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The U.S. economy continues to face heightened uncertainty due to President Trump’s aggressive tariff policies 
and efforts to reduce federal government spending and boost efficiency. The Economic Policy Uncertainty (EPU) 
Index stood at 483.96 on March 21, well above historical averages, reflecting growing concerns. Tariffs include 
an on again/off again 25% levy on many Canadian and Mexican imports, a 20% tariff on Chinese goods, and 
expanded 25% tariffs on steel and aluminum. While intended to help reinvigorate domestic manufacturing, 
these measures have injected volatility into daily operations and planning and unnerved the financial markets. 

Economic Uncertainty in 2025: Trade, Jobs, and Growth 

Trump’s Tariff Initiative add to Economic Uncertainty 
5 Concerns over President Trump’s various tariff initiatives and efforts to reduced government 

spending have led to heightened uncertainty, which has weighed on consumer and business 
confidence. This has led businesses to increase imports, postpone investments, and reduce hiring, 
ultimately resulting in significantly lower forecast for GDP growth this year. 

5 The Federal Reserve's initial assessment of President Trump's tariff increases indicates that core 
PCE inflation is projected to rise 3.0% in 2025, a 0.5 percentage points faster than their previous 
forecast. Simultaneously, the median GDP growth estimate for 2025 was lowered by 0.4 
percentage points to 1.7%. Chair Powell also made note of heightened uncertainty apparent in 
the economy today, and implied that the Fed would proceed cautiously. 

5While increased inflation and decreased GDP growth forecasts have raised stagflation concerns, 
these worries are likely premature, as both inflation and unemployment remain historically low. 
We define stagflation and provide some benchmarks that provide some context to assess this 
threat. We also examine the risks of recession by various measures. 

5 Tighter U.S. immigration policy has significantly reduced net immigration into the U.S., which is 
weighing on labor force and employment growth. Industries that are expected to be most 
impacted include leisure and hospitality, construction, healthcare and agriculture. Overall job 
growth is expected to slow in coming months, reflecting the smaller contribution from immigrants 
and reduced hiring by the federal government. 

5Geopolitical risks remain high and will continue to influence the outlook. Progress on a ceasefire 
between Russia and Ukraine has been modest but remains promising. Israel has halted aid into 
the Gaza strip, renewed air attacks on Hamas and moved troops back into Gaza. The U.S. has also 
increased attacks on the Houthi’s and is moving two carrier groups to the area. One key near-
term risk is that Israel moves to destroy Iran’s nuclear weapons facilities, which might lead to 
some disruptions in oil supplies from the Middle East and higher global oil prices. Tariffs remain 
the dominant geopolitical concern, with hopes rising for a lighter touch on reciprocal tariffs. 

5We are now looking for real GDP to grow at just a 0.8% pace in the first quarter and just 1.9% for 
2025 as a whole, on a calendar year basis. On a fourth quarter to fourth-quarter basis, our 2025 
forecast is slightly below the Fed’s, at just 1.6%. Job growth is expected to weaken notably over 
the next few months, which we believe will open the door for two quarter-point rate cuts this 
summer, and possibly a third this fall.  
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Higher tariffs and expected retaliatory measures have pushed inflation expectations higher. The Fed’s median 
forecast for the 2025 core PCE deflator was raised by 0.3 points to 2.8%. Our own forecast, which already 
accounted for tariffs, rose 0.1 point to 2.9%. Anticipation of tariff hikes has driven businesses and consumers to 
accelerate purchases, fueling a surge in imports that pulled import prices 0.4% higher in February, with 
particularly sharp increases for steel, aluminum and other industrial materials. 

Consumer confidence has also deteriorated sharply, reflecting both heightened uncertainty and its impact on 
the stock market. The Consumer Confidence Index fell for the fourth consecutive month to 92.9 from 100.1 in 
February, with expectations hitting their lowest level since 2013. This collapse in sentiment aligns with 
stagflationary concerns—rising inflation fears, declining stock market expectations, and a fading wealth effect 
that has supported spending. These factors will likely keep central banks cautious, keeping pressure on long-
term yields even as growth weakens. That said, concerns over stagflation appear overstated. 

The latest CFO Survey from Duke University and the Federal Reserve Banks of Richmond and Atlanta reinforces 
concerns raised by consumers. CFO optimism dropped from 66.0 in Q4 2024 to 62.1 in Q1 2025, erasing much 
of the post-election boost. Nearly a third of CFOs cited trade policy or tariffs as a top concern, with those firms 
projecting weaker GDP growth, revenue, and employment, along with higher price growth. Over half of the 
survey’s respondents source materials from China, Canada, or Mexico, exposing them directly to tariff-related 
disruptions. The NFIB survey indicates similar growing uncertainty among small businesses. 

Uncertainty is weighing on capital spending and hiring plans. Manufacturing faces a mixed outlook—domestic 
steel and aluminum producers may benefit, but automakers and other industries reliant on cross-border supply 
chains are facing higher costs. Retaliatory tariffs also threaten exports and international tourism. 

Economic growth forecasts have been revised lower, especially following a sharp drop in the Atlanta Fed’s 
GDPNow estimate. First-quarter growth projections now hover around 1%, with the Atlanta Fed anticipating a 
1.8% contraction (up from an earlier 2.8% drop). Factors such as front-loaded imports, rising interest rates, and 
restrained government spending are pressuring growth. The GDPNow estimate was dragged down by a huge 
inflow of gold from Switzerland, which is not part of the GDP calculation. Still, given the deteriorating macro 
backdrop, bonds have further room to rally in the near-term on softer economic news. 

 
Source: National Federation of Independent Business (NFIB) and Conference Board 
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The March Federal Open Market Committee (FOMC) meeting reaffirmed the Federal Reserve’s cautious, data-
dependent approach, holding the federal funds rate steady at 4.25%-4.5% while slowing the pace of quantitative 
tightening (QT). The Fed also announced the runoff of maturing Treasury securities will decline from $25 billion 
to $5 billion per month, while mortgage-backed securities runoff remains at $35 billion. This adjustment reflects 
the Fed’s intent to maintain ample liquidity while navigating evolving economic risks. With growth moderating 
and inflation proving more persistent, the FOMC remains comfortable waiting to assess the full impact of recent 
and upcoming policy shifts before making further adjustments. 

The Fed’s updated Summary of Economic Projections (SEP) suggests a more stagflationary outlook. The 2025 
GDP growth forecast was downgraded to 1.7% from 2.1%, while core PCE inflation expectations rose to 2.8% 
from 2.5%. Despite the median dot plot continuing to signal two 25-basis-point rate cuts in 2025, a growing 
number of FOMC participants now see fewer cuts, with eight members expecting less than 50 basis points of 
easing. Chairman Powell acknowledged the rise in short-term inflation expectations, particularly in response to 
tariffs, but emphasized that a hawkish pivot would require a broader and sustained unanchoring of long-term 
inflation expectations. While the University of Michigan’s measure of long-term inflation expectations has 
increased, Powell downplayed its significance, noting that other indicators remain stable. 

Financial markets responded positively to the Fed’s measured approach, with the 10-year Treasury yield initially 
declining by 10 basis points and equities rallying. The financial market’s improved post-meeting tone has carried 
over, even amidst continued volatility on various tariff proposals. The decision to slow QT is expected to provide 
additional support to the economy, particularly by keeping long-term yields in check, which may offer relief to 
the housing market as it enters the spring selling season. 

The Fed may be underestimating labor market risks, as hiring trends point to a weakening job market. QCEW 
data suggests employment growth through last September was overstated by about 550,000 jobs. If payrolls 
decline further and unemployment exceeds 4.4%, the Fed might be forced into more aggressive rate cuts. 
However, persistent inflation—especially from tariffs—may constrain policy flexibility and delay easing until late 
this year or even 2026. While some compare the Fed’s updated outlook to the 1970s stagflation, those fears 
seem overstated. Even with slower growth, unemployment is expected to peak at 4.5%, and inflation should 
remain below 3%, both close to the Fed’s long-run objectives and far from the crisis levels of that earlier era. 

 
Source: The Bureau of Labor Statistics 
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We continue to believe that full-fledged stagflation is unlikely. For stagflation to take hold, inflation would need 
to rise at least one percentage point above the Fed’s 2% target and either persist or show signs of further 
acceleration, while unemployment would have to rise a full percentage point above the Fed’s full-employment 
threshold of 4.3% and remain elevated or continue increasing. This sets the minimum stagflation threshold at 
8.3%. Current conditions are still well below that level, with inflation at 2.8% and unemployment at 4.1%, which 
is still below the full-employment threshold. Additionally, solid productivity growth is helping contain 
inflationary pressures and preventing a wage-price spiral. 

The Misery Index, which combines inflation and unemployment, provides a useful gauge of stagflation risk. At 
6.9%, it is still well below the 8.3% threshold. Even with our forecast of unemployment rising to 4.4% and core 
PCE inflation reaching 3.0% by year-end, the Misery Index would only rise to 7.4%. By contrast, during the 
stagflationary periods of the 1970s and early 1980s, the Misery Index routinely exceeded the high teens due to 
exceptionally loose monetary policy and major demographic shifts, particularly the influx of baby boomers and 
women into the workforce. Today’s inflationary pressures stem from more temporary factors—tariffs, supply 
chain disruptions, and fading pandemic stimulus. 

If stagflation risks were to rise, the Fed would face a difficult choice: tighten monetary policy aggressively to 
control inflation at the cost of higher unemployment and a potential recession or tolerate higher inflation at the 
risk of unanchoring inflation expectations. Historical precedent favors decisive action, implying higher interest 
rates. If the Fed were to allow inflation to persist, the eventual costs of bringing it back down would likely be 
higher. Fortunately, today’s environment is different. Inflation expectations remain well-anchored, and the 
Fed’s measured approach to rate cuts reflects its strategy to balance inflation risks with risks to the labor market. 

Given current conditions, we expect the Fed to maintain policy flexibility—responding as needed to prevent a 
temporary rise in inflation from becoming entrenched while standing ready to ease if labor market conditions 
deteriorate. This underpins the Fed’s pause in lowering interest rates. The next move is still more likely to be a 
rate cut rather than a hike, but the timing has become less certain, with financial markets still expecting two 
quarter-point cuts this year, albeit with less conviction than before. 

 

Source: Bureau of Labor Statistics (BLS) and Bureau of Economic Analysis (BEA) 
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Concerns over tariffs’ impact on consumer prices have driven a sharp rise in inflation expectations. The 
University of Michigan’s Consumer Sentiment Survey showed one-year inflation expectations climbing 0.6 
percentage points to 4.90% in March, while five-year expectations rose 0.4 points to 3.90%. Since the end of 
last year, one-year expectations have surged 2.1 points, and five-to-ten-year expectations have increased 0.9 
points. Meanwhile, market-based measures, such as the five-year, five-year forward inflation breakeven, have 
remained stable, even edging down from 2.24% to 2.12% over the same period. 

Federal Reserve officials, including Chair Jerome Powell, have acknowledged this divergence but prioritize 
market-based indicators. At his March 19, 2025, FOMC press conference, Powell dismissed the University of 
Michigan survey as an “outlier,” emphasizing that long-term inflation expectations remain well-anchored. The 
Fed views the inflationary impact of tariffs as a one-time shock rather than a sustained driver of inflation, 
reinforcing confidence that inflationary pressures will stay contained despite short-term consumer concerns. 

The gap between consumer inflation expectations and market forecasts likely stems from an information 
disparity. Many consumers assume tariffs apply to retail prices, but they are actually levied on the lower 
imported value of goods, excluding transportation, insurance, and financing costs. This significantly reduces 
their direct impact on prices. For clothing for example, the imported value is typically just 10% of the retail price. 
Financial markets, which are better informed on these intricacies, expect tariffs to raise prices in the short term 
but also slow economic growth, leading to lower inflation over time. 

Our view is more nuanced. Trump’s tariff initiative is larger and more variable than expected. We foresee a 
slightly greater near-term inflationary impact, as businesses preemptively raise prices to cushion against rising 
costs. This could be worse than the financial markets and the Fed anticipate, particularly for automobiles, 
computers, and consumer electronics, where the imported value comprises a larger share of retail prices. Supply 
disruptions may further raise operating costs, which would be passed on to consumers. Additionally, the wave 
of tariff-related news effectively provides businesses cover to raise prices more easily. 

 
Source: University of Michigan and Federal Reserve Bank of St. Louis 
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President Trump’s recent executive order imposes a 25% tariff on imported light vehicles starting April 3, 2025, 
with key auto parts following by May 3 and all parts within 90 days. While vehicles and components under the 
USMCA receive partial exemptions, tariffs still apply to non-U.S. content. As a result, the effective U.S. tariff rate 
will rise by approximately 2.5 percentage points by July, with some non-USMCA imports facing tariffs as high as 
50%. Reciprocal tariffs set to take effect on April 2 could complicate the impact. 

The Administration justifies the move on national security grounds and the need to bolster domestic 
manufacturing. The White House highlights a $93.5 billion auto parts trade deficit in 2024 and a shrinking 
industry workforce. By raising import costs, the policy aims to push consumers toward American-made vehicles 
and incentivize domestic production. A study cited by the administration suggests a global 10% tariff could 
significantly boost the U.S. economy and employment. There is some room to boost output. The Fed’s latest 
data show the U.S. auto industry operating at 68.4% of capacity, compared to a historical average of 74.9%. 
While domestic production should theoretically rise, the broader economic impact remains uncertain. The iron 
and steel industry is operating at 70.6% of capacity versus an historic average of around 78%. 

Higher vehicle prices will likely burden consumers, as the average new car now costs nearly $50,000. 
Affordability concerns are at a multi-decade high, with automobiles—both new and used—out of reach for a 
historically large share of U.S. consumers. Automakers like Ford and General Motors, reliant on international 
supply chains, will likely face higher costs. Meanwhile, major trading partners such as China, Japan, and Germany 
may impose retaliatory tariffs, further complicating the outlook. 

Tariffs align with Trump’s broader economic nationalism, echoing tariffs on steel, aluminum, and Chinese goods 
during his first term. The auto industry’s economic and symbolic significance makes it central to his trade 
strategy. However, complexities surrounding exemptions, administrative burdens, and retaliation risks create 
uncertainty about long-term effects on the U.S. economy and global trade. 

Trump’s ultimate goal is unclear—whether to raise revenue, boost domestic manufacturing, or ultimately 
reshape the global trading system with lower and more transparent trade barriers. The likely outcome is a mix 
of these objectives. We expect the tariff battle to be largely contained to 2025, with the administration working 
to minimize economic disruptions ahead of the 2026 midterm elections. 

 
Source: The Federal Reserve Board 
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The Trump Administration’s aggressive tariff policies have clouded the economic outlook. Businesses have 
accelerated imports ahead of tariff implementation, sharply widening the trade deficit and weighing on first-
quarter GDP growth. The extent of the drag depends on how quickly these imports move into inventories or 
reach end users, both of which contribute to GDP. While Q1 output may decline, final domestic demand remains 
positive, and any shortfall from front-loaded imports should reverse in later quarters, boosting growth. 

Beyond trade volatility, the broader economy has also lost momentum. We estimate job growth has been 
overstated by roughly 550,000 over the past year, with hiring also heavily concentrated in health care, social 
services, leisure and hospitality, and state and local government. With heightened uncertainty, hiring is 
expected to slow this spring and summer. However, tighter border enforcement has significantly curbed 
immigration and labor force growth, limiting any upward pressure on the unemployment rate. 

Business investment is a bright spot. Shipments of nondefense capital goods have risen solidly in Q1, driven by 
equipment for new plants constructed under the Inflation Reduction Act and CHIPS Act. Additionally, 
commercial aircraft shipments have surged as Boeing works through its backlog. 

Our outlook remains cautious, with real GDP projected to grow 1.6% in 2025. However, strong late-2024 growth 
should lift the annual average to 2.1%. Risks remain skewed to the downside, as the Administration prioritizes 
early wins on trade and tax reform at the expense of short-term economic disruptions. We expect the Federal 
Reserve to cut rates twice this year, with the first cut possibly as early as June.  

 
 
 
 
 
 
 
 
 

Questions? 
Email: CompassReport@cavusecurities.com 

US Economic and Financial Outlook
(% change on previous  period, annualized, except where noted)

2022 2023 2024 2025 2026
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Actual Actual Actual Forecast Forecast

Output
Real GDP 2.8            2.5            4.4            3.2            1.6            3.0            3.1            2.4            0.8            2.1            1.7            1.7            2.5            2.9            2.8            1.9            2.0            
Consumer Spending 4.9            1.0            2.5            3.5            1.9            2.8            3.7            4.2            1.1            1.7            2.0            2.1            3.0            2.5            2.8            2.6            2.3            
Nonresidential Fixed Investment 5.3            9.9            1.1            3.8            4.5            3.9            4.0            (2.9)          4.6            2.8            2.8            3.4            3.8            4.9            3.5            2.1            3.7            

Light Vehicle Sales 15.1 15.7          15.6          15.6          15.5          15.6          15.6          16.5          15.8          15.6          15.9          16.1          13.8          15.5          15.8          15.9          16.3          
Industrial Production, Manufacturing 0.5 0.3            (0.4)          (1.4)          (0.9)          1.4            (0.7)          (1.1)          4.4            1.8            2.3            2.6            2.7            (0.4)          (0.4)          2.8            3.4            
Unemployment Rate (Qtrly Avg) 3.5 3.5            3.7            3.8            3.8            4.0            4.2            4.1            4.1            4.2            4.3            4.4            3.6            3.6            4.0            4.3            4.4            

Housing Market
Housing Starts (Units, thous) 1,369       1,455       1,380       1,481       1,407       1,340       1,332       1,392       1,420       1,440       1,450       1,460       1,552       1,421       1,367       1,445       1,490       
New Home Sales 636           682           682           646           663           693           708           671           680           720           740           760           637           666           686           725           780           
Existing Home Sales 4,267       4,173       4,060       3,910       4,143       4,023       3,937       4,163       4,170       4,200       4,230       4,250       5,030       4,090       4,060       4,220       4,350       
S&P/Case-Shiller Natl Home Prices (Yr/Yr % Change) 2.3            (0.1)          2.6            5.2            6.4            6.0            4.4            3.7            3.9            3.8            3.9            4.0            14.8          2.5            5.1            3.9            4.2            -1.4 -1.4 -1.4 -0.2 -2.1 -2.9

Inflation  (Year - t o-Year  % Change )

Consumer Price Index (CPI) 5.7            4.0            3.6            3.2            3.2            3.2            2.7            2.7            2.9            2.8            3.0            3.1            8.0            4.1            3.0            3.0            2.5            
Core CPI 5.5            5.2            4.4            4.0            3.8            3.4            3.3            3.3            3.2            3.1            3.0            3.0            6.2            4.8            3.4            3.1            1.4            
Personal Consumption Deflator 5.0            3.9            3.4            2.8            2.7            2.6            2.3            2.5            2.7            2.6            2.8            2.9            5.2            3.2            2.9            2.8            2.4            
Core PCE Deflator 4.9            4.6            3.9            3.2            3.0            2.7            2.7            2.8            2.7            2.9            2.9            3.0            5.4            4.1            2.8            2.9            2.4            
Employment Cost Index 4.9            4.5            4.4            4.2            4.2            4.1            3.9            3.8            3.9            3.8            3.8            3.8            4.9            4.5            4.0            3.8            3.8            

Interest Rates (Quarter End and Ann Avg)
Fed Funds Target Range 4.75-5.00 5-5.25 5.25-5.50 5.25-5.50 5.25-5.50 5.25-5.50 4.75-5.00 4.25-4.50 4.25-4.5 4.00-4.25 3.75-4.00 3.75-4.00 1.68          5.02          5.14          3.90          3.88          
10-Year Treasury Note 3.48          3.84          4.59          3.88          4.21          4.33          3.81          4.58          4.40          4.40          4.45          4.50          2.95          3.96          4.21          4.42          4.60          
Conventional Mortgage Rate (Freddie Mac) 6.32          6.71          7.31          6.61          6.79          6.86          6.08          6.85          6.65          6.60          6.60          6.60          5.34          6.81          6.72          6.61          6.60          0
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