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Week ahead

¢ Retail Sales (Feb., Wed): Retail sales have struggled to beat the broader rate of consumer price
inflation, which we expect will continue in the short run. Nominally, however, retail spending was
likely quite strong in February as gasoline prices and vehicle sales jumped by 3.5% and 5.9%.

¢ ISM Manufacturing (Mar., Wed) and ISM Services reports (Mar., Fri): We are forecasting a
below-consensus reading of 51.7, due to declines in new orders, production and employment.
Prices here have steadily risen, signaling an acceleration in goods inflation more broadly. We are
forecasting a slowdown in the March services index to 54.6 from 56.1 as business activity and new
orders retreat. While services prices have been declining over the past year, the current energy
shock is likely to boost sector inflation.

¢ Employment Report (Mar., Fri): The labor market is exhibiting a low-hiring and low-firing dynamic.
The former is a leading indicator, as firms slow hiring before cutting jobs. Increased uncertainty
and energy prices will likely chill labor demand further. Excluding the education and health services
sector, which added 658k jobs in the past year, private payrolls have declined by -266k over the
period. We are forecasting +38k and +40k for headline and private payrolls, and a 4.5%
unemployment rate.

Figure 2: Growth in Private NFP excl. Private

Figure 1: Composite ISM Prices (Index) Education and Health Services (Thous. 3m ma)
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Revising the forecast

President Wilson had 14 Points and President Trump’s 15 seem no closer to ending the conflict than the
earlier effort.” As the prospect of a longer war increases we are revising our inflation forecasts higher and
simultaneously lowering growth estimates (see table). While we think an easing is more likely than a
rate hike, the Fed may not see enough of a cooling in inflation to be able to deliver one until next
spring (April 2027). Instead, we look for policy to be sidelined all year.

The Iran conflict is forcing interest rate strategists to become military and geopolitical strategists. We are
out of our depth; we do not know how long the conflict will last or when the Straits of Hormuz may re-open.
In the forecast table, we attempt to map out the growth and inflation path assuming the conflict
continues at its present intensity for another two months. Over the period, oil prices hold at $100/bbl
and afterward decline toward $80/bbl by the year-end.? The resulting price shock will push PCE and core
PCE inflation to 3.7%, and 3.2%, respectively in Q2. Higher energy prices will divert household
consumption from discretionary spending and increase input costs for corporates. We expect both effects
to reduce Q2 GDP by 0.5pp to 1.1% q/q. Assuming prices follow the forwards path, we expect GDP to
recover in Q3 (to 2.1% q/q) and PCE deflator to slow from 5.6% to 2.3% q/q.

The job market was already on a “slow hiring-low firing” path since early last year. In February, non-farm
payrolls shrank 92,000 while the three-month average slowed to just 3,000. Monthly average job gains in
the last year have averaged just 16,000/mo — their slowest pace outside of a recession since 2011.
Meanwhile the unemployment rate has bounced around 4.4% since last May. Average hourly earnings
growth has cooled to 3.8% from 4.2% a year ago. As result, the tax imposed by higher energy prices on
household budgets may be felt more acutely.

Indeed, the temporary boost from larger tax refunds this year that we were expecting has been
disappointing. Through March 13, refunds have totaled $182bn — up 12% from last year. But this is
considerably lighter than the $220bn we were looking for at this point in the issuance cycle. And unless
refund issuance picks up in the next month, the average check this year is likely to be $3,600 or about
$400 less than expected. As we wrote last week, any federal gasoline tax holiday (of 18.4c/gallon) will be
too small to fully offset the nearly $1/gallon jump in pump prices since the end of February.

Our baseline assumes that the oil shock quickly dissipates once the conflict ends. This requires no lasting
damage to consumer confidence or financial markets. We look for the economy to rebound in Q3 while
avoiding a recession in Q2.

Monetary policy uncertainty

We think that as long as inflation expectations remain anchored, the Fed will be able to look
through the energy price shock without raising interest rates. Our sense is that a longer conflict with
persistently higher energy prices would damage confidence and households and businesses would
retrench their spending. In turn, we think this would offset the inflationary impulse from higher energy
prices. But this assumes that inflation expectations remain anchored. In February, the New York Fed'’s
household survey’s median 1y, 3y, and 5y, inflation expectations were 3% (Figure 3). And last month,
measures of expected inflation uncertainty were falling. We will pay careful attention to the next report
(April 7) which will reflect the effects of the war.

" Wilson’s 14 Point speech was made in January 1918; the armistice wasn’t signed until November.
2\We are using the Brent forward contract pricing from June through December 2026.
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Even without the “fog of war” there was some uncertainty about the timing of the Fed’s next move.
There is resistance on the Senate Banking Committee to advance Warsh’s nomination until the pending
Department of Justice investigation is resolved. Chair Powell has also indicated that he plans to remain
at the Fed while the investigation is ongoing. As a result, we don’t really know when the new Chairman
will be seated.

Treasury forecast

We have also updated our Treasury yield forecasts (Table 3) consistent with the shift in the macro
forecasts. In the near term, forecasts are marked to market. Beyond this, the path becomes macro driven.
As softer growth materializes in Q2, we look for front-end yields to move lower, before stabilizing with the
anticipated economic rebound in H2.

By year-end, the 2y yield should settle around 3.60%. Using the September 2025 regime model and our
expected terminal rate expectation, we expect the 10y yields to end the year at 4.30%. Our forecast
assumes a modest steepening into Q4, driven by a combination of lower front-end rates and a rebound
in growth.

Figure 3: Median inflation expectations (%) Figure 4: 10y UST vs. Terminal Rate (%)
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Table 2: Economic indicator forecasts
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Source: SMBC Mikko Securities US Economics Forecasts

Table 3: GDP and interest rate projections (%)
U 020
% Q3 Act Q4 Act Q1F Q2F Q3F Q4F

Real GDP QoQar 4.3 14 1.6 1.1 21 2.2
Real GDP YoY 2.3 2.2 2.8 2.1 1.6 1.8
Core PCEYoY 29 29 27 3.2 2.8 24
Unemployment 4.3 4.4 4.5 4.8 4.7 4.6
Fed Funds Rate Upper Bound 4.25 3.75 3.75 3.75 3.75 3.75
2 Year 3.61 347 3.90 3.65 3.60 3.60
5 Year 3.74 3.73 4.00 3.80 3.75 3.75
10 Year 415 417 4.40 4.20 4.25 4.30
30 Year 473 4.84 4.85 4.70 4.80 4.85

Source: SMBC Nikko
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