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Two recent large negative supply shocks
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The Fed has two mandates




Supply shocks are tricky for policymakers

Negative supply shocks tend to:

Increase inflation higher policy rate

Lower employment lower policy rate

Policymakers take a balanced approach



Inflation



Inflation has been rising over the past year
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Note: 12-month percent change, seasonally adjusted, values based on 2017 U.S. dollars.
Source: Bureau of Economic Analysis




Energy and goods prices are boosting inflation

Contribution to 12-Month Headline PCE Inflation

7 pp

6 I Energy
PP N Food

Core Goods
S pp Core Services exc. Housing
Housing

4 pp Pre-pandemic
Contributions
3pp

2019 2020 2021 2022 2023 2024 2025 2026

Source: Bureau of Economic Analysis and FRBSF staff calculations.



Resilient labor markets and
consumer spending



Spending less on goods, more on services
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Note: Seasonally adjusted, chained 2017 dollars. Year-over-year change.
Source: Bureau of Economic Analysis




The labor market has been resilient

Unemployment rate
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Notes: Unemployment rate in October 2025 is linearly interpolated.
Source: Bureau of Labor Statistics and Haver Analytics




What is supporting growth?



A few firms are gaining from Al enthusiasm
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Source: Bloomberg and FRBSF staff calculations.




Investment in data centers is rising steadily

Data centers (left axis)

Structures (right axis)
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Note: Quarterly data, seasonally adjusted annual rates. Series are in chained 2017 dollars. Shaded areas denote NBER recession dates.
Source: Bureau of Economic Analysis via Haver Analytics




Strong Al-induced equipment investment
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Note: Average 4-quarter percent change in chained 2017 dollars, seasonally adjusted.
Source: Bureau of Economic Analysis




Al-related investments supporting growth

—— Real Gross Domestic Product

Real Gross Domestic Product excl. Technology Investment
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Note: Real GDP growth shown as year-over-year percentage change (seasonally adjusted 2017 chained dollars).
Source: Bureau of Economic Anaylsis and Haver Anaylsis




What is the Fed expected to do?



Markets expect the Fed to be on hold

Implied path as of May 12, 2026
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Notes: Effective FFR path as implied from futures contracts covering announced FOMC meeting dates through January 2028.
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