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The Silver Bullet | Is the Free Lunch Over?

“You can fool some of the people all of the time, and all of the people some of the time, but you cannot
fool all of the people all of the time.”

- Abraham Lincoln

Over the past decades, China gave the United States a really good deal. Chinese manufacturers
exported inexpensive goods, allowing US consumers and firms to enjoy stable inflation and high
margins. Meanwhile, China reinvested part of its surplus into US Treasuries, becoming its major
holder.

But today, the United States’ exorbitant privilege appears at risk.

China accounts for a third of global manufacturing output, up from twenty percent a decade ago and
mid-single digits two decades ago. Moreover, Chinese manufacturers have moved up the value chain,
narrowing the gap between their products and Western ones in industrial goods, tech as well as
military technology, as shown by the recent India-Pakistan conflict. And since the first Trump
administration, China has been steadily reducing its holdings of US Treasuries.

China is already winning the manufacturing war. The Trump administration’s attempt to isolate China
might slow this process, but chances are that the gap in productivity, and the concentration of global
market share are already too large to reverse the process.

The US incentive is to counter China’s rise as quickly as possible, preventing it from getting close to
half of global manufacturing output and trying to gather its allies closer under its banner. China,
instead, is already winning. China’s incentive is to continue winning, slowly.

Understanding this shift in global power, and its ripple effects, is key for investors.

China has three choices in the near term. One option is to re-strike its deal with the US and accept to
fund US growth through more/longer purchases of US debt, for example, or through tariffs. The
second option is to fight a longer trade negotiation, which would reduce growth in the near term. The
third option is to find other trade partners.

The US and Western governments have fewer options. Tariffs have been a policy distraction, but they
are unlikely to generate substantial revenue. With rising inequality and fragile political consensus, the
only choice continues to be to keep spending. And so, the real driver of growth and inflation in the
US, the UK and Europe are fiscal deficits and loose monetary policy.

Ultimately, the question is whether the United States will remain able to run a persistent deficit and
fund it at low real interest rates. And if US Treasuries are gradually downgraded from safe-haven
status, then what are the implications for credit markets?

We draw on history as well as our experience to navigate this environment. We focus on geopolitical
alpha as well as fundamental and macro drivers. We see more volatility in the second half of the year
coming from rising term premia, increasing dispersion across sectors, and continued rotation from
US assets to the Rest of the World.
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We see several takeaways from recent policy developments.

First, US-China negotiations will continue, but with limited tolerance for economic pain. The
aim of Liberation Day tariffs is not just to rebalance trade, but to isolate China and preserve the US’
international dominance. However, the strategy has been poorly executed and backfired. The walk-
back by Trump on his most aggressive rhetoric and opening of bilateral trade negotiations, especially
with China, suggest that the US administration has reached its economic pain threshold. The ruling
by the Court of International Trade blocking most of the tariff hikes has introduced procedural
difficulties for the Trump administration, even though they have alternative ways to achieve a similar
impact. Taken altogether, the latest developments suggest the result will likely be a significant step-
down from peak tariff rates announced on the Liberation Day across countries.

US Feels Threatened by China's Manufacturing Capability Markets Moved Too Fast in Pricing a Recession
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Even in the case where tariff rates remain high for selective countries like China, the overall economic
impact is likely to be less severe than initially feared by markets. As shown by Yale research, over
the longer-run the increase in effective tariff rate will likely be lower than a simple trade-weighted
average, as US consumers will be substituting Chinese imports with goods from elsewhere with lower
tariffs. In other words, the US will likely see a few months of supply chain disruptions, but not a sudden
stop to trade. As a result, we think markets have moved too fast and too aggressive in pricing an
imminent recession. The latest Atlanta GDP _nowcast projection at 3.8% for Q2 2025 is one of the
indicators that suggest the US economy has so far stayed resilient.

Second, Western governments will keep spending. As we wrote in January, we see the Trump
administration’s 3% growth and 3% net deficit targets as incompatible; and that ultimately Trump
would sacrifice the deficit target for growth. In the US, a full-blown recession will be politically
untenable for the Trump administration before the mid-term elections. With the Fed in wait-and-see
mode given inflation risks, the government will need to rely on the fiscal lever to soften negative
growth shocks from policy uncertainty and capital exodus. As a result, fiscal deficit is likely to stay
persistent with Trump’s proposed tax cuts, and cost-saving measures like DOGE being more a
window-dressing exercise. According to GS Research estimates, the version of the Big Beautiful Bill
passed by the House will increase the budget deficit by around $250bn, or 0.8% of GDP per year
over the next few years. It is a meaningful increase, especially given that the current deficit is already
high at 6.8%.
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Across the Atlantic, Europe will structurally step up spending to boost domestic investment on defence,
infrastructure and energy, as we discussed before. Germany’s swift passage of the €500bn+ fiscal
deal marked a historic turning point and will likely be followed by higher spending from other countries
and at the EU level. Meanwhile, China will also continue domestic easing, both monetary and fiscal,
to shore up growth for a long fight against the US.
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Third, central banks’ independence will be increasingly challenged. Western central banks will
face a difficult balance between price stability and macro/financial stability. For now, the dilemma is
the most acute for the Fed with uncertainty over severity and persistence of growth shocks vs inflation
shocks from the tariffs. The other major central banks like the ECB and BoE face less upcoming
inflation pressure against rate cuts. The Fed so far has been cautious and resisted political pressure
to accelerate rate cuts. However, if there is another major macro shock or if growth deteriorates much
faster, it is likely that central banks will have no choice but to prioritise macro/financial stability and
ease. The BoJ, too, has often slowed the pace of hikes in the face of persistent inflation. The result
could be a de facto loosening of their inflation targets. In the extreme case, debt sustainability
concerns could outweigh central bank independence, for example with rising long-end yields forcing
a return to Yield Curve Control or Quantitative Easing.
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What are the implications for financial markets?

In a war economy where recessions are not allowed, inflation pressures are likely to return with supply
chain rerouting and continued fiscal spending. In a high inflation and high volatility environment, it is
important to have exposure to real assets and upside optionality. Fiat currencies are likely to
depreciate further as central banks could eventually choose maintaining macro/financial stability over
their current inflation targets. Government bonds will no longer act as a risk diversifier, as debt
sustainability fears surface, correlation with risk assets rises and inflation erodes real returns. Term
premia are here to stay, and curves will steepen.
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Credit has tightened back from April volatility, but there are still pockets of opportunities. This is
especially so for European credit, where positioning remains at record short vs US credit, as
historically investors tended to use European credit as the main hedging tool. However, this bias
could start to reverse with US exceptionalism fading and investors looking to diversify their capital
allocations. We see attractive opportunities in European credit given structural under-positioning,
stable corporate fundamentals and fiscal tailwinds. We see rising credit risk in US high yield.

Long Bond Returns over 20 Years Investors Are Still Short on Eurozone Credit
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Conclusions: Anti-Fragile Alpha

In our January investor letter this year (The Silver Bullet | War Economy) we anticipated the return of
geopolitical volatility, persistent deficits and inflation.

Today, we continue to believe that the major risk to the economy and markets lies not in the headline
noise from tariffs, but in the overheating from excess government spending, coupled with loose
monetary policy. As we discussed in our April webcast (Credit Webcast | April 2025 | Man Made
Mayhem), we continue to follow these guidelines to navigate this new regime:

1.

Invest alongside governments: government spending will stay elevated, akin to a wartime
period. European spending will target defence and strategic sectors - banking, telecoms,
infrastructure, and space. The combination of spending and strategic M&A will support these
sectors.

Assume no safe havens: government bonds are no longer a safe haven, and they will
increasingly move fogether with risk. Long term holders of US Treasuries like Canada or
Japan hold key negotiating cards. Term premia will rise, affecting risk assets, and we think
central banks will ultimately budge.

Own real upside: central banks will have to choose between price stability and financial
stability. The trade-off path between the two will increasingly narrow, as stagdflationary
pressures engulf the US and UK economy, in particular. Inflation will stay persistent.

Diversify into the Rest of the World: US assets are over-owned, while investors are record
short on RoW. Even a small shift in capital has a very large impact, given the ratio of market
capitalisation for US bond and equity markets vs RoW. Diversify before it’s too late.

Stay in liquid assets: the optionality value of being able to invest in times of fear is equal to
a multiple of the - now slim - returns available in less liquid assets. Locking capital up is
incredibly expensive. Stay nimble, stay liquid.

Alberto Gallo Aditya Aney Tao Pan Brendan Breen

Chief Investment Officer Portfolio Manager Head of Research Senior Credit Analyst

Andromeda Capital Management is a global strategy focused on regime-changing themes and
investing primarily in fixed income and credit. For more information, please contact
ir@andromedainvestors.com or visit www.andromedainvestors.com
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Disclosure

This publication expresses the views of the author as of the date indicated and such views are subject
to change without notice. Andromeda Capital Management LLP (“ACM”) has no duty or obligation to
update the information contained herein.

This publication is being made available for professional investors only and for educational purposes
only and should not be used for any other purpose. The information contained herein does not constitute
and should not be construed as an offering of advisory services or an offer to sell or solicitation to buy
any securities or related financial instruments in any jurisdiction. Certain information contained herein
concerning economic trends and performance is based on or derived from information provided by
independent third-party sources.

ACM believes that the sources from which such information has been obtained are reliable; however, it
cannot guarantee the accuracy of such information and has not independently verified the accuracy or
completeness of such information or the assumptions on which such information is based.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, or posted in whole or in part, in any form without the prior written consent of ACM.
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