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On Again, Off Again, On Again ...

“If you’re not confused, you don’t understand what’s
going on.”

— Charlie Munger (1924 - 2023)
Former Vice Chairman of Berkshire Hathaway

After trading down in early April 2025 anywhere
from —17% to —25% off of their previous historic
highs to levels that eliminated most of the gains from
2024, the major U.S. equity market indices rebounded
strongly during the Second Quarter of 2025 and
reached new, historic highs. As a result, the Standard
& Poor’s 500 Index (S&P 500), Dow Jones Industrial
Average (DJIA), and NASDAQ Composite Index
(NASDAQ) returned +10.94%, +5.46%, and

+17.97%, respectively, during the period and have
increased +6.20%, +4.55%, and +5.86%, respective-
ly, for 2025 Year-to-Date.

Given that the major U.S. equity market indices are
up anywhere from +33% to +87% over the two years
ended December 31, 2024, the possibility for this
type of volatility should not have been unexpected to
readers of previous Windward Quarterly Reviews where
we discussed several market-related risk factors, in-
cluding, among others, speculative excesses, above-
average market valuations, unjustified economic sec-
tor rotation, the narrowness of the market advance,
and issues related to significant uncertainty regarding
the impacts of tighter monetary policy, inflation, and
geopolitical conflict on the global macroeconomy.

However, in our opinion, the proximate cause of the
continuing volatility in the financial markets is directly
attributable to the extreme uncertainty created by the
Trump Administration’s tariff announcements.




Windward Capital 2025 Second Quarter Review

We provided a detailed discussion of our views on
the current, dysfunctional, “beggar-thy-neighbor”
global macroeconomic trade environment in our
Windward 2024 Fourth Qunarter Review, which we en-
courage you to revisit. Although we noted that it was
ultimately inevitable that trade deficit countries (like
the U.S.) would retaliate against trade surplus coun-
tries with their own interventionist policies, we be-
lieve that the Trump Administration’s most recent
policy announcements indicate a lack of understand-
ing regarding how to properly address key trade is-
sues In a systemic manner.

By definition, global trade policy is a complex issue
that has evolved over decades and that involves a
disparate variety of participants, each with competing
interests. Reform of that system, therefore, will re-
quire more than simplistic solutions (like tariffs
alone). Stated plainly, we believe that the Trump Ad-
ministration’s current approach represents bad eco-
nomic policy and lacks any clear rationale or sem-
blance of a strategic plan. In our opinion, the tariffs,
as currently structured, are misinformed and ill-
advised, have been incorrectly calculated and arbitrar-
ily applied, and, as a result, reflect a high degree of
economic incompetence. Most importantly, if imple-
mented over a sustained period (and not “dialed
back” as part of a more strategic trade negotiation),
they have the potential to be highly detrimental to
the U.S. and the world economies. The tariff an-
nouncements have already served to destroy investor
confidence and U.S. credibility, with the potential for
further erosion in consumer confidence.

In our opinion, a more strategic solution is needed to
create an international trading system that preserves
US. freedom to set its own economic policy, pro-
tects the U.S. from bearing the costs of other na-
tions’ industrial policies, and allows for the allocation
of resources and production through a system of
comparative advantage. We provided a detailed dis-
cussion of our views on what a more rational trade
strategy would encompass in our Windward 2025 First
Quarter Review, which we encourage you to revisit.

Previously, despite ongoing risks, the U.S. economy
has remained in a relatively strong position among
the Group of Seven (G7) and continued to be sup-
ported by factors that we have discussed in the past,

which included employment-driven increases in
household income and the substantial net worth of
the household sector. However, whether or not the
U.S. economy retains this relative strength in the face
of the Trump Administration’s recent economic poli-
cies is now uncertain. Indeed, given the elevated un-
certainty regarding the ongoing scope and timing of
the Trump Administration’s potential changes to
trade, immigration, fiscal, and regulatory policies—
and the resultant effect that these issues could have
on the corporate revenue and earnings outlook—
financial market volatility may continue.

Despite the recent market volatility associated with
these tariff announcements, we currently believe that
they do not present a systemic risk to the overall fi-
nancial markets. In our view, the current financial
market volatility is primarily related to the uncertain
outlook for global macroeconomic growth as it re-
lates to issues that we have discussed with you previ-
ously as well as to additional directives promulgated
by the Trump Administration.

However, significant short-term volatility has the po-
tential to create liquidity challenges as financial stress
increases across global financial markets. Although
we are certain that global central bank policymakers
are closely monitoring the situation as financial condi-
tions have tightened as a result of the tariff an-
nouncements, we do not currently anticipate signifi-
cant monetary policy easing because this is a self-
induced trade shock that could create upside risks to
the inflation outlook. In our opinion, we would need
to see a greater tightening of conditions and dysfunc-
tion in financial markets for the U.S. Federal Reserve
(Fed) and other global central banks to act.

As we have discussed for several years, liquidity ef-
fects, excessive leverage, and momentum “investing”
have combined with high-frequency trading, algo-
rithms, the pervasive use of ETFs, and a variety of
social media-driven commission-free retail trading
platforms to exacerbate financial market volatility.
This is especially evident during periods of excessive
uncertainty—as in the current environment. During
such periods, our decades of investing experience
through a variety of market cycles (and corrections)
have taught us that the best approach is to remain
unemotional and dispassionate as we continuously
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evaluate whether there are any material impacts to the
long-term fundamentals of the businesses that we
own. Itis worth noting that extraordinary investment
opportunities are often created during such extreme
changes in investor sentiment.

As you know, as investors we remain politically ag-
nostic in evaluating the economic and corporate im-
pacts of public policy. That is the reason why we
prefer to analyze the actual legislative mandates and
policies that are enacted by any Administration and
determine their long-term implications before consid-
ering whether any changes to the investments in
Windward's portfolio strategies are warranted.

Currently, we are unable to confidently make any au-
thoritative, long-term assertions regarding the impact
of the Trump Administration’s proposals on the geo-
political and global macroeconomic outlook, much
less the financial markets. Notwithstanding their in-
herent lack of coherence and certainty, it is important
to note just how challenging it is to quantify and/or
estimate these tariffs’ impact on growth, employment,
and inflation. Modeling such a shock to the global
macroeconomy depends upon several basic assump-
tions that do not always take into account additional
factors like currency fluctuations, retaliation through
the trade channel, or the construction of non-tariff
barriers. As a result, we are not making any changes
to Windwards portfolio strategies at this time until
there is greater clarity. As always, however, we will
continue to monitor domestic and international polit-
ical and economic developments as they unfold.

We continue to believe that the risk associated with
any resultant financial market volatility is mitigated in
Windward portfolios—especially over the long run—
to a large degree by the fact that we are invested in
businesses that we believe are leading companies that
have high quality standards from a financial and man-
agement perspective, high incremental returns on in-
vested capital, and business models with competitive
advantages.

Historically, periods of excessive ex-ante savings,
combined with demand that is too weak to justify
investment, cause certain areas of the financial mar-
kets to become driven by the speculative rearranging
of portfolios rather than by the underlying business

fundamentals (like return on capital investment). We
are not “traders;” we are investors. As such, it is ir-
relevant to us whether or not “the market” agrees
with us over the short term. For speculators, on the
other hand, daily market affirmation remains essen-
tial.

Although our strategies may underperform relative to
the market indices over the short term given the de-
gree to which other market participants make un-
grounded assumptions and/or high-frequency trading
and algorithmic “investment” strategies engage in
daily speculative financial market trading, we believe
that we will continue to be successful in making prof-
itable long-term investments for Windward's portfolio
strategies.* In our view, one of the best ways to ac-
cumulate wealth over the long term continues to be
by investing in high quality businesses—especially
during periods of financial market volatility when in-
vestors can take advantage of valuation discounts to
purchase such businesses “on sale.”

As you know, Windward's goal is to help protect our
clients’ capital and mitigate market-related risks by
investing in specific, high-quality businesses that have
long-term, secular growth opportunities. Indeed, we
prefer to take a proactive approach to managing risk
by investing in specific companies that are taking ad-
vantage of the changes in their operating environ-
ment to create long-run opportunities for their busi-
nesses. Our long-term performance results demon-
strate the effectiveness of our disciplined investment
approach.*

As always, we continue to monitor domestic and in-
ternational political and economic developments as
they unfold. As a result, from our long-term perspec-
tive, ongoing equity market volatility continues to
revolve around numerous global macroeconomic and
geopolitical risks that we have elucidated upon in the
past. We closely monitor these, as well as other, risks
when managing Windward's portfolios of investments.
Since we take a long-term view, we typically do not
react to short-term financial market fluctuations driv-
en by near-sighted market participants. However,
should there be a change in the global macroeconom-
ic indicators and/or corporate fundamentals that we
monitor, we are prepared to take whatever action is
necessary to help protect our clients’ capital.
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Slowly Slowing

Prior to the recent self-inflicted financial market tur-
moil and trade disruption caused by the Trump Ad-
ministration’s tariff announcements, the U.S. econo-
my was on track to reach an “immaculate disinfla-
tion” outcome, whereby inflation decreases without
causing a recession or significant unemployment in-
creases. Indeed, economic trends that we have dis-
cussed in detail with you in previous Windward Quar-
terly Reviews remained primarily intact through the
Second Quarter of 2025:

Inflation

As we have discussed for some time now, several
economic and industry-specific indicators suggest
that U.S. inflation has peaked as a result of tighter
financial conditions, ongoing progress in matching
supply/demand imbalances, a moderation in eco-
nomic growth, and demand destruction, among other
factots.

Over the 12 months ending in May 2025, total Per-
sonal Consumption Expenditures (PCE) prices rose
+2.3%—a significant decline from the June 2022
peak of +6.8%. Unfortunately, although there has
also been further progress in certain core inflation
statistics, some components appear to be persistent
and remain above the Fed’s +2% longer-run goal:
excluding the volatile food and energy categories,
core PCE prices rose +2.7% over the 12 months
ending in May 2025 (down from the February 2022
peak of +5.4%). In fact, the rate of both headline
and core PCE inflation znereasedin May 2025 com-
pared to April’s results with goods prices reversing
their previous declines.

Encouragingly, though, after peaking at +6.48% year
-over-year in September 2022, “supercore” inflation
(inflation in core Services other than Housing)—
which constitutes more than half of the core PCE
index and may be the most important category for
understanding the future evolution of core infla-
tion—has gradually declined nearly every month

since then and is at a current rate of +3.02% year-
over-year as of June 2025.

Increased tariffs are likely to put upward pressure on
prices, however. There is considerable uncertainty,
though, about the timing, size, and duration of these
effects. It might take some time for the effect of
higher tariffs to be reflected in the prices of final
goods because companies might choose not to raise
prices on affected goods and services until they have
run down inventories of products imported before
the increase in tariffs or because it would take some
time for tariffs on intermediate goods to work their
way through the supply chain. Upward pressure on
prices could be greater if tariffs disrupt supply chains
or act as a drag on productivity.

Employment

In our view, the U.S. employment situation remains

solid.

After the most recent Bureau of Labor Statistics
benchmark revisions, U.S. payroll growth, on a three-
month moving average basis, declined from 176,000
per month in January 2024 to 150,000 per month in
June 2025, a rate of growth that is consistent with
sustaining a low level of unemployment.

Even after accounting for these lower numbers, how-
ever, the U.S. employment situation remains robust,
and the big picture remains relatively unchanged: job
growth is slowing, but not collapsing. The unem-
ployment rate has risen, but layoffs remain low.

Indeed, June 2025 employment growth was stronger
than expected: the U.S. economy generated 147,000
new jobs, while the unemployment rate held steady at
4.1% (still near a historic low) compared to 3.7% in
January 2024. Monthly Nominal Average Hourly
Earnings growth is not accelerating and has remained
relatively steady at an average of +4.1% since the be-
ginning of 2023 (and was +3.7% on a year-over-year
basis in June 2025).

Despite the current stability of the labor market,
however, there have been indications of softening,
with a slowdown in hiring as several businesses pause
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employment decisions because of elevated uncertain-
ty. Immigration policies are also reducing the labor
supply. In addition, higher tariffs could put addition-
al pressure on labor demand.

Gross Domestic Product (GDP)

U.S. Real GDP increased at an annualized rate of
+2.4%, +3.1%, +3.0%, and +1.6% in the Fourth,
Third, Second, and First Quarters of 2024, respec-
tively. In the First Quarter of 2025, however, Real
GDP declined at an annualized rate of —0.5%; but the
decline may be the result of measurement issues, as a
surge of imports ahead of expected tariff increases
likely was not fully reflected in the data for invento-
ries and spending. Notably, Real Private Domestic
Final Purchases (PDFP)—which comprises PCE and
Private Fixed Investment, and which often provides a
better signal than GDP of underlying economic mo-
mentum—rose faster than Real GDP in the First
Quarter and increased at a +1.9% annualized rate.

In the Second Quarter of 2025, available economic
indicators suggest that Real GDP growth has im-
proved compared to the First Quarter: the Federal
Reserve Bank of Atlanta’s most recent GDPNow fore-
cast predicts that annualized U.S. Real GDP in-
creased by +2.6%, with private forecasters’ estimates
at around +1.5%.

Worryingly, though, U.S. Household Spending and
Income (adjusted for inflation) declinedin May 2025
after 7isingin April. This will make a negative contri-
bution to Real GDP for the Second Quarter.

Conporate Revenues and Earnings

Consensus revenues and earnings forecasts for com-
panies in the S&P 500 have declined over the course
of the year as global macroeconomic uncertainty has
increased. S&P 500 companies are currently ex-
pected to report year-over-year growth in revenues
and earnings of +4.2% and +5.0%, respectively, for
the Second Quarter of 2025, and +5.0% and +9.1%,
respectively, for calendar 2025. Although still posi-
tive, these are the lowest year-over-year growth rates
since the Fourth Quarter of 2023, and current trends

and high-frequency economic data indicate that these
growth rate estimates are at risk of further downward
revisions.

In terms of valuation, the forward 12-month Price-to
-Earnings (P/E) ratio for the S&P 500 is 22.9. This
P/E ratio is above the 5-year average of 19.9 and
above the 10-year average of 18.4. (It is also above
the forward 12-month P/E ratio of 20.2 recorded at
the end of the First Quarter.)

Although the available data suggest that the U.S.
economy has continued to grow at a solid, albeit
moderating, rate during the Second Quarter of 2025,
tariff policy continues to be the main overhang on
the outlook for the economy in the near to medium
term, with higher tariffs potentially leading to a rise in
inflation, slower output growth, and a higher unem-
ployment rate relative to current conditions.

The economic impact of tariffs is uncertain due to a
complex interplay of factors, including unpredictable
reactions from other countries, the potential for retal-
iatory tariffs, and the difficulty in predicting how
businesses and consumers will adjust to new price
levels. Furthermore, the lack of clear data on how
much each tariff will affect specific industries and
regions contributes to the uncertainty. Second-order
effects (i.e., longer-term and broader implications)
could also be significant.

In general, tariffs are likely to reduce household pur-
chasing power and increase firms’ input costs, slow-
ing demand and hiring. But the associated rise in the
unemployment rate could be tempered by more sub-
dued labor supply growth from less immigration.
Over the coming months, we expect the effects of
tariffs to show through more significantly, as invento-
ry frontloading wanes and tariffed goods hit the
shelves and enter firms’ production processes. Most
of the ensuing price and demand adjustments are
likely to take place over a few quarters, but uncertain-
ty—including about the ultimate size and impact of
tariffs—remains elevated, clouding the outlook.

As a result, we continue to see upside risks for infla-
tion and downside risks for economic growth and the
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labor market. Also, we cannot rule out scenatios
with larger and more persistent tariff effects on infla-
tion. At the same time, there are signs that it is tak-
ing longer for some new entrants in the labor market
to find jobs, and that firms are becoming more cau-
tious and selective in their hiring. We also continue
to see businesses pausing or delaying projects, espe-
cially large ones, in the face of high uncertainty. This
“wait-and-see” approach could slow activity further,
especially if risk sentiment in financial markets deteri-
orates. Geopolitical risks have also risen. And it is
too soon to assess the likely impacts of other changes
in government policy—including immigration, fiscal
policy, and the regulatory environment—on the evo-
lution of the economy in the near term.

Patience is a Virtue

Although we appear to be at the end of the current
monetary tightening cycle, it remains uncertain how
long restrictive monetary policy will remain in effect
given the persistence of certain components of infla-
tion. There are many reasons why inflation could
remain above the Fed’s +2% target for longer than
expected. For example, inflation could stay elevated
as a result of worsening geopolitical developments,
heightened trade tensions, more persistent shelter
price inflation, financial conditions that might be or
could become insufficiently restrictive, or U.S. fiscal
policy becoming more expansionary than expected.

As we noted in the Windward 2024 Fourth Quarter Re-
view, some economists have previously warned that
the economic proposals currently put forward by
President Trump—such as unilateral, non-targeted
tariffs, mass deportations, and unfunded tax cuts
combined with expansionary fiscal policy/stimulus—
could cause inflationary pressures to reignite.

From a policy perspective, it is essential that longer-
term inflation expectations remain anchored, a criti-
cal sign of the Fed’s credibility with the broader pub-
lic. At the same time, calibrating appropriate policy
is challenging in contexts when projections of infla-
tion call for a tighter policy stance while forecasts of

real economic activity call for a looser one. Fortu-
nately, currently-solid overall economic conditions
are enabling the Fed to take the time to carefully as-
sess the incoming data and their implications for the
economic outlook and the balance of risks to infla-
tion and economic activity before making any chang-
es to monetary policy.

Indeed, the recent back-and-forth in the Trump Ad-
ministration’s tariff policy, for example—and the po-
tential for more changes to come—validate the care-
ful approach that the Fed has taken since the begin-
ning of the year. The outlook could change signifi-
cantly as events unfold and the economic impact of
changes in various government policies comes into
sharper focus. Much will depend on whether the
“price shock” from tariffs dissipates quickly, without
derailing inflation expectations, and on whether the
associated slowdown in real activity is limited. For
now, however, current monetary policy is modestly
restrictive and well positioned to address a range of
possible outcomes, in our opinion.

That being said, we would note that the Fed might
face difficult tradeoffs if elevated inflation proved to
be more persistent while the outlook for employment
weakened. If that were to occur, we believe that they
would consider how far the economy is from each
component of their dual mandate (i.e., price stability
and maximum employment) and the potentially dif-
ferent time horizons over which those respective
gaps would be anticipated to close in determining
which part of the mandate to focus on. Given that
the U.S. economy is currently operating at full em-
ployment, the Fed’s current focus is on price stability.

As a result, restoring price stability could require
maintaining a restrictive monetary policy stance for
some time because the historical record cautions
strongly against prematurely loosening policy—even
in an environment in which economic growth slows
and/or unemployment rises. This could increase the
risk of an economic recession. Although reducing
inflation could require a sustained period of below-
trend economic growth and softening of labor market
conditions, restoring price stability is essential to set
the stage for achieving maximum employment and
stable prices over the longer run. At the same time,
monitoring risks and the responsiveness of economic

Page 6



Windward Capital 2025 Second Quarter Review

activity to interest rate changes will be important
guides in adjusting the pace—and duration—of that
transition.

That is why the Trump Administration’s attempts to
impair the Fed’s independence are so feckless. With
the potential for inflation and unemployment to sim-
ultaneously increase as a result of the Administra-
tion’s misguided trade and economic policies, this is
exactly the moment when financial market partici-
pants want a central bank setting monetary policy ab-
sent pressure from the political sector. Cutting short-
term interest rates into such an economic environ-
ment could lead to even higher inflation, higher inter-
est rates, higher unemployment, and slower growth—
the worst of all worlds. The ability for monetary poli-
cymakers to retain their credibility and focus on long-
er-term economic goals such as price stability and
maximum sustainable employment creates a founda-
tion upon which inflation expectations remain well
anchored, thereby increasing the confidence of finan-
cial market participants.

Noise vs Signal

The sweeping tariffs announced by U.S. President
Donald Trump on April 02, 2025—along with the
subsequent postponements and retaliations—have
unleashed an enormous amount of global uncertainty.
This uncertainty has created short-term chaos in the
financial markets and global trading system and is
negative for the near-term economic outlook.

Despite this uncertainty and resultant volatility, the
broader, more important, context, in our view, is the
recognition that current trade tensions are the result
of a disconnect between the needs of individual econ-
omies and the needs of the global system that have
built up over decades. We have discussed these is-
sues in great detail over many years in previous Wind-
ward Quarterly Reviews. However, as investors who
take a long-term view, we believe that it is important
to reiterate the larger systemic factors associated with
the dysfunction of the current global trade environ-
ment.  This should help to better differentiate

“signal” from “noise” as it relates to the events cur-
rently impacting the financial markets.

In our opinion, the root causes of global trade imbal-
ances—and the tensions they create—are domestical-
ly-based and deeply structural: in other words, they
stem from policies that determine how income and
wealth are distributed within countries.
country’s internal imbalances can drive its external
imbalances (which, in turn, must drive the imbalances
of its trading partners), the struggle over “who gets
what” within a country inevitably spills over into trade
and financial conflicts with other countries.

Because a

This framework helps to explain today’s trade ten-
sions: the rising protectionism and contraction in
global trade that we have seen in recent years are the
almost-inevitable consequences of large trade surplus-
es driven by industrial policies that distort the distri-
bution of income within major surplus economies
(e, “beggar thy neighbor” mercantilist trade poli-
cies).

In countries like China and Germany, these policies
have long suppressed the income of workers and
households relative to production in order to boost
manufacturing growth. When a large share of nation-
al income is captured by either the corporate sector,
the wealthy, and/or the government (and not redis-
tributed to households), the production side of the
economy may benefit, but domestic consumption will
be too weak to absorb the bulk of what is produced.
(That is because consumption weakness is the ob-
verse of transfers that subsidize production.)

We believe that there are only limited ways to address
the resulting excess supply. In our opinion, the best
way—but often the most difficult to implement polit-
ically—is to reverse the original policies that prevent-
ed wages from rising in line with overall productivity.
A second way is to boost domestic investment (but
this is often hard to do, especially in countries like
China that suffer from many years of overinvestment
in property, infrastructure, and manufacturing capaci-
ty). A third way is to cut back on production and al-
low unemployment to rise—something no govern-
ment wants to see. A fourth way is to boost con-
sumption by increasing household or fiscal debt.
And the fifth way, of course, is to externalize the do-
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mestic costs by exporting the excess to trading part-
ners.

It is the fifth way that characterizes today’s global
trade imbalances, with large trade surpluses that re-
quire the rest of the world—particularly countries
such as the United States and the United Kingdom,
whose capital markets accommodate global surplus-
es—to run corresponding trade deficits.

The critical point of this analysis is to recognize that
trade imbalances are largely the result of a country’s
internal decisions about how to allocate income.
When wages are too low relative to productivity—
and when household consumption is systematically
repressed—countries end up relying on foreign de-
mand to sustain their output.

The U.S. runs chronic trade deficits, in other words,
not because it is intrinsically unable to compete glob-
ally, but because it has allowed itself to become the
“consumer of last resort” in a world in which other
major economies suppress domestic demand. The
process by which it must play this role is also the
process by which its manufacturing sector becomes
less able to compete globally.

This imbalance has profound implications, especially
for the U.S. It means that American debt levels must
increase if the country is to avoid a rise in unemploy-
ment. It also means its manufacturing sector suffers
long-term erosion. And finally, it exacerbates income
inequality within the U.S. itself. As jobs are off-
shored and production weakens, lower- and middle-
income Americans see stagnant wages and limited
opportunity, while capital owners benefit from
cheaper imports and rising asset prices.

The global landscape appears to be shifting, however.
The Trump Administration has stated its intention to
pursue aggressive industrial policies that aim to re-
build domestic manufacturing and create high-quality
jobs. Europe is considering similar initiatives. Mean-
while, China is attempting to reduce its dependence
on exports and boost domestic demand—but with
mixed results, as household income growth remains
sluggish.

These changes in the deficit economies (like the U.S.)
reflect a growing recognition that production matters
and that trade imbalances are unsustainable if one
side consumes more than it produces while the other
side produces more than it consumes.

In our opinion, in order to create a more stable and
equitable global trading system, countries—especially
surplus countries like China—must focus on raising
domestic consumption through more equitable in-
come distribution. This means higher wages, strong-
er social safety nets, better public services, and re-
duced credit support for politically-favored indus-
tries—the opposite of what created those surpluses in
the first place.

We believe that this transition will not be easy be-
cause the most powerful parts of the economy are
precisely those that benefited the most from policies
that created the imbalances. As Japan showed in the
two decades after 1990, a rebalancing of demand to-
ward greater domestic consumption also means an
undermining of the manufacturing share of the econ-
omy. Because countries that run persistent manufac-
turing surpluses are also countries in which the manu-
facturing share of GDP tends to be much higher than
the global average, a contraction in their manufactur-
ing shares is likely to be especially painful—and espe-
cially difficult to manage politically.

But what are the alternatives? If the U.S. decides to
get serious and strategically commit to reversing the
long-term decline in its share of global manufacturing
and to reduce its trade deficit, the rest of the world
has no choice but to adapt. This means either that
surplus countries must reduce their surpluses and ac-
cept the consequences of globally less-competitive
manufacturing sectors, or that some other region of
the world (e.g., emerging markets or “connector”
countries that sell on to the U.S.) must replace the
US. as the global consumer of last resort and, as
such, must allow its own version of industrial decline.

There is no question, in our opinion, that an Ameri-
can withdrawal from global trade—the gradual clo-
sure of the world’s largest consumer market and larg-
est capital market—would impose significant costs at
first on the rest of the world and eventually on the
US. itself. Importantly, if the U.S. retreats from its
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traditional role without agreeing on a new set of rules
with the rest of the world, global trade will become
unstable and increasingly contentious as countries try
to shift the burden of adjustment elsewhere.

We do not believe, however, that the Trump Admin-
istration has this strategic vision. While the Admin-
istration’s tariff policies may end up offering a short-
term boost to particular domestic industries, they fail
to address the root causes of these trade imbalances.
In our view, the “noise” of the bilateral tariff an-
nouncements distracts from and obfuscates the un-
derlying “signal” of the systemic issues associated
with the current global trade dysfunction. A broader,
systemic economic strategy would provide a much
more sustainable long-term solution but would also
require significant policy shifts and international co-
ordination. In our opinion, a balanced approach that
combines strategic tariffs with deeper structural re-
forms could provide a more effective path forward
for U.S. trade and industrial policy. The key question
remains: will the current Administration’s policymak-
ers be willing to adopt such a nuanced strategy, or
will economic nationalism continue to dominate the
trade debate? Unfortunately, the latter seems more
likely at the moment.

Indeed, as demonstrated by their actions to date, we
remain skeptical that the current Administration is
truly serious about systemically re-shaping the global
trade environment and reducing the U.S. trade deficit.

Global economic and trade statecraft requires genu-
ine expertise: trade policies cannot be developed by
political appointees with limited understanding of
supply chains, technology constraints, and market
dynamics. Trade decisions should be stress tested
before deployment: this means conducting serious
vulnerability assessments, gaming out responses and
counter-responses, and honestly evaluating whether
the expected benefits justify the costs. Relationships
matter: the probable impact on relationships with
allies and partners should be considered before un-
dertaking major trade policy changes that affect glob-
al markets.

At the moment, none of these strategic characteristics
appear in evidence. Instead, there has been a lot of
“noise” which has created significant uncertainty and

volatility that are negative for the global macroeco-
nomic outlook.

Made in China

“Made in China 2025 was unveiled in 2015 by Chi-
nese policymakers as a sweeping industrial policy to
transform the country into a global leader in ad-
vanced manufacturing by 2025. The policy aimed to
reduce the country’s reliance on foreign technology,
enhance domestic innovation, and build global com-
petitiveness (and competitors) in strategic industries
such as robotics, semiconductors, and new energy
vehicles.  The policy signaled a further shift away
from market economy norms, with China reinforcing
government control and implementing discriminatory
industrial policies to support local companies and
reduce market access to U.S. and other non-Chinese
firms. None of this was entirely new, however: as
early as 2010, China was intensifying efforts to reduce
reliance on foreign technologies and promote
“indigenous innovation” through industrial policies.
However, this new policy statement marked a signifi-
cant escalation of these long-standing practices.

In 2024, Chinese President Xi Jinping announced that
the country would focus on “new, quality productive
forces”—a shorthand for Xi’s vision of economic
growth underpinned by China’s increasingly-
advanced manufacturing industries. The idea was to
spur innovation and growth through massive invest-
ments in manufacturing—particularly in technology
and clean energy—as well as through robust spending
on research and development.

As a result, China has become increasingly competi-
tive—and, in some cases, dominant—across numet-
ous advanced technologies, including solar panels,
wind turbines, battery materials, and electric vehicles.
It is fast catching up in computer chips, artificial in-
telligence, and autonomous vehicles and is targeting
nuclear fusion, quantum computing, hydrogen, space-
craft, and bio-manufacturing.
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As China approaches its next five-year planning peri-
od (2026-2030), the country’s latest five-year develop-
ment blueprint is being drafted to sharpen its com-
petitive edge and address weak links laid bare by the
recent trade conflict with the United States. As a re-
sult, China is expected to continue putting greater
emphasis on high-tech advancements and manufac-
turing resilience, as well as the development of future
and frontier industries, while upgrading traditional
manufacturing sectors. President Xi himself has said
that self-reliance in advanced manufacturing is the
right path for China and the bedrock for its future
economic development, sending a clear message on
Beijing’s commitment to extending “Made in China”
advantages as external uncertainties weigh on the
economy.

Our assessment of the results to date indicates that
the policy has indeed driven substantial progress in
building large industrial sectors, even as this success
has been mitigated by continuing dependencies, par-
ticularly in high-tech components and specialized im-
ports. At the same time, China has successfully creat-
ed reverse dependencies—areas where the world in-
creasingly relies on Chinese firms and China-based
production. While this has long been the case in low-
and mid-tech sectors, it is now extending into high-
tech areas like electric vehicles, solar energy, and tele-
communications and is reshaping competitive dynam-
ics in industries ranging from clean technologies to
robotics.

In addition, overlapping technological achievements
across sectors have arguably created a reinforcing ef-
fect that will amplify China’s progress and grip over
global supply chains in the years to come. Strengths
in foundational technologies such as advanced mate-
rials, semiconductors, and artificial intelligence cata-
lyze advancements in downstream applications like
robotics, new energy vehicles, and telecommunica-
tions. These will likely continue to accelerate innova-
tion and competitiveness in the future and may posi-
tion China to deepen its influence across a wide range
of strategic sectors globally.

But despite important areas of consequential success,
Beijing’s industrial policies have had unintended con-
sequences, particularly for economic growth post-
COVID. China’s industrial policy ecosystem has led

to profound waste, as local governments piled in
with duplicative and inefficient projects. Over the
past decade, total factor productivity growth has
stagnated and overall economic growth has slowed as
the government struggles to transition the economy
to a more sustainable model. The emphasis on in-
dustrial policy has also contributed to a stall in
broader economic reforms, straining relations with
China’s key partners. Beijing’s systemic bias toward
supporting producers over households or consumers
has created a growing imbalance between domestic
supply and demand, especially in sectors like auto-
mobiles, EV batteries, and legacy semiconductors,
creating deflationary forces via competitive involu-
tion that appear as if they are becoming increasingly
entrenched. This industrial overcapacity has also
contributed to a rapidly expanding trade surplus (a
record $1 trillion in 2024), thereby intensifying fric-
tion with China’s trading partners and adding pres-
sure to its innovation and industrial ecosystems.

The movement toward technological self-sufficiency
without a concomitant rise in domestic consumption
has further exposed the country to trade shocks and
to the volatilities of the external economy (while re-
ducing significant technological dependency on the
U.S., China has not reduced economic dependency
on exports via the global trading system). At the
same time, local governments are grappling with the
mounting fiscal costs of these policies, forcing diffi-
cult trade-offs in their expenditures and further ex-
posing the economic strains of this approach. The
real estate sector—which, at its peak, represented
almost 30% of the Chinese economy—continues to
struggle after the largest property bubble in recorded
history burst several years ago. Consumer sentiment
remains low post-COVID, and unemployment—
especially among the youth demographic—is prob-
lematic.

As we have discussed in detail in the past, in order to
put growth on a more sustainable footing over the
next decade, China needs to redistribute income in
ways that allow the Chinese economy to rely more
on domestic demand to drive growth and less on
nonproductive investment and huge trade surpluses.

China’s domestic demand is very weak because—as
almost everyone now acknowledges—households
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retain (in the form of wages, interest, and transfers) a
very low share of what they produce. That is why
they consume a very low share of GDP. That is also
why China relies so heavily on its trade surplus to
support its manufacturing sector, which represents an
extraordinarily high share of China’s GDP. Without
the net foreign demand contributed by its trade sur-
plus, the economy would slow sharply.

But the international competitiveness of China’s
manufacturing sector is itself dependent on the low
share of GDP retained by Chinese households. That
is because of the huge direct and indirect transfers
from the household sector that subsidize manufactur-
ing costs.

This creates a conundrum: In the medium term, Chi-
na must increase domestic demand, which it can only
sustainably do by reversing these transfers and in-
creasing the share of GDP retained by Chinese
households. But, as it does so, its manufacturers can
no longer maintain their international competitive-
ness. So China’s trade surplus will drop—partly be-
cause Chinese will consume more, but mainly, in the
short term, because Chinese manufacturers will sell
less.

The solution to China’s deficient domestic demand,
in other words, can only come at a short term cost to
its manufacturing sector. And given the sheer size of
its manufacturing sector—which policymakers con-
tinue to want to expand—that would be extremely
painful for the overall Chinese economy. This is not
just a Chinese problem, by the way: it is a problem
for all manufacturing surplus economies. Japan has
been wrestling with this for over 30 years; Germany
and South Korea are currently struggling to resolve it;
and the U.S. suffered through it in the early 1930s. In
every case, an economy that must raise the wage
share of GDP to rebalance domestic demand cannot
do so without a short-term manufacturing contraction,
made worse by the fact that the manufacturing share
of the economy is disproportionately high.

Every historical precedent suggests that China will
only be able to regain sustainable economic growth
by rebalancing domestic demand from investment
(whether it is property, infrastructure, or manufactur-
ing) to consumption. The transition will be difficult

because this redistribution will undermine the eco-
nomic and financial institutions that underpin China’s
manufacturing competitiveness and its government-
led investment. But any other “solution” is tempo-
rary, in our opinion. Ultimately, we believe that this
rebalancing is the only approach that will work over
the long term.

This is the Way

We believe that our strategy during the current in-
vestment environment remains consistent with the
investment strategy that we have followed in the
past—essentially: to invest in high-quality businesses
at the right valuations and hold them for as long as
they remain high-quality businesses. In addition, we
continue to believe that the long-term secular invest-
ment themes that we have previously identified re-
main intact.

Our investment process utilizes a combined top-
down/bottom-up approach whereby, based upon our
analysis of the components of global macroeconomic
GDP, we identify a variety of investment themes,
both secular and cyclical, that drive further funda-
mental analyses of individual businesses that meet our
investment criteria. Currently, some of our invest-
ment themes include:

Rise of The Rest
Globalization and the development of the
middle class in emerging markets is a long-
term secular trend.

Disruptive Innovation
Companies that are disruptive innovators may
be well positioned to outperform their peers
in the current economic environment.

Regutation
Information Technology regulation,
Healthcare reform, Infrastructure investment,
and Climate Change policy are all currently
areas of government focus, and the economic
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sectors within these areas may, therefore, be
subject to challenges or opportunities based
upon how successful the government is in
implementing its programs.

Continned De-leveraging
De-leveraging and the shrinking of private
and public balance sheets will be a multi-year
process that will restrain global macroeco-
nomic growth.

The Great Unwind
The eventual “normalization” of monetary
policy may result in unforeseen and unintend-
ed consequences.

China Rebalancing
The rebalancing of China’s economy from
investment- to consumer-driven has signifi-
cant global macroeconomic ramifications.

Supply and Demand
Global macroeconomic growth remains ane-
mic due to a surfeit of supply and a dearth of
demand.

Demographics
Demographically, the aging of the popula-
tions of the developed, and some developing,
economies will have important implications
for future demand growth and entitlement
costs.

As you know, we do not predict, nor does your Wind-
ward portfolio own, “the market.” Instead, we seek to
mitigate market risk and generate excess returns by
making long-term investments in individual business-
es with the following underlying fundamental charac-
teristics:

Quality
Dominant, financially strong, leading compa-
nies with established managements, high in-
cremental returns on invested capital, and
business models with competitive advantages

Growth
Companies with predictable and sustainable

above-average growth in revenue, earnings,
and free cash flow

Valne
Companies that are undervalued on either an
absolute or relative basis, based upon our
projections of future cash flow and earnings

Our goal, as always, is to identify those companies
and invest in them for your Windward portfolio. Our
risk averse approach to managing your investments
causes us to take a more measured and unemotional
view of extremes in bullish or bearish sentiment and
find ways to potentially outperform the market with
less volatility by focusing on specific companies’ fun-
damentals.

Windward's portfolios of individual businesses, with
their own company-specific fundamental dynamics,
are continuing to thrive and prosper, in our opinion.
In the short term, this fact may be obscured by
“market action”—which results in highly-correlated
security price movements during periods of increased
volatility—and/or the negative influences of ETFs,
asset allocators, speculators, and algorithmic trad-
ers—whose focus is on baskets of securities or on
stock symbols, not on underlying business model
fundamentals. =~ However, financial history has
shown, time and again, that, over the long term, in-
vestors are often rewarded by being owners of these
types of companies.

We believe that the “indices” will become less rele-
vant as time goes on and that successful wealth crea-
tion and capital preservation in the years to come will
become increasingly dependent upon the identifica-
tion and ownership of those businesses that, alt-
hough possibly impacted by exogenous events in the
short run, remain relatively immune to these global
macroeconomic issues over the long run due to their
own underlying growth dynamics.

We remain exceedingly optimistic on the prospects
for the individual companies that we own in Wind-
ward portfolios and encourage you to contact us
should you have any questions or concerns.
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Sources:
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Bloomberg
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Central Committee of the CCP

Congressional Budget Office
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FactSet
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International Monetary Fund

Organisation for Economic Co-
operation and Development

Reuters

The World Bank

U.S. Bureau of Economic Analysis

U.S. Bureau of Labor Statistics

U.S. Congtress

U.S. Department of the Treasury

U.S. Federal Reserve

U.S. White House
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* There is no guarantee that the investment objectives
presented in this newsletter will be achieved. Moreover,
the past performance is not a guarantee or indicator of
future results.

Information provided is based on matters as they exist
as of presentation of this material and should not be
relied upon for future investment decisions.

This document does not constitute advice or a recom-
mendation or offer to sell or a solicitation to deal in any
security or financial product. It is provided for infor-
mation purposes only and on the understanding that
the recipient has sufficient knowledge and experience
to be able to understand and make their own evaluation
of the proposals and services described herein, any risks
associated therewith and any related legal, tax, account-
ing or other material considerations. To the extent that
the reader has any questions regarding the applicability
of any specific issue discussed above to their specific
portfolio or situation, prospective investors are encour-
aged to contact Windward Capital or consult with the
professional advisor of their choosing.

Certain information contained herein has been obtained
from third party sources and such information has not
been independently verified by Windward Capital. No
representation, warranty, or undertaking, expressed or
implied, is given to the accuracy or completeness of
such information by Windward Capital or any other per-
son. While such sources are believed to be reliable,
Windward Capital does not assume any responsibility
for the accuracy or completeness of such information.
Windward Capital does not undertake any obligation to
update the information contained herein as of any fu-
ture date.

Any indices and other financial benchmarks shown are
provided for illustrative purposes only, are unmanaged,
reflect reinvestment of income and dividends and do
not reflect the impact of advisory fees. Investors cannot
invest directly in an index. Comparisons to indexes have
limitations because indexes have volatility and other
material characteristics that may differ from a particular
hedge fund. For example, a hedge fund may typically
hold substantially fewer securities than are contained in
an index.

Certain information contained herein constitutes
“forward-looking statements,” which can be identified
by the use of forward-looking terminology such as
“may,” “will,” “should,” “expect,” "anticipate,” “project,”
“estimate,” “intend,” “continue,” or “believe,” or the neg-
atives thereof or other variations thereon or comparable
terminology. Due to various risks and uncertainties, ac-
tual events, results or actual performance may differ
materially from those reflected or contemplated in such
forward-looking statements. Nothing contained herein
may be relied upon as a guarantee, promise, assurance
or a representation as to the future.
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HAS YOUR FINANCIAL CONDITION
CHANGED?

Portfolio decisions are based on an individual’s in-
come requirements, tax bracket, time to retirement,
risk tolerance, and other characteristics. If your fi-
nancial condition has changed, such as your invest-
ment objectives, risk tolerance, time horizon, or em-
ployment status, please notify us in writing immedi-
ately, as this may impact how we manage your ac-
count. Additionally, if you would like to place rea-
sonable restrictions on the way we manage your ac-
count, or revise any existing restriction, please notify
us in writing immediately. We strive to prepare a
portfolio that meets each investor’s objectives, and
the more information we have, the better the job we
can do. If you have any questions regarding your
portfolio, your asset allocation, or any investment
within your portfolio, please let us know.

THE FUTURE IS NOW

As you may know, we post a weekly commentary on
our website most Friday afternoons. We only mail
some of these comments out when markets are par-
ticularly unsettled. Please be aware that these notes
will continue to be available on-line at
www.windwardcapital.com under “Commentary.”

We encourage you to log into your account at your
custodian for real-time, updated account information.
If you need assistance, please call our Operations De-
partment at (310) 893-3000.

If you would like to receive a copy of our Form ADV
Part IT or Form CRS free of charge, please email Jere-
my Johnson at : johnson@windwardcapital.com, or
call him at our main number: (310) 893-3000.
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NOTES
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