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Introduction and Overview

In our commentary published on December 17, 2024, we cautioned against market
over-optimism across a range of asset classes, including public equity and credit
markets. From the end of 2024 until early April 2025, we maintained our short bias by
allocating the proceeds from exiting certain positions to cash and cash equivalents and
selective credit shorts. In response to developments over the past few weeks, we have
adjusted our positioning to a neutral-to-long bias, while remaining flexible amid
continued market volatility.

Search of a New Goldilocks

The new US administration is in search of a “"new Goldilocks” situation, in which the
GDP-reducing effects of cuts in government spending would be offset by a shrinking
trade deficit. Over the past 3 years, we have pointed to various imbalances in the US
fiscal picture and remained skeptical about whether growth in the US economy was
sustainable or not, especially as it was fueled by government spending levels which
yielded federal deficits as large as 7% of GDP.

We have previously criticized the Federal Reserve’s decision to cut rates prematurely
while inflationary pressures persisted through much of 2024, leaving inflation elevated.
However, we have been encouraged by the backbone that the Fed has exhibited over
the past 6 months.

Based on the announcements from the new administration, we believe that their policy
mix is in search of a new equilibrium with the dual aims of lowering inflation and
rebalancing the economy.

Potential Impacts of New Administration’s Policy

Mechanism GDP Inflation Employment Deficit Rates
. Creates incentive for Likely . . .
Tariffs production to move to US| Increase Higher Higher Lower | Mixed
Spendin Reduces government
P g spending and demand for [Decrease| Lower Lower Lower | Lower
Cuts / DOGE )
goods and services
Tax Cuts Stlmu_lates demand and Increase Ne_utral / Higher Higher | Higher
investments Higher
E“e.rgy Lowers costs for Increase| Lower Higher Lower | Lower
Policy consumer and businesses
Deregulation Lowers costs f_or Increase| Lower Higher Lower | Lower
consumer and businesses

Table 1


https://www.monachilfunds.com/s/Monachil-Credit-Income-Fund-Commentary-20241217.pdf
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Ambitious Plans for Rebalancing the US Economy

The current administration is embarking on an ambitious mission to rebalance the
economy, with the goal of lowering the deficits, while keeping inflation low and
spurring economic growth.

However, each policy on its own may not necessarily align with all of the objectives
(Table 1), which creates significant execution risk for the administration’s policies.

Take the tariff policy, for example, which not only introduces the possibility for both
benefits and costs but also could have a mixed impact on interest rates and increase
the likelihood of execution risk. For starters, tariffs could result in higher prices in
domestic (US) markets, but it is also possible that retaliatory measures, or a general
slowdown in the ex-US world economy, would result in lower energy and food prices
in the US. We are already seeing some evidence of deflation in energy prices and it is
worth noting that Chinese counter-measures during the first Trump administration
pushed food prices lower in the US.

Moreover, by generating new revenues for the government, tariffs could reduce the
amount of long-term debt issued by the Federal government, hence lowering treasury
supply and pushing rates lower. At the same time, the one-off impact of tariff policy
could push inflation higher and leave short-term interest rates elevated.

The key risk of this policy—perhaps more than others—lies in its execution. With the
outcome of trade negotiations uncertain, following through will require nerves of steel.

Tariff Revenues and Spending Cuts Aim to Reduce the Deficit to Sustainable
Levels

We expect the administration to try to lower the deficit from 7-8% of GDP during the
Biden/Yellen era to a more sustainable level of 3-4% of GDP by the end of its term.
Their unofficial plan relies on both raising revenues from tariffs and cutting government
spending. Throughout the campaign, and in their first months in office, administration
officials have talked about raising $1trn annually from tariffs and cutting $1trn of
government spending.

Though we are skeptical about the magnitude of the numbers, we believe the new
administration’s actions thus far indicate that both initiatives are headed in the right
direction. Even if reaching 50% of its stated goal in each objective, this policy mix
could reduce the deficit by at least $1trn, bringing it down to approximately 4% of
GDP.

Controversial Call: Tariffs Could Boost the GDP in the Long Term

I recently appeared on a brief segment of Bloomberg Surveillance with Tom Keeneto
discuss how tariffs, if executed correctly, could possibly help drive economic growth in
the US via an increase in GDP. All things being equal, GDP measures production (rather
than consumption), and tariffs could increase domestic production through two main
mechanisms in GDP:

1- Decline in Trade Deficit

2- Increase in (Domestic) Investments

Afterall, Gross Domestic Product (GDP) is commonly expressed using the simplified
formula:

GDP=C+I1+G+ (X—-M)


https://drive.google.com/file/d/1PIjv697X64CWdwyZkslVpmI8oVcNZrA5/view?usp=sharing
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Where:

C = Consumption; I = Investment; G = Government Spending; X = Exports; M =
Imports and the term (X—M) represents net exports, i.e., trade balance.

We will continue to discuss the administration’s policies and their effects in future
commentaries as their impact becomes evident across the economy.

Inflation Has Fallen and Remains Subdued Early in the Administration’s Term

Our overview of real-time CPI data from Truflation (Figure 1) shows that inflation has
shifted lower in March and remains low (below 2%). We will be keenly watching this
indicator over the next few weeks to see how the impacts of tariffs are filtering
through:
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Figure 1
Opportunity Set

At the time of writing this report, we are excited about the opportunity set currently
being presented to us. After two years of relentless spread tightening and leveraging
the rally to exit a few of our positions, we are participating in a marketplace with wider
spreads and renewed value in both liquid and private debt markets. Even the most
enthusiastic supporters of the new administration would have to concede that it is
reasonable to anticipate persistent uncertainty. With volatility as its trusty companion,
we expect this continued uncertainty will create a stream of unique opportunities for
Monachil.

Ali Meli
Portfolio Manager

Monachil Credit Income Fund

If you would like to subscribe to receive monthly commentary, please contact us at
ir@monachilpartners.com.


https://truflation.com/marketplace/us-inflation-rate
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DISCLOSURES

This information has been furnished as a courtesy by Monachil Capital Partners LP
(“"Monachil”). This document is for informational purposes only and does not constitute
an offer or solicitation by Monachil for any investment. The information set forth
herein does not purport to be complete and is subject to change. This information is
not to be reproduced or redistributed without the prior express written consent of
Monachil.

This document should not be the basis of an investment decision, an investment
decision should be based on your customary and thorough due diligence procedures,
which should include, but not be limited to, a thorough review of all relevant offering
documents as well as consultation with financial, legal, tax and regulatory experts.
Although the information provided herein has been obtained from sources that
Monachil believes to be reliable, we do not guarantee its accuracy, and such
information may be incomplete or condensed. The information is subject to change
without notice. No representation is made with respect to the information indicated
herein.

Statements made herein include forward-looking statements. These statements,
including those relating to future financial expectations or future opportunities, involve
certain risks and uncertainties that could cause actual results to differ materially from
those in the forward-looking statements. Prospective investors are cautioned not to
rely on these forward-looking statements and projections. Certain information
contained in this presentation constitutes opinions, or beliefs of Monachil, which may
be preceded by the terms “belief,” “opinion,” “consider,” “anticipate,” “seek,” or other
similar terms. Such statements of “opinion” merely represent Monachil’s state of mind
and should not be construed as a material statement of fact.



