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Conflicting pressures

The Fed is likely to keep interest rates steady at its 18 March meeting. The central bank adopted a “wait and
see” approach in January. Since then, the Middle East conflict has significantly increased energy prices, which
will push up near-term inflation, and raised uncertainty, while downside news on employment in February
puts the Fed’s goals in greater tension.

Cautious Fed to keep UST yields high, greenback to retain a firm tone

Geopolitical developments will likely force the Fed to maintain a cautious approach, which could lead to further
upward pressure on UST vyields. A steady FOMC meeting outcome is unlikely to dent the ondoing strength of
the USD, which is almost completely driven by the Middle East crisis.

We expect the Fed to leave interest rates unchanged at the end of its two-day meeting on 18 March, maintaining the
target range for the federal funds rate at 3.5-3.75%. Financial markets are pricing in a hold with near certainty. Fed
Governor Stephen Miran will likely dissent in favour of a rate cut, and one or two others (Governors Waller and
Bowman) could join him.

Since the last Fed meeting on 27-28 January, when Fed Chair Jerome Powell signalled the central bank would likely
take a “wait and see” approach, there have been three main developments. These developments put the Fed’s goals
— maximum employment and 2% inflation — in dreater tension.

The Iran war

First, the Iran war has driven up energy prices and significantly raised uncertainty. The average price of WTI oil was
USD 82/bbl in the first ten days of March, up from about USD 65/bbl in February. This shock, along with increases in
transport costs for other goods from the effective closure of the Strait of Hormuz, and related supply-chain disruption,
will increase inflation in the near term. The impact on economic activity and employment is likely to be relatively
small in comparison to the rise in inflation, as the US is a net exporter of energy and a boon for US energy producers
is likely to broadly offset the drag from consumers and non-energy producers (from higher prices) in terms of overall
economic activity.
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Typically, the central bank would “look through” commaodity price shocks because the impact on inflation tends to
fade quickly after one year. But after five years of above-target inflation, there is a concern that inflation expectations
may become de-anchored to the upside. Consumer inflation expectations tend to be sensitive to energy prices since
gasoline is purchased regularly. Even before the energy price shock, the inflation data were not particularly
comforting. Although core CPI inflation was unchanded at 2.5% in February, the Fed’s preferred measure of inflation,
core PCE inflation, was 3.0% in December and likely either stayed at that level or moved higher in January.
Additionally, the sheer uncertainty of how long the Iran war will last, and its effects on the US economy, also favours
a wait-and-see approach by the Fed. Indeed, it will take time to see the extent of second-round effects from higher
oil prices on the prices of other goods, services and wages.

Jobs disappointment

Second, the US February employment situation report surprised to the downside. Non-farm payrolls fell 92k in
February and the prior two months combined were revised down by 69k, leaving the three-month average payroll
gain at just 6k. Some temporary factors were at play, with around 30-45k healthcare workers on strike in February,
but the unemployment rate (which is derived from the household survey that counts striking workers as employed)
rose to 4.4% in February from 4.3% in the prior month. Although this is still a low level by historical standards, and
the rise in the unemployment rate over the past year is probably mostly explained by lower immigration, low hiring
is a source of vulnerability for the economy.

Trade policy uncertainty spikes

Third, the Supreme Court ruling on 20 February, striking down President Donald Trump’s tariffs imposed under the
International Emerdency Economic Powers Act (IEEPA), has increased uncertainty over trade policy. Trump
immediately imposed a 10% tariff on almost all trade under Section 122 of the Trade Act of 1974 for 150 days, and
announced that this will rise to 15% but it has not yet been implemented. Last year, trade policy uncertainty led
firms to delay hiring and we could see a repeat of this in the coming months.

Fed speak

We have heard little from Fed officials since these key developments. The February jobs report was released only the
day before the FOMC blackout period started. Cleveland Fed President Beth Hammack (a voting member of the FOMC
this year), speaking on Friday, 6 March, said “rates should be on hold for [...] quite some time” given the economic
outlook. She added, “if inflation is not making progress towards our goal in the latter half of this year, as | expect that
it should, that might be a reason why we might need to be more restrictive”. In contrast, Fed Governor Waller,
speaking on 23 February (after the Supreme Court ruling on tariffs, but before the Iran war and February jobs data)
said, “if the dgood labour market news of January is revised away or evaporates in February, it would support my
position at the FOMC's last meeting, that a 25-basis-point reduction in the policy rate was appropriate, and that such
a cut should be made at the March meeting”.

Updated projections

The post-meeting statement is likely to note that economic uncertainty has risen due to recent events, and that these
events are likely to put upward pressure on inflation and downward pressure on economic activity. The updated
Summary of Economic Projections (SEP) will likely see a higher median projection for near-term PCE inflation, with a
slight rise in core PCE inflation forecasts, while GDP growth projections will probably ease slightly. We expect the
“dot plot” of FOMC interest rate projections to be little chanded, but the median dot could shift up to indicate no rate
cuts this year instead of one cut previously. Given the heightened economic uncertainty, particularly regarding how
the Iran war will play out, Chair Powell will likely play down the usefulness of the dots.

Our view

We still expect the Fed to cut just once this year, in June, which we assume will be the first meeting with Kevin Warsh
as Fed chair. Financial market expectations for the timing of the next rate cut have been pushed back following the
energy price shock, with markets not fully pricing in the next rate cut until next year, with a more than 50% chance
of a cut by the September meeting this year.
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Market reaction
FORWARD RATES NO LONGER PRICE IN A RATE CUT THIS YEAR

The FOMC last met at the end of January. UST yields declined in February, since a sell-off in the tech sector favoured
less-risky assets, before rising back due to the conflict in the Middle East. The 5Y UST yield is currently trading at
almost 3.9%, slightly higher than it was at the previous Fed meeting. The 40bp rise in the 5Y UST nominal yield since
the start of the war has been due to an increase in both market-based inflation expectations and real yield. In
particular, the breakeven rate has risen by 25bp, to 2.7%, its highest level since the Liberation Day tariff
announcement roughly a year ago. Real yields have gone up as well, as geopolitical tensions have reignited investor
concerns regarding the US debt sustainability. That said, as depicted in the chart below, the 5Y UST real yield is close
to its lowest level since the beginning of 2025. Market expectations regarding the Fed’s monetary policy have also
moved, reflecting geopolitical developments. OIS forward rates no londer price in a rate cut by the end of this year.

BREAKING DOWN NOMINAL YIELDS IN THE US
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While the Fed remains exposed to the usual trade-off between inflation control and labour-market stability, especially
after job data came in weaker than expected in February, the increase in commadity prices allows the central bank
to buy some time and maintain a cautious approach. This, along with unchanged or slightly higher interest rate
projections, would likely prevent yields from declining from current levels.

A STEADY FOMC MEETING OUTCOME IS NOT EXPECTED TO DENT THE ONGOING STRENGTH
OF THE USD

The FOMC is set to remain on hold at its next meeting, not least to evaluate the possible impact of spiking oil prices
on US inflation. Moreover, the upcoming reshuffling on the Fed board (Chair Jerome Powell will step down in mid-
May and the first FOMC meeting led by the new chair, Kevin Warsh, will be held on 17 June) suggest that there is no
rush on the monetary-policy front. Despite its minimal retreat from recent highs, the USD is likely to remain broadly
firm, reflecting developments in the Middle East. The chart below shows the close relationship between the US dollar
index (DXY), which has regained the 100 handle, and the VIX index, which reflects US stock volatility. The factors
behind the greenback’s past weakness, which were mostly related to uncertainty regarding the US economy, the
Fed’s policy decisions and Trump’s tariff policies, have been overshadowed by the US-Israel strike on Iran. This means
that a softening of geopolitical tensions is required before investors return to focusing on fundamentals, as was the
case after the 12-Day War between Israel and Iran last June.

www.the-investment-institute.unicredit.eu



https://unicredit.sharepoint.com/sites/MRE5DM/Shared%20Documents/Accessibility/LayoutTemplates/www.the-investment-institute.unicredit.eu

The Investment Institute
by UniCredit

GEOPOLITICAL FACTORS HAVE BEEN DRIVING THE SHARP APPRECIATION OF THE USD
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Note: The DXY index (U.S. Dollar Index) measures the value of the USD adainst a weighted basket of six major currencies (the EUR, the JPY, CAD,
the SEK and the CHF). The VIX index captures investor sentiment and risk in the S&P 500 Index.

Source: LSEG, the Investment Institute by UniCredit
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Ledal Notices

Glossary

Terms used in the report are available on our website: https://www.the-investment-institute.unicredit.eu/en/glossary.

Marketing Communication
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requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
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investment-institute.unicredit.eu/en/conflictsofinterest-positiondisclosures. Any estimates and/or assessments contained in this
publication represent the independent opinion of the UniCredit Group and, like all the information contained therein, are given in good
faith on the basis of the data available at the date of publication, taken from reliable sources, but having a purely indicative value and
subject to change at any time after publication, on the completeness, correctness and truthfulness of which the UniCredit Group makes
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1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

2. Iftheinvestment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
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7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

8. Diversification does not guarantee a profit or protect adainst a loss.
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without prior written authorisation from UniCredit Group unless if purposes of personal use only. E 25/1

" ° ™
www.the-investment-institute.unicredit.eu l U n l Cred It



https://unicredit.sharepoint.com/sites/MRE5DM/Shared%20Documents/Accessibility/LayoutTemplates/www.the-investment-institute.unicredit.eu
https://www.the-investment-institute.unicredit.eu/en/glossary
https://www.the-investment-institute.unicredit.eu/en/conflictsofinterest-positiondisclosures
https://www.the-investment-institute.unicredit.eu/en/conflictsofinterest-positiondisclosures

	Central Banks Watch
	Fed Preview
	On hold amid conflicting pressures
	Conflicting pressures
	Cautious Fed to keep UST yields high, greenback to retain a firm tone
	Market reaction
	Forward rates no longer price in a rate cut this year
	A steady FOMC meeting outcome is not expected to dent the ongoing strength of the USD
	GEOPOLITICAL FACTORS HAVE BEEN DRIVING THE SHARP APPRECIATION OF THE USD



	Legal Notices
	Glossary
	Marketing Communication



