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Oil markets have experienced considerable volatility, significantly clouding the economic outlook.
While long-term inflation expectations remain anchored, new price pressures pose the risk of
pushing the economy further away from the Fed's 2% inflation goal in the near term. With the labor
market and consumer spending already slowing in recent months, the disruptions in energy markets
also increase downside risks to economic activity. The ultimate economic impact will depend
critically on how long these disruptions persist.
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economic impact will depend critically on how

long these disruptions persist; if sustained, high

energy prices risk spilling over into a broader

set of goods and services while weighing on

real incomes, employment, and output growth.

Higher energy costs caused inflation, measured
by the 12-month change in the consumer price
index (CPI), to jump to 3.3% in March—a
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significant increase from February’s 2.4%
reading. This is the first inflation reading to be
received after the start of the Middle East
conflict. Core inflation, which strips out volatile
food and energy costs, remained stable near its
February level at 2.6%.

Markets expect near-term inflation pressure
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This relative stability suggests that market
participants continue to view long-run inflation
as well anchored around 2%.

Inflation remains high from acyclical factors but expected to reach 2% by 2028
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categories—those most sensitive to the business
cycle—hasreturned to pre-pandemic levels, the
contribution from acyclical components has
beenrising. These patterns suggest that while
tight monetary policy and soft aggregate
demand are putting downward pressure on
inflation, sector-specific factors—such as tariffs
and strong demand for semiconductors—have
kept overallinflation from declining on net.

We expect acyclical factors, including higher
energy costs, to exert upward pressure on
inflation in the coming months. However, we
expect the impact from these factors to largely
dissipate in the second half of the year, under
our assumption that the tariff effects on prices
fade and oil prices stabilize or recede towards
pre-conflict levels. We now project that
inflation will reach the Federal Reserve’s 2%
goal by mid-2028, although there are
considerable upside risks to our projected
inflation path given the high uncertainty
surrounding the duration of the conflict. Our
current outlook is for headline PCE inflation to
rise to approximately 3% by the end of 2026
before declining gradually towards 2% by the
end of 2027.
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A bumpy road ahead towards the 2% inflation goal

4-quarter personal consumption expenditures (PCE) inflation
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Noles: Inflation is measured as the 12-month percentage change. The green line indicates the FOMC's 2%
inflation goal. Dashed lines represent FRBSF staff forecasts,
Source: Bureau of Economic Analysis and FRESF staff.
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Slow job growth despite a stable unemployment rate

The labor market has transitioned to a cooling Weak job gains despite a stable unemployment rate
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The cooling labor market is further evidenced
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Moderate GDP growth expected, but downside risks have emerged

The growth rate in inflation-adjusted consumer
spending has slowed somewhat in recent
months, coming in at an average of 1.2%
(annualized) per month over the six months
endingin February. By comparison, consumer
spending was growing at an average rate of
3.6% (annualized) per month in 2023 and 2024.
This slowdown in spending has occurred
alongside softening wage growth, a decline in
consumer sentiment, and higher goods price
inflation.

Under our baseline projection, we anticipate
moderate real GDP growth ahead, but the
conflict has introduced significant downside
risks and elevated uncertainty about near-term
economic activity. Our growth projections for
the first half of 2026 have been revised down,
reflecting the impact of higher oil prices on real
incomes and consumer spending.

The market-implied path for the federal funds
rate has shifted higher in response to the
Middle East conflict. While markets had been
pricing in two interest rate cuts for 2026,
expectations have now pivoted to a hold for
the remainder of the year. This shift suggests
that investors view significant upside risks to
inflation. Given that PCE inflation stood at 2.8%
in February—prior to the start of the conflict—
these new price pressures risk pushing the
economy even further away from the Fed's 2%
inflation goal. The extent of the overall
economic impact will ultimately depend on the
duration of the supply disruptions.

Consumer spending has slowed
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Moderate growth expected, with new downside risks
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Markets expect no cuts in 2026
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