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Economic forecasting is difficult in normal times. It's impossible
now. Nobody, including the Fed and the Bank of Canada, is
brave enough to provide a pointed forecast with any conviction.
Whatever the scenario might end up being, it is clear that the
ability of the US economy to absorb the shock will play a major
role in determining the appetite of the US administration to
proceed with its current tariff policies. So while we don't yet
know the full details or permanence of America's trade policy
announcements, it's worth taking stock of how resilient the
economy appeared to be at the dawn of this trade war.

Yes, the US is more self-sufficient than most of its trading
partners, but it is not an island. Nowadays we talk to US CEOs
as regularly as we talk to Canadian ones, and we find that the
level of confusion south of the border is just as high as it is in
Canada. And the data support that observation.

Feeling gloomy

Looking at sentiment measures shows that trade uncertainty is
at a record high, exceeding its previous peak reached during the
2019 trade war, and well above Covid levels (Chart 1, left). And
while the total economic policy uncertainty index is sitting 37%
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below its Covid-era peak, when we were dealing with a global
pandemic, it has surged by 253% from its pre-US election low
in September of last year. The uncertainty is hitting both
consumers and businesses, with consumer confidence well
below the average level seen during Trump's first term in the
White House in early 2017, and optimism amongst small
businesses fading to leave the NFIB index below levels seen in
early 2017 (Chart 1, right).

Good or bad news first?

Those time periods reflect different agendas. Back in 2017,
Trump began his presidency with good news by announcing
broad tax cuts, in contrast to starting with the bad news of
tariffs this time around. The uncertainty has quickly made its
way into commodity markets, with gold prices up 17% year-to-
date, boosted by safe haven buying, including by central banks.
Uncertainty around global growth has limited gains in copper
prices to 10% YTD, leaving the copper-to-gold price ratio at the
lowest level seen since the height of Covid, and 32% below
where it stood early in Trump's first term in office (Chart 2).
And some of copper’s gains reflect buying ahead of potential
tariffs, rather than optimism over industrial demand ahead.

Chart 2: Gold Shining, copper not so much
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Chart 3: Markets are nervous this time around
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Financial markets are also nervous, with the 10-year US
Treasury yield being a telltale sign. The 115 bp climb in the
10-year yield seen between September 2024 and January 2025
was mostly a Trump trade as the market positioned itself for a
repetition of the boom seen in early days of Trump 1.0. Back in
January we argued that the long end of the curve was cheap.
The significant rally in the long end since then is a realization
that so far Trump 2.0 has been very different than his first term,
with more negative implications for growth. The 10-year yield is
now sitting at its pre-US election level, having erased all of the
post-election optimism (Chart 3).

Weakening economy

But sentiment is sentiment and markets are markets, so what
is the hard data telling us? The Atlanta Fed's GDP nowcast
captured investors' attention when it plummeted mid-quarter
and is now suggesting a decline of around 2% annualized in the
first quarter. We won't read into that though, as that includes a
misperceived drag on growth from the surge in imports ahead

Chart 4: Housing market weakening
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of the imposition of tariffs. But looking beyond that, we see
some early signs of cracks.

The confusion around future trade policy is clearly weighing
on business sentiment and capital spending intentions. While
core capital goods orders were strong in January, they declined
slightly in February and the dive in the new orders measure
into contractionary territory in the February ISM manufacturing
release suggests further downside lies ahead. Architectural
billings across the commercial, industrial, institutional, and
multi-family spaces extended their declining trend in February,
and inquiries into new projects decreased for the first time
since the height of Covid. That suggests a slowdown in non-
residential construction activity over the coming quarters.

And on the residential side, months of supply of homes for sale
is elevated and continuing to move up (Chart 4, left), building
permits are on a sideways trend, and homebuilding confidence
is not far from Covid-era lows, with the National Association of
Homebuilders citing concerns around high building material
costs and tariff threats. Demand is also being held back by still
elevated mortgage rates, and subdued activity has seen
housing-related retail sales fall 7% below their early 2022 peak
level (Chart 4, right).

The recent drop in financial wealth has also weighed on
household balance sheets. Equity market gains had become

a significant source of income growth in previous years, with
dividend income being the second fastest component of
personal income growth since pre-Covid, easily outpacing gains
in employee compensation. In line with that, equities as a share
of net worth for the top income quintile have risen to 36% as
of Q4, up from 32% in 2019, and that quintile accounts for an
outsized 40% of annual average spending. Fears that tariffs

will upend consumer demand at a time when most households
have drained excess savings has clearly thwarted that source of
income growth now.

In the labor market, more Americans are taking on multiple jobs
or are resorting to part-time employment due to suboptimal
labor market conditions (Chart 5). The slowdown in labor

Chart 5: Labor market showing more cracks
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Chart 6: Service inflation has some upward potential (1), but retailers
and wholesalers might eat some of the cost increases (r)
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demand has also almost fully eliminated the premium offered in
wage growth for switching jobs. Altogether, these factors
resulted in a slowdown in real disposable income growth in
2024. That reality, along with a lack of excess savings and
consumer fragility is on display in the increase in default rates
across consumer products, with new defaults on credit cards
and auto loans up sharply from their Covid-era lows.

Inflation — mixed signals

But more worrisome for the Fed is the upside risk to inflation
from tariffs. Rent growth has decelerated, but inflation
expectations are moving up. And the climb in the ISM service
prices index is a leading indicator of where core inflation is
headed (Chart 6, left). While retail and wholesale margins do
have scope to absorb higher costs (Chart 6, right), estimates of
the inflationary impacts on the US still range from 0.4-0.9ppts
in terms of their lift to inflation in the case of 25% tariffs on
Canada and Mexico. While that might exceed what those two
countries end up facing, the tariff plan is now moving to include
European and Asian trading partners. That's clearly a risk to
inflation that the Fed will need to see play out before resuming
rate cuts.

Taken together, these signs of fragility in growth indictors, and
upward pressure on inflation, are behind our assessment that
time is not on the President’s side, with every day that passes
revealing more wounds in the US economy and rising inflation
fears. The administration will therefore have to stabilize the
situation sooner rather than later, including a move to a less
protectionist stance.

Our working assumption is that tariffs are here to stay but

we see the effective tariff rate on Canadian goods rising from
around 2.5% to 10-20% in the coming few months before
falling to 5%-10% in 2026 and probably staying at that level
for the foreseeable future. Note that we are talking about the
weighted average tariff rate on Canada, so the impact will be
narrow but deep, with some sectors (dairy, lumber) seeing a
significant increase in tariffs while others (energy) might have
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no tariff at all. That's consistent with the US economy slowing
to 1-2% growth in 2025 and the Fed remaining on the sidelines
until at least the second half of the year.
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