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We hold out hope that the ceasefire in Iran will lead to a lasting truce. Even in this best-
case scenario, supply disruptions in markets including oil, gas, fertilizer, helium, plastics
and aluminum will take months to recover from.

For the U.S., the primary economic risk of the war remains inflation: energy prices have
jumped, with room to climb further. Other supply chain disruptions may lead to higher
prices for food and manufactured goods. And the most recent inflationary cycle taught us
that once inflation ascends, it can be slow to settle.

Higher costs can cut into overall spending. Material shortages may also impair
consumption and efforts to reshore production. The sooner that hostilities are wound
down, the more likely that these outcomes can be avoided.

Despite this new source of uncertainty, we do not anticipate a significant slowdown in
activity. The economy has shown considerable resilience during this decade; favorable
market outcomes will continue to propel spending, and Al-related investment remains a
force. Following are our thoughts on the outlook for the domestic economy.

Key Economic Indicators

2026 2027 Q4 to Q4 change Annual change

26:2f 26:3f 27:2f  27:3f 2025a 2026f 2027f 2025a 2026f 2027f
Real Gross Domestic Product 2.5(f) 21 2.0 23 2.2 21 23 23 24 2.2 2.2 2.2 25 2.2
(% change, SAAR)
Consumer Price Index 3.2 5.5 22 23 22 21 21 21 2.7 33 21 27 33 24
(% change, i
Civilian Unemployment Rate 43 45 45 a4 a4 44 43 43 4.0%  4.4* 44*
(%, average)
Federal Funds Rate 363 363 363 359 | 338 338 338 338 5.19* 3.62* 3.38*
2-yr. Treasury Note 3.58 3.73 3.73 3.65 3.58 3.58 3.58 3.58 437* 3.67* 3.58*
10-yr. Treasury Note 420 435 440 440 | 440 440 440 4.40 4.21* 4.34* 4.40*

a=actual
f=forecast
*=zannual average

Influences on the Forecast

e  The March employment report showed surprising strength, with 178,000 new jobs
created. The unemployment rate fell one-tenth to 4.3%, driven by a decline in the
labor force. The favorable reading offset a negative report in February; the data has
become quite volatile. On net, the private sector has gained an average of 79,000 jobs
over the past three months, likely a sustainable pace in light of reduced government
employment and slower immigration.

o Labor market activity remains stagnant. Last summer, job openings settled to a
level below the number of unemployed persons; openings have since held flat.
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However, the rate of hiring touched a low last seen in 2011 (excluding the pandemic),
and voluntary quits are also sluggish. Layoffs remain limited, with weekly initial
unemployment claims holding at a low level. Those who have jobs are holding on to
them, but the unemployed are having difficulty finding work.

e The March reading of the consumer price index (CPI) offered a first glimpse of the impact of
the Iran conflict. Inflation stepped up to a two-year high of 3.3% over the past year, pushed
up by surges in the costs of gasoline and fuel oil. Other than airfare, most other categories
remained well-behaved. Core CPI (excluding food and energy) has gained 2.6% over the
past twelve months.

e Monetary policymakers will be challenged to separate temporary distortions from sustained
economic changes. Under current circumstances, rising inflation and a falling unemployment
rate offer no justification for rate reductions. Our expectation of one further cut late in the
year hinges upon the inflationary shock staying limited, without substantial pass-through to
other categories. The possibility of a prolonged hold is rising.

e Retail sales remained strong in February and March, sustaining a broad-based annual gain
of 4.0% in both months. The February reading on personal consumption illustrated both
strengths and limitations of the consumer. Real consumption climbed 2.5% over the past
year, but real personal income is tracking only a 1.1% annual gain. Savings closed this gap,
with the rate of saving falling by a half a percentage point to 4.0% of personal income.

o These divergent aggregates may be driven by diverging fortunes. Wealth effects are
fueling consumption by higher-income consumers, while others are falling behind. In the
near term, higher income tax refunds may sustain consumer spending in the face of
higher energy costs, across all strata. Consumption gains are poised to persist, as well-
heeled consumers will be less sensitive to inflation.

e Adurable driver of U.S. growth has been investment, especially hardware deployed in the
artificial intelligence (Al) boom. Nondefense capital goods orders grew a strong 0.6% from
January to February. Conflict has not altered the case for most investment in equipment, and
we expect this to provide a tailwind to gross domestic product throughout the year. New
tariffs are still taking shape, but they should prove to be less of a shock to business activity
this year.
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