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Progress on reducing inflation has been uneven of late. Inflation in the core goods sector has been
rising in recent months, suggesting that some businesses are partly passing on higher tariff rates to
consumers in the form of higher prices. But broader spillovers to services inflation have been limited,
and market participants continue to perceive the recentrise in inflation as temporary. In the labor
market, monthly job gains have declined notably this year, and, while the unemployment rate
remains historically low, it has slowly climbed to its highest level since 2021. We expect the
unemployment and inflation rates to rise modestly through mid—2026 and then start to decline. Due to
the recent federal government shutdown, important economic data, including the September 2025
employment report, have not been released. This development adds further uncertainty to an
already uncertain environment.

Several factors have mitigated tariff impacts
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Moreover, the New York Fed’s Global Supply
Chain Pressure Index suggests that higher tariff
rates have not led to significant disruptions in
global supply chains as was feared in April.
Similarly, the Institute of Supply Management’s
Supplier Delivery Index suggests that delivery
times have remained fairly stable this year.

The breakeven inflation rate, a measure of
market-expected inflation computed from the
difference between nominal Treasury yields
and yields on Treasury Inflation Protected
Securities (TIPS), indicates that market
participants continue to view the recent rise in
inflation as temporary, helping to mute
inflationary pressures. Specifically, market
participants expect elevated inflation this year
to gradually decline towards 2%. The recent
market-expected inflation path is now close to
the path observed at the start of the year.

The U.S. trade policy uncertainty index has
declined notably from the peak reached in April
2025 when new tariffs were announced, but
the index remains materially above 2024 levels.
Elevated uncertainty acts as a negative
demand shock, putting downward pressure on
inflation and economic activity. Hence, the
tariff-related increase in uncertainty in 2025
has likely moderated inflationary pressures,
while contributing to a weaker labor market.
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New tariffs have not impeded trade

Supply pressures and delivery time indexes
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Mote: ISM data is seasonally adjusted. Shaded area denotes NBER recession dates.
Source: Federal Reserve Bank of Mew York and Institute for Supply Managemant via Haver Analytics

Rise in inflation is expected to be a one-off
Forward breakeven inflation rates
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Uncertainty mutes inflation by slowing demand

Trade policy uncertainty index
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Little signs of goods inflation spilling over to services inflation

The rise in goods inflation from the new tariffs Expecting a delayed landing
. . . . Headline PCE inflation and outlook

has so far not spilled over to services inflation, 7%
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Services consumption growth has moderated

Real personal consumption expenditures (PCE): Services
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Mote: Seasonally adjusted, chained 2017 dollars, year-over-year change.
Source: Bureau of Economic Analysis via Haver Analytics



The weaker labor market has also helped
mitigate inflationary pressures. Due to the
recent federal government shutdown, the
Bureau of Labor Statistics (BLS) has not
released its monthly employment report for
September 2025. Private-sector job data
recorded by the firm, Automatic Data
Processing (ADP), a large payroll software
provider, offers an alternative reading on the
status of the labor market. The six-month
moving average of ADP job gains tracks closely
with the six-month moving average from the
BLS. The ADP data for September indicates a
loss of 32,000 private-sector jobs, suggesting a
continued weakening of the labor market.
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Job gains have declined notably
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Mote: Seasonally adjusted. Bars show month-over-month change.
Source: ADP Research Institute and Bureau of Labor Stafistics via Haver Analytics

How has the growth of artificial intelligence impacted the labor market?

Businesses have been investing in data centers to
help power the fast-rising use of artificial
intelligence (Al) technologies. In contrast to the
stagnant growth of investment in structures in
general, investment in data centers has been
growing rapidly in recent years, albeit from low
starting levels. Moreover, investment in information
processing equipment jumped in the second quarter
of 2025, showing a growth rate similar to that
observed during the tech boom of the mid- to late
1990s.

These investments could in principle impact the
labor market to the extent that firms’ adoption of Al
technologies serves as a substitute or complement
for workers. One class of workers that may be at
higher risk of displacement from firm investment in Al
technologies is recent college graduates, as the
rapidly evolving technology may be particularly
well suited to perform entry-level office tasks. But
while the unemployment rate for recent college
graduates has been rising of late, the same is true
for non-college graduates. It is unusual for recent
college graduates to face a higher unemployment
rate than we see in the aggregate economy, as has

Investment in data centers rising steadily
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Firms are boosting their equipment investments

Real investment in information processing equipment
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been the case for the past two years. While only Jobless rates rising across education groups
suggestive, this narrow gap points to other factors - Unemployment rates
impacting the status of the labor market as well,
including higher tariff rates, reduced immigration, 20% — ij: o e
and restrictive monetary policy. U.S. unemployment
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Mote: Seasonally adjusted, 3-month moving average.
Source: Current Population Survey and FRBSF staff calculations.

Market participants expect lower short-term interest rates

With the recent uptick in inflation readings Markst participants expect some policy easing
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