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It’s party time for Fed watchers, as policymakers are expected to add more punch to the bowl
this coming week. Following a ten-month abstention, officials are likely to resume the rate-
cutting campaign that included a full percentage point reduction over the final three meetings
of last year, kicked off by a half point haircut in September. There is some speculation that
another half point reduction would again kick start the upcoming easing cycle; but bettors are
placing greater odds of a traditional quarter-point cut, followed by two more over the final two
meetings of the year. That would replicate the timing but inject less punch than last year.

The financial markets are celebrating the expected Fed move, as stocks staged another robust
gain this week. For high-income individuals who are the biggest holders of financial assets, the
reason to celebrate is just as obvious. For most residents on Main Street, however, the cause
for joy is far less evident, given the ambiguous circumstances surrounding the Fed’s expected
move. Indeed, the Fed itself is no doubt ambivalent about easing restraints on an economic
party before the inflationary embers have been extinguished. That said, it sees more of a risk of
a labor market meltdown than a sustained inflation flareup. While both prospects are
unnerving, the Fed feels it is better equipped to wring out inflation than arrest a freefall in
employment. The success in bringing the post- pandemic inflation cycle under control while
keeping the economy afloat bolsters that conviction.

Still, this week’s data suggests that the final chapter to the inflation story has yet to be written.
On the positive side, the impact of tariffs on prices has been less pronounced than feared.
That’s partly because corporations, sitting on healthy profit margins, are willing to absorb the
higher input costs for a while rather than risk losing price-sensitive customers. But it’s also
because the normal lags between when tariffs are collected and when they hit consumers have
yet to play out. Many of the more costly imported goods are still in inventory and will carry
higher price tags as they are sold. How much of the tariffs will be passed on to consumers is still
unclear. The impact will become more visible in coming months, but the Fed believes that it will
lead to a temporary increase in the price level, not to a sustained increase in inflation.
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The August increase in the consumer price index captures that narrative. Overall prices rose a
touch faster than expected, as the CPI rose 0.4 percent during the month, double the July
increase and the strongest since January. Compared to a year ago, overall prices are up 3.1
percent, holding steady with the previous month. But excluding volatile food and energy prices,
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Two inflation measures Overall, core goods prices, which are
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have been steadily climbing since

liberation day tariffs were announced in
April. In August, they stood 1.5 percent
higher than a year ago. That does not
seem like much, but in the 15 months
leading up to April these prices had been
declining. Importantly, the decline in
service inflation had been offsetting the
reacceleration in goods prices. That’s no
longer the case, as the declining trend for
services has leveled off in recent months.
At best, sticky inflation will slow the Fed’s easing campaign. At worst, tariffs will lift the inflation
trend and seriously crimp the Fed’s efforts to shore up a sagging job market.
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We believe that inflation will be more sticky than hot and allow the Fed to gradually normalize
policy over the next year. While tariffs are clearly a source of price pressure, budget-
constrained consumers will limit the pricing power of businesses. As it is, the warming inflation
trend is eating into household purchasing power. Worker earnings are still rising at a decent
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Since lower-income households spend more of their incomes on tariff-sensitive goods than
wealthier households, they will feel the brunt of the squeeze. Unsurprisingly, the latest
University of Michigan survey of households revealed that sentiment in September was
dragged down by growing pessimism among low and middle-income households, with tariffs
dominating the responses. From the Fed’s standpoint, the mix of discontent afflicting
households could not be more worrisome. They not only fret over higher prices — long-term
inflation expectations spiked 0.4 percent to 3.9 percent — anxiety over job losses also jumped.

To be sure, the connection between household expectations and actual behavior is loose, and
we do not expect consumers to zip up their wallets, something that would heighten recession
prospects. For one, wealthier households are the biggest drivers of consumer spending, and
this cohort continues to benefit from sizeable wealth gains, thanks to ongoing gains in stock
and home prices. For another, most households — as well as businesses — will receive
considerable fiscal support next year from tax and spending legislation embodied in the One Big
Beautiful Bill Act passed this year. Finally, while tariffs have clearly been a disruptive force in
the U.S. and global economy this year, a lot of it stemmed from the uncertainty they created.
Not all is settled, of course, but there is more clarity on that front now. We expect the
uncertainty over tariffs that has frozen business decisions this year to continue to fade and
allow spending and hiring plans to move forward next year.
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FINANCIAL INDICATORS

INTEREST RATES September 12 Week Ago Month Ago Year Ago
3-month Treasury bill 4.03 4.01 4.21 4.90
6-month Treasury bill 3.86 3.88 4.08 4.64
2-year Treasury note 3.56 3.52 3.76 3.60
5-year Treasury note 3.64 3.59 3.84 3.44
10-year Treasury note 4.07 4.08 4.32 3.66
30-year Treasury bond 4.68 4.76 4.92 3.99
30-year fixed mortgage rate 6.35 6.50 6.58 6.20
15-year fixed mortgage rate 5.50 5.60 5.7 5.27
Dow Jones Industrial Index 45,834.22 45,400.86 44,946.12 41,393.78
S&P 500 6,584.29 6,481.50 6,449.80 5,626.02
NASDAQ 22,141.10 21,700.39 21,622.98 17,683.98
Gold ($ per troy ounce) 3,680.70 3,639.80 3,381.70 2,609.90
Qil ($ per barrel) - Crude Futures (WTI) 62.60 61.97 63.14 69.17

Previous Two- Average-Past
Latest Month/ Months/ Six Months
ECONOMIC INDICATOR Month/Quarter Quarter Qtrs Ago or Quarters
Consumer Price Index (August) - %
change 0.4 0.2 0.3 0.2
Core CPI ((August) - % change 0.3 0.3 0.2 0.2
Producer Price Index (August) - % change (0.1) 0.7 0.1 0.1

DISCLAIMER: This communication has been prepared by Government Portfolio Advisors LLC solely for informational
purposes for institutional clients. Sources for this commentary include Bloomberg and Oxford Economic/SMRA. It is not an
offer, recommendation, or solicitation to buy or sell, nor is it an official confirmation of terms. It is based on information
generally available to the public from sources believed to be reliable. No representation is made that it is accurate or
complete or that any returns indicated will be achieved. Changes to assumptions may have a material impact on any returns
detailed. Past performance is not indicative of future returns. Price and availability are subject to change without notice.
Additional information is available upon request.
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