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e Hot Summer, Cool Data

During the hottest, muggiest waves of summer weather, we are glad to have indoor jobs
with comfortable air conditioning. But when we look at recent economic developments, we
detect a cooling wind blowing.

Inflation is falling, but so are employment gains. Talk of overheating is well in the past,
and our focus has shifted to how quickly we will get some relief from high interest rates.
Cuts are all but ensured; the debate is now over how large and frequent the upcoming

reductions will be.

Following are our thoughts on recent data and developments.

Key Economic Indicators

2024 2025 Q4 to Q4 change Annual change

24:2a  24:3f 25:2f 25:3f 25:4f 2023a 2024f 2025f 2023a 2024f 2025f
Real Gross Domestic Product 14 2.8 17 14 16 17 19 19 3.1 1.6 18 25 24 17
(% change, SAAR)
Consumer Price Index 3.8 28 2.7 24 23 23 23 2.2 3.2 3.1 23 4.1 3.2 24
(% change, ized)
Civilian Unemployment Rate 3.8 4.0 4.1 4.1 41 4.2 4.2 4.2 3.6* 4.0 4.2*
(%, average)
Federal Funds Rate 538 538 534 493 | 444 387 341 313 5.05*% 5.26*% 3.71*
2-yr. Treasury Note 448 482 420 410 | 400 3.80 3.70 3.52 4.58* 4.40* 3.76*
10-yr. Treasury Note 416 444 400 400 | 400 4.00 4.00 4.00 3.96* 4.15* 4.00*

a=actual
f=forecast
*=zannual average

Influences on the Forecast

e  The employment situation summary for July 2024 showed a slow gain of 114,000 jobs.
Growth in the labor force pushed the unemployment rate up by two-tenths to 4.3%.
Average hourly earnings posted a cycle-low increase of 3.6% over the past year.

Viewed alone, these figures are acceptable; job creation continues, wage-driven
inflation risk has faded, and unemployment in the low 4% range is historically good.
But viewed relative to readings from earlier in the year, the report was something of a
setback. The increase in the jobless rate triggered the “Sahm Rule,” which can
indicate the start of a downturn.

Markets took an extremely risk-off turn in the wake of the report, amid fear of a
recession taking hold and the Federal Reserve waiting too long to ease. We are
mindful of the risks but do not draw the same catastrophic conclusions.

o U.S. gross domestic product grew at an annualized rate of 2.8% in the second
quarter, well above expectations. Inventory accumulation was an important
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contributor, but real final sales to domestic purchasers grew 2.6%. Consumers and
businesses remain in good shape. A notable soft spot was construction spending, with
both residential and business investment in structures turning negative. Lower rates
may offer some help to this sector going forward.

o  Other labor market indicators suggest a stabilizing but not deteriorating jobs market.
Job openings through June showed that openings are steady, but the rate of private
sector hiring fell to a post-pandemic low. Weekly initial and continuing unemployment
claims trended up through July. The challenge will be to keep the labor market steady at
these levels and not see further deterioration.

e Inflation readings that disappointed to start the year were encouraging in the second quarter.
The consumer price index (CPI) for July declined slightly from June, supported by lower
energy prices. Core inflation (excluding food and energy) moderated to 3.3% over the last
12 months, a three-year low. The July reading showed a long-awaited improvement in the
rate of increase for shelter costs, which must be sustained.

o The June reading of the price index on personal consumption expenditures (PCE), the
basis of the Federal Reserve’s 2% target, was similarly encouraging, gaining 2.5%
overall and 2.6% on a core basis over the past year.

e At their July 31 meeting (preceding the employment report), the Federal Open Market
Committee did not change monetary policy. Wording changes to the accompanying press
release hinted at evidence of moderating inflation and softer employment conditions.
Pressed on future intentions for the Fed Funds rate, Chair Powell remarked that “A reduction
in the policy rate could be on the table as soon as the next meeting in September.”

o Powell stated that the “totality of the data” must be consistent with loosening policy.
Between improving inflation and worrying employment, those conditions are in place and
unlikely to change, allowing a first cut at the September meeting.

o Inlight of growing signs of economic moderation, we now anticipate easing at a pace of
25 basis points at each Fed meeting for the next year. Conditions do not warrant an out-
of-cycle emergency action. Another disappointing employment report for August could
compel an initial 50 basis point cut. The specific path of easing has always been
unclear, but the case for caution has become less compelling.

e Aclearer path to Fed easing started some repricing of U.S. Treasury yields. Recent volatility
across equity and foreign exchange markets then spurred a flight to quality, with flows to
U.S. Treasuries weighing on yields. We expect the bond markets to settle.
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