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Key Findings

=  Economic uncertainty continues to rise given the Trump Administration's rapid pace of change across multiple
fronts. Administration officials’ messaging about the willingness to take some economic pain today for perceived
benefits in coming years has brought the market's attention to tariff announcements.

= Economic data continued to soften, with February consumer spending failing to offset January’s decline. In line
with survey data about waning business and consumer confidence, economic activity data — including higher
goods imports in apparent tariff front-running — are highlighting the rising likelihood of weak GDP growth in the

first quarter of 2025.

=  Markets saw a volatile environment in March, with risk assets recording one of the weakest months in the last two-
and-a-half years. Short-term interest rates have begun to show positive correlations with the stock market, as
traders bet on more Federal Reserve (“Fed”) monetary policy easing should the economy continue to softenin

coming months.

The U.S. Economy

Starting with the elephant in the macroeconomic room, the Trump
Administration entered its second term with plans to effect
meaningful changes across multiple policy objectives including
trade, taxes, immigration, regulation, and the administrative state.
Less than three months into their tenure, White House officials
have executed their plans with stunning speed primarily on trade
and, less impactful to markets for now, administrative state fronts.
Following multiple tariff announcements in March, including 25%
tariffs on cars and car parts, trade and economic uncertainty
continued to rise, risking slower economic growth. Market
participants, who long thought that tariffs are primarily a
negotiation tactic for the Administration, have had to revisit their
original stance, as White House officials have argued that short-
term economic pain is well worth the long-term gains to be had
from tariff-induced reshoring of manufacturing to America.

Tariffs announced in March, which include steel, aluminum,
products made in China, and cars, are estimated to push the U.S.
effective tariff rate to roughly 7.5%,() the highest level since the
1940s, and well above the 3.0% effective tariff rate reached at the

end of the first Trump Administration. Based on expectation
surveys, market participants appeared to have penciled in a
roughly 10% effective tariff rate by the end of 2025, though
confidence intervals around the median estimate are wide. The
announcements in March showed that risks of tariffs exceeding
market expectations have risen significantly. Additionally, the
“reciprocal tariffs” announcement on April 2nd is no longer seen as
a “market clearing event’@ as risks of further changes to tariffs
both domestically and internationally remain high.

Economic Growth

As highlighted in our last piece, the increased trade and economic
uncertainty have curbed consumer and business confidence.
Survey-based measures reversed their post-election bump and are
now running well below average levels seen over the past 15 years
or during the first Trump Administration (see panel 1). Although
the interpretation of the downturn in sentiment survey data has
been doused with some degree of skepticism, economic activity
data received in March has started to show a troubling
combination: weaker-than-expected economic activity coupled
with continued firm inflation.



https://www.annaly.com/news-insights/insights/2025/february-2025-macro-market-musings
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Panel 1:
The Vibes Are Not Good
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* Business confidence defined as average of headline figures for Manufacturing
ISM and Regional Fed Surveys from Dallas, Kansas City, New York, Philadelphia,
and Richmond. Consumer confidence defined as average of headline numbers
for University of Michigan and Conference Board surveys.

Z-score represents standardized deviation from mean since 2010.

February personal consumption expenditure (‘PCE") data did not
show the anticipated full recovery from weak January
consumption levels, in turn feeding the narrative that U.S.
consumers are not only less confident in the economy but are also
spending less. This point can be perhaps best seen in the savings
rate, which rose to 4.6% in February, a 1.3 percentage points
increase over the past two months. While savings as a share of
disposable income remain historically low, such a sharp increase
in the savings rate is rare and has generally been seen primarily in
periods of meaningful exogenous changes. The Tax Cuts and
Jobs Act of 2017 and the onset of the COVID-19 pandemic mark
two such historical examples. Meanwhile, as consumers save
more, consumption is softening and currently tracking to a -0.2%
seasonally adjusted annualized growth rate (“SAAR”) in Q1, after
running a quarterly average of 3.2% SAAR in 2024 (see panel 2).
Real services consumption dropped on a month-over-month
("mom”) basis for the first time in more than three years led by a
pronounced drop in restaurant spending (-1.7% mom). Goods
consumption was stronger but ultimately failed to offset the
January weather-induced weakness.®) New car purchases rose
sharply in February and March, with the latter based on car sales
estimates, as consumers tried to front-run tariffs.

It should be noted that the slower consumption rate appears
largely due to a crisis of confidence rather than a significant
deterioration in consumer finances. Personal income growth
remained strong in February, and household balance sheet data
published by the Fed showed no major decline in Q4. However,
recent stock market performance could have raised caution
among consumers. For now, the question for the broader
economy therefore is when consumers can regain their
confidence, a smaller ask than when they can regain their jobs and
incomes.

Panel 2:
Paging the Relentless U.S. Consumer
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In addition to weaker spending, meaningful front-running of tariffs
in international trade appears to be weighing on current quarter
growth estimates as well. Trade data for January and February
suggests U.S. imports have run at record levels, as U.S.
manufactures increased imports of goods, while exports remained
relatively unchanged. Inventory data released thus far does not
show an offsetting boost to GDP growth calculations, suggesting
that Q1 GDP will see a negative impact from the larger trade
deficit, even if a significant portion of the imports are driven by
non-monetary gold imports.

Inflation and Monetary Policy

On the inflation front, February data surprised a bit to the upside.
The Core PCE Price Index gained 0.4% mom, lifting the year-over-
year ("yoy”) rate to 2.8%. While core inflation is still lower than it
was throughout most of the past two years, this uptick highlights
the challenge facing the Fed as monthly price gains were broad
across both goods and services. Goods inflation has picked up in
recent months even though most of the Administration’s planned
tariffs have not yet taken full effect. Even if tariff-related price
pressures are thought to produce a one-time price jump, rather
than sustained price increases, the odds of inflation measures
continuing to make progress towards the Fed's 2% inflation target
have declined for 2025. This risks a second consecutive year in
which PCE inflation remains stuck around 3%.

In light of the lack of progress on inflation along with heightened
uncertainty on growth, Fed policymakers have opted for a more
cautious tone in their view of the economy. Notably, prior
language that suggested the Federal Open Market Committee’s
("FOMC") employment and inflation objectives were roughly in
balance was updated to highlight increased “uncertainty around
the economic outlook” at their March meeting. The release of the
updated economic forecast reflected widely expected near-term
adjustments. Specifically, the median 2025 GDP growth forecast
was downgraded to 1.7% and the 2025 core PCE inflation forecast
was revised upwards to 2.8%. Moreover, when assessing their
economic projections, most FOMC members see an upside risk to
the PCE forecasts and a downside risk to their economic growth
forecast, thereby highlighting the undesirable economic outcome
of the 1970s: stagflation (see panel 3).4



https://www.federalreserve.gov/monetarypolicy/files/monetary20250319a1.pdf
https://www.federalreserve.gov/monetarypolicy/files/monetary20250319a1.pdf
https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20250319.pdf
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Panel 3:
Fed Officials Worry About Stagflation
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Labor Market

Despite fading optimism, the labor market appears to be holding
up for now. The U.S. economy added 151,000 jobs in February and
revisions to prior months' data were minimal according to the
Bureau of Labor Statistics report. The report showed broad private
sector hiring across industries, though a handful of sectors saw
employment decline, including restaurants, retail trade, and the
federal government, including the U.S. Postal Service. Notably, the
roughly 7,000 drop in federal government employment marked the
largest monthly decline since June 2022. However, that decline
was more than offset by gains in state and local government
employment.

February’'s hiring data was accompanied by some tentative signs
of labor market softness in the household survey. The
unemployment rate rose 10 basis points (‘bps”) to 4.1% despite a
20 bps decline in the labor force participation rate (to 62.4%),
suggesting rising unemployment despite fewer people in the labor
force. The somewhat contradictory signs from hiring and the
household survey will have to be monitored going forward, as the
significant reduction in immigration is expected to impact the
labor market in coming months. With fewer immigrants entering
the labor force, hiring could run at lower rates to maintain stable
unemployment rates. That said, this offers little insight about labor
demand, which factors most prominently into developments in the
unemployment rate.

Financial Markets

Interest Rates, Volatility, and Monetary Policy

Despite March’s macroeconomic fireworks, interest rate markets
were generally less volatile than risk assets and less volatile than
in prior months. For example, 5-year Treasury yields traded in a
26-basis points (“bps”) range in March, compared to a 50 bps and
33 bps range in February and January, respectively. This helped
lower swaption-implied interest rate volatility, although vyields
shifted at different points along the curve. At the mid-month
FOMC meeting, Fed Chair Powell downplayed the near-term rise in
inflation expectations and highlighted growing uncertainty around
economic growth, prompting the market to price in a higher

likelihood of Fed rate cuts later in the year. By month-end,
overnight index swaps priced expectations for 75 bps of Fed
easing, or three rate cuts over the next nine months. Of note, the
shift in median expectations for more Fed cuts, option-implied
probabilities on December 2025 SOFR Futures showed one-in-
three odds of the Fed cutting 100 bps or more this year, which
also helped 2-year Treasury yields to end the month 11 bps lower
at 3.88%. Of note, correlations between front-end Treasury yields
and the S&P 500 turned positive once again in early March, as
investors sought to buy fixed income into signs of economic
weakness and weaker risk assets (see panel 4).
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Meanwhile, fiscal policy uncertainty and higher inflation
expectations led investors to demand higher yields for holding
long-term Treasury bonds, pushing 30-year Treasury yields up by 8
bps. Against this backdrop, the Treasury curve steepened to its
highest levels since the Fed began its tightening cycle. At 65 bps,
the spread between the 5-year and 30-year Treasury yields
reached its widest level since the first week of 2022.

At its recent meeting, the FOMC also announced a change to its
balance sheet policy, slowing the pace of its security redemptions
from a maximum of $60 billion to $40 billion per month starting in
April. Actual redemptions continue to run well below the caps, as
MBS maturities are less than half of their S35 billion monthly cap.
Unlike the potential temporary adjustment mentioned in the
January FOMC meeting minutes, which was related to debt ceiling
uncertainties, this change is permanent and intended to ease
potential debt ceiling volatility and maintain a smooth adjustment
to liquidity conditions even while the balance sheet normalization
process continues. It also implies that the balance sheet runoff is
likely to occur for a longer period, albeit at a much slower rate.

Agency MBS and Credit

Amid the risk-off market environment in March, Agency MBS
spreads widened modestly, with the Bloomberg U.S. Mortgage-
Backed Security Index recording a negative 27 bps excess return.
A decline in demand from money managers, coupled with a
seasonal increase in origination volumes, led mortgage spreads to
decouple from the decline in rate volatility in March.
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Similarly, credit spreads widened as risk sentiment declined and
supply remained elevated due to heavy maturities. The first
quarter set a record for quarterly corporate investment grade
issuance, excluding the second quarter of 2020 which experienced
pandemic-related anomalies. Excess returns on the Bloomberg
U.S. Aggregate Corporate Bond Index were negative at -42 bps.

Equities and Commodities

consumer-related and high-growth stocks. The tech-heavy
Nasdaqg 100 index fell 7.7% in March with megacap stocks bearing
the brunt of the selling. The S&P 500 index fell 5.8%, its worse
monthly performance since September 2022. The stock market
sell-off so far this year has wiped out the investor optimism that
was priced in after President Trump’s election win last fall.

The flight-to-quality move led to a rally in safe-haven commodities.

The price of gold hit another record high in March, ending the
month above $3,100 per ounce and now up over 19% year to date.
Crude oil also rose, with West Texas Intermediate crude oil up
2.5% in the month.

The most pronounced risk-off move occurred in the equity market.
Trade policy related uncertainty has highlighted headwinds to
broader economic activity and drove investors away from

Disclaimer
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Endnotes

1. Estimated based on 2024 trade volumes and tariff rates announced for individual import categories. Actual tariff rates might trend significantly different from these
estimates depending on how actual import volumes react following implementation of the tariffs.

2. Weview a “market clearing event” as an event that creates a significant amount of informational clarity.

3. The weaker January PCE report was mainly dismissed to cold temperatures. Continued weakness in February makes such an interpretation difficult.

4. Committee participants also reported an upside risk to their unemployment rate assessment.
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