a 0.2% month-over-
month increase in average hourly earnings. This suggests some easing in inflationary pressures, although uncertainty
remains.

Several sectors are susceptible to shifts in the economic climate. Construction spending fell by 0.2% in March, and job
openings in the industry also declined, highlighting the impact of rising interest rates. Similarly, the ISM manufacturing
index dropped to 49.2, reflecting the manufacturing sector's challenges over the last 18 months.
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This slowdown may introduce some slack in the economy, potentially opening the door for an interest rate cut in
September or November.

CME FEDWATCH TOOL - CONDITIONAL MEETING PROBABILITIES

MEETING DATE 350-375 375-400 400-425 425-450 450-475 475-500 500-525 525-550

6/12/2024 00% 00% 00% 00% 87% 91.3%
7/31/2024 0.0% 00% 00% 00% 00% 22% 292% 68.6%
9/18/2024 0.0% 00% 00% 00% 10% 151% 48.1% 35.7%
11/7/2024 00% 00% 00% 04% 63% 275% 43.5% 22.4%
12/18/2024 0.0% 0.0% 02% 35% 17.4% 359% 32.4% 10.7%
1/29/2025 0.0% 0.1% 1.7% 96% 256% 343% 228% 59%
3/19/2025 0.0% 09% 59% 180% 30.2% 282% 139% 2.8%
4/30/2025 0.4% 28% 105% 22.7% 294% 228% 97% 1.7%
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Payroll Trends: A Mixed Bag amid Economic Uncertainty

The U.S. labor market is showing divergent trends across different sectors, reflecting the complexity of the economic
environment. The government, healthcare, and education sectors continue to exhibit robust payroll growth, bolstered
by approximately 100,000 jobs per month from hiring foreign-born workers. However, the broader picture reveals
underlying weaknesses: temporary employment is plummeting, manufacturing jobs have stagnated for the past year,
and even the once-resilient information sector shows signs of decline.

Wages also reflect a bifurcated trend. While the construction and manufacturing sectors are still experiencing rapid
wage gains, sectors like retail, travel, and leisure are witnessing a sharp slowdown in wage growth. This divergence
highlights the varying impacts of inflation across different industries.

Breakdown of US Non-Farm Payrolls MoM Net Change
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Inflation Challenges

Despite these discrepancies, inflation remains sticky, buoyed by the sustained purchasing power of middle and high-
income consumers who have maintained solid job prospects and income growth? This dynamic creates a challenging
scenario for low-income earners as their purchasing power erodes, widening the inequality gap. The persistence of
inflation is likely to continue until the economy experiences a recession that significantly raises unemployment, reducing
spending by middle-income workers, which is the cornerstone of consumer spending.

The chart below helps illustrate the outsized impact of “Core Services” on overall CPl. Not shown, the bulk of the core
services are being driven by housing costs, also known as “Owners’ Equivalent Rent.”
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Navigating these complex labor market dynamics is challenging for policymakers and businesses. The interplay between
sector-specific wage trends, inflationary pressures, and changing consumer behavior will likely shape the economic
landscape in the coming months. As always, staying informed and adaptable will be crucial for successfully managing the
uncertainties that lie ahead.

Economic Outlook

Despite mixed signals in other areas, U.S. vehicle sales stood out positively, rising to 15.7 million annually. The Federal
Reserve has taken a cautious approach, maintaining interest rates of 5.25%-5.5% and considering a slowdown in
Quantitative Tightening (QT). This approach aligns with the current economic landscape and the need for prudence in
policy measures.

Monetary Policy Decisions

The Federal Reserve is in a difficult position, balancing persistent inflation risks and slow economic growth. The central
bank’s decisions on interest rates and other monetary policy measures directly impact the economy's trajectory. Recent
data and evolving economic conditions will shape future policy decisions, with the Fed keeping a close watch on inflation
and labor market trends to inform its next steps.

The future trajectory of inflation will determine the Federal Reserve's next move. A synchronized spike in prices in
January has raised concerns about inflation's persistence, leaving its future trend uncertain. The Fed's response will be
closely tied to how inflation evolves over the coming months.
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Navigating the Market's Crosswinds: HPWM Investment Strategy
Macro Environment and Market Trends

Recent economic and financial data paint a mixed picture for investors. While inflationary pressures have somewhat
subsided, the latest jobs report indicates that labor markets are starting to soften. Other key indicators point to a
potential slowdown in the U.S. economy. This has led to a cautious stance by the Federal Reserve, which is likely to delay
rate cuts until September or November. Still, recent comments from Chair Powell indicate a bias toward keeping rates
elevated.

Sector Outlook and Positioning

e Equities: While the equity markets have faced headwinds, recent data on softer inflation and labor markets
could be a bullish catalyst for stocks to reach new highs. We focus on resilient sectors in high-interest-rate
environments, particularly those with stable earnings potential.

e Fixed Income: Given the outlook for elevated policy rates, we continue to emphasize shorter-duration bonds
that offer attractive yields with minimal interest rate risk, with an emphasis on 3 to 7-year maturities. High-yield
bonds present selective opportunities, provided investors can withstand potential volatility.

Global Market Dynamics
Global trends further influence our strategy:

¢ Emerging Markets: Strong exports from South Korea suggest robust global demand, providing a positive
backdrop for emerging market equities, while challenges like geopolitical tensions and inflation remain.

o Developed Markets: European markets are showing signs of recovery, with rate cuts likely in certain regions.
This bodes well for selective European equities, but we remain cautious due to potential market volatility.

Conclusion

The economic landscape remains complex, with inflation, interest rates, and geopolitical factors all playing significant
roles. However, a disciplined and well-diversified strategy can navigate these crosswinds, identifying opportunities and
safeguarding portfolios against potential downturns.

Paul Fleming, CFA, CAIA

VP, TRUST INVESTMENT DIRECTOR
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This information reflects insights derived from Northern Trust and Strategas research.

The information in this document is not for any person in any jurisdiction where it would be unauthorized under local law or
regulation to distribute or use such information. There can be no assurance that the information obtained from what are thought to
be reliable sources will prove accurate or complete and may change without notice. It does not constitute a recommendation
regarding any investment strategy, is not intended as investment advice, and does not consider any investor's specific objectives,
financial situation, and needs. This report is for general informational purposes only and should not be regarded as an offer to sell or
a solicitation of an offer to buy any securities. This report is free because it does not constitute legal, tax, or investment advice or
consider all of a client’s particular circumstances. References to individual securities herein are for illustrative purposes only and do
not constitute recommendations to buy or sell these securities. Indices are unmanaged, and one cannot invest directly in them. All
samples used here represent the intellectual property of their respective owners and are subject to proprietary rights.

All types of securities investments involve risk, including loss of invested capital. Every portfolio has its risks: market risk, strategic
risk, adviser risk, and other risks related to investing in different investment vehicles within which these funds have been put. There
can be no guarantee that any financial instrument so targeted will achieve its objective, generate profits, or avoid substantial losses.
No security selection method or technique can eliminate all risks or ensure superior performance in every prevailing market
condition. Risk controls and parameters do not imply guaranteed return levels or limit downside exposure arrangements below-
defined thresholds. HPWM employs different techniques and approaches for risk management, although it may still incur risks
associated with trading activities.

Past performance is no indication of future results. In addition, some of the performance returns may be based on historical data
and do not reflect the reinvestment of dividends or income taxes on an individual investor’s performance, including only the net
changes in market value, and do not include any cash received by an investor as a result of their reinvestment of dividends or capital
gains distributions. Also, “net” means fees have been deducted. The net effect is that past performance is no guarantee of future
results. Forward-looking statements and assumptions are HPWM'’s current views or expectations of future events or results based
on proprietary and 3« party research. They should not be construed as an estimate or promise of results that a portfolio may
achieve. Actual results could differ materially from the results indicated by this information.
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