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Executive Summary

Macro Context

e Inflation declines, but fed sees resurgence
e Unemployment rate ticks upward

Housing Market

e Mortgage rates remain elevated
o Affordability continues to remain an issue
* New home valuations decline

Supply & Construction

e Housing pipeline signal contraction and caution
e Construction spending flat amid inventory surge
e Housing supply continues to rise

e Job openings plummet amid shrinking pipeline

Market Risks & Outlook

e Deeply overvalued FVV territory

e Massive manufacturing contraction
e China'’s positioning

e Strategic exemptions



Executive Summary

Before we dive into this month’s report, we wanted to add a very blunt note on the current state of affairs.

This is the first week we’ll see ships arrive at West Coast ports under the new reciprocal tariff increases, followed by a
sharp decline in ships from China arriving in the U.S. This will undoubtedly carry consequences that are, for now,
largely being dismissed as noise by executives and markets.

We firmly believe downside risks are fundamentally mispriced and present a particularly notable departure from
reality.

At the end of the day, it all comes down to the physical world—atoms over bits. Where do software companies sell
their software? What do service companies use to perform their services? The answer is that, at the end of the chain,
someone, somewhere, must interact with the physical world—and they rely on software and services to improve their
productivity.

This chain of circular dependencies functions well as a kind of leveraged return to the global economy. However,
when cracks begin to appear, belts tighten, software seats get cut as headcount falls, and non-critical spending stops

—the leveraged position exposes the same downside risk.

In summary, even if your outlook differs from ours, that does not mean risk is being properly accounted for in the
pricing of risk assets.

If nothing else, we strongly recommend reading the Market Risks & Outlook section of this report.
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Inflation Declines, But Fed Sees Resurgence
Macro Context

Headline Inflation

¢ Month-over-month, headline inflation saw a decline to

2.41%.
e Last year, headline inflation was measured at 3.47%.

CPI: Headline Inflation

Many see this as the beginning of the end of the inflation
fight. We would argue that this is not so certain, hence the
Fed's hesitation in cutting rates. We have seen global money
supply increasing as stealth stimulus has entered the system.
Additionally, while tariffs can be viewed as a singular price
shock rather than a source of persistent inflation, the lags

required for them to work through the system pose an upside O =
risk. Furthermore, there is an argument that a recessionary
deflation impulse could counteract any upward pressure on

prices. However, we believe this is misleading, as the nature ot U3, B € Lolser Siisies
of the price increases stems not from demand growth but

from increases in producers' costs of goods sold (COGS)

being passed through to consumers.



Inflation Declines, But Fed Sees Resurgence
Macro Context

Core Inflation

e Month-over-month, core inflation saw a decline to 2.81%. CPI: Core Inflation
e Last year, core inflation was measured at 3.81%. o

As mentioned above, the upside price risk is being driven by
an increase in producer costs, not by a shift in demand (i.e.,
unlike the COVID demand shock coming out of a period of 400
massive supply constraints). Given this inherently margin-
squeezing dynamic, we don't believe that the demand

destruction typically associated with recession will be

effective in counteracting price movements. Additionally,

many consumer necessities—particularly food—are being
impacted, and these categories generally do not experience

Source: U.S. Bureau of Labor Statistics

the same levels of demand destruction as discretionary
segments.



Unemployment Rate Ticks Upward

Housing Market

Unemployment Rate

e The unemployment rate rose to 4.2%.
e Year-over-year, unemployment has risen 7.7 %.

Unemployment is at an interesting point, as we find
ourselves in a lull. It's a relatively quiet moment in the
employment landscape, with soft layoffs (such as back-to-
office mandates) increasing and uncertainty putting a pause
on hiring. If one-year forward employment expectations are
any indicator, people are taking notice and beginning to
buckle in. We anticipate that as margin compression sets in
—top-line growth stifled by economic headwinds and tariff-
driven cost increases hitting as existing inventory is
replaced—companies will pull the “easy” lever of belt-

tightening and headcount reductions (see Meta’s “getting
fit” initiative for reference).
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Mortgage Rates Remain Elevated

Housing Market

Mortgage Rates

e As of April 24, 2025, mortgage rates are at 6.81%.
e Mortgage rates have slightly declined from their 7.04%
peak in January.

To start, we would like to address the claim that the Fed
needs to cut rates to improve home affordability—a view
that fundamentally misunderstands how mortgage rates are
built. Mortgage rates begin with a longer-term benchmark,
typically the 10-year Treasury yield, with a risk premium
spread added on top. This spread fluctuates based on
several factors: economic conditions, rate volatility, and,
most importantly, the CDO market’s appetite for mortgage-
backed securities (MBS). Given the 10-year’s departure
from short-term rates (a steepening of the curve), we
anticipate that any Fed cuts would only moderately benefit
mortgage rates, and we still maintain an end-of-year
expectation of rates around 6%.
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Affordability Continues to Remain an Issue

Housing Market

Mortgage Payments to Household Income Ratio

e Month-over-month, this metric slightly declined to 32.2%.

e Year-over-year, we saw a slight decline of 4.1%.

¢ When zooming out five years, we see a massive increase
of 60.4%.

With our expectation that mortgage rates will remain in the 6-
7% range this year, and with limited wage gains due to
economic contraction, the only variable left to improve the
mortgage payment-to-household income ratio is a decline in
home prices.

Housing Expense Change

e Month-over-month, the nominal monthly mortgage
payment saw a slight decline to $2,141.

e Year-over-year, this metric has declined 0.86%.

e When zooming out five years, we see a massive increase
of 94.42%.

Overall, we would expect an increase in nominal payments
over the past five years given the inflation we have
experienced. However, the magnitude of this increase has far
outpaced inflation, and as mentioned above, we see only one
remaining lever to return activity to the market: prices.
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New Home Valuations Decline

Housing Market

Median Sales Price of New Houses Sold

¢ Month-over-month, the median sales price
declined to $403,600.

e Year-over-year, the median sales prices declined
by 7.52%.

¢ Of note, this does not include homebuilder
buydowns.

Sales volume for new homes has hovered around the same
level for the past few years, and relative to historical
norms, this level is typical. However, inventory continues to
rise as completions outpace sales, leading to increased
pricing pressure.
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Housing Pipeline Signals Contraction and Caution

Supply & Construction

Housing Pipeline Index

e Month-over-month, the disparity grew to -200,000
units.

e After having seen a reversion toward the mean last
month, the disparity is headed away again.

As expected, we view the improvement in the housing
pipeline index as more noise than signal. Builders are sitting
on a massive backlog of inventory, and we expect housing
starts to continue lagging as in-progress builds move
through to completion.
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Construction Spending Flat Amid Inventory Surge

Supply & Construction

Real Residential Construction Spend

e Month-over-month, the index saw a slight increase to
107.7.
e Year-over-year, the index has increased by 0.37%.

The relatively flat year-over-year numbers are expected, as
the in-progress pipeline continues to feed through the
system. We anticipate that as this pipeline rolls over, the
lack of new starts will contribute to a decrease in spending
within the sector.

New Home Inventory

e Month-over-month, new home inventory rose to
503,000.

e Year-over-year, inventory has increased by 7.94%.

e The only other time inventory has been this high was
leading up to the GFC.

500,000 new homes in inventory is a significant number, as
there have only been a handful of times in recorded history
that inventory has reached these levels. In fact, the only
period when inventory was this high was from November
2005 to November 2007.
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Real Residential Construction Spend Index

Source: Reef Insights

New Home Inventory
(in thousands)

Source: U.S. Census Bureau, U.S. Department of Housing and Urban Development
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Housing Supply Continues to Rise

Supply & Construction

New Housing Supply

e Month-over-month, the months’ supply declined to 8.3.
e Year-over-year, the months’ supply increased by 1.22%.

Remember, these metrics are often seasonal, so we primarily
need to consider the year-over-year change. A modest
increase is a positive sign; however, 8.3 is still above
historical averages, indicating that the new housing market
continues to struggle.

Existing Housing Supply

¢ Month-over-month, the months’ supply rose to 4.0.
e Year-over-year, the months’ supply has risen 25%.

Sales volume for existing homes has remained below
historical averages, and this, in part, is causing the months’

supply of existing housing to rise as homeowners look to sell.
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