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US FED OUTLOOK: ON HOLD - UNLESS THE LABOUR MARKET COLLAPSES
Berenberg Macro View

No reason to cut in 2025: The Fed faces a difficult decision: Should it pre-emptively cut rates to protect the
labour market from the impact of tariffs and heightened uncertainty, or keep rates steady (perhaps even raise
them) amid rising inflationary pressures? We still expect the Fed to prioritise inflation over growth. There-
fore, it will likely hold the policy rate steady throughout 2025. In contrast, Bloomberg consensus expects two
25bp cuts this year, while futures and swaps markets anticipate three (see Chart 1). We predict that inflation
(as measured by the core PCE) will accelerate from its current rate of 2.8% yoy to above 3% in Q3 and end the
year at 3.2%. Several factors contribute to this rise: i) near-term inflation expectations are rising (see Chart 6,
7 and 8), ii) businesses will pass tariff costs to consumers through higher prices, iii) a weaker dollar will add
to import price inflation, and iv) a tight labour market will place a floor under price increases for services
(excluding shelter). The drift even further away from the 2% inflation target will most likely prevent rate cuts.
The Fed still views the economy being in solid shape (with the labour market near full employment) despite
elevated uncertainty and intensifying headwinds to growth.

Not another policy mistake: In recent years, the Fed took a series of missteps. First, it characterised the post-
pandemic inflation as transitory and delayed rate hikes for too long. Second, the Fed then overreacted to the
rising unemployment rate last summer. It initiated a short-lived easing cycle, cutting the its funds rate cor-
ridor by an excessive 100bps, from 5.5% (upper bound) in September to 4.5% in December. Cutting rates this
year under the assumption that the impact of tariffs on prices will prove transitory would be a third mistake.
It would risk un-anchoring long-term inflation expectations. This could trigger a persistent wage-price spi-
ral. The Fed wants to prevent the recent rise in near-term inflation expectations from feeding into long-term
expectations. Therefore, cutting rates in response to tariffs seems unlikely for now. In addition, ongoing un-
certainty around trade, immigration and fiscal policies reinforces the case for the Fed to maintain its current
“wait-and-see” approach.

Watch out for the labour market: The Fed may consider cutting rates if the labour market collapses. If com-
panies freeze hiring and lay off workers, the unemployment rate could rise toward 5% from 4.2%. Although
hiring plans are slowing substantially, the current macro environment and leading labour market indicators
such as Worker Adjustment and Retraining Notification (WARN) notices, job openings, initial unemployment
claims and Conference Board’s Employment Trend Index (ETI) do not point to such a sharp rise in unem-
ployment. Unless recessionary labour market conditions emerge, we believe the Fed will keep rates on hold.

From boom to below-trend growth: President Donald Trump inherited an exceptionally strong economy
that was on track to expand nicely for another year. However, it took only three months in office to shift the
narrative from “US exceptionalism” to “sell America”. Amid Trump’s aggressive tariff policy, heightened un-
certainty and a sharp reversal in the equity market, we lowered our US growth forecast for end-2025 (Q4/Q4)
from 2.4% in February to 1.1% now. As of March, the Fed projected 1.7% growth for end-2025 (Q4/Q4), but
that was before the 2 April “Liberation Day” tariff announcements and the imposition of import duties of
145% on China. The Fed’s internal projection is likely closer to 1% now. While both we and the Fed expect
growth to fall below trend in 2025, an imminent recession remains unlikely. This is due to i) a still-strong
labour market supported by non-cyclical industries like health and education services, ii) income-driven con-
sumer spending growth, iii) positive real wage growth, iv) surging new business formations and v) healthy
balance sheets.
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Trump’s drag on growth is more than just tariffs: Tariffs hinder economic growth by raising input costs for
businesses, eroding consumer purchasing power and likely squeezing firms’ profit margins. However, the
way the Trump administration conducts its trade policies causes even more harm. The on-again-off-again
tariffs generate record levels of uncertainty, leading businesses to scale back hiring and capital expenditure
plans (both show a sharp reversal in April — see Chart 2 and 3). This also dampens business and consumer
confidence, as well as their expectations for the economy (see Chart 4 and 5), both of which have sharply
declined recently. This could ultimately lead to slower economic activity. Retaliation by other countries, such
as China's 125% tariffs on US goods, and foreign consumer boycotts severely impact US exports. Meanwhile,
declining international tourism to the US already weighs on aggregate spending, particularly on services.
The combination of tariffs, high uncertainty and lower trust in institutions hurts equity prices and drives
bond yields higher. Deteriorating financial conditions ultimately impede economic growth, too. They create
headwinds for consumption, especially given households' heavy exposure to the stock market and already
high borrowing costs.

Some reasons to stay optimistic: We base our forecasts on the assumption that the US will negotiate away
roughly half of its new tariffs by the end of Q2, and that Trump will strike trade deals with major partner
countries within the next three months instead of escalating his disruptive trade wars further and further
(see: Trade war update: the silver lining beyond the chaos). The tariffs currently in place add up to an average
effective rate of nearly 24% -- up from 2.5% last year. if they remain in place, inflation could approach 4% yoy
in H2. That would be highly unpopular. The economic upheaval - along with a further drawdown in the
equity market and higher bond yields (Trump’s kryptonite?). To avoid such a dismal fate, the White House
has already started trade talks with several countries. Markets would certainly welcome any successes in
these negotiations. They would also help consumer and business sentiment to recover. And although they
have taken a backseat to Trump’s tariff headlines, potential tax cuts — along with an extension of the 2017
Tax Cut and Jobs Act (TCJA) - could boost economic activity (but also inflation). The House accepted the
Senate’s budget plan earlier this month, which allows room for some tax cuts in addition to extending the
TCJA. The 10-year budget plan includes $5.3 trillion in deficit-financed tax cuts (extending the TCJA alone
costs about $4 trillion, so the additional stimulus is more like $1.3 trillion) and $521 billion in defence and
immigration spending. However, it only introduces a minimum of $4 billion in spending cuts. This means
the US government could provide an annual stimulus of nearly $200 billion to the economy, or 0.6% of GDP.
The question now is how long it will take to prepare the final bill. That said, both trade and fiscal policies
remain increasingly uncertain. That makes it difficult for the Fed to forecast the economy. While the Fed is
aware of the potential for negotiations and tax cuts, it will not act until there is greater clarity on these poli-
cies.

Rising pressure on the Fed: Trump’s comments last week about firing Fed Chair Jerome Powell quickly be-
came history when he stated on Monday that he has no intention of doing so. However, even after Trump
backed down from firing Powell for now, the mere discussion exacerbates uncertainty, which is the last thing
the economy and markets need right now. It further erodes trust in institutions, pushing up the risk premium
on US assets (higher long-term yields, a weaker dollar and a declining equity market) and damaging trend
growth. While Trump has backtracked on his firing threat — possibly after advisers warned him about market
reactions - there is no guarantee that he will not revive it. The Supreme Court is currently revisiting the
“Humphrey’s Executor” law, which prevents Trump from firing commissioners at independent agencies, in-
cluding Powell. Even if the result of the judicial proceedings favours Powell, Trump could still try to dismiss
him “for cause” if he finds a plausible cause. Unless Trump finds a way to oust Powell, which we consider
unlikely, he must wait until the end of Powell’s term as Fed Chair in May 2026 to replace him with his pre-
ferred candidate (Kevin Warsh?). Adriana Kugler’s term as Fed governor ends in January 2026, so Trump can
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appoint a new governor at that time, who could then replace Powell as Chair in May 2026. The president’s
nominations for Fed governor, Chair, and Vice Chair must be confirmed by the Senate. With the Republican
majority, this should not be a problem as long as Trump proposes reasonable candidates. Trump only con-
trols the Fed governors (there are seven, including Powell). He does not control the presidents of regional
banks (there are twelve). The regional bank presidents also participate in monetary policy, but they are ap-
pointed by non-governmental selection committees. All 19 members take part in the Summary of Economic
Projections (EP), but only 12 can vote. Governors are permanent voters. The remaining five seats are rotated
among the twelve regional bank presidents. Under pressure from Trump, Powell and the other six governors
may have to consider the tail risk that Trump could find a way to force them out. However, their desire to
appear independent will likely outweigh these concerns upon charting the course of monetary policy.

Chart 1: Berenberg vs. markets

450
4.25 |
4.00
375
===Berenberg projecions
350
=—Futures market as of 25 April _\_\_
3.25
3.00
IWlar-2% May-25 Jul-25 Sep25 Mow-25 Jan-2o Mar-26

The solid line denotes futures market pricing of the Fed funds rate. Sources:
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Chart 2: Businesses are significantly scaling back hiring plans
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Chart 3: Capital expenditure plans in free fall
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Chart 4: Businesses increasingly pessimistic about the future
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Chart 5: Consumer expectations at recessionary terrain
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Chart 6: Consumer inflation expectations jump amid tariffs
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Chart 7: Business inflation expectations are rising sharply
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Chart 8: Swaps market sees inflation reaching 3.4% in January 2026
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Disclaimer

This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”).
The Bank has made any effort to carefully research and process all information. The information has been obtained from sources which we believe to be reliable such
as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness and completeness of all
information given. The provided information has not been checked by a third party, especially an independent auditing firm. We explicitly point to the stated date of
preparation. The information given can become incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do not assume
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this document or other statements on rates of return, capital
gains or other accession are the personal opinion of the author and we do not assume liability for the realisation of these.

This document is only for information purposes. It does not constitute investment advice or recommendation to buy financial instruments. It does not replace consult-
ing regarding legal, tax or financial matters.

Remarks regarding foreign investors
The preparation of this document is subject to regulation in the United Kingdom. The distribution of this document in other jurisdictions may be restricted by law, and
persons into whose possession this document comes should inform themselves about, and observe, any such restrictions.

United Kingdom
This document is meant exclusively for institutional investors and market professionals, but not for private customers. It is not for distribution to or the use of private
investors or private customers.

United States of America

This document has been prepared exclusively by the Bank. Although Berenberg Capital Markets, LLC (“BCM”), an affiliate of the Bank and registered US broker-dealer,
distributes this document to certain investors, BCM does not provide input into its contents, nor does this document constitute research of BCM. In addition, this
document is meant exclusively for institutional investors and market professionals, but not for retail investors or private customers. It is not for distribution to or the
use of retail investors or private customers. BCM accepts responsibility for this research document’s contents and institutional investors receiving this research and
wishing to effect any transactions in any security discussed herein should do so through BCM and not the Bank.

Please contact Berenberg Capital Markets, LLC (+1 646 949 9000) if you require additional information.

Copyright
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied, photocopied or duplicated in any form by any means

or redistributed without the Bank’s prior written consent.
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