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Q4 GDP Revised Up, But Trade Drag Is Looming Over Q1
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GDP came in a tad stronger in Q4 than in earlier estimates and profits rose by the most Shannon Grein
in two years. But separately reported trade data for February give further credence to the = Economist | Wells Fargo Economics
argument that trade is set to take a massive bite out of Q1 GDP growth. shannongrein@wellsfargo.com | 704-410-0369
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Q4 is Ancient History, Q1 is Shaping Up to Be Ugly
In this third estimate of fourth quarter GDP growth, while there

was some movement under the surface, headline economic growth Industrial Supplies Imports

quickened slightly to a 2.4% annualized rate (chart). The bulk of the $100 Bilions of USD, Seasonally Adjusted 100
new data is profits, which we break down below. [ —Industrial Supplies Imports: Feb @ $86.0B |

By the third look at GDP, the data are inherently backward looking. $90 7 T
That is particularly true today given all that has happened in the 580 1 1 80
first few months of 2025. Q4 feels like ancient history. In separately

released data out this morning, we learned the advance goods $70 4 170
trade balance narrowed much less than expected. Industrial supply

imports (mostly metals) surged massively in December and January $60 + L 6o
posting the two biggest monthly increases on record in back-

to-back months. Today's data for February were remarkable in $50 4 1 s0
that industrial supply imports did not crash back down to earth

and instead came down only slightly (chart). Firms kept racing to $40 T + 40
get needed supplies in February in an effort to get it in ahead of

eventual tariffs. $30 1 130
Going into this morning's data releases, we had estimated net $20 ; ; ; ; ; 1 50
exports would weigh down Q1 GDP by 2.2 percentage points. The Jan-19  Jan-20  Jan-21  Jan-22  Jan-23  Jan-24  Jan-25
upshot is that trade is now poised to exert an even larger drag than Source: U.S. Department of Commerce and Wells Fargo Economics
feared on first quarter GDP growth.

The Atlanta's Fed's nowcast projects an'oufcrig'ht contraction in Profit Margins

Q1 GDP grOWth- If we do not soon see indications of inventory After-tax Profits (w/o inventory valuation & capital adjustment) as
accumulation, this more dire take could prove accurate. But to 16% Share of National Income vs. S&P 500 Operating Margins 16%
the extent that the industrial supply import surge is stockpiling,

the accompanying inventory boost could serve as a much-needed 14% + 1 14%
offset. But so far, the cavalry is not coming: wholesale inventory

data also released this morning showed an increase of just 0.3% in 12% f + 12%
February, less than half the 0.7% that had been expected.

An upshot of a sturdy Q4 growth profile was that firms were highly 1% 1%
profitable in the fourth quarter. Pre-tax profits expanded by $205 8% 1 1 go
billion launching profits to an all-time high of $4 trillion in Q4. Profit

growth was fairly broad-based across industries and suggests 6% + 1 6%
businesses benefited from a moderating cost environment

combined with sturdy demand last year. That said, the concern is 4% + + 4%
increasingly centered on how will businesses act in the face of trade #99.60% of Firms Reported
winds leading to tremendous uncertainty this year. 2% T —Economy-wide Profit Margins: Q4 @ 14.7%]| T 2%
Just about everyone is wrapped around the axle when it comes 0% || TS?P 5}00 ?perat'r:g M}argllns*; Q4} = 112'?% L 00
to trade policy. Lack of clarity on tariff policy leaves businesses 06 07 08 09 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
preparing for multiple scenarios, but the macro impact ultimately Source: U.S. Department of Commerce, S&P Global and Wells Fargo
comes down to a question of who will bear the cost of tariffs. Economics

Our colleagues published a note this morning on how the consumer inflationary-impact from tariffs
could be cushioned by a number of factors, margins being one. Firms generally have elevated margins,
giving them room to absorb some tariff-related costs. Margins expanded in Q4 both on an economy-
wide basis and by the narrower S&P 500 operating margins (chart). Economy-wide margins measure
all businesses in the economy and are currently just below the high hit in the second quarter of 2021.

While it's hard to imagine many firms willingly absorbing costs, most businesses will likely try to pass
costs on or cut expenses elsewhere to offset tariff effects. The rub is that consumers are highly price-
sensitive. While they're also acutely aware of tariffs and may be more willing to take price initially, they
will grow more fatigued over time, denting firms' ability to pass costs continuously. There's also tariff
preparation to consider. As previously noted, the high level of industrial imports recently has mostly
been a stockpiling of parts and comes with a cost to carry that inventory in the near term.

There are many signs of margin compression on the horizon for businesses. Like anything, the effects
of tariffs will come down to how economic players act. The fourth quarter GDP data tell us the
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https://www.atlantafed.org/-/media/documents/cqer/researchcq/gdpnow/RealGDPTrackingSlides.pdf?pdf
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economy entered the year with momentum and profitability and can thus withstand a degree of policy
uncertainty.
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