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It is expected that the Federal Open Market Committee (FOMC) will cut the federal funds rate by 

25 basis points at its September meeting on the 17th, as CME Group data show 92.7% of 

participants anticipate the move (as of 9/11/2025). While markets are welcoming the cut, 

uncertainty remains over whether the Fed will continue easing or pause at the final two meetings 

of 2025, particularly as new tariffs complicate the outlook. The case for a modest cut in 

September was straightforward: labor market data showed early signs of weakening, and the 

neutral rate of interest (r*), estimated at roughly 3.7% by the Cleveland Fed, suggested policy was 

restrictive. But the environment is shifting. With tariffs beginning to flow through the economy, the 

Fed now faces a precarious challenge: determining whether these pressures represent a 

one-time price shock or the start of more persistent stagflationary dynamics. The Fed’s 

wait-and-see approach will depend on incoming data, which so far shows: 

➢​ Fresh Signs of Inflationary Pressure: Inflation has re-emerged as a pressing concern. 

Headline CPI rose 2.9% year-over-year in August, PPI climbed 2.6%, and the Fed’s 

preferred gauge, PCE, increased 2.6% in July. Core inflation remains elevated as well, with 

CPI at 3.1% and PCE at 2.9%, reflecting tariff-driven price increases beyond volatile food 

and energy categories. Notably, PPI fell below CPI in August, reversing its trend from the 

prior month, a signal that producers are facing margin pressures and absorbing tariff costs 

amid a weaker consumer market (see Figure 1). However, consumer prices remain 

elevated, suggesting that firms are still passing on a portion of these costs to households, 

or that structural factors such as supply bottlenecks and sticky service prices are keeping 

inflation higher than producer-level dynamics would imply. While tariffs are theoretically a 

one-time shock, inflation expectations remain above target (see Figure 2), raising the risk 

of a self-reinforcing cycle. 
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➢​ A Labor Market Under Stress: The unemployment rate ticked up to 4.3% in August from 

4.2% in July. Although still low by historical standards, headline numbers mask a weaker 

reality. Initial jobless claims have consistently exceeded expectations, and job openings 

have fallen to 7.2 million, the lowest since early 2021, leaving more unemployed workers 

than available jobs (see Figure 3). Downward revisions have also erased 911,000 

previously reported payroll gains as of March 2025, suggesting the labor market was 

softening well before this summer. Wage growth and average hours worked have cooled, 

pointing to further cracks beneath the surface. 

➢​ Souring Consumer Sentiment: Households are becoming increasingly pessimistic. The 

University of Michigan’s Survey of Consumers fell for the second straight month in 

September, dropping from 58.2 to 55.4, the lowest reading since May. Buying conditions 

for durable goods are at their weakest of the year amid concerns about inflationary 

pressures from tariffs. Expectations for business conditions and labor markets have also 

contracted, reflecting mounting fears of stagflation. Financial markets echo this caution: 

the subdued 10-year Treasury yield signals concerns about growth and labor weakness 

rather than persistent inflation (see Figure 4). 

Ultimately, these indicators highlight the Fed’s dual-mandate dilemma. Even if tariffs imposed 

under IEEPA face legal challenges, they are likely to persist in some form. Section 232 tariffs 

remain intact, and a GOP-leaning Supreme Court makes a full rollback improbable. This realistic 

outcome could amplify inflationary pressures and force the Fed to prioritize price stability over 

growth. Under the current FIT framework, unveiled at Jackson Hole, the Fed is bound to a strict 

2% inflation target, a more rigid stance than the previous FAIT regime, which allowed temporary 

overshoots. This shift raises the bar for policy easing. Markets are betting on rate cuts at the 

October and December meetings, but stubborn inflation could derail those expectations unless 

labor conditions deteriorate sharply. Any hint of this in Jerome Powell’s forthcoming forward 

guidance would likely unsettle markets, serving as a warning that monetary easing may not come 

as soon as investors hope. Moreover, if inflation pressures persist after the September meeting, 

the Fed may instead lean toward keeping rates higher for longer, signaling a pause rather than an 

imminent pivot. 
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