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IS THE FIRST QUARTER NEGATIVE GDP PRINT A CAUSE FOR CONCERN?

Today’s US GDP data was worse than expected—in fact, growth turned negative for the first time since
2022—leading to a resurgence of market volatility. While the negative GDP datapoint can be
disconcerting, this is a situation where the headlines do not tell the full story. Q1 GDP was unusually
messy due to pre-tariff inventory building, pushing the aggregate number into the red. Our central
message is that a recession is not a foregone conclusion, although the odds are higher than before.

WHAT HAPPENED WITH GDP IN Q1?

Heading into today’s Bureau of Economic Analysis’ report on Q1 gross domestic product—the broadest
measure of economic activity—expectations had already been tempered by the trade war. Consensus had
called for GDP to expand a mere 0.4%, compared to 2.4% in Q4 2024, but the actual print was even worse
than that: -0.3%. This means the US economy shrank (very slightly), for the first time since Q1 2022.

So, why did GDP decline? The answer is: a surge in imports, the highest rate since Q3 2020. This was a direct
result of the trade war initiated by the White House’s tariffs (which we wrote about on April 3 and again on
April 9). You may be asking: how could the trade war affect the economy before anyone knew what the
tariffs would be? It was precisely that tariff uncertainty that led businesses to front-run the tariffs, in other
words pre-buy as many imported products as possible from January through March. When imports rise, that
results in a subtraction from reported GDP, and that is what happened in Q1. Net exports (exports minus
imports) subtracted 4.8% from GDP, the most on record. If, hypothetically, imports had been at a more
normalized level, GDP growth would have been in positive territory.

Looking at the other line items that collectively make up GDP, consumer spending, which is more than two-
thirds of the economy, was up 1.8%, slower growth than in Q4, but still healthy: in other words, not signaling
a recession. Investment was also a bright spot, even though government spending was down (initial impact
from DOGE’s cuts). Taking this into account, when some of the ‘noisy’ tariff-related impacts are stripped out,
domestic demand in the US remained solid. A metric of this—real sales to private domestic producers—
grew 3%, suggesting that the economy remains healthy despite the headline GDP drop.
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GIVEN THE Q1 GDP DECLINE, IS THE US ECONOMY ON THE PRECIPICE OF A RECESSION?

The answer is: we do not think so. Despite the Q1 print, it remains our base case that the US economy will
be able to avoid a recession in 2025. As we mentioned above, much of the Q1 weakness was attributable to
GDP accounting as tariff-related front running weighed on net exports. There were also some transitory
factors: a colder winter along the East Coast, a relatively severe flu season, and the California wildfires.

Tariff-related impacts—pulled-forward spending and reduced investment due to policy uncertainty—will be
headwinds to growth over the coming months, but this has already been reflected in our reduced full-year
2025 forecast for GDP growth: ~ +1.0% vs. +2.4% at the start of the year. When we look at real-time
indicators, they continue to suggest that the economy is on solid footing. From a labor market perspective,
withholding taxes growing 5-6% YoY and historically low jobless claims are in good shape. For the
consumer, banks and credit card companies (e.g., Visa, Capital One) throughout the Q1 earnings season
have highlighted that consumer fundamentals have remained resilient, and spending has actually picked
up in recent weeks despite tariff-related concerns. This is consistent with activity metrics, as TSA screenings
(air traffic) have accelerated in recent weeks and are now growing 4% YoY; restaurant bookings remain up
4% YoY; and hotel occupancy is in line vs. one year ago. Unless and until we see a significant downturn in
the labor market—which is not our base case at this point—we believe that consumer spending will remain
positive, albeit slower than last year.

If, however, a recession were to take place, it would likely occur quickly. On average, the final quarter of
growth before the recession begins has seen +2.6% growth; by contrast, the first quarter of recession has
averaged -3.5%. In other words, the economy can turn on the proverbial dime. This is why following real-
time indicators is so critical for determining the short-term trajectory of the economy and any noticeable
change in activity. If a recession were to occur, we would expect it to be mild and short-lived by historical
standards as there are few excesses in the economy (e.g., inventories/valuations); consumers and
businesses remain on solid footing; and we expect factors such as midterm elections and the World Cup
should help boost spending into 2026.

DOES THE GDP FIGURE IMPACT YOUR EQUITY VIEW?

It was not surprising to see increased volatility to start the morning on the back of the GDP print. After
rallying ~12% from the lows set on April 8, the S&P 500 had moved to the upper end of our expected near-
term trading range of 5,100-5,600. While full-year 2025 earnings estimates have been revised 3% lower since
the start of the year, we expect further downside to estimates toward ~$250-$255 as the impacts from tariffs
(on margins and sales) gradually materialize. As earnings come in, and it takes time for trade deals to be
negotiated, we expect volatility to remain elevated. However, as mentioned earlier, our base case remains
that the US economy will be able to skirt a recession, and earnings growth will remain positive: $250-$255 in
EPS equates to 3-5% EPS growth from 2024. With that in mind, we expect the market to trend higher toward
our year-end target of 5,800. However, if a recession were to materialize, the market would likely re-test the
April lows as the S&P 500 typically declines ~24% on average during a mild recession.

THE BOTTOM LINE

The fact that Q1 GDP unexpectedly turned negative has reignited market volatility, but we need to look past
the headlines. The US economy retains many fundamental positives, despite the trade war’s impact, with
consumers in particular showing resilience. If, as we believe, a recession can be avoided in 2025, that
should support further recovery in the equity market as the year progresses.
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DISCLOSURES

All expressions of opinion are those of Investment Strategy and are subject to change. This information should not be construed as a
recommendation. The foregoing content is subject to change at any time without notice. Content provided herein is for informational purposes only.
There is no guarantee that these statements, opinions or forecasts provided herein will prove to be correct. Past performance is not a guarantee of
future results. Indices and peer groups are not available for direct investment. Any investor who attempts to mimic the performance of an index or
peer group would incur fees and expenses that would reduce returns. No investment strategy can guarantee success. Economic and market
conditions are subject to change. Investing involves risks including the possible loss of capital.

The information has been obtained from sources considered to be reliable, but we do not guarantee that the foregoing material is accurate or
complete. Diversification and asset allocation do not ensure a profit or protect against a loss.

S&P 500 | The S&P 500 Total Return Index: The index is widely regarded as the best single gauge of large-cap U.S. equities. There is over USD 7.8
trillion benchmarked to the index, with index assets comprising approximately USD 2.2 trillion of this total. The index includes 500 leading companies
and captures approximately 80% coverage of available market capitalization.

SECTORS | Sector investments are companies focused on a specific economic sector and are presented here for illustrative purposes only. Sectors are
subject to varying levels of competition, economic sensitivity, and political and regulatory risks. Investing in any individual sector involves limited
diversification.

FOR CLIENTS IN THE UNITED KINGDOM | For clients of Raymond James Financial International Limited (RJFI): This document and any investment to
which this document relates is intended for the sole use of the persons to whom it is addressed, being persons who are Eligible Counterparties or
Professional Clients as described in the FCA rules or persons described in Articles 19(5) (Investment professionals) or 49(2) (high net worth companies,
unincorporated associations, etc.) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended)or any other person
to whom this promotion may lawfully be directed. It is not intended to be distributed or passed on, directly or indirectly, to any other class of persons
and may not be relied upon by such persons and is, therefore, not intended for private individuals or those who would be classified as Retail Clients.

FOR CLIENTS OF RAYMOND JAMES INVESTMENT SERVICES, LTD. | This document is for the use of professional investment advisers and managers
and is not intended for use by clients.

FOR CLIENTS IN FRANCE | This document and any investment to which this document relates is intended for the sole use of the persons to whomiit is
addressed, being persons who are Eligible Counterparties or Professional Clients as described in "Code Monetaire et Financier" and Reglement
General de ['Autorite des marches Financiers. It is not intended to be distributed or passed on, directly or indirectly, to any other class of persons and
may not be relied upon by such persons and is, therefore, not intended for private individuals or those who would be classified as Retail Clients.

FOR CLIENTS OF RAYMOND JAMES EURO EQUITIES | Raymond James Euro Equities is authorised and regulated by the Autorite de Controle
Prudentiel et de Resolution and the Autorite des Marches Financiers.

FOR INSTITUTIONAL CLIENTS IN THE EUROPEAN ECONOMIC AREA (EE) OUTSIDE OF THE UNITED KINGDOM | This document (and any attachments
or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be submitted.

FOR CANADIAN CLIENTS | This document is not prepared subject to Canadian disclosure requirements, unless a Canadian has contributed to the
content of the document. In the case where there is Canadian contribution, the document meets all applicable CIRO disclosure requirements.

Source: FactSet
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