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« The Smoke Won'’t Clear

The summer has once again brought a miasma of wildfire smoke across wide stretches of
the nation, leading to hazy views and slower activity. The clouds in our outlook are not
merely atmospheric. A failed ceasefire and renewed conflict in the Middle East have
created new reasons to worry about economic performance.

Energy prices are ascending after a brief respite. Though energy markets have shown
surprising resilience thus far, fuel costs will affect most households and businesses. While
we maintain a forecast of growth, the balance of risks has shifted negatively. A renewed
bout of inflation could lead to rate hikes, pushing against economic momentum.

The celestial haze will pass in time; residents of affected areas are advised to carry on with
caution. We expect the U.S. economy will similarly carry on despite the challenges that
obscure the horizon. Following are our thoughts on the outlook.

Key Economic Indicators

2026 2027 Q4 to Q4 change Annual change

26:2a 26:3f 26:2f  26:3f 2025a 2026f 2027f 2025a 2026f 2027f
Real Gross Domestic Product 21 2.4f 22 19 21 2.2 2.2 23 2.0 2.0 22 21 21 22
(% change, SAAR)
Consumer Price Index 3.2 6.1 22 23 23 23 23 23 29 3.4 23 2.7 3.4 25
(% change, i
Civilian Unemployment Rate 43 43 43 43 43 a3 4.2 42 43* 43* 43*
(%, average)
Federal Funds Rate 363 363 363 3.63 | 363 363 363 3.63 4.21* 3.63* 3.63*
2-yr. Treasury Note 357 397 406 395 | 3.87 3.87 387 3.87 3.81* 3.89* 3.87*
10-yr. Treasury Note 420 442 450 450 4.50 450 4.50 4.50 4.29* 4.41* 4.50*

a=actual
f=forecast
*=annual average

Influences on the Forecast

e The central risk to the U.S. outlook this year has been inflation, but the June consumer
price index (CPI) offered a respite from these fears. Headline CPI cooled to 3.5% over
the past year, from 4.2% in May. Falling energy costs led the decline, but core inflation
(excluding food and energy) also stepped down three-tenths to 2.6%. Details of the
report offered no evidence of pass-through of energy costs. With oil prices back on the
rise, the relief may prove short-lived.

e Beyond energy market volatility, worries remain about the inflationary effect of Al
investment and the persistent cost pressure of tariffs. High prices in specific
categories like memory chips have immaterially small weights in the overall
calculation, but they keep inflation on top of consumers’ minds.

e Following three months of upside surprises, the June employment report was
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temperate. Payrolls rose 57,000, offset by downward revisions totaling -74,000 to the hot
reports in April and May. The unemployment rate fell by one tenth to 4.2%, driven by a lower
estimate of the size of the labor force.

o The low response rates of both the establishment (54.4%) and household (66.2%)
surveys create more opportunity for statistical noise and larger future revisions.
Population models are not yet calibrated to an era of lower immigration. Single months
of data may overstate strength and weakness alike. The three-month rolling average
payroll gain of 111,000 jobs is consistent with a healthy labor market.

e  While the outcome of the June Federal Open Market Committee (FOMC) meeting was
announced with a starkly different tone, the meeting’s minutes showed that the committee
remains focused on inflationary risks. If inflation were to remain elevated, “almost all” FOMC
participants would support tightening policy. Though Chair Warsh has taken a stand against
forward guidance, he has affirmed his focus on the price stability mandate, and his
colleagues have given speeches elaborating on their view of risks. We forecast no rate
movements through 2027, conditional on inflation remaining only modestly above target; the
case for hikes may prevail if inflation runs hotter.

o Members of the Fed’s five task forces are generally well-qualified and ideologically
mixed. We will not speculate on potential reforms, but we expect their work product will
be well-considered and could lead to some new approaches to policymaking.

e Consumer spending has not yet been deterred by gasoline prices. Retail sales for June
showed continued growth, held down for the beneficial reason of lower spending on motor
fuel. For the full second quarter, core retail sales (excluding automotive, gasoline stations
and building materials) gained 2.2%, the highest quarterly gain in four years. Consumers
appeared to offset their fuel costs by reaching into savings, with the saving rate also
reaching a four-year low of 3.0%.

e Investmentin Al remains a key economic driver, pushing up business investment in software
and supporting the commercial construction sector through data center developments. Tech
sector gains continue to generate wealth effects, fueling consumption. However, Al
downsides and resource constraints are commanding greater attention.

e Near-term policy risks are stabilizing. Tariffs are moving toward a steady state akin to the
rates seen in the second half of 2025, justified with new Section 301 tariffs. A government
shutdown is unlikely ahead of the midterm elections, though the debt ceiling looms in the
year ahead. Longer-run questions of fiscal sustainability have no ready solutions.
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