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The window of economic news opened a crack on Friday, as the government recalled
statisticians from the Labor Department to produce the September consumer price report, a
necessary action to calculate the COLA adjustment for next year’s social security benefits. This
might be a case of “enjoy it while you can”, because the government shutdown shows no sign
of ending and data collection for the October report is already in jeopardy. That said, the report
released on Friday morning was viewed as a welcome relief by the markets, as it portrayed a
benign inflation picture during the shutdown so far, which opens the door wider for a Federal
Reserve rate cut next week. To be sure, that prospect was already baked into expectations and
well telegraphed by Fed officials. It’s unlikely that the CPI report would have swayed the Fed’s
decision under a different outcome.

Still, the key headline inflation indicators came in more subdued than expected, which should
keep inflation expectations anchored and validate the Fed’s pending rate cut. It’s important to
remember, however, that the Fed is not stepping on the accelerator to jump start the
economy’s growth engine. Instead, it would be easing up on the brake, moving the short-term
policy rate slightly closer to neutral, where it would neither stoke nor impede activity. That
landing spot would put the federal funds rate at about 3 percent, slightly more than 1 percent
lower than the current level. How fast it gets there remains to be seen. At its last policy
meeting, officials expected to make two quarter point cuts this year, leaving it in a range of
3.50-3.75 percent heading into 2026.

The path to the neutral level depends on how prices behave and how well the economy
performs. With the shutdown still underway, there is little fresh information on the economy’s
current performance. The CPI report at least raises the curtain somewhat on the inflation front.
The good news is that the overall level of consumer prices rose by less than expected,
something shown in the following table that includes expected outcomes based on Bloomberg
surveys. As can be seen, both the monthly and yearly results fell a tad short of expectations
with both the headline and core CPI, which excludes volatile food and energy prices, increasing
by 3.0 percent over the past year.
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CPI Inflation: Actual Versus Expected for September

Actual Expected August

Overall month % 0.3 0.4 0.4
YoY % 3.0 3.1 2.9
Core CPI Month % 0.2 0.3 0.3
YoY % 3.0 3.1 3.1

The bad news is that 3.0 percent is still a hefty margin above the Fed’s 2 percent target,
confirming the sticky nature of the inflation trend that prevents the Fed from moving more
aggressively to counter a weakening labor market. It also means that social security recipients
will be getting a cost-of-living bump of 2.8 percent starting in January, based on a separate
measure for the July-September period. While that’s a welcome development for seniors, it
doesn’t quite keep up with the higher costs that this cohort incurs, as it fails to fully capture the
above trend rise in prices on the goods and services that these citizens tend to buy, most
notably for medical care. The Labor Department compiles a separate experimental measure
designed to better represent the cost-of-living for people over 62, but it was not released at the
time of this writing. When it is, we will have more to say on this issue.

As the following chart shows, inflation has fallen sharply since the pandemic peak in the
summer of 2022. But it has been moving in the wrong direction since this spring. The key
reason for the mild uptrend is not difficult to find, tariffs. Admittedly, the levies imposed since
the liberation day tariff blitz have not generated as much of an inflation boost as expected. By
our calculations, about two-thirds of the tariffs have been passed on to consumers,
contributing about 0.4 percent

to inflation. Hence, absent the
tariffs, inflation would be
running about 2.5 percent, not 3
percent. We caution, however,
that the pass through is poised
to increase, as the ability of
importers — the chain of
suppliers from manufacturers to
wholesalers to retailers — to
absorb the higher costs of
imported goods is weakening
due to the squeeze on profit
margins.
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Another boost to inflation last month came from higher gasoline prices, which is likely to
continue in coming weeks thanks to the latest sanctions on Russian oil announced this week.
Actually, the increase in September was more of a statistical artifact than an outright increase.
Simply put, gasoline prices fell by less than is usual at the end of driving season, so after
applying the usual seasonal adjustment prices rose by an outsized 4.1 percent for the month. If
the jump in crude prices in recent days following the announced sanctions stick, look for an
even steeper gasoline price increase for October, whenever that report is released.

But the leap in gasoline prices did not have a major impact on the overall index because it was
offset by declines elsewhere. Most notably, housing costs — which has a 40 percent weight in
the core CPl — subsided last month. The overall increase in shelter costs slowed to 0.2 percent,
lowering the increase over the past year to 3.6 percent. That’s the slimmest annual increase
since October 2021, and industry indicators of market rents point to continued declines in
coming months. Services prices outside of housing rose a touch more than in August, with
notable gains in hotel prices (+1.7% m/m) and airfares (+2.7% m/m). The latter will have gotten
a lift from jet fuel prices, but the turnaround in prices of travel-related categories speaks to the
sharp rebound in discretionary spending in the second half of the year, driven by high-income
households.

Still, the easing of housing costs is a welcome development for budget-strained middle-to-lower
income households, who spend a higher fraction of income on housing than their wealthier
counterparts. The easing of rents will go a long ways towards increasing housing affordability,
as homeowners and builders compete with apartments for people looking for shelter. Lower
rents put pressure on home sellers to lower prices to make a sale. But home sales are also
getting help from another source — lower mortgage rates. Thanks to benign inflation readings,
_ _ Fed rate cuts and
Housing Costs Easing signs of a

% VY weakening labor
market, market
yields have fallen
considerably in
recent months,
with the 10-year
Treasury yield
falling through 4
percent this week
for only the
second time in
two years.
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Mortgage rates are heavily influenced by this yield and, not surprisingly, have also been falling.
In the latest week, the 30-year mortgage rate slipped to 6.19 percent, the lowest since
September 2024. Importantly, the decline may be starting to lure home buyers off the sidelines,
as sales of previously owned homes increased in September. However, a bigger impact on the
broader economy would occur through refinancings, particularly if mortgage rates fall through
6 percent. That would free up a huge amount of housing equity built up in recent years, which
would enter the spending stream and partly offset the drag from tariffs.
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FINANCIAL INDICATORS

Month
INTEREST RATES October 24 Week Ago Ago Year Ago
3-month Treasury bill 3.86 3.93 3.96 4.63
6-month Treasury bill 3.76 3.81 3.86 4.51
2-year Treasury note 3.49 3.47 3.65 4.11
5-year Treasury note 3.61 3.60 3.77 4.06
10-year Treasury note 3.99 4.01 4.18 4.24
30-year Treasury bond 4.59 4.61 4.76 4.50
30-year fixed mortgage rate 6.19 6.27 6.30 6.54
15-year fixed mortgage rate 5.44 5.52 5.49 5.7
STOCK MARKET
Dow Jones Industrial Index 47,207.12 46,190.61 46,247.29 42,114.40
S&P 500 6,791.69 6,664.01 6,643.70 5,808.12
NASDAQ 23,204.87 22,679.97 22,484.07 18,518.61
Gold ($ per troy ounce) 4,118.60 4,245.2 3,789.8 2,756.3
Qil ($ per barrel) - Crude Futures (WTI) 61.50 57.70 65.19 71.66

Average-

Previous Two- Past Six
Latest Month/ Months/ Months or
ECONOMIC INDICATOR Month/Quarter Quarter Qtrs Ago Quarters

Consumer Price Index (September) - %
change 0.3 0.4 0.2 0.3
Core CPI (September) - % change 0.2 0.3 0.3 0.3

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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